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month exteulsion- runs concurrently with the automatic six-month extension. The maxi-
mum extension is only six months (October 15 for a calendar-vear individual), unless

the individual files Form 2350 to qualify for the foreign earned income or foreign
housing expense.

Decedent. The final income tax return of a decedent for a fractional part of a year is
due on the same date as would apply had the taxpayer lived the entire year (4 180).

. Amended Retulm. An individual may correct an error in a return, without incurring
mte}‘f_zst or penalties, by filing an amended return (Form 1040X) and paying any
additional tax due on or before the last day prescribed for filing the original return.

.109. Taxpayer Identification Number (TIN) for Individuals. An individual filing
any income, employment,lor excise tax return, document, or statement must include his
or her own taxlpalyer identification number (TIN) (Code Sec. 6109(a); Reg.
§31011“.610971).id’lhls is generally the individual’s Social Security number (SSN), Individ-
ual Taxpayer Identification Number (ITIN), or Adoption T: i i
TN, 0 5570, ( ) p axpayer Identification Number

If the return or statement is made with respect to another person, that other
person’s TIN also must be included. For example, a taxpayer must provide TINs for
dependents and qualifying children for the purpose of claiming a dependency exemption
befm_‘e 2018 and after 2025 (] 133), the earned income tax credit (§] 1422), the child care
credit ( 1401), the adoption credit ( 1407), and the child tax credit (4 1405). In the
case of the earned income credit and child tax credit, the TIN must be issued before the
due c_late of the taxpayer’s return. The parent of any child to whom the rules governing
taxation t_)f unearned income of minor children apply must provide his or her TIN to the
child for inclusion on the child’s tax return (] 115).

A penalty is imposed for each failure by a taxpayer to include his or her identifying
number on a return or statement, unless he or she can show that the failure was due to
reasonqble cause (4] 2833). Failure to include a correct TIN is treated as a mathematical
or Clenclal error, as are instances in which the information provided differs from the
information on file with the IRS that is obtained from the Social Security Administration
(Code Sec. 6213(g) (2) (F)) .3

Computation of Tax Liability

.11 Tau_cahle Income of Individuals. An individual generally computes. federal
income tax liability for a tax year by multiplying his or her taxable inccme by the
apphcab!e income tax rate and subtracting allowable tax eredits. The computation of
taxable income starts with the taxpayer's gross income (9 701), froin ‘which certain

deductions are subtracted to determine the taxpayer's adjusted o.:oss income (AG
(411005) (Code Sec. 63).4 : N S

[%fter AGI is determined, certain other deductions are subtracted from the tax-
payer's AGI to determine his or her taxable income. This includes the deduction for
personal and dependency exemptions for tax years beginning before January 1, 2018

(1133), the standard deduction (f 131) or the taxpayer's itemized deductions (] 1014), -

and any deduction for qualified business income (QBI) for tax beginni
2017 and before 2026 (] G80F). ) years beginning after

Once taxa_b]e income is determined, the taxpayer’s tax liability is generally com-
puteq by applymg the appropriate tax rates based on the taxpayer’s filing status (single,
marped filing jointly, head of househeld, surviving spouse, or married filing separately).
Subject to certain exceptions, a taxpayer must use either the tax rate tables or tax
schedules issued by the IRS to compute his or her income tax Liability (] 113).

113, Income Tax Rates and Tables for Individuals. An individual determines his
or her income tax liability by applying the appropriate tax rate to his or her taxable
income (] 111). There are seven tax rates for an individual with each rate applied to a

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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different level of taxable income (Code Sec. 1(i) and () ® For tax years beginning after
2017 and before 2026, the seven graduated tax rates are 10, 12, 22, 24, 32, 35, and 37
percent. For tax years beginning before 2018 and after 2025, the seven graduate tax
rates are 10, 15, 25, 28, 33, 35, and 39.6. The income levels at which the seven tax
brackets apply depend on the taxpayer's filing status and are adjusted annually for
inflation (Rev. Proc. 2018-18).

An individual generally uses either the tax rate tables or tax schedules issued by the
IRS to compute his or her income tax liahility (Code Sec. 3).% A taxpayer uses:

e the tax tables produced by the IRS (] 25) if his or her taxable income is less
than $100,000;

o the Tax Computation Worksheet in the Instructions to Form 1040 (9 20) if
his or her taxable income is $100,000 or more.

The Tax Computation Worksheet is based on the tax rate schedules at 9 11 if single
or unmarried, 9 13 if married filing jointly or surviving spouse, Y/ 15 if married filing
separately, and 17 if head of household. An individual may nof use the tax tables if he
or she files a short-period return because of a change in his o her annual accounting
period (7 1507).

Capite! Gains and Qualified Dividends. An individual's capital gains and qualified
dividend-iu~ome may be subject to a reduced rate of tax depending on the type of gain,
the texpayer’s taxable income, and the taxpayer’s regular income tax rate (] 1736). The
tay. on capital gains and qualified dividends is calculated on the Qualified Dividends and
Cunital Gain Tax Worksheg( in the Instructions to Form 1040 or the Schedule D Tax
Worisheet in the Instructions to Schedule D (Form 1040), whichever applies.

Kiddie Tax. The unearned income of a child is taxed at the income tax rates
applicable to trusts and estates for tax years beginning after 2017 and before 2026. A
child subject to kiddie tax (7 115) uses Form 8615 to calculate the tax.

Foreign Earned Income. An individual who excludes foreign earned income and
housing expenses from gross income (] 2402 and 9 2403) applies the tax rates as if the
exclusion has not been claimed. The taxpayer uses the Foreign Earned Income Tax
Worksheet in the Form 1040 Instructions to calculate the individual’s income tax liability
for this purpose.

115. Kiddie Tax on Unearned Income of Child. A child’s income tax liability is
generally computed in the same manner as for any other individual taking into account
the limits on the standard deduction (4§ 131) and personal exemptions in tax years
before 2018 (9 135). However, a child’s net unearned income is subject to the “kiddie
tax” if it exceeds $2,100 in 2018 (projected to be $2,200 for 2019) (Code Sec. 1(g) and
(G) (4); Rev. Proc. 2017-58).7

For tax years 2018 through 2025, a child’s net unearned income is taxed at the tax
rates applicable to trusts and estates (§ 19). For tax years beginning before 2018 and
after 2026, a child’s net unearned income is taxed at the greater of the child’s or parent’s
top income tax rate, Special rules apply for parents with more than one child or who are
married filing separately, divorced, or legally separated. In either case, the liddie tax
applies only if it results in a higher tax than would apply at the child’s normal tax rate.
Form 8615 is used to figure the kiddie tax.

Who is Subject to Kiddie Tax. A child is subject to the kiddie tax if:

e the child is required to file a tax return and he or she does not file a joint
return for the year;

e the child’s unearned or investment income is more than $2,100 for 2018
(projected to be $2,200 for 2019);

e ¢ither parent of the child is alive at the end of the year; and

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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e the child is:

— under age 18 at the end of the tax year;

— age 18 at the end of the tax year and does not provide more than one-
half of his or her own support with earned income; or

— at least age 19 and under age 24 at the end of the tax year, a fulltime
student, and does not provide more than one-half of his or her own support
with earned income.

A child for this purpose includes adopted children and stepchildren as long as one
of the child’s parents is alive at the end of the tax year. Also, the kiddie tax rules apply
regardless of whether the child is a dependent of the parent.

A child’s unearned income is generally all income other than salaries, wages, and
other payments received for work. It includes taxable interest, dividends, capital gains,
social security and pension payments, certain distributions from trusts, and unemploy-
ment compensation. It also includes income produced by property the child obtained
with earned income or by gift. Unearned income does not include nontaxable income.

Parent’s Election. The parents of a child may elect to include on their return the
unearned income of a child to avoid the kiddie tax. The election is made by filing Form
8814 and can only be made if:

¢ the child is required to file a tax return and would otherwise be subject to
the kiddie tax;

e the child’s only income for the tax year is from interest and dividends,
including Alaska Permanent Fund dividends;

e the income was more than $1,050 but less than $10,500 for 2018 (projected
to be $1,100 and $11,000, respectively, for 2019);

e no estimated tax payments were made for the year in the child’s name and
Social Security number, including any overpayment of tax from the previous tax
year; and

e the child is not subject to backup withholding.

If the election is made, the child does not have to file a tax return or make estimatea
tax payments for the tax year. The income of the child is added to the electing pareut’s
income with some adjustments. A separate Form 8814 must be filed for each child of the
parents.

117. Net Investment Income Tax. An individual is subject to a 3.8 percent tax on
the lesser of net investment income for the tax year, or modified adjusica =ross income
(MAGI) exceeding a threshold amount ($250,000 if married filine jointly, $125,000 if
married filing separately, and $200,000 if single or head of household) (Code Sec. 1411:
Reg. §1.1411-2) 2 The net investment income tax (NIIT) is calculated using Form 8960,

The NIIT is an addition to the regular income tax liability, and is taken into account
for purposes of calculating estimated tax payments and underpayment penalties (9] 125).
It applies to any individual subject to U.S. taxation other than a nonresident alien.
Additional rules apply to a U.S. taxpayer who is married to a nonresident alien, as well as
a bona fide resident of a U.S. territory but only if he or she is required to file a U.S. tax
return. The NIIT also applies to an estate and trust (] 517).

Net investment income is the excess of the sum of the following items, less any
otherwise allowable deductions properly allocable to such income or gain (Reg.
§1.1411-4):

® gross income from interest, dividends, annuities, rovalties, rents, and substi-
tute interest and dividend payments, but not to the extent this income is derived in
the ordinary course of an active trade or business;

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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e other gross income from a passive activity (Y 1169) or from a trade or
business of a trader trading in financial instruments or commodities; and

® net gain included in computing taxable income that is attributable to the
disposition of property, but not to the extent the property was held in an active
trade or business.

Any item that is excluded from gross income for regular income tax purposes is
also excluded from net investment income and MAGI (for example, excludable gain on
the sale of a taxpayer’s personal residence, veterans’ benefits, and tax-exempt bond
interest).

Net investment income generally does not include income and gain derived in the
ordinary course of a trade or business, unless the trade or business is a passive activity
or that of a trader of financial instruments or commaodities. If an individual owns or
engages in a trade or business directly (or indirectly through owning a disregarded
entity), the determination of whether gross income is derived in a trade or business is
made at the individual level. If an individual owns an interest in a trade or business
through one or more pass-through entities such as a partnership or S corporation, the
determination of whether gross income is derived in a passive activity is made at the
owner level. The determination of whether gross income is derived in the trade or
business of « tiader trading in financial instruments or commodities is made at the entity
level.

Simitar rules apply for determining whether net gain is attributable to property held
in a+rade or business. For purposes of determining net gain, a disposition is a sale,
cxcrange, transfer, conversion, cash settlement, cancellation, termination, lapse, expira-
tiou, or other disposition. Net gain cannot be less than zero, and losses from dispositions
of capital assets are allowed to offset gains, unless the assel’s disposition is subject to the
NIIT. The $3,000 deduction (81,500 if married filing separately) for capital losses
(111752) may not be taken against losses on capital assets but may be taken against
other net investment income. Losses deductible under Code Sec. 165, including losses
attributable to casualty, theft, and abandonment or other worthlessness (7 1101), are
applied to calculate net gains. Any excess losses are applied as properly allocable
deductions against investment income,

Property held in a trade or business generally does not include an interest in a
partnership or stock in an S corporation, so gain from the disposition of the interest or
stock is usually treated as net gain. However, special rules apply upon the disposition of
an active interest in a partnership or S corporation (Prop. Reg. § 1.1411-7).

The NIT rules might cause a taxpayer to reconsider the way he or she previously
grouped activities for passive activity loss purposes under Code Sec. 469. Thus, a
taxpayer subject to the NIIT is provided a one-time election to regroup activities under
Code Sec. 469 to allow for realignment of grouped activities to properly reflect the
interaction of the Code Sec. 469 rules and income for NIIT purposes (7] 1175). Further,
regrouping may he done on an amended return if the taxpayer was not subject to NIIT
on the original return (Reg. § 1.469-11(b) (3) (iv)).?

Net investment income includes any income, gain, or loss that is attributable to an
investment of working capital (Reg. § 1.1411-6). Net investment income does not include
a distribution from qualified employee benefit plans or arrangements, including: a
qualified pension, profit sharing, and stock-bonus plan; qualified annuity plan under
Code Sec. 403(a) or (b); a traditional or Roth IRA; or a Code Sec. 457 plan of a
government or tax-exempt organization (Reg. § 1.1411-8). However, a distribution from a
qualified plan or arrangement that is includible in gross income is taken into account for
determining the taxpayer's MAGI in the NIIT calculation.

Special rules are provided for selfemployed individuals (Reg. §1.1411-9) and con-

trolled foreign corporations and passive foreign investment companies (Reg.
§1.1411-10).

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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119. Individual Health Care Coverage Mandate. An individual is subject to a
penalty for failing to maintain minimum essential health care coverage for each month of
a tax year beginning before January 1, 2019 (Code Sec. 5000A; Reg. § 1.5000A-1; Notice
2018-84).1° The penalty (referred to as a shared responsibility payment) is reported on
the individual’s income tax return for the year, and includes the penalty for the
taxpayer’s spouse if filing jointly, and any dependent claimed on the return. The penalty
is calculated using the worksheets in the Instructions to Form 8965 and for any month is
the lesser of:

e the monthly national average premium for bronze-level coverage offered
through a Health Benefit Exchange (Marketplace) (for 2018, $283 per individual
and $1,415 for a family with five or more members; for 2017, 3272 per individual
and 51,360 for a family with five or more members) (Rev. Proc. 2018-43; Rev. Proc.
2017-48); or

e 1/12 of the greater of: 2.5 percent of the taxpayer’s household income over
his or her filing threshold or a flat dollar amount (5695 per adult and $347.50 per
child, but limited to 300 percent of the amount).

Applicable Individual. An applicable individual is subject to the penalty unless he or
she has a coverage exemption. Form 8965 is used to report a coverage exemption
granted by an Exchange or claim an exemption on the tax return. An individual is
exempt from the penalty if any of the following apply:

e coverage is unaffordable, meaning the individual’s required contribution for
coverage under an employer-sponsored plan or the lowest cost bronze plan availa-
ble through an Exchange exceeds a percentage of his or her household income
(8.16 percent for 2017; 8.05 percent for 2018) (Rev. Proc. 2016-24; Rev. Proc.
2017-36),;

e the individual has household income below the threshold for filing an
income tax return for the tax year (] 101);

e the individual lacked minimum essential coverage for a continuous period
of less than three months (short coverage gap) without regard to the calenda:
year, but only the first lapsed period during the year is counted; or

e the individual experiences a hardship with respect to the capability ti-abiain
coverage under a qualified health plan and receives a hardship exemptici certifi-
cate from an Exchange or as provided by the IRS (e.g., residing in vtate that did
not expand Medicaid eligibility) (Notice 2014-76; Notice 2017-14).

An individual is also not subject to the penalty for failing tormaintain minimum
essential coverage if he or she is: (1) a member of an Indian &ibe (] 1465Q); (2) a
member of a religious sect or division who has obtained a religious conscience exemp-
tion to Social Security taxes; (3) a member of a tax-exempt health-care sharing ministry;
(4) an individual who is not U.S. citizen or national, or not lawfully present in the United

States; and (5) an individual who is incarcerated unless waiting for disposition of

charges.

Minimum Essential Coverage. Minimum essential coverage means health care
coverage under a government-sponsored program (Medicare, Medicaid, CHIP, etc.), an
eligible employer-sponsored plan, a health insurance plan offered in the individual
market, a group health plan in which the individual was enrolled on March 23, 2010, an
eligible expatriate health plan (for plans issued or modified on or after July 1, 2015), or
any other coverage recognized by the IRS. If an applicable individual, spouse, or
dependent had minimum essential coverage during the calendar year, the provider of
that coverage is required to provide Form 1094-A, Form 1095-B, or Form 1095-C listing
the individuals who were enrolled in the coverage and the months of coverage.

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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Minimum essential coverage does not include health insurance coverage that
consists of excepted benefits, such as accident or disability benefits, liability insurance,
workers compensation, credit-only insurance, automobile medical payments, or cover-
age for on-site medical clinics. Certain government-sponsored limited benefit coverage
(e.g., line of duty coverage for inactive service members, Medicaid coverage for the
medically needy, etc.) does not constitute minimum essential coverage. If benefits are
provided under a separate policy, certificate, or insurance contract, then excepted
benefits also include: (1) limited scope dental or vision benefits, benefits for long-term
care, nursing home care, home health care, community-based care, or any combination
thereof, and other similar limited benefits; (2) coverage only for a specified disease or
illness; (3) hospital indemnity or other fixed indemnity insurance; and (4) Medicare
supplemental health insurance, coverage supplemental to the medical and dental cover-
age provided to military personnel, and similar supplemental coverage provided to
coverage under a group health plan.

125. Estimated Taxes for Individuals. An individual may need to pay a portion of
his or her tax liability through estimated tax payments over the course of the tax year
rather than when his or her income tax return is filed. Estimated taxes are generally
used to pay tax on income that is not subject to withholding and if the amount of tax
being withlicla: from wages or other income is not enough. Estimated taxes not only
cover the individual's liability for income tax but also liability for self-employment taxes,
the 3.8 parcent net investment income tax (] 117), the 0.9 percent Additional Medicare
Tax (9 2648), and income from.an estate, trust, partnership, and S corporation.

The Code does not directly impose an obligation to pay estimated taxes, but it does
impose a penalty (addition to tax) for failure to pay enough tax either through withhold-
ing or estimated taxes (Code Sec. 6654).11 If an individual expects to owe at least $1,000
in taxes after subtracting withholding and refundable tax credits, the penalty may be
avoided if he or she makes required installment payments of estimated taxes. A required
installment is 25 percent of the lesser of:

e 90 percent of the tax shown on the individual’s tax return for the current
year; or

e 100 percent of the tax shown on the prior year's return (110 percent in the
case of an individual with adjusted gross income in excess of $150,000; 575,000 for
a married individual filing separately), unless the prior year was not a 12-month
period.

An individual uses Form 1040-ES to figure his or her required instaliments. In
calculating estimated tax payments, taxes withheld from an individual's wages or other
income are treated as payments of estimated tax. A lower required installment payment
may be made if the individual annualizes his or her tax at the end of each payment
period based on a reasonable estimate of income, deductions, and credits. The annual-
ized installment method may be used if the taxpayer does not receive income evenly
throughout the year. Special rules also apply for farmers and fishermen. Regardless of
whether an individual uses the regular or annualized installment method, each required
installment must be paid by its due date (] 127).

Married Taxpayers. Married individuals may make joint estimated tax payments
unless they are legally separated under a divorce decree or separate maintenance
agreement, either spouse is a nonresident alien, or the spouses have different tax years.
Individuals who cannot make joint estimated tax payments must apply the estimated tax
rules to their separate estimated income. If married individuals make joint estimated tax
payments or separate estimated payments, it does not affect their ability to file jointly or
separately (Reg. § 1.6654-2(e) (5)).12

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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Household Employees. An employer of domestic workers who fails to satisfy FICA
and FUTA withholding obligations (] 2652) through regular estimated tax payments or
increased tax withholding from their own wages, may be liable for estimated tax
penalties (IRS Pub. 926).

Exceptions to Penalty. A U.S. citizen or resident alien is not subject to the penalty for
failing to pay estimated taxes if he or she had no tax liability for the preceding tax year,
provided the year was a 12-month period. The penalty may also be waived under certain
other circumstances or hardship, or following an individual’s retirement or disability
(Code Sec. 6654 (e)).1?

Calculation of Penalty. The penalty for underpayment of estimated taxes is com-
puted on Form 2210 and attached to the individual's income tax return; farmers and
fishermen use Form 2210-F. If the form is not completed and attached to the individual’s
return, the IRS will compute the penalty for the taxpayer. If the IRS computes the
penalty, it will investigate any reason why the penalty should be waived.

127. Estimated Tax Payment Due Dates for Individuals, The due date for re-
quired installment payments of estimated taxes by an individual (9 125) is generally
broken down into four payment perieds (Code Sec. 6654(c) (2)).14 If the due date falls on
a Saturday, Sunday, or legal holiday in the District of Columbia (] 2549), the individual
has until the next succeeding business day to make the payment. For the 2019 tax year,
a calendar-year individual is required to pay estimated tax in four installments as follows:

Installment Due date
BIRBE S & i v s mave v ol0% 2 st s e BEn S b e April 15, 2019
(April 17, 2019 for
residents of Maine and

Massachusetts)
SEEONH an ¢ se v 0E § Sen B TR BB R UG ¥ TS B June 17, 2019
B L September 16, 2019
Fourth . .. ... ... e January 15, 2020

Estimated tax payments for a fiscal-year individual are due on the 15th day of the
4|Lh, 6th, and 9th months of the tax year and the 1st month of the following tax year.

The fourth (last) tax installment for the tax year does not need to be made ¥ the
normal due date if the taxpayer files Form 1040 and pays the balance of the tax ¢n or
before January 31 of the following calendar year, or for a fiscal year on or hefure the last
day of the month following the close of the fiscal year. Filing a final 2016 return by
]pnuary 31, 2019, with payment of any tax due does not avoid an additien to tax for
underpayment of any of the first three installments that were due foril= year (Code Sec.
6654(h); IRS Pub. 505) 15

If an individual is not liable for estimated tax on March 31, 2019, but his or her tax
situation changes so that he or she becomes liable for estimated tax at some point after
March 31, then the individual must make estimated tax payments as follows:

e If the individual becomes required to pay estimated tax after March 31 and

before June 1, then he or she should pay 50 percent of estimated tax on or before
June 17, 2019, 25 percent on September 16, 2019, and 25 percent on January 15,
2020.

e If the individual becomes required to pay estimated tax after May 31 and
before September 1, then he or she should pay 75 percent of estimated tax on or
before September 16, 2019, and 25 percent on January 15, 2020.

» If the individual becomes required to pay estimated tax after August 31,
then he or she should pay 100 percent of estimated tax by January 15, 2020 (Form
1040-ES; IRS Pub. 505).

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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Farmer or Fisherman. An individual who expects to receive at least two-thirds of his
or her gross income for the tax year from farming or fishing, or who received at least
two-thirds of gross income for the previous tax year from farming or fishing, may pay
estimated tax for the year in one installment on the last installment due date (January 15,
2019, for the 2018 tax year; January 15, 2020, for the 2019 tax year). The entire amount of
the estimated tax for the tax year generally must be paid at that time. The payment date
may be ignored if the farmer or fisherman files his or her income tax return for the year
and pays the entire tax due by March 1.

The penalty for underpayment of estimated tax does not apply unless a farmer or
fisherman underpays the tax by more than one-third (Code Sec. 6654 (i); IRS Pub. 505).16
If a joint return is filed, a farmer or fisherman must consider his or her spouse’s gross
income in determining if at least two-thirds of gross income is from farming or fishing.

Nonresident Alien. A nonresident alien who does not have wages subject to federal
income tax withholding must pay estimated taxes for 2019 in three installments (June
17, 2019, September 16, 2019, and January 15, 2020). Fifty percent of the annual payment
must be made on the first installment due date and 25 percent on each of the remaining
two installment due dates (Code Sec. 6654()).17

Standard D=duction and Exemptions

131 - Standard Deduction. An individual may elect to claim a standard deduction
or iteriize Jeductions (9 1014) in calculating taxable income (] 111), whichever will
resilt ia higher deduction. The, standard deduction is the sum of the basic standard
daduction amount, plus an additional standard deduction amount if the taxpayer is age
s or older, or blind, or both (Code Sec. 63(c)).18

Basic Standard Deduction. The basic standard deduction amount varies according
to the taxpayer’s filing status and is adjusted annually for inflation. The basic standard
deduction amount for 2018 is (Rev. Proc. 2018-18):

2018 standard
Filing status deduction amount
Married filing jointly and surviving spouses ... ............. 524,000
Head ofhouseholdfilers . ... ...... .. ... 18,000
Married filing separately . .. ........ ... . ... 12,000
SInple flers con vos s son o s va § 09 5 aeis £ Lk T & gt b 12,000
The basic standard deduction amount for 2019 is projected to be:
2019 standard
Filing status deduction amount
Married filing jointly and surviving spouses . ... ............ $24,400
Head pf household filers - v 55 vave 535 550 5 vs gam s 2o 8 o 18,350
Married filing separately . . . ... ... . i 12,200
1573 127 (k] =3 o S B WOy R NP A N TR SRR W o) 1) 12,200

Dependents. A taxpayer who can be claimed as a dependent on another taxpayer’s
return (9] 137) is limited to a smaller standard deduction regardless of whether the
individual actually is claimed as a dependent. The dependent’s basic standard deduction
may not exceed the greater of:

e $1,050 for 2018 (projected to be $1,100 for 2019); or

o the sum of $350 and the individual's earned income, up to the applicable
standard deduction amount (e.g., for single filers: $12,000 for 2018; projected to be
$12,200 for 2019).

The limit applies to the basic standard deduction and not to any additional amount
for elderly or blind taxpayers. A scholarship or fellowship grant that is not excludable
from the dependent’s gross income (7 865) is considered earned income for this
purpose (IRS Pub. 501).

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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Aged and/or Blind Texpayers. An individual who is age 65 or older, blind, or both, at
the end of the tax year receives an additional standard deduction amount that is added to
the basic standard deduction shown in the table above (Code Sec. 63(f), Prop. Reg.
§ 1.63-3; Reg. § 1.151-1; Rev. Proc. 2018-18).1% The additional amount is:

e 51,300 for 2018 (projected to be $1,300 for 2019) if married filing jointly,
married filing separately, or surviving spouse; and

» 31,600 for 2018 (projected to be $1,650 for 2019) if single, unmarried, or
head of household.

Two additional standard deduction amounts are allowed to an individual who is both
over 65 and blind at the end of the tax year. Thus, married individuals filing jointly, both

of whom are over 65 and blind, can claim four of the additional standard deduction
amounts.

A taxpayer claiming the additional standard deduction must be either age 65, blind,
or both, before the close of the tax year. An individual who reaches age 65 on January
1st of any year is deemed to have reached that age on the preceding December 31st. A
taxpayer claiming the additional amount for blindness must obtain a certified statement
from a doctor or registered optometrist. The statement, which should be kept with the
taxpayer’s records, must state either that: (1) the individual cannot see better than
20/200 in the better eye with glasses or contact lenses; or (2) the individual's field of
vision is 20 degrees or less.

A married individual filing separately may claim the additional amounts for a spouse
who had no gross income for the year and was not claimed as a dependent by another
taxpayer (Code Sec. 151(b)). A taxpayer who claims a dependency exemption for an
individual who is either age 65 or older, blind, or both may no? claim the additional
standard deduction amounts for that individual.

Taxpayers Ineligible for Standard Deduction. If married individuals file separate
returns, both spouses should either itemize deductions or claim the standard deduction.
If one spouse itemizes and the other does not, the non-itemizing spouse’s standar}
deduction amount is zero, even if that spouse is age 65 or older, or blind, or both. This
rule does not apply if one spouse qualifies to file as head-ofhousehold. A zero stanard
deduction amount also applies to an individual with a short tax year, a¢ wel as a
nonresident alien, estate, trust, common trust fund, and partnership (Code Sec.
63(c)(6)).29 A taxpayer who itemizes even though his or her itemized eductions are
less than the standard deduction must check the box on the last line =i Schedule A
(Form 1040) to make this election.

Net Disaster Losses. An individual may claim an additional standard deduction
amount for net qualified disaster losses reported on Form 4684 in computing regular
taxable income and alternative minimum tax (AMT) liability (Act Sec. 20104(b) of the
Bipartisan Budget Act of 2018 (P.L. 115-123); Act Sec. 11028(c) of the Tax Cuts and Jobs
Act (P.L. 11597); Act Secs. 501 and 504(b) (1) of the Disaster Tax Relief and Airport and
Airway Extension Act of 2017 (P.L. 115-63)). A net qualified disaster loss is personal
casualty losses over personal casualty gains, due to losses arising in a designated
disaster area attributable to the 2017 California wildfires, Hurricanes Harvey, Irma, or
Maria, and a federally declared disaster in 2016 (Y 1131).

133. Personal and Dependency Exemption Amount. For tax years beginning
before 2018 and after 2025, an individual may claim a personal exemption deduction
(] 135) and an exemption deduction for each dependent claimed on his or her tax return

(7 137). The exemption amount is adjusted annually for inflation and is $4,050 for 2017
(Code Sec. 151(d); Rev. Proc. 2016-55).21

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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The exemption amount is zero ($0-) for tax years beginning in 2@18 mroggh 2}?25.
No deduction may be claimed for personal and dependency exemptions dunng]it %sle
years, but the rules for determining who is a degendent of the taxpayer are app cg et
for claiming other tax benefits (e.g., child tax credif). ‘In determining who is a (ii_epend (;n
for these other tax benefits, the exemption amount 18 84,150 for 2018 and adjusted for

inflation in future years (Notice 2018-70).

inni 1 taxpayer whose adjusted

For tax years beginning before 2018 and after 2025, a : _

gross income (AGI) exceeds an applicable threshold amount _based on ﬁ_]mg status must

reduce the amount of his or her otherwise a]lowable. exer_nptmn deduction. The applica-
ble threshold amounts are also adjusted annually for inflation.

135. Personal Exemption. For tax years beg':m}'mg before 2018 and after. 2025, an
individual may claim a personal exemption deduction on Form 1040 for hnns;zll[ogg
herself in calculating taxable income equal to the ‘exemptlon amount for the year (1 "1' _
for 2017; 80 for 2018 through 2025) (7 133) on his or her tax return (Code _Sec.d .;) ®);
Reg. §1.151-1; Prop. Reg. §1.151-1).22 No personal exemption may b'e clanng , y an
:ndividual who is eligible to be claimed as a dep_endent on another taxpayer’s ie_turn
(7 137). For example, a student who works part-time (junng the year may In;t c ailm a
personal exemplion on a refurn if any other taxpayer (1.e.,_a parent) is entitle ;o claim
him or her4sa dependent on a return. If a dependent who is not allo_wed his or ier 20(;;%
personal (exemption has gross income in an amount not exceeding $1,050 in :
(projectec to be $1,100 for 2018), he or she will not be taxed on that amount and nee
ot dii= an income tax return for the year ([ 101).

\arried individuals may claim two personal exemptions fqr tax years before 2018
and after 2025 if filing a joint return, even if one spouse has no income. If spo_uses file fi
joint return, neither can be claimed as a dependent on _the return of any other taxpayell 3
Tf married individuals file separate returns (or one quahf_ﬁes as head_ of housel_lold), each
spouse must claim his or her own personal exemption on their respective remlll-n.
However, if one of the spouses has no gross income apd is not the dependent 'of aicwt t}?r
taxpayer, then the spouse with gross income may clm the personal exemption for te
other spouse on his or her separate return. A married taxpayer who files adsepa.ra e
return may 7ot claim two exemptions for his or her spouse, one as a spouse and one as a
dependent.

Death or Divorce. Tf a married individual dies during a tax year begmmngr rbefore
2018 and after 2025, and his or her surviving spouse files a joint return (9] 152), t‘;w
surviving spouse may claim the personal exemption for t‘t}e d.eceased spouse un,lessl he
or she remarries during the same tax year. The determination of the SUrvivor’s filing
status is made at the time of the spouse’s death, rather than at the end pf his or her tax
year. If the surviving spouse remarries before the end of the tax year, h;s or her marital
status is determined on the last day of the tax year. If a taxpayer and hls or her spouse
divorce or are declared legally separated, then the taxpayer cannot claim the exemption
for the former spouse (IRS Pub. 17).

j Nonvesident Aliens. A resident alien may claim his or her own personal
exenﬁtsifr?g)f ,‘:fx years beginning before 2018 and after 2025. Ifa ree?ldent alien files a
joint return, he or she may also claim a personal exemption for his or her spouse.
However, the filing of a joint return is #ot permissible if either spouse was a nonresident
alien at any time during the tax year unless the taxpayer ele%tss to be treated as a
resident alien (] 2410) (Code Sec. 6013(2) (1); Reg. §1.6013-1(b)).

i inni d after 2025

137. Dependency Exemption. For tax years beginning before 201$ ani 5,

an individual 11)11ay cla(':fn an exemption deduction in calculating taxable income for each

dependent claimed on his or her tax return (Code Sec. 151(c) ; Reg. §1.151-1; Prop. Reg.

§1.151-1).24 The exemption amount is adjusted annually for inflation and is $4,050 for
2017 (7 133).

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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The exemption amount is zero (-30-) for tax years beginning in 2018 through 2025.
No deduction may be claimed for dependency exemptions during these years, but the
rules for determining who is a dependent of the taxpayer are applicable for claiming
other tax benefits. In determining who is a dependent for these other tax benefits, the
exempti)on amount is $4,150 for 2018 and adjusted for inflation in future years (Notice
2018-70).

A dependent is defined as an individual who is a qualifying child (] 137A) or
qualifying relative (f 137B) of the taxpayer for the year (Code Sec. 152; Prop. Reg.
§1.152-1) % Both a qualifying child and a qualifying relative must meet the following
general requirements to be claimed as a dependent:

e The taxpayer claiming the dependent must include the dependent’s tax-
payer identification number (TIN) (9 109) on his or her return (Code Sec. 151(e)).

o The dependent must be 2 U.S. citizen or national, or a resident of the United
States, Canada, or Mexico for some part of the year, but an exception may apply to
certain adopted children of the taxpayer.

e A dependent cannot claim any dependent on his or her own return.

o A married individual cannot be claimed as a dependent if he or she files a
joint return with his or her spouse, unless the joint return was only filed as a claim
for refund of estimated or withheld taxes and neither spouse would have a tax
liability if they had filed separately.

Special rules apply for claiming a dependent child whose parents are divorced or
legally separated (9] 139A). Also, tie-breaking rules apply to claim a dependent if a child
meets the requirements to be a qualifying child of more than one taxpayer (§] 139).

If a parent is barred from claiming a child as a dependent because that child fails to
meet either the qualifying child (f 137A) or qualifying relative (Y 137B) requirements,
the child may claim a personal exemption before 2018 and after 2025 on his or her own
return. Also a dependent, whether a qualifying child or a qualifying relative, who has
earned income on which tax has been withheld should file a return even though he or
she is claimed as a dependent by another. The return will serve as a claim for refund of
the tax withheld if the dependent incurs no tax liability (%] 2670). If a dependent child of
the taxpayer has earned income or unearned income in excess of certain threshald
amounts ( 101), a return must be filed whether or not the child is claimed 28 a
dependent.

Tn a community property state (9] 710), if a child’s support is derived firom commu-
nity income, he or she may be claimed as a dependent by -either spouse on a separate
return by agreement. A single exemption amount before 2018 and after. 2025 may not be
divided between them.26

137A. Qualifying Child Definition. An individual may claim a gualifying child as a
dependent (9 137) on his or her return for purposes of certain tax benefits (e.g., child
tax credit). The following requirements must be met for an individual to be considered a
qualifying child of the taxpayer (Code Sec. 152(c) and (f); Prop. Reg. § 1.152-2).27

» Relationship. The individual must bear one of the following relationships to
the taxpayer:

— a son, daughter, stepson, stepdaughter, or a descendant of such child;
or

— a brother, sister, stepbrother, stepsister, or a descendant of such
relative.

The relationship test includes foster and adopted children. An eligible foster
child is a child who is placed with the taxpayer by an authorized placement agency
or by a decree issued by the courts. An eligible adopted child includes hoth a
legally adopted child and a child legally placed for adoption (Prop. Reg.
§1.152-1(h)).

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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s Age. The individual must be younger than the taxpayer, and either under
the age of 19 at the end of the calendar year, or under the age of 24 at the end of
the calendar year and a full-time student. An individual who is totally and perma-
nently disabled (7] 1402) at any time during the year satisfies the age requirement
regardless of his or her age. An individual is a full-time student if enrolled or
registered for at least part of five calendar months in a year at a qualified
educational institution or on-farm training program.

o Residency or Abode. The individual must have the same principal place of
abode as the taxpayer for more than one-half of the year. Temporary absences for
illness, school, vacation, or military service may count as time living with the
taxpayer. Special rules apply in the case of a child of divorced or separated parents
(9 139A). A child who is born or dies during the tax year is considered living with
the taxpayer for the entire year if the taxpayer’s home was the child’s home for the
entire time he or she was alive (Prop. Reg. § 1.152-4(c) and (d)). A special rule also
applies for kidnapped or missing children (Prop. Reg. §1.152-4 (e).

e Support. The individual must #ot provide more than one-half of his or her
own support for the year (§147). For this purpose, if the individual is the
taxpayer’s child and a fulltime student, amounts received as scholarships are not
considerad support.

o \Tpiut Return. The individual cannot have filed a joint return with his or her
spotse =xcept as a claim for refund.

A ciild who is a qualifying child of divorced or separated parents generally may be
clsitaeil as a dependent of thé parent who has primary custody, but the custodial parent
~.ay waive claiming the dependent (f139A). If an individual may be claimed as a
qualifying child of two or more taxpayers, they may decide between themselves who will
clam the individual as a dependent. If the taxpayers cannot agree, certain tie-breaking
rules apply (139).

If the individual fails to meet all the requirements to be considered a qualifying
child, the individual may still be claimed as a dependent if he or she meets all the
requirements for a qualifying relative (] 137B).

137B. Qualifying Relative Definition. An individual may claim a qualifying relative
as a dependent (7] 137) on his or her return for purposes of certain tax benefits (e.g.,
child tax credit). The following requirements must be met for an individual to be
considered a qualifying relative of the taxpayer (Code Sec. 152(d) and (f); Prop. Reg.
§1.152-3) .28
e Relationship. The individual must bear one of the following relationships to
the taxpayer (a relationship does not terminate due to divorce or death of a
spouse):
— a child, stepchild, adopted child, eligible foster child, or a descendant
of such child (see 9 137A for the definition of adopted and foster child; a
special rule also applies for kidnapped or missing children (Prop. Reg.
§1.152-4(e));

— abrother, sister, stepbrother, stepsister, half brother, or half sister;

— a parent, grandparent, or other direct ancestor (other than foster
parent), as well as any stepparent;

— abrother or sister of the taxpayer’s parent (aunt or uncle), and any son
or daughter of the taxpayer’s brother or sister (niece or nephew);

— a sondndaw, daughter-inlaw, fatherinlaw, mother-in-law, brother-in-
law or sister-in-law; or

— an individual who, for the entire year, has the same principal place of
abode as the taxpayer and is a member of the taxpayer’s household (tempo-
rary absences for illness, school, vacation, or military service are permitted).

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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o Gross Income. The individual’s gross income for the calendar year must be
less than the exemption amount for the year (54,050 for 2017; 84,150 for 2018)
(9 133). Gross income includes all income in the form of money, property, and
services that is not exempt from tax. Deductions are not taken into account. Thus,
it includes gross sales, rents, share of partnership gross income, etc., without
reduction for expenses or determining net income. Any income excludable from
the claimed dependent’s gross income (e.g. tax-exempt interest) is disregarded, as
well as income received by a permanently and totally disabled individual at a
sheltered workshop school.

o Support. Over one-half of the individual's total support for that calendar year
must have been furnished by the taxpayer (5 147). If an individual provides more
than one-half of his or her own support for the tax year, then generally no taxpayer
can meet the support test and the individual cannot be a qualifying relative.

o Not A Qualifying Child. The individual must ot be the qualifying child of
the taxpayer or of any other taxpayer for the tax year (] 137A). An unrelated child
who lives with, and is supported by a taxpayer, may be claimed as a qualifying
relative if the other individual for whom the child is a qualifying child does not file
a return or files a return solely to claim a refund (Prop. Reg. §1.152-3(e); Notice
2008-5)

A child who is a qualifying relative of divorced or separated parents generally may
be claimed as a dependent of the parent who has primary custody, but the custodial
parent may waive claiming the dependent (f] 1394).

139. Tie-Breaking Rules for Claiming Qualifying Child as Dependent. An individ-
ual may meet the requirements to be a qualifying child of more than one taxpayer
(9] 1374), but only one taxpayer can claim the individual as a dependent (Y] 137). If an
individual may be claimed as a qualifying child by two or more taxpayers, the taxpayers
generally may decide between themselves who may claim the child as a dependent.

If the taxpayers cannot agree and more than one taxpayer is entitled to claim the
individual as a qualifying child, regardless of whether a return is filed and the qualifying
child is claimed, the IRS will disallow all but one of the claims based on the following tic-
breaking rules (Code Sec. 152(c) (4); Prop. Reg. §1.152-2(g); Notice 2006-86):29

o If only one of the taxpayers is the child's parent, then the child.is the
qualifying child of the parent.

o Ifthe child’s parents do not file a joint return, then the child is the qualifying
child of the parent with whom the child lived the longest during the year.

o If the child resided with both parents equally during ihe year and the
parents do not file a joint return, then the child is the qualifying child of the parent
with the highest adjusted gross income (AGI).

e If none of the taxpayers claiming the child is the child’s parent, then the
child is the qualifying child of the person with the highest AGL

e [f the parents may claim the child as a qualifying child, but do not actually
do so, then the child may be the qualifying child of any other taxpayer but only if
the other taxpayer's AGI is higher than the AGI of either parent. In the case of
parents who file jointly, their AGI is divided equally to make this determination.

VWhen applying the tie-breaking rules, the taxpayer is allowed to claim the child as a
dependent for purposes of claiming a dependency exemption before 2018 and after 2025
(1] 137), head-of-household filing status (] 173), the child tax credit (9] 1405), the depen-
dent care credit (7 1401), the earned income credit (Y 1422), and the exclusion for
dependent care benefits (2065). The tax benefits cannot be divided among the
taxpayers.

See ] 139A for separate tie-breaker rules for divorced and separated parents.

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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139A. Dependent of Divorced or Separated Parents, A child who is a qualifying
child (] 1374) or qualifying relative (9] 137B) of divorced or separated parents generally
may be claimed as a dependent of the parent who has primary custody of the child for
the calendar year. The custodial parent is determined by the number of nights that the
child resided with the parent (Code Sec. 152(e); Reg. §1.152-4; Prop. Reg.
§1.152-5(€)).%0 If the child spends an equal amount of time with each parent, the parent
with the higher adjusted gross income (AGI) is allowed to claim the child as a
dependent.

The custodial parent may waive claiming the dependent, and the child may be
claimed as a dependent of the noncustodial parent if all of the following requirements
are met:

e the parents are divorced or legally separated under a decree of divorce or
separate maintenance, separated under a written separation agreement, or lived
apart at all times during the last six months of the calendar year, including parents
who were never married and who do not live together;

e one or both parents provided more than one-half of the child’s total support
for the calendar year determined without regard to any multiple support agree-
ment (] 147); if a parent has remarried, support received from the parent’s spouse
is treated as received from the parent (Code Sec. 152(d) (5) (B));

» une or both parents have legal custody of the child for more than one-half of
#he calendar year; and

e the custodial parent makes a written declaration on Form 8332 that he or
she will not claim the child as a dependent and the noncustodial parent attaches
the declaration to his or her original or amended return for each year the
dependent is claimed.

If all of the above requirements are met, the noncustodial parent may claim the
child as a dependent for purposes of the dependency exemption before 2018 and after
2025 (7 137), the child tax credit (9] 1405), and any education credits atiributable to
educational expenses made for the child by the noncustodial parent ( 1403). Even if the
custodial parent waives claiming the dependent, the custodial parent may still claim the
child as a dependent for purposes of the head of household filing status ( 173), earned
income credit (7 1422), dependent care credit (9] 1401), and the exclusion of dependent
care benefits (] 2065) (Reg. § 1.152-4(f); Notice 2006-86).

Also, so long as the first three requirements listed above are met, regardless of
whether the custodial parent waives claiming the dependent, if the child is the qualifying
child or qualifying relative of one of the parents, he or she can be treated as a dependent
of both parents for purposes of:

e the child’s receipt of benefits under a parent's employer-provided health
care plan (] 2015);

e contributions to an accident or health plan by a parent’s employer on behalf
of the child (] 2013);

o the child’s use of a fringe benefit that qualifies as a no-additional-cost
service or qualified employee discount (] 2087 and [ 2088, respectively);

e the child’s deductible medical expense (T 1015); and

 the child’s qualified medical expenses paid from distributions from a health
savings account (HSA) or Archer medical savings account (MSA) that are excluda-
ble from gross income (Y 2035 and 9] 2037, respectively) (Rev. Proc. 2008-48).

147. Support Test for Dependent. An individual may be claimed as dependent by a
taxpayer only if: (1) the individual does not provide over one-half of his or her own
support in the calendar year in order to be the taxpayer’s qualifying child (Y 137A), or
(2) the taxpayer furnishes over one-half of the individual’s support for the calendar year

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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in order to be the taxpayer's qualifying relative ( 137B). If an individual provides one-
half of his or her own support for the calendar year, then no other taxpayer can
generally claim that individual as a dependent except in the case of certain divorced
parents (9] 1394).

Multiple Support Agreement. An exception also applies for a qualifying relative if
there is a multiple support agreement between two or more taxpayers who provide more
than one-half of the dependent’s support for the tax year, but no one person provides at
least one-half of the support (Code Sec. 152(d) (3); Reg. §1.152-3; Prop. Reg.
§1.152-3(d) (4)).%L In that case, a taxpayer who provided at least 10 percent of the
dependent’s support is treated as providing more than one-half of the support if the other
taxpayers who provided at least 10 percent of the support waive any claim to the
dependent for the calendar year by written declaration. The taxpayer who claims the
dependent must keep these signed statements for his or her record. Form 2120
identifying each of the other persons who agreed not to claim the dependent must be
attached to the return of the taxpayer claiming the exemption

Support Defined. Support includes amounts spent to provide food, shelter, clothing,
medical and dental care, education, transportation, and similar necessities. Expenses not
directly related to any one member of a household, such as the cost of food for the
household, must be divided among the members of the household. Support does not
include the individual’s income, Social Security, or Medicare taxes paid from the
individual's own income or assets, or life. insurance premiums, funeral expenses, or
scholarships received. In addition, alimony payments are not treated as payments by the
payor for the support of any dependent. In the case of remarriage, a child’s support that
is provided by a parent’s spouse is treated as provided by the parent (Code Sec.
152(d) (5) and (f) (5); Prop. Reg. §1.152-4(a); IRS Pub. 501).32

In determining support for a dependent for a calendar vear, the amount of support
provided by a taxpayer or by the dependent themselves is generally compared to the
total amount of the dependent’s support from all sources, including amounts that are
excludable from gross income such as tax-exempt interest. The amount of any item of
support is the amount of expense paid or incurred to furnish the item of support, except
for property or lodging in which case the amount of the item of support is the fair market
value of the item. An amount paid in a calendar year after the calendar year in which the
liability is incurred is treated as paid in the year of payment.

Governmental payments and subsidies provided to the needy are generally consid-
ered support provided by a third party (i.e., provided by the state). Examples iaclude
low-income housing assistance, foster care maintenance payments, adoption assistance
benefits, payments of Temporary Assistance for Needy Families (TANT), and Supple-
mental Nutrition Assistance Program (SNAP) benefits. Governmer.ial payments and
subsidies that are used by the recipient to support ancther peion are considered
support of that other person provided by the recipient, rather than support provided by
the state. For example, if a mother receives TANF and uses the TANF payments to
support her children, the mother is treated as having provided that support.

Medical insurance premiums are treated as support, including premiums for Medi-
care Parts A, B, C, and D. Medical insurance proceeds are not treated as items of
support and are disregarded in determining the amount of the individual's support.
Similarly, services provided to an individual under the medical and dental care provi-
sions of the Armed Forces Act are not treated as support and are disregarded in
determining the amount of the individual’s support.

Filing Status

152. Married Filing Jointly Filing Status. Married individuals may elect to file a
joint return if they are married on the last day of the tax year, use the same tax year,

agree to file jointly, and neither is a nonresident alien during the tax year. Spouses may |

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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file a joint return even though one spouse has no income or deductions (Code Sec. 6013;
Reg. §1.6013-1).3% Both spouses generally must sign a joint return but exceptions are
provided if one spouse cannot sign due to disease, injury, or mental incompetence, or
because the spouse is serving in a combat zone, qualified hazardous duty area, or
contingency operation. Once a joint return has been filed for a tax year, the spouses
generally may not elect to file separate returns for that year after the due date of the
return.

If 2 spouse dies during the year, the taxpayers are considered married for the whole
year and the surviving spouse may elect to file a joint return for the decedent’s final year
(7 180). However, the executor or administrator of the decedent’s estate may elect to
change from a joint to a separate return within one year of the due date of the return.

Items of gross income, deductions, and credits of both spouses are combined on a
joint return and the tax is computed on the spouses’ aggregate taxable income. The tax
calculated on a joint return is usually lower than the combined tax than if the spouses
filed separately (7] 154) because certain tax benefits may not be claimed if married filing
separately (1] 156). The spouses are jointly and severally liable for the tax due on a joint
return (9] 162).

Marital Status. Whether a marriage is recognized for federal tax purposes depends
on state law. Tf taxpayers are married in compliance with the laws of the state in which
they are ruarried, then the marriage is recognized for federal tax purposes, even if they
later rexid= in another state. This includes common law and same-sex marriages. A
marriegt conducted in a foreign jurisdiction is also recognized if that marriage would be
recopriized in at least one stdte; possession, or territory of the United States, regardless
ot where the individuals are domiciled. A marriage for federal tax purposes does not
‘nclude registered domestic partnerships, civil unions, or other similar relationships
recognized under state law that are not denominated as a marriage under that state’s law
(Reg. §301.7701-18; Rev. Rul. 58-66).34

Even though married persons are not living together on the last day of the tax year,

they may still file a joint return if they are nof legally separated under a decree of divorce

or separate maintenance on that date (Reg. §1.6013-4).%5 Spouses who are separated
under an interlocutory decree of divorce are considered married and entitled to file a
joint return until the decree becomes final. However, certain married individuals living
apart may file separate returns as heads of households ( 173).

Nonresident Alien. A U.S. citizen or resident alien married to a nonresident z_ﬂien
generally must file as married filing separately. However, th(_a couple may file a joint
return if the nonresident alien elects to be taxed as a resident alien (] 2410).

Shouse in Combat Zone. Spouses of military personnel serving in a comba_t zone and
missing in action may file a joint return for any tax year until the tax year beginning two
years after the termination of combat activities in the combat zone (Code Sec. 6013 (D).

154. Married Filing Separately Filing Status. A married individual may elect to file
separately rather than filing a joint return with his or her spouse (7] 152). A married
taxpayer generally is required to file separately if his or her spouse uses a different tax
year or if the spouse does not agree to file a joint return. Also, the taxpayer may file as
head of household if he or she is considered unmarried, lives apart from his or her
spouse for the last six months of the tax year, and meets certain other tests (173).
Spouses that file separate returns will generally have a higher combined tax than
spouses that file a joint return because certain tax benefits may not be claimed if married
filing separately (9 156).

If married individuals file separate returns for a tax year, they can change filing
status and elect to make a joint return for that year by filing an amended return on Form
1040X within three years of the due date for the separate return (without regard to
extensions) (Code Sec. 6013(b)).37 A separate return for this purpose includes a return

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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filed claiming married filing separately, single, or head of household filing status. All
payments, credits, refunds, or other repayments relating to the separate returns are
applied to the joint return. Any election made on a separate return must also be made on
the joint return if the election would have been irrevocable on an original joint return.
The change to a joint return cannot be made in certain circumstances.

Once a joint return has been filed for a tax year, the spouses may nof elect to file
separate returns for that year after the due date of the return. However, if either spouse
dies during the tax year, the executor or administrator of the decedent’s estate may elect
to change from a joint to a separate return within one year of the due date of the return

(7 180).

156. Joint Return v, Separate Return. It is generally more beneficial for married
taxpayers to file a joint return (] 152) as differences in the tax rate brackets for joint and
separate returns result in higher tax rates for married individuals filing separately.
Unlike with separate returns, taxable income (111) on a joint return is the entire
taxable income amount of the couple. Although there are two taxpayers on the joint

return, income and deductions on a joint return are computed on an aggregate basis
(Reg. §1.6013-4).38

Example: For 2018, Joe has taxable income in the amount of $14,500, and his
wife, Trisha, has taxable income in the amount of $38,800. If they elect to file a joint
return, they will not be subject to the 22-percent tax rate because their combined
taxable income of $53,300 does not exceed the $77,400 threshold amount for 2018
(1113). If they elect to file separate returns, Trisha’s taxable income exceeds the
threshold for the 22 percent bracket by $100 for the year (9] 15).

Spouses who file separate returns generally have a higher combined tax because
the standard deduction is one-half the amount allowed on joint return (] 131), and if one
spouse itemizes deductions the other spouse must also itemize deductions. A married
individual filing separately also may #not claim the credit for the elderly or permanently
disabled (9 1402), the child and dependent care credit (7 1401), the earned income
credit (f 1422), the exclusion or credit for adoption expenses (9] 1407), or the educa-
tional credits (] 1403), as well as the exclusion of any interest income from qualifiad
U.S. savings bonds used for higher education expenses (7] 863).

There are circumstances under which married taxpayers might reduce +haiy tax
liability by filing separate returns. Because taxpayers who file joint returns ave jointly
and severally liable for the tax on the return, filing separately may be preferable if one
spouse does not want to be held liable for the other spouse’s tax liability: Fo: example, a
spouse whose medical expenses are high, but not high enough to.eacced the adjusted
gross income (AGI) threshold reported on a joint return, may exceea the AGI threshold
on a separate return (9 1015).

Actual tax comparisons should be made using both joint and separate returns if
there is doubt as to which return produces a more favorable result. Considerations other
than tax savings might enter into the decision to file a separate rather than a joint return.

162. Innocent Spouse Relief from Joint Return. Married individuals filing joint
return are liable jointly and individually for the entire amount of tax, penalties, and
interest arising from the return (7 152). Relief from joint liability is generally available
under three circumstances to an electing spouse: liability relief (commonly referred to

as innocent spouse relief), separation of liability relief, or equitable relief (Code Sec.
6015).32

A spouse must generally request one of these types of relief on Form 8857 within
two years of the IRS beginning collection of a tax deficiency or assessment. However,
equitable relief requests may be requested within the limitations period for filing any

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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claim for refund (Y 2763) or for the collection of tax (f/2735) (Notice 2011-70). Any
determination by the IRS regarding any type of relief may be reviewable in the Tax
Court.40
Innocent Spouse Relief To qualify for innocent spouse relief, the electing taxpayer
must:
e file a joint return for the tax year that has an understatement of tax due to
erroneous items of the other spouse;
e establish that at the time of signing the tax return the taxpayer did not
know, or have reason to know, there was an understatement of tax; and
 show that it would be unfair to hold the innocent spouse liable for the
understatement of tax, taking into account all the facts and circumstances (Code
o, lief is whether the electi
in granting innocent spouse relief is whether the electing
spouls}ekregczliffg:ieg;?giitlzﬁl?jg Egneﬁtf, or later WI':IS divorced or separated from, or
deserted by, the other spouse. e
] jability Relief. Alternatively, a spouse may elect to
sepaf;t{:gr:aéﬁ?agﬁi{‘igbz(%zde Sejcr. 6015(c)).*2 To qualify, an individual must have filed a
joint returs, and either: .
° be no longer married to, or be legally separated from, the spouse with
whom the joint return was filed, or :
o must not have been a member of the same household with the other spouse
for a 12-month period ending on the date of the filing of Form 8857.
The burden of proof for determining income and deductions is on the taxpayer who
elects relief under separation of liahility. e e
] i individual fails to qualify for either of the first two es
relief? ?;t%iliﬁlﬁéyﬁsﬁ l:)]tc)ltain relief iromqjoint liability by electing equitable relief
(Code Sec. 6015(f); Rev. Proc. 2013-34).#* The taxpayer must show that, under il facts
and circumstances, it would be unfair to be held liable for the understatement or
underpayment of taxes.

3. Injured Spouse Relief from Joint Return. If married taxpayers file a joint
relurln6 q 15]2) and ]Zme spouse owes cerfain past-due amounts (e.g.,. E:h_ﬂd t‘slll.lgport,
alimony, student loans), all or part of the tax overpayment shown on the joint rf;d cylnay
he used to satisfy the past-due debt. The nonobligated spouse may be consi erf% hm‘]
injured spouse and entitled to a refund of his or her part of the overpayment if he or she:

¢ is not required to pay the past-due amount; [

e received and reported income such as wages, taxable interest, etc., on the
joint return; and

¢ made and reported payments on the joint return, inclu::li.ug withheld federal
income taxes or estimated taxes (Financial Management Service Reg. § 285.3) .4

inj F i i i le’s jointly

The injured spouse should file Form 8379 either with the mz_lmed_ coup
filed returnJ (with “II)njured Spouse” in the upper left corner) or by itself if filing after the
joint return has already been filed. A separate Form 8379 must be ﬁ]ed for egc.h tax year.
An injured spouse claim is different from an innocent spouse relief from joint liability

(11 162).

ili indivi i lo file as head
173. Head of Household Filing Status. An individual wh.o qualifies to
of household is generally entitled to a higher standard deduction ( 13_1) and lower tax
rates than a single individual (Code Sec. 2(b)).*5 A taxpayer qualifies as head of
household if:

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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property (other than listed property (/1211)) placed in service before the current tax
ear. Form 4562 also must be filed if a section 179 deduction (including a carryover) is

claimed in the current tax year.

Basis for Depreciation

1203. Cost or Other Basis Recoverable Through Depreciation. The cost of a
depreciable asset is recovered through depreciation, after being reduced by any amount
claimed as an expense deduction under Code Sec. 179 (7 1208) or as first-year bonus
depreciation (1237). Other downward adjustments to cost prior to depreciation may
also be necessary to prevent a duplication of benefits from credits and deductions
claimed with respect to the property in the tax year of purchase. See §| 1465A for the
effect of the investment credit on depreciable basis.

If property held for personal use, such as a residence, is converted to business or
income-producing use, the basis for depreciation is the lesser of the property’s fair
market value or adjusted basis on the date of conversion (Reg. §1.167(g)-1; Reg.
§1.168(1)-4(b)).1* In the case of a residence converted to business use after 1986, the
Modified Accelerated Cost Recovery System (MACRS) must be used (] 1236).

If a building and land are acquired for a lump sum, only the building is depreciated.
The basis maust be allocated between the land and the building in proportion to their
relative {air inarket values at the time of acquisition (Reg. §1.167(a)-5). If property is
subjec: to both depreciation and amortization, depreciation is allowable only for the
porocw that is not subject to-amortization and may be taken concurrently with

\miactization. 1S

Section 179 Expense Election

1208. Code Sec. 179 Expense Election. A taxpayer other than an estate, trust, and
specified noncorporate lessor may elect to expense the cost of qualifying section 179
property placed in service during the tax year rather than treating the cost as a capital
expenditure (Code Sec. 179).16 The election is made on Form 4562. A taxpayer may also
make, revoke, or change an election without IRS consent on an amended return filed
during the period prescribed for filing an amended return (Code Sec. 179(c)(2); Reg.
§1.179-5(c)). 17

De Minimis Expensing Rule. A separate rule allows a taxpayer to elect to deduct
amounts paid or incurred to acquire materials and supplies, and amounts paid or
incurred to acquire or produce units of property costing less than a prescribed amount,
if specific requirements are met ( 1311).

Dollar Limitation. The maximum amount that a taxpayer may elect to expense
under Code Sec. 179 is $1 million for tax years beginning in 2018 (projected to be $1.02
million for tax years beginning in 2019) (Code Sec. 179(b)(1) and (b)(6); Rev. Proc.
2018-18).18 The dollar limit is $510,000 for tax years beginning in 2017 and $500,000 for
tax years beginning in 2010 through 2016. See 9 1214 for a discussion of the $25,000
section 179 deduction limit for any tax year on sport utility vehicles, short-bed trucks,
and certain vans that are exempt from the luxury car depreciation caps.

Investment Limitation. The maximum dollar limitation is reduced by the cost of
section 179 property placed in service during the tax year that exceeds an investment
limitation. The investment limitation is $2.5 million for tax years beginning in 2018
(projected to be $2.55 million for tax years beginning in 2019). The investment limitation
is $2.03 million for tax years beginning in 2017, $2.01 million for tax years beginning in
2016, and $2 million for tax years beginning 2010 through 2015. Any reduction in the
dollar limitation attributable to the investment limitation is not carried over (Code Sec.
179(b) (2) and (b) (6); Reg. §1.179-2(b) (2); Rev. Proc. 2018-18).1¢

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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Example 1: ZYX Corp. is a calendar year corporation that places in service
section 179 property in 2018. ZYX may not claim a deduction under Code Sec. 179
if the amount placed in service is more than $3.5 million for the year ($3.5 million -
$2.5 million = $1 million).

Taxable Tncome Limitation. The total cost of section 179 property for which an
election to expense is made that may be deducted cannot exceed the total amount of
taxable income derived from the active conduct of the taxpayer’s trades or businesses
during the tax vear, including salary and wages received as an employee (Code Sec.
179(b) (3); Reg. §1.179-2(c)).20

Carryforwards. The amount elected to be expensed after any reduction on account
of the investment limitation and that is disallowed as a deduction as a result of the
taxable income limitation is carried forward for an unlimited number of years (Code Sec.
179(b) (3); Reg. § 1.179-3).2L

Example 2: ABC Corp., a calendar-year taxpayer, places $2.06 million of
section 179 property in service in 2017. The $510,000 expensing limit for 2017 is
reduced under the investment limit by $30,000 ($2.06 million - $2.03 million). ABC
may elect to expense up to $480,000 ($510,000 - $30,000) of the cost of the section
179 property placed in service in 2017. The $30,000 reduction in the expensing
limit is not carried forward to 2018. If ABC elects to expense the full $480,000 and
it’s 2017 taxable income from the active conduct of its trade or business during the
year is $450,000, then ABC'’s section 179 deduction for 2017 is limited to $450,000.
The $30,000 disallowed deduction is carried forward to 2018.

The amount allowable as a section 179 deduction in a carryforward year is increased
by the lesser of (1) the aggregate amount of unused carryforwards for all prior tax years,
or (2) the amount of any unused section 179 expense allowance for the carryforward
year. The amount of the unused section 179 expense allowance for the carryforward
year equals the excess (if any) of (1) the maximum cost of section 179 property that the
taxpayer may deduct for the carryforward year after applying the investment limitation
and taxable income limitation, over (2) the amount of section 179 property that the
taxpayer actually elects to expense in the carryforward year.

Example 3: Assume the same facts as in Example 2 above, except that in 2018
ABC places $995,000 of section 179 property in service. No reduction in the i
million expensing limit for 2018 is required under the investment limit because
ABC did not place more than $2.5 million of section 179 property in service. 2BC
may only elect to expense up to $995,000 in 2018 since the $995,000 cost of the
section 179 property placed in service is less than the $1 million exp=using limit
after application of the investment limit. o

If ABC’s 2018 taxable income is $1 million, it may claim o 955,000 expense
deduction for the section 179 property placed in service in 2315 since its taxable
income exceeds the $995,000 expensing limit for the properiy placed in service
during the year. ABC’s unused section 179 allowance is $5,000. Therefore, ABC
may deduct $5,000 of the $30,000 2017 carryforward in 2018. The remaining
$25,000 carryforward from 2017 is carried to 2019. None of the carryforward would
have been deductible in 2018 if ABC’s taxable income had been $995,000 and ABC
elected to expense $995,000.

Carryforwards are considered used from the earliest year in which a carryforward
arose. To the extent a carryforward is attributable to multiple properties placed in
service in the same tax year, a taxpayer may select the properties and apportionment of
cost for purposes of determining the source of the carryforward. This selection, how-
ever, must be recorded on the taxpayer’s books and records in the tax year the property
was placed in service and followed consistently in subsequent tax years. If no selection is
made the carryover is apportioned equally among the items of section 179 property that
were expensed in the tax year that the carryforward arose. For this purpose, allocations
of a section 179 expense from a partnership or S corporation are treated as a single item
of section 179 property (Reg. §1.179-3(e)).

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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Basis Reduction. The basis of an expensed property for purposes of computing
depreciation is reduced by the full amount elected to be expensed (after application of
the investment limitation) even if a portion of the elected amount is disallowed as a
deduction under the taxable income limitation and carried forward. If the property is
sold, disposed of, or transferred in a nonrecognition transaction (including transfers at
death) before the carryforward is deducted, the basis of the property is increased
immediately before the transfer by the carryforward attributable to the property that was
not deducted. The unused carryforward that increases the basis of the property is not
deducted by the transferor or transferee (Reg. § 1.179-3(f) (1)).22

Short Tax Year. The computation of the section 179 deduction is not affected by a
short tax year (Reg. § 1.179-1(c) (1)).

Married Taxpayers. Married individuals filing jointly are treated as one taxpayer for
purposes of applying the dollar, investment, and taxable income limitations regardless of
which spouse placed the qualifying property in service (Reg. §1.179-2(b)(5) (i) and
©) (D (@). Married individuals filing separately may allocate the dollar limitation after
any reduction by the investment limitation between themselves or, in the absence of an
allocation agreement, divide it equally. Separate filers aggregate section 179 property for
purposes of applying the investment limitation (Code Sec. 179(b)(4); Reg.
§1.179-2(b) (6)). The taxable income limitation is applied individually to separate filers
(Reg. § 1.175-2(¢) (8)).23

Partvernips and S Corporations. The dollar limitation, investment limitation, and
taxable inzome limitation are applied separately at the partnership and partner levels
(Cede Sec. 179(d) (8); Reg.-§1:179-2(b) (3), (b) (4), (©)(2), and (c) (3)).2¢ In applying the
ilvesiment limitation, the cost of section 179 property placed in service by the partner-
sup is not attributed to any partner. A similar rule applies to an S corporation and its
shareholders. S o

For purposes of applying the taxable income limitation at the partnership or S
corporation level, taxable income (or loss) derived by the partnership or S corporation
from the active conduct of a trade or business is computed by aggregating the net
income (or loss) from all the trades or businesses actively conducted by the entity
during the tax year.

A partner’s or S corporation shareholder’s taxable income includes net distributable
profit or loss from the pass-through entity in which the taxpayer is an active participant.
A partner and S corporation shareholder is required to reduce the basis of their
partnership or S corporation interest by the full amount of an expense deduction
allocated to them even though part of the deduction must be carried over because of the
partner’s or S corporation sharehelder’s taxable income limitation or disallowed because
of the dollar limitation (Reg. § 1.179-3(h) (1); Rev. Rul. 89-7).

Controlled Groups. Members of a controlled group on December 31 are treated as a
single taxpayer for purposes of the dollar, investment, and taxable income limitation
even if a consolidated return is not filed (Code Sec. 179(d) (6)). The allowable expense
deduction may be allocated among members in any manner, but the amount allocated to
any member may not exceed the cost of section 179 property actually purchased and
placed in service during the tax year by the member (Reg.§1.179-2(b) (7)).25

Noncorporate Lessors. A lessor, other than a corporation, may not claim the section
179 deduction on leased property unless the property was manufactured or produced by
the lessor, or the term of the lease is less than one-half of the property’s class life (i.e.
MACRS alternative depreciation system (ADS) period). In addition, for the 12-month
period following the date that the leased property is transferred to the lessee, the total
ordinary and necessary business deductions allowed to the lessor for the property must
exceed 15 percent of the rental income produced by the property (Code Sec. 179(d) (5);
Reg. §1.179-1(1) (2)) .26

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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Exemption from UNICAP and Section 263 Capitalization. The section 179 deduction
is an indirect cost that is not required to be capitalized under the uniform capitalization
(UNICAP) rules (Reg. §§1.179-1() and 1.263A-1 (e) (3) (ii))). Amounts expensed under
Code Sec. 179 are also not required to be capitalized under Code Sec. 263 (Code Sec,
263(a) (1) (G); Reg. §1.179-1()).%

Section 179 Property Defined. Section 179 property is tangible section 1245 property
(new or used) depreciable under the Modified Accelerated Cost Recovery System
(MACRS) and acquired by purchase for use in the active conduct of a trade or business
(Code Sec. 179(d)).28 Property used predominantly outside of the United States and
property used by tax-exempt organizations (unless the property is used predominantly
in connection with an unrelated business income activity) do not qualify as section 179
property (Code Sec. 50(b)).

In tax years beginning before 2018, property used with respect to lodging, such as
apartment buildings but not hotels and motels, does not qualify for expensing (Code
Sec. 179(d) (1), prior to amendment by the Tax Cuts and Johs Act (P.L. 11597)).

Depreciable off-the-shelf computer software may be expensed under Code Sec. 179
(Code Sec. 179(d) (1) (A)).2° This is software described in Code Sec. 197 (e)(3) (A) () that
is readily available for purchase by the general public, is subject to a nonexclusive
license, has not been substantially modified, and is depreciable over three years.

Portable air conditioning and heating units placed in service in tax years beginning
after 2015 may also qualify as section 179 property (Rev. Proc. 2017-33).

Qualified Real Property. A taxpayer may elect to treat the cost of qualified real
property placed in service during the tax year as section 179 property (Code Sec.
179(d) D (B) (D) and (e); Notice 2013-59).30 The maximum amount of qualified real
property that may be expensed in a tax year beginning in 2010 through 2015 was limited
to $250,000. The cost of qualified real property that is expensed reduces the annual
dollar limitation.

Example 4: A calendar-year taxpayer places $1.6 million of qualified real
property in service in 2018 and elects to treat it as section 179 property. Th»
taxpayer also places $400,000 of other section 179 property in service in 2018 The
$1 million expensing limit for 2018 is not subject to reduction under the investraent
limit because the taxpayer did not place more than $2.5 million of seciion 179
property in service in 2018, The taxpayer may elect to expense up to 31 million of
the cost of its qualified real property. If it elects to—expense $1 wmillion of the
qualified real property, then it may not elect to expense any other section 179
property in 2018 since the full $1 million expensing limit has beew. used, If the
taxpayer elected to expense only $600,000 of qualified real property, it could elect
to expense up to $400,000 of its other section 179 property.

In tax years beginning after 2017, qualified real property is defined as:
* qualified improvement property ( 1240); and

e any of the following improvements to nonresidential real property placed in
service after the date such property was first placed in service: roofs; heating,
ventilation, and air-conditioning property; fire protection and alarm systems; and
security systems (Code Sec. 179(e)).

In tax years beginning hefore 2018, qualified real property is defined as: qualified
leasehold improvement property (91234 and 9 1237): qualified restaurant property
(91 1240); and qualified retail improvement property (9 1240) (Code Sec. 179(1), prior to
amendment by P.L. 115-97). These three types of property have a 15year recovery
period under MACRS if placed in service before 2018.

References are to Standard Federal Tax Reports and Praclical Tax Explanations.
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No amount of a section 179 deduction attributable to qualified real property that is
disallowed under the taxable income limitation may be carried forward to a tax year
beginning after 2015 (Code Sec. 179(f) (4), prior to repeal by the Consolidated Appropria-
tions Act, 2016 (P.L. 114-113)).

The amount of qualified real property that is expensed under Code Sec. 179 is
subject to the section 1245 ordinary income recapture rules (f1785) (Code Sec.
1245(2) (3)(C)). If only a portion of the cost of a qualified real property is expensed, a
taxpayer may use any reasonable method to determine the amount of gajnl on the
disposition of the property that is attributable to section 1245 property and section 12_50
property, including a pro rata allocation and gain allocation methodology (Notice
2013-59). The section 1245 recapture amount is limited to the gain allocated to the
section 1245 property.

Purchase Defined. Section 179 property is acquired by purchase unless it: (1) is
acquired from a related person (1] 432 and 9] 717); (2) is acquired by one member of a
controlled group of corporations from another member (substituting 50 percent for the
80 percent that would otherwise apply with respect to stock ownership requill‘ements);
(3) has a basis in the hands of the acquiring taxpayer determined in whole or in part by
reference to the adjusted basis of the person from who the property was acquired (e.g., a
gift); (4) hac 4 basis determined under Code Sec. 1014(a) relating to inherited or
bequest:d nroperty; (5) is acquired by a corporation in a transaction to which Code Sec.
351 apolizs; (6) is acquired by a partnership through-a Code Sec. 723 contribution or is
aciuired from a partnership-in-a distribution that has a carryover basis (Code Sec.
17901 (2); Reg. §1.179-4(c)) 3t

Carryover Basis in Trade-Ins and Involuntary Conversions. The portion of the basis of
property that is attributable to the basis of property that was previously held by the
taxpayer (e.g., carryover basis under Code Sec. 1031 and 1033) does not qualify for the
l expense deduction (Code Sec. 179(d) (3); Reg. §1.179-4(d)).

Recapture Upon Sale or Disposition. The Code Sec. 179 expense deduction is treated
as depreciation for recapture purposes ( 1779) (Code Sec. 1245(a) (2) (C)). Thus, gain
on a disposition of section 179 property that is section 1245 property is treated as
ordinary income to the extent of the section 179 expense allowance claimed plus any
depreciation claimed. Qualified real property and certain land improvements are section
1250 property. Nevertheless, a section 179 expense deduction for qualified real property
and section 1250 land improvements is also subject to recapture as ordinary income
under the rules that apply to section 1245 property (] 1785) (Code Sec. 1245(a) (3) (O)).

Recapture Upon Decline in Business Use. If business use of section 179 property does
not exceed 50 percent during any year of the property’s depreciation period, a portion of
the amount expensed is recaptured as ordinary income (Code Sec. 179(d) (10); Reg.
§1.179-1(e)).*? The recapture amount is the difference between the expense claimed and
the depreciation that would have been allowed on the expensed amount for prior tax
years and the tax year of recapture. However, the recapture rules that apply to listed
property such as passenger automobiles used less than 50 percent for business (7 1211)
take precedence over this section 179 recapture rule. Recapture is reported on Form
4797.

Alternative Minimum Tax. The Code Sec. 179 expense deduction is allowed in full
for alternative minimum tax (AMT) purposes (Instructions to Form 6251).

Empowerment Zones. The section 179 annual dollar limitation is increased an
additional $35,000 for section 179 property placed in service in designated empowerment
zones by an enterprise zone business (Code Sec. 1397A).32 The $35,000 increase is
subject to recapture if the property is removed from the empowerment zone. In general,
the qualifying property must be placed in service in the empowerment zone before
January 1, 2018 (9] 1799B).

References are to Standard Federal Tax Reports and Practical Tax Explanations.
31q12,124; §9,810 32 q112,121; §9,840 33 q132,397; §9,815.05
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Limitations on Automobiles and Other Listed Property

1211. Business Usage Requirement for Listed Property. Depreciation deductions
for “listed property” are subject to special rules (Code Sec. 280F).3¢ Listed property
includes: passenger automobiles (f 1214); other forms of transportation, if the prop-
erty’s nature lends itself to personal use (e.g., airplanes, boats, vehicles excluded from
the definition of a passenger automobile); entertainment, recreational and amusement
property; computers and peripheral equipment if placed in service before 2018; and any
other property specified by regulation. Computers and related peripheral equipment are
not listed property if placed in service after 2017,

If an item of listed property is not used more than 50 percent for business,
depreciation under the Modified Accelerated Cost Recovery System (MACRS) on the
property must be determined under the alternative depreciation system (ADS) (4] 1247),
In addition, if the more-than-50-percent business use test is not satisfied in the tax year
the property is placed in service, the property does not qualify for the Code Sec. 179
expensing election (9 1208) or the bonus depreciation deduction (9 1237).

If the listed property satisfies the more-than-50-percent business use requirement in
the tax year it is placed in service but fails to meet that test in a later tax year that occurs
during any year of the property’s ADS recovery period, depreciation deductions (includ-
ing any section 179 deduction and bonus depreciation) previously taken are subject to
recapture (Code Secs. 168(k) (2) (F) (i), 280F(b)(2), and (d)(1)). MACRS depreciation
for years preceding the year in which the business use falls to 50 percent or less is
recaptured to the extent that the MACRS depreciation (including the section 179
deduction and bonus depreciation) for such years exceeds the depreciation that would
have been allowed under ADS computed as if the section 179 allowance and ‘bonus
depreciation had not heen claimed. Depreciation thereafter must be computed using
ADS. For example, if a taxpayer expenses the entire cost of a listed property, the
difference between the amount expensed and the ADS deductions that would have been
allowed on that amount prior to the recapture year is recaptured as ordinary income,
Part IV of Form 4797 is used to calculate any recapture amount.

See [ 1214 for additional limits on passenger automobiles,

1214. Depreciation Limits on Automobiles, Trucks, SUVs, and Vans. Tle maxi-
mum depreciation deductions under the Modified Accelerated Cost Recoveiy System
(MACRS) (including the Section 179 expensing deduction ($1208) and bonus deprecia-
tion deduction (9] 1237)) that may be claimed for a passenger automehile nther than a
truck, including an SUV treated as a truck, or van placed in service in (aleadar year 2011

or later are shown in the chart helow (Code Sec. 280F).35 See IRS Pub. 463 for earlier
years.

For Cars Depreciation Allowable in—
Placed in
Service
After Before Year1 Year2 Year3 VYear 4, Authority
elc.
12/31/10  1/01/12 11,060 * 4900 2,950 1,775  Rev, Proc. 2011-21
3,060
12/31/11  1/01/13 11,160 * 5,100 3,050 1,875  Rev. Proc. 2012-23
3,160
12/31/12  1/01/14 11,160 * 5,100 3,050 1,875 - Rev, Proc. 2013-21
3,160
12/31/13  1/01/15 11,160 * 5,100 3,050 1,875  Rev. Proc. 2014-21,
3,160 modified by Rev.

Proc. 2015-19
References are to Standard Federal Tax Reports and Practical Tax Explanations.
3 q15,100; §11,301

11211

3591 15,100; §11,330.05
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12/31/14 1/01/16 11,160 * 5,100 3,050 1,875 Rev. Proc. 201519,

5 modified by Rev.

- Proc. 201623
12/31/15 1/01/17 11,160 * 5,100 3,050 1,875  Rev. Proc. 2016-23

i o P 2017-29
12/31/16 1/01/18 11,160 * 5,100 3,050 1,875 Rev. Proc.

3,160
12/31/17 1/01/19 18,000 * 16,000 9,600 5,760  Rev. Proc. 201825

10,000

* The higher first-year limit applies if the vehicle qualifies for bonus depreciation
(9] 1237) and no election out is made.

i i laced in service in 2018, the
hicle is acquired before September 28, 2017, anc_i place : 8, th
ﬁrst—;fe?lrvgapci: 816,4%0 (510,000 + $6,400) if bOé‘l!.llS depr_ema_‘uog Olf ;%Eeésltf ;ﬁhﬁ? :2
i tember 27, 2017, and placed in service in y  is
gﬁ%%%gd(ﬁ)e(r)o%ef $8,000) if bonus depreciation is claimed (Code Sec. 168(k) (2) (F) (iiD);
Rev. Proc. 2018-25). |
i ini d and half-year convention
that the 200-percent declining balance metho_ nd | 4 : ;
IAS; lézlru;)lgacetal in service in 2017 on which honus depreciation is claimed is suéb]?f:(;:(‘;
?(1)3 I%gé firstycer cap if the cost of the vehicle exceeds $18,600 (89,300 bonus + (9,
remaining hasis x 20 percent) = $11,160). b e
atks (including SUVs treated as trucks) and vans are subject to their
deprzg' "tlon(g;;;l uc1 [ﬁaced in service after 2002. Thes}:}e ciaps I_%reproduc;‘}ci:licﬁls ;}111% t?:rllz
) re i 5 assoc ith such vehicles. However,
beiow) reflect the higher co$ts assogated Wil 9 G Yo
i i i than 6,000 pounds are not subjec iy
that have a gross vehicle weight rating greater ; e e e
; i d below). Also, certain trucks and vans are not subj . :
%Z?:Zu(sdésocfu tslfsir design, they are not likely to be used for personal purposes (discussed
below). i

For Trucks Depreciation Allowable in—
and Vans
Placed in
Service :
After Before Year1 Year2 Year3 Yeatr 4, Authority
eic.
12/31/10 1/01/12 11,260 * 5,200 3,150 1,875 Rev. Proc. 2011-21
3,260
12/31/11  1/01/13 11,360 * 5,300 3,150 1,875 Rev. Proc. 2012-23
3,360
12/31/12 1/01/14 11,360 * 5,400 3,250 - 1,975 Rev. Proc. 2013-21
3,360
o 500 3,350 1,975 Rev. Proc. 2014-21,
12/31/13  1/01/15 lé,igg 5, e

Proc. 2015-19
12/31/14  1/01/16 11,460 * 5,600 3,350 1,975 Rev. Proc. 2015-19

modified by Rev.
. = Proc. 2016-23
12/31/15 1/01/17 11,560 * 5,700 3,350 2,075 Rev. Proc. 2016-23
3,560 -
12/31/16 1/01/18 11,560 * 5,700 3,450 2,075 Rev. Proc. 2017-29
3,560
12/31/17 1/01/19 18,000 * 16,000 9,600 5,760 Rev. Proc. 2018-25
10,000

* The higher first-year limit applies if the vehicle qualifies for bonus depreciation and no
election out is made (§ 1237).

i ice in 2018, the

icle i uired before September 28, 2017, am‘i p_lacgd in service in 2018, th
ﬁrst-slrfezr‘rg:;l)cilse éigfic(l)() (810,000 + $6,400) if bonus depr_ecm.twg Olfsd?-_llameé"sltf ;evaihgls i:
i tember 27, 2017, and placed m service in , the D is
gig%(r)gd(gﬁ%o%ef 52131,1000) if bonus depreciation is claimed (Code Sec. 168(k) (2) (F) (iii);

Rev. Proc. 2018-25). 11214
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Assuming that the 200-percent declining balance method and half-vear convention
apply and that bonus depreciation is claimed, a truck or van placed in service in 2017 is
subject to the first-year cap if the cost of the vehicle exceeds $19,266 (89,633 bonus +
(89,633 remaining hasis x 20 percent) = $11,560).

The 2018 caps for cars (Table D) and for SUVs, trucks, and vans (Table II) are
identical. However, in 2019, separate inflation adjustments will apply to each category
and the table amounts for each category should once again differ,

The above maximum annual limits (often referred to as the Iuxury car limits) are
based on 100-percent business use. If business use is less than 100 percent, the limits
must be reduced to reflect the actual business use percentage.

Passenger Automobile Defined. For purposes of the depreciation caps, a passenger
automobile includes any four-wheeled vehicle manufactured primarily for use on public
streets, roads, and highways that has an unloaded gross vehicle weight rating (GVWR)
(ie., curb weight fully equipped for service but without passengers or cargo) of 6,000
pounds or less (Code Sec. 280F(d) (5)).2¢ A truck or van is treated as a passenger
automobile subject to the caps only if it has a2 GVWR (i.e., maximum total weight of a
loaded vehicle as specified by the manufacturer) of 6,000 pounds or less. A truck or van,
therefore, is not subject to the depreciation caps if its GVWR exceeds 6,000 pounds. A
sport utility vehicle (SUV) is generally treated as a truck (even if built on a unibody or
car chassis) and if its GVWR is in excess of 6,000 pounds and as such it is also exempt
from the caps.” Ambulances or hearses and vehicles used directly in the trade or
business of transporting persons or property for hire (e.g., taxis and limousines) are not
considered passenger automobiles subject to the caps regardless of their weight.

Luxury Car Depreciation Examples. The depreciation deduction that is claimed on
the return for any tax year during a vehicle’s recovery (depreciation) period is the lesser
of the depreciation deduction for the tax year (computed as if there were no depreciation
caps) or the cap that applies for the tax year.3

If, after the recovery period for a passenger automobhile ends, the taxpayer contin-
ues to use the car in its trade or business, the unrecovered basis (referred to as “section
280F unrecovered basis”) may be deducted at the maximum annual rate provided in the
chart above for the fourth and succeeding years. This rule permits depreciation deduc
tions beyond the recovery period. Unrecovered basis is the difference between the cost
of the vehicle and the amount of depreciation claimed on the return during the réeavery
period (or that would have been claimed on the return if business use had heen 100
percent). The MACRS recovery period for a passenger automebile is five firil years from
the date the vehicle is deemed placed in service under the applicable hiltxear or mid-
quarter convention (] 1245). Due to operation of the applicable convension, depreciation
deductions are claimed over the six tax years that the five-year rccovery period falls
within.

The following example illustrates how depreciation is computed if the bonus
depreciation allowance is not claimed.

Example 1: On April 5, 2018, a calendar-year taxpayer purchased a car for
$70,000. Business use of the car each vear is 100 percent. Depreciation is com-
puted under the general MACRS 200-percent declining-balance method over a five-
year recovery period using a half-year convention subject to the luxury car limita-
tions. An election out of bonus depreciation is made. Allowable depreciation during
the regular recovery period (2018 through 2023) is computed as follows:

100% Business- Deduction: Sec. 280F

Use MACRS Luxury Lesser of Unrecovered
Year Depreciation Car Limit Col. 20r3 Basis
LI RIS §14,000 $10,000 $10,000 860,000
2019....... 22,400 16,000 16,000 44,000
0205 o ot 13,440 9,600 9,600 34,400

References are to Standard Federal Tax Reports and Practical Tax Explanations.
36 1 15,100; § 840
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9 155 Deduction: Sec. 280F
Igfff ﬂBﬁgRg Luxury Lesser of Unrecovered
Year Depreciation Car Limit Col. 2or3 22’%5;8
2021....... 8,064 5,760 5,76‘0 22!88{1
2022. ... ... 8,064 5,760 5,760 18!848
200F. v wrea 4,032 5,760 4,032 ;

ered basis is computed by subtracting the depreciation that }vould
haveT’t})];elrin;ﬁggxld (taking the apl;]jcable cap into consideration) if business u{s:
was 100 percent, even if business use is less t_han 100 percent. Th'us,S {%ro‘{:)yé;un% 2,
the unrecovered basis at the close of 2018 is $60,000 (570,000 - i i 4 d- e
$18,848 unrecovered basis at the close of the regular recovery period is ?D& e
in the post recovery period years at the rate of $5,7§0 per year ahsbumérgg%o pCh
cent business use coniinues. The um‘e_covered basis is reduced by S5, ea
year regardless of the percentage of business use.

The following example shows how luxury car depreciation is computed if the
5(-percent bonus deduction is claimed.

Xam| i = hased a new car for
le 2: On April 5, 2017, a calendar year taxpayer purc | a new

830 (])EOO Bpuseiness usé) of the car each year is 1QO_percent. Depreciation is Cﬁom—
putéd under the general MACRS 200-percent declining-balance method over ]? ve-
year cecovery period using a halfyear convention subject to the huxury carh mlt&;
tions: Allowable depreciation during the regul_aj' recovery period (2017 throug
2022) is computed as follows:

% #1655 Deduction: Sec. 280F
Iggj ﬁgzsé;?s Luxury Lesser of Unrecov_ered

Year Depreciation Car Limit Col. 20r 3 1??;;8
2017 . ...... - 518,000 $11,160 $11,160 $14’040
2018....... 4,800 5,100 4,800 11,160
2113 1 N——— 2,880 ?{,gg(s) %ggg 9,432

: 1,728 : 3 )
gggtl) ....... 1,728 1,875 1,728 g,'g%
20224 o5 wan 864 1,875 864 i

is i i the
inning in 2023, the unrecovered basis is the $6_,840 d_ifference between )
830 Oféi(a)gél(])génagnd the sum of the return deductions claimed in 2017 through 2%32.
Thé unrecovered basis is deducted at the rate of $1,875 per year assummgl - 7a5t
100-percent business use continues. The um:ecovered basis is reduced by S1,
each year regardless of the percentage of business use.

- or 100 percent bonus depreciation. The IRS plans to issue a saf_e harbolr

that f:iﬁ };]algisztjzzxpayerjsj who claim the 100 percent ﬁrst—yea}“ bonus (?Edl'lcuo?i on a
vehicle subject to the luxury car caps to claim regularl dgpreclatl.on de };ﬁhogih ur;;f:i
the remaining years of the vehicle's recovery (deprequtlon) penod.1W1 ou A ereda.
harbor, taxpayers claiming the 100-percent bonus deduction may not ¢ aim anzgé d g)[; ]
tion deductions on the unrecovered basis (cost less ﬁ_rst—yeal.’ cap (818,000 ;-_1111 e
after the end of the vehicle’s regular recovery period. This is because alle ve c) ef _
considered to have a basis of zero (cost less thf: _100 percent bonus allowance e01
purposes of computing depreciation in the remaining years of the reglﬂaé’cr?icemé ex;y
period even though the 100 percent bonus is limited to the ﬁrst—yearocap 0t bonu&;
280F(2) (1) (B)). A safe harbor was issued by the IRS when the _1Q pﬁr((:lenﬁ e
depreciation rate last applied in 2011 and 2012 that a]l.owed deprematl%r;_ eduction [n
be computed after the first recovery year on the cost in excess of the st~y§ar calp.ate
general, these depreciation deductions were computed as if a 50 percent a(}nf 1;3 i
applied to the vehicle. See Section 3:03 "(5) (c)_ of Rey. Proc. 2011-26. The new safe har
will provide similar but not necessarily identical relief.

$25,000 Section 179 Expensing Cap on SUVs, Trucks, and Vans Exempt _}I;ram Luxu;y
Car Depreciation Caps. The maximum amount of the cost of an SUV that ma}glf e
expensed under Code Sec. 179 if the SUV is_ exempt from the luxury car C?jlj)nij g[t;ﬁg :ls a
GVWR in excess of 6,000 pounds) is limited to $25,000. The $25,000 ! f011t sg
applies to exempt trucks with an interior cargo bed length of less than six feet an

11214
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exempl passenger vans that seat fewer than ten persons behind the driver’s seat,
Exempt cargo vans are generally not subject to the $25,000 limitation (Code Sec.

179(b) (5)). The $25,000 amount is adjusted for inflation in tax years beginning after 2018
(Code Sec. 179(b) (6)).

Exclusion from Depreciation Caps for Trucks and Vans Used for Nonpersonal Pur-
poses. A truck or van that is a qualified nonpersonal use vehicle as defined in Reg.
§1.274-5(k) is excluded from the definition of a passenger automobile and is not subject

to the annual depreciation limits (Reg. §1.280F-6(c) (3) (iif)).39 A qualified nonpersonal
use vehicle generally is one that has been speciall:

Depreciation Methods

of Computing Depreciation. Most tangible property placed in
servi]é la(fit‘ei“l%tgg ?Sust be de];)recigte(_l using the Modjﬁed Accelt;.ratzd.co‘st REZOEETZ
System (MACRS) (] 1243). Depreciation for tangible property placed in servi
1980 and before 1987 is computed under ACRS (] 1252). N
Tor tangible property placed in service before 1981, depreciation may be computed

i ; ining- 1226)
rraight-lin thod (] 1224), the double declining: ba]ance method (9 226),
;111115 2322?—&2—%};;&&3; metgld (9 1228), and other consistent methods (7] 1231),

y modified in such a way that it is not
likely to be used more than a de min imis amount for personal purposes.
Reporting. The allowable depreciation deduction for any
automobiles, is reported on Form 4562 (PartV).

1215. Leased Listed Prop
automobile (9 1214) used for b
offset rental deductions for eac
280F (c}(2); Reg. §1.280F-7).40
and generally applies to a vehi

listed property, including

erty Inclusion Amounts. The lessee of a passenger
usiness must include an additional amount in income to
h tax year during which the vehicle is leased (Code Sec.
The inclusion amount is based on the cost of the vehicle
cle with a fair market value exceeding an inflation-adjusted
dollar amount. The inclusion amount is not required on trucks, vans, and sport utility
vehicles (SUVs) that would be exempt from the depreciation caps if owned by the lessee

(e.g., an SUV treated as a truck with a gross vehicle weight rating (GVWR) in excess of
6,000 pounds).

Lease inclusion tables are issued annually by the IRS. The appropriate table is
based on the calendar year that the vehicle was first leased. The same table is used for
each year of the lease term. Each year has a separate lease inclusion table for passenger
automobiles and a lease inclusion table for trucks and vans (including SUVs treated as
trucks). However, for vehicles first leased in 2018, the same inclusion table applies to
passenger automobiles and trucks and vans. The inclusion tables are issued annually in

the same revenue procedure that provides the annual depreciation caps. The 2018 lease
inclusion table is provided in Rev. Proc., 2018-25,

Alessee’s inclusion amount for each tax year that the vehicle is leased is computed
as follows: (1) use the fair market value of the vehicle on the first day of the lease term to
find the appropriate dollar (inclusion) amounts on the IRS table; (2) prorate the deliar
amount from the table for the number of days of the lease term included in the tax yoar;
and (3) multiply the prorated amount by the

percentage of business and invesinien. use
for the tax year. For the last tax year during any lease that does-not begin anA era in the
same tax year, the dollar amount for the preceding tax year should be used:

Example: A car costing $61,000 is leased for four years by a calendar-year
taxpayer beginning on April 1, 2018, and is used 100 percent 1or business. The
annual dollar amounts from the table contained in Rev. Proc. 201825 for leases
beginning in 2018 are: $30 for the first tax year during the lease, $66 for the second
tax year, 598 for the third tax year, $118 for the fourth tax vear, and $135 for the
Gifth and following tax years. In 2018, the inclusion amount is $22.60 (275/365 x
$30). The inclusion amounts for 2019, 2020, and 2021 are $66, $98, and $118,
respectively, since the vehicle is leased for the entire year during these tax years.

In 2022, the inclusion amount is $29.10 (90/365 x $118 (the dollar amount for 2021,
the preceding tax year, is used in the last year of the lease).

Listed Property Other Than Passenger Automobiles. Lessees of listed property other
than passenger automohiles (T 1211) are required to include in income a usage-based

inclusion amount in the first tax year that the business use percentage of such property
is 50 percent or less (Code Sec. 280F (c); Reg. § 1.280F-7(b)) .4

Reporting. The inclusion amount is reported on Form 2106 by employees, Schedule
C (Form 1040) by the self-employed, and Schedule F (Form 1040) by farmers.

References are to Standard Federal Tax Reports and Practical Tax Explanations.
39 q115,107; §11,305 4047 15,100, 9 15,107; 191 15,100, 7 15,107:
§11,330.05 §11,330.05
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ion i d in service
i the taxpaver’s election in the year the property was place y
((if?)?'fllllgrm (%ogg Se?:. 16£r'] (g)).‘12 However, accelerated depreciation for pre-1981 realty is
limited (former Code Sec. 167())).

full year’s depreciation was
an asset purchased before 1981, only a part of a :
a]]owfc;(t}:lrm the yeaII’} it was placed in service. The allowable deduction was computed by
multiplying the first full year’s depreciation allowance by the months the property was
owned and dividing by 12. The same rule applies in the year of sale.

iati laced in service after
8. Methods for Depreciating Real Estate. Real property p
198611251depre§iated under the Modified Accelerated Cost Recovery System (MAC%S)
(1 1236). Rea! property placed in service after 1980 and before .1987 is dt_:precmted under
the Accellemt;m Cost Recovery System (ACRS) ( 11252) A(lidlhé)l}s and ;mp;ﬁoz:ril;égzjt-g
FRETSE @ ing structural components of a bui ng, placed in service
?1(1; 1;—tl.cili:’:g:cl-lfxllfllrfli::gl\stﬂ’_\CRS (9] 1240). Post-1986 rehab]hte&hon expenditures are also
dpg.'ﬂrlat;d using MACRS. Efements of a building that qualify as personal property glﬁg
‘\: se:'parately depreciated under the cost segregation rules using short(_aned al\i[A .
;ecovery periods. Real property that is converted [Fomdpers&rfélﬁsée 2t$ ;em;lfgzmdi?ﬁa]
nresidential real property is depreciated as oye ¢

Eégptaelg(geﬁz or MACRS 39-year nonresidential real property respectively even if the
property was acquired for personal use prior to 1987.

1221. Change in Depreciation Methc!d—Accounting Methqd Changes_. A Chegllgcel
in the method of computing depreciation is ggneraﬂy a change in accpﬁgj;% )I-IE ot
that requires the consent of the IRS and the flhng of Form 3115 (Reg'. Eg‘b-l e e
Ll 10 5 SeTp ARt Tolamens, W sty s
method results in a negative section a) adjustment, : : i
2 i i 1531). A positive section 481 (a) a_djustment is taken into
;Eggﬁﬁ géfr?;lgl:axm};g;ra;ﬂne-yelr if the positive adju§nnent is less than S?0,000 and
the taxpayer makes an election to include it in income in one year. No ﬁeztion 48&52
adjustment is allowed when a taxpayer changes frorq one perm1s:‘51ble n]%st bo to inoRe
permissible method. These changes are apphed_ on a cut—o_ . aséli-at o gr
§1.446-1(e) (2) (i) (d) (2) and (3) list chgnges in depreciation or amortization
are not considered a change in accounting method.

H ting method unless two or more

Although a taxpayer has not adopted an accoun '

returns hav% been filed, the IRS allows a taxpayer W?},lflgas 3:11){ ﬁled one tlii:);urilsil:}g)t

iati i a a sec
imed incorrect depreciation to either file Form and claim

g}iajjlllzgnent on the current-year return or file an amended_ return. The asset must have

been placed in service in the tax year immediately preceding the tax year of the change
(Rev. Proc. 2007-16).

: ; N
s that are not a change in accounting method, such as mathematica C
posﬁigre?’];gjl}g,ea taxpayer may only file amex‘lded returns for open years.f Chaﬁ]ges_ rin
accounting method are generally made by ﬁ!mg Form 3115. Proceglufes or ¢ 1apg1 dg
from an impermissible method (e.g., where incorrect or no depreciation was :1: ?;mgl !
including bonus depreciation) to a permiés(i)llalefn&ethcig al_ez%‘leg-egrfllgﬁ%g;i?fi . Ff;rmz
i nt procedures of Section 6.01 of Rev. roc. y
gﬁ%ngsg ((;r(;r;i'eafte?r May 9, 2018, for a year.of change_ ending on or after Sefpte(rinber 3.0,
2017. Numerous additional types of automatic accounting method changes for deprecia-

References are to Standard Federal Tax Reports and Practical Tax Explanations.

44 41 11,043.021; §11,025
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42 q111,037.021; § 10,301 43 q711,042; §11,025
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tion are provided in Section 6. For changes not listed in Section 6, the advance consent
procedures of Rev. Proc. 201513 are followed 45

A taxpayer who has sold depreciable property without claiming any depreciation or
all of the depreciation allowable may claim the depreciation by filing Form 3115 during
the limitations period for filing an amended return for the year of the sale. The Form
3115 may be filed with the original federal tax return for the tax year in which the
depreciable property is disposed (Rev. Proc. 2007-16; Rev. Proc. 201831, Section 6.07) 46

For depreciable property placed in service in a tax year ending before December 30,
2003, the IRS will not assert that a change in computing depreciation is a change in
accounting method (Chief Counsel Notice 2004-007, January 28, 2004, as clarified hy
Chief Counsel Notice 2004-24, July 14, 2004) 47

1224, Straight-Line or Fixed-Percentage Method of Depreciation. The “straight-
line” method of computing the depreciation deduction assumes that the depreciation
sustained is uniform during the useful life of the property. The cost or other basis, less
estimated salvage value, is deductible in equal annual amounts over the estimated useful
life (Reg. §1.167(b)-1).4% An asset may not be depreciated below its salvage value,
Straight-line depreciation under the Modified Accelerated Cost Recovery System
(MACRS) (1243) and the Accelerated Cost Recovery System (ACRS) (§1252) is
generally computed in this manner, except that a recovery period is used instead of the
useful life and salvage value is not considered (Code Sec. 168(b) (4)).49

1226. Declining-Balance Method of Depreciation. Under the declining-halance
depreciation method, depreciation is greatest in the first year and smaller in each
succeeding year (Reg. §1.167(b)-2).50 The depreciable basis (e.g., cost) is reduced each
year by the amount of the depreciation deduction, and a uniform rate of 200 percent of
the straightline rate (double-declining balance or 200-percent declining balance
method) or 150 percent of the straight-line rate (150-percent declining balance method)
is applied to the resulting balances (Reg. §1.167(b)-2).5! Under the Modified Acceler-
ated Cost Recovery System (MACRS), the 200-percent declining balance method is used
to depreciate 3-, 5-, 7-, and 10-year property and the 150-percent declining balapcs
method is used to depreciate 15- and 20-year property (] 1243).

1228. Sum-of-the-Years-Digits Method of Depreciation. Under the ‘suiaufthe-
years-digits method of depreciation, changing fractions are applied each vear to the
original cost or other basis, less salvage value, The numerafor of the fraziion each year
represents the remaining useful life of the asset and the denominatcs wlich remains
constant, is the sum of the numerals representing each of the yews o1 the estimated

useful life (the sum-of-the-vears digits). The taxpayer may elect this method for group,
classified, or composite accounts (Reg. §1.167(b)-3).52

1229, Income Forecast Method of Depreciation. The income forecast method of
depreciation may be used only for film, videotape, sound recordings, copyrights, books,
patents, and other property identified by IRS regulations. The income forecast method
may not be used to depreciate intangible property that is amortizable under Code Sec.

197 (9] 1362) or consumer durables subject to rent-to-own contracts (9 1240) (Code Sec.
167(2) (6); Rev. Rul. 60-358) .53

Under the income forecast method, the cost of an asset (less any salvage value) is
multiplied by a fraction, the numerator of which is the net income from the asset for the
tax year and the denominator of which is the total net income forecast to be derived
from the asset before the close of the 10th tax year following the tax year in which the
asset is placed in service. The unrecovered adjusted basis of the property as of the

References are to Standard Federal Tax Reports and Practical Tax Explanations.

4541 11,043.021; § 11,025 4841 11,033; §11,130 51 q111,034; §11,130
46 91 11,043.285; § 11,025 4941 11,250, § 11,130 °2 4 11,035; §11,025
47 9111,043.015 5041 11,034; §11,130 53 1 11,002; § 11,205
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beginning of the 10th tax year is claimed as a depreqiation Eieductiou in the 10th tax year
f;]]gowing the tax year in which the asset was placed in service.

If the income forecast changes during the 10-year peric;d, ﬂli:il;ﬁr?scor‘girl?j% ]?sgrﬁ;li
38 beginning of the tax year of rev li
B o et at' . i ‘ h et for the tax year of revision. The
ion. The numerator is the net income from the ass : ; '
garclggﬁnator is the revised forecasted total net income from the asae; ﬁ);wtil;lle Bt(ﬁ:rt acg
r:vision and the remaining years before ‘qhe close of the 10th tax year fo g
year in which the asset was placed in service.

is placed in service, a taxpayer is
ing the 3rd and 10th tax years after the asset is p ‘ B
gene?atlllr;nr%quired to pay or may receive interest bfse(:id on thte reclalil;lgggse?{y df}f;eg;as
i i i - apply
i actual income figures. This look-back rule does not apply | haf
Eoc[;;s;fiis of $100,000 or less, or if the taxpayer’s income projections were within 10
percent of the income actually earned.

icipati i i justed basis of a property in
i d parficipations may be included in the aq_]us ‘ i
the tgfs;gzralt;? itips placgd in service or excluded from adjusted basis and deducted in
the year of payment (Code Sec. 167 (2) (7); Notice 2006-47).

Reporting. Form 8866 is used to compute the look-back interest due or owed.

Creative Froperty Costs of Film Makers. A taxpamyel;ﬁt;‘ia;ydchogfs;ahzosi;rélé);gz}f a]CIr?J?t‘gg
out bly over 15 years beginning on the first day }
E[) mpffryf« wﬁi::?lmﬂlg cost is written off for financial accounting purposes in ;ccgﬁta;lco(}
v:l-}:f Smﬁement of Position 00-2.(SOP 00-2), as issued by the Anzlglai%%) Eiscreaﬁve
Covtitied Public Accountanits (AICPA) on Juﬂellz, f2000 (Rev. ]:rg?potential £ Feeain
- sts are costs to acquire and develop for purpose
éé;gfggmgi production, and exploitation. If the election is not macllle, tlheset c;)]?ts E;r(i
enerally reéovered under the income forecast method only 1f a film 113 ac u(R 3( pRul
guced. If a film is not made, the costs generally are not deductible as a loss (Rev. .
2004-58). . i
Election to Expense First $15 Million of Film Costs. For qgahﬁed ﬁ]l_n :imd tt{aile::r;iscl)?lg
roductions commencing before January 1, 2018, and for ]‘we theatrical pr(r}rl ;1 g
Igommencing after December 31, 2015, and before January 1., ‘2018, a taxpayet:i' y e
to expense the first $15 million of production costs (520 million forlpzrog:_}lc ons in
income communities or distressed areas) (Code Sec. 181; Reg. §1.181-2).

Comment: Absent further legislation, the elect_iond to ﬁex%ensiogu;igffcgé%
isi i heatrical productions has expired effective paduc
E?;vﬁ;%%’mzniﬂg%gcimber 3p1, 2017. For the latest legislative updates, visit our

website www.CCHCPELink.com/taxupdates.

1231. Other Consistent Depreciation Methods. In addi_ti(t)n tto ‘[h%1 gfane;i }clleaI;ri:ﬁ;
: 3 ther consistent method,
ation methods (7] 1216), a taxpayer may use any o s met 2o e
i i  first two-thirds of the use:
inki d method, if the total deductions during the first {
%ﬁmggtfurﬁorgneman the total allowable under the declining-balance method (Reg.

§1.167 (b)-4).56

Leased Property

isiti . The cost of an
;mﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁTﬁ&fi%g?ﬂﬁgggﬁﬁ%gﬁﬁz
gaerlilr: i?:ge: I;S (:'Zaﬁh lfré\gglfyﬁ Eﬁeﬁ?ﬂ?ﬁﬁo&&?&ng S{%{%ﬁ%{ﬁ ;fxﬁezifgﬁfg};
?Eg(i:is;jfdib‘tl)z;(;);&’)% ?&Zﬁ;ﬁeggt‘;?ﬁé;?%ﬁe%ﬁ(ag%;)% é?g] 152%01)670(; )(_15&1?35;?};:;2;11:
;?S,t ggllz}::gtryne(gt I\fr?r(l)glogso (illfstsifédlfjﬁ (2 (cc))n?rl;lercial bt’lildingt (structural components)
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References are to Standard Federal Tax Reports and Practical Tax Explanations.
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are separately depreciated as 39-year real property beginning in the month that the
windows are placed in service using the mid-month convention, assuming the replace-
ment is not considered a repair expense.

Comment: Absent further legislation, qualified improvement property (e,
interior improvements to nonresidential real property) placed in service after 2017
has a 39-year recovery peried rather than a 15-year recovery period (9 1240). For

the latest legislative updates, visit our website www.CCHCPELink.com/
taxupdates.

Leasehold additions and improvements that are section 1245 property (i.e., personal
as opposed to real property) are generally depreciated over a shortened MACRS
recovery period under cost segregation principles. If, upon termination of the lease, a
lessee does not retain an improvement (paid for by the lessee), the lessee’s loss is
computed by reference to the improvement’s adjusted basis at the time of the lease
termination. A lessor that disposes of or abandons a leasehold improvement (paid for by
the lessor) upon termination of the lease may use the adjusted basis of the improvement
at such time to determine gain or loss (Code Sec. 168(i) (8) (B); Reg. §1.168(1)-8(c) (3)).

15-Year Qualified Leasehold Improvement Property. Qualified leasehold improvement
property placed in service after October 22, 2004, and before January 1, 2018, is
depreciated under MACRS over 15 years using the straightline method and the half
year or mid-quarter convention, as applicable (Code Sec. 168(b) (3) (G) and (&) (3) (E) (iv),
prior to repeal by the Tax Cuts and Jobs Act (P.L. 115-97)). The alternative depreciation
system (ADS) recovery period is 39 years. Qualified leasehold improvement property is
generally an improvement made to the interior portion of nonrésidential real property
that is more than three years old by the lessor or lessee under or pursuant to the terms
of a lease. Elevators and escalators, internal structural framework of the building,
structural components that benefit a common area, and improvements relating to the
enlargement of a building do not qualify. A lease between related persons is not
considered a lease (Code Sec. 168(e) (6), prior to amendment by P.L. 11597).

Lease Acquisition Costs. The cost of acquiring a lease is amortized over the lease
term. A renewal period is counted as part of the lease term if less than 75 percent of th=

acquisition cost is attributable to the unexpired lease period (not counting the renewal
period) (Code Sec. 178).58

Ii property subject to a lease is acquired, the value of the lease is not separately

amortized. Instead it is depreciated as part of the cost of the property ‘Cude Sec.
167(c)). =

Construction Allowances. A lessor must depreciate improver-ents made by the

lessee with a qualified construction allowance as nonresidential re-l property (Code Sec.
110) (11 764).

1235. Salev. Lease of Depreciable Property. Whether a transaction is treated as a
lease or as a purchase is important in determining who is entitled to claim depreciation
and other deductions for related business expenses.” In most situations, the rules for
determining whether a transaction is a lease or a purchase evolved from court decisions
and IRS rulings. The rules generally look to the economic substance of a transaction, not

its form, to determine who owns property that the parties characterize as leased (Rev.
Proc. 2001-28, Rev. Proc. 2001-29),

Motor Vehicle Leases. A qualified motor vehicle lease agreement that contains a
terminal rental adjustment clause (a provision permitting or requiring the rental price to
be adjusted upward or downward by reference to the amount realized by the lessor upon
the sale of the vehicle) is treated as a lease if, but for the clause, it would have been
treated as a lease for tax purposes (Code Sec. 7701(h)).5° This provision applies only to
qualified agreements with respect to a motor vehicle (including a trailer).

References are to Standard Federal Tax Reports and Practical Tax Explanations.

584 12,100; § 11,515
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Modified Accelerated Cost Recovery System (MACRS)

1236. MACRS in General. The Modified Accelerated Cost Re_covew_SysLem

CRS) is mandatory for most tangible depreciable property placed in service after
December 31, 1986, unless transitional rules apply (Code Sec. 168).61 U‘nder MACRS,
the cost of eligible property is recovered over a 3, 5, 7-, 10, 15-,.203 27.5-, 31.5-, or
39.year period, depending upon the type of property 6l 1?40) by using statutory r;acov—
ery methods (9 1243) and convention;_(ﬂ 1245). Specml transferee rules apply to
property received in specified nonrecognition transactions (9] 1248).

237. MACRS Bonus Depreciation. Under the Modified Acce]erate_d 'Cost Recov-
ery Slystem (MACRS), a bonus depreciation deduction is1a110wed for gQua]lfylng MACRS
property placed in service before January 1, 2027 (Code Sec. 168(k)).€2 The original use
of the qualifying property must begin with the taxpayer. ﬂowever, uged property
acquired by purchase (as defined in Code Sec. 179(d) (_2)) wﬂl. also qualify for bonus
depreciation, effective for property acquired and placed in service after September 27,
2017 (discussed below).

Bonus Rate. The bonus rate for property acquirfad anc! pl_aced in service after
September 27, 2017, is 100 percent for property p]acec_l in service in 2017 Lhrough 2022,
80 percent in.2023, 60 percent in 2024, 40 percent in 2025, anfi 20 percent in 2026.
Property acquired pursuant to a written binding contract entered m}o before September
28 2017 13 treated as acquired before that date (Code Sec. 168(k)(6); Prop. Reg.
§1.168(0k-2(b) (3)). " 2 ' ‘

“yhe bonus rate for propérty acquired before September 28, 20_17, is 50 percent if
olabed in service before 2018, 40 percent in 2018, and 30 percent in 2019 (Code Sec.
168(1) (8)). F. “ . )

Example 1: ABC signs a binding contract to purchase a vehicle on September
1, 2017, anl?i placed it in service on December 1, 2018. The bOH}.lS rate is 40 percent
because the vehicle is considered acquired hefore September 28, 2017, and placed
in service in 2018.

A taxpayer may elect to apply the 50-percent rate instead of the 100—percent_ rate for
all qualified property placed in service during the taxp{iyer’s first tax year that includes
September 28, 2017 (Code Sec. 168(k) (10); Instmptmns to Form 45@52;. Prop. Reg.
§1.168(k)-2(e) (3)). The election applies to all qualified bonus depreciation property
placed in service during the tax year and is not made separately for each property class.

Computation. The bonus depreciation deduct..ion is Clgimed on t}_ie cost of the
property after reduction by any portion of the basis for whlcl_l an election to expense
under Code Sec. 179 is made (9] 1208). Regular MACRS deductions are c_orr_lputed on the
cost as reduced by the amount of the expense election and bonus depreciation.

Example 2: Amanda purchases qualifying five-year MACRS property subject
to the halfyear convention for $1,500 and elects to expense $600 under Code Sec.
179. Using the 50-percent rate, bonus depreciation is $450 ((51,500 - $600) x 50
percent). Regular MACRS depreciation deductions are computed on a depreciable
basis of $450 (81,500 — $600 - $450). The regular first-year MACRS allowance is
$90 (3450 x 20 percent (first-year table percentage)).

Unlike the section 179 expensing allowance, there is no taxable inu_:ome or invest-
ment limitation on the bonus depreciation allowance, There is also no limit on the overall
amount of bonus depreciation that may be claimed on qualifying property. Thel 1ength‘ of
the tax year or date during the tax year that the qualifying property is placed in service
does not affect the amount of the otherwise allowable bonus depreciation deduction.

Long Production Properly. The placed-m-service—deadlin_e is e_xtended one year
(before January 1, 2028) for long production property that is acquired ar_nd placed in
service after September 27, 2017 (Code Sec. 168 (k) (2) (B)).63_ Lo_ng _productton property
is MACRS property that: (1) is subject to the uniform capitalization rules; (2) has a

References are to Standard Federal Tax Reports and Practical Tax Explanations.

63 q 11,250; §11,225.25
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production period greater than one year and a cost exceeding $1 million; (3) has a
MACRS recovery period of at least 10 years or is transportation property (ie., property
used in the trade or business of transporting persons or property for hire, such ag
commercial aircraft); and (4) is acquired by the taxpayer (or acquired pursuant to g
binding written contract entered into) after September 27, 2017, and before January 1,
2027. Only pre-January 1, 2027, progress expenditures are taken into account in comput-
ing the bonus deduction if the extended placed-in-service deadline applies. The extended
placed-in-service deadline also applies to certain noncommercial aircraft acquired by
purchase (Code Sec. 168(k) (2) (C)). Unlike long production property, however, progress
expenditures made in 2027 on qualifying noncommercial aircraft placed in service before
January 1, 2028, are eligible for honus depreciation.

The bonus rate for long production property acquired after September 27, 2017, is
100 percent if placed in service in 2017 through 2023, 80 percent in 2024, 60 percent in
2025, 40 percent in 2026, and 20 percent in 2027 (Code Sec. 168(k) (6) (B)).

Long production property and noncommercial aircraft acquired before September
28, 2017, and placed in service before 2021 are eligible for a 50 percent rate if placed in
service in 2017 or 2018, 40 percent in 2019, and 30 percent in 2020 (Code Sec,
168(k) (8)). Progress expenditures made in 2020 for long production property acquired
before September 28, 2017 are not eligible for benus depreciation.,

Recapture. Bonus depreciation is subject to the section 1245 and section 1250
recaptures rules (11779) (Reg. §1.168(k)-1(D (3); Prop. Reg. §1.168(k)-2(1) (3)). If bo-
nus depreciation is claimed on section 1250 property (e.g., a section 1250 land improve-
ment), the bonus deduction is treated as an accelerated depreciation deduction for
recapture purposes and the difference between the bonus deduction and the amount of
straight-line depreciation that could have been claimed on the bonus deduction prior to
the recapture year is subject to recapture.

Constructed, Manufactured, Produced Property. Property constructed, manufactured,
or produced by a taxpayer is deemed acquired when work of a significant physical
nature begins. Under an elective safe-harbor, work of a significant physical nature
begins when more than 10 percent of the total cost of a project has been paid for by 2
cash hasis taxpayer or incurred by an accrual basis taxpayer (Reg. § 1.168(k)-1(b) (4) (iii},
Prop. Reg. § 1.168(k)-2(b) (5) (iv)).8

Qualifying Property. The bonus depreciation allowance is available only tor the
following types of property:

® property which is depreciable under MACRS amd has a recevery period of
20 years or less;

e qualified improvement property (discussed below) placedin service after
2015 and before 2018;

® qualified leasehold improvement property (discussed below) placed in ser-
vice before 2016;

® MACRS water utility property;

® computer software depreciable over three years under Code Sec. 167()
(91 980); and

* a qualified film, television show, or theatrical production placed in service
after September 27, 2017, if it qualifies for the Code Sec. 181 expense election
without regard to the $15 million expensing limit or the December 31, 2017,
expiration date (Code Sec. 168(k) (2) (A)).

The original use of qualifying property must begin with the taxpayer or, in the case
of used property, the property must be acquired by purchase after September 27, 2017.
Intangible property does not qualify for bonus depreciation, except for computer
software and film, television, and theatrical productions as described ahove.

References are to Standard Federal Tax Reports and Practical Tax Explanations,

644 11,277E; §11,225.25
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Rate-regulated utilities may not claim bonus depreciation, effective for property
laced in service in tax years beginning after 2017. (Cf)de Sec. 168(1{_)(9) gnd
() (7) (&) (iv); Prop. Reg. §1.168(k)-2(b) (2) (F)). Property .used in a trade or bl_lSllneSs that
has had floor plan financing indebtedness does not qualify t:()r bonus depreciation if the
floor plan financing interest on the 'mdebtednessl was taken into account under‘the_rules
that limit the business interest deduction, effective for property placec'l in service in tax
years beginning after 2017 (§937) (Code Sec. 168(k) §9) and (j)(9); Prop. Reg.
§1.168(k)-2(b) (2) (G)). Floor plan financing indebtedness is debt used to ﬁn_ance the
acquisition of motor vehicles beld for sale or lease and secured by the inventory
acquired. A motor vehicle is any selfFpropelled vehicle designed for transporting persons
or property on a public street, highway, or road; a boat; or farm machinery or
equipment.

Property that must be depreciated using the MAC_RS a]tel_’naﬁve depreciation
system 1EADS) (1] 1247) also does not qualify. However, if ADS is eleqted, then the
property remains eligible for bonus depreciation (Code Sec. 168 (k) (2) (D) ().

Listed property ( 1211), such as a passenger automobile (7 121f1), that is used 50
percent or less for business, does not qualify for bonus depreg}aﬂon be_cause such
property must be depreciated using ADS (Code Sec. 168 Q{)_ (2) (D) (i1)). If business use of
a listed properiy falls to 50 percent or less, bonus depreciation apd any amount deducted
under Code 'Sec. 179 (4] 1208) must be recaptured under the listed property recapture
rules (Code Sec. 168(k) (2) (F) (). ;

Tseq Property. Effective ff)r_ property acquired 1andéplaced in service aI]jtg Sfept(i:)mber
7..20.7, property previously used by an unrelated person may qual or bonus
?‘Cﬂ'et_iaﬁﬂl:l)l (I(:':or(g Sec. 168(k) (2) (A) (i) and (E)(i); Prop. Reg. §1.168(k)~2_(b) (3) (dii)).
The taxpayer or predecessor must not have used the properEy at any ”tam_e !)efore
acquiring it and the taxpayer must acquire the property by purch_ase within the
meaning of Code Sec. 179(d) (2) (9 1208). Property is conmde_red previously used _by a
taxpayer or predecessor if the taxpayer or predecessor Qrevmusly had a depremabl_e
interest in the property. The basis of used property determined by referen.ce to the basis
of other property held at any time by the taxpayer does not qualify for bonus
depreciation.

Qualified Improvement Property. Effective for property placed in service in 2016 a_l:)d
before 2018, qualified improvement property is a separate category of bonus deprecia-
tion property and qualifies for bonus depreciation _regardless of the length of the recover
period for such property (Code Sec. 168(k) (3), prior FO repegl by the Tax Cuts a{ld ]qbs
Act (P.L. 115-97)). Qualified improvement property is any improvement to an interior
portion of a building which is nonresidential real property (\_vhethe_r or not the building
is depreciated under MACRS) if the improvement is placed_m service after the Eiate the
building was first placed in service by any taxpayer. Expenditures Whlph are attributable
to the enlargement of a building, any elevator or escalator, or the .mterr_lal structural
framework of the building are excluded from the definition of qualified improvement
property, but structural components that benefit a common area are not (Code Sec.
168(e) (6)).

Any 15-year qualified leasehold improvement property (§ 1234) and 15-year quali-
fied retgil infprovgment property placed in service after 2015 and beforfa 2018 (1 1240)
meets the definition of qualified improvement property folr bonus depreciation purposes.
Any 15-year qualified restaurant property placed in service aftfer 2015 a.ngl bef(_)re 2018
may only qualify for bonus depreciation if it meets the definition of qualified improve-
ment property (Code Sec. 168(e) (7) (B), prior to repeal by P.L. 115-97).

The separate MACRS recovery periods for 15year qua]iﬁeg:l 1'eas.eh01d and retail
improvement property and 15-year restaurant property are ehmma_ted 'ef‘fechve for
property placed in service after 2017. Qualified improvement property is ehmu}ated asa
separate category of bonus depreciation property, effective for property placed in service
after 2017 (Code Sec. 168(k) (3), prior to repeal by P.L. 115-97).

Comment: Absent further legislation, qualified improvement property (ie.,
interior improvements to nonresidential real property) placed in service aﬂ:el: 2017
has a 39-year recovery period rather than a 15-year recovery period and will not

11237
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qualify for bonus depreciation since it does not have a recovery period of 20 years
of less (1240). For the latest legislative updates, visit our website
www.CCHCPELink.com/taxupdates.

Qualified Leasehold Improvemeni Property. In the case of property placed in service
before January 1, 2016, qualified leasehold improvement property is a separate category
of bonus depreciation property (Code Sec. 168(k) (3), prior to repeal by P.L. 114-113),
Qualified leasehold improvement property is defined as an improvement to an interior
portion of nonresidential real property (whether or not depreciated under MACRS) by a
lessor or lessee under or pursuant to a lease. The improvement must be placed in
service more than three years after the building was first placed in service. The lessor
and lessee may not be related persons. Expenditures for (1) the enlargement of a
building, (2) any elevator or escalator, (3) any structural component that benefits a
common area, or (4) the internal structural framework of the building do not qualify,
Any 15-year qualified retail improvement property and 15year qualified restaurant
improvements placed in service before January 1, 2016, must satisfy the definition of
qualified leasehold improvement property in order to qualify for bonus depreciation
(Code Sec. 168(e) (7) (B), prior to amendment by the Consolidated Appropriations Act,
2016 (P.L. 114-113); Code Sec. 168(e) (8) (D), prior to repeal by P.L. 114-113).

Luxury Car Depreciation Caps. If the taxpayer does not elect out of bonus deprecia-
tion, the firstyear Code Sec. 280F depreciation cap (9 1214) for a vehicle that qualifies
for bonus depreciation is increased by $8,000. However, if the vehicle is acquired before
September 28, 2017, and placed in service in 2018, the increase is limited to $6,400 and if
the vehicle is acquired before September 28, 2017, and placed in service in 2019, the
increase is limited to 54,800 (Code Sec. 168(k) (2) (F)). .

Alternative Minimum Tax. Bonus depreciation is allowed in full for alternative
minimum tax (AMT) purposes. Effective for property placed in service after 2015, if
property qualifies for bonus depreciation, then no AMT adjustment is required on the
regular MACRS deductions (i.e., the deductions are allowed in full for AMT purposes)
even if the election out of bonus depreciation is made (Code Sec. 168(k) (2) (G) and
(k) (7)). For property placed in service before 2016, no AMT adjustment is required on
regular depreciation deductions if bonus depreciation was claimed on the property
(Code Sec. 168(k)(2)(G), prior to amendment by P.L. 114-113; Code Sa«.
168 (k) (2) (D) (iii), prior to repeal by P.L. 114-113; Reg. §1.168(k)-1(d) (iii); Rev. Sroc.
2017-33).

Election Out of Bonus Depreciation. A taxpayer may elect out of bonus leoreciation
with respect to any class of MACRS property placed in servicé during thetax year (Code
Sec. 168(k) (7).

Accelerated Bonus Depreciation Allowance for Specified Plants. “ficctive for specified
plants that are planted or grafted onto a planted plant after 2015 and before 2027, a
taxpayer may make an annual election to claim bonus depreciation on the adjusted basis
of the specified plant in the tax year in which it is planted or grafted in the ordinary
course of the taxpayer’s farming business as defined in Code Sec. 263A(e) (4) (Code Sec.
168(k) (5)).% This accelerates the regular bonus depreciation deduction from the tax
year that the specified plant was placed in service (i.e., became productive) to the earlier
tax year of planting or grafting.

The bonus rate is 50 percent for plantings and graftings after 2015 and prior to
September 28, 2017. In the case of a plant which is planted or grafted after September
27, 2017, and hefore January 1, 2023, the bonus rate is 100 percent. The bonus rate is 80
percent for plantings and graftings in 2023, 60 percent for 2024, 40 percent for 2025 and
20 percent for 2026 (Code Sec. 168 (k) (6) (C)). The accelerated bonus deduction reduces
the adjusted basis of the specified plant. If the accelerated bonus deduction is claimed,
the regular bonus depreciation deduction under Code Sec. 168(k) may not be claimed in
the tax year that the specified plant is placed in service.

References are to Standard Federal Tax Reports and Practical Tax Explanations.

65 ¢ 11,250; §11,225.10

11237

DEPRECIATION [1 MACRS 475

A specified plant is (1) any tree or vine which bears f:mits or nuts, and _(2) any other
plant which will have more than one yield of crops or fruits or nuts and Whlch generg]]y
has a pre-productive period of more than two years from the time of _plantmg or grafting
to the time at which the plant begins bearing a marketable crop or yield of fruits or nuts
(Code Sec. 168(k) (5) (B)).

If the accelerated bonus deduction is claimed, neither the accelerated ])onus
deduction nor any regular depreciation deductions on the specified plant are subject to
AMT adjustments (i.e., the deductions are claiqu in full fgr AMT pgrppseg,) (Code Sec.
168() (5) (E)). The accelerated bonus deduction is not subject to capitalization under the
uniform capitalization rules (Code Sec. 263A(c) (7).

Corporation’s Election to Forgo Bonus Depreciation and Claim AMT Credit_ Carryfor-
ward. For tax years beginning before 2018, a corporation may make an elecpon_on an
annual basis to forgo bonus depreciation on property placed in service dgn_ng its tax
year and claim unused AMT credits hased on the amount of bonus deprematl_on that is
forgone (Code Sec. 168(k) (4), prior to repeal by P.L._115-97_}.66 The computation of th_e
refundable AMT credit is made on a worksheet provided with Form 8827. Th‘e AMT is
repealed for corporations in tax years beginning after 2017 and corporations will be able
to recover their unused AMT credits in tax years 2018 through 2021 (9 1409). If a
regular electio: out of bonus depreciation is made for a_class of property, then an
election to-f,rgo bonus depreciation in favor of an AMT credit does not apply to the class
of properiy for which the regular election out was made (Act Sec. 101(d) @) of the
Consolitleced Appropriations Act, 2018 (P.L. 115-141))."

Tor any tax year for which the election to forgo bonus dep_reciati(_)n is m_ade, bonus
¢=preciation may not be claimed on qualified property placed in service dm_'mg the tax
year (i.e., property for which bonus depreciation could Oﬂ'lerW}SE: be claimed). .The
election for a tax year is revocable only with IRS consent. Depreciation on the qu_a.hfled
property is computed using the straight-line method over the regular recovery period.

The Code Sec. 53(c) limitation on the amount of unused AMT crgdits that may be
claimed in a tax year (i.e., the limitation that allows unused AMT c‘r.edlt§ to be claimed
against regular tax liability in excess of tentative minimum tax lllablhty) is increased by
the bonus depreciation amount computed for the tax year. This is, for each asset placed
in service in a tax year, 20 percent of the difference bet‘_ﬁeen (1) the ﬁrst, year
depreciation (including bonus depreciation) that could be claimed on the asset if Th_e
bonus is claimed, and (2) the first-vear depreciation that could he claimed on the asset if
bonus depreciation is not claimed.

The bonus depreciation amount is computed using the regular depreciation method
that would otherwise apply to the property. Elections made to use tht_a MACRS straight-
line method, 150 percent declining balance method, and ADS are ignored. The total
bonus depreciation amounts computed for a tax year may not exceed the lesser of:

¢ 50 percent of the corporation’s minimum tax credit under Code Sec. 53(b)
for the corporation’s first tax year ending after December 31, 2015, or

o the minimum tax credit for the tax year, determ.ined by taking into account
only the adjusted net minimum tax for tax years ending before January 1, 2016
(determined by treating credits as allowed on a first-in, first-out basis).

All corporations treated as a single employer (Code_Se(_:. 52(a)) are treated as a
single taxpayer for purposes of the election. If any corporation in a group of corporations
that are treated as a single employer makes the election all corporations in the group are
treated as having made the election (Code Sec. 168(k) (4) (B) (iii), prior to repeal by PL
115-97). The aggregate increase in credits allowable by reason of the mc1jeased lun}ta-
tion resulting from the election is treated as refundable. Special rul1_:s apply in computing
the limitation above for corporation with a fiscal tax year beginning before January 1,
2016, and ending after December 31, 2015 (Act Sec. 143(b) (7) (B) of P.L. 114-113).

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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year by (1) calculating its tax for the entire tax year using the graduated corporate
income tax rates in effect for tax years beginning before 2018, (2) calculating its tax for
the tax year using the 21-percent rate for tax years beginning after 2017, (3) proportion-
ing each tax amount in (1) and (2) based on the number of days in the tax year when the
different rates were in effect, and (4) adding the two amounts determined in (3). The
sum of these two amounts is the RIC's income tax for the fiscal year that includes
January 1, 2018 (Notice 2018-38) .4

Investment company taxable income is computed on Form 1120-RIC in the same

manner as the taxable income of an ordinary corporation (f]221) with the following
adjustments:

e pross income is the corporation’s ordinary income (net capital gains are not
included);

e a deduction is allowed for any ordinary dividends paid (§ 259), but no
deduction is allowed for dividends of capital gains or tax-exempt interest;

e no deduction is allowed for dividends received;
e no deduction is allowed for net operating losses (NOLs);
e taxable income of a short tax year is not annualized;

e if the corporation elects, taxable income is computed by disregarding the
short-term discount obligation rules of Code Sec. 454 (b); and

e a deduction is allowed for the tax imposed on the corporation if it fails to
meet the asset test or gross income test (9 2301).

For purposes of the dividends-paid deduction, dividends declared and payable by a
RIC in October, November, or December of a calendar year are treated as paid on
December 31 of that year if they are actually paid in January of the following calendar

year (Code Sec. 852(b) (7)) .5 See 9] 2323 for the treatment of certain dividends declared
after the close of the RIC'’s tax year.

A RIC, other than a publicly offered RIC, generally may not claim a deduction for
dividend distributions if it singles out one class of shareholders or one or more
members of a class of shareholders for special dividend treatment, unless such treat-
ment was originally intended when the dividend rights were created (Code Sec. 562(L;;
Rev. Rul. 89-81).% The IRS has issued guidance describing the conditions undes which
distributions to RIC shareholders may vary and nevertheless be deductible, iicluding
the treatment of distributions to shareholders that differ as a result of the allocaiion and
payment of fees and expenses (Rev. Proc. 99-40).7 B

Excise Taxes. A nondeductible excise tax is generally imposed on a RIC that does
not satisfy minimum distribution requirements (Code Sec. 46%Z,.c The tax is four
percent of the excess of any required distribution for the calendar year over the amount
actually distributed for the calendar year. For this purpose, the required distribution is
the sum of 98 percent of the corporation’s ordinary income for the year, plus 98.2
percent of its net capital gain income for the one-year period ending October 31 of the
calendar year. Special rules apply for how a RIC treats post-October 31 capital gains and
foreign currency losses. For excise tax purposes, amendments made in 2010 to the
capital loss carryover rules (7 2305) apply beginning with any net capital loss recognized
in the period that determines a RIC’s required distribution for calendar year 2011 (Rev.
Rul. 2012-29).°

Built-in Gains Tax. A RIC may be subject to a modified version of the built-in gains
tax imposed on an S corporation (] 337) if property owned by a C corporation becomes
property of the RIC when the corporation qualifies as a RIC, or if property of a C
corporation is transferred to the entity (Reg. § 1.337(d)-7; Temp. Reg. §1.337(d)-71).10

References are to Standard Federal Tax Reports and Practical Tax Explanations.

4 4] 3375.10, § 26,010 79 26433.28 9 4] 34,642.10; § 19,201,

5 q] 26,420; §19,205.50 B 4] 34,640; § 19,201, §45,430.05

6 q 23,470, T 26,433.50 §45,430.05 10 q7 16,2418, 9 16,241HK
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The tax does not apply if the corporation makes a deemed sale election to recognize gain
and loss as if it sold the converted property to an unrelated person at fair market value.
The tax also does not apply if the corporation otherwise recognizes gain or loss on the
conversion transaction, or if the corporation’s gain is not recognized in a like-kind
exchange or involuntary conversion.

2305. Capital Gains and Losses of Regulated Investment Companies (RI_Cs). A
regulated investment company (RIC) (Y 2301) may avoid corporate level tax on its net
capital gains by distributing such gains to shareholders. If the corporation elects to
retain some of its net capital gains, then it is subject to tax at the 21-percent corporate
income tax rate for tax years beginning after 2017 or at the alternative tax rate on net
capital gains for tax years beginning before 2018 (] 1738) on the excess of lits net_ capital
gains for the tax year over the amount of any capital gains dividends paid during the
year (Code Sec. 852(b) (3)).1

Form 2438 is used to figure and report the RIC’s capital gains. Although the fund is
taxed on its undistributed net capital gains, it may elect to designate to its shareholders
some or all of its undistributed gains and the tax paid on those gains. Form 2439 is used
to notify each shareholder of his or her portion of the undistributed capital gains and tax
paid for the year (§ 2309 and 9 2311). The RIC must also report any undistributed !ong-
term capital gain: not designated to shareholders and any net short-term capital gain on
Form 8949 and Schedule D (Form 1120).

Capital Loss Carryovers. If a RIC has a net capital loss for a tax year, any excess of
the nzi shortterm capital loss.overthe net long-term capital gain is treated as a short-
ter oavital loss arising on the first day of the next tax year, and any excess of the net
loi.& term capital loss over the net short-term capital gain is treated as a long-term capital
1 38 arising on the first day of the next tax year (Code Sec. 1212(a) (3) (A)).22 There is no
limit to the number of tax-years that a net capital loss of a RIC may be carried over.

If a net capital loss under the general corporate capital loss carryback and carryover
rules (9] 1756) is carried over to a tax year of a RIC, amounts treated as a long-term or
short-term capital loss arising on the first day of the next tax year under the capital loss
carryover rules for RICs (discussed above) are determined without regard to amounts
treated as a short-term capital loss under the general corporate capital loss carryover
rule. Further, in determining the reduction of a carryover by capital gain net income for
a prior tax year under the general corporate capital loss carryover rule, any capital loss
treated as arising on the first day of the prior tax year under the capital loss carryover
rules for RICs is taken into account in determining capital gain net income for the prior
year (Code Sec. 1212(a) (3) (B)). Capital gain net income is the excess of gains from the
sale or exchange of capital assets over losses from such sales or exchanges (Code Sec.
1222(9)).13

2307. Tax-Exempt Interest of Regulated Investment Companies (RICs). A regu-
lated investment company (RIC) (4] 2301) may pay tax-exempt interest earned on state
or local bonds to its shareholders in the form of exempt-interest dividends, but only if
the bonds represent at least 50 percent of the value of the corporation’s assets at the
close of each quarter of its tax year (Code Sec. 852(b) (5)).1* Form 1099-INT is used to
inform shareholders of dividends identified as tax-exempt interest dividends (] 2309 and
9 2311).

An upper-tier RIC that is a qualified fund of funds may pass through exempt-interest
dividends to its shareholders without having to meet the 50-percent asset requirement
(Code Sec. 852(g)).15 A qualified fund of funds is a RIC if, at the close of each quarter of
the tax year, at least 50 percent of the value of its total assets is represented by interests
in other RICs.

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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If a RIC shareholder receives an exempt-interest dividend with respect to any share
of the corporation held for six months or less, then any loss on the sale or exchange of
the share is generally disallowed to the extent of the exempt-interest dividend (Code
Sec. 852(b) (4)).16 However, the disallowance of a loss on the sale or exchange of RIC
shares on which exempt-interest dividends have been paid does not apply, except ag
otherwise provided by regulations, to a regular dividend paid by a RIC that declareg
exempt-interest dividends on a daily basis in an amount not less than 90 percent of itg
net tax-exempt interest and distributes such dividends on a monthly or more frequent
basis.

2309. Designation of Regulated Investment Companies (RICs) Distributions, A
regulated investment company (RIC) (12301) must report in written statements fur
nished to its shareholders the portions of distributions made during the tax year that are
capital gains dividends (] 2305) and exemptinterest dividends (9] 2307), as well as any
foreign tax credits (9] 2320), tax credit bond credits (7 2320), dividends that qualidy for
the dividends-received deduction (Y] 223), and passed-through ordinary dividends eligi-
ble for the reduced tax rate for qualified dividends (7 2311) (Code Secs. 852(b) (3)(C)
and (5), 853(c), 853A(c), and 854 (b)).1? Capital gain dividends, dividends received from
a tax-exempt corporation, and dividends received from a qualified real estate investment
trust (REIT) (Y]2326) are not eligible for the dividendsreceived deduction (Code Sec,
854(a) and (b)(2)). The aggregate amount that the RIC can report as dividends eligible
for the dividends-received deduction is limited to, its aggregate dividends received from
domestic corporations for the tax year. The aggregate amount that the RIC can report as
qualified dividend income is limited to its qualified dividend income for the tax year
(Code Sec. 854(b) (1) (C)). !

Additionally, within 60 days after the close of its tax year, a RIC must report and
notify its shareholders of the portion of distributions made during the tax year that is
designated as undistributed capital gain (Code Sec. 852(b) (3) (D).

2311. Taxation of Regulated Investment Company (RIC) Distributions. The tax
treatment of a distribution received from a regulated investment company (RIC)
(M2301) depends on how the distribution is designated (] 2309). Distributiors net
designated as capital gain dividends are generally included in gross income by chare-
holders as ordinary income to the extent of the fund’s earnings and profits. Hoviever, all
or a portion of the distribution of an ordinary dividend may be a qualifed dividend
eligible to he taxed at capital gains rates (7] 733) if the aggregate amount of qualified
dividends received by the fund during the year is less than 95 peicem of its gross
income (Code Sec. 854(b) (1) (B)).!® Distributions reported as taw-eveinpt interest divi-
dends may generally be excluded from the shareholder’s grecs facome (Code Sec.
852 (b) (5) (B)).1? Exempt-interest dividends derived from private activity bonds consti-
tute tax preference items for alternative minimum tax (AMT) purposes (7 239).

If a publicly offered RIC (] 2315) makes a qualifying distribution of its stock to
shareholders who have the option to receive cash or stock, the distribution is treated as
a Code Sec. 301 distribution that generally results in a dividend (Rev. Proc. 2017-45).20
This treatment applies to distributions declared on or after August 11, 2017, if, among
other requirements, each shareholder has a cash or stock election with respect to part
or all of the distribution and at least 20 percent of the aggregate declared distribution
consists of money. The value of the stock received by any shareholder in lieu of cash is
considered to be equal to the amount of cash for which the stock is substituted. If a
shareholder participates in a dividend reinvestment plan, the stock received by that
shareholder pursuant to the reinvestment plan is treated as received in exchange for
cash received in the distribution.

References are o Standard Federal Tax Reports and Practical Tax Explanations.
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Distributions received from a RIC reported as capital gain dividends may be treated
as long-term capital gains by the shareholder for income and AMT purposes, regardless
of how long the shareholder held the shares (Code Sec. 852(b)(3)(B)).?! Similarly,
capital gains that the fund elects to pass through to the shareholder are treated as long-
term capital gains (§] 2305). The shareholder is entitled to a credit or refund for its

ortion of any capital gain taxes paid by the RIC on the undistributed capital gains (Code
Sec. 852(b) (3) (D). In addition, the shareholder may increase the basis of its shares by
the difference between the undistributed capital gains and its deemed portion of taxes
paid. The RIC must designate distributions as undistributed capital gain dividends,
reporting the designation and providing shareholders a written notice within 60 days of
the end of its tax year (Y] 2309).

If a shareholder receives a capital gain dividend or has capital gain passed through
by the fund with respect to any share or beneficial interest, and holds the share for six
months or less, then any loss on the sale of that share is treated as a long-term capital
loss to the extent of any long-term capital gain (Code Sec. 852(b) (4)).?2 The amount of
Joss that may be claimed must also be reduced by the amount of any exempt-interest
dividend received on the shares. These rules do not apply to losses incurred on the
disposition of RIC shares or beneficial interests pursuant to a plan that provides for the
periodic liquidation of such shares or interests. For purposes of determining whether a
taxpayer hag neld RIC shares for six months or less, rules similar to those for the
dividends-r=ceived deduction are applied (] 223). A RIC shareholder may also not claim
aloss frzia fhie sale or exchange of shares if the wash sale rules apply (9 1935).

£ distribution that is not. out of a RIC's earnings and profits is a return of the
sha-cholder's investment. Return-of-capital distributions are generally not subject to tax
wnd reduce the shareholder’s basis in the RIC shares. On the other hand, distributions
that are automatically reinyested by the shareholder into more shares of the fund are
taxed as if they had actually been received by shareholder in cash. Thus, reinvested
ordinary dividends and reinvested capital gain distributions are generally includible in
gross income, reinvested exempt-interest dividends are not reported as income, and
reinvested return-of-capital distributions are reported as a return of capital (IRS Pub.
550).

Deferral of Late-Year Losses. A RIC can elect to defer certain post-October capital
losses for a tax year, as well as certain late-year ordinary losses for that year, to the first
day of the following tax year (Code Sec. 852(b) (8); Notice 2015-41).2% The corporation
makes the election by giving effect to the deferral in computing its capital gains and
losses for the tax year in question, and completing its income tax return (including any
necessary schedules) for that year according to the instructions for those items that
apply to the election.

Capital Gains Tax Rates. The IRS has provided guidance that a RIC and its
shareholders must use in applying the net capital gain tax rates (] 1736) to capital gain
dividends (Notices 97-64, 2004-39, and 2015-41) .24

2313. Earnings and Profits of Regulated Investment Companies (RICs). Divi-
dends from a regulated investment company (RIC), just like dividends from most other
corporations, must be paid out of earnings and profits ( 747—9 757) (Code Secs. 301,
312, 316, 561, 562(a), and 852(a) (1)).* Thus, a RIC must maintain sufficient current or
accumulated earnings and profits to satisfy annual dividend distribution requirements.
There should also be enough earnings and profits to avoid the excise tax on the
undistributed income ( 2303).

A RIC’s earnings and profits are generally computed under the rules that apply to
an ordinary corporation. However, a RIC does not reduce its current earnings and profits
by any amount it is unable to claim as a deduction from taxable income in that year

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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(Code Sec. 852(c) (1)).26 A net capital loss for the tax year is also not taken into account
in determining earnings and profits. In addition, deductions disallowed in computing the
RIC’s taxable income with respect to tax-exempt interest are allowed in calculating g
current earnings and profits (but not accumulated earnings and profits).

If a RIC that is not a calendar-year taxpayer makes distributions to its shareholderg
with respect to any class of stock of the company in excess of the sum of its current anq
accumulated earnings and profits (i.e., a portion of the distribution constitutes return of
capital or capital gain), its current earnings and profits must be allocated first to
distributions during the RIC's tax year that are made before January 1 (Code Seg,
316(b) (4)).?" If a RIC has more than one class of stock, this rule applies separately to
each class of stock, so that distributions made during the RIC’s tax year are consideregd
to be made to the shares with higher priority before they are made to shares with lower
priority (Rev. Rul. 69-440).28

A company that has failed to qualify as a RIC because it has not purged itself of non.
RIC earnings and profits may still qualify if it distributes those earnings and profits with
interest to its shareholders (Code Sec. 852(e)).?? In order to qualify, distributions must
be specifically designated as non-RIC distributions and take place within the 90-day
period that begins on the date the corporation is determined not to be a RIC (7 2317).
This option is not available if the corporation was determined not to be a RIC because it
engaged in fraudulent tax evasion.

2315. Redemption of Regulated Investment Company (RIC) Stock. A redemption
of stock by a corporation, including a regulated investment company (RIC) (7] 2301), is
generally treated as an exchange of stock if the redemption falls within one of four
categories of transactions (Code Sec. 302):* (1) a redemption that is not essentially
equivalent to a dividend; (2) a substantially disproportionate redemption; (3) a redemp-
tion that terminates the shareholder's interest in the corporation; or (4) a partial
liguidation, in the case of a noncorporate shareholder. Redemptions of corporate stock
are discussed in ] 742—9] 745. Because transactions that fall within one of these four
categories are treated as exchanges of stock, they normally result in capital gaip
treatment to the shareholder. If the redemption does not fall within any of thes:
categories, it is treated as a Code Sec. 301 distribution of property that generally resvltz
in dividend treatment,

Special rules apply to redemptions of RIC shares. A distribution in redémption of
stock of a publicly offered RIC is treated as an exchange for stock if the redcmption is
upon the demand by the stockholder and the RIC issues only stock that 15 redeemable
upon the demand of the stockholder. A publicly offered RIC is a fund-whose shares are:
(1) continuously offered pursuant to a public offering; (2) reg¢ilerly traded on an
established securities market; or (3) held by or for no fewer than 500 persons at all times
during the tax year (Code Sec. 67(c) (2) (B)).3! Additionally, the loss disallowance and
deferral rules for transactions between related persons ( 1717) do not apply to any
redemption of stock of a fund-of-funds RIC if the RIC issues only stock that is redeem-
able upon the demand of the stockholder and the redemption is upon the demand of
another RIC (Code Sec. 267(f) (3) (D)) .32

2317. Deficiency Dividends of Regulated Investment Companies (RICs). If there
is a determination that adjustments are needed to certain amounts that a regulated
investment company (RIC) ( 2301) reports for a tax year, and if the adjustments could
cause the entity to lose its status as a RIC, the RIC may avoid disqualification by making
deficiency dividend distributions, and may claim a deduction for such dividends paid
(Code Sec. 860; Reg. §§1.860-1—1.860-5).3% A deficiency dividend is a distribution of
property (including money) that would have been includible in calculating the entity’s
dividends-paid deduction had the property been distributed during the tax year. The

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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distribution must be made within 90 days after the determination date, and before the
entity files a deficiency dividend deduction claim, which must be filed on Form 976
within 120 days after the determination date.

For a RIC, an adjustment can be: (1) an increase in its investment company taxable
income, determined without regard to the dividends-paid deduction; (2) an increase in
the amount of the excess of its net capital gain over its deduction for capital gain
dividends paid; or (3) a decrease in its dividends-paid deduction (determined without
regard to capital gains dividends). A determination is a final decision by a court, a
closing agreement, an agreement between the IRS and the entity relating to its tax
liability, or a statement by the entity attached to its amendment or supplement to a tax
return for the relevant tax year. Filing Form 8927 is treated as a self-determination by
the entity for these purposes (Rev. Proc. 2009-28) .34

The deficiency dividend deduction is not available if part of the adjustment is due to
fraud with intent to evade tax or willful failure to file a timely income tax return.

2318. Basis in Regulated Investment Company (RIC) Shares. A shareholder’s
basis in the shares of a regulated investment company (RIC) ( 2301) is usually the cost
to purchase the shares, including any fees or load charges incurred to acquire or
redeem them (5] 1975). Fees or load charges are not added to the shareholder’s original
basis if the shareholder acquires a reinvestment right, disposes of the shares within 90
days of oeing purchased, and acquires new shares in the same (or another) RIC for
which' th® fee or load charge is reduced or waived because of the reinvestment right
(Cod= Sec. 852(f)).% In such.cases, the omission of the load charge from basis applies to
iho =xtent the charge does not exceed the reduction in the load charge for the new
vestment. To the extent that a load charge is not taken into account in determining the
purchaser’s gain or loss, it is treated as incurred in connection with the acquisition of the
second-acquired shares.

This treatment of load charges applies only if the original RIC stock is disposed of
within 90 days after the date it was originally acquired, and the taxpayer acquires stock
in the same or another RIC during the period beginning on the date of the disposition of
the original stock, and ending on January 31 of the calendar year following the calendar
year that includes the date of such disposition.

The original basis of RIC shares acquired by reinvesting distributions (even ex-
empt-interest dividends) is the amount of the distributions used to buy each full or
fractional share (9 1975). A shareholder’s original basis in shares acquired by gift is
generally the donor’s adjusted basis (7 1630). However, if the fair market value of the
shares was more than the donor’s adjusted basis, then the shareholder’s basis is the
donor’s adjusted basis at the time of the gift, plus all or part of any gift tax paid. A
shareholder’s basis in RIC shares that are inherited is generally the fair market value of
the shares at the decedent’s death (or the alternate valuation date if the estate chooses)
(9 1633). No matter how a shareholder’s original basis is determined, it must be
adjusted for post-acquisition occurrences such as reinvestment of distributions and
return of capital distributions (9 2311).

2320. Tax Credit Elections of Regulated Investment Companies (RICs). A regu-
lated investment company (RIC) (2301) may elect to have its foreign tax credit
(1 2475) claimed by its shareholders on their tax returns instead of its own. The election
can only be made if more than 50 percent of the value of the RIC’s total assets at the
close of the tax year consists of stock or securities in foreign corporations and it has
distributed at least 90 percent of its investment company taxable income (] 2303) and
net tax-exempt interest (9] 2307) for the year (Code Sec. 853).36

An upper-tier RIC that is a qualified fund of funds may pass through foreign tax
credits to its shareholders without having to meet the 50-percent asset requirement

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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(Code Sec. 852(g)).”” A qualified fund of funds is a RIC at least 50 percent of the tota]
value of whose assets (as measured at the close of each quarter of its tax vear) i
represented by interests in other RICs.

A RIC may also elect to pass through to its shareholders credits attributable to tax
credit bonds (7 1471) held by the RIC (Code Sec. 853A).38

2323. After-Tax Year Distributions of Regulated Investment Companies (RICg),
A regulated investment company (RIC) (T 2301) may declare and pay spillover divi.
dends after the close of a tax year that are considered made out of its earnings ang
profits for that year (Code Sec. 855; Reg. § 1.855-1).9 Spillover dividends are included iy
the calculation of the RIC’s taxahle income for that year and are considered in determip,
ing whether the fund met its distribution requirements for the year.

Spillover dividends must be declared no later than the 15th day of the ninth month

following the close of the tax year to which the dividend relates, or the extended dye

date for the RIC's return for the tax year, whichever comes later. The dividend must be
paid to sharecholders in the 12-month period after the close of the tax year to which the
dividend relates, but no later than the date of the first dividend payment of the same type
of dividend (e.g., capital gains or ordinary) after the declaration.

The shareholder generally must treat such a dividend as received in the tax year in
which the distribution is made. This does not apply, however, to dividends declared in
October, November, or December that are treated as paid on December 31 of a calendar

year even though they are actually paid in January of the following calendar vear
(1 2303).

Real Estate Investment Trusts

2326. Qualification as Real Estate Investment Trusts (REIT). A corporation, trust,
or association that acts as an investment agent specializing in real estate and real estate
mortgages may elect to be a real estate investment trust (REIT) (Code Sec. 856).40 A
REIT may escape corporate taxation because, unlike an ordinary corporation, it ic
entitled to claim a deduction for dividends paid to shareholders against ordinary incomre
and net capital gains (T 259). An entity qualifies as a REIT if it makes an election to be
treated as such by filing Form 1120-REIT, and it meets certain requirements o to
ownership and organization, source of income, investment of assets, and distr'hution of
income to shareholders. The REIT election may be revoked voluntarily, but tii organi-
zation will be prohibited from making a new REIT election for the four ‘ay years after

revocation. An organization may elect REIT status even if it fails the o yrership test in
the first year. -

Ownership and Organization Requirements. To be eligible for RFyT status, an entity
must be taxable as a domestic corporation (Code Sec, 856(a)). A foreign corporation,
trust, and association, as well as a financial institution such as a bank or insurance
company, is not eligible. An eligible entity must be managed by one or more trustees or
directors during the entire tax year, It must also adopt a calendar-year accounting period
(Code Sec. 859).4! An entity making a REIT election may change its accounting period to
a calendar year without seeking IRS approval.

Beneficial ownership in a REIT must be evidenced by transferable shares or
certificates of interest. The REIT must have at least 100 beneficial owners for at least 335
days of a 12-month tax year (Code Sec. 856(a) and (b)). Ownership cannot be closely
held as determined under the personal holding company rules (11285) (Code Sec.
856(h)).# However, attribution to another partner in a partnership is ignored. In
addition, a pension trust generally is not treated as a single owner, but any REIT shares
or certificates of interest held by the trust are treated as directly held by its beneficiaries.
The look-through rule does not apply if persons disqualified from dealings with the

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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sion trust own five percent or more of the value of the REIT and the REIT has

f;Cmnulated earnings and profits attributable to a year it did not qualify as a REIT.
a

; ; e - Sec.
oration that was either a distributing or coxltt:olled corporation in a Code
5 és(t::t?iipution ( 2201) on or after December 7, 2015, is general'ly not ghgible to make
353131’[‘ election during the 10-year period after the date of distribution (Code Sec.
a

856(c) 8)).4 o
Income Requirements. An entity must satisfy the following income tests each tax
year in order to qualify as a REIT (Code Sec. 856(c) (2) and (3)):*

= at least 95 percent of the entity’s gross income must be ffom rents ﬁ"om real
property, gain from the disposition of real property, dividends, interest, gains from
dispositions of stock and securities, abatements al_ld ref}mds of %‘eal property taxes,
income and gain from foreclosure property, consideration received or accrued_for
agreeing to make loans secured by real prop_erty mortgages or interests or to
purchase or lease real property, and certain mineral royalty income earned from
real property owned by a timber REIT; and

o at least 75 percent of the entity’s gross income, excluding income frgm
prohibited transactions (Y] 2329), must be from real property sources, which
include rents from real property, interest on real property mortgages, gain from
the dizousition of a real estate asset (other than a npnqulalllﬁed pubhc]y_ offered
REIT" a=bt instrument), dividends and gain from the disposition o_f shares in otha_er
qualiying REITSs, abatements and refunds of _real property taxes, income and gain
1rom foreclosure property, consideration received or accrued for agreeing to make
nans secured by real property morigages or i_nterests, or to purchase or lease real
property, and qualified temporary investment income.

For both tests, an entity’s gross income does not include thg gross income from
prohibited transactions, foreign currency gains in the form of passwg foreign exchange
gains, or real estate foreign exchange gains ((;ode Sec. 856_(11)). It als:.o does not
include gains from hedging transactions Cmclu@mg counteracting hedges in tax years
after December 31, 2015) entered into by the entity to reduce the risk of .debt incurred to
acquire or hold real estate or to manage the ris_,k of currency ﬂuctuatlons: (dee Sec.
856(c) (5) (G)).#6 The IRS has the authority to designate income as not constituting gross
income for purposes of the REIT income tests. Alternatively, t‘g;a IRS may designate
nonqualified income as qualified income (Code Sec. 856(c) (5) (J})-

Real property is defined for these purposes as land and improvements to land. For
tax years beginning after August 31, 2016, real property includes land, inherently
permanent structures, and structural components of u:!herently perma.nent' structures
(Reg. §1.856-10).8 Rents from real property gener'fﬂly mcl}l.d‘e: rents from interests in
real property; amounts received for customary services (u:ulmes, maintenance), even if
separate charges are made for such services; and rent attributable to personal pro;_)erty
incidental to rental of real property if the amount allocable to personal property is 15
percent or less of the total rent (Code Sec. 856(d)).*

Rents from real property do #mof include amounts reca?ived from: ,(1) any
noncorporate person in which the REIT owns 10 percent or more in that.person s assets
or profits; (2) a corporation, if the REIT owns 10 percent or more of either .the voting
stock or the value of all shares issued by the corporation; or (3) ampunts received based
on income or profits of a tenant or debtor (unless certain conditlons‘ are met). Rents
from real property also generally do not include rents that depend on income or profits
derived by any person from the property.

Amounts paid to a REIT by a taxable REIT subsidiary (jl 234(}) are treated as rents
from real property if at least 90 percent of the property at issue is rented to unrelated

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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dividends only. For tax years beginning hefore 2018, if a REIT has any net capital gaing
in the tax year, the tax imposed on REIT taxable income is the lesser of (1) the regular
corporate tax on REIT taxable income, or (2) the regular corporate tax on REIT taxable
income, determined by excluding net capital gains and by computing the deduction for
dividends paid without capital gain dividends, plus 35 percent on the excess of the net
capital gain minus any capital gain dividends paid (Code Sec. 857(b)(3), prior to
amendment by the Tax Cuts and Jobs Act (P.L. 115-97)).

A REIT may avoid tax on ils net capital gains by distributing the gains to its
shareholders (f2331). The REIT must designate any distributions as capital gaip
dividends in a written notice to the shareholders or beneficiaries with its annual report
or within 30 days of the end of the tax year. For purposes of determining the maximum
amount of capital gain dividends that a REIT may pay for a tax year, the REIT may pog
offset its net capital gains with the amount of any net operating losses (NOLs) (1 1145),
In addition, the REIT must increase the amount of any NOL carryover to the extent it
pays capital gains dividends in excess of its net income.

If the REIT does retain any net capital gains, it may elect to designate to its
shareholders some or all of those undistributed amounts and the tax it paid on thoge
gains. For this purpose, undistributed capital gains is the excess of net capital gain over
the deduction for dividends paid for capital gain dividends only. The REIT must make
the designation in a written notice to its shareholders at any time before the end of the
60-day period after the close of its tax year, or mailed with its annual report for the tax
year. The REIT uses Form 2438 to report and determine its tax on undistributed capital
gains, and Form 2439 to inform each shareholder of his or her portion of the undistrib-
uted gains and any tax paid. Form 2439 must be provided within 60 days of the close of
the REIT’s tax year. The REIT must also report any undistributed long-term capital gains
not designated to sharcholders and any net short-term capital gain on Form 8949 and
Schedule D (Form 1120).

Net Operating Losses. NOLs sustained by a REIT in tax years ending after 2017 n.ay
not be carried back, but may be carried forward indefinitely. However, NOLs sustaiaen
in tax years beginning after 2017 may only reduce 80 percent of the REITs taxavie
income (Code Sec. 172(a) and (b) (1) (A)).5* NOLs sustained by a REIT in tax sears
ending before 2018 may not be carried back, and only may be carried forward 20 years,
NOLs arising from a non-REIT year ending before 2018 cannot be carri=d back to a
REIT year ( 1151) (Code Sec. 172(b) (1) (B), prior to being stricken by T.1.. 115-97).

Built-in Gains Tax. A REIT may be subject to a miotlified versien o1 the builtin gains
tax imposed on an S corporation (Y 337) if property owned by & C ~crporation becomes
property of the REIT when the corporation qualifies as a REIT (W 2326) or is transferred
to the REIT, or if a C corporation engages in a conversion transaction involving a REIT
(Reg. §1.337(d)-7; Temp. Reg. §1.337(d)-7T).6 The tax does not apply if the corporation
makes a deemed sale election to recognize gain and loss as if it sold the converted
property to an unrelated person at fair market value, The tax also does not apply if the
corporation otherwise recognizes gain or loss on the conversion transaction, or if the
corporation’s gain is not recognized in a likekind exchange or an involuntary
conversion.

The Treasury Department has identified the Code Sec. 337 regulations as signifi-
cant tax regulations that impose an undue financial burden on U.S. taxpayers and/or add
undue complexity to the federal tax laws, pursuant to Executive Order 13789 (issued
April 21, 2017) (Notice 2017-38). The Treasury has proposed to revise these regulations
such that they will prevent the inappropriate recognition of excess gain and more closely
reflect the intent of Congress (Treasury Department’s Second Report to the President
on Identifﬁy;ing and Reducing Tax Regulatory Burdens (Executive Order 13789) (October
2, 2017)).

&/

References are to Standard Federal Tax Reports and Practical Tax Explanations.

62 41 12,002

112329

L 916,241H, 9 16,241HK 4 9 16,242.20

SPECIAL CORPORATE STATUS [ Real Estate Investment Trusts 779

Other Taxes. In addition to the tax on its taxable income, a REIT may be subject to
the following additional taxes:

e a tax for failure to meet the REIT asset or income requirements for the tax
year (7 2326);

® atax at the highest corporate rate (21 percent for tax years beginning after
2017) on net income from foreclosure property (Code Sec. 857(b) (4));85

® a 100-percent tax on the net income derived from a prohibited transaction
(e.g., disposition of property, other than foreclosure property, that is held for sale
to customers in the ordinary course of business) (Code Sec. 857 (b) (6));66

e a fourpercent excise tax on the amount of any taxable income that is
undistributed at the end of the tax year, and calculated and paid on Form 8612
(Code Sec. 4981);%7 and

¢ a 100-percent tax on the excess portion of rents, deductions, and interest
that must be reduced to clearly reflect income if a REIT and taxable REIT
subsidiary (] 2340) engage in transactions other than those at arm’s length (Code
Sec. 857(b) (7)).88

2331. Taxation of REIT Distributions. Distributions received from a real estate
investmen® trost (REIT) (] 2326) not designated as capital gain dividends are generally
treated by shareholders as ordinary income to the extent of the REIT’s earnings and
profits: Huwever, all or a portion of the distribution. of an ordinary dividend may be a
qualihicd dividend eligible to be taxed at capital gains rates (Y 733). The amount a REIT
~.n designate as qualified “dividend income is limited to the sum of: (1) the REITs
avaiified dividend incomie for the tax year; (2) the excess of the sum of REIT taxable
income for the preceding tax year and the income subject to tax under the Code Sec.
337(d) regulations for.that preceding tax year, over the taxes payable by the REIT under
the REIT rules (2329) and the Code Sec. 337(d) regulations for that preceding tax
year; and (3) the amount of earnings and profits that were distributed by the REIT for
the tax year and accumulated in tax years in which the entity was not a REIT. The
amount of qualified dividends must be specified by the REIT in a written notice to
shareholders no later than 60 days after the close of the tax year (Code Sec. 857(c) (2)).9?

If a publicly offered REIT makes a qualifying distribution of stock to shareholders
who have the option to receive cash or stock, the distribution is treated as a Code Sec.
301 distribution that generally results in a dividend (Rev. Proc. 2017-45).7 This treat-
ment applies to distributions declared on or after August 11, 2017, if, among other
requirements, each shareholder has a cash or stock election with respect to part or all of
the distribution and at least 20 percent of the aggregate declared distribution consists of
money. The value of the stock received by any shareholder in lieu of cash is considered
to be equal to the amount of cash for which the stock is substituted. If a shareholder
participates in a dividend reinvestment plan, the stock received by that shareholder
pursuant to the reinvestment plan is treated as received in exchange for cash received in
the distribution.

Distributions in excess of the REIT's earnings and profits (other than deficiency
dividends (9]2337)) constitute a return of the shareholder’s basis (] 735). Dividends
received from a REIT do not qualify for the dividends-received deduction for corpora-
tions ( 223).

Distributions designated as capital gain dividends are treated as long-term capital
gains by the shareholders, regardless of how long they held their interests in the REIT
(Code Sec. 857(b) (3)).™ This includes any undistributed capital gains designated by the
REIT (9] 2329). Shareholders are entitled to a credit or refund for their portion of any
capital gain taxes paid by the REIT on the undistributed capital gains. In addition, a

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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shareholder must increase the basis of his or her REIT shares by the difference betweey
his or her portions of the undistributed capital gains and the deemed taxes paid. Cerajy
capital gain distributions from REITs to foreign investors are treated as REIT dividengg
that are not capital gains.

If a shareholder receives a capital gain dividend or the REIT has designateq
undistributed capital gains with respect to any share or beneficial interest, and the
shareholder holds the share for six months or less, then any loss on the sale of that
share is treated as a long-term capital loss to the extent of the long-term capital gain
dividend (Code Sec. 857(b)(8)).7 This rule does not apply to losses incurred on the
disposition of REIT stock or a beneficial interest under a plan that provides for the
periodic liquidation of such shares or interests. For purposes of determining whether
taxpayer has held REIT stock or a beneficial interest for six months or less, rules similar
to those for the dividends-received deduction are applied (7 223).

Capital Gains Tax Rates. The IRS has provided guidance that a REIT and itg
shareholders must use in applying the net capital gain tax rates (Y 1736) to capital gain
dividends (Notices 97-64 and 2004-39).72

2337. Deficiency Dividends of REITs. If there is a determination that adjustments
are needed to certain amounts that a real estate investment trust (REIT) (1 2326)
reports for a tax year, and if the adjustments could cause the entity to lose its REIT
status, the REIT may avoid disqualification by making deficiency dividend distributions,
and may claim a deduction for the dividends paid (Code Sec. 860; Reg. § §1.860-1—
1.860-5).7 For a REIT, an adjustment can be: (1) an increase in the sum of its taxable
income (determined without regard to its dividends-paid deduction and excluding any
net capital gain), plus the excess of its net income from foreclosure property minus the
tax on the foreclosure property net income; (2) an increase in the amount of the excess
of its net capital gain over its deduction for capital gain dividends paid; or (3) a decrease
in its dividends-paid deduction (determined without regard to capital gains dividends),
See 92317 for the deficiency dividend procedure, which is the same as that for
regulated investment companies (RICs).

2339. After-Tax Year Distributions of REITs. A real estate investment trust (REIT)
(1 2326) that declares a dividend (including a capital gain dividend) before the due date
for filing its return for a tax year (including extensions), but distributes the dividend
after the close of the tax year, can treat the dividend as having been paid duri.g the tax
year if the entire declared dividend is paid within the 12-month period folic ving the
close of the tax year and no later than the date of the first regular dividend payment after
the declaration (Code Sec. 858; Reg. §1.858-1).7 The shateholder must generally treat
the dividend as received in the tax year in which the distribution is vaa-de. This rule does
not apply, however, to dividends declared in October, November, ¢r December that are
treated as paid on December 31 of a calendar year even if they are actually paid in
January of the following calendar year (7 2329).

2340. REIT Subsidiaries. A real estate investment trust (REIT) (9] 2326) may own
a qualified REIT subsidiary and treat all of the subsidiary’s assets, liabilities, and items of
income, deduction, and credit as its own (Code Sec. 856(1)).™ A qualified subsidiary is
any corporation other than a taxable REIT subsidiary, all of the stock of which is held by
the REIT. A taxable REIT subsidiary is any corporation that is owned, in whole or in
part, by the REIT and that both entities jointly elect using Form 8875 to treat as a taxable
REIT subsidiary (Code Sec. 856(1)). A taxable REIT subsidiary can be used by the REIT
to provide noncustomary services to its tenants or to manage and operate properties
without causing the amounts received or accrued to be disqualified as rents from real
property. The election to be treated as a taxable REIT subsidiary can only be revoked
with the consent of both the REIT and the subsidiary.

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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Real Estate Mortgage Investment Conduits

2343. Qualification as Real Estate Mortgage Investment Conduit (REMIC). A real
ectate mortgage investment conduit (REMIC) is an entity that holds a fixed pool of
mortgages and issues multiple classes of interests to investors (Code Sec. 860D; Reg.
§1,860D-1) 77 A REMIC is treated like a partnership for federal tax purposes with its
income passed through to its interest holders (Y 2344). Thus, a REMIC is not subject to
{axation on its income, although it is subject to taxes on prohibi‘ged transactions
(q 2355), income from foreclosure property (9] 2356), and on certain contributions
received after its start-up day (9] 2357). It also may be required to withhold taxes on
amounts paid to foreign holders of regular or residual interests ( 2367).

An entity qualifies as REMIC if it makes an irrevocable election to be treated as
such by filing Form 1066 during its first tax year of existence, and if it meets certain
requirements as to its investors (Y] 2344) and assets (] 2345). If an entity ceases to
qualify as a REMIC at any time during the tax year, it will not be treated as a REMIC for
that or any later tax year. A REMIC is required to file an information return with the IRS
on Form 8811 within 30 days of its start-up day (and 30 days from any change of
information provided in a previously-filed Form 8811) identifying its representative for
reporting tax information (Reg. § 1.6049-7).78

2344. Investors’ Interests in REMICs. In order to qualify as a real estate mortgage
investment conauit (REMIC) (9 2343), all of the interests in the entity must be either
regular intcrests or residual interests, and there must be only one class of residual
interests (Code Sec. 860D; Reg. §1.860D-1).7 However, a de minimis interest that is
neitber a vegular nor a residual interest can be created to facilitate the REMIC creation.

A -vegular interest is any interest that is issued on the start-up day of the REMIC
wily fixed terms and that is designated as a regular interest (Code Sec. 860G(a) (1); Reg.
31.860G-1).%% A regular interest may be issued in the form of debt, stock, interest in a
partnership or trust, or any other form permitted by state law, as long as it uncondition-
ally entitles the holder to receive a specific principal amount and interest based on a
fixed rate (or permitted variable rate). An interest-only regular interest may also be
issued that entitles the holder to receive interest payments determined by reference to
the interest payable on qualified mortgages, rather than a specified principal amount.

An interest does not fail to qualify as a regular interest merely because the timing of
principal payments may be contingent on the prepayments on qualified mortgages or the
amount of income from permitted investments ( 2345). In addition, an interest does not
fail to be a regular interest solely because the specified principal amount may be
reduced as a result of a nonoccurrence of a contingent payment with respect to a reverse
mortgage loan held by the REMIC if the REMIC’s sponsor reasonably believes on the
start-up day that all principal and interest due under the regular interest will be paid at or
prior to the REMIC’s liguidation. The REMIC must file Form 1099-INT for each regular
interest holder (and furnish a copy to the interest holder) that has been paid or to which
has accrued $10 or more of interest during the calendar year (Reg. §1.6049-7).8! If the
REMIC is also reporting original issue discount (OID) ( 1952), it can report both the
interest and OID on Form 1099-O1D.

A residual interest is an interest issued on the REMIC’s start-up day that is not a
regular interest and that is designated as a residual interest (Code Sec. 860G (a) (2)).82
There may be only one class of residual interests, and any distribution with respect to
such interests must be pro rata. A REMIC must have reasonable arrangements to
ensure that residual interests are not held by certain disqualified organizations (govern-
ments, exempt organizations, cooperatives) (Code Sec. 860D (a) (3) and (6)).8 For each
quarter of its tax year, a REMIC must send a Schedule Q (Form 1066) to residual
interest holders reporting their share of the REMIC’s income or loss (Reg.
§1.860F-4(e)) .

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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REMIC Interests as Assets in Other Contexts. Regular and residual interests ing
REMIC are treated as real estate assets for purposes of determining if an organizatjo,
qualifies as a real estate investment trust (REIT) (§ 2326). However, if for any calep,
quarter less than 95 percent of the REMIC's assets are real estate assets, the RE[T .
treated as holding directly its proportionate share of the assets and income of fhe
REMIC (Code Sec. 856(c) (5) (E); Reg. § 1.856-3(h)).%5

If one REMIC owns interests in another REMIC, then the character of the secong
REMIC'’s assets flow through for purposes of making this determination. Any regular o
residual interest in a REMIC can also qualify as an asset for purposes of determinj
whether an organization is a domestic building and loan association (Code Sec,
7701(a) (19); Reg. §301.7701-134) .86 If 95 percent or more of REMIC assets qualify ag an
asset for this purpose, then the entire interest in the REMIC can qualify as an asset.

2345. Qualified Morigages and Permitted Investments of REMICs. In order to
qualify as a real estate mortgage investment conduit (REMIC) (Y] 2343), substantially all
of an entity’s assets must consist of qualified mortgages and permitted investments at
the close of the third month beginning after the start-up day and all times thereafter
{(Code Sec. 860D (a)(4)).% A qualified mortgage is any obligation that is principally
secured by an interest in real property and that:

e is transferred to the REMIC on the start-up day in exchange for a regular or
residual interest; '

e is purchased by the REMIC within three months after the startup day
pursuant to a fixed price contract in effect on the start-up day; or

e represents an increase in the principal under the original terms of the
obligation, if the increase (1) is atiributable to an advance made to the obligor -
under the terms of a reverse mortgage or other obligation, (2) occurs after the )
start-up day, and (3) is purchased by the REMIC pursuant to a fixed price contrast
in effect on the start-up day (Code Sec. 860G (a) (3)).%8

A qualified mortgage may also include any qualified replacement mortgag=, o a
regular interest in another REMIC transferred on the start-up day in exchanve for a
regular or residual interest.

Permitted investments include cash-flow investments of amounfs veceived under
qualified mortgages for a temporary period, intangible property held for payment of
expenses as part of a qualified reserve fund, and foreclosurs property acquired in
connection with the default of a qualified mortgage (Code Sec. 580G (a) (5)).5°

2349. Transfer of Property to REMICs. No gain or loss is recognized if property is
transferred to a real estate mortgage investment conduit (REMIC) in exchange for a
regular or residual interest (72344) (Code Sec. 860F(b); Reg. §1.860F-2(b)).** The
basis of a regular or residual interest received in the exchange is equal to the total
adjusted basis of the properly transferred, plus any organizational expenses. If the
transferor receives more than one interest in the REMIC (both a regular and residual
interest), then the basis must be allocated among the interests in accordance with their
respective fair market values. The basis of the property received by the REMIC in
exchange for a regular or residual interest is its fair market value immediately after the
transfer.

The issue price of a regular or residual interest is generally determined under the
same rules as for determining the issue price for the original issue discount (OID) of
debt instruments (7 1952) (Code Sec. 860G(a) (10)).9* If the issue price of a regular

References are to Standard Federal Tax Reperts and Practical Tax Explanations.

88 4] 26,720; §45,445.05 91 q1 26,720
89 q] 26,720; §45,445.05

90 q] 26,700, 7 26,7008

85 47 26,500, 9 26,504
86 q1 43,080, 9 43,109
87 q] 26,660; § 45,445.05

112345

PECIAL CORPORATE STATUS (] REMICs 783

interest in a REMIC exceeds its adjusted basis, then the excess is included in the
(ransferor’s gross income as if it were a market discount bond (1958) (Code Sec.
860F(b) (1) (C); Reg. § 1.860F-2(b) (4)).92 If the issue price of a residual interest exceeds
its adjusted basis, then the excess is included in the transferor’s gross income ratably
over the anticipated weighted average life of the REMIC. If the adjusted basis of a
regular interest exceeds the issue price, then the excess is allowable as a deduction to
the transferor under the rules similar to those governing amortizable bond premiums
(41967) (Code Sec. 860F (b) (1) (D); Reg. §1.860F-2(b)(4)). If the adjusted basis of a
residual interest exceeds the issue price, then the excess is allowed as a deduction to the
iransferor over the anticipated weighted average life of the REMIC.

2352. Taxable Income or Loss of REMICs. A real estate mortgage investment
conduit (REMIC) (92343) is not generally taxed on its income (Code Sec. 8604).93
However, its taxable income must still be determined for purposes of the taxation of
residual interest holders (f 2361). REMIC taxable income is determined in the same
manner as that of an individual, except that it must use the accrual method of accounting
and make the following adjustments:

® Regular interests in the REMIC are treated as debt.

® Market discount on any bond is included in gross income as the discount
accrues:

+ No item of income, gain, loss, or deduction from a prohibited transaction is
taken into account (] 2355). .

® The deductions.for-personal exemptions, foreign taxes, charitable contribu-
tions, net operating losses (NOLs), itemized deductions for individuals (except
ordinary and necessary expenses paid or incurred for the production of income),
and depletion are not-allowed.

s The amoint of any net income from foreclosure property is reduced by the
amount of tax imposed on that income.

e (Gain or loss from the disposition of assets, including qualified mortgages
and permitted investments, is treated as ordinary gain or loss rather than gain or
loss from a capital asset,

e Interest expenses (other than the portion allocable to tax-exempt interest)
may be deducted without regard to the investment interest limitation.

® Debts owed to the REMIC are not treated as nonbusiness debts for pur-
poses of the bad debt deduction.

e The REMIC is not treated as carrying on a trade or business, and ordinary
and necessary operating expenses may only be deducted as expenses incurred for
the production of income (9] 1085) (Code Sec. 860C(b); Reg. § 1.860C-2).%

A REMIC’s net loss is determined by subtracting its gross income from allowable
deductions, taking into account the same modifications listed above.

2355. Prohibited Transactions of REMICs. A real estate mortgage investment
conduit (REMIC) (] 2343) is required to pay a 100-percent tax on its net income from a
prohibited transaction; losses are not taken into account for this purpose (Code Sec.
860F (2)).% The disposition of any qualified mortgage is considered a prohibited transac-
tion unless the disposition is due to:

e the substitution of a qualified replacement mortgage for a qualified mort-
gage (or the repurchase in lieu of substitution of a defective obligation);

e the bankruptcy or insolvency of the REMIC;
e a disposition incident to foreclosure or default of a mortgage; or
e a qualified liquidation.

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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A significant modification of a mortgage is considered a dispositi
: ) position (Reg.
§1.8§50G-2 (b)).% The _IRS has issued procedures that set forth conditions under Whicgh
modlﬁcauons of certain mortgage loans, as well as subprime mortgage loans, will not be
%(;Eli\s&igred' a disposition of a qualified mortgage and a prohibited transaction of a
or investment trust that holds the loans (Rev. Proc. 2010-30: Rev. :
Rev. Proc. 2009-23).97 = s N

Prohiblited transactions of a REMIC also include: the receipt of any income from ap
asset that is neither a qualified mortgage nor a permitted investment (§ 2345); the
receipt of any amount that represents a fee or compensation for services; and the re::eipt
of gain from the disposition of any cash flow investment, unless the disposition is made
pursuant to a qualified liquidation. A disposition is not treated as a prohibited transaction
if it is required to prevent default on a regular interest where the threatened default

results from a default on one or more qualified mortgages, or is undertaken to facilitate a
cleanup call.

2_356. Net Income from Foreclosure Property. A real estate mortgage investm
conduit (REMIC) is subject to tax at the highest applicable corporate inc%n%e tax rate ?ant
percent for tax years beginning after 2017) (1219 on its net income from foreclosure
property for the tax year (Code Sec. 860G(c)).% For this purpose, net income from
foreclosure property is the excess of gain irom the sale or other disposition of foreclo-
sure property as described in Code Sec. 1221(2) (1) (ie., stock in trade or property held
by the RE_MIC for sale to customers in the ordinary course of trade or business), plus
the.gross income derived from foreclosure property during the tax year, over deduc,:tions
derived from the production of such income (Code Sec. 857(b) (4) (B)).#?

Foreclosure property is any interest in real property, and personal property inci
to the real property, acquired by a REMIC as a gsrutlyt of apdefault (Ef aplergeug:rlldfhn;
property or a debt securing the property. A REMIC must elect to treat property as
ﬂ)rec.losurc?a property by the due date (including extensions) of its annual return for the
year in which it acquires the property. Property ceases to be foreclosure property: (1) ag
g}f{t f;he .clor?e of t};edthird( Zt)aslcf ¥§M after the tax year in which it is acquired, unless ax

nsion is granted, or (2) if the property’ i i
ot et b e (e)).lmp perty’s foreclosure property status terminates prioy

2357. Post-Startup Contributions to REMICs. A real estate morteage inv asme
condu1t (REMIC) (9] 2343) that receives contributions of property after i%s itm,-up dayri}st
subject‘ to a tax equal to the full value of the contribution (Code Sec 830G (d)).101
Exceptions to the tax are provided for cash contributions that are: made o facilitate a
cleanup call or a qualified liquidation; in the nature of a guarantec: riade during the
_threemc_mth period that begins on the start-up day; made by a helder of a residual
interest in the REMIC to a qualified reserve fund; or permitted uader regulations.

2358. Taxation of Regular Interests. Holders of regular interests in a real estate
mortgage investment conduit (REMIC) (7 2344) are taxed as if their interests were debt
instruments, except that income derived from their interests must be computed under
the accmﬂ method of accounting (Code Sec. 860B).1%2 Gain on the disposition of a
rf;gular Interest is treated as ordinary income to the extent of unaccrued original issue
dISCOl:lI]t (OID) (1 1952), computed at 110 percent of the applicable federal rate (AFR)
effective at the time the interest was acquired. The REMIC must report interest
payments of $10 or more to regular interest holders and the IRS on Form 1099-INT.

2361: Taxation of Residual Interests. A holder of a residual interest in a real estate
mortgage investment conduit (REMIC) (Y] 2344) must take into account daily portions of
the ta:;able Income or net loss of the REMIC (Y 2352) for each day during the tax year
on which the interest is held (Code Sec. 860C; Reg. §1.850C-1).193 The daily portion is

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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determined on the basis of quarterly computations of the REMIC’s taxable income or net
loss with such amounts being allocated among all residual interests in proportion to
their respective holdings on each day during the quarter (reported on Schedule Q
(Form 1066)).

The holder treats the daily portion of taxable income and net loss as ordinary
income or loss. However, the amount of loss that the holder may take into account in
any calendar quarter cannot exceed the holder’s adjusted basis in the residual interest
(as determined without regard to any required basis decreases for the daily portions of
the REMIC’s net loss). Any allocated loss that is disallowed may be carried forward to
succeeding calendar quarters indefinitely, but it may only be used to offset income from
the same REMIC.

Distributions made by the REMIC to a holder of a residual interest are received tax
free to the extent that they do not exceed that holder’s adjusted basis in his or her
interest. Any excess is treated as gain from the sale or exchange of the interest. The
basis of a holder's residual interest is increased by the daily portion of REMIC taxable
income allocated to the interest. The holder’s basis is decreased, but not below zero, by
the amount of any distribution received and the daily portion of the REMIC net loss
allocated to the interest holder. If a residual interest in a REMIC is disposed of by the
holder, thesc adjustments are treated as occurring immediately before the disposition.

Incemwe 1a Excess of Daily Accruals. A holder of a residual interest may not reduce
taxable income (or alternative minimum taxable income (AMTT)) for the tax year below
his or her excess inclusion for the year (Code Sec. 860E; Reg. §1.860E-1).1% A holder's
=% ~eus inclusion is equal to the excess of the net income passed through to the holder
a3k calendar quarter over a deemed interest component referred to as the “daily
accrual.” The effect is to prevent a holder from offsetting his or her excess inclusion by
any net operating losses’ (NOLs) (] 1145) or in calculating alternative minimum tax
(AMT) ( 190). Excess inclusions are also treated as unrelated business taxable income
for tax-exempt holders (9 655). If a residual interest is held by a regulated investment
company (RIC), real estate investment trust (REIT), common trust fund, or cooperative,
a portion of the dividends paid by the organization to its shareholders are treated as
excess inclusions.

Application of Wash Sale Rules. Except as provided in the regulations, the wash sale
rules (§ 1935) apply to dispositions of residual interests where a seller of the interest
acquires any residual interest in any REMIC (or any interest in a taxable mortgage pool
(9 2368) that is comparable to a residual interest) within a period beginning six months
hefore the date of sale or disposition and ending six months after that date (Code Sec.
860F(d)).105

Residual Interests Held by Disqualified Organizations. If a disqualified organization
(government, exempt organization, cooperative) holds a residual interest in a REMIC at
any time during the tax year, then an excise tax is imposed against the person or entity
that has transferred the interest to the organization (Code Sec. 860E(e); Reg.
§1.860E-2).1% The tax is the highest applicable corporate income tax rate (21 percent for
tax years beginning after 2017) (9] 219) imposed on the present value of the total excess
inclusion that is anticipated for the interest after the transfer takes place. If the transfer
is through an agent of the disqualified organization, the agent must pay the tax.

Noneconomic Interests. The transfer of a noneconomic residual interest is disre-
garded for federal tax purposes if a significant purpose of the transfer was to impede the
assessment or collection of tax (Reg. § 1.860E-1(c)).2%7 A noneconomic residual interest
is one for which anticipated distributions are insufficient to meet anticipated tax
liabilities.

2367. Foreign Holders of REMIC Interests. If the holder of a residual interest in a
real estate mortgage investment conduit (REMIC) (7 2361) is a nonresident alien or

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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foreign corporation, then for withholding and income tax purposes (9 2425): ()
amounts includible in the holder’s gross income are taken into account when paid or
distributed, or when the interest is disposed; and (2) no exemption from the 30-percent
tax imposed on U.S-source income not effectively connected with a U.S. business
applies to any excess inclusion (Y 2431) (Code Sec. 860G (h)).108

2368. Taxable Mortgage Pools. If a mortgage pool does not elect to be or qualify
as a real estate mortgage investment conduit (REMIC) (Y 2343) or as a financial asset
securitization investment trust (FASIT) formed prior to January 1, 2005 (7 2394), it may
qualify as a taxable mortgage pool. An entity is a taxable mortgage pool if:

(D) substantially all the assets of which comsist of debt obligations (or
interests therein) and more than 50 percent of the obligations (or interests) consist
of real estate mortgages;

(2) the entity is the obligor under debt obligations with two or more maturi-
ties; and
(3) under the terms of the entity’s debt obligations, payments on the obliga-

tions referred to in (2) are related to payments on the obligations or interests
referred to in (1) (Code Sec. 7701(i)).109

A taxable mortgage pool is taxed as a separate corporation and may not join with
any other corporation in filing a consolidated return. Any portion of an entity that meets
the requirements above is treated as a taxable mortgage pool. However, no domestic
savings and loan association can qualify to be a taxable mortgage pool.

Insurance Companies

2370. Taxation of Life Insurance Companies. For tax years beginning after 2017, a
life insurance company is generally taxed on its life insurance company taxable income,
including any net capital gains, at the 21-percent corporate income tax rate (7 219)
(Code Sec. 801).110 A Tife insurance company with a fiscal year that includes January 1,
2018, pays federal income tax using a blended tax rate under the Code Sec. 15 tax
proration rules. More specifically, a life insurance company determines its federal
income tax for the fiscal year by (1) calculating its tax for the entire tax year using the
graduated corporate income tax rates in effect for tax years beginning before 2018, 2
calculating its tax for the tax year using the 21-percent rate for tax years beginning afer
2017, (3) proportioning each tax amount in (1) and (2) based on the number of lavs in
the tax year when the different rates were in effect, and (4) adding the two aniounts
determined in (3). The sum of these two amounts is the life insurance company’s
income tax for the fiscal year that includes January 1, 2018 (Notice 2018-38) 411

In tax years beginning before 2018, if a life insurance company has nst capital gains,
the company is taxed at the 35-percent corporate capital gain raic (% :738) on its net
capital gain, and at regular corporate tax rates on the excess ut its life insurance
company taxable income minus the net capital gain, if this results m a lower tax amount
(Code Sec. 801(a)(2), prior to being stricken by the Tax Cuts and Jobs Act (P.L.
115-97)).

Life insurance company taxable income for this purpose is the sum of the life
insurance company’s net premiums, net decreases in reserves, and other items of
income, minus deductions for the following: claims, benefits, and losses accrued; net
increases in various reserves (Y 2372); policyholder dividends (7 2373); dividends re-
ceived (subject to limitations); operational losses in tax years beginning before 2018
(11 2377); net operating losses in tax years heginning after 2017; consideration paid for
another person’s assumption of the company’s insurance and annuity liabilities; and
dividend reimbursements paid to another insurance company (Code Secs. 803, 804, and
805).112 All other deductions allowed to a corporation are also permitted, subject to some
modifications. A life insurance company uses Form 1120-L to figure and report its
taxable income.

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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For tax years beginning before 2018, small life insurance companies (with gross
assets of less than $500 million at the close of a tax year) may claim an additional
deduction based on their tentative taxable income (Code Sec. 806, prior to being
stricken by P.L. 115-97).113

A business entity qualifies as a life insurance company if: (1) more than half of its
business activities consist of issuing life insurance or annuity contracts, or reinsuring
risks underwritten by other insurance companies; and (2) more than half of its total
reserves for paying off insurance obligations consist of life insurance reserves, plus
unearned premiums, and unpaid losses on noncancellable life, accident, or health
policies that are not included in life insurance reserves (Code Sec. 816).114

2372, Net Change in Reserves of Life Insurance Companies. A life insurance
company (7] 2370) may deduct the net increase in certain reserves and must include in
income the net decrease in such reserves that have occurred during the tax year (Code
Sec. 807).115 The net increase or decrease is generally computed by comparing the
closing balance for the company’s reserves to the opening balance of the reserves. The
closing balance is reduced by the policyholders’ shares of tax-exempt interest and
shares of the increase in cash values of insurance and annuity contracts for the year.

Items thavmust be taken into account in determining whether reserves have had a
net increasc or decrease include:

* life insurance reserves;
» unearned premitims and unpaid losses (Code Sec, 846);116

e discounted amounts necessary to satisfy obligations arising under contracts
that did not involve life; accident, or health contingencies;

e dividend accumulations and other amounts held in connection with insur-
ance and annuity contracts;

¢ advanced premiums and liahilities for premium deposit funds; and

® reasonable special contingency reserves for group term life insurance or
group accident and health contracts.

For tax years beginning before 2018, insurance companies that are required to
discount unpaid losses could claim an additional deduction up to the excess of undis-
counted unpaid losses over related discounted unpaid losses (Code Sec. 847, prior to
being stricken by the Tax Cuts and Jobs Act (P.L. 115-97)).117

2373. Policyholder Dividends of Life Insurance Companies. A life insurance
company (9] 2370) may claim a deduction in calculating taxable income for dividends or
similar distributions paid or accrued to policyholders during the tax year (Code Sec.
808).118 A policyholder dividend includes excess interest, premium adjustments, experi-
encerated refunds, and any amount paid or credited to policyholders not based on a
fixed amount in the contract but dependent on the experience rate of the company or the
discretion of management. The policyholder dividends deduction must be reduced by
the amount by which the deduction was accelerated due to a change in the life insurance
company’s business practice.

2377. Net Operating Loss Deduction of Life Insurance Companies. Life insur-
ance companies (] 2370) are allowed a net operating loss (NOL) deduction (7 1145) for
losses arising in tax years beginning after 2017 the same as other corporations. NOLs
are not taken into account in determining a life insurance company’s limitations on the
dividends-received or charitable contribution deductions (Code Sec. 805).119

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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For losses arising in tax years beginning before 2018, a life insurance COmpamy,
could claim an operations loss deduction in calculating taxable income, which equaleq
the sum of operations loss carryovers and carrybacks to the tax year. The company-é
lpss'from operations for a tax year was the excess of its life insurance deductions over its
life insurance gross income (subject to limitations). An operations loss could be carrieq
back three years and carried forward 15 years (Code Sec. 810, prior to being stricken by
the Tax Cuts and Jobs Act (P.L. 115-97)).120

2378. Taxation of Other Insurance Companies. An insurance company that does
not meet the definition of a life insurance company ( 2370) (property and casualty
companies) is subject to taxation at regular corporate income tax rates (7 219) on its
taxqb]e income (Code Secs. 831(a) and 832).12! However, the company is exempt from
tax if its gross receipts for the tax year do not exceed $600,000 and more than 50 percent
of gross receipts consist of premiums ($150,000 and 35 percent, respectively, for a
mutual insurance company) (Code Sec. 501(c) (15)).122

A property and casualty insurance company may elect to be taxed only on its
taxable investment income if it has net written premiums for the tax year (or direct
wrilten premiums if greater) that do not exceed $2.3 million for 2018 (projected to be
$2.3 million for 2019). The company’s net written premiums is its gross investment
income less deductions for tax-free interest, investment expenses, real estate expenses,
depreciation, paid or accrued interest, capital losses, trade or business deductions, and
certain corporate deductions (Code Secs. 831(b) and 834(e); Rev. Proc, 2017-58).123

For tax years beginning after December 31, 2016, a property and casualty insurance
company must also meet a diversification requirement to be eligible to be taxed on only
its taxable investment income. There are two methods of meeting this requirement, The
primary method—the “risk diversification test’—is to have no more that 20 percent of
the company’s net written premiums (or direct written premiums if greater) attributable
to one policyholder in a tax year.

A small insurance company that fails to meet this test may be able to meet the
alternative “relatedness test” This requires that no person who holds (directly or
indirectly) an interest in the company be a “specified holder” with aggregate interests in
the company (held directly or indirectly) that are a higher percentage of the entire
interests in that insurance company than a de minimis percentage of interests 11 the
relevant specified assets with respect to the company held (directly or indirertiy) by the
specified holder.

For tax years beginning after December 31, 2016, a small insurance company with
an election in effect to be taxed on its taxable investmeittincome is required to meet any
information and substantiation reporting requirements regarding *h> civersification test
as may be established by the IRS (Code Sec. 831(d)).124

2380. Foreign Insurance Companies. A foreign company carrying on an insur-
ance business within the United States that would otherwise qualify as an insurance
company if it were a domestic company is taxable as an insurance company on its
income effectively connected with the conduct of any U.S. trade or business (§ 2429)
and is taxable on its remaining income from U.S. sources (] 2431) (Code Sec. 842) 125

Other Special Entities

2383. Banks and Other Financial Institutions. A bank or other financial institu-
tion is generally subject to the same tax rules as a corporation except that a bank is not
subject to capital loss limitations with respect to the worthlessness of debt securities
(1 1916). Instead, a bank may treat these losses as bad debt losses. In addition, if one
bank directly owns at least 80 percent of each class of stock of another bank, the first
bank’s losses on worthless stock and stock rights in the second bank are not treated as
losses from the sale or exchange of capital assets (Code Sec. 582).126

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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The method that is used to deduct bad debts of a bank depends on the type and size
of the institution in question (Code Sec. 585; Reg. § § 1.585-1—1.585-8) .12 A small bank
(average adjusted basis of all assets of $500 million or less) may add to its bad debt
reserves an amount based on its actual experience as shown by losses for the current
and preceding five tax years. A thrift institution that would be treated as a small bank
may utilize this method as well. A large bank is generally required to use either a
gpecific charge-off method in which its debt reserves are recaptured over a four-year

iod, or the cutoff method in which recoveries and losses are reflected as adjustments
to the bank’s reserve account.

Definition of a Bank. For this purpose, a bank is defined as a corporation with a
substantial part of its business consisting of either receiving deposits and making loans
or exercising fiduciary powers similar to those permitted to national banks. This
includes a commercial bank and trust company, mutual savings bank, building and loan
association, cooperative bank, and federal savings and loan association (Code Sec. 581;
Reg. §1.581-2).128 However, a corporation that is one of these other type of entities is
allowed a deduction for dividends paid or credited to depositors (Code Sec. 591).129

Sale or Exchange of Securities. In the case of certain financial institutions, the sale or
exchange of a bond, debenture, note, certificate, or other evidence of indebtedness is
not considered a sale or exchange of a capital asset (Code Sec. 582(c)).1%0 Instead, net
gains and losses from such transactions are treated as ordinary income and losses. A
financial ms itution includes a commercial bank, mutual savings bank, domestic building
and loan association, cooperative bank, business development corporation, and small
business investment company. (§-2392).

2389. Common Trust Funds. A common trust fund is an investment vehicle
established by a bank in the form of a statelaw trust to handle the investment and
reinvestment of money centiibuted to it in its capacity as a trustee, executor, administra-
tor, guardian, or as a custodian of a Uniform Gifts to Minors account (Code Sec. 584).1%1
For tax purposes, a common trust fund is treated in a manner similar to that of a
partnership. Instead of the trust being subject to tax, each participant that invests in the
trust fund must include his or her proportionate share of the trust fund’s income or loss
on his or her own return. This includes a participant’s share of dividends received by the
fund that are eligible for the reduced tax rate on qualified dividends (Y] 733). The
admission and withdrawal of a participant does not result in a gain or loss to the
common trust fund.

2392, Small Business Investment Companies. A small business investment com-
pany (SBIC) is a private corporation that operates under the Small Business Investment
Act of 1958 to provide capital to small business concerns through the purchase of
convertible debentures. An SBIC is generally treated as a corporation for federal tax
purposes with a few exceptions. First, an SBIC may claim an ordinary loss deduction for
any loss on the sale or exchange of stock of a small business concern if the stock was
received under the conversion privilege of a debenture acquired on the providing of
equity capital to small business concerns (Code Sec. 1243).132 Second, an SBIC may
deduct 100 percent of the dividends it receives from taxable domestic corporations
(Code Sec. 243(a)(2)).13 See 91913 for the treatment of losses on SBIC stock and
91909 for the rollover of gain from the sale of publicly traded securities before 2018 into
stock or a partnership interest in a specialized SBIC.

2394. Financial Asset Securitization Investment Trusts. Prior to January 1, 2005,
a qualified entity could elect to be treated as a financial asset securitization investment
trust (FASIT) (Code Secs. 860H—860L, prior to repeal by the American Jobs Creation
Act of 2004 (P.L. 108-357)).13 A FASIT is a passthrough entity used to securitize debt
obligations such as credit card receivables, home equity loans, and auto loans. A FASIT
must be entirely owned by a taxable C corporation. Any residual income of the FASIT is

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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(independent contractor, agent, etc.); it also does not matter how wages are measureq
or whether the employee works full time or part time (7] 2602). %

An employer that is required to deduct and withhold income taxes from i
er_nployee's wages is generally liable for paying the taxes, even if the taxes are not
withheld (Code Sec. 3403).4 If an employer's agent pays or controls the payment of
wages, both the agent and the employer are liable (Code Sec. 3504).5 Any third p
v_vho pays wages directly to employees of an employer or to the employee’s agent ig
liable for any required withholding on those wages (Code Sec. 3505).6 A certifieq
professional employer organization (CPEQ) is treated as the sole employer of ap
employee performing services for a customer of the CPEOQ (9 2660).

2602. Employee v. Independent Contractor. Employees must be distinguisheq
from independent contractors because an employer does not generally have employ-
ment tax obligations for independent contractors. For many years, the IRS applied g
20-factor test to determine whether individuals are employees or independent contrac-
tors (Rev. Rul. 87-41).” The IRS now examines three key factors: behavioral contro]
financial control, and relationship of the parties (IRS Pub. 15-A). A worker who may bé
an independent contractor under this analysis may nevertheless be treated as an
employee for FICA and FUTA tax purposes if the worker is classified as a statutory
employee (7 941B). Either an employer or employee, with or without the other’s
knowledge or assent, may file Form SS-8 to request that the IRS determine whether or
not a particular worker is an employee.

If an employer erroneously classifies an employee as an independent contractor and
has no reasonable basis for doing so, the employer is liable for taxes under the income
tax withholding (Y 2601), FICA, and FUTA tax provisions (] 2648 and 9 2649). An
employer may be eligible for reduced rates with respect to income tax withholding (1.5
percent of employee’s wages) and the employee’s share of FICA tax (20 percent of the
amount otherwise due) (Code Sec. 3509).8 These rates are doubled if the employer
‘_failed to file forms consistent with the employer's treatment of the worker as zq
independent contractor. The reduced rate for FICA taxes is not available for statutory
employees. If the employer had a reasonable basis for not treating an individual as &
_employee, the employer may be relieved of liability for employment taxes for that
individual if the employer has consistently treated the worker as a nonempioyee
(Section 530 of the Revenue Act of 1978).2

The IRS’s Voluntary Classification Settlement Program allows ar eliginle business
to \_mluntarily reclassify some or all of its workers as-employees for future tax periods
while limiting employment tax liability for past nonemployee treativert (Announcement
2012-45, modifying Announcement 2011-64).2° Form 8952 is wscza to apply for the
program.

An employee who has been misclassified as an independent contractor uses Form
8919_ to figure and report the employee’s share of uncollected Social Security and
Medicare taxes due on his or her compensation.

: 2604. Wages Subject to Income Tax Withholding. Wages subject to income tax
withholding (9] 2601) generally include all remuneration (other than fees paid to a public
official) for services performed by an employee for an employer (Code Sec. 3401 (a);
Reg_. §31.3401(a)-1(a)).!* It includes salaries, fees, bonuses, and commissions. Withhold-
ing is based on gross wage payments before deductions such as those for federal or state
unemployment insurance, pensions (except deductible contributions to IRAs), insur-
ance, etc., or liabilities of the employee paid by the employer. An employer must
withhold income tax from wages paid for employment regardless of the circumstances

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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under which the employee is employed or the frequency or size of the individual wage
payments.'? Tax must be withheld from wages paid for each payroll period.!3

If an employee works on two jobs for the same employer, and only a part of the
remuneration is wages—for example, a construction worker who also works on his
employer’s farm (exempt employment)—all of the remuneration is treated alike. Thus,
either: (1) all of the wages are subject to withholding if more than one-half of the time is
spent performing services for which wages are received; or (2) all the remuneration is
excluded from wages if more than one-half of the time spent is in exempt services,

rovided the payroll period is no longer than 31 consecutive days (Code Sec. 3402(e);
Reg. §31.3402(e)-1).14

Compensation. Other forms of compensation besides salaries, fees, bonuses, and
commissions are subject to withholding, including tips and other gratuities (] 2605),
reimbursed employee expenses paid through a nonaccountable plan (] 2607), other
supplemental wages such as fringe benefits (9 2606), employee expenses in excess of
per diem rates (Y2608), and payments for the stoppage of work such as severance
payments and strike benefits (Reg. §31.3401(a)-1).1° Some types of compensation are
specifically excluded from the definition of wages for income tax withholding purposes
(9 2609).

Suppleinental unemployment compensation benefit (SUB) payments are treated as
wages for income tax withholding purposes, but withholding applies only to the extent
that sizch Penefits are includible in the employee’s gross income (Code Sec. 3402 (0)).16
SUB payments are also wages for FICA purposes, but may be excluded from wages for
FICA (9 2648) and FUTA- (§2649) tax purposes if payable based upon state unemploy-
ment benefits (In re Quality Stores, Inc., SCt, 2014-1 UsTC 9 50,228; Rev. Rul. 90-72).17
Guaranteed annual wage payments made during periods of unemployment under a
collective bargaining agreement are wages subject to withholding.!® However, strike
benefits (other than hourly wages received for strike-related duties) paid by a union to
its members are not subject to withholding.1?

Although the value of noncash compensation generally must be included in wages,
if a retail commission salesperson is occasionally paid other than in cash, then the
employer is not required to withhold income tax for the noncash payments (Code Sec.
3402()); Reg. §31.3402(j)-1) .20 However, the fair market value of the noncash payments
(such as prizes) must be included on the Form W-2 furnished to the employee as part of
the total pay earned during the calendar year.

Withhoelding is available if the payee requests it for sick pay (i.e., wage continuation
payments) received from a third party under a health or accident plan in which the
employer participates (Code Sec. 3402(0); Reg. §31.3402(0)-3).2! Payments of sick pay
made directly by employers to their employees are automatically subject to withholding.
Employers who are third-party payors of sick pay are not required to withhold income
taxes from payments unless the employee has requested withholding on Form W-4S.
Sick pay is exempt for FICA and FUTA tax purposes after six calendar months following
the month the employee last worked for the employer (Code Secs. 3121(a)(4) and
3306 (b) (4)).

Wages subject to withholding include amounts received under a nonqualified
deferred compensation plan that are includible in an employee’s gross income under
Code Sec. 409A for the year of inclusion (9 2197) (Code Sec. 3401(a)).

Dijfferential Wage Paymenis. Differential wage payments are treated as wages for
federal income tax withholding purposes (Code Sec. 3401(h)).22 A differential wage
payment is any payment that: (1) is made by an employer to an individual for any period

References are to Standard Federal Tax Reports and Practical Tax Explanations.

16 ¢ 33 542; §22,110.40 204 33 542, 9 33,574;
13 q1 33,544.20; §22,110.05 17 41 33,506.3683; § 22,210.40, §22,105.10
14 q 33,542, 9 33,551, §22,310.40 214133 542, 7] 33,584;
§22,105.10 18 41 33,506.3683; § 22,110.40 §22,125.10
15 41 33,503; §22,110.05 19 41 33,506.3678; § 22,110.40 22 q133,502; §22,110.45
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dur_ing which the individual is performing service in the uniformed services whil
active duty for a period of more than 30 days, and (2) represents all or a portigg o? v
wages ‘qle individual would have received from the employer if the individual ware
performing services for the employer. Differential wage payments are considered
plemental wages and subject to the special rules that apply to such payments (T 260
They are not treated as wages for FICA and FUTA tax purposes (Rev. Rul. 2009-11), %

Qualified Equity Grants. Qualified stock for which a Code Sec. 83(j) election ;
made (Y 1933) is treated as wages received on the earliest date possible under Cod;_s-
Sec. 83(1) (1) (B), and in the amount included as income. If the employee must inclug:
the deferred amount in gross income, tax must be withheld at the maximum income mx
rate (37 percent for tax years 2018 through 2025), and the stock is treated as a noncash
Iringe benefit for tax collection purposes (Code Secs. 3401 (i) and 3402(1)).2

2605. Tips and Gratuities Subject to Withholding. An employee must account fi
cash tips paid directly to him or her by a customer and charged tips paid over to t}?r.
employee (] 717). The employee must furnish a written statement to the employer on 0?-
before the 10th day of the month following the month when the tips are received (Code
Sec. .6053 (a)).?* The employee reports the tips on Form 4070 or similar statement. If tipg
_recewed in the course of his or her employment for a single employer are less than $2'Q'
in a calendar month, then the employee is not required to report the tips. The employer
uses the employee’s report to figure the amount of income tax to withhold for the pay
period on both wages and reported tips (Code Sec. 3401(a) (16)).2° The report is alsg
used to figure the amount of FICA and FUTA taxes to withhold for the pay period (Code
Secs. 3121(a) (12) and 3306(s)). A service charge added to a bill or fixed by the employer
that the customer must pay is not a tip. A payment is a tip rather than wages only if it is
made free from compulsion, the amount is freely determined by the customer, the
payment is not negotiated or dictated by the employer, and the customer decides who
receives the payment (Rev. Rul. 2012-18). i

A large food and beverage establishment (one normally with more than 10 employ-
ees on a typical business day and in which tipping is customary) must file an apms
information return using Form 8027 (7] 2565). The return must report gross food ood
beverage sales receipts, employee-reported tip income, total charge receipts, a2na ‘gl
charge tips (Code Sec. 6053(c); Reg. §31.6053-3) .26 The employer must alloczt= durng
the payroll period among its employees who customarily receive tip income an amount
equal to the excess of eight percent of gross receipts over reported tips. Thi= ailocation is
not required if the employees voluntarily report total tips equal to at Jexst eight percent
of gross sales. If it can be shown that average tips are less than eirht percent of gross
sales, the employer or a majority of its employees may apply = the IRS to have the
allocation reduced, but not to below two percent.

2{506. Supplemental Wages Subject to Withholding. Special withholding rules
apply if an employee is paid supplemental wages (e.g., bonus, overtime pay, back pay,
comm@ssions, vacation allowance, taxable fringe benefits, etc.). If supplemental wages
are paid at the same time as regular wages, the two are added together and income tax
withholding is computed on the total as a single wage payment. If the supplemental
wages are not paid at the same time as the regular wages, the supplemental wages may
be added either to the regular wages for the preceding payroll period or for the current
payroll period within the same calendar year (Reg. § 31.3402(g)-1).27

Under an alternative method, the employer may treat supplemental wages as wholly
separate from regular wages, and withhold at a flat rate equal to the third lowest income
tax rate (25 percent before 2018, 22 percent after 2017 and before 2026) without regard
to any allowances or reference to any regular payment of wages. Once the total of
su.pl.:olemental wage payments made to an employee within a calendar year exceeds $1
million, the excess is subject to withholding at the highest income tax rate (39.6 percent

References are to Standard Federal Tax Reports and Practical Tax Explanations.

23 q 33,502, 9 33,542; 254 33,502; §21,310, 26 q1 36,460, 7 36,463;
§22,110.15 §21,315.05, § 21,320 §21,305.20

24 .
36,460; § 21,310 27 q 33,561; §22,120.50
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pefore 2018, 37 percent after 2017 and before 2026). This rule applies regardless of the
method otherwise used to withhold supplemental wages paid to the employee (Reg.
§31.3402 (2)-1; Notice 2018-14; IRS Pubs. 15 and 505).

An employer must collect both income tax and an employee’s share of Social
gecurity or railroad retirement tax on tips reported by the employee from wages due the
employee or other funds that the employee makes available. Tips may be treated as if
they were supplemental wages subject to the flat withholding rate (25 percent before
2018, 22 percent after 2017 and before 2026) without regard to any allowances, provided
that income tax has been withheld on the employee’s regular wages. Otherwise, the tips
must be treated as part of the current or preceding wage payment of the same calendar
year and are subject to the regular graduated withholding rates (Rev. Rul. 66-190).78

2607. Employee Expense Reimbursements Subject to Withholding. An em-
ployer’s withholding obligations for amounts paid to employees under an expense
allowance or reimbursement arrangement depend on whether the amounts are paid
under an accountable plan or a nonaccountable plan (] 943 and 9] 952A). Amounts paid
under an accountable plan may be excluded from an employee’s gross income to the
extent of the employee’s substantiated expenses, and are not required to be reported on
the employee’s Form W-2. Thus, the payments are exempt from employment tax
obligations fincome tax withholding, FICA, FUTA, railroad retirement, and railroad
unemployricnt taxes) (Reg. § §1.62-2 and 31.3401(2)-4) .22 Amounts paid under a nonac-
countab’e pian are included in the employee’s gross income, reported on Form W-2, and
are stbject to withholding as supplemental wages (] 2606). If expenses are reimbursed
under.an accountable plan, but either the expenses are not substantiated within a
reconable time period or amounts in excess of substantiated expenses are not returned
within a reasonable time period, the unsubstantiated or excess amounts are treated as
paid under a nonaccountgble plan and are subject to withholding no later than the first
payroll period following the end of the reasonable time period.

Expense reimbursements that are subject to withholding may be added to the
employee’s regular wages for the appropriate payroll period, and withheld taxes may be
computed on the total. Alternatively, the employer may withhold at the flat rate that
applies to supplemental wages (4] 2606) if the expense reimbursement or allowance is
separately paid or separately identified (Reg. §31.3401(2)-4(c)).

2608. Per Diem Allowances Subject to Withholding. If an employee’s business
expenses are substantiated using an IRS-approved per diem allowance, any amounts
paid by the employer to the employee exceeding the amounts deemed substantiated are
treated as paid under a nonaccountable plan (] 2607) and subject to income tax
withholding and other employment taxes (Reg. §§1.62-2(h)(2) (i) (B) and
31.3401 (a)-4(b) (1) (ii)) .30 See 9] 947 for standard mileage rate and FAVR allowances for
automobile expenses, and see 9] 954 for per diem methods relating to meal and lodging
exXpenses.

For per diem or mileage allowances paid in advance, withholding on any excess
must occur no later than the first payroll period following the payroll period in which the
employee substantiates the expenses paid (i.e., the days or miles of travel). For a per
diem or mileage allowance paid as a reimbursement, the excess amounts reimbursed
are subject to withholding when paid.

2609. Compensation Not Subject to Withholding. Some types of compensation
are excluded from the definition of wages for income tax withholding purposes ( 2601).
This includes amounts paid for or for the services of:
® newspaper carriers under age 18 delivering to customers;
e newspaper and magazine vendors who buy at fixed prices and retain the
excess from sales to customers;

References are to Standard Federal Tax Reports and Practical Tax Explanations.

29 q1 6004, 1 33,5084; 30 q1 6004, 9] 33,5084;
§22,110.45, § 22,210.45, §10,120.10
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® agricultural workers who are not subject to FICA withholding;
¢ household employees;

® cash or noncash tips of less than $20 per month;
® certain employer contributions to TRAs and deferred compensation plang;

¢ individuals not working in the course of the employer’s business (lesg than
$50 paid and less than 24 days worked during the current or preceding quarter);

® employees of foreign governments and international organizations;
© armed forces personnel serving in a combat zone;
* foreign earned income if excludable from gross income:; and

* members of a religious order performing services for the order or assogj
ated institution (Code Sec. 3401 (a)).31

Fringe benefits are generally included in supplemental wages. However, certain
qualified employee fringe benefits—such as no-additional-cost services, qualified en.
ployee discounts, working condition fringe benefits, de minimis fringe benefits, qualified
fransportation fringe benefits, qualified moving expense reimbursements (generaﬂy

Tvices, qualified

recipient will be able to exclude them from gross income (12085) (Code Sec.
3401(2) (19); IRS Pub. 15-B)32 Accident and health insurance premiums paid hy 5
partnership on hehalf of a partner, and premiums paid by an S corporation on behalf of 5
two-percent shareholder-employee, are not excludable from gross income (Rev. Rul
91-26). Thus, they are wages subject to income tax withholding, but not for FICA and
FUTA purposes (Code Secs. 3121 (2) (2) B) and 3306 (h) @@®).

An employer’s cost of group-term life insurance, including any amount in excess of
$50,000 coverage that is taxable to the employee as compensation (9] 2055), is exempt
from income tax withholding (Code Sec. 3401(a) (14); Reg. §31.3401(a) (14)-1).23 Ho,-
ever, the employer must report the cost of the insurance cover i i

employee’s gross income on Form W-2 (Reg. §1.6052-1).3¢ An employer’s reim' -ge-
ment of an employee’s moving expenses is exempt from income tax withholdiny il it is
reasonable to believe a moving expense deduction will be allowable to th- <mployee
(generally before 2018 and after 2025) (11073) (Code Sec. 3401(2) (15335 Certain
moving expense reimbursements that an employee receives in 2018 for a tnove oceur-
ring in 2017 may be exempt (Notice 2018-75). In addition, the valre of any meals or
lodging excludable by the employee from gross income (9 2089) ir exempt from income
tax withholding (Reg. §31.3401(a)-1(b) (9)) .36 See 2607 and

. w2008 for information
concerning amounts paid to employees as advances or reimLursements for traveling,
meals, etc,

Benefits provided by an employer to an

awards (] 2069), or qualified military benefits for
certain travel (9 896) are not subject to income tax withholding if it is reasonable to

believe that the employee is entitled to exclude the payment from income (Code Sec.
3401(a) (18) and (19)).%7 Benefits provided by the i

Sec. 3401 (a) (20)) 38 Benefits paid under workers’
cupational disability benefits) are not taxable compensation for services performed and

References are to Standard Federal Tax Reports and Practical Tax Explanations,
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32 q1 33,502 §22,110.10

% 41 33,502, 91 33,527;
§22,110.10

712609

34 41 36,441; § 21,005.45
35 41 33,502; §22.110.10
56 41 33,503: §22.110.10

3741 33,502; §22,110.10
38 q133,502; § 22,110.10

U.S. Master Tax Gﬂait}ﬁ

WITHHOLDING [ Computation of Withholding on Wages 865
WITHHOL

& not subject to withholding for income, FICA, or FUTA tax purposes (Code Secs. 104,
3121(2) (2) (A), and 3306(b) (2) (4)) N t
An employee’s elective contributions to a trgdjﬁoil(% ((é;)de Se_ct;y ?1;113()0;68 IK/IH;’?,IIIE
implified employee pension (SEP), Code Sec. annuity plan,
pla-ng;:g;ﬁ ac?:ount I;Jire not included in wages for income tax mthholdmgzpugpigsle(z,) })Sl;t
gs; are wages for FICA and FUTA tax purposes (Code Secs. 3401(a) (12), A
R i to the estates of deceased employees
benefit payments to beneficiaries or to the estate i € s
d E:;?ilenfsnio s?lcglm persons of compensation due but unpaid at the time of the
ﬁgcedent’s death, are not subject to withholding.4

i i i ised after October 22, 2004,
for stock acquired under an option exercise )
'ﬂﬂ?gg'c];l;eis not required on a disqualifying disposition of stock acqmrt]a(d thrc;;gl;
W;ercise of an incentive stock option (Y] 1925) or th}il'ough an ?gﬁlﬁgji?g Stigcregﬁ!;ed Sif
e 42 Burther, no withho!
PP 1929) (Code Sec. 421(h)). » I i
gialipéggaﬁgn g[recog)nized in connection with an ESPP discount (Code Sec. 423(c)).

Voluntary Withholding. If remuneration is taxable tgl tl;letﬁmploylgg ;::.;t ﬁ(;l:;)steﬁ-?hrg
i i luntarily request that the emy
withholding, the employee may vo! it e na
i s other compensation. In many cases, 1
amount withheld from the employee’s o ” e cuiee
i t for the employer to wi
d employer may enter into a mgmal agreement fo ¢
?:munegat' ow. that would be otherwise exempt from withholding (Y] 2629).

Compuiction of Withholding on Wages

2312, Calculation of Income Tax Withholding. To calcu_]ate an famployee’s income
tau \;ithholding (9 2601), an em_ployer should follow a few basic steps:

e determine the ‘payroll period, such as weekly, biweekly, or monthly
(9 2621); ] : .
e calculate the employee's wages for the applicable payroll period (Y 2604);

e determine the number of withholding allowances from the employee'’s
filled-out Form W-4 (] 2634); and

s choose the withholding method (9] 2614).

i i i loyee is a recent hire or only
Other factors to consider include whether the emp
works part-time, whether the employee has more than one employer, and whether the
employee receives any supplemental wage payments (9 2606).

i loyer will generally elect to
. Methods of Income Tax Withholdmg: A.n. employ T
use ir?g 40)‘. th?a tgvo primary methods of co$putmg 1rta)conir{e tmxeigoze(gg}glllg)ld(ggéz
: ta; ethod (Y] 2616) or the wage racket metk :
‘g’:‘;g eﬁ?tiﬂgj'eRng%egl 3’ng§1(1£|)-1) 44 See 91 2627 for other If)ermils}?ﬂ;ég mtgholdlgsg Llln];)tllnlotc;lsié
: ; ‘whid i t of withholding depen
Regardless of which method is used, the amoun oS R B
t of es paid (Y] 2604), the number of allowances c aimed by
irilslogjr] }?erwggrmpw-tl (12632 and 9 2634), the employee’s marital status, and the
employee’s payroll period (] 2621) (IRS Pub. 15).
2616, Percentage Method of Income Tax Withholding. If the employer selects the
percentage method of withholding (] 2614), the employer must:

i i i for the payroll period
1) multiply the amount of one withholding a]lo’wance ‘
by the( n)umber%g allowances claimed on the employee's Form W-4 (7] 2634);

(2) subtract the amount determined in (1) from the employee’s wages; and

(3) apply the appropriate percentage rate table toéhe resulting figure to
determine the amount-of withholding (Code Sec. 3402 (b)).

References are to Standard Federal Tax Reports and Practical Tax Explanations.

44 q1 33,542, 9 33,543;
§22,120.05
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For tax years beginning after December 31, 2017, withholding i ined -
01} the amount by which the wages exceed the taxpayer's wihsi'nglet}?n?u;?d -
Prorated to the payroll period (9 2621) (Code Sec. 3402(a) (2)). For tax years b -
hln 2018 through 2025, the personal exemption amount is zero (9 133). Fi‘:‘
aJt:lweger, the IRS can administer the wage withholding rules without regardr oo
T Eﬂﬁn;gts made to these rules (Act Sec. 11041(f) (2) of the Tax Cuts and JO}ED g
auﬁua] baszi)is"[g;: 11508 }ms 2(})e1t§m§med that ;)ne withholding allowance amount :1 §

1 asis /150 for - ror example, if the payroll period ; by
;)vﬂlihholdmg allowance is $345.80 ($4,150/12) (IRS Publ. 55). Flc):r tgi ;ia?;“i;th‘?' the
efore January 1, 2018, one withholding exemption was equal to one personal
for the year, prorated to the payroll period. b exemption

Percentage method withholding tables are provi ini
. provided for determining th L
!E?nxcitsdl?e vgthheld, and each payroll period has a separate table for siﬁg]eei;glju‘[:jm :
o ing e_ads of household) and married individuals. The IRS also provides a?mruahﬂ
tve formula tables for percentage method withholding that are designed fo b
different payroll systems. See IRS Pub. 15. TS

2619. Wage Bracket Method of Income T i i
: ; . ax Withholding. TI
method of withholding (1 2614) is based on the anplogods marﬁa] S[fm‘:ag:ygzaﬁeﬁ;_

tions. Instead, the actual withholdin § i bles
{ ud, ) £ amounts are pre-calculated in wage bracke
gzggl(‘:cl;g)g 4%:181]3113 avlv::;kltii)})wvfekly, :}s)emlmonllﬂy, and monthly payroll pe%r'iods Fgga;a bs:‘
. €s 1ot each period are provided for single ind; id i i
heads of household) and married indivi ns for e ca s
. iduals, The proper columns for th
:ﬁtci] }?ﬁ? djflzte?f1med by the total number of allowances claimed 'on th?a et[elxlx?g:l)g;;et’e
1ng allowance certificate (§ 2634). The wage bracket method tahl
Eest,ulttls_ f;n milar to those of the percentage method tables, and are des.igne(;i toe:cggomdmuceﬁ.
ate ditlerent payroll systems, If the wage bracket tables cannot be used because w
are more than the amount shown in the last bracket of the table, the em loyer hag?
use the percentage method tables. See IRS Pub. 15, ) T

2621. Payroll Period. For caleulating i i i

: ; . > g mcome tax withholding (9 2615y, ¢ 2
gltgs:;] payroll penod, or the period of service for which a payn(lgnf \G.,Wil;e:]?;
l y made to an employee, determines the withholding allowan~c *that the em-.
p]oyer uses under the percentage method (12616) or the correct-table that the em
geﬁﬁoﬁfﬁﬁr undetli1 1the wagel bracket method (9 2619). Daily. weekly biweekiy
» Ionthly, quarterly, semiannual, and annual e ; -
tables for the percentage com i ; TN 15 s i

i putation. Any other payroll veiind is a miscellane
payroll period. Wages may also be paid for periods that are not payroll periods (9 ;gtzag;l ;

References are to Standard Federal Tax Reports and Practical Tax Explanations.
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133,542; §22,120.15 47 9133,542, 9 33,547,
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ce the later of: (1) the date of the last payment of wages by the employer during the

calendar year, (2) the date employment began with the employer during such year, or

() January 1 of such year.
2627. Alternative Methods of Income Tax Withholding. An employer may with-

hold income taxes based on average wages (using estimated quarterly wages paid to an

employee), annualized wages, cumulative wages, or any method which produces sub-
sfantially the same withholding amount as the percentage method or the wage bracket

ﬁlghod (9] 2614) (Code Sec. 3402(h)).48 See IRS Pub. 15-A.

2629. Voluntary Income Tax Withholding. An employee may request on Form

W4 that the employer withhold additional amounts of income from the employee’s

wages. An employer must comply with the request, but only to the extent the additional
withholding amount does not reduce the employee’s net pay (after other deductions
required by law) below zero (Code Sec. 3402(i); Reg. § § 31.3402(1)-1 and 31.3402()-2) .4

An employee and employer may also enter into an agreement for the employer to
withhold from certain types of income that are not subject to mandatory withholding
(] 2609). For example, magazine vendors, domestic workers, etc., may enter into an
agreement with their employer to have income tax withheld. To effectuate this agree-
ment, the employee must submit Form W-4 to the employer, and the employer must
pegin withheiding (Code Sec. 3402(p); Reg. §31.3402(p)-1).50 Taxpayers may use Form
W-4V to reuest voluntary withholding from certain federal payments, including Social
Security neuefits, crop disaster payments, Commodity Credit Corporation loans, and
unemployment compensation. i

2632. Claiming “ﬁth,ﬁ«)}amg Allowances. An employee must furnish his or her
cuployer with a Form W-4 (7 2634) showing the number of withholding allowances to
which the employee is entitled (Code Sec. 3402(f); Reg. §31.3402(f) (1)-1).5! For tax
years beginning after Décémber 31, 2017, an employee can claim a withholding allow-
ance that is based on the following:

(1) if the employee is a dependent of another taxpayer (9] 137);

(2) if the employee is married, whether the employee’s spouse is entitled to
an allowance under (1) above or (4) below (or would be if the spouse were an
employee), but only if the spouse does not have a withholding allowance certificate
in effect claiming the allowance;

(3) the number of individuals for whom the employee may reasonably be
expected to be allowed a child tax credit for the tax year (7 1405);

(4) any additional amounts the employee elects to claim under Code Sec.
3402(m), but only if his or her spouse does not have a withholding allowance
certificate in effect making the election;

(5) the standard deduction aliowable to the employee (one-half of the stan-
dard deduction if the employee is married and his or her spouse is an employee
receiving wages subject to withholding) (9] 131); and

(6) if the employee has withholding allowance certificates in effect with more
than one employer (Code Sec. 3402(f) (1)).

For the 2018 tax year, the IRS could administer Code Sec. 3402 without regard to
amendments made to the personal and dependency exemption rules (9] 133), or to the
wage withholding rules (7 2616) (Act Sec. 11041(f) (2) of the Tax Cuts and Jobs Act (P.L.
115-97)).

For tax years beginning before 2018, every employee was entitled to a withholding
exemption for himself or herself, as well as one for each dependent (] 137). A married
employee could claim a withholding exemption for his or her spouse if the latter did not
claim one. An employee who could be claimed as a dependent on another individual’s

References are to Standard Federal Tax Reports and Practical Tax Explanations,
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484133 542; §22,120.45 50 o] 33,542, 91 33,586
§22,115.10, §22,115.15
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tax return, such as a parent’s return, could not claim an exemption for himself or hers
No exemplion was allowed for unborn children, even if the birth was expected to e
within the same tax year. Employees with more than one job could not cl S
exemption that was currently in effect with another employer. An employee cou]?iug by
a standard deduction allowance equal to one withholding exemption if the employee-am
did not have a spouse who was receiving wages subject to withholding; and @) did o
hfive vnthholdnllg certificates in effect with more than one employer. These resh-]cﬁm"t
did not apply if the wages earned by the spouse or by the employee from ap 5
employer were $1,500 or less, combined. ol

Aq‘q‘iﬁonal Allowances. An employee can claim an additional withholding allg
or addl'txonal reductions in withhelding based on age or blindness, estimated iteum e d‘:
deductions, the estimated deduction for qualified business income (QBI) after 2017
alimony payments (generally for divorce or separation instruments executed before
]amllaly 1, 2019), moving expenses (generally before 2018 and after 2025), empig%
business expenses, retirement confributions, net losses from Schedule G, Scheduleygg

Schedule E, and Schedule F of Form 1040 tax credi : oo
§31.3402()-1) 52 , or credits (Code Sec. 3402(m); Reg.

26:-_}4. Employee’s Withholding Allowance Certificate (Form W-4), Be :
ployee is al_]owed any withholding allowances (Y] 2632), h(eFor she Ir)lust gﬁlx—;i:ﬂ et?
employer with a withholding allowance certificate on Form W-4, showing the number é
allowapces to which the employee is entitled (Code Sec. 3402 ®(2): Re ‘
§_31.34U2 (D) (2)-1).5 Otherwise, withholding must be computed as if the employe’e wef ;
single and claiming no withholding allowances. A widow or widower may claim mameg

status for withholding purposes if he or she qualifies ivi ;
(Code Sec. 3402(1) (3)). 4 as a surviving spouse (f175)

An employee who certifies to the employer that he or she had no in
liability for the preceding tax year and anticipates none for the current tax ye:raglsytiz
exempt from wage withholding (Code Sec. 3402(n); Reg. §31.3402(n)-1).5¢ An employee
claiming exemption from withholding for a tax year must give the employer a new Fo,:q
W-4 by Ij"el?ruary 15 each year to continue the exemption. A special rule allowed Fcrn‘;"‘r
W-4 claiming exemption for 2017 to be furnished by February 28, 2018 (P'e:v"
§31.3402() (4)-2(c); Notice 2018.14).5 : 3

A‘ 8500 givil penalty may be assessed against any individual who decreases his or
her withholding by claiming allowances on Form W-4 without a reasonable basis (Code
Sec. 6682).% In addition, a criminal penalty may be imposed against any iadividual who
willfully supplies false or fraudulent withholding information, or wiilfully fails to supply
information that would increase the amount withheld (Code Sec T20:) .57

Most Forms W-4 are retained by the employer and only rived to be submitted to t
IRS 1f directed to do so. The IRS may issue a notice to the employer that specifies gﬁ
maxmlum‘number of withholding allowances a particular employee may claim. The
employer is geuerally bound by this determnination until otherwise advised by the IRS
(Reg. §31.3402(D) (2)-1(g)).58

2637. Changes to Withholding Allowances, An employee furnishes his or her
er_nployel_‘ with a new withholding allowance certificate (112634) to alter the number of
withholding allowances claimed (Y 2632). An employee may provide a new Form W at
any time that he or she becomes eligible for an additional allowance. However, an
employee must furnish a new certificate within 10 days if an event occurs that decreases
the number of allowances that the employee is entitled to cldim (Code Sec.

3402(f) (2) (B); Reg. §31.3402(1) (2)-1(b)).Y Events that may reduce the number of '
allowances include;

References are to Standard Federal Tax Reports and Practical Tax Explanations.
52 4] 33,542, 9 33,579; 54 433,542, 9 33,580;
g
§2522:11o.15 . §2%115-20 , 58 q] 33,554; §22,115.25
91 33,542, 9 33,554; 33,557; § 22,115.20 %9 q 33,542, 9 33,554;
§22,115.25 56 q 39,845, §22,115.25 §22,11525

112634

57 q 41,325; § 22,115.25
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¢ the employee divorces or legally separates from his or her spouse for whom
the employee has been claiming an allowance, or the employee’s spouse claims his
or her own allowance on a separate Form W-4;

e the support of a claimed dependent is taken over by someone else, and the
employee no longer expects to claim that individual as a dependent;

e the employee discovers that a dependent (other than a qualifying child) for
whom an allowance was claimed will receive sufficient income of his or her own for
the calendar year to disqualify that individual as a dependent (] 137); or

e other circumstances have changed so that the employee iz no longer
entitled to claim an allowance based on one of the deduction or credit items.

Under temporary relief, employees experiencing a change in status that reduced
their withholding allowances did not have to furnish a new withholding allowance
certificate until 30 days after the IRS released the 2018 Form W-4 (i.e., by Friday, March
30, 2018). Further, employees whose allowances were reduced due solely to the changes
made by the Tax Cuts and Jobs Act (P.L. 115-97) did not have to furnish new certificates

* {p their employers during 2018 (Notice 2018-14).%0

An employee who claimed “no liability” must furnish a new Form W-4 within 10
days from the time the employee anticipates that he or she will incur liability for the
ear, or before December 1 if the employee anticipates liability for the next year (Reg.
§31.3402(f 2, 1(c)).

The death of a spouse or dependent does not affect the withholding allowance for
that vear unless the employee’s tax year is not a calendar year and the death occurs in
fhat part of the calenddr year preceding the employee’s tax year (Reg.
Q31,5402 (D) (2)-1(b) (1) (i)):8L

A Form W-4 furnished to the employer that replaces an existing certificate can be
effective for the first payiment after the form is received if so elected by the employer.
The replacement certificate must be effective for the first payroll period that ends on or
after the 30th day after the day on which the new Form W-4 is furnished (Code Sec.
3402(f) (3) (B)).52

Withholding on Non-Wage Payments

2642. Withholding on Certain Gambling Winnings. Income tax withholding is
required at a flat rate of 24 percent for tax years beginning after 2017 and before 2026
(25 percent for tax years beginning before 2018) for winnings of more than $5,000 from
sweepstakes, wagering pools, and lotteries, and other types of gambling (including pari-
mutual pools on horse races, dog races, and jai alai) if the winnings are at least 300 times
the wager. No withholding is required on winnings from bingo, keno, or slot machines
(Code Secs. 1() (2) (F) and 3402(q)).%

The payor must report gambling winnings to the taxpayer and the IRS on Form
W-2G if the winnings are subject to withholding or if the winner receives: $1,200 or more
from a bingo game or slot machine; $1,500 or more from keno; more than $5,000 from a
poker tournament; or for other gambling winnings of $600 or more and at least 300
times the amount of the wager (Reg. §1.6041-10).5¢ If reporting is required, backup
withholding must occur if the winner does not furnish his or her taxpayer identification
number (TIN) to the payor (1 2645). All withheld income reported on Form W-2G must
also be reported on Form 945.

2643. Withholding on Pensions, Annuities, and Certain Deferred Income. For
taxable payments from an employer-sponsored pension, annuity, profit-sharing, stock
bonus, or other deferred compensation plan, income tax withholding is required unless
the recipient elects not to have tax withheld (Code Sec. 3405).% The same rule applies to
an IRA or an annuity, endowment, or life insurance contract issued by a life insurance
company. The recipient’s election not to have withholding apply remains in effect until

References are to Standard Federal Tax Reports and Practical Tax Explanations.

64 q 35,835; §39,435
65 q] 33,620; § 22,140

712643

62  33,542; § 22,115.25
63 q1 33,542; §39,435

80 q1 33 560.25; § 22,115.25
61 q1 33 554; §22,115.10
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revoked. The payor must notify the recipient of his or her right to make or r

she is nota U.S, citizen, a U.S. resident alien, or a tax-avoidance expatriate.

The amount withheld depends on whether the distributions are periodic paym

or nonper}odjc payments. For periodic payments (annuity and similar peﬁod)':m ;i
ments),‘vnthholding is made as though the payment were a payment of wages fc 1
appropriate payl:oll period. For tax years beginning after December 31 201';? g
W}lﬁhholdn.lg certificate (Form W-4P) is not in effect for a periedic payment ,the anll']f 4
withheld is to b'e calculated under IRS rules (Code Sec. 3405(2) (4)). For ’the 2‘01'30'“.Illt
year, thle payee is treated as a married individual claiming three withholding alloy, m
if no withholding certificate is furnished (Notice 2018-14).% For tax years begj‘-ancﬂnniﬂg'
before January 1, 2018, a payee who did not have a withholding certificate in effect i
treated as a marn_ed individual claiming three exemptions. The payee is treated as sing
with no withholding allowances if the payee fails to provide his or her social Secl;‘glg
number to a payor, or if the IRS notifies the payor that the payee's social securipy
number is incorrect (Instructions for Form ‘W-4P; IRS Pub. 505). e

The withholding rate on nonperiodic distributions is 10 i
withhol np percent. The withholdj
rate on qhstrxbuﬁons that_ were eligible for rollover but not directly transferred ﬁ-o(;ill the
dlstnl_)utx_ng plan to an eligible transferee plan is 20 percent. Withholding is mandatq ;
and distributees cannot elect to forego withholding on rollover eligible distributions,

IRA Payment to Unclaimed Property Fund. A trustee’s indivi
. { 1t ; payment of an individual
interest in a traditional IRA to a state unclaimed property fund, as required by statel;:}:
]

is a designated distribution subject to federal income tax wi i el
requirements (Rev. Rul. 2018-17).67 withholding and IRA reporting

2645. Backup Withholding. The backup withholdin i
: / i g system requires a g
ggtli?ct ?ing xglt}ﬂlzo(}ggnéome tax at a flat rate of 24 percent for tax years begimﬁrfgyzfré?
and before 28 percent for tax years beginning before 2018) fr W
payments, such as interest or dividends, if: ¢ ) from repcE

® the. payee fails to furnish a correct taxpayer identification numbe, (TIN) to
the payor in the manner required; i

e the IRS notifies the payor that the TIN furnished by the paye¢ is incorrect;

¢ the IRS notifies the payor that the payee has undeise;
paymens pay nd21reported reportable

e the payee is required, but fails, to certify that he or she i ject 1
withholding (Code Sec. 3406),68 i —_—

Backup withholding is reported on Form 945,
FICA and FUTA Taxes

2648. FI(_)A Tax. Under the Federal Insurance Contributions Act (FICA), an em-
ployer must w1t_hho]d an employee’s share of Social Security and Medicare taxes from
FICA wages paid to the employee during the year, and pay a matching amount as the
employer’s share of these taxes (Code Secs. 3101, 3111, and 3121(a)).% Even if an
employee claims exemption from income tax withholding, the employer must withhold

FICA taxes. The employer must report FICA taxes withh 1d (12 i
amounts paid and withheld (9] 2651). i (72650) and EE

References are to Standard Federal Tax Reports and Practical Tax Explanations.

:2 933,622.20; § 22,140 8 q1 33,640; §30.401
9 33,622.20 6941 114; § 22,201

112645

- . » i Bvo cl
election. The election is generally not available for payments delivered Outs]iigé &

United States or a U.S. possession, unless the recipient certifies to the payor that ha o
o
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FICA Tax Rate and Base. The employee and employer are each subject to a
7.65-percent FICA tax on wages paid, consisting of a 6.2-percent tax for old-age,
survivors, and disability insurance (OASDI) (i.e., Social Security) and a 1.45-percent tax
for hospital insurance (HI) (i.e., Medicare). The Social Security tax applies only to wages

aid up to the Social Security wage base limit for the year ($128,400 in 2018; $132,900 in

9019). The wage base applies separately to each common-law employer, with exceptions

for successor employers and common paymasters, as well as certain motion picture

project employers (Code Sec. 3512). There is no limit on wages subject to the Medicare

fax.

0.9% Additional Medicare Tax. The employee’s portion of the Medicare component
of FICA taxes is increased by an additional 0.9 percent (to 2.35 percent) for wages in
excess of $200,000 (5250,000 if married filing jointly, $125,000 if married filing sepa-
rately). For a joint return, the additional tax is imposed on the couple’s combined wages
(Code Sec. 3101 (b) (2); Reg. §31.3102-4).

Although the employer is generally required to withhold the employee’s portion

from the employee’s wages, the employer is not obligated to withhold the Additional

Medicare Tax unless (and until) the employee receives wages from the employer in
excess of $200,000. For this purpose, the employer is permitted to disregard the amount
of wages received by the employee’s spouse. Thus, because an employee may receive
wages from-mare than one employer, or because the employee’s spouse may receive
wages, an_eviployee may be subject to the Additional Medicare Tax without the tax
being w.thheld from the employee’s wages. The employee is responsible for any portion
of the cdditional 0.9-percent tax-that is not withheld.

It an employer fails to withhold the Additional Medicare Tax and the employee pays
it, the employer is not obligated to pay the tax but may be subject to penalties and
additions to tax for failing 46 withhold (Code Sec. 3102(f)). If the tax is overwithheld, the
employee may claim a credit against income tax. The employee takes any underwithheld
or overwithheld amount into account in calculating the tax on Form 8959.

Multiple Employers. If an individual works for more than one employer, each
employer must withhold and pay FICA taxes on the wages paid. In such instances, the
employee’s FICA tax withheld for the year might exceed the maximum employee
portion of the tax for the year. If this happens, the employee must take the excess as a
credit against income tax liability. If the employee is not required to file an income tax
return, then he or she may file a special refund claim (7 1421) (Reg. §§1.31-2 and
31.6413(c)-1). The same rule applies to taxes withheld under the Railroad Retirement
Tax Act.

If an individual is concurrently employed by two or more related corporations and
all remuneration is disbursed to the individual through a common paymaster for the
group, the common paymaster is responsible for the reporting and payment of FICA and
FUTA taxes. However, the other related corporations remain jointly and severally liable
for their appropriate share of the taxes (Reg. §31.3121(s)-1).

FICA Wages. Wages for FICA tax purposes generally has the same meaning as for
income tax withholding, and includes all remuneration for services performed by an
employee for the employer with certain exceptions (] 2604). For employees performing
domestic services in a private home of the employer or performing agricultural labor, if
the employer pays the employee’s liability for FICA taxes or state unemployment taxes
without deduction from the employee’s wages, those payments are not wages for FICA
Ia.;rposes (Code Sec. 3121(a)(6)). Other special rules apply to domestic workers

2652).

2649. FUTA Tax. The Federal Unemployment Tax Act (FUTA) imposes a tax on
employers: (1) who employed one or more individuals in covered employment (10 or
more individuals for agricultural labor) for at least part of one day in any 20 or more
different weeks during the current or preceding calendar year; or (2) who paid wages (in
covered employment) of at least $1,500 (820,000 for agricultural labor, $1,000 for
household employees) in any calendar quarter in the current or preceding calendar
year. The FUTA tax on wages is 6 percent, but the employer is allowed a partial credit

12649
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