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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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DISCLAIMER

This presentation and 
accompanying course 
materials are designed 
to provide accurate and 
authoritative information 
as to the subject matter 

covered 

Neither the sponsor, 
distributor, publisher, 

author, nor presenter, by 
and through this 

presentation, is (are) 
rendering legal, 

accounting or other 
professional service

This presentation and 
accompanying course 

materials does not 
create an attorney-client 

or accountant-client 
relationship 

If legal advice or other 
expert advice is 

required, the services of 
a competent 

professional should be 
sought
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Caution 

• The tax changes discussed in this material are PROPOSED 

as part of the Infrastructure legislation being considered by 

Congress. There is no assurance that the proposed changes 

will become law or become law in the form as described in 

this material.

• However, it provides students with insight to Congressional 

thinking and to what MAY be included in the final 

infrastructure legislation providing some opportunities for 

advance tax planning.    
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TAX 
INCREASES 
FOR HIGH-
INCOME 
INDIVIDUALS
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Increase in Top Marginal Individual 
Income Tax Rate  

Section 138201

• The provision increases the top marginal individual income tax rate in section 

1(j)(2) to 39.6%.

• This marginal rate applies to married individuals filing jointly with taxable income 

over $450,000, to heads of households with taxable income over $425,000, to 

unmarried individuals with taxable income over $400,000, to married individuals 

filing separate returns with taxable income over $225,000, and to estates and 

trusts with taxable income over $12,500.

• The amendments made by this section apply to taxable years beginning after 

December 31, 2021.

8

Increase in Capital Gains Rate for Certain 
High-Income Individuals 

Section 138202

• The provision increases the capital gains rate in IRC Section 1(h)(1)(D) to 25%.

• A transition rule provides that the preexisting statutory rate of 20% continues to 
apply to gains and losses for the portion of the taxable year prior to the date of 
introduction.

• Gains recognized later in the same taxable year that arise from transactions 
entered into before the date of introduction pursuant to a written binding 
contract are treated as occurring prior to the date of introduction

• The amendments made by this section apply to taxable years ending after the 
date of introduction of this Act.
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Limitation on Deduction of Qualified 
Business Income for Certain High-Income 
Individuals

Section 138203

• The provision amends IRC Section 199A by setting the maximum allowable 
deduction at $500,000 in the case of a joint return, $400,000 for an individual 
return, $250,000 for a married individual filing a separate return, and $10,000 
for a trust or estate.  

• The amendments made by this section apply to taxable years beginning after 
December 31, 2021.

10

Application of Net Investment Income Tax 
to Trade or Business Income of Certain 
High-Income Individuals 

Section 138204

• This provision amends IRC Section 1411 to expand the net investment 
income tax to cover net investment income derived in the ordinary course of 
a trade or business for taxpayers with greater than $400,000 in taxable 
income (single filer) or $500,000 (joint filer), as well as for trusts and estates. 

• The provision clarifies that this tax is not assessed on wages on which FICA 
is already imposed.  

• The amendments made by this section apply to taxable years beginning after 
December 31, 2021.
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Surcharge on High-Income Individuals

Section 138206

• This provision adds IRC Section 1A, which imposes a tax equal to 3% of a 
taxpayer’s modified adjusted gross income in excess of $5,000,000 (or in 
excess of $2,500,000 for a married individual filing separately).

• For this purpose, modified adjusted gross income means adjusted gross income 
reduced by any deduction allowed for investment interest (as defined in IRC 
Section 163(d)).  

• The amendments made by this section apply to taxable years beginning after 
December 31, 2021.

12

Qualified Small Business Stock Limitations 

Section 138150

• This provision amends section 1202(a) to provide that the special 75% and 
100% exclusion rates for gains realized from certain qualified small business 
stock will not apply to taxpayers with adjusted gross income equal to or 
exceeding $400,000. 

• The baseline 50% exclusion in 1202(a)(1) remains available for all taxpayers. 

• The amendments made by this section apply to sales and exchanges after 
September 13, 2021, subject to a binding contract exception. 

6
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BUSINESS 
TAX 
ISSUES
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Increase in Corporate Income Tax Rate

Section 138101

• This provision replaces the flat corporate income tax with a graduated rate 
structure.

• The rate structure provides for a rate of 18% on the first $400,000 of income; 21% 
on income up to $5,000,000, and a rate of 26.5% on income thereafter.

• The benefit of the graduated rate phases out for corporations making more than 
$10,000,000. 

• Personal services corporations are not eligible for graduated rates.

• The domestic dividends received deduction is adjusted to hold constant the 
tax on domestic corporate-to-corporate dividends.

• The amendments made by this section apply to taxable years beginning after 
December 31, 2021.
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Limitations on Excess Business Losses 
of Noncorporate Taxpayers

Section 138205

• This provision amends IRC Section 461(l) to permanently disallow excess 
business losses (i.e., net business deductions in excess of business income) 
for noncorporate taxpayers.

• The provision allows taxpayers whose losses are disallowed to carry those 
losses forward to the next succeeding taxable year..

• The amendments made by this section apply to taxable years beginning after 
December 31, 2021.

16

Section 138403

• To curb syndicated conservation easement tax shelters, this provision denies 
charitable deduction for contributions of conservation easements by partnerships 
and other pass-through entities if the amount of the contribution (and therefore 
the deduction) exceeds 2.5 times the sum of each partner’s adjusted basis in the 
partnership that relates to the donated property.

• This general disallowance rule does not apply to donations of property that meet 
the requirements of the 3-year holding period rule, and contributions by family 
partnerships.

• In addition, certain taxpayers whose deeds are found to have certain defects and 
are notified by the Commissioner have the opportunity to correct such defects 
within 90 days of the notice.

• This ability to cure does not apply in the case of reportable transactions and 
transactions for which deduction is disallowed under this section.

Limitation on Deduction for Qualified 
Conservation Contributions Made by 
Pass-Through Entities

8
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Limitation on Deduction for Qualified 
Conservation Contributions Made by 
Pass-Through Entities (cont)

Section 138403

• Various accuracy-related penalties apply, including gross valuation misstatement 
penalty, and adjustments are made to the statute of limitations on assessment 
and collection by the IRS, in case of any disallowance of a deduction by reason 
of this provision.

• This section applies to contributions made after December 23, 2016 (the date of 
the relevant IRS Notice).

• In the case of contributions of easements related to the preservation of certified 
historic structures, this section applies to contributions made in taxable years 
beginning after December 31, 2018.

• The ability to cure defective deeds are permitted for returns filed after the date of 
the enactment and for returns filed on or before such date if the section 6501 
period has not expired as of such date.

18

ESTATES 
AND
TRUSTS

9
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Termination of Temporary Increase in 
Unified Credit 

Section 138207

• This provision terminates the temporary increase in the Unified Credit 
against estate and gift taxes, reverting the credit equivalent to its 2010 level 
of $5,000,000 per individual, indexed for inflation.

• There is no effective date specified for this amendments.

20

Increase in Limitation of Estate Tax Valuation 
Reduction for Certain Real Property Used in 
Farming or Other Trades or Businesses

Section 138208

• This provision amends IRC Section 2032A to increase the special valuation 
reduction available for qualified real property used in a family farm or family 
business.

• This reduction allows decedents who own real property used in a farm or business to 
value the property for estate tax purposes based on its actual use rather than fair 
market value.

• This provision increases the allowable reduction from $750,000 to $11,700,000.

• There is no effective date specified for this amendments.

10
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Certain Tax Rules Applicable to 
Grantor Trusts 

Section 138209

• This provision adds IRC Section 2901, which pulls Grantor Trusts into a 
decedent’s taxable estate when the decedent is the deemed owner of the 
trusts. 

• Prior to this provision, taxpayers were able to use grantor trusts to push assets out 
of their estate while controlling the trust closely. 

• The provision also adds new IRC Section 1062, which treats sales between 
grantor trusts and their deemed owner as equivalent to sales between the 
owner and a third party.

• The amendments made by this section apply only to future trusts and future 
transfers, and there is no effective date specified for these amendments.

22

Valuation Rules for Certain Transfers of 
Nonbusiness Assets 

Section 138210

• This provision amends IRC Section 2031 by clarifying that when a taxpayer 
transfers nonbusiness assets, those assets should not be afforded a 
valuation discount for transfer tax purposes. 

• Nonbusiness assets are passive assets that are held for the production of income 
and not used in the active conduct of a trade or business.

• Exceptions are provided for assets used in hedging transactions or as 
working capital of a business. 

• A look-through rule provides that when a passive asset consists of a 10-
percent interest in some other entity, the rule is applied by treating the holder 
as holding its ratable share of the assets of that other entity directly. 

• The amendments made by this section apply to transfers after the date of the 
enactment of this Act.

11
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RETIREMENT 
PLAN

24

Contribution Limit for Individual Retirement 
Plans of High-Income Taxpayers with Large 
Account Balances

Section 138301
• Under current law, taxpayers may make contributions to IRAs irrespective of how much they 

already have saved in such accounts. 

• To avoid subsidizing retirement savings once account balances reach very high levels, the legislation 
creates new rules for taxpayers with very large IRA and defined contribution retirement account 
balances. 

• Specifically, the legislation prohibits further contributions to a Roth or traditional IRA for a taxable year 
if the total value of an individual’s IRA and defined contribution retirement accounts generally exceed 
$10 million as of the end of the prior taxable year.

• The limit on contributions would only apply to single taxpayers (or taxpayers married filing separately) 
with taxable income over $400,000, married taxpayers filing jointly with taxable income over 
$450,000, and heads of households with taxable income over $425,000 (all indexed for inflation).

• The legislation also adds a new annual reporting requirement for employer defined 
contribution plans on aggregate account balances in excess of $2.5 million.

• The reporting would be to both the Internal Revenue Service and the plan participant whose balance 
is being reported.

• The amendments made by this section apply to taxable years beginning after December 31, 
2021.

12
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Increase in Required Minimum Distributions for 
High-Income Taxpayers with Large Retirement 
Account Balances

Section 138302
• If an individual’s combined traditional IRA, Roth IRA and defined contribution retirement 

account balances generally exceed $10,000,000 at the end of a taxable year, a minimum 
distribution would be required for the following year.

• This minimum distribution is only required if the taxpayer’s taxable income is above the thresholds 
described in the section above (e.g., $450,000 for a joint return).

• The minimum distribution generally is 50% of the amount by which the individual’s prior year 
aggregate traditional IRA, Roth IRA and defined contribution account balance exceeds the 
$10,000,000 limit.

• In addition, to the extent that the combined balance amount in traditional IRAs, Roth IRAs and 
defined contribution plans exceeds $20,000,000, that excess is required to be distributed from Roth 
IRAs and Roth designated accounts in defined contribution plans up to the lesser of (1) the amount 
needed to bring the total balance in all accounts down to $20,000,000 or (2) the aggregate balance in 
the Roth IRAs and designated Roth accounts in defined contribution plans.

• Once the individual distributes the amount of any excess required under this 100% distribution rule, 
then the individual is allowed to determine the accounts from which to distribute to satisfy the 50% 
distribution rule above.

• The amendments made by this section apply to taxable years beginning after December 31, 
2021.

26

Tax Treatment of Rollovers to Roth IRAs 
and Account 

Section 138311

• Under current law, contributions to Roth IRAs have income limitations. 

• For example, the income range for single taxpayers for making contributions to Roth 
IRAs for 2021 is $125,000 to $140,000. 

• Those single taxpayers with income above $140,000 generally are not permitted to 
make Roth IRA contributions. 

• However, in 2010, the similar income limitations for Roth IRA conversions were 
repealed, which allowed anyone to contribute to a Roth IRA through a conversion. 
irrespective of the still-in-force income limitations for Roth IRA contributions. 

• As an example, if a person exceeds the income limitation for contributions to a Roth 
IRA, he or she can make a nondeductible contribution to a traditional IRA – and then 
shortly thereafter convert the nondeductible contribution from the traditional IRA to a 
Roth IRA. 

13
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Tax Treatment of Rollovers to Roth IRAs 
and Account (cont)

Section 138311

• In order to close these so-called “back-door” Roth IRA strategies, the bill 
eliminates Roth conversions for both IRAs and employer-sponsored plans for 
single taxpayers (or taxpayers married filing separately) with taxable income 
over $400,000, married taxpayers filing jointly with taxable income over 
$450,000, and heads of households with taxable income over $425,000 (all 
indexed for inflation).

• This provision applies to distributions, transfers, and contributions made in 
taxable years beginning after December 31, 2031.

• Furthermore, this section prohibits all employee after-tax contributions in 
qualified plans and prohibits after-tax IRA contributions from being converted to 
Roth regardless of income level, effective for distributions, transfers, and 
contributions made after December 31, 2021.

28

Prohibition of IRA Investments Conditioned 
on Account Holder’s Status

Section 138312

• The bill prohibits an IRA from holding any security if the issuer of the security 
requires the IRA owner to have certain minimum level of assets or income or 
have completed a minimum level of education or obtained a specific license or 
credential.

• For example, the legislation prohibits IRAs from holding investments which are offered 
to accredited investors because those investments are securities that have not been 
registered under federal securities laws.

• IRAs holding such investments would lose their IRA status.

• This section generally takes effect for tax years beginning after December 31, 
2021, but there is a 2-year transition period for IRAs already holding these 
investments. 

14
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Statute of Limitations with Respect to IRA 
Noncompliance 

Section 138313

• The bill expands the statute of limitations for IRA noncompliance related to 
valuation related misreporting and prohibited transactions from 3 years to 6 
years to help IRS pursue these violations that may have originated outside the 
current statute’s 3-year window.

• This provision applies to taxes to which the current 3- year period ends after 
December 31, 2021. 

30

Prohibition of Investment of IRA Assets in 
Entities in Which the Owner Has a 
Substantial Interest 

Section 138314
• To prevent self-dealing, under current law prohibited transaction rules, an IRA owner cannot 

invest his or her IRA assets in a corporation, partnership, trust, or estate in which he or she 
has a 50% or greater interest.

• However, an IRA owner can invest IRA assets in a business in which he or she owns, for 
example, one-third of the business while also acting as the CEO.

• The bill adjusts the 50% threshold to 10% for investments that are not tradable on an 
established securities market, regardless of whether the IRA owner has a direct or indirect 
interest.

• The bill also prevents investing in an entity in which the IRA owner is an officer.

• Further, the bill modifies the rule to be an IRA requirement, rather than a prohibited 
transaction rule (i.e., in order to be an IRA, it must meet this requirement).

• This section generally takes effect for tax years beginning after December 31, 2021, but 
there is a 2-year transition period for IRAs already holding these investments.

15
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IRA Owners Treated as Disqualified 
Persons for Purposes of Prohibited 
Transactions Rules

Section 138315

• The bill clarifies that, for purposes of applying the prohibited transaction rules 
with respect to an IRA, the IRA owner (including an individual who inherits an 
IRA as beneficiary after the IRA owner’s death) is always a disqualified person.

• This section applies to transactions occurring after December 31, 2021.

32

FUNDING THE 
IRS AND 
IMPROVING 
TAXPAYER 
COMPLIANCE 
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Funding of the Internal Revenue Service 

Section 138401

• This provision appropriates $78,935,000,000 for necessary expenses for the 
IRS for strengthening tax enforcement activities and increasing voluntary 
compliance and modernizing information technology to effectively support 
enforcement activities.

• No use of these funds is intended to increase taxes on any taxpayer with 
taxable income below $400,000.

• Further, $410,000,000 is appropriated for necessary expenses for the 
Treasury Inspector General for Tax Administration to provide oversight of the 
IRS.

• Finally, $157,000,000 is appropriated for the Tax Court for adjudicating tax 
disputes.

• These appropriated funds are to remain available until September 30, 2031.

34

Backup Withholding and Third-Party 
Network Transactions 

Section 138402

• This provision amends IRC Section 3406(b) to add to the list of reportable 
payments any payments in settlement of third-party network transactions, but 
only if the aggregate annual payment made by the third-party settlement 
organization to the payee

(a) Equals or exceeds $600;

(b) The third-party settlement organization was required under IRC Section 6050W to 
file a return for the preceding year with respect to the payee; or 

(c) If during the preceding calendar year, the payment organization made reportable 
payments to the payee with respect to which amounts were required to be deducted 
and withheld under IRC Section 3406(a).

• A transition rule for 2022 adds the requirement that the aggregate number of 
annual transactions between the third-party settlement organization and the 
payee exceeds 200.

17
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Modification of Procedural Requirements 
Relating to Assessment of Penalties 

Section 138404

• This provision repeals a requirement that any assessment of penalties must 
be approved by a supervisor of the employee making such determination.

• This amendment is effective as if included in IRC Section 3306 of the Internal 
Revenue Service Restructuring and Reform Act of 1998, which is notices 
issued, and penalties assessed, after December 31, 2000.

• This provision also requires that each supervisor certify quarterly by letter to 
the Commissioner of Internal Revenue whether employees have followed the 
procedural requirements with respect to issuance of notices of penalty.

• This amendment applies to notices of penalty issued after the date of the 
enactment of this Act.

36

MISCELLANEOUS 
PROVISIONS

18



37

Modification to Limitation on Deduction of 
Excessive Employee Remuneration 

Section 138501

• This provision moves up the effective date of the amendment to Section 
162(m) in the American Rescue Plan Act of 2021 (ARPA) to tax years 
following December 31, 2021.

• ARPA expanded the set of applicable employees under Section 162(m) to 
include the eight most highly compensated officers other than the principal 
executive and principal financial officers for a taxable year, beginning in tax 
years after December 31, 2026.

• The additional five employees scoped in under the ARPA amendment are not 
considered permanent covered employees for the purposes of the section.

• The provision also applies the Section 414 aggregation rules for covered 
health insurance providers to the general rule under Section 162(m), 
expands the IRS’s regulatory authority under the general rule, and expands 
the definition of applicable employee renumeration. 

38

Termination of Employer Credit for Paid 
Family Leave and Medical Leave 

Section 138506

• This provision accelerates termination of employer credit for wages paid to 
employees during family and medical leave to taxable years beginning after 
2023. 

• Currently, the credit will terminate for wages paid in taxable years beginning 
after 2025.

19
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Access to Self-Employment Income 
Information for Paid Leave Administration 

Section 138508

• This provision amends IRC Section 6103 so as to authorize disclosures of 
certain self-employment income to employees within the Treasury 
department for purposes of administering the paid family and medical leave 
program established under Subtitle A of the Budget Recommendations. 

40

Temporary Rule to Allow Certain 
S Corporations to Reorganize as 
Partnerships Without Tax 

Section 138509

• This provision allows eligible S Corporations to reorganize as Partnerships 
without such reorganizations triggering tax.

• An “Eligible S Corporation” means any corporation that was an S Corporation 
on May 13, 1996 (prior to the publication of current law “check the box” 
regulations with respect to entity classification).

• The eligible S Corporation must completely liquidate and transfer 
substantially all of its assets and liabilities to a domestic partnership during 
the two-year period beginning on December 31, 2021.
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Extension of Credit for Portion of Employer 
Social Security Taxes Paid with Respect to 
Employee Tips to Beauty Service 
Establishments 

Section 138512

• In general, IRC Section 45B defines the employer social security credit as an 
amount equal to the employer social security tax paid with respect to 
employee tips.

• Previously, the credit was only applied with respect to tips received in connection 
with providing or delivering food or beverages.

• This provision extends the credit to tips received for providing beauty services to a 
client or customer.

• The amendments made by this section apply to taxable years beginning after 
December 31, 2021. 

42

Enhancement of Work Opportunity Credit 
During COVID-19 Recovery Period 

Section 138513

• This provision increases the Work Opportunity Tax Credit (WOTC) to 50% for 
the first $10,000 in wages, through December 31, 2023, for all WOTC 
targeted groups except for summer youth employees.

• The increase is also available for qualified wages earned by a WOTC target 
group employee in his or her second year of employment (current law limits 
allows WOTC to be claimed only on first-year wages).

21
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Allowance of Deduction for Certain 
Expenses of the Trade or Business of 
Being an Employee 

Section 138514

• The provision allows for up to $250 in dues to a labor organization be 
claimed as an above-the-line deduction.

• The provision is effective for taxable years beginning after December 31, 
2021. 

44

Cover Over of Certain Distilled Spirits Taxes

Section 138515

• The provision permanently eliminates the limitation on distilled spirit taxes 
covered over to Puerto Rico and the U.S. Virgin Islands.

• This change is effective with respect to distilled spirits brought into the United 
States after December 31, 2021.

• Additionally, the provision contains a rule that requires a certain amount of 
the funds covered over to be transferred into the Puerto Rico Conservation 
Trust Fund.

22
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Research and Experimental Expenditures 

Section 138516

• This provision delays the effective date of Section 13206 of Public Law 115-
97.

• That section provides for amortization of the research and experimental 
expenditures starting taxable years beginning after December 31, 2021.

• Under this provision, the amortization of research and experimental expenditures 
will begin for amount paid or incurred in taxable years beginning after December 
31, 2025.

46

Payroll Credit for Compensation of Local 
News Journalists 

Section 138517

• This provision allows an employment tax credit for each calendar quarter 
wages, not to exceed $12,500, paid to local news journalists by an eligible 
local newspaper publisher.

• The credit for each calendar quarter may not exceed total amount of employment 
taxes paid by such publisher with respect to all employees.

• Any excess is treated as overpayment and allowed as refund.

• The credit amount is equal to 50% of wages for each of the first 4 calendar 
quarters, and 30% of wages for each calendar quarter thereafter.

• Eligible local newspaper publisher is any employer that is in the trade or 
business of publishing a local newspaper that serves the needs of a regional 
or local community and who employs no more than 750 employees.

• This section applies to calendar quarters during the first 5 calendar years 
beginning after the date of enactment. 
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Credit for Qualified Access Technology 
for the Blind 

Section 138519

• Beginning in 2022, this provision establishes a nonrefundable credit of up to 
$2,000 in any 3-consecutive year taxable period for amounts paid or incurred 
for qualified access technology for use by a qualified blind individual—either 
the taxpayer or the taxpayer’s spouse or dependent.

• “Qualified access technology” consists of hardware, software, or other 
information technology designed to convert or adapt information visually 
represented into forms or formats usable by blind individuals.

• No double benefits are permitted, and expenses compensated by insurance 
are ineligible for the credit.

• The credit is indexed and expires after 2026.

48

Modification of REIT Constructive 
Ownership Rules 

Section 138520

• A certain percentage of REIT income must be rents from real property.

• Payments from any person are excluded, however, if the REIT owns, in the 
case of a corporation, stock possessing 10% of the vote or value of the 
corporation and, in the case of any other person, an interest of 10% or more 
in the assets or net profits of the person.

• For purposes of determining the ownership of stock, assets, or net profits, the 
constructive ownership rules of IRC Section 318(a) apply, with two modifications.

• This provision modifies the REIT constructive ownership rules by providing 
that stock, assets, and net profits constructively owned by a partnership, 
estate, trust, or corporation by reason of the application of IRC Section 
318(a)(3) (the “downward” attribution rule) are not considered as owned by 
such entity for purposes of again applying IRC Section 318(a)(3) in order to 
make another person the constructive owner of such stock, assets, or net 
profits.
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Contact 
Information

Werner-Rocca Seminars, Ltd.

(215) 545-4181

www.werner-rocca.com

Email: art.werner@werner-rocca.com

Follow us on Twitter @ILectureCPAs or 
@WernerRocca
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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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CAUTION 

The tax changes discussed in this material are 
PROPOSED as part of the Infrastructure legislation 

being considered by Congress. There is no 
assurance that the proposed changes will be come 
law or become law in the form as described in this 

material.  

However, it provides students with insight to 
Congressional thinking and to what MAY be included 
in the final Infrastructure legislation providing some 

opportunities for advance tax planning. 

6

EXCLUSION OF AMOUNTS FROM 
STATE-BASED CATASTROPHE LOSS 

MITIGATION PROGRAMS
Section 135401

IRC Sec 139 (disaster relief payments) is amended to add that gross 
income shall not include any amount received by an individual as a 
qualified catastrophe mitigation payment under a program 
established by a state, or a political subdivision or instrumentality 
thereof, for the purpose of making such payments. 

The term ‘qualified catastrophe mitigation payment’ means any 
amount which is received by an individual to make improvements to 
the individual’s residence for the sole purpose of reducing the 
damage that would be done to the residence by a windstorm, 
earthquake, or wildfire.

Because the income isn’t taxable, basis of the residence is not 
increased.

Applies to taxable years beginning after December 31, 2020.
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REPEAL OF TEMPORARY 
LIMITATION ON PERSONAL 

CASUALTY LOSSES

Section 135402

The TCJA limited personal casualty loss deductions to losses 
incurred in federally-declared disasters during years 2018 through 
2025 but did allow a taxpayer to claim personal casualty losses not 
attributable to federally declared disasters to the extent of personal 
casualty gains during this period. The prohibition of claiming a non-
disaster personal casualty loss would be repealed effective for 
taxable years after 2017. 

The period of limitation for filing a claim for refund for a year 
beginning after 2016 that is related to a loss due to damage to a 
taxpayer’s personal residence resulting from deteriorating concrete 
foundations caused by the presence of the mineral pyrrhotite is to be 
treated as not expiring earlier than the date that is 1 year after the 
date of the Act’s enactment. 

8

CREDIT FOR QUALIFIED WILDFIRE 
MITIGATION EXPENDITURES

Section 135403

A new Sec 28 would add a credit equal to 30% of the qualified 
wildfire mitigation expenditures paid or incurred by the taxpayer 
during the tax year with respect to real property owned or leased by 
the taxpayer. The term ‘qualified wildfire mitigation expenditures’ 
means any specified wildfire mitigation expenditure made pursuant 
to a qualified state wildfire mitigation program of a state which 
requires expenditures for wildfire mitigation to be paid both by the 
taxpayer and the state. An item of expenditure is not allowed unless 
the ratio of the state’s expenditure for such item to the sum of the 
state’s and taxpayer’s expenditures for such item is not less than 
25%.
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CREDIT FOR QUALIFIED WILDFIRE 
MITIGATION EXPENDITURES

The term ‘specified wildfire mitigation expenditure’ means, with 
respect to any real property owned or leased by the taxpayer, any 
amount paid or incurred to reduce the risk of wildfire by removing 
accumulations of vegetation (including establishing, expanding, or 
maintaining fuel breaks to serve as fire breaks) on such real 
property. The term ‘qualified state wildfire mitigation program’ means 
any program of a state the primary purpose of which is to mitigate 
the risk of wildfires in that state.

Any amount originally paid or incurred by the taxpayer which is 
reimbursed by a state under its qualified wildfire mitigation program 
is to be treated as paid by the state (and not by the taxpayer).

10

CREDIT FOR QUALIFIED WILDFIRE 
MITIGATION EXPENDITURES

Business Portion - The portion of the credit allocable to business-
related expenditures is to be treated as part of the General Business 
Credit. The non-business portion of the credit is a personal credit. 

If the state’s portion of any expenditure is less than 30% of the total 
expenditure, then “expenditure percentage” is substituted for 30% 
when determining the credit amount. Expenditure percentage is the 
taxpayer’s expenditure for the item divided by the taxpayer’s plus 
the state’s expenditure for the item.    

If the basis of any property would be determined by taking into 
account any qualified wildfire mitigation expense, the basis of the 
property must be reduced by the amount of the credit allowed.
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CREDIT FOR QUALIFIED WILDFIRE 
MITIGATION EXPENDITURES

Qualified expenses shall not include those related to marketable 
timber.

Effective date:  Applies to expenditures paid or incurred after the 
date of the enactment of this Act, in taxable years ending after such 
date.

12

EXTENSION, INCREASE, AND 
MODIFICATIONS OF NONBUSINESS 

ENERGY PROPERTY CREDIT

Section 136301

The Sec 25C credit for nonbusiness energy property (a variety of 
energy efficient home improvements) is scheduled to end after 2021. 
The bill extends the credit for 10 years. Thus, it would terminate after 
December 31, 2031. 

The current credit rate of 10% would be increased to 30%.
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EXTENSION, INCREASE, AND 
MODIFICATIONS OF NONBUSINESS 

ENERGY PROPERTY CREDIT

Credit Limit and Eligible Property - Under revised Sec 25C(b) there is 
no lifetime limit for the credit, and the annual credit is limited to $1,200, 
of which no more than the following amounts are allowed:

(A) Exterior windows and skylights which are not described in (B), $200.

(B) In the aggregate with respect to all exterior windows and skylights 
which meet the standard for the most efficient certification under 
applicable Energy Star program requirements, the excess (if any) of 
$600 over the credit allowed with respect to all windows and skylights 
taken into account under (A).

(C) Exterior Doors - $250 for any one and $500 in the aggregate for all 
exterior doors.

(D) Home energy audit (newly added as an eligible expense) - $150.

Air barrier insulation is added to the definition of building envelope 
component 

14

EXTENSION, INCREASE, AND 
MODIFICATIONS OF NONBUSINESS 

ENERGY PROPERTY CREDIT

Qualified Energy Property - The term “qualified energy property” is 
revised to mean any of the following which meet or exceed the highest 
efficiency tier (not including any advanced tier) established by the 
Consortium for Energy Efficiency which is in effect as of the beginning 
of the calendar year in which the property is placed in service:

• An electric heat pump water heater.

• An electric heat pump.

• A central air conditioner.

• A natural gas, propane, or oil water heater.

• A natural gas, propane, or oil furnace or hot water boiler.
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EXTENSION, INCREASE, AND 
MODIFICATIONS OF NONBUSINESS 

ENERGY PROPERTY CREDIT

Product Identification Number Requirement - No credit is allowed 
with respect to exterior windows (including skylights) and doors placed 
in service after December 31, 2023, unless the window or door is 
produced by a qualified manufacturer, and the taxpayer includes the 
“qualified product identification number” of the item on the tax return on 
which the credit is claimed. 

The product manufacturer will need to enter into an agreement with the 
IRS regarding assigning a product identification number to each item of 
specified property the manufacturer produces by utilizing a methodology 
that will ensure that such number is unique to each item. 

The manufacturer will be required to make periodic reports to the IRS of 
the product identification numbers so assigned.

16

RESIDENTIAL ENERGY EFFICIENT 
PROPERTY 

Section 136302

The termination date of the Sec 25D (most commonly solar) credit 
would be extended by 10 years, to December 31, 2033.  The phaseout 
of the credit would be revised as follows:
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RESIDENTIAL ENERGY EFFICIENT 
PROPERTY 

Battery Storage Technology Expenditure – Under existing law, 
credit for a storage battery was only allowed if the battery was 
charged via solar and not from the grid. The proposed law would 
include as eligible property any battery storage technology installed 
on a dwelling in the U.S. used as a residence by the taxpayer and 
that has a capacity of no less than 3 kilowatt hours.  

18

EXTENSION, INCREASE, AND 
MODIFICATIONS OF NEW ENERGY 

EFFICIENT HOME 

Section 136304

This Sec 45L credit would be extended through 2031 (currently not 
available for eligible homes acquired after 2021). The amount of the 
credit would be increased to $2,500 or $5,000 and for a multi-family 
property a credit of $500 or $1,000, depending on satisfying energy 
savings requirements, which have also been revised.

The amendments made apply to dwelling units acquired after 
December 31, 2021.
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REFUNDABLE NEW QUALIFIED PLUG-
IN ELECTRIC DRIVE MOTOR VEHICLE 

CREDIT FOR INDIVIDUALS  

Section 136401

4-WHEELED VEHICLES - The Sec 30D credit would be repealed 
and replaced by a new Sec 36C credit and substantially overhauled. 
No longer would there be a credit limit based on the quantity of a 
vehicle manufacturer’s sales, but other limitations would be imposed, 
and the credit would be available for qualified vehicle purchases 
through 2031. The maximum credit amount would be increased, and 
the credit would be refundable. 

20

REFUNDABLE NEW QUALIFIED PLUG-
IN ELECTRIC DRIVE MOTOR VEHICLE 

CREDIT FOR INDIVIDUALS  

Qualifying Vehicle - is a new vehicle in compliance with the Clean 
Air Act manufactured for highway use, with 4 wheels, weighing less 
than 14,000 pounds with a battery capacity of:

• Placed in service in 2022 or 2023: Not less than 7 Kilowatt hours

• Placed in service after 2023: Not less than 10 Kilowatt hours.

In the case of a vehicle placed into service after December 31, 2026, 
final assembly must be within the United States. 

Further, the vehicle can’t be of a character subject to an allowance for 
depreciation.

The basis of the vehicle must be reduced by the credit allowed.
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REFUNDABLE NEW QUALIFIED PLUG-
IN ELECTRIC DRIVE MOTOR VEHICLE 

CREDIT FOR INDIVIDUALS  

Credit Limit - The credit amount would be 50% of the purchase price 
of the vehicle (but see “Price Limit,” below), and credit could be as 
much as $12,500 per vehicle. This maximum amount is made up of:
• Base amount - $4,000 plus...
• Battery capacity - $3,500 if—

o Placed in service before January 1, 2027, with a battery of not 
less than 40 kilowatt hours of capacity.

o Placed in service after December 31, 2026, with a battery with 
not less than 50 kilowatt hours of capacity.

Domestic assembly - $4,500 if the new qualified plug-in vehicle 
satisfies domestic assembly qualifications.

Domestic content - $500 in the case of a new qualified plug-in 
vehicle which satisfies domestic content qualifications.

22

REFUNDABLE NEW QUALIFIED PLUG-
IN ELECTRIC DRIVE MOTOR VEHICLE 

CREDIT FOR INDIVIDUALS  

Income Limitation - The amount of the credit allowable would need 
to be reduced (but not below zero) by $200 for each $1,000 (or 
fraction thereof) by which the taxpayer’s modified adjusted gross 
income (MAGI) exceeds the threshold amount. For this purpose, 
MAGI means adjusted gross income increased by any amount 
excluded under IRC Sec 911, 931, or 933. But the MAGI to be used is 
the lesser of the MAGI for the year in which the credit is claimed or 
the immediately preceding year. The threshold amounts are:
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REFUNDABLE NEW QUALIFIED PLUG-
IN ELECTRIC DRIVE MOTOR VEHICLE 

CREDIT FOR INDIVIDUALS  

Price Limitation - No credit would be allowed if the manufacturer’s 
suggested retail price exceeds the following amounts:

24

REFUNDABLE NEW QUALIFIED PLUG-
IN ELECTRIC DRIVE MOTOR VEHICLE 

CREDIT FOR INDIVIDUALS  

2 AND 3 WHEELED PLUG-IN ELECTRIC VEHICLES - For vehicles 
purchased or leased after 2022, primarily for use on highways and 
streets that are capable of speeds of 45 MPH or greater, the credit is 
the lesser of 10% of the cost of the vehicle or $2,500. The 
qualification requirements are similar to the credit that has been 
available for 2-wheeled electric vehicles for the last several years. 

Vin Number Requirement – No credit will be allowed with respect to 
any vehicle unless the taxpayer includes the vehicle identification 
number of such vehicle on the tax return for the year the credit is 
claimed.

Advance Credit through Dealer – The purchaser of a qualified 
vehicle would be able to receive the credit from the dealer (in cash or 
in the form of a partial payment or down payment for the purchase of 
the vehicle). The dealer would then be reimbursed through a program 
set up by the Treasury Secretary.
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CREDIT FOR PREVIOUSLY-OWNED 
QUALIFIED PLUG-IN ELECTRIC DRIVE 

MOTOR VEHICLE 

Section 136402

New Sec 36D, if enacted, will provide a credit to a qualified buyer 
who, during a taxable year, places in service a previously-owned 
qualified plug-in electric drive motor vehicle. 

Among other requirements, the vehicle must be a model year which 
is at least 2 years earlier than the calendar year in which the taxpayer 
acquires the vehicle for a sales price of not more than $25,000. 

26

CREDIT FOR PREVIOUSLY-OWNED 
QUALIFIED PLUG-IN ELECTRIC DRIVE 

MOTOR VEHICLE 

The credit will be equal to the sum of: 

(1) $1,250, plus

(2) in the case of a vehicle which draws propulsion energy from a 
battery which exceeds 4 kilowatt hours of capacity (determined 
at the time of sale), the lesser of—

(A) $1,250, and

(B) the product of $208.50 and such excess kilowatt hours.

Limit Based on Sales Price – The credit cannot exceed 30% of the 
sales price.

38



27

CREDIT FOR PREVIOUSLY-OWNED 
QUALIFIED PLUG-IN ELECTRIC DRIVE 

MOTOR VEHICLE 

Limit Based on AGI – The credit will need to be reduced (but not 
below zero) by $200 for each $1,000 (or fraction thereof) by which the 
taxpayer’s adjusted gross income exceeds:

Effective Date – Vehicles acquired after December 31, 2021 

28

QUALIFIED COMMERCIAL ELECTRIC 
VEHICLES 

Section 136403

Effective for vehicles acquired after December 31, 2021, new Section 
45Y adds a credit for qualified commercial vehicles equal to 30% of 
the vehicle’s basis.
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QUALIFIED FUEL CELL MOTOR 
VEHICLES 

Section 136404

The credit for qualified fuel cell motor vehicles would be extended for 
10 years, with the credit terminating for purchases after December 
31, 2031.

30

ALTERNATIVE FUEL REFUELING 
PROPERTY CREDIT 

Section 136405

This credit would be extended for 10 years, with the credit terminating 
for purchases after December 31, 2031. Other changes to this credit 
apply to public-access charging stations and aren’t included in this 
webcast. 
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REINSTATEMENT AND EXPANSION OF 
EMPLOYER-PROVIDED FRINGE 

BENEFITS FOR BICYCLE COMMUTING 

Section 136406

The suspension of the exclusion for employer-provided bicycle 
commuting benefits enacted by the TCJA would be repealed. The tax-
free exclusion amount for bicycle commuting would be 30% of the 
amount allowed for qualified parking. Effective for 2022. 

Employer reimbursement would be available for reasonable 
expenses incurred by the employee during the calendar year for the 
purchase (including associated finance charges), lease, rental 
(including a bikeshare), improvement, repair, or storage of qualified 
commuting property, or provision by the employer of qualified 
commuting property regularly used by the employee to commute from 
home to work. Qualified commuting property includes any non-
motorized bicycle, certain electric bicycles, a non-motorized 2- or 3-
wheeled scooter, and certain electric-motor driven scooters.

32

CREDIT FOR CERTAIN NEW ELECTRIC 
BICYCLES 

Section 136407

New IRC Sec 36E would be added that would allow a credit of 15% of 
the cost (no more than $5,000), of each qualified electric bicycle 
placed in service by the taxpayer during the year. The number of 
bicycles eligible for the credit is limited to 1 (2 on a joint return) 
reduced by the aggregate number of electric bicycles for which credit 
was claimed in the 2 preceding tax years. The bill defines the term 
qualified electric bicycle (which we have not included in this 
summary).
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CREDIT FOR CERTAIN NEW ELECTRIC 
BICYCLES 

MAGI Limitation - The credit is reduced by $200 for each $1,000 (or 
fraction thereof) by which the taxpayer’s modified adjusted gross 
income exceeds:

MAGI increased by any amount excluded from gross income under 
IRC Section 911, 931, or 933. But the MAGI to be used is the lesser 
of the MAGI for the year in which the credit is claimed or the 
immediately preceding year.

VIN Number Requirement – VIN must be included on the return 

Effective Dates - Placed in service after the enactment date of this 
Act, in taxable years ending after such date, and is terminated for 
bicycles placed in service after December 31, 2031.

34

CHILD TAX CREDIT SAFE HARBOR 
EXCEPTION FOR FRAUD AND 

INTENTIONAL DISREGARD OF RULES 
AND REGULATIONS 

Section 137101

With regard to the safe harbor provision based on AGI that makes 
repayment of excess advance child tax credit unnecessary for low-
income filers, the Act would add an exception to the safe harbor in 
instances where the taxpayer committed fraud or there was 
intentional disregard of rules and regulations by the taxpayer. 

Effective for taxable years beginning, and payments made after 
December 31, 2020.
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35

EXTENSION AND MODIFICATION OF 
CHILD TAX CREDIT AND ADVANCE 

PAYMENT FOR 2022 

Section 137102

The Act would make the following changes to the child tax credit, 
effective for tax years beginning and payments after Dec. 31, 2021:
The increased child tax credits ($3,000 per child under the age of 18 
and $3,600 per child under the age 6) applicable to 2021 would be 
extended to 2022.  
Advance payments would be for 100% of the anticipated credit for 
2022 rather than 50% of the credit as allowed for 2021. 
The requirement that an eligible child must have a Social Security 
number is repealed. 
For purposes of computing the phaseout of the child tax credit based 
on MAGI, the preceding year’s MAGI would be used if it is less than 
the MAGI for the return on which the credit is claimed. 
Inflation adjustments would be applied to the $3,000, $3,600 and 
$500 (other dependent credit) amounts, as well as to the phaseout 
thresholds. 

36

ESTABLISHMENT OF MONTHLY CHILD 
TAX CREDIT WITH ADVANCE PAYMENT 

THROUGH 2025 

Section 137103

If the provision is enacted, the monthly advance child tax credit 
payments will be made for the full 12 months of each tax year rather 
than 6 months as was the case for 2021.  

The monthly payments will be $300 per month for children under the 
age of 6 and $250 for a child under the age of 18. 

The Act would add a requirement that the child on whom the credit is 
based receives care from the taxpayer claiming the credit, and 
includes factors to be used in determining, based on facts and 
circumstances, if such care was provided, and also specifies tie-
breaker rules. 

Disallowance rules similar to those for EIC would apply for taxpayers 
making fraudulent or reckless claims. 

Inflation adjustments would apply starting with 2023.
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CERTAIN IMPROVEMENTS TO THE 
CHILD AND DEPENDENT CARE CREDIT 

MADE PERMANENT 

Section 137201

The ARPA’s increases for the eligible expense amounts of $8,000 for 
one dependent and $16,000 for two or more dependents (up from 
$3,000 and $6,000) and credit percentage of 50% (up from 35%) 
would be made permanent. The dollar amounts would be inflation-
adjusted starting with tax year 2022. 

Phaseout of the credit percentage would begin at AGI of $400,000.

The $250 per month of deemed income for a non-working spouse 
who is a student or disabled, would increase to 1/12 of the $8,000 
($667) or $16,000 ($1,333) expense amount, whichever applies.

38

INCREASE IN EXCLUSION FOR 
EMPLOYER PROVIDED DEPENDENT 

CARE ASSISTANCE MADE PERMANENT 

Section 137202

The ARPA’s increase from $5,000 to $10,500 ($2,500 to $5,250 for 
married separate) for nontaxable employer-provided dependent care 
assistance would be made permanent and subject to annual inflation-
adjustment, effective for tax years beginning after December 31, 
2021.
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PAYROLL TAX CREDIT FOR CHILD CARE 
WORKERS 

Section 137301

New Code Sec 3135 would add a credit against certain employment 
taxes of an eligible childcare employer, defined as any employer 
which operates one or more qualified childcare facilities which is 
certified as an HHS Participating Child Care Provider by the 
Secretary of Health and Human Services. 

The credit would be 50% of the qualified childcare wages paid to 
each childcare employee, limited per quarter to no more than $2,500 
(subject to inflation-adjustment) of wages per eligible employee. 
Excess credit would be refundable. 

Applies to calendar quarters beginning after December 31, 2021.

40

CREDIT FOR CAREGIVER EXPENSES 

Section 137302

The Act would add another new section to the Code, Sec 25E, that 
would provide a credit to an individual for whom there are one or 
more qualified care recipients. The credit would be equal to 50% of 
up to $4,000 of the qualified expenses paid or incurred by the 
individual during the taxable year (and not compensated for by 
insurance or otherwise). The credit rate is phased out once the 
individual’s AGI reaches $75,000. 
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CREDIT FOR CAREGIVER EXPENSES 

The term ‘qualified care recipient’ means, with respect to any taxable 
year, any individual who—

A. Is the spouse of the taxpayer, or any other person who bears a 
relationship to the taxpayer described in any of subparagraphs (A) 
through (H) of section 152(d)(2),

B. Has been certified, before the due date for filing the tax return for 
the taxable year, by a licensed health care practitioner as being an 
individual with long-term care needs for a period which is expected 
to be at least 180 consecutive days, and a portion of which occurs 
within the taxable year, and

C. Resides in a personal residence and not an institutional care 
facility.

This credit applies in tax years beginning after December 31, 2021, and 
terminates for tax years beginning after December 31, 2025.

42

CERTAIN IMPROVEMENTS TO THE 
EARNED INCOME TAX CREDIT MADE 

PERMANENT 
Section 137401

The Act would make permanent EITC changes that were part of ARPA:

Removes the age 25 requirement for taxpayers without a child, which is 
replaced generally with age 19, except it is age 24 for a specified 
student and 18 for a qualified former foster youth or a qualified 
homeless youth.

Eliminates the maximum age for childless taxpayers.

The credit rate for childless taxpayers is permanently made 15.3%.

The earned income and phaseout threshold amount for a childless 
taxpayer are set at $9,820 and $11,610, respectively (subject to inflation 
adjustment).

If earned income in the year in which the credit is being claimed is less 
than the preceding year’s earned income, the taxpayer may elect to use 
the preceding year’s amount.

Effective for taxable years beginning after December 31, 2021.
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IMPROVE AFFORDABILITY AND REDUCE 
PREMIUM COSTS OF HEALTH 

INSURANCE FOR CONSUMERS 

Section 137501

The changes related to the premium percentage for health insurance 
purchased through a government marketplace that were made by ARPA 
for tax years 2021 and 2022 would be made permanent. Thus, the 
following table would apply:

The credit would also be available to taxpayers whose household 
income exceeds 400% of the federal poverty line.

Effective for taxable years beginning after December 31, 2021.

44

IMPROVE AFFORDABILITY AND REDUCE 
PREMIUM COSTS OF HEALTH 

INSURANCE FOR CONSUMERS 

The factors used in the prior slide table are the ones used to develop 
the annual ”applicable percentage table”.  The one for 2021 is illustrated 
below.   
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MODIFICATION OF EMPLOYER-
SPONSORED COVERAGE 

AFFORDABILITY TEST IN HEALTH 
INSURANCE PREMIUM TAX CREDIT 

Section 137502

Under the ACA, health care coverage offered by an employer was 
considered affordable if the employee’s required contribution did not 
exceed 9.5% (adjusted for inflation) of the employee’s household 
income. ARPA reduced the rate to 8.5% for 2021 and 2022. This Act 
would make the 8.5% rate permanent and not subject to inflation-
adjustment. 

46

TREATMENT OF LUMP-SUM SOCIAL 
SECURITY BENEFITS IN DETERMINING 

HOUSEHOLD INCOME 

Section 137503

Modified AGI for figuring household income for the Sec 36B premium 
tax credit is made up of AGI plus income exclude under Sec 911 
(foreign earned income exclusion), tax-exempt interest, and the portion 
of Social Security benefits not included already in AGI. The Act would 
allow a taxpayer to elect to exclude the portion of any lump-sum Social 
Security benefit payment attributable to months ending before the 
beginning of the taxable year. 

This would be any payment of Social Security benefits (as defined in 
section 86(d)(1)) which constitutes more than 1 month of such benefits. 

Effective for taxable years beginning after December 31, 2021.
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TEMPORARY EXPANSION OF HEALTH 
INSURANCE PREMIUM TAX CREDITS 

FOR CERTAIN LOW-INCOME 
POPULATIONS 

Section 137504

The Premium Tax Credit (PTC) would be available if the employer offers 
coverage even if the individual’s income is below 138% of the federal 
poverty line. 

A qualified small employer health reimbursement arrangement would 
not be treated as constituting affordable coverage for an employee (or 
any spouse or dependent of such employee) for any months of a 
taxable year if the employee’s household income for that year does not 
exceed 138% of the poverty line for a family of the size involved. Thus, 
the employee would be eligible for the Premium Tax Credit.

Repayment of advance premium tax credit would be limited to $300 
($150 if filing married separate) if the taxpayer’s household income is 
less than 200% of the poverty line for the size of the family.

48

SPECIAL RULE FOR INDIVIDUALS 
RECEIVING UNEMPLOYMENT 

COMPENSATION 

Section 137507

The Act revises Sec 36B(g)(1) so that for a taxpayer who has received 
or been approved to receive unemployment compensation after 
December 31, 2020, and before January 1, 2026, there shall not be 
considered any household income of the taxpayer more than 150% of 
the poverty line for a family of the size involved. 

ARPA had included this provision for 2021 only and with the poverty line 
test being 133%.
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TREATMENT OF FEDERAL PELL 
GRANTS FOR INCOME TAX PURPOSES 

Section 137703

The Act would modify the Sec 117(b)(1) definition of qualified 
scholarships by specifying that the term "qualified scholarship" means 
any amount received by an individual:

(A) as a scholarship or fellowship grant to the extent the individual 
establishes that, in accordance with the conditions of the grant such 
amount was used for qualified tuition and related expenses, or

(B) as a Federal Pell Grant under section 401 of the Higher 
Education Act of 1965.

This definition of a qualified scholarship would also apply when 
determining the American Opportunity Credit or Lifetime Learning Credit 
as to adjustments for scholarships that are excludable from income. 

Effective for tax years beginning after December 31, 2021.
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REPEAL OF DENIAL OF AMERICAN 
OPPORTUNITY TAX CREDIT ON BASIS 

OF FELON DRUG CONVICTION 

Section 137704

One of the requirements for claiming the AOTC has been that the 
student has not been convicted of a Federal or State felony drug 
offense as of the end of the year for which the credit is being claimed. 
The Act would repeal this requirement, effective with tax years 
beginning after December 31, 2021.
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MODIFICATIONS TO TREATMENT OF 
CERTAIN LOSSES 

Section 138142

Losses from capital assets that become worthless have traditionally 
been reported as if the loss occurred on the last day of the taxable year 
(IRC Sec 165(g)(1)). The Act would change the determination date to be 
‘‘at the time of the identifiable event establishing worthlessness.’’

52

INCREASE IN TOP MARGINAL 
INDIVIDUAL INCOME TAX RATE 

Section 138201

The bill would reinstate 39.6% as the top tax rate instead of the 37% 
that was intended by the TCJA to be used from 2018 through 2025. The 
bill also reduces the level of taxable income at which the 35% rate 
begins and the top rate kicks in. The new rates would be effective for 
2022 and would be subject to inflation-adjustment. The following table 
compares the two top brackets for 2021 and as they would be under the 
revised law. 
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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 
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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.

2

53



3

Disclaimer

THIS PRESENTATION AND 
ACCOMPANYING COURSE 

MATERIALS ARE DESIGNED TO 
PROVIDE ACCURATE AND 

AUTHORITATIVE 
INFORMATION AS TO THE 
SUBJECT MATTER COVERED 

NEITHER THE SPONSOR, 
DISTRIBUTOR, PUBLISHER, 

AUTHOR, NOR PRESENTER, BY 
AND THROUGH THIS 

PRESENTATION, IS (ARE) 
RENDERING LEGAL, 

ACCOUNTING OR OTHER 
PROFESSIONAL SERVICE

THIS PRESENTATION AND 
ACCOMPANYING COURSE 
MATERIALS DOES NOT 

CREATE AN ATTORNEY‐CLIENT 
OR ACCOUNTANT‐CLIENT 

RELATIONSHIP 

IF LEGAL ADVICE OR OTHER 
EXPERT ADVICE IS REQUIRED, 

THE SERVICES OF A 
COMPETENT PROFESSIONAL 

SHOULD BE SOUGHT

4

Status 
Issues
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Although most tax professionals consider filing status to be routine, it 
can present some challenges. So we will explore some not so routine 
situations that can enhance your preparation skills.

Head of Household is a status that is often incorrectly used (this is why 
the IRS established due diligence requirements) and at other times 
overlooked as a possible status. The major contributing factors include: 

• Qualified Person

o Dependency   

o Must Be Related to Taxpayer

• Divorce 

• Temporary Absences

• One House, One Household Rule

• Multiple Support Agreement 

FILING STATUS

5

6

QUALIFIED PERSON includes a:

• Qualified Child – Often mistakenly ruled out are full-time students 
that work and make “too much” money...there is no gross income test 
for a qualified child. Some mistakenly rule out students as self-
supporting. Being away at school is considered a temporary absence; 
thus, the student’s support will include a share of the parent’s home 
expenses.

o Run the numbers to determine if really self-supporting. 

• Dependent Relative.   

• Dependent Parent – Will qualify TP for HH  where the TP pays more 
than half the cost of maintaining the parent’s separate household for 
the entire year. The parent’s home can include a nursing home. It’s 
not uncommon for an adult child to pay over half the cost of a nursing 
home for a parent who only has Social Security income. When 
determining the gross income test for a dependent, only taxable SS 
income is counted.    

HEAD OF HOUSEHOLD 

6
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TEMPORARY ABSENCE:

• For purposes of head of household, the following temporary absences 
do not change the place of abode: 

o School
o Vacations
o Illness
o Military service 

• ONE HOUSE – ONE HH RULE – The IRS has ruled that a single 
house cannot contain more than one household. However, where a 
single house had a certain amount of divisibility of quarters the Tax 
Court overruled the IRS (Fleming TC Memo 1974-137).

• MULTIPLE SUPPORT AGREEMENT - A person claimed as a 
dependent under a multiple support agreement does not qualify a 
taxpayer for the head of household filing status.

HEAD OF HOUSEHOLD 

7
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DIVORCE:

• Married Individual - may use the HH status if:
o Lived apart - from their spouse at least the last six months of 

the year, and
o Paid more than half the cost of maintaining their home as the 

principal place of abode for more than half the year for a 
dependent child (unless the dependency was relinquished to the 
non-custodial parent). 

• In these situations, don’t overlook the temporary absence rule when 
determining whether the TP paid over half the cost of the household 
and for determining dependency. 

• HH status could apply to both spouses when there’s more than 1 child 
and if both meet the requirements. Otherwise, filing status choices are 
MFJ or MFS if divorce not final by Dec. 31.

HEAD OF HOUSEHOLD 

8
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MFS TAX TRAP 

• Unemployment Income Exclusion Strategy - $150K MAGI. 

• But applies to anyone filing as MFS 

• If either or both spouses are on Medicare:
o Medicare Premiums are based on the AGI 2 years prior
o There is a significant increase in MFS premiums 

9

10

MFS TAX TRAP 

The following is an example for taxpayers filing MFS in 2021:

MFJ MAGI = $200,000, Medicare Premiums = $207.90 each 
per month. $2,494.80 each per year. $4,989.60 Combined

MFS MAGI - $100,000, Medicare Premiums = $475.20 each 
per month. $5,702.40 each per year $11,404.80 Combined

Thus, the Medicare premiums for 2023 will have a net increase of 
$6,415.20 ($11,404.80 - $4,989.60) - if the 2023 premium rates are 
the same as for 2021 (likely they’ll be higher). 

10
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To be a dependent an individual must be a Qualified Child, or a 
Qualified Relative.  

QUALIFIED CHILD (there’s no gross income test)

• Residency Test – Must be a U.S. citizen, resident or national or a 
resident of Canada or Mexico. Same place of abode as the TP for 
more than half the year.  Don’t overlook the temporary absence rule. 

• Relationship Test – child or sibling including step and eligible foster. 

• Joint Return Test – can’t file joint return except only filed for refund.

• Age Test – Under 19 except for full time student under 24. Must be 
younger than the TP claiming them. Remember full-time student is 5 
months and any part of a month counts as a month.  

• Self-Supporting Child – Don’t confuse income with support. Saved 
income does not count as support. Here again the temporary absence 
exception comes into play for students – Abode is still TP’s home 
along with student’s share of home costs.  

DEPENDENT

11
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CUSTODIAL PARENT – The parent with whom the child resides the 
greater number of nights. However, even that causes disputes, so the 
IRS added the following…

• Absences of Child – Generally if temporary, counts where child 
would have slept.  Camp, sleep overs, with grandparent, etc.

• Equal Number of Nights – To the parent with the higher AGI.

• Night Spans Two Years – Allocated to the year the night begins.

• Parent Works at Night  - If, due to a parent’s nighttime work 
schedule, a child resides for a greater number of days but not nights 
with the parent who works at night, that parent is treated as the 
custodial parent. On a school day, the child is treated as residing at 
the primary residence registered with the school.

QUALIFIED CHILD 

12
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DEPENDENCY RELEASE TO NON-CUSTODIAL PARENT 

• Must be Written – Best to use the 8332.

• Must be Unconditional – No strings attached.

• Must Specify Years – If to be open-ended, it applies to the year after 
it was executed and all future years.  

• Court Order/Separation Agreement – NOT a written declaration.  

• Tax Return Attachment – Non-custodial parent must attach a copy 
of the release to their tax return each year the child is claimed. 

• Release Revocation – Custodial parent can rescind release if:
o Reasonable effort to provide notice to non-custodial parent.
o Can be made on the 8332, effective year after executed.
o Custodial parent must attach the revocation to tax return every 

year child is claimed after revocation.
• Cannot Be Retroactive – Form 8332 only allows current and future 

years.  

QUALIFIED CHILD 

13
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DEPENDENT OF BOTH PARENTS FOR PURPOSES OF:

• Exclusion from gross income of employer-provided reimbursements 
of expenses incurred for the child’s medical care.

• Exclusion from gross income of employer contributions to an accident 
or health plan on behalf of the employee's children.

• Exclusion from gross income of fringe benefits qualifying as no-
additional-cost services or qualified employee discounts due to use by 
an employee's child.

• Deduction of the child’s medical expenses.

• Exclusions for distributions from Archer Medical Savings Accounts 
and Health Savings Accounts, to pay qualified medical expenses of 
the child.

QUALIFIED CHILD 

14
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QUALIFIED CHILD 

CHILD WANTS TO CLAIM THEMSELF 

Often, we encounter situations where the parents of a qualified child 
make too much money to claim the education credit and want to skirt 
around the law by having child claim themself and claim the education 
credit.

• The first question to ask: is the child self-supporting? 

• If not, and a full-time student and under age 24 then the student is a 
qualified child! 

• If a qualified child of the parents, then child is a dependent of the 
parents.

• Thus, the child can only file as a dependent of another and can’t 
claim the education credits.

• Only the one claiming the child can claim the education credits.  

15

16

QUALIFIED CHILD 
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TESTS TO BE A QUALIFIED RELATIVE:

• Cannot be a Qualified Child of the taxpayer or anyone else.

• Notice 2008-5 clarifies that an individual is not a qualifying child of 
“any other taxpayer” if the individual's parent (or other person with 
respect to whom the individual is defined as a qualifying child) is not 
required by section 6012 to file an income tax return and 

(i) does not file an income tax return, or 

(ii) files an income tax return solely to obtain a refund of withheld 
income taxes.

QUALIFYING RELATIVE  

17
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EXAMPLE #1:

• Joe supports as members of his household for the entire tax year an 
unrelated friend Susan and her 3-year-old son Marty. 

o Susan has no gross income, so she is not required to and does 
not file a tax return for the year. 

o Susan’s son is not treated as a qualified child of Susan or anyone 
else.

• Thus, Joe may claim both Susan and Marty as qualified relatives 
based upon the fact, they both meet the relationship or member of 
the household test. 

• Joe cannot use Susan or Marty to claim head of household because 
they are not related to him.    

QUALIFYING RELATIVE  
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RELATIONSHIP OR MEMBER OF THE HOUSEHOLD:

• Relatives – See list in text.  Note: Relationships established by 
marriage are not ended by death or divorce. 

• Unrelated – Must live with taxpayer for the entire year. 

• Temporary Absences – Count as living in the home.

• Cousins, great-nieces/nephews, and wife or husband of uncles 
or aunts can count under the unrelated category.

QUALIFYING RELATIVE  

19
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GROSS INCOME TEST:

• The dependent’s gross income must be less than the exemption 
amount, which is $4,300 for 2021. Yes…even though the deduction 
for exemptions is suspended through 2025, the amount is still used 
for this test.

o While there’s a gross income test for qualifying relative, there is 
no gross income test for qualified child.

• Social Security is only counted to the extent it is taxable.

• Sheltered workshop income for disabled individuals is also excluded 
from the gross income test. 

QUALIFYING RELATIVE  
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JOINT RETURN TEST:

• An individual cannot be claimed as a dependent of another if the 
individual files a joint return.

• Exception:
o Neither the “dependent” nor his/her spouse was required to file;
o Neither the “dependent” nor spouse would have a tax liability if 

they filed separate returns; and
o The couple filed only to claim a refund of withholding.

Example #1: Joint filing requirement for 2021 is $25,100. Couple meets 
exception, parents can claim them, but they cannot claim EITC. 

Example #2: Couple meets exception but claims EITC to get a credit of 
$117. The parents cannot claim them and lose the $500 per dependent 
tax credit for each ($1,000 total credit).  

QUALIFYING RELATIVE  

21
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CITIZENSHIP OR RESIDENCE TEST:

A person must be a:

•  U.S. Citizen, or 

• U.S. Resident alien (not on a visitor status), or

•  U.S. “National” (e.g., an American Samoan), or

•  Resident of Canada or Mexico at some time during the calendar year       
in which the taxpayer’s tax year begins.

Rarely encountered but…A resident alien taxpayer may not claim a 
dependency for his or her child who is a citizen/resident of Canada or 
Mexico where the basis for such a claim is a multiple support agreement 
with nonresident aliens not engaged in a trade or business within the 
U.S. (Rev. Rul. 82-183).

QUALIFYING RELATIVE  
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SUPPORT TEST:

• Must provide over half the cost of a qualified relative’s support.

• Must consider all sources including the potential dependent.

o Welfare is support provided by the government  

o Tax-exempt income is included if used for support (SS, life 
insurance proceed, nontaxable pensions, child support, interest, etc.) 

o Capital Purchases such as cars and home furnishings…But the use
of an item owned by the taxpayer does not count. 

o Incarceration is support provided by the government.

o Medicare Benefits are NOT considered support. 

QUALIFYING RELATIVE  
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DETERMINING SUPPORT:

• Food, clothing, education, entertainment, travel, childcare, medical 
care, etc.

• Lodging – Must use fair rental value. 

o Taxpayer’s Home – TP is considered providing relative’s share.

o Relative’s Home – TP’s actual contributions considered TP’s 
support and balance considered provided by relative. 

• Worksheet provided in Pub 501

• Timing - Items are included in the support calculation in the year 
provided. It does not matter if they are actually paid for later (or 
earlier).

QUALIFYING RELATIVE  
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DESIGNATING SUPPORT:

• Supporting both parents. 

• Unable to show over half support for both.

• Designate support to one parent only.

• IRS suggests a notation on support check as support for a particular 
individual (Rev. Rul. 72-591).

o Problem? Most people are writing fewer paper checks and 
instead making payments electronically – better to stick with 
paper for validating support payments  

• May even allow TP to qualify to use head of household filing status if 
all the other requirements for head of household are met.

QUALIFYING RELATIVE  

25
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MULTIPLE SUPPORT AGREEMENT:

• Applies where several individuals jointly provide over 50% support. 

• Those that provide more than 10% can agree to designate one of the 
group to claim the dependent. 

• Each must provide a signed statement to the claimant that they will 
not claim the individual. Claimant retains statements.   

• The one claiming the dependent must attach Form 2120 to their 
return.

• Planning Tip: Where there are medical expenses involved, have the 
individual who is claiming the dependent pay the medical expenses, 
thus affording that person a medical deduction (if itemizing) in 
addition to the $500 dependent credit.

• May be more trouble than it is worth.   

QUALIFYING RELATIVE  
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JOINT AND SEVERAL LIABILITY:

Tax Liability When Filing a Joint Return…

• Both spouses are responsible for the tax on that return.

• One spouse may be held liable for all the tax due on that return.

• Innocent spouse (discussed in another lesson of the Fall Seminar) is 
an exception to joint and several liability. 

Refunds…

• Payment of Spouse’s Debts – Joint refund can be withheld to pay 
one of the spouse’s debts incurred before marriage, such as child and 
spousal support and federal debts such as student loans.

• Injured Spouse - An injured spouse can get his/her portion of a joint 
return refund by filing Form 8379, Injured Spouse Claim. However, in 
community property states, depending on state law, the entire refund 
may be subject to offsets as is the case for CA, ID, LA and TX. 

DIVORCE & SEPARATION 
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ALIMONY:

Alimony Payable Under Post-2018 Agreements 

• Payments are NOT deductible by the payer.

• Payments are NOT taxable to the recipient.

• Payments are NOT earned income for purposes of IRA contributions. 

• Note: Separation agreements  

Executed Date - TCJA specifies the treatment of alimony changes for 
any divorce or separation agreement “executed” after 12/31/2018. It is 
not a question of when the divorce is final or when the paperwork was 
signed by the judge or recorded – so even if a divorce was final in 2019 
the alimony treatment may still be governed by the pre-2019 rules.  

DIVORCE & SEPARATION 
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ALIMONY:

Alimony Payable Under Pre-2019 Agreements 

• Payments are deductible by the payer.

• Payments are taxable to the recipient. 

• Payments are treated as earned income for purposes of an IRA 
contributions. 

• Must be in cash and required by decree or instrument.  

• Cannot be child support or contingent on the status of a child. 

• Must end upon the death of payee. Failure to include the terminate-at-
death clause converts payments into nondeductible property 
settlement. 

DIVORCE & SEPARATION 
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ALIMONY 

Alimony Payable Under Pre-2019 Agreements (Continued ) 

• Valid only if parties live apart after the decree.

• Still must have an eye out for property settlements disguised as 
alimony in the first two years of the alimony payments. May require 
recapture in third year. This rule becomes obsolete after 2020.   

• Seldom encountered – a pre-2019 agreement could specify the 
payments as non-deductible and non-taxable (IRC Sec 71(b)(1)(B)). 
But then NOT earned income for IRA purposes. 

• Modifications – The alimony can be subject to the post-2018 rules if 
the modification expressly provides for post-2018 treatment. 
(Committee reports, TCJA Section 11051)

DIVORCE & SEPARATION 
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ALLOCATION OF TAX ATTRIBUTES 

Capital Loss Carryovers – Are attributed to the spouse or spouses 
who originally incurred the loss. 

Passive Loss Carryovers:

• If separately owned, then to that spouse

• Where property is jointly owned or is community property: 

o Continues to be owned by both after divorce, then 50% to each.

o If only one spouse retains the property, 50% adjusts basis and 
the other 50% carries over.   

DIVORCE & SEPARATION 
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ALLOCATION OF TAX ATTRIBUTES 

NOL Carryovers: 

• If NOL incurred in a year married, then 50% to each spouse.

• If NOL incurred prior to marriage, then 100% to that spouse.

• An NOL sustained by one spouse before marriage cannot, when 
carried to a year in which he or she was married, be used to offset the 
income of the other spouse. 

Joint Estimated Tax Payments:  

• If they agree, allocate in any amounts between themselves.

• If they cannot agree, the estimated tax each can claim equals the 
total estimated tax paid times the fraction which is the tax on their 
individual return divided by the sum of the tax shown on their 
individual returns for the year.

DIVORCE & SEPARATION 
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ALLOCATION OF TAX ATTRIBUTES 

Basis: 

• When there are transfers between spouses, the recipient's basis 
becomes the same as the transferor’s adjusted basis. 

• This rule applies even. . . 

o When the transaction is a sale between spouses, or

o The transfer of property between spouse’s is incident to divorce.

• The carryover basis generally applies even when the property’s basis 
is less than, equal to or greater than the property’s FMV. 

• Holding period includes the period held by the transferor.  

DIVORCE & SEPARATION 
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MISCELLANEOUS ISSUES 

Ex-Spouse Retains Jointly Owned Home For Some Time – When 
the home is finally sold the non-occupying co-owner spouse will still 
qualify for the Sec 121 exclusion based upon the occupying spouse’s 
use period. But…can only have exclusion once every two years. 

Homebuyer Credit Recapture – TPs that purchased a home in 2008 
may have qualified for a credit that is subject to a prorated recapture 
through 2024. Each spouse is liable for half. If a spouse retains the 
home on which the credit was claimed, that spouse assumes the 
potential liability for the entire recapture. This is rare.

DIVORCE & SEPARATION 
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MISCELLANEOUS ISSUES - Continued

TRANSFERS AND PASSIVE LOSS CARRYOVERS – Under IRC Sec 
1041(b) and 469(j)(6), if a taxpayer transfers property to a spouse 
incident to a divorce, the exchange is treated as though it were a gift: 

• Spouse Giving Up Interest - Any suspended losses attributable to the 
spouse giving up the interest in the passive activity are added to the 
basis of the property transferred to the other spouse.  

• Spouse Receiving Interest - For the receiving spouse, the basis will 
be increased by the ex-spouse’s suspended losses, but the receiving 
spouse’s suspended losses on the same property will still be 
considered suspended losses.  

DIVORCE & SEPARATION 

35

36

MISCELLANEOUS ISSUES - Continued

Family Support - Alimony must terminate on the payee spouse’s death. 
Payments required by family support agreements that have not included 
the support-terminates-at-death-of-payee-spouse provision have failed 
to qualify as alimony in recent court cases. Not a federal tax issue for 
post-2018 agreements. 

COBRA Coverage – A group health plan of an employer must provide 
(the TP pays the premium) coverage for each qualified beneficiary who 
would lose coverage under the plan because of a divorce. 

Conflict of Interest – A word of caution…preparing the returns of both 
divorcing spouses can involve inherent conflicts of interest, and it may 
be in your firm’s best interest not to represent both parties, or perhaps 
either individual. You don’t want to hear from their attorney(s). See Cir 
230 §10.29 for conflict rules and written waiver requirements. 

DIVORCE & SEPARATION 
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DECEASED SPOUSE PORTABILITY ELECTION

• The unused estate tax exclusion of a deceased spouse can be 
passed on to the surviving spouse by electing the portability feature.  

• To make that election, a Form 706 must be filed whether or not  the 
estate’s value exceeds the statutory filing limit. 

• Typically, beneficiary spouses of small estates reason they have no 
need for the unused estate tax exclusion and do not want to pay the 
cost of preparing a 706.  But what if surviving spouse:

o Hits the lotto, 

o Receives a sizable inheritance, or 

o Most likely, the lifetime exclusion gets severely reduced by Biden 
tax plan?

DEATH OF A TAXPAYER 
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DECEASED SPOUSE PORTABILITY ELECTION - Continued

• You as a practitioner must bring this issue to the attention of the 
executor and surviving spouse, and if they refuse to file a 706, have 
them sign a statement to that effect.  

• Remember at this point the surviving spouse will be dead,

• You will be dealing with beneficiaries (and their attorney) who won’t 
be happy the portability election was not made. 

• Don’t put yourself in jeopardy for the tax on the unused exemption. 

DEATH OF A TAXPAYER 
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FINAL RETURN OF THE DECEDENT

Marital Status – If married at the time of death can file joint if:

• Surviving spouse has not remarried and agrees to file joint, otherwise 
married filing separate, and   

• If an estate executor has been appointed, the executor agrees to a 
joint filing. 

Income to Include – Income up to the date of death that was actually 
or constructively received before death. Any amount of income after 
death goes to the estate’s or trust’s income tax return (Form 1041). 

Married Decedent – Income after death will have to be allocated 
between the decedent and the surviving spouse according to state law 
and whether it was community income.   

DEATH OF A TAXPAYER 
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TAX ATTRIBUTES 

For married couples be sure to separate carryover losses and 
deductions between the decedent and the surviving spouse according 
to joint, individual and community property (where applicable) ownership 
before applying the following rules.

Medical Expenses –

• Expenses paid up to the date of death go on final return if itemizing.

• Expenses paid by estate within one year of DOD, with executors' 
approval, can be claimed on the deceased’s final return (again, if 
itemizing).

• Medical expenses cannot be claimed on a 1041.   

Investment Interest Carryovers – Lost if not used on final return

DEATH OF A TAXPAYER 
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TAX ATTRIBUTES – Continued  

Net Operating Loss Carryover (NOL) 

• Lost if not used on the individual's final return.

• However, for losses incurred in the year of death, if death occurred in 
2018, 2019 or 2020, can be carried back 5 years.

Charitable Contributions – Lost if not used on final return.

Capital Losses - Lost if not used on final return.

Business Credit Carryovers – Unused credits accelerated on the 
decedent’s final return. 

Foreign Tax Credit Carryovers – Can be used by the decedent’s 
estate or heirs. 

DEATH OF A TAXPAYER 
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TAX ATTRIBUTES – Continued  

Minimum Tax Credit Carryovers - Lost if not used on the individual's 
final return.

Passive Loss Carryover - When a passive interest is transferred due 
to death, the accumulated suspended losses are deducted on the 
decedent’s final return.  However…The deduction amount is limited to 
the excess of the basis of the property in the hands of the transferee 
(heir) over the decedent’s adjusted basis in the property just before 
death.  

Example:
Passive Carryover $8,000
Beneficiary’s Basis (FMV at DOD).        $500,000
Decedent’s Adjusted Basis 494,000
Step Up 6,000
Passive Loss Allowed on Final Return $2,000

DEATH OF A TAXPAYER 
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TAX ATTRIBUTES – Continued  

• Passive Activity Tax Credit - Passive activity credits are effectively 
lost if not used on the final return.

• Unrecovered Investment in Pensions - The unrecovered portion is 
allowed as a tier 1 miscellaneous deduction on the decedent’s final 
return. If an annuity for joint lives, the unrecovered investment is only 
deductible on the 1040 of the last to die.

• Cancellation of Debt Income 
o COD income is reportable on the decedent’s return if the 

cancellation occurred prior to death. 
o If the decedent was married and the spouse was also personally 

liable, the spouse would report the COD income on his or her 
1040.

o If a debt is cancelled after death, the COD income is income to the 
estate or the non-grantor trust of the decedent and reportable as 
income on the 1041 return to the extent the estate/trust is solvent.

DEATH OF A TAXPAYER 
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OTHER ISSUES

• IRD Income – Is included in the estate’s gross income (on Form 706) 
and is taxable to the beneficiary. Thus, a beneficiary gets a Tier 1 
miscellaneous deduction equal to the estate tax paid on the IRD 
income. With the estate tax exclusion since 2018 at over $11M, few 
estates are paying any tax, so a very rare deduction.

• Insolvent Estate

o Tax liability must be paid first.

o Executor is liable for the taxes if they fail to exercise due care in 
determining if such tax obligations existed before distribution of 
the estate’s assets.

DEATH OF A TAXPAYER 
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IMMIGRATION STATUS

• Immigrant – Green Card holder (resident alien). Taxed the same as 
as a U.S. Citizen. 

• Nonimmigrant – Resides temporarily in the U.S. according to the 
terms of the visa. Generally will file a 1040-NR.

• Undocumented (Illegal) Alien - Someone who has entered the U.S. 
without documentation, or an alien who entered the U.S. legally but 
has fallen out of status.

o Treated as a non-resident unless…
o They pass the substantial presence test. If they do, they are 

taxed the same as a U.S. Resident, or 
o Make the First-Year Choice (see Pub 519).   

NONRESIDENT & RESIDENT 
ALIEN STATUS 
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SUBSTANTIAL PRESENCE TEST

To meet this test an individual must be physically present in the U.S on 
at least:

• 31 days during the current year, AND

• 183 days during the 3-year period that includes the current year and 
the 2 years immediately before that, counting:

o All the days present in the current year, and
o 1/3 of the days present in the first year before the current year, 

and
o 1/6 of the days present in the second year before the current 

year.

Generally any part of a day counts as a day.

NONRESIDENT & RESIDENT 
ALIEN STATUS 
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INCOME SOURCE 

Remember a nonresident alien is only taxed on U.S. sourced income.

U.S Sourced Income – is generally income paid by a domestic 
corporation, a U.S. citizen, a resident alien or an entity formed under the 
laws of the United States. Examples:

• Compensation for personal services
• Interest and dividends
• Pensions and annuities
• Rental and royalty income
• Taxable scholarship and fellowship grants
• Other taxable grants, prizes and awards

CAUTION – Income tax treaties can modify these rules.

There are 3 categories of U.S. sourced income…

NONRESIDENT & RESIDENT 
ALIEN STATUS 
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EFFECTIVELY CONNECTED INCOME (ECI) - U.S. source income paid 
to a foreign person from the conduct of a trade or business within the 
U.S. is considered ECI.

• ECI is subject to the graduated income tax rates applicable to U.S. 
persons, not the flat 30 percent rate. 

• A foreign person receiving ECI is required to file a U.S. income tax 
return because they are conducting a trade or business within the 
United States.

• ECI is subject to reporting requirements by the U.S. payer or 
withholding agent.

• ECI is not subject to a withholding obligation.

NONRESIDENT & RESIDENT 
ALIEN STATUS 
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U.S. SOURCE NON-BUSINESS INCOME (FDAP) – Is non-business 
income paid to a foreign person or corporation that is not ECI. FDAP is the 
acronym for Fixed or Determinable, Annual or Periodic.

• FDAP is subject to the 30% (or lower treaty) tax rate.
• Foreign persons with only FDAP income where 30% (or lower treaty 

rate) has been withheld are not required to file a U.S. income tax 
return.

• FDAP examples where the income is U.S. Sourced but not ECI:
• Portfolio income
• Annuities, rents,
• Salaries, wages, premiums and compensation for services 

performed in the U.S.

NONRESIDENT & RESIDENT 
ALIEN STATUS 
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U.S. SOURCE NON-BUSINESS INCOME (FDAP) – Continued 

CAUTION: FDAP income could become ECI if it is derived from assets 
used to produce ECI.  Example: Interest related to an “account receivable” 
from a U.S. Business activity would be ECI not FDAP income.   

IMPORTANT – Payments for services performed by a non-resident alien in 
a foreign country are not taxable to the U.S. There is no withholding or 
information reporting required. 

NONRESIDENT & RESIDENT 
ALIEN STATUS 
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OTHER INCOME SUBJECT TO THE 30% WITHHOLDING 
(or other treaty) Tax Rate:

• Payments on bonds with OID received at the time of disposition (i.e. 
does not follow the OID reporting rules for a U.S. resident).

• 85% of U.S. Social Security benefits paid to non-resident aliens.

• Gains on sale or exchange of patents, copyrights and the like, where 
payments are contingent on productivity.

• Gains from the disposal, with a retained economic interest, of timber, 
coal, or iron ore.

• Only in the case of a nonresident alien present in the U.S. for 183 days 
or more during the tax year, the excess of U.S.-source gains over losses 
from sales or exchanges of capital assets.

NONRESIDENT & RESIDENT 
ALIEN STATUS 
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COMMUNITY INCOME - Federal tax law recognizes the principle of 
community income in community property states. 

• Income from separate property during marriage is community income in 
ID, LA, TX and WI. In other community property states, income from 
separate property is not community income. Community income for 
Federal purposes is community income as defined by state law. 

COMMUNITY PROPERTY
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COMMUNITY OR SEPARATE 

• Separate Property – Owned before marriage or acquired by gift, 
bequest, devise or descent. Income would be separate income. ID, LA, 
TX and WI characterize income from separate property as community 
income. 

• Community Property – Is all property, other than separate property 
acquired after marriage.

• Personal Property acquired by a spouse while domiciled in a separate 
property state retains that character when moving to a community 
property state.

COMMUNITY PROPERTY

54

79



55

ALLOCATIONS IN A COMMUNITY PROPERTY STATE

• Wages - generally community while the community is in existence.

• Income Tax Withholding – Split 50-50 while the community is in 
existence. Split 50-50 when filing MFS.

• FICA Withholding – Cannot be split. Already reported to the SSA.

• Net Earnings from Self-Employment –
o SE Tax - Assessed on the spouse who earned the income.
o Income Tax – Is community income, split 50-50 between spouses.

Example: Where a married couple lives in a community property state 
and only one spouse is self-employed, that spouse must pay SE tax 
on his or her total gross SE income, less total business deductions, 
even though half of that income is attributable to the other spouse for 
income tax purposes.

COMMUNITY PROPERTY
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ALLOCATIONS IN A COMMUNITY PROPERTY STATE - Continued

• Estimated Tax Payments
o Separate Returns – Separate Estimates – Get credit for their own.
o Separate Returns – Joint Estimates – Can agree to divide in any 

amounts.  If they cannot agree, then must divide in proportion to 
each spouse’s individual tax shown on their separate returns. 

Example – Joint estimated tax payments totaling $3,000. His tax 
is $4,000 and hers is $1,000.

 His share = 4,000/5,000 x 3,000 = $2,400
 Her share = 1,000/5000 x 3,000 =$ 600

• Multi-Year Compensation – Amount attributable to services while a 
resident of a non-community property state is separate income.

• Unemployment Income – Is a substitute for earnings - treated as 
community income.

COMMUNITY PROPERTY
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ALLOCATIONS IN A COMMUNITY PROPERTY STATE - Continued

• Disability Income - Is a substitute for earnings - treated as community 
income.

• Dividend & Interest Income– Depends if the underlying investment 
was acquired with joint or separate funds and the domicile at the time of 
acquisition.

• SS or RR Retirement Benefits – Income to the spouse recipient.

• Pension Income - Income from qualified plan distributions can be either 
community income or separate income based upon the amount of 
separate and community income used to fund the pension account and 
the domicile at the time of the contribution. 

• IRA & SEP Accounts – Are by law separate property. As such 
contribution deductions and distribution income go to account owner.    

COMMUNITY PROPERTY
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ALLOCATIONS IN A COMMUNITY PROPERTY STATE - Continued

• Lump Sum Distributions (10-Yr Averaging) – Community property 
rules disregarded.

• Partnership Income – If attributable to personal services the income 
would be community income. Otherwise, can be either community or 
separate income based upon whether the partnership is community or 
separate property. 

• Tax Exempt Income – Retains that status for both spouses, including 
the exclusion for foreign earned income. 

• Military Compensation -
o Retirement Pay – Community or separate based upon marital status 

and domicile while on active duty.
o Active Duty Pay – Earned while domiciled in a community property 

state is community income. 

COMMUNITY PROPERTY
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ALLOCATIONS IN A COMMUNITY PROPERTY STATE - Continued

• Gains or Losses – Depends whether community or separate property.

• Income Derived from Capital - Depends whether community or 
separate property.

• Coverdell Distributions – By law is separate income. 

• Cancellation of Debt – Follows state law…generally personal debt is 
community and business debt depends whether debt is secured by 
community or separate property.

• Entity (Corporation) Income – Earned income portion is community, 
investment portion can be either depending upon ownership of the 
Corporation.  

• Marriage Voided – Income is not community income. 

COMMUNITY PROPERTY
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ALLOCATIONS IN A COMMUNITY PROPERTY STATE - Continued

• Pre-2019 Alimony Agreements -

o Received From Former Spouse - Alimony from a previous marriage 
is treated as separate income of the spouse who receives the 
alimony.

o Paid To a Former Spouse:

 If paid from community funds each is entitled to 50% deduction. 

 If paid from separate funds of the obligor, then 100% is 
deductible by that individual. 

o Paid To a Current Spouse Before Divorce Is Final - Because of new 
alimony rules this situation is no longer encountered.

o Income from Illegal Sources– Derived by one spouse without the 
knowledge of the other is still community income.  

COMMUNITY PROPERTY
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ALLOCATIONS IN A COMMUNITY PROPERTY STATE - Continued

• Stock Options - A stock option for services rendered while a taxpayer 
was domiciled in a non-community state, and amounts, under a profit-
sharing contract, earned by the taxpayer while a resident of a non-
community state, are separate property.

• Deductions - Deductions are allocated by whether they were paid for 
with community or separate funds.

• Business & Investment Expenses - Depends upon whether the 
business or investment is community property or separate property. 

• Child Credit - Parent who claims the child as a dependent.

NOTE: The IRS requires Form 8958 to be used when allocating income of 
married spouses in a community property state who are not filing jointly.

COMMUNITY PROPERTY
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OTHER ISSUES 

• Earned Income While Living Apart - A special rule (Sec 879(a)) 
permits spouses to allocate earned income to the spouse that earned it if 
they so choose.  

• Traditional Relief from Community Property Law - When a taxpayer 
omits (does not include) an item of community income from his or her 
gross income, relief is not requested until the IRS challenges the 
omission (Reg Sec.1.66-4). Thus, there is no assurance the taxpayer will 
prevail. 

COMMUNITY PROPERTY
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OTHER ISSUES – Continued

• Equitable Relief from Community Property Law - When traditional 
relief is not available, the IRS may relieve a taxpayer of liability for any 
unpaid tax or any deficiency (or any portion of either) attributable to an 
item of community income if taking into account all the facts and 
circumstances, it's inequitable to hold the taxpayer liable.

• Disregard Community Property Rules - If a taxpayer acts as if he or 
she is solely entitled to the community income and fails to timely notify his 
or her spouse of the nature and amount of the income, IRS may deny any 
benefit of community property laws to that taxpayer. 

• Pre- and Post-Nuptial Agreements – Taxpayers can elect to opt out of 
state community property laws; income is then treated as if they were 
domiciled in a non-community property state.

COMMUNITY PROPERTY
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FinCEN Form 114 (FBAR)

• U.S. Persons with a financial interest in or signature authority over any 
foreign financial accounts that exceed a sum of $10,000 at any time 
during the calendar year have a FBAR filing requirement. 

• Accounts to watch out for:

• Online gambling accounts (located in a foreign country). 

• Family accounts – Where a family member resides in a foreign 
country and puts a U.S. taxpayer’s name on the account.

• Business Accounts. 

• Foreign retirement accounts – Example Canadian RRSP & RRIFs  

• Inherited Accounts.

• Temporary Gift Accounts.  

FOREIGN RELATED 
REPORTING ISSUES
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FinCEN FORM 114 (FBAR) – Continued 

• Due Date: April 15 of the subsequent year. 

• Automatic Extension: October 15  

• Where Filed: FBARs are filed online at https://www.fincen.gov/

• Penalties: Penalties for not filing are draconian.

• Statute of limitations - Either willful or negligent failure to file 6 years 
from the due date of the FBAR report.

• 1040  Sch. B Questions – Be sure to check the box(es). 

FOREIGN RELATED 
REPORTING ISSUES
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FORM 8938 REPORTING FOREIGN ASSETS 

• Due Date: Included as part of the 1040 filing. 

• Reporting Thresholds:

FOREIGN RELATED 
REPORTING ISSUES
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FOREIGN RENTAL PROPERTY

Generally, except for the following differences, foreign rental property is 
reported on a tax return in the same manner as a domestic rental.

• Depreciation
o Building (including residential rental placed in service before 2018): 

40 years
o Residential rental building placed in service after 2017: 30 years 
o Carpets & appliances: 9 years
o Land improvements, fencing, landscaping: 20 Years  

• Passive Loss Rules – Same as U.S. rental.

• RE Professional – Difficult to qualify for.  

• 1031 Exchange – Foreign and domestic rentals are not like kind. 

FOREIGN RELATED 
REPORTING ISSUES
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FOREIGN RENTAL PROPERTY – Continued 

• Sec 199A Deduction – Foreign businesses do not qualify.

• Converting Foreign Rental Profits/Losses to U.S. Currency – Profit 
or loss is determined in foreign currency then converted to U.S. 
currency.

• FBAR – Not for the rental itself, but perhaps an associated bank 
account. 

• W-8BEN – Although there is no information reporting for a foreign 
person performing services in a foreign country, the landlord still should 
have the foreign person complete a W-8BEN to document that. 

• Form 8938 – Outright ownership of a foreign rental does not require 
8938 reporting. But ownership of an entity that owns the rental may 
trigger 8938 reporting.   

FOREIGN RELATED 
REPORTING ISSUES
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FOREIGN PENSIONS

• Taxable Amount - Generally is the Gross Distribution minus the Cost 
(investment in the contract) unless there is a tax treaty provision 
covering the pension.

• Tax Treaties:

o General Rule - most tax treaties allow the country of residence to 
tax the pension or annuity under its domestic laws.

o Special Treaty Rules – Practitioners need to check the tax treaty 
for special treatment. The Big Book Research Center (Page 4-5) 
includes a link to tax treaties.

o Foreign Social Security Pensions - Unless specified otherwise in 
a tax treaty, foreign SS is generally taxed like foreign pensions or 
annuities. Generally eligible for exclusion from taxable income the 
way a U.S. social security pension might be. There are exceptions, 
e.g. Canada.  

FOREIGN RELATED 
REPORTING ISSUES

69

70

• Tax Treatment – Like property transactions; reported on Form 
8949/Schedule D .

• Reporting - Gain or loss must be determined for each transaction.

• Capital Gain or Ordinary Income?

o If it is held for investment, then capital gain. 

o If held as inventory for sale to others, then ordinary income.

• Foreign reporting issues (if held in foreign accounts):

o FBAR - FinCEN’s opinion is the FBAR is not required. But Tax Court 
overturned their “opinion” related to FBAR and online gambling 
accounts. 

o Form 8938 - Cryptocurrency held in foreign exchanges requires 
reporting on Form 8938 if the reporting threshold is reached. 

CRYPTOCURRENCY
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Income 
Issues

71
AW1
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EXCLUDABLE FRINGE BENEFITS 

Group Term Life Insurance – Premiums for first $50,000 of coverage 
are excludable. Any excess taxable based upon age. 

Employee Discounts - The exclusion is limited to: 
1. For property, the employer's gross profit percentage, and 
2. For services, 20% of the price at which the employer sells the 

services to non-employee customers.

Transportation Fringes – Transit passes, commuter transportation and 
parking – employee exclusion limited to $270 per month for 2021. 
However, employers cannot deduct the reimbursement as a business 
deduction.

Health FSA – Generally funded through employee salary reduction 
agreements. Contributions are tax exempt…2021 maximum $2,750. 

COMPENSATION ISSUES
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UNEMPLOYMENT

• 2020 Federal Taxability
o ARPA allows each recipient of unemployment to exclude up to 

$10,200 of unemployment if the AGI is under $150,000.
o No distinction for filing status.  
o Strategy – File MFS to overcome AGI limitation.

 But be aware of other MFS limitations that can override this 
strategy (see chart page 1.00.05)  

o Community Property States – Each spouse reports half of total
o May increase the exclusion where one spouse has less than 

$10,200 of unemployment income. 

• Years Other Than 2020 - Fully Taxable federal

• Form W-4V – 10% withholding 

COMPENSATION ISSUES
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UNEMPLOYMENT – Continued 

• State Taxability – Generally taxable in most states, except…
o Those without state tax – AK, FL, NH*, NV, SD, TN*, TX, WA    

and WY.
* No wage tax. 

o States that do not tax unemployment – CA, IN**, MT, NJ, OR, PA, 
VA, and WI**.  

**50% of the benefit over $12K or $18K (married) is taxed.  

COMPENSATION ISSUES
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EMPLOYER-FUNDED PAID FAMILY LEAVE

• TCJA – provides a credit (IRC Sec 45S) for employers who provide 
paid family and medical leave. 

• Initially only for 2018 and 2019.

• Subsequently extended through 2025.

• This leave pay is fully taxable to the employee.

COMPENSATION ISSUES
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RESIDENT APARTMENT MANAGER COMPENSATION

• Monetary Compensation – Resident managers compensated 
monetarily are treated as employees, and as such are subject to 
payroll withholding and FICA. 

• Free Rent - Reduced or free rent is not included in manager’s taxable 
income provided:

o The lodging is at the landlord’s rental property,
o The lodging is furnished for the convenience of the landlord, and
o The manager is required, as a condition of employment, to live in 

the apartment building. 

Otherwise included as taxable income on a W-2 issued by the 
landlord.  

COMPENSATION ISSUES
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TAXABLE VALUE OF NONCASH PRIZES 

• Taxable Amount – The taxable amount is the FMV of the prize.

• Fair Market Value – The definition of FMV adopted by tax courts: 
“The price at which the property would change hands between a 
willing buyer and a willing seller, neither being under any 
compulsion to buy or sell and both having reasonable knowledge of 
relevant facts”.

• Retail Price vs FMV - Tax Court says resale value, not cost, 
determines the amount of income reportable by the taxpayer (McCoy, 
Lawrence W, (1962) 38 TC 841).  

• Trips – Court cases are not consistent; in some cases retail price is 
used, in others discounted or wholesale value. 

• Retail Advertisement – Around the time the prize was won can help 
determine FMV. 

COMPENSATION ISSUES
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WORKER’S COMPENSATION 

• Workers’ Compensation Act – Compensation for personal injuries 
or sickness is excludable from the employee's (or survivor's) income.

• However, it is taxable… 

o If payments are determined by reference to length of service or 
prior contributions, even if retirement is occasioned by 
occupational injury.

o To the extent it's attributable to medical expense deductions 
taken in an earlier year.

• Legal Expenses – Those associated with taxable income are part of 
Tier 2 miscellaneous deductions which are suspended for years 2018 
through 2025. In other words, legal expenses for an employee are not 
currently deductible.  

COMPENSATION ISSUES
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SICK PAY

• Employee-Funded Sick Pay – Where the employee pays sick pay 
insurance premiums, the sick pay is tax free and not subject to 
withholding or payroll taxes. (Included in W-2 Box 12, Code J).

• Employer-Funded Sick Pay – Where the employer funds the sick 
pay, either by being self-insured or through a third-party insurer, the 
sick pay is taxable to the employee and subject to payroll taxes.

• Form W-4S – Where taxable sick pay is paid by a third-party payee, 
and reporting separately from the employer, Form W-4S must be filed 
with the third party by the employee in order to have tax withheld.

COMPENSATION ISSUES
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AUTOMOTIVE MFG’S SALES INCENTIVES

• No Employee Relationship - Auto salespeople are employees of the 
dealer and there is no employer-employee relationship with the 
manufacturer. Thus, payments are generally reported on 1099-MISC.  

• IRS Audit Technique Guide provides the following guidance. 

o Other Income - Report the income as “other income” on the 1040 
Sch.1, line 8.

o Not Self-Employed - Do not report on a Schedule C - recipients 
are not self-employed. Similarly, no expenses may be taken on 
Schedule C to offset incentive payment income.

o Expenses - Any expenses associated with this income are 
employee business expenses, but they are currently suspended.

o SE Tax - Since the payments are not considered to be self-
employment income, they are not subject to SE tax.

COMPENSATION ISSUES
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SURROGACY FEES

• IRC Sec 61 - Except as otherwise provided, gross income means all 
income from whatever source derived.

• Taxable Income – Yes, despite all those postings on the Internet by 
agencies saying the contrary, and claiming it is compensation for pain 
and suffering under Sec 104. Sec 104 is compensation for injury or 
sickness…

• Providing Personal Services – Personal services are subject to SE 
Tax. 

• Does a surrogacy arrangement rise to the level of a trade or 
business? Probably doing it once would not. In which case the 
income, although taxable, would not be subject to SE tax. 

COMPENSATION ISSUES
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EMPLOYEES MISCLASSIFIED AS INDEPENDENT CONTRACTORS

NOTE: This instruction is limited to workers who believe they are 
employees yet received a 1099-NEC instead of a W-2. Employee vs 

independent Contractor is covered in the Business Issues portion of this 
FTU.  

Independent Contractor payments are reported on a 1099-NEC not a 
1099-MISC.

COMPENSATION ISSUES
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EMPLOYEES MISCLASSIFIED AS INDEPENDENT CONTRACTORS

Form 8919 is used by a worker who believes they are an employee but 
received a 1099-NEC. It allows the employee to pay the employee’s 
share of payroll taxes as opposed to SE tax.   

Qualifications to use the 8919:

• Code A. Filed Form SS-8 and received an IRS determination letter 
classifying the worker as an employee of the firm.

• Code C. Received other correspondence from the IRS stating the 
worker is an employee of the firm.

• Code G. Filed Form SS-8 but no response has been received.

• Code H. Received both a W-2 and 1099-MISC (will be 1099-NEC for 
2020 and later years) from the employer. 

Note: These are the only codes on the form even though they are not in 
sequence. 

COMPENSATION ISSUES
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EMPLOYEES MISCLASSIFIED AS INDEPENDENT CONTRACTORS

Form SS-8 – Is used to request a determination of the status of a 
worker under the common law rules for purposes of federal employment 
taxes and income tax withholding.

• Must be filed before the 1040 is filed.

• Filed separately, not with a 1040.

• Must be filed before the 8919 – This applies to Codes A, C, G.

• Where 8919 Code H applies, filing an SS-8 is not required. 

• If Code G is used, the IRS will contact the employer. If the IRS 
does not agree, the taxpayer will be liable for the additional 
taxes, interest and penalties. 

Of course, the employer will not be happy…

COMPENSATION ISSUES
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EXTENSION OF DEFFERED PAYROLL TAXES

• Trump ordered the deferral of withholding and payment of the 
employee’s 4th quarter share of SS Taxes (6.2%) for bi-weekly pay of 
less than $4,000 (or equivalent amount for other pay periods).

• Originally the deferred amounts were due by May 1, 2021.

• Due date subsequently extended to January 1, 2022 (COVIDTRA 
Sec 274). 

COMPENSATION ISSUES
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EMERGENCY RENTAL ASSISTANCE PROGRAMS

Part of the Consolidated Appropriations Act, 2021, provided funds to 
states, territories, native American tribes.

• Funds were for households that required emergency rent, utilities, 
other types of approved expenses. 

• For recipients of the funds, the funds are not taxable.

• For landlords receiving these these type payments, they are taxable. 

COMPENSATION ISSUES
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MINIMIZING TAXABLE SS 

• IRA Accounts - For low-income taxpayers, withdraw enough to 
closely match the taxable SS threshold. Save the money for future 
needs, so large IRA distributions are not needed.

• Gambling – Gambling winnings add to AGI, and losses are an 
itemized deduction. So even if losing, could cause more SS to 
become taxable.

SOCIAL SECURITY BENEFITS
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OTHER ISSUES 

• Withholding - Form W–4V can be used to choose 7%, 10%, 12%, or 
22% withholding (flat dollar amounts aren’t permitted).

• Legal Expenses to Collect SS – Not deductible 2018 through 2025.

• Divorce:
o Ex-spouse’s benefits are the same as a spouse’s provided...

 Marriage lasted at least 10 years.  
 Ex-spouse has not remarried.

o Applies to multiple ex-spouses. 
o If an ex-spouse remarries, the benefits permanently cease.
o Not notified if an ex-spouse has applied for spousal benefits.

• Levy – IRS can levy SS Benefits. 

• Quarter of Coverage - $1,470 for 2021

SOCIAL SECURITY BENEFITS
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SURVIVOR BENEFITS

• Spouse
o Must have been married for at least 9 months.
o Survivor must be at least age 60 (50 if disabled).
o Disabled widow(er) age 50 through 59: benefits are 71.5%.
o Widow(er) any age caring for child under age 16: benefits are 

75%.

• Child Under 18 (19 if still in secondary school): 75%.
o Benefits reported on the child’s return.

• Dependent Parent of Decedent
• Who is at least age 62.
• Ceases if regular retirement benefits are greater.  
o One surviving parent: 82.5%.
o Two surviving parents: 75% each. 

SOCIAL SECURITY BENEFITS
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NONRESIDENT ALIEN BENEFICIARIES 

• General Rule:
o 85% of benefits 
o Taxed at 30%

• Tax Treaty Rules – Before applying the general rule, first check 
to see if there are any special tax treaty rules.
Search the IRS site using “Tax Treaty” or click on the Tax Treaty 

link in the BB Research Center. Determine… 
1) Is there a tax treaty with the country, and if so, 
2) Determine if there is special tax treatment related to the 

nonresident alien.

SOCIAL SECURITY BENEFITS
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U.S. – CANADA TAX TREATY

• U.S. Social Security 
o Paid to Canadian resident is taxable to Canada.
o 15% of the SS is exempt from Canadian Tax.

• Canadian Social Security
o Paid to U.S. resident is taxable to U.S.
o Taxable as if it were U.S. Social Security
o Exception – There is a type of Canadian social security that 

is not subject to Canadian tax which is exempt from U.S. Tax.

SOCIAL SECURITY BENEFITS
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LUMP SUM ELECTION

• Retroactive Payments  
o Do not confuse with lump sum death benefits which are not 

taxable.  
o Retroactive payments paid in one year can cause the 

benefits to be taxed at a higher rate.
o Can use the Lump Sum Election if it produces a lower tax.
o Special computation worksheets are included in Pub 915.
o The worksheets are not required to be attached to tax return.
o When used, “LSE” is entered to the left of the SS reporting 

on the 1040 or 1040-SR. 

SOCIAL SECURITY BENEFITS
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MARRIED SEPARATE FILERS

• Lived Together - Where the spouses lived together any part of 
the year, the full 85% of the SS benefits is taxable. 

• Lived Apart - Where the spouses lived apart for the entire year, 
then the SS benefits are taxable in the normal manner.

• Living Apart – Tax Court has determined living apart means 
separate residences

• Nursing Home – One spouse in a nursing home for the entire 
year is clearly living apart. But…a nursing home may produce a 
substantial medical deduction which overrides any reason for 
filing separate.  

SOCIAL SECURITY BENEFITS
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LIMITS ON EARNINGS AFTER RETIREMENT

• Application – This limit only applies to individuals who are under the 
full retirement age (67):

• Limit – For 2021 is $18,960 or $1,580 for each month prior to full 
retirement.

• Income that Reduces SS Benefits:
o Gross wages including severance pay.
o Net earnings from self-employment,
o Some government pensions, 
o Insurance agent renewals, 
o Sales commissions, and royalties  

• Reduction - Benefits are reduced $1 for every $2 of earnings in 
excess of the limit.  

SOCIAL SECURITY BENEFITS
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STRATEGIES

• Use Appreciated Stock – To provide support for low-income 
parent(s) instead of child selling stock and using after-tax cash. 

o Parent’s basis is the child’s basis.
o Parent(s) pays the tax on the stock appreciation.
o Tax may be zero because of the large standard deduction and 

zero capital gains tax bracket.   
o Child avoids the capital gains tax while providing support.

• Off-set Short-Term CG with Long-Term CL.   
o ST capital gains are taxed at regular rates.
o LT capital losses if used to offset LTCG reduce 10% or 15% 

income.
o Therefore, taxpayers achieve a better overall tax benefit if they 

can arrange their transactions so as to offset short-term capital 
gains with long-term capital losses.  

SCHEDULE D 
TRANSACTIONS
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SCHEDULE D 
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SPECIAL HOLDING PERIOD RULES 

• Acquired in an Exchange – Holding period of the replacement basis, 
in whole or in part, is same as the basis in the old property.

• Inherited Property – Long-term regardless.

• Repossessed Property – Include the time held before original sale 
plus time owned after repossession.

• Non-business Bad Debts – Always short-term

• Worthless Stock - Treated as sold on the last day of the tax year. 
Can be short- or long-term depending upon when acquired.

SCHEDULE D 
TRANSACTIONS

97

98

GAINS ON BONDS PURCHASED AT A PREMIUM

• Where an individual Purchases a Bond at a Premium

o Tax Exempt Bonds - The premium must be amortized over the 
term of the bond. While no deduction is permitted for the amount 
of premium amortized in each year, the effect is to reduce basis in 
the bond by a corresponding amount. Thus, if the taxpayer holds 
it to maturity, no gain or loss is recognized when the bond is paid 
off because redemption price and basis are the same.

o Taxable Bonds - the premium may be amortized at the holder's 
election.

• Normally, a sale, call before maturity or redemption of a municipal 
bond is treated the same as a taxable bond. Any gain is taxed at long-
term capital gain rates if the bond was held for over 1 year.

SCHEDULE D 
TRANSACTIONS
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DEFINITION

• Applies to sales resulting in losses only, and

• Where a substantially identical security is purchased within the 61-day 
period occurring: 

o 30 days before the sale, and
o 30 days after the sale. 

• The resulting loss is not allowed and instead increases the basis in the 
security. 

• Holding period of the replacement security includes the holding period 
of the original and replacement security.

WASH SALES 
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NONSTATUTORY OPTIONS 

• When a nonstatutory option is exercised:
o The difference between exercise price and option price is treated 

as wages and employer includes it in the employee’s W-2 income 
and shows amount in Box 12 as code V.

o Difference is subject to usual withholding including FICA.
o The basis in the purchased stock is the amount paid + the amount 

included in income when exercised.
o Holding period begins on the date of exercise.

• Employees will generally exercise and sell on the same day. Sale is 
usually handled by a brokerage firm and will result in a loss equal to 
the sales costs. 

EMPLOYEE STOCK OPTIONS
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RESTRICTED STOCK UNITS (RSUs)

• Employer will grant a specific number of shares to an employee.

• Stock is not issued until the employee satisfies vesting requirements.

• Vesting requirements can include both time and performance. 

• If the vesting requirements are not met, the stock goes back to the 
company.

• When the stock is issued, the tax treatment is the same as a 
nonqualified option. 

• Holding period begins when stock is issued.

• Short- or long-term capital gain depending upon holding period. 

EMPLOYEE STOCK OPTIONS
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INCENTIVE (STATUTORY) STOCK OPTIONS – PART ONE 

• Income Recognition - Generally no income recognized at the time 
the option is exercised if the stock is held for: 

o More than 1 year after the option was exercised, and
o More the 2 years after the option is granted.

• AMT – However, an AMT deferral preference applies in the year of 
exercise.

o The preference income is equal to fair market value of the stock 
at exercise over the exercise price.

• Payroll Tax - The exercise is not subject FICA or the extra 0.9% 
Medicare tax.  

• Dual Basis:
o Regular Tax Basis: exercise (option) price
o AMT Basis: FMV at date of exercise 

EMPLOYEE STOCK OPTIONS
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INCENTIVE (STATUTORY) STOCK OPTIONS – PART TWO 

• Big Problem – The AMT in the year of exercise will in many cases 
create a significant tax liability without the stock sale proceeds, thus 
creating a cash flow problem for most.  

o Can be overcome by selling in small quantities to avoid the AMT.
o Many forego the incentive option treatment and sell the stock 

upon exercise; in which case it is treated like a nonqualified 
option.  

• For sales where there is an AMT, an AMT Credit carryover will be 
created.  

A 

EMPLOYEE STOCK OPTIONS

103

104

RESTRICED STOCK OPTIONS (and Sec 83b Election)  

• Where an employer compensates an employee for services with 
stock, the excess of the FMV of the stock over any amount paid for 
the stock is treated as income when the stock is received.

• If the stock can’t be sold or is at substantial risk, the income is 
deferred until the earlier of:

1. When it is no longer subject to that risk, or  
2. It becomes transferable free of the risk.

• If the Sec 83(b) election is made within 30 days of the transfer of the 
restricted stock, the income recognized is the FMV of the shares on 
the date of grant less any amount the employee paid for the stock. 
This amount becomes the basis of the stock.

EMPLOYEE STOCK OPTIONS
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SEC 83(i) ELECTIVE GAIN DEFERRAL 

• Under TCJA and generally effective for stock options exercised or 
restricted stock units (RSUs) settled after Dec. 31, 2017, a qualified 
employee can elect to defer recognition of income attributable to 
qualified stock transferred to the employee by the employer. 

• The election applies only for income tax purposes; the application of 
FICA and FUTA is not affected. (Code Sec. 83(i))  

• The election must be made no later than 30 days after the first time 
the employee's right to the stock is substantially vested or is 
transferable, whichever occurs earlier. 

• Deferral Period - If the election is made, the employer has to include 
the deferred income in the employee's income.

• The longest possible deferral period is 5 years.

EMPLOYEE STOCK OPTIONS
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QUALIFICATIONS FOR SEC 1202 STOCK

• Application: Only applies to C-Corporation stock – active QTOB

• Asset Limitation – Corporation’s assets not in excess of $50M when 
the stock was issued.

• Holding Period - Must hold the stock for 5 years

• Gain exclusion - sales of stock issued after Sept. 27, 2010: 100%

• No AMT preference when gain exclusion is 100%

• Investor Exclusion Limitations 
o $10 Mil ($5 Mil MFS), less previous gains with respect to 

dispositions of stock issued by that corp. in an earlier year, or
o 10 times the taxpayer’s adjusted basis in the stock of that 

corporation. 
o The gain that qualifies for exclusion is allocated equally between 

spouses filing joint returns.

QUALIFIED SMALL 
BUSINESS STOCK 
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OTHER ISSUES:

• Gifts or Bequests – Stock retains its character as Sec 1202 stock 
and tack on holding period.

• Rollover - The gain from the sale of QSBS held by an individual  for 
more than six months can be rolled over tax-free to other qualified 
small business stock.

• Passthrough Entities - Gain from disposition of QSBS by a 
partnership, S corporation, regulated investment company, or common 
trust fund is eligible for the exclusion if:

o QSBS eligibility requirements are met. 
o Entity held the stock for more than 5 years.
o Taxpayer held an interest in the entity before the entity purchased 

the QSBS and all times before disposition

QUALIFIED SMALL 
BUSINESS STOCK 
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EXCLUSION OF GAIN   

• Single Taxpayer: $250,000
o Has not excluded gain from another home in the two years prior 

to the sale. 
o The $250,000 exclusion also applies to a married individual 

where only one spouse meets the ownership and use tests.

• Married Couple:  $500,000
o Either the taxpayer or spouse meets the ownership test.
o Both the taxpayer and spouse meet the use test.  
o Neither excluded gain from another home in the two years prior to 

sale of this home.  

• Surviving Spouse:
o First two years post death: $500,000
o After that (if remains unmarried): $250,000

HOME SALE
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OWNERSHIP AND USE TESTS  

• During the 5-year period ending on the sale date…
1. Owned the home for at least 2 years (ownership test), and
2. Lived in the home as the taxpayer's main home for at least 2 

years (use test)

• Two Years - Two years is satisfied with 24 full months or 730 days. 
Months or days need not be consecutive.

• Ownership and use periods don’t have to be simultaneous

• Married Couple
o Either the taxpayer or spouse meets the ownership test.
o Both the taxpayer and spouse meet the use test.

HOME SALE
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RENTAL CONVERTED TO A HOME

• Must still meet 2 out 5 years use and ownership tests.

• Non-qualified periods are periods of time the home was rented.  

• Gain attributable to non-qualified periods is not excludable

• Non-qualified periods do NOT include:

o Periods before January 1, 2009.

o Periods after the last date the property is used as the  principal 
residence of the taxpayer or spouse (regardless of use during that 
period), and

o Not to exceed two years that the taxpayer is temporarily absent 
by reason of a change in place of employment, health, or, to the 
extent provided in regulations, unforeseen circumstances.

2.08.03

HOME SALE
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RENTAL CONVERTED TO A HOME – Continued 

• Example:
o Married Couple purchased home January 1, 2008, for $400,000.
o Rented until January 1, 2013, $30,000 of depreciation claimed.
o Converted to taxpayer’s primary residence. Moved out 1/1/19.
o Sold on January 1, 2021, for $700,000.
o Owned for 13 years, used as primary residence for 6 years. 
o Non-qualified Use: 4 years (rental years but not before 2009)
o Gain = $330,000 ($700,000 – ($400,000 - $30,000 depreciation))
o Gain less depreciation is: $300,000 (Depreciation recapture not 

excludable)
o Non-qualified percentage: 4/13 = .307692 Rounded up to 30.8% 
o Gain from non-qualified period is $92,400 (30.8% of $300,000) 
o Gain subject to exclusion: $207,600 ($300,000 - $92,400)
o Sec 121 exclusion is limited to $207,600. 

HOME SALE
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HOME ACQUIRED VIA 1031 EXCHANGE

• Where a taxpayer exchanges a rental property for a home that they 
then occupy as their primary residence, Sec 121 qualification 
changes: 

o The ownership test period increases to 5 years from 2 years, and  
o The use period remains at 2 years. 

• However if it is rented for a period after the exchange, then both the 5-
year ownership and the non-qualified use provisions will apply.  

• Do remember that a 1031 exchange only applies to business and 
investment property. So immediately occupying the home after the 
exchange would invalidate the 1031 exchange.  

• Most tax courts seem to agree the replacement property needs to be 
used for business or investment for a period of at least 2 years.       

HOME SALE
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INHERITED HOME 

Basis – The basis of an inherited home is generally the FMV of the 
home at the date of decedent’s death. 

Appraisal – If sold almost immediately to an unrelated party, the basis 
can generally be justified to be the sales price. Otherwise, a certified 
appraisal is appropriate. 

Gain/Loss – A sale of an inherited home rarely results in a gain because 
(1) sales price and basis generally are either the same or nearly the 
same and (2) sales expenses will often cause a loss. 

Beneficiary Loss on Sale – Losses are not allowed on personal use 
property. However, if sold immediately it would be difficult to take the 
position that an inherited home was held for investment use resulting in 
a reportable loss. But there are court cases where the beneficiaries were 
allowed a loss even where the home was immediately sold.

HOME SALE
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EXCEPTIONS TO USE TEST

• Individuals with a Disability – An exception to the use test applies if, 
during the 5-year period before the sale of the home the taxpayer:

o Becomes physically or mentally unable to care for themselves, 
and

o Owned & lived in the home as their main home for at least 1 year.

• Under this exception, the taxpayer is considered to have lived in the 
home during any time that they owned the home and live in a licensed 
facility (including a nursing home). Living with a friend or relative in 
their home won’t qualify.

• A taxpayer meeting this exception still must meet the ownership test. 

• Temporary Absence – Short temporary absences, such as for 
vacation or other seasonal absence (even though accompanied with 
rental of the residence), are counted as periods of use.

HOME SALE
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EXCEPTIONS TO USE TEST - Continued

• Home Used as Rental After Home Use – Where an individual uses a 
home and then subsequently rents it before sale, the sale will still 
qualify for the Sec 121 exclusion if the individual meets the ownership 
and use periods.  

• Depreciation – Of course any gain attributed to depreciation cannot 
be excluded by Sec 121. 

• CAUTION – This does not apply if the rental period occurs before the 
use as the taxpayer’s primary residence. If that occurs, then the non-
qualified use provisions apply as previously discussed.    

HOME SALE
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ONE-SALE-EVERY-TWO-YEARS LIMIT

• Marital Issue – One Spouse Violates the One-Sale-Every-Two-
Years Rule - If a single taxpayer who is eligible for an exclusion 
marries someone who has used the exclusion within the two years 
before the marriage, the newly-married taxpayer is allowed a 
maximum exclusion of $250,000. 

• Marital Issue – Both Spouses Qualify With Separate Residences -
This rule limiting the exclusion doesn’t prevent a husband and wife 
filing jointly from each excluding up to $250,000 of gain on the sale or 
exchange of each spouse’s principal residence provided that each 
spouse would be permitted to exclude up to $250,000 of gain if they 
filed separate returns.

HOME SALE

116

111



117

.

REDUCED EXCLUSION

• A reduced exclusion applies if any of the following are true:
o Taxpayer did not meet the ownership and use tests, or  
o Exclusion would have been disallowed because taxpayer sold 

more than one home during the two-year period…

• Due to: 
o A change in health (includes family members, co-owner of the 

home, and people that live in the home), 
o A change of place of employment (includes taxpayer, spouse, co-

owner of the home, and people that live in the home…see text for 
details), or

o Unforeseen circumstances as defined by the regs.  

HOME SALE
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INSOLVENCY EXCLUSION

• COD is excludable to the extent taxpayer is insolvent.

• Application - Applies to all varieties COD, including credit card debt.

• Insolvency = The excess of liabilities over FMV of assets

• Insolvency Determined immediately before the debt discharge
o Thus, discharged debt is a liability when determining insolvency 

• Assets Exempt from Creditors - Tax courts have ruled that assets 
exempt from claims of creditors must be included as assets for 
purposes of determining insolvency. 

• Married Taxpayers - The filing of a joint return by taxpayer and a 
spouse, who isn't insolvent, doesn't cause the spouse's separate 
assets to be taken into account in determining the taxpayer's 
insolvency. (IRS Letter Ruling 8920019).

•

CANCELLATION OF DEBT  

118

112



119

.

INSOLVENCY EXCLUSION – Continued  

• Discharged debt is included in liabilities when determining liabilities 

• Tax Attributes must be reduced to the extent of the exclusion.

• Sequence – The insolvency exclusion is generally used first except 
for the Principal Residence Acquisition Debt Forgiveness. 

CANCELLATION OF DEBT  
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PRINCIPAL RESIDENCE ACQUISITION DEBT FORGIVENESS 
EXCLUSION.  

• Extended through 2025 - Appropriations Act of 2021. 

• Retroactive to 2018 – Amended opportunity 

• Exclusion: Post-2020 discharges – Up to $750,000 ($375,000 MFS)         
Pre-2021 - Up to $2 Million ($1 Million MS)

• Home: Principal residence only  

• Debt: Acquisition debt only

• Basis of Home: Reduced by the amount of the exclusion (if home is 
retained after relief).

If this provision does not exclude all the COD, and the taxpayer is also 
insolvent, the insolvency exclusion may work for the balance.  

CANCELLATION OF DEBT  
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DAMAGES 

(1) If on account of physical sickness or injury treat as if physical sickness 
or injury 

(2) FICA based upon the rate for year paid. See special report procedure in 
Pub 957.

(3) Punitive damages for wrongful death is considered for physical injury 
or sickness for purposes of taxability where state law permits only 
punitive damages for wrongful death. 

121
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ADDITIONAL ISSUES

• Emotional Distress - Emotional distress isn’t considered physical 
injury or physical sickness for purposes of exclusion unless related to 
a physical injury or physical sickness.

• Employment Discrimination - No exclusion is allowed for damages 
received in a suit involving employment discrimination or injury to 
reputation.  

• Wrongful Incarceration – Is not included in income.

• Allocating Awards - Generally, look to the original complaint to make 
the proration between taxable and nontaxable for the final award.

• Interest – Awarded because of delayed receipt of award is taxable.

• Human Trafficking Restitution Awards – Non-Taxable

DAMAGES 
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ADDITIONAL ISSUES

• Damages Related to Business Interests
o Injury to Capital – Reduce basis. Awards in excess of basis are 

taxable as a capital gain.
o Recovery of Lost Profits – taxable as ordinary business income.
o Damages as a Result of a Broken Agreement - taxable as 

ordinary business income.
o Business Interruption Insurance proceeds (the insurance 

premiums are a business deduction) - are taxable as ordinary 
business income.

DAMAGES 
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LEGAL EXPENSES

• Business Related 
o Deductible on the business return (for rentals on Schedule E, sole 

proprietors on Sch C)

• Individuals (not business-related)
o Normally deducted as a Tier 2 miscellaneous deduction to the 

extent of taxable awards. However, TCJA suspended Tier 2 
deductions through 2025. 

• Discrimination Awards – Above the line deduction if the award is 
paid by the federal government or a private cause of action under the 
Medicare Secondary Payer statute.

DAMAGES 

124

115



125

.

DEATH BENEFITS 

• Normally death benefits are not taxable except…

• If the benefits were transferred for value – i.e. life settlements 
discussed next. 

INSURANCE 
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LIFE SETTLEMENTS 

• Term Policies Options:
o Let the policy lapse – No tax issues
o Sell it to someone that will not suffer economic hardship when 

the insured dies.
 Seller’s Tax Result – Has a taxable gain only to the extent 

the purchase price exceeds prior premium payments. If the 
selling price is less than the prior premiums, no loss is 
allowed.  

 Buyer’s Death Benefit Tax Result – Buyer continues 
making premium payments. Buyer’s basis is purchase price 
plus premiums paid. Death benefit less basis is ordinary 
income.

 Buyer Resells the Contract – Same as above, except buyer 
sells the contract to another. Sales price less basis equals a 
capital gain.      

INSURANCE 
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VIATICAL SETTLEMENTS 

Sales of life insurance contracts by an insured that is terminally or 
chronically ill.  

• Terminally Ill – Expected to die within 24 months (certified by a 
physician)

• Chronically Ill - certified within the previous 12 months as:
o Needing “substantial assistance” to perform at least two 

activities of daily living for at least 90 days,

o Having a disability as determined under IRS Regs, or
o Requires “substantial supervision due to “severe cognitive 

impairment.”

Seller’s Tax Result – If terminally ill, the proceeds are excludable from 
income. If chronically ill, exclusion limited to the cost of long-term care 
services.  

INSURANCE 
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APPLIES TO ANY CAPITAL GAIN 

• Can allocate between short- or long-term 

• From the disposition of any property 

• To an unrelated party

• Can be deferred if within 180 days the gain is invested in a QOF.

• 100% of the gain does not need to be deferred. 

• Allocation made on Form 8949.

• Also complete Form 8997.

QUALIFIED OPPORTUNITY 
FUNDS 
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DEFER GAIN BY INVESTING IN QOF

• Deferral investment applies to just gain (the entire proceeds do not 
need to be invested in the QOF) 

• Deferred until the earlier of
o The sale or exchange of the taxpayer’s investment in the QOF, 

or 
o Dec. 31, 2026. 

• The deferred gain is taxable on 2026 return even if the QOF 
investment is not sold. 

QUALIFIED  OPPORTUNITY 
FUNDS 
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BASIS 

• Since only gain is deferred, a QOF’s original basis will be zero.

• When sold the amount subject to tax is the difference between basis 
and the lesser of:  
o Deferred gain.
o FMV of the investment at the end of the deferral period. 

ENHANCED BASIS 

• The QOF’s basis is enhanced when:
o Held for 5 years…basis = 10% of deferred gain
o Held for 7 years… basis = 15% of deferred gain

 Too Late: Too late if not already invested to benefit on 
12/31/26 if still own the QOF then. To hold for 7 years, the 
investment would have had to have been made before Jan 1, 
2020.  

2.16.02

QUALIFIED OPPORTUNITY 
FUNDS 
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10 YEAR ELECTION

• If QOF is held for 10 years or longer:

• Taxpayer can elect
o To increase the TP’s basis to the QOF’s FMV when sold.
o The effect is any appreciation is not taxable. 

QUALIFIED OPPORTUNITY 
FUNDS 
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EXAMPLE:

• Phil sold his apartment building on 8/30/2021 for $3M.

• $1M LT cap gain. 

• Gain invested in a QOF (within the 180 days).

• QOF Sold for $1.5M on 10/1/2026

• QOF was held for 5+ years so eligible for 10% basis boost

• Enhanced basis = $100K (10% of $1M)

• Taxable income is $1.40M ($1.5M - $100K)

QUALIFIED  OPPORTUNITY 
FUNDS 
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EXAMPLE - Continued

• Phil didn’t sell the QOF until 2032.

• Held it over 10 years (2021 – 2032).

• On12/31/2026 he had included the deferred igain less the enhanced 
basis in income.

• Thus, his basis became $1 million at that point 

• QOF is worth $2.0 million when sold.

• Phil makes 10-year election, and his basis is increased from $1 million 
to $2 M – No gain!

QUALIFIED OPPORTUNITY 
FUNDS 
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Deduction 
Issues
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STANDARD DEDUCTION

For dependents

135

136

• Medical AGI Floor

• Decedent’s Medical Expenses
o Paid after the decedent’s death are a liability of the estate and claimed on 

the 706 if required to be filed.  

o Expenses paid out of estate funds within one year after the day of death 
can, by election, be claimed on the decedent’s final return instead.

o Consult with the estate executor - must agree.

o May be more beneficial on the 706. 

MEDICAL DEDUCTIONS
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• Acupuncture 

• Alcoholism 
o Inpatient treatment including meals & lodging 
o Travel – AA Meeting 

• Adoption Medical
o Child is a dependent when services are rendered or paid.
o Natural mother’s childbirth expenses are not allowed.

• Birth Control – Prescribed by a doctor

• Body Scan – Even if not experiencing any symptoms

• Chiropractor

• Christian Science Practitioner  

MEDICAL DEDUCTIONS
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• Cosmetic Surgery
o Improving appearance – No!
o Correcting a deformity - Yes!

• Disabled Dependent Care 
o Can be used either as medical OR
o The dependent care credit – No double dipping

• Egg Donor Expenses – Cost of obtaining eggs plus legal expenses and 
donor expenses directly related to obtaining the eggs.   

• Elderly Devices – Deductible without prescription if they meet the 
definition of a medical device.   

• Phones with big buttons
• Medical alert devices
• Amplifiers for hard of hearing
• But NOT over the counter magnifying glass
Other items like glasses, TTY devices, etc., may require an Rx.  

MEDICAL DEDUCTIONS
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• Fertility Enhancement
o Procedures such as in vitro fertilization (including temporary 

storage of eggs or sperm).
o Surgery, reverse prior surgery that prevented the person from 

having children.

• Feminine Menstrual Care Products - Although the CARES Act 
allows HSAs, MSAs, FSAs and HRAs to reimburse for the purchase 
of these products, they do not meet the general definition of medical 
expenses..."diagnosis, cure, mitigation, treatment, or prevention of 
disease, or for the purpose of affecting any structure or function of the 
body”…and absent any guidance from the IRS, do not qualify as a 
medical deduction. 

• Guide Dog – For visually, hearing, or disabled person ok.  But not for 
an emotional support animal. 

MEDICAL DEDUCTIONS
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• Gender Identity Disorder - The costs of gender reassignment 
surgery and hormone replacement are considered qualified medical 
expenses for persons with gender identity disorder.  

• Genetic (DNA) Testing - PLR allocation.
o Cost of a kit must be allocated between ancestry and health 

services using a percentage (cost of the health services/total cost 
of ancestry plus health services) using a reasonable method of 
allocation.

• Health Care Ministry – Deductible as medical insurance 

• Household Help as a Medical Expense - The cost of household 
help cannot be included in medical expenses, even if such help is 
recommended by a doctor. But see nursing services later.

• Kidney Transplant - Kidney donor's surgical, hospital, and 
transportation expenses paid by kidney recipient are deductible by 
recipient. Rev Rul 68-452

• Self-employed Health Insurance 

MEDICAL DEDUCTIONS
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• Impairment Related Expenses
o Special equipment installed in the home, only to the extent it 

does not increase the value of the home.  
o Some home impairment modifications do not increase the value 

of the home and are fully deductible. 

• Insurance Premiums
o Medical, hospital, dental and limited long-term care.
o Lost or damaged contact lenses, prescription drugs, insulin.
o Medicare-B, Medicare-D and additional part C. 
o Marketplace premiums net of PTC.
o Medical insurance premiums (and other medical expenses) paid 

by flexible spending arrangement are NOT deductible because 
they are paid with pre-tax dollars.  

MEDICAL DEDUCTIONS
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• Learning Disability (Special Education)
o Tutoring fees recommended by a doctor (teacher trained to work 

with severe learning disabilities).

• Medical Marijuana (Controlled Substance) – Is NOT allowed.

• Non-Hospital Institutions
o Private Home - All amounts to maintain mentally disabled son in 

a specially selected private home (qualified as an “institution”) by 
recommendation of the psychiatrist.  

o Hotel meals and lodging - Taxpayer received nursing service in 
the hotel, after appendicitis and being discharged from the 
hospital because it needed his hospital room. Attending physician 
said taxpayer was too weak to travel home. (Kelly, Daniel vs. 
Com. (1971))

o Halfway House - Paid to maintain a child at a halfway house, 
including room and board. Required the recommendation of a 
psychiatrist and continued psychiatric supervision during the stay.  

MEDICAL DEDUCTIONS
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• Nursing Home - Inpatient care at a hospital or similar institution if the 
main reason is to receive medical care. Includes meals and lodging.

• Nursing Services - Services need not be performed by a nurse if the 
services are of a kind generally performed by a nurse. 

o These services can be provided in the home or another care 
facility.

o If the attendant also provides personal and household services, 
these amounts must be allocated.

o If incurred to allow taxpayer to work, may qualify for dependent 
care credit, but no double dipping. 

• Physical Exam - Even though not experiencing any symptoms of 
illness, is allowed.  

• Pregnancy Test - The costs of self-administered pregnancy tests are 
deductible.  

MEDICAL DEDUCTIONS
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• Marketplace Insurance & PTC
o Use the following worksheet to determine the deductible amount.  

o Credit repayments
 Will increase the medical deduction.
 But treated as repayment in year of credit, not year repaid.

MEDICAL DEDUCTIONS
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• Public Safety Officer - is an individual serving a public agency in an 
official capacity, with or without compensation, as a law enforcement 
officer, a firefighter, a chaplain, or as a member of a rescue squad or 
ambulance crew.

o Application – Public Safety Officers may elect to exclude from 
income governmental retirement plan distributions that don't 
exceed their health or long-term care premiums, if the 
distributions are paid directly to insurers.

o Maximum - Exclusion is limited to $3,000 per year  
o Separation from Service - Available only to public safety officers 

who separate from service as a result of:
 Attaining normal retirement age, or 
 Due to a disability. 
 Surviving spouse or dependents are NOT qualified.

o Election – Govm’t plans are not required to offer the election 

MEDICAL DEDUCTIONS
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• Schools and Education – Special – Payments to a special school 
for a mentally impaired or physically disabled person if the main 
reason for using the school is its resources for relieving the disability.

o Disciplinary Programs - Do not include the cost of sending a 
problem child to a special school or program.

• Smoking-Cessation Programs 
o Programs - Smoking-cessation programs and prescribed drugs 

designed to alleviate nicotine withdrawal are eligible medical 
expenses.  

o Nonprescription drugs, such as nonprescription nicotine gum and 
certain nicotine patches, are NOT deductible.
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• Spouse - Prior or Current – medical expenses paid for a prior or 
current spouse provided the taxpayer was married to the spouse 
either at:

o The time the spouse received the medical services or
o At the time the taxpayer paid the medical expenses.

• Stem Cell Therapy and Storage
o Cord blood contains stem cells that doctors may use to treat 

disease. Thus, expenses for banking cord blood to treat an 
existing or imminently probable disease may qualify as 
deductible medical expenses. 

o Banking cord blood as a precaution to treat a disease that might 
possibly develop in the future does not satisfy the existing legal 
standard and is not deductible. 

• Sterilization - The cost of a legally performed sterilization is 
deductible.  
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• Surrogate Mother Expenses
o The Code does tell us that medical expenses are only deductible 

for the taxpayer, spouse and dependents.
o Definition of a dependent for medical purposes (medical 

dependent) ignores the gross income and joint return tests.
o If not a dependent, the expenses are NOT deductible.
o An unborn fetus is not a dependent until born.

• Weight-Loss Programs 
o To be deductible, the program must be undertaken as treatment 

for a specific disease (including obesity) diagnosed by a 
physician. 

o Costs that are NOT deductible:
 Weight-loss programs for  general health or appearance. 
 Diet food item costs. 
 Gym, health club, or spa membership dues.
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• Medical Dependent
o Medical expenses paid for dependents may be deducted
o An individual may be a medical dependent even if their gross 

income precludes a dependency exemption.
Example – The taxpayers’ adult son was seriously injured in a motorcycle 
accident and did not have medical insurance. His parents paid all of his 
medical expenses for the year. Their son meets all of the dependent 
qualifications except for the gross income test. However, under the 
exception, the parents can still deduct the medical expenses on their 1040.

• Divorced Parents – Both parents can deduct the expenses they pay 
regardless of who claims their child. 

• Medical Reimbursement

o Same year – Reduces year’s expenses.
o Later year – Report as income, but not to extent of medical 

expense that was not deductible in the prior year because of the 
AGI limit; not taxable if claimed standard deduction.  

MEDICAL DEDUCTIONS
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SALT LIMITATIONS

• State and Local Taxes (SALT) are limited to $10,000. This includes: 
o Domestic real property tax, 
o Foreign income tax (if not claimed as a tax credit), 
o State and local income tax OR sales tax, and  
o Personal property taxes

• Attempts to Circumvent - States and some local governments 
attempted to circumvent the SALT limitation by giving taxpayers credit 
against their state or local tax by making a charitable gift to a state or 
local charity and then having an unlimited charitable contribution.

However, the states overlooked the 1986 SCt holding where the
taxpayer receives something in return (quid pro quo) for a
contribution, making the contribution not tax deductible.

• Thus the $10,000 limitation still applies pending any law change. 
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SALT LIMITATIONS – continued 

• IRS Notice 2020-75 – Confirmed the viability of an entity’s state tax 
being deductible at the entity level without the SALT limitation.

• States Reactions – Several states have passed legislation to take 
advantage of Notice 2020-75. For example, California:

o Applies to passthrough entities (1065 and 1120-S)
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SALT LIMITATIONS - Continued

• Foreign property tax – As part of TCJA, foreign property tax is no 
longer deductible as an itemized deduction. But still deductible on 
Schedule E for a foreign rental.  

• Indian tribal government - Treated as a state; thus, Income taxes, 
real estate taxes and personal property taxes imposed by that Indian 
tribal government are deductible within the SALT limitation.
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• State Benefit Funds – Payments are treated as a tax for state 
income tax deduction purposes. 

o Alaska Unemployment Compensation Fund
o California Disability Insurance (SDI & VPDI)
o New Jersey Nonoccupational Benefit Fund
o New Jersey Unemployment Compensation Fund
o New York Nonoccupational Disability Benefit Fund
o Pennsylvania Unemployment Compensation Fund
o Rhode Island Temporary Disability Benefit Fund
o Washington State Supplemental Workmen's Compensation Fund

• Estimated Tax - To be able to deduct state and local estimated tax 
payments, there must be a reasonable basis for making them. Using 
them to move income from one year to another can result in no 
deduction being allowed on the federal Schedule A.
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TAXABILITY OF STATE INCOME TAX REFUND

• Taxpayers are only required to include in gross income the portion of 
the state tax refund deducted in a prior taxable year to the extent it  
reduced the taxpayer’s tax liability in the prior year.
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SALES TAX

• Options
1. Actual receipts for purchases.
2. Amount from IRS table plus IRS specified large ticket items.

• Large Ticket Items Include:
o Motor vehicles, Boats, Aircraft,
o Homes (including mobile and prefabricated homes), and
o Materials to build a home.

o Spendable Income – AGI plus income not in AGI such as: 
• Worker's compensation, Public assistance payments,
• Military compensation earned in a combat zone,
• Tax-exempt interest, 
• Refundable portion of refundable tax credits,
• The nontaxable part of SS, veterans' or RR benefits, and
• The nontaxable part of IRA, pension or annuity distributions.
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SALES TAX - Continued

• Taxpayers can choose to deduct either:
o State income tax, or
o Sales tax (and then state income tax refund isn’t taxable). 

• Tax Benefit Rule Where State Tax Deducted – IRS’ position is that 
for purposes of the tax benefit rule the amount of state tax refund 
includable in income is limited to the excess of the tax the taxpayer 
chose to deduct over the tax they did not choose to deduct.

TAX DEDUCTIONS
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PROPERTY TAX ISSUES

• Ministers and Military Personnel - who receive an excludable 
housing allowance can still deduct the taxes.

• Homeowner Association (HOA) Dues - Where itemized and 
includes common area real estate taxes, the taxpayer’s share of the 
tax portion can be deducted as real property taxes.

• Taxes for Local Benefits or Specific Services - Deductible real 
estate taxes generally do not include taxes charged for local benefits 
and improvements that add to the property value (and basis) such as 
streets, sidewalks, water mains, sewer lines, public parking facilities 
and similar improvements. 

o Also not deductible are fees for trash collection and a per unit 
charge for water service.

o Local benefit taxes are deductible if they are for maintenance, 
repair, or interest charges related to those benefits. 
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PROPERTY TAX ISSUES - Continued

• HERO Program – The Home Energy Renovation Opportunity 
(HERO) Plan provides financing for high-cost energy related 
improvements, such as solar panels, etc., with principal and interest 
payments added to the taxpayer’s property tax bill. This portion of 
the tax bill is NOT deductible as a tax. Although the interest portion 
may be deductible as home mortgage interest 

HERO interest rates are quite high and other financing options
should be explored. 

 Sometimes known as a PACE (Property Assessed Clean 
Energy) loan.
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ALTERNATIVE MINIMUM TAX

• Taxes Are Not Allowed as an AMT Deduction. 
o If subject to AMT, defer tax payment to another year, if possible, 

without penalty. 

• Tax Benefit Rule – State Income Tax Refund – When taxed by the 
AMT, part or none of the state income tax paid is allowed as a 
deduction. 

o Therefore, to the extent the tentative AMT exceeds the regular 
taxable income, there is no benefit for the state tax deduction.

o To the extent the taxpayer receives no benefit, the state income 
tax refund is not taxable for regular tax purposes in the 
subsequent year.

o Software may not pick this up…be sure to look back
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• Home Acquisition Debt
o Definition - Debt incurred to purchase, construct or substantially 

improve a taxpayer’s principal home or second home. It must 
be secured by the home(s).

o Combined Acquisition Debt Limits:
 Debt Incurred Before 12/16/2017: $1,000,000 ($500K MFS)
 For Debt Incurred After 12/15/2017: $750,000 ($375K MFS)  

• Equity Debt – The interest on equity debt is not deductible between 
2018 and 2025. However, the interest may be traceable to the use of 
the funds. 

• HELOC – Home equity line of credit is a loan title used by banks and 
other lenders. However, for tax purposes a HELOC can be 
acquisition debt if used to purchase or substantially improve the TP’s 
1st or 2nd home. 

HOME MORTGAGE INTEREST
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• Co-Owners - Acquisition debt limit
o Unmarried co-owners are separately subject to the acquisition 

debt limit.
o Thus, collectively allowed to deduct interest on $2/$1.5 Million.
o IRS has announced its acquiescence with the Ninth Circuit’s 

decision in 2016.
o Pitfall – If they get married. 

• Acquisition Debt Declines Over Time
o Which will be important if the loan is later refinanced.  

HOME MORTGAGE INTEREST
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• Spousal Buy-Out Debt - Secured debt incurred to buy out a former 
spouse’s interest in a home is acquisition debt.

• Secured Debt Characteristics
o TP’s home is security for the debt,
o If the TP defaults, the home is satisfaction for the debt, and
o The debt is recorded per state law. 

HOME MORTGAGE INTEREST
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REFINANCING ACQUISITION DEBT

• Deductible Period:
o Refinances before 12/16/2017: the interest on the loan is 

deductible for the term of the refinanced loan.
o Refinances after 12/15/2017: the interest on the loan is only 

deductible for the term of the original acquisition debt. 

HOME MORTGAGE INTEREST
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REFINANCING ACQUISITION DEBT - (Continued)

• Loan Amount Limits:
o Pre-TCJA - Original loan acquired before 12/16/2017: the loan 

limit remains $1M ($500K MFS). 
o Post-TCJA - Original loan acquired after 12/15/2017: the loan 

limit is $750K ($325K MFS). 

o

HOME MORTGAGE INTEREST
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• Equity Debt Tracing

o Before TCJA, in order to trace the interest on the $100K of 
equity debt interest, the “unsecured election” was required. 
Equity debt in excess of the $100K was termed “excess debt” 
by the IRS, and interest on the excess could be traced to its 
use, while the interest on the first $100K of equity debt was only 
deductible as home mortgage interest.

o For Years 2018 through 2025 equity debt is no longer 
deductible as home mortgage interest, and therefore, the entire 
amount becomes “excess debt” and is traceable under the 
general tracing rules, and if used for a deductible purpose the 
interest will be deductible for that use.  

HOME MORTGAGE INTEREST
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TRACING EXCESS DEBT

• Interest on debt secured by the home must first be allocated to the 
home to the extent permitted, and any excess can be allocated to 
the use of the funds per the general tracing rules of Reg §1.163-8T.

Example - The original purchase money loan was refinanced with 
an average balance for the year of $300,000. The acquisition debt 
had declined to $150,000 at the time of the refinance and the 
interest on the refinanced debt was $10,000 for the year. The 
interest would be allocated as follows:

Debt          % of           Interest
Total         Allocation

1. Total Home Debt                    $ 300,000   100.00%       $10,000
2. Allowable Acquisition Debt   < $150,000>   50.00%       $  5,000
3. Excess Debt                           $  150,000    50.00%       $  5,000

HOME MORTGAGE INTEREST
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TRACING EXCESS DEBT

• Continuing with the example – The taxpayer uses the extra 
$150,000 as follows:

o $35,000 (23.3%) as a down payment on a rental property –
Traced to rental acquisition debt and 23.3% of the interest is 
deductible on Schedule E.  

o $25,000 (16.7%) for his child’s college tuition – 16.7% of the 
interest would not be deductible because a student loan must 
be a single purpose debt. 

o $50,000 (33.3%) for a new car – The interest would only be 
deductible to the extent the car was used for and traceable to a 
business entity.   

o The $40,000 (26.7%) balance in a savings account – 26.7% of 
the interest would be investment interest deductible to the 
extent of net investment income and the portion not deductible 
carried over.  

HOME MORTGAGE INTEREST
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AMT ISSUES

• Nonconventional Homes 
o Home acquisition debt interest of motor homes and boats is not 

deductible for AMT.
o Include that interest as an adjustment on line 3 of Form (6251 

instructions).  

• Summary of Home Mortgage Interest & AMT

HOME MORTGAGE INTEREST
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REVERSE MORTGAGE INTEREST

• Reverse mortgages are only available to individuals age 62 and 
older.

• The older the borrower, the greater the amount that can be 
borrowed and the lower the interest rate.  

• Must be secured by a 1st TD; thus, any existing mortgages must be:
o Paid off with other funds or,
o Rolled into the reverse mortgage.

• Interest
o Is generally equity interest 
o However, if an existing acquisition debt is refinanced by the 

reverse mortgage, then some portion of the reverse mortgage is 
acquisition debt, and a proportional amount of the interest will 
be acquisition interest. 
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REVERSE MORTGAGE INTEREST - Continued

• Deductibility - The deductibility of reverse mortgage interest follows 
the same limits as conventional loans except:

• The interest is deferred and accrues until the mortgage is paid off.

• The amount deductible is limited to what would have been 
deductible each year if the borrower had paid it.

o Paid off prior to 2018 – The accrued acquisition debt interest 
and up to $100,000 of accrued equity debt interest was 
deductible.

o Paid off between 2018 and 2025 – Since equity interest is not 
deductible during those years, only accrued acquisition debt 
interest is deductible.  

HOME MORTGAGE INTEREST
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REVERSE MORTGAGE INTEREST – Continued 

• Who Deducts
• Borrower Alive - If the borrower pays off the mortgage, the 

borrower.
• Borrower Deceased

• Estate pays off the mortgage - Is a deduction in respect of 
the decedent (DRD). 

• Beneficiary pays off the mortgage – Qualifies as DRD and 
is deductible by the beneficiary. 
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REVERSE MORTGAGE INTEREST – Continued 

• Beneficiary of Home - To the extent the beneficiary obtains a new 
loan to pay off the reverse mortgage, it would have the following 
treatment:

a) Qualified home acquisition debt if the beneficiary uses the 
home as a first or second home and the loan is secured by the 
property, or

b) If not used as a home or second home, determine treatment 
under the general tracing rules for the use of the funds.

HOME MORTGAGE INTEREST
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MULTIPLE OWNER-OBLIGORS

• Paid from Joint Checking Account – Payments are presumed to 
made equally by each owner without competent evidence to the 
contrary.

• All Paid by One Owner-obligor - A person who is jointly and 
severally liable on a home mortgage debt is entitled to deduct all the 
allowable interest on that debt, if that person pays all the interest.

• Death of an Owner-obligor – In determining the amount of interest 
deductible on the decedent's return, the general rules regarding 
payment from joint or separate accounts, and joint liability apply.  

• Multiple Taxpayers Liable on the Mortgage – If paid from 
separate funds, each taxpayer may claim the amount paid. If paid 
from a joint account – see Paid from a Joint (above).

• Co-owners - If co-owners of a house are both liable on a mortgage, 
each one may deduct the amount of interest each one pays. 

HOME MORTGAGE INTEREST
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GIFT ISSUE

• Facts – Parent purchased home and then conveyed two-thirds to 
children as joint tenants. The parent also made the payments 
without expecting reimbursement by the two children.

o Transfer of title – 1/3 of the property to each child was 
determined to be a gift.

o Mortgage Payments - 1/3 of the mortgage payments made on 
behalf of each child by the parent was determined to be a gift.

Amundson, Brent, (1990) TC Memo 1990-337

• HERO Loans  
o Energy improvement related loans.
o Added to property tax bill (should be itemized as to principal and 

interest amounts).
o Interest is deductible as acquisition debt interest.
o Verges on usury rates. 
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MORTGAGE ASSISTANCE PAYMENTS

Made under the following programs are excluded from the borrower’s 
income as welfare.

• National Housing Act – but mortgagor does not get an interest 
deduction.

• Home Affordable Modification Program (HAMP) – In this program 
the principal amount of the loan is reduced; interest would still be 
deductible.

• Hardest Hit Fund or Emergency Homeowners' Loan Program 
(EHLP) – Can deduct the lesser of:  

o Interest actually paid by the borrower.
o The interest shown on Form 1098, or
o Those affected by the SALT limitation may allocate payments 

made first to deductible mortgage interest.   

HOME MORTGAGE INTEREST
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SPECIAL CIRCUMSTANCES 

• Acquisition Debt Timing – Treated as incurred to acquire the 
residence to the extent of expenditures made within 90 days before 
or after the debt is incurred.

• Home Under Construction - A home under construction may be 
treated as a qualified residence for a period of up to 24 months 
during the construction period, if the property actually becomes the 
taxpayer’s first or second home when completed. 

• Home Destroyed – Can continue treating a home or second home  
as a qualified home even after it is destroyed, but within a 
reasonable period:

1) Rebuild the destroyed home and move into it, or
2) Sell the land on which the home was located. 

HOME MORTGAGE INTEREST
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SPECIAL CIRCUMSTANCES – Continued 

• Converting a Home to a Rental – The interest deduction for a rental 
is limited to the interest on the acquisition debt. 

• Equitable Ownership – often misunderstood - Taxpayers with an 
“equitable ownership” may be entitled to deduct the interest. Must 
assume the burdens and benefits of ownership. Often considered by 
the Tax Court to be whether the taxpayer:

o Has a right to possess the property & enjoy its use, rents or profits;
o Bears the property’s risk of loss;
o Has a duty to maintain the property;
o Has a responsibility for insuring the property;
o Is obligated to pay the property taxes;
o May improve the property without consent of the owner; and
o Has the right to obtain legal title at any time by paying the balance 

of the purchase price.
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SPECIAL CIRCUMSTANCES – Continued 

• Late Payment Charge – Deductible as interest if not for a specific 
service charged by the lender.

• Prepayment Penalty – Deductible as interest.

• Mortgage Interest Credit - If a taxpayer is issued a mortgage interest 
credit, the interest must be reduced by the credit. 

• Minister & Military – Interest is deductible even if they receive a non-
taxable housing allowance.

• Married Separate Taxpayers - Treat MFS taxpayers as though they 
were one taxpayer in applying the home mortgage interest rules. If they 
own two homes, each may deduct the interest on only one, unless both 
consent in writing that the deduction for both homes is to be taken by 
one spouse
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SPECIAL CIRCUMSTANCES – Continued 

• Below Market Gift Loans – Typically occurs between employer and 
employee or between family members. 

o A gift loan is one where the interest rate is less than the applicable 
federal rate (AFR). 

o The mid-term AFR rate was 1% in July 2021.
o Tax Treatment

• Borrower – Is treated as paying interest at the AFR rate when 
the loan was made. Where loan amount is $100,000 or less, 
the forgone interest deduction cannot exceed the borrower’s 
net investment income.  

• Lender—Is treated as gifting the difference. Interest is treated 
as investment interest.  

• Exceptions – Below market rules do not apply to loans of 
$10,000 or less. 

• Between employer and employee the difference is treated as
compensation. 
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MORTGAGE INSURANCE PREMIUMS

• Taxpayer Certainty and Disaster Tax Relief Act of 2020 extended 
the provision for an additional year, through 2021. To be deductible as 
home mortgage interest:

o The premiums must be in connection with acquisition debt 
(including refinanced acquisition debt).

o The mortgage insurance contract must be issued after Dec. 31, 
2006.

o It must be for a qualified residence (first and second homes).
o The premiums must have been paid before Jan. 1, 2022.
o The insurance cost does not affect the $1M/$750K limitation
o Phases out ratably by 10% for each $1,000 the AGI exceeds 

$100K ($500 by which an MFS AGI exceeds $50K). If AGI is over 
$109,000 ($54,500 married separate), the deduction is totally 
phased out. 
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MORTGAGE INSURANCE PREMIUMS – Continued 

• Qualified Mortgage Insurance:
o VA, FHA, or Rural Housing Services (RHS), and
o Private mortgage insurance, as defined by Sec. 2 of the 

Homeowners Protection Act of ‘98  

• Prepaid Premiums for mortgage insurance other than that provided 
by the VA or RHS are not fully deductible in the initial year but must be 
amortized over the period to which they apply. 

o Allocate the prepaid premium ratably over the shorter of:
1) The stated term of the mortgage, or
2) 84 months, beginning with the month in which the insurance 

was obtained.
o The unamortized balance is not deductible if the mortgage is paid 

off before the end of its term.  
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Because points constitute prepaid interest, they are deducted ratably over 
the term of the loan. 

• Exception - Points in connection with the purchase or improvement of 
a principal residence are currently deductible if both of the following 
apply:

o It must be established business practice to charge points in the 
geographic area where the loan is made;

o The points charged cannot exceed the number of points usually 
charged in the area.

o Option to Amortize – A homeowner may amortize instead of deducting 
the points. Helpful for new homeowners that cannot itemize in the year 
of purchase.  

• Second Home – The exception does not apply to the purchase of a 
second home, so the points paid to purchase a second home must be 
amortized over the life of the loan. 
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• Points Paid By Seller - Points paid by the seller (including points 
charged the seller), connected with the loan on a principal home for the 
buyer, are treated as paid directly by the buyer from unborrowed funds.

o Buyer reduces basis by the points deducted.

o Seller still uses points as a selling expenses. 

• Qualified Residence Interest Limitation - Where an original or 
refinanced primary or second home acquisition mortgage exceeds 
$750,000 ($1 Million acquisition debt and $100,000 equity debt for 
loans incurred before December 16, 2017), the prepaid interest (points) 
must be proportionately allocated between the allowable limitations and 
the excess debt in the same manner as home mortgage interest is 
limited. For married separate filers (MFS), the limitations are 50% of the 
amounts noted here.
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• Refinance Points  

o Loan for Home Improvements Only – If loan otherwise qualifies, 
the points are fully deductible.  

o Loan for Home Improvements and Refi Existing Home Loan –
Points must be allocated:

 Home Improvements Portion – Points are deductible (but 
subject to home loan limitation allocation). 

 Refinance Existing Acquisition Debt – Points must be 
amortized (but subject to home loan limitation allocation). Also, 
if the refinance includes equity debt, the portion of the points 
associated with equity debt are not currently deductible.  
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• Balance of Amortized Points

• Refinance with different lender - When a mortgage is refinanced with a 
different lender or paid off, the balance of any points being amortized 
becomes fully deductible in the year the loan was retired.

• Refinance with same lender - If a mortgage is refinanced with the same 
lender, the remaining unamortized balance of the points is not currently 
deductible. Instead, the remaining balance must be amortized over the 
life of the new loan.  
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• Investment Interest Expense - is all interest on debts used to carry or 
purchase investment property, excluding property that produces tax-
exempt income. 

• Investment Expenses – Are expenses incurred to produce investment 
income and deductible as a Tier 2 misc. deduction. However, Tier 2 
misc. deductions are suspended 2018 through 2025. Possible 
investment-related expenses still allowed: real property tax if itemizing, 
depreciation, depletion.

• Investment Income (not derived from a trade or business)
o Interest, dividends, non-qualified annuities, and royalties, whether received 

directly or from a pass thru entity;  

o Capital gains that are not elected to be taxed at the lower CG tax rates;

o Rental and gains from substantially non-depreciable property;
o Equity-financed lending activities;

o Acquisition of certain interests in a pass-through entity licensing intangible 
property. 

o COD income under certain circumstances. 

INVESTMENT INTEREST 
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• COD Income – The IRS holds that discharge of debt on a loan 
traceable to investment property is investment income, but only to the 
extent the debt relief income isn’t excludable from gross income.

• Net Investment Income (NII) - Is investment income less deductible 
investment expenses.

o Most investment expenses are not deductible in 2018 - 2025.

o Thus, NII generally is simply the sum of all investment income.   

• Investment Interest – Is deductible to the extent of NII.

• Capital Gain Election - “Net capital gain” (the excess of net LTCG over 
net STCL) on investment property generally can’t be included in 
investment income for purposes of computing NII. However, a taxpayer 
can elect to include all or any part of it as investment income.

o Thus, the NII is increased and so is the investment interest 
deduction. But the income will not qualify for the lower CG rates. 

o This will have no effect on the 3.8% surtax on NII since all capital 
gains except those derived from a trade or business are included 
as investment income for purposes of that tax.
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OTHER ISSUES 

• Qualified Dividends – Are not treated as investment income unless an 
election like the capital gains election is made.  If made, the dividends 
will not be eligible for the CG rates. 

• Qualified Small Business Stock – Excluded gain is not treated as 
investment income.  

• AMT - Investment interest is deductible for both regular and AMT 
purposes to the extent of net investment income. 

o However, interest from private activity bonds is taxable for AMT 
purposes creating a larger net investment income and thus 
allowing a larger investment interest deduction.

• Carryover – Unallowed investment interest carries over indefinitely.   

INVESTMENT INTEREST 
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CARES ACT PROVISIONS - CASH CONTRIBUTIONS   

• Below-the-line Charitable Contributions (2021)

o Draft 2021 Form 1040, line 12b (deducted after AGI calculated)

o Limited to non-itemizers & cash contributions 

 Maximum $600 married taxpayers filing joint

 Maximum $300 all other filing status

• Election to suspended the 60% of AGI limit on cash contributions 
(2020 and 2021)

o Other contributions are figured first up to the 60, 50, 30 or 20% of 
AGI limit. 

o Next, cash contributions are allowed above those limits up to 100% 
of AGI. 

o The normal 5-year carryover applies to any excess over 100% of 
AGI for the cash contribution.

o Normal AGI limits will apply in the carryover year.  
o If no election is made, regular AGI limits apply.

CHARITABLE CONTRIBUTIONS
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ACCURACY RELATED PENALTY 

• Concerned about the non-itemizer cash contributions deduction being 
abused, Congress…

• Increased the accuracy-related penalty for non-itemizers. 

• Added Sec 6662(l).
o Penalty for overstating charitable contribution by non-itemizers.
o Penalty is 50% instead of 20% of the overstatement.
o This provision penalizes the portion of the overstatement 

attributable to charitable contributions claimed by non-itemizers at 
50% instead of the normal 20%. 

o Effective for tax years beginning after December 31, 2020. 
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LEAVE BASED DONATIONS (2020 & 2021)

• If an employer is participating,

• Employee can relinquish any unused and paid vacation time, sick leave 
and personal leave for cash payments.

• Employer will donate the cash to COVID-19 relief charitable 
organizations. 

• Not treated as wages and not taxable to employee.

• Employer can deduct the amount donated as a business expense and 
avoids payroll taxes on the amount.

• However, since the income isn’t taxable, the employee will not be 
allowed to claim the donation as a charitable deduction. Even so, 
excluding income is often worth more as tax savings than a potential 
tax deduction, especially if the taxpayer generally claims the standard 
deduction or is subject to AGI-based limitations.

CHARITABLE CONTRIBUTIONS
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CARRYOVERS

• Contributions in excess of the deduction limits may be carried forward 
for five years.  

• An amount can be carried over even though an individual does not 
itemize in the year of the contribution (carryover then equals excess 
over 50% (or, for cash contributions, 60% in 2018-2025, or by election 
100% in 2020, 2021) of AGI). 
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OTHER ISSUES

• Clothing or Household Items - No deduction is allowed unless the 
clothing or household item is in:

• Good used condition, or Better.

• Items of Minimal Value - IRS may deny items with minimal value, such as  
used socks or undergarments.

• Items Not in Good or Better Condition - A deduction may be allowed 
for a charitable contribution of an item of clothing or a household item 
not in good used condition or better if the amount claimed for the item is:

o More than $500, and
o The taxpayer includes with the taxpayer’s return a qualified 

appraisal with respect to the property.

• Household items - Include furniture, furnishings, electronics, 
appliances, linens, and other similar items. 

o Food, paintings, antiques, and other objects of art, jewelry and 
gems, and collections are excluded from the provision.

CHARITABLE CONTRIBUTIONS

193

194

OTHER ISSUES – Continued 

• Gifts to Individuals – No deduction allowed either directly or indirectly.

• Gifts in Lieu of Support – No deduction for a gift to tax-exempt entity 
where the gift was earmarked in support of their son’s ministry.

• Personal Benefits (Quid Pro Quo) - To determine contribution amount, 
subtract the FMV of the “personal benefit” item from the cost and 
deduct the remainder.

o Dinner tickets, car washes, pancake breakfast.
o YMCA dues, raffles (considered gambling), etc.   

• Quid Pro Quo Contributions 
o Charitable organizations are required to inform donors that “quid 

pro quo” contributions over $75 are deductible only to the extent 
that the gift exceeds the FMV of the goods or services provided by 
the organization.

o Quid pro quo contributions are payments made partly as 
contribution and partly as payment for goods or services.
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OTHER ISSUES – Continued 

• College Athletic Event Seating Rights - TCJA repealed the charitable 
contribution for athletic seating rights for years after 2017. 

• Use of an Asset For Charitable Purposes - Granting permission to 
use or occupy property does not represent payment made to or for the 
use of the organization. Such an arrangement does not constitute a gift 
of property. It is merely the granting of a privilege for which no charge is 
made and does not constitute a charitable gift. 

o TP purchases a tablet to score children's non-profit softball games. 
The TP retained ownership. No charitable contribution!

o Taxpayer donated a week of his timeshare to his church’s charity 
auction. Since ownership was not given, only the use, the taxpayer 
gets no deduction.  
Even the cleaning fee paid for the maid service would not be
deductible since only expenses associated with services
personally rendered by the taxpayer are deductible.
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OTHER ISSUES – Continued 

• Cost of Maintaining an Asset - A taxpayer may deduct the cost of 
maintaining a personally owned asset to the extent its use relates to 
providing services for a charity. 

o Taxpayer could deduct the fuel, maintenance and repair costs (but 
not depreciation or the fair rental value) of piloting his plane in 
volunteer activities for the Civil Air Patrol. (Rev Rul 58-279) 

o Taxpayer who participated in a mounted posse that was a civilian 
reserve unit of the county sheriff's office could deduct the cost of 
maintaining a horse (shoeing and stabling). (Hahn, Eugene, (1979) 
TC Memo 1979-429). 
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OTHER ISSUES – Continued 

• Possible Recapture for Tangible Property 

• A taxpayer must recapture part of a charitable contribution deduction if 
ALL the following statements apply:

1) Donated property with a value of $5,000 or more and the 
deducted amount is more than the taxpayer’s basis.

2) Within 3 years of the contribution, the charity sells, trades or 
otherwise disposes of the property.

3) The organization fails to provide a statement, such as Form 8282, 
Part IV, that either certifies:
a) Its use of the property was substantial and related to the 

organization’s purpose, or 
b) its intended use of the property became impossible. 

• If all are true, the taxpayer must include as income the difference 
between the deduction and the taxpayer’s basis in the property when 
the contribution was made. The recapture is included on the return for 
the year that the organization disposes of the asset.
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OTHER ISSUES – Continued 

• Entertaining for Charity
o A taxpayer may deduct the cost of entertaining others on behalf of 

a charity (e.g., wining and dining potential large contributors), but 
the cost of his own entertainment (or meal) is not deductible.

o The meals or entertainment on behalf of a charity may be provided 
in the taxpayer's home. 

o Unlike business meals, there’s no 50% reduction of the charity-
related meal expenses.

• Uniforms - The cost of uniforms required to be worn when providing 
services to a charity are deductible as long as the uniforms have no 
general utility. The cost of cleaning the uniform also may be deducted. 
Treat these out-of-pocket expenses as “cash” donations rather than 
“property” donations.
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OTHER ISSUES – Continued 

• Away from Home Travel - Same as would apply to business travel if 
properly substantiated non-lobbying expenses, reasonable, and no 
significant element of personal pleasure, recreation, or vacation.

o Meals - A volunteer traveling away from home overnight for charity 
may deduct meal costs—not subject to the 50% reduction. 

o First-Class Accommodations - Tax Court has held that such costs 
are deductible if they are “reasonable” under the facts and 
circumstances.

o Vehicle Travel – Can use actual expenses (gas/oil only) or 14 cents 
per mile. Parking fees and tolls can be added. Need to maintain a 
log to substantiate.

• Students in Home – With a  written agreement with a qualified 
sponsoring organization, can deduct up to $50 per month. Applies for 
students in high school (or lower grade level).  

• S Corp Contributions - Shareholder's basis is reduced equal to the 
shareholder’s pro rata share of the contribution.
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OTHER ISSUES – Continued 

• Credit Card Rebates - Qualify for charitable deductions if designated 
to be paid to charities under a program offered by the credit card 
company provided appropriate substantiation is obtained.

• Airline Miles – Airline miles are a reduction of purchase cost, and as 
such, do not have monetary value and do not constitute taxable income 
when received. Therefore, a taxpayer cannot assign a monetary value 
to them for charitable purposes.

• Donor-Advised Funds - Contribution to a charity’s donor advised fund 
is a way to warehouse funds in a year in which the donor has an 
unusually high income (and can benefit from a large charitable 
deduction) to satisfy the donor's social obligations to make charitable 
contributions in future years. 

o Contributions  cannot be earmarked for a particular distributee. The 
charity must fully own the funds and have ultimate control over 
their distribution. A donor can only advise the charity, which 
generally will follow the donor’s recommendations.  
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SUBSTANTIATION RULES 

• Cash Contributions – Must document in one of the following ways:
1) A bank record that shows the name of the qualified organization, 

the date of the contribution, and the amount. May include:
o A canceled check,
o A bank or credit union statement, or
o A credit card statement.

2) A receipt showing the charity’s name, date and amount.
3) Payroll deduction documented with a:  

o Pay stub, W-2, or other document furnished by the employer 
that shows the date and amount of the contribution, AND

o A pledge card or other document prepared by the charity that 
includes its name. If the employer withheld $250 or more from 
a single paycheck, the pledge card or other document must 
state that the organization does not provide goods or services 
in return for any payroll contribution.  

CHARITABLE CONTRIBUTIONS
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SUBSTANTIATION RULES – Continued 

• Cash Contributions - $250 or more must have a written 
acknowledgment that includes the following details:

o The amount of cash contributed;
o Whether the taxpayer received goods or services (other than 

certain token items and membership benefits) as a result of the 
contribution.

o Description and good faith estimated value of any goods or 
services that were provided, and

o A statement that the only benefit received was an intangible 
religious benefit, if that was the case.

• The cash substantiation rules apply to itemizers claiming cash 
contributions on Sch A and to non-itemizers deducting cash 
contributions directly on Form 1040 (2020 and 2021)!
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SUBSTANTIATION RULES – Continued 

• Non-Cash Contributions 
o Less than $250  

1) Receipt from the charity (not required if impractical to get 
one, for example, if the property was left at a charity’s 
unattended drop site)

2) The name of the charitable organization,
3) The date and location of the charitable contribution, and
4) A reasonably detailed description of the property.

Note – Items 2, 3 and 4 must still be documented even if there is no 
receipt from the charity.  
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SUBSTANTIATION RULES – Continued 

• Non-Cash Contributions 
• $250 but not more than $500

o Must have a written acknowledgement. 

o If multiple gifts, one for each or one for all. 

o A reasonably detailed description of the property.

o Whether the taxpayer received goods or services (other than 
certain token items and membership benefits) as a result of 
the contribution.

o Description and good faith estimated value of any goods or 
services that were provided.

Note: Doorknob hangers are insufficient proof.
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SUBSTANTIATION RULES – Continued 

• Non-Cash Contributions 
o Over $500 but not more than $5,000
o Same requirement as for contributions of at least $250 but not 

more than $500, PLUS:
• How the property was obtained. 
• The approximate date it was obtained or, if created, produced, 

or manufactured by the taxpayer.
• The approximate date it was substantially completed.
• The cost or adjusted basis

Mandatory if held less than 12 months 
Does not apply to publicly traded securities. 
 If unable to provide information on either date or the cost 

basis, and there is reasonable cause, attach an 
explanation.
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SUBSTANTIATION RULES – Continued 

• Non-Cash Contributions    

• Over $5,000 - If the taxpayer claims a deduction of over $5,000 for a 
contribution of one item or a group of similar items, an acknowledgment 
is required. 

o A qualified written appraisal is required (appraisal fees are not 
deductible). Must be attached to deduction year return and all 
carryover years. 
 Appraisal not required for publicly traded securities.

o When the contribution exceeds $5,000 for one item, Section B of 
Form 8283 must be completed for each item or group of items for 
which the taxpayer claimed a deduction of over $5,000. 

o The 8283 may not satisfy all the substantiation requirements; refer 
to contributions over $500 but not over $5,000.   

o Publicly traded securities are reported in Section A of the 8283.
o Additional details in text.
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Used Vehicle Donations

• Contemporaneous Written Acknowledgment – A deduction for 
claimed value in excess of $500 is not allowed unless the taxpayer 
substantiates the contribution by a contemporaneous written 
acknowledgment from the donee. 

o To be contemporaneous, the acknowledgment must be obtained 
within 30 days of either: 
 the contribution or 
 the disposition of the vehicle by the charitable organization. 

o The donor must include a copy of the acknowledgment with the 
tax return on which the deduction is claimed. 

• Form 1098-C – incorporates all the required acknowledgment 
elements for the donee (charitable organization) to complete. The 
donor is required to attach copy B of the 1098-C to the tax return.  
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Gifts of Appreciated LTCG Property

• Donated to 50% Charities – those normally limited to 50% of AGI 
(60% 2018 through 2025). 

o If contribution is based on FMV, limited to 30% of AGI.
o If contribution is based on taxpayer’s basis, limited to 50% of AGI.

• The five-year contribution carryover rules apply to any excess over 
the 50% and 30% of AGI limitations for the current year.  
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Tier 1 – Not Subject to the 2% of AGI Adjustment – Although Tier 2 
deductions are suspended 2018 through 2025 there are still a number 
of deductions allowed under Tier 1 (deducted on Line 16 of Sch. A). 

• Amortizable Bond Premium - Only applies to bonds purchased before 
1988. For bonds after 1987 amortization can only offset interest 
income from the bond…No Schedule A deduction.    

MISC DEDUCTIONS 

• IRD Income – A frequently overlooked 
deduction.  Applies when income is taxable to 
the estate and the beneficiary. If a client has 
a 1099-R or K-1 with income from an 
inherited IRA ask if a 706 was filed. If so, 
there will probably be an estate tax 
deduction. 
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Tier 1 – Continued 

• Gambling Losses to Extent of Winnings – This is covered in a 
separate chapter. 

• Impairment-Related Work Expenses - Taxpayers having a physical or 
mental disability can deduct impairment-related work expenses. For 
example, the cost of attendant care at the place of the taxpayer’s work.

• Unrecovered Investment in Pensions – Individual dies before 
recovering basis. . .the unrecovered portion is deducted on the final 
1040 return. 

o Caution - If annuity is for joint lives, the deduction will apply to the 
last to die. 

MISC DEDUCTIONS 
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Tier 1 – Continued 

• Claim of Right Doctrine – Depending upon the circumstances, this 
can be a credit or a deduction and is covered in more detail in the 
credits lesson.   

o Applies to taxpayers who have included an amount in income in 
one tax year but have had to repay all or part of it in a later year.

o For Repayments over $3,000 - Taxpayers can choose between 
a Tier 1 deduction or a tax credit based on the difference in tax 
with or without the repaid income in the year the income was 
originally reported. Claimed on repayment year’s return.

o Repayments of $3,000 or less - are claimed as Tier 2 
miscellaneous itemized deductions, and therefore aren’t 
deductible in years 2018 through 2025.

• Casualty losses from income producing property – Covered later 
with casualty losses. Deducted on Schedule A line 16. 

MISC DEDUCTIONS 
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• As a Tier-2 Deduction
o Not deductible 2018 through 2025

• Deductible Elsewhere – When related to:
o Trade or Business - Ordinary and necessary legal fees incurred 

in the course of a trade or business on the appropriate entity.
o Bankruptcy – Business related portion. Courts have used a 

proration of the fees based on the ratio of business claims to total 
claims.

o Title of Property – Legal costs to acquire, perfect, defend, or 
clear title to property are capital expenditures.

o Unlawful Discrimination – Are deductible “above-the-line” but 
cannot exceed the amount of the award included in income. 

o Whistleblower Awards – For providing information about tax law 
violations are deductible “above-the-line” but limited to amount of 
award included in income. Also applies to SEC, Commodity and 
State false claims acts. 

LEGAL EXPENSES
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• Taxable Damage Awards Paid Partially to Attorney 

o When a taxpayer wins a taxable damage award, and a portion of 
the award is paid directly to the taxpayer’s attorney, can the 
taxpayer exclude from income that portion of the award?  

o Unfortunately, the answer to that question is no!

LEGAL EXPENSES
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2018 through 2025 – Personal Casualty Losses Not Allowed!

DISASTER LOSSES   

• Insurance Coverage & Reimbursement  
o Timely Claim – Where the TP has insurance, losses for personal 

use property are not allowed unless a timely claim is made.  
o Reimbursement – Loss must be reduced by reimbursement. 

Besides insurance, other types of “reimbursement” include:
 Federal disaster loan forgiveness.
 Repairs made to rental property by a lessee.
 Damages received in court settlement (after legal fees and 

expenses).
 Repairs, etc., by relief agencies.
 Grants, gifts, or other payments designated to repair or 

replace property. If there are no conditions attached to the 
funds, they are not considered reimbursement.  

CASUALTY & DISASTER LOSSES
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OTHER ISSUES

• Living Expenses Reimbursement Exclusion - Insurance proceeds 
received for temporary living expenses due to a disaster loss of a 
principal home are excluded from income. 

• Per Event AGI Limitations – for a qualified disaster:
o Reduce the disaster amount by $500 per disaster, and
o No reduction by a percentage of AGI is required.

• Personal Casualty Gains – Exception to the no personal casualty 
loss rule.  

o If a TP has personal casualty gain, the TP may deduct the 
portion of the personal casualty loss not attributable to a federally 
declared disaster to the extent the loss doesn't exceed the 
personal casualty gains. 

o Personal casualty gains occur where the TP receives insurance 
or other proceeds in excess of the adjusted basis of the 
destroyed, damaged, or stolen property.

CASUALTY & DISASTER LOSSES
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OTHER ISSUES - Continued

• Ponzi Scheme Losses – Are losses from income producing property 
and therefore are still deductible on Schedule A, line 16.

• Debris Removal and Demolition –
o Demolition - Generally, deductions are not allowed for the costs 

of demolishing structures, and the costs are, instead, charged to 
the capital account of the underlying land. 

o Debris Removal –
 If an ordinary and necessary business expense, it is 

deductible in the year paid or incurred. 
 If replacement for part of the property that was damaged, the 

costs are capitalized and added to basis in the property.

CASUALTY & DISASTER LOSSES
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OTHER ISSUES – Continued 

• Casualties on Business Property - Casualty losses for business 
and income-producing property continue to be deductible even if not 
related to a disaster.

o Where Deducted 
 Business Casualty Losses - Claimed on Form 4797. 
 Income-producing Property Losses - Sch A, line 16.

o Loss Amount (reduced by insurance or other recovery) 
 Partial losses (damage) - smaller of basis or decline in FMV 
 Total losses - the adjusted basis of the property. 

o AGI Adjustment – There is NO $100 or 10%-of-AGI reduction. 

o Employee Business Expenses - Cannot be deducted nor applied 
in the netting process to offset gains.  

CASUALTY & DISASTER LOSSES
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OTHER ISSUES – Continued 

• Inventory Losses 
o COGS - Theft and other types of inventory casualties are 

accounted for through the cost of goods sold. 
o Reimbursement - If a taxpayer is reimbursed for lost inventory in 

the year of the loss, the taxpayer includes the reimbursement in 
income, and adjusts the closing inventory accordingly.

o SE Tax
 A disaster loss can be claimed in the prior year. 
 If the loss is claimed on the prior year’s return, it is also 

considered in the prior year’s computation of SE Tax.  
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OTHER ISSUES – Continued 

• Involuntary Conversion (Sec 1033) - No gain is recognized when 
property is compulsorily or involuntarily converted into property similar 
or related in service or use. 

o Replacement Cost: Equal to or more than the net proceeds from 
the converted property.  

o Replacement Period - 2 years after the close of the first tax year 
in which any part of the gain is realized. For a disaster loss 
replacement period is 4 years instead of 2.

o Recognized Gain - is the amount by which the conversion 
proceeds exceed  the cost of the replacement property. 

o Basis - Basis of converted property carries over to the 
replacement. 

CASUALTY & DISASTER LOSSES
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• Losses  - Losses are deductible only to the extent of winnings 

• Gambling Sessions
o Courts found it unreasonable to keep track of each individual 

wager.
o IRS Chief Counsel produced the concept of gambling “session.”
o A Gambling Session is the uninterrupted wagering of the same 

type for an uninterrupted period at a specific location.
o Casinos track sessions with player cards.      

Example – TP starts with $100 and cashes out for $300 after playing 
slots resulting in a wagering gain of $200 ($300 - $100). True even 
though the TP may have had $1,000 in winning spins and $700 in losing 
spins during play.

Example – TP enters a casino with $100 and loses the entire amount 
playing slots. Even though he may have had winning spins of $1,000 
and losing spins of $1,100 during play, the result is $100 loss.

GAMBLING LOSSES
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FORM W-2G 

• Gains – W-2Gs are issued for certain winnings (but even if no W-2G 
is issued, gambling winnings are to be reported on return)

o W-2G Reportable Winnings
 Bingo - $1,200 for each game without reduction for wager.
 Keno - $1,500 from one game reduced by the amount of the 

wager.
 Slots - $1,200 or more from one play without reduction for 

wager.
 Poker - $5,000 of winnings.
 Other forms of wagering - $600 and 300 x wager

• Comps - IRS says that extraordinary comps, such as autos and 
jewelry, are taxable income.

o But it reserved the question of whether “normal comps,” such as 
food, drink, lodging and entertainment, can be excluded from 
income as purchase price adjustments.

GAMBLING LOSSES
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PROVING WAGERS

• Loss Claims Based Primarily on Ticket Stubs - The Cohan rule 
doesn't apply if the taxpayer doesn't lay the proper foundation by 
establishing gambling income and the relation of gambling losses to 
that income.

• Supporting Documentation - See text pages 7.12.04 through 
7.12.05 for documentation that can be used to support wagers.

GAMBLING LOSSES
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OTHER ISSUES

• Form 5754 - Use Form 5754 if the gambling winnings belong to 
someone else or belong to a group of two or more people sharing the 
winnings. It is provided to payer.  

• FBAR – Most on-line gambling sites are located outside the U.S. If 
the account has $10,000 or more at any time during the year, that will 
trigger an FBAR filing requirement.  

• Downside to Winning –
o Winnings increase AGI which…

 May cause more Social Security income to become taxable.
 Will increase household income and may reduce the PTC.
 Medicare B and D premiums are based on AGI from 2 years 

prior.   

GAMBLING LOSSES
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Contact 
Information

Werner‐Rocca Seminars, Ltd.

(215) 545‐4181

www.werner‐rocca.com

Email: art.werner@werner‐rocca.com

Follow us on Twitter @ILectureCPAs or 
@WernerRocca
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