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Married individuals may claim two personal exemptions for tax years before 2018
and after 2025 if filing a joint return, even if one spouse has no income. If spouses file a
joint return, neither can be claimed as a dependent on the return of any other taxpayer.
If married individuals file separate returns (or one qualifies as head of household), each
spouse must claim his or her own personal exemption on their respective return.
However, if one of the spouses has no gross income and is not the dependent of another
taxpayer, then the spouse with gross income may claim the personal exemption for the
other spouse on his or her separate return. A married taxpayer who files a separate
return may not claim two exemptions for his or her spouse, one as a spouse and one as a
dependent.

If a married individual dies during a tax year beginning before 2018 and after 2025,
and his or her surviving spouse files a joint return (9 152), the surviving spouse may
claim the personal exemption for the deceased spouse unless 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 of his or her tax year. If the surviving
spouse remarries before the end of the tax year, his or her marital status is determined
on the last day of the tax year. If a taxpayer and his or her spouse divorce or are
declared legally separated, then the taxpayer cannot claim the exemption for the former
spouse (IRS Pub. 17 (2017)).

Resident and Nonresident Aliens. A resident alien may claim his or her own personal
exemption for tax years beginning before 2018 and after 2025. If a resident 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 not permissible if either spouse was a nonresident
alien at any time during the tax year unless the taxpayer elects to be treated as a
resident alien (9] 2410) (Code Sec. 6013 (@) (1); Reg. §1.6013-1(h)).

137. Dependent Defined. A dependent of a taxpayer is a person other than the
taxpayer or the taxpayer’s spouse who entitles the taxpayer to claim certain tax credits
and deductions. A dependent is defined as an individual who is a qualifying child
(1 137A) or qualifying relative (1 137B) of the taxpayer for the tax year (Code Sec. 152;
Prop. Reg. §1.152-1). The following general requirements must be met with respect to
both a qualifying child and qualifying relative to be claimed as a dependent:

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

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

e A dependent cannot claim any dependent on his or hes 6v7i: return.

* 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 (Y] 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).

An individual who qualifies as another taxpayer’s dependent cannot claim a per-
sonal exemption for tax years before 2018 and after 2025 on his or her own return,
regardless of whether the other taxpayer claims the dependency exemption. A depen-
dent’s basic standard deduction is also reduced. In addition, 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 (f 2670). If a dependent child of the taxpayer has earned income
or unearned income in excess of the filing threshold amounts (f 101), a return must be
filed whether or not the child is claimed as a dependent.

In a community property state (§ 710), if a child’s support is derived from commu-
nity income, he or she may be claimed as a dependent by either spouse on a separate
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return by agreement. A single exemption amount before 2018 and after 2025 may not he
divided between them (IRS Pub. 555 (2016)).

137A. Qualifying Child Definition. An individual may claim a qualifying child as a
dependent (Y 137) on his or her return for purposes of certain tax benefits (for example,
child tax credit and dependent care 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).

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

— ason, 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 both a
legall;r adopted child and a child legally placed for adoption (Prop. Reg.
§1 152-1(b)).

e Age. The individual must be younger than the taxpayer, and either under
tae 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 (Y 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.

® 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
(11 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)).

® Support. The individual must ot provide more than one-half of his or her
own support for the year (9]147). For this purpose, if the individual is the
taxpayer’s child and a full-time student, amounts received as scholarships are not
considered support.

® Joint Return. The individual cannot have filed a joint return with his or her
spouse except as a claim for refund.

A child who is a qualifying child 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 (111394). 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 (9 139).

_ 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 (9 137B).

137B. Qualifying Relative Definition. An individual may claim a qualifying relative
as a dependent (1137) on his or her refurn for purposes of certain tax benefits (for
example, child tax credit and head of household filing status). The following require-
ments must be met for an individual to be considered a qualifying relative of the
éaicgge;) (Code Sec. 152(d) and (f): Reg. §1.152-2(b) and 1.1522(e); Prop. Reg.
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® 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));

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

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

— a brother 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 son-inlaw, daughter-in-law, father-in-law, 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).

® Gross Income. The individual’s gross income for the calendar year must be
less than the exemption amount for the year (54,300 for 2020; projected to be
$4,300 for 2021) (Y 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 (for example, 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 ( 147). If an individual provides more
than one-half of his or her own support for the tax year, then generally no taxpazet
can meet the support test and the individual cannot be a qualifying relative.

® Not A Qualifying Child. The individual must not be the qualifying child of
the taxpayer or of any other taxpayer for the tax year ( 137A). An unr=loted child
who lives with, and is supported by a taxpayer, may be claimed sz 3 qualifying
relative if the other individual for whom the child is a qualifying ¢hiid does not file
a return or files a return solely to claim a refund (Prop. Reg. §1152-3(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 (9] 13%4).

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
(11 137A), but generally only one taxpayer can claim the individual as a dependent
(1 137). 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 tie-
breaking rules (Code Sec. 152(c) (4); Prop. Reg. § 1.152-2(g); Notice 2006-86):

* If only one of the taxpayers is the child’s parent, then the child is the
qualifying child of the parent.

e If the 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.
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e If the child resided with both parents equally during the 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 AGI.

e If 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.

When 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
(9 137), head-of-household filing status (] 173), the child tax credit ( 1405), the depen-
dent care credit (Y 1401), the earned income credit (Y 1422), and the exclusion for
dependent care benefits (f2065). The tax benefits cannot be divided among the

taxpayers.
See 9 139A for separate tie-breaker rules for divorced and separated parents.

139A. Dependent of Divorced or Separated Parents. A child who is a qualifying
child (9 137:4) or qualifying relative (] 137B) of divorced or separated parents generally
may be clain'ed as a dependent of the parent who has primary custody of the child for
the caleadar year. The custodial parent is determined by the number of nights that the
chil< resided with the parent (Code Sec. 152(e); Reg. § 1.152-4; Prop. Reg. §1.152-5(¢)).
If the child spends an equal amount of time with each parent, the parent with the higher
aciusted 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 (Y] 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));

¢ one or both parents have legal custody of the child for more than one-half of
the 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 deduction before 2018
and after 2025 (9] 137), the child tax credit (] 1405), and any education credits attributa-
ble to educational expenses made for the child by the noncustodial parent (7] 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 -

(1173), earned income credit (] 1422), dependent care credit (f 1401), and the exclu-
sion 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 (7 2015);
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e contributions to an accident or health plan by a parent’s employer on behalf
of the child (7] 2013);

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

¢ the child’s deductible medical expense (] 1015); and

e the child’s qualified medical expenses paid from distributions from a health
savings account (HSA) (72035) or Archer medical savings account (MSA)
(1 2037) that are excludable from gross income (Rev. Proc. 2008-48).

147. Support Test for Dependent. An individual may be claimed as dependent by a
taxpayer only if:

e 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 ( 1374), or

¢ the taxpayer furnishes over one-half of the individual's support for the
calendar year 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 claim that individual as a dependent except in the case of
certain divorced parents (7 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 50 percent of the dependent’s support for the tax year, but no one person provides
at least 50 percent of the support (Code Sec. 152(d)(3); Reg. §1.152-3; Prop. Reg.
§1.152-3(d)(4)). In that case, a taxpayer who provided at least 10 percent of the
dependent’s support is treated as providing more than 50 percent 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 dependent.

Support Defined. Support includes amounts spent to provide food, shelter, clothing,
medical and dental care, education, transportation, and similar necessities. Expentics not
directly related to any one member of a household, such as the cost of foad tur the
household, must be divided among the members of the household. Suppoit does not
include the individual's income, Social Security, or Medicare taxes .poid from the
individual's own income or assets, or life insurance premiums, fun<ra ‘expenses, or
scholarships received. In addition, alimony payments are not treates? as vayments by the
payor for the support of any dependent. In the case of remarriag=, a ¢hild’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).

In determining support for a dependent for a calendar year, 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 (provided by the state). Examples include low-
income housing assistance, foster care maintenance payments, adoption assistance
benefits, payments of Temporary Assistance for Needy Families (TANF), and Supple-
mental Nutrition Assistance Program (SNAP) benefits. Governmental payments and
subsidies that are used by the recipient to support another person 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.
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Medical insurance premiums are treated as support, including premiums for Medi-

Parts A, B, C, and D. Medlcal insurance proceeds are not treated as items of
ypport and are disregarded in determining the amount of the individual's support.
gill:]ﬂar]y services provided to an individual under the medical and dental care provi-
sions of "the Armed Forces A‘ct are not treated as support and are disregarded in
determining the amount of the individual's support.

care

Filing Status
See CCH® AnswerConnect: Tax Filing Status for Individuals for more information
on this topic.

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 ?:-Lhen during the tax year. Spouses may
file a joint return even though one spouse has no income or deductions (Code Sec. 6013;
Reg. §1.6013-1). 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 m=v ot elect to file separate returns for that year after the due date of the

return.

If « spuuse dies during the year, the taxpayers are considered married for the whole
yea:. The surviving spouse may elect to file a joint return for the decedent’s final year
rmi~2s he or she remarries before the end of the tax year (9] 180). However, the executor
v azdministrator of the decedent’s estate may elect to change from a joint to a separate
veturn 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 (1 154) because certain tax benefits may not be claimed if married filing
separately (] 156). The spouses are jointly and severally liable for the tax due on a joint
return (7 162).

Marital Status. Whether a marriage is recognized for federal tax purposes depends
on state law. If taxpayers are married in compliance with the laws of the state in which
they are married, then the marriage is recognized for federal tax purposes, even if they
later reside in another state. This includes common law and same-sex marriages. A
marriage conducted in a foreign jurisdiction is also recognized if that marriage would be
recognized in at least one state, possession, or territory of the United States, regardless
of where the individuals are domiciled. A marriage for federal tax purposes does not
include 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).

If married persons are not living together on the last day of the tax year, they may
still file a joint return if they are #ot legally separated under a decree of divorce or
separate maintenance on that date (Reg. §1.6013-4). 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 (9 173).

Nonresident Alien. A U.S. citizen or resident alien married to a nonresident alien
generally must file as married filing separately. However, the couple may file a joint
return if the nonresident alien elects to be taxed as a resident alien (1 2410).

4 55'1503_Jse in.Cambat Zome. Spouses of military personnel serving in a combat 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(f)).

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 (] 152). A married
taxpayel_- 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
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(s cease before the set number of payments has been made, a deduction for the
" vered investment is allowed on the distributee’s last tax return. If payments are
ecCLO multiple beneficiaries, the excludable amount is based on the oldest benefici-
seage- A pro rata portion is excluded by each beneficiary.

g4l. Distributions in Full Discharge of Annuity Contracts. Any amopnt_received,
. ther in 2 single sum or otherwise, under an annuity, endowment, or life insurance
& ct in full discharge of the obligation under the contract as a refund of the
nﬂ_'geraﬁon paid for the contract or any amount received under such contract on its
g sllete surrender, redemption, or maturity is includible in gross income to the extent
b gmounts exceed the investment in the contract (Code Sec. 72(e); Reg. §1.72-11).
-"dl ee remainder is taxable to the recipient, whether the recipient is the primary annuitant
P a secondary annuitant under a joint annuity or joint and survivor annuity. A penalty is
. nosed on a policyholder who receives a premature distribution (for example, before
1 gge 591/ unless one of a number of exceptions such as death or disability applies) (Code
- Sec. 72(Q)-

843. Installment Options for Annuity Contracts. If an insured elects under an
n in an insurance contract to receive the proceeds as an annuity instead of a lump
sum, and the eiection is made within 60 days after the day on which the lump sum first
became paracie, no part of it is includible in gross income under the doctrine of
construct ve ieceipt (Code Sec. 72(h); Reg. §1.72-12). The installment payments are
taxed i accordance with the annuity rules (7 817).

‘ 8.5, Transfer of Annuity Contracts. If a life insurance, endowment, or annuity

~ ~~nwract is transferred for a valuable consideration, and the proceeds of the contract are

caid to the transferee for reasons other than the death of the insured (for example, on

' surrender, redemption, or maturity of the contract), the transferee, including a benefici-
O ary of, or the estate of, a transferee, is treated as follows:

U

e if the proceeds are received as an annuity or in installments for a fixed
period, the transferee computes the amount excludable from gross income under
the exclusion ratio formula (] 819); or

e if the proceeds are received in a lump sum, the transferee includes in gross
income only that portion of the proceeds in excess of the consideration paid.

Regardless of how the proceeds are received and included in gross income, the
transferee’s consideration paid consists of the actual value of the consideration paid for
the transfer, plus the amount of premiums or other consideration paid after the transfer.
This transferee rule, however, does not apply if the transferred contract has a basis for
gain or loss in the hands of the transferee determined by reference to the transferor’s
basis, as in the case of a gift or tax-free exchange (Code Sec. 72(g); Reg. § 1.72-10).

A loss realized upon the surrender or forfeiture of an annuity contract by the
original purchaser is deductible as an ordinary loss under Code Sec. 165, the basis of the
contract being its cost less the amounts previously excluded from gross income (Rev.
Rul. 61-201). For tax years beginning before 2018 and after 2025, the loss is deducted as
a miscellaneous itemized deduction subject to the two-percent-of-adjusted-gross-income
limitation (] 1079) (IRS Pub. 575). No miscellaneous itemized deductions subject to the
two-percent-AGI limit may be claimed in tax years 2018 through 2025.

optio

Bequests and Gifts

847. Bequests Excluded from Gross Income. The value of property acquired by
bequest, devise, or inheritance is excludable from gross income (Code Sec. 102; Reg.
§1.102-1). The exclusion does not apply to income flowing from the property.- For
example, amounts received as investment income from the property or as profit from the
sale of the property are not excludable. The exclusion also does not apply if the bequest
consists of income from property. Thus, a bequest of annual rent from the testator’s
property for 10 years is taxable income to the beneficiary. The beneficiary is required to
include in gross income each year the amount of the annual rent. The basis of any real
or personal property acquired from a decedent is generally its fair market value on the
date of the decedent’s death (] 1633).
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A bequest of a specific sum 0 ) i

849. Gifts Excluded from Gross Income, The
gross income, but any income from the gift, includin
gross income (Code Sec. 102). A gift of income from the property of an estate or trust jq
not excluded from gross income except in the case of 3 gift of a specific Sum or specjg,
property paid or credited all at Once or in not more than three installments (97 847). The
basis of any property acquired by gift jg generally the same as jt would be in the hands of
the donor ( 1630).

Tips are not
clothing, and rent bayments furnished as strike benefits by a

value of a gift js excludable f,
g profit upon sale, is includible ;

The exclusion from gross income applicable to the value of Property acquired by
gift doe,

S not apply to any amount transferred by or for an employer to, or for the benefit
of, an employee (Code

Sec. 102(c)). However, certain employee achievement awards
(7 2069) and certain fringe benefits provided by employers are excludable (9 2085).

Personal Injury and Disability Proceeds

See CCH® AnswerConnect: Gross Income: Awards, Damages, Recoveries, Illegal
Activities and Otherfor more information on this topic,

Amounts recejved as a pension, annuity, or similar allowance fs- fersonal injuries
or sickness resulting from active service in the armed forces of any country, the Nationa]
Oceanic and Atmospheric Administration (formerly the Coast and Geodetic Survey) or
the Public Health Service, or as a disability annuity payable under section 808 of the
Foreign Service Act of 1980, are also excludable from gross income (Code Sec.
104(2)(4) and (b): Reg. §1.104-1). The exclusion generally js limited to amounts
received for combatrelated injury or illness, However, it will not be less than the

maximum amount of disability compensation from the Department of Veterans Affairs to
which the individua] is, or would be, entitled upon application.

Benefits that are payable under state law for occupational injury or illness arising
out of employment are excludable if the benefits are in the nature of workers’ compensa-
tion payments (Reg. §1.104-1(b)). No fault i i
passenger injured in an automobile accident under the automohj]

compensation for loss of income or earning capacity are also excludable from gross
income (Rev. Rul. 73-155),
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: CLUSIONS FROM INCOME [ Discharge of Del
EX

i ] -9, 832 usrc
future medical expenses, no offset is required (K.R. Niles, CA-9,
d to - -
:; o . . . . . 0 e ed ln
1! i ist Attacks. Disability income received by ar_lmdmdt_lal fog1 ;niu%églric;n lpvloyee
T e"romtttaclf wilile the individual was perfomqu Servu(:g?) SRy
i terror;lﬁt %nited States is also excludable from gross income
a ter .
outside

; benefits or
- P Safety Officers. Death 0
by Beneficiaries of Public Safety f a public
Death Big eﬁﬁeﬁfggzz‘;{dqﬁaﬁﬁed beneficiaries or Sulfc’Vl\f?I;li e?.zgi‘;flﬁgi; sust%ill al
er amoun d direct and proximate result o Thete isno
safety officer ;V > g;zdeiiluthdzble from gross income (Code Sec. loglgz)agzl g tatut‘ia. i
o Imel?tf ﬂll;ttythe S b 80stve qndg e Wogﬁflit;?)?gmeﬁdaﬁes of public
requireme’ discussion of death benefits received as an
813 for a
fficers. . damages,
e for Personal Injuries or Sickness. Amounts r-ec?;:ejr assz'ck;Iegs gare
e damages, on account of personal physical z?]“f:moﬁon i
| other than punlUVfOSS income (Code Sec. 104(2) (2)). Damagei bfireated as damages
excludable ﬁor?l‘rgsicd Sympfms! - seational. dintes iy B0 gt o e
including thefp, oersonal physical injury or Sid_mess’ RECeRL le, back pay received
i ot O i care attributable-to emotional distress. For exlamgeilt i e
i ff)rfamgg‘&:f @ claim for denial ofa pmmOtiOI(}] dl::e ;0 :nncllpn?; damages received on
in satistaci10: it is completely independent of,
icible because if is completely | Rul. 96-65).
not exzidab ical injuries or sickness (Rev. Rul.
¢ cf, personal physical inj . ; ages for
o d Punitive Damage Awards. Interest included EIAE:}IIIOH“E;%{ ? 323:311}" 5%, 039).
i b melitible o gsoos incoms | vt 0, action are generally
e ool 1'm'uryclamages arising out of personal physical mlgﬁr{ e
fio, punitive ross income (Code Sec. 104(a) (2) and (c)). Igea i and:the appilaable
indudlbllj 12‘0%1‘1 income if received in a civil action for mogeg;lfu
e?ailél g\lv ;?rovides that only punitive damages may belawar 4 R e gl
s Attorney’s Fees. The full amount of a ﬁﬁﬁaxzt Sthi“;aég}ngl;(?r Yo tha Tdividuial is
4 v id directly to d L
i dless of whether pai ici assignment of income
contingent fee, regar : : e under the anticipatory ) !
: ible i t's gross incom d 9 1093 for a discussion
oo T, Bonts 5, SO0 e S0L155). Ses 075 an :
; ’ 3 expenses,
of the de

respectively.

i f Debt . ‘ i
Dlscgg;{%eAc:lswerCODJJect' Discharge of Debtfor more information on this topi
See -

lizes

. A taxpayer generally real €

i Discharge of Debt Income ; ol

e C:lntceﬂufeuogrt‘i);n of a debt that is cancelled or d1_schargefrdotl)_[t]htaire aanaat

lncgme :;u(()o?le Seg 61(a)(11); Reg. § 1.61-12). However, income

u : ' .

grdeeb(tlmay be excluded from gross income for: ol o), Aol e i Bty

i in a bankruptcy action ; i
hi ;1 313 ﬁp?;:?g%ﬁlir the jurisdiction of the cqurt and the discharge i
ngralltllted by, or is under a plan approved by, the court;

discharge when the taxpayer is insolvent outside bankruptcy;
o a .
e a discharge of qualified farm indebtedness; : e
¢ a discharge of qualified real property business 1ncl1;3b;e neso,ccumng ok
i incipal residence indebtedness
¢ 3 discharge of qualified princip
1, 2021; ¢
i isch. of a student loan provided the student Fvorksiofoerrsa? é:]‘jagible
.d afttj;ilsC igceertain professions for any of a bro;d cﬁassi [4) (lgemva rf) = 2,020_11);
e e dents of certain closed schools : : =4
Stll(;e::l tc{?saé;lg;;};m(‘)‘%ezégbslzu sitllldent loans in 2018 through 2025, due to
or fo

S ent’s dea or 1o and per manent disa t& ( ode oSec. , 48 amende Y
the Ia.xpayel Cel tainty alld D]‘Sasl.e Tax Reiie A(',l of 2019 (P.L. 116‘94)), aﬂd
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Under a safe harbor, an individual may exclude from gross income any (1) federy
or private student loan discharged based on the Department of Education’s Closeg
School or Defense Repayment discharge process, or (2) private loans discharged baseq
on a settlement of certain legal causes of action (Rev. Proc. 2020-11). The taxpayer doeg
not have to increase gross income by the amount of tax credits or deductions related to
the discharged loans. A creditor does not have to file information returns or furnish
payee statements as a result of discharging the loans. Prior relief was provided to 5
taxpayer who took out private student loans to finance attendance at a school owned by
Corinthian College, Inc. (CCI) or American Career Institutes, Inc. (ACI) if the Private
loans were discharged based on a settlement of a legal cause of action against CCI, ACy,
and certain private lenders (Rev. Proc. 2018-39).

Deferral of Discharge of Debt Income Resulting from Reacquisition of Debt. A limited
deferral was allowed for the discharge of debt income in connection with the reacquis;.
tion in 2009 or 2010 of an applicable business debt (Code Sec. 108(1)). At the election of
the taxpayer, income from the discharge of the applicable business debt is includible i
gross income ratably over a five-year period beginning in 2014. If the taxpayer issued 3
new debt instrument for the debt instrument being reacquired, and there is origina]
issue discount (QID) with respect to the original instrument, the taxpayer can deduct
the OID ratably over the same period as that for which the discharge of debt income ig
deferred. If a debt instrument was issued by the taxpayer and the proceeds were used to
reacquire a debt instrument also issued by the taxpayer, the new instrument is treated
as being issued for the instrument being reacquired. The election to defer OID income
is made on an instrument-by-instrument basis, and is irrevocable once made. Special
rules address the application of this rule to C corporations, S corporations, and partner-
ships, including, under certain circumstances, a required acceleration of any remaining
items of a C corporation’s deferred discharge of debt income (Reg. §1.108(1)-2).

Paycheck Protection Program (PPP) Loans. The Paycheck Protection Program
(PPP) is available through the Small Business Administration’s (SBA) existing section
7(a) loan program to provide small businesses with loans to help with payroll costs,
mortgage interest, rent, and utilities from February 15, 2020, through December 31,
2020. All payments of principal, interest, and fees otherwise due under the covered loans
are deferred for a certain period. A small business eligible to receive a PPP loan is any
trade or business if it employs 500 or fewer employees during the covered perivd
beginning February 15, 2020, and ending December 31, 2020. A trade or business may
have more than 500 employees and be eligible for a PPP loan if it meets SBA. employee-
based size standard for certain industries (Act Secs. 1102 and 1106 of P.L: 116-136 as
amended by Paycheck Protection F! lexibility Act of 2020 (P.L. 116-142)).

An eligible recipient of a PPP loan may apply for forgiveness f ilic loan. The
forgiven amount is excluded from the gross income of the borrower .na not considered
cancellation of debt income for federal income tax purposes. The amount eligible for
forgiveness is the sum of the payroll costs, mortgage interest, rent, and certain utilities
during the period heginning on date the PPP loan originates and ending on the earlier of
24 weeks after the date the loan originates or December 31, 2020. A borrower that
received a PPP loan before June 5, 2020, could elect for the covered period to end 8
weeks after the loan origination date.

The amount of any PPP loan forgiven may not exceed the full principal of the loan
and any accrued interest. The amount forgiven is reduced if during the covered period
the borrower reduces the number of full-time equivalent (FTE) employees or employee
salary and wages. An employer is provided relief from the reduction of the forgiveness
amount if it rehires employees or makes up for salary/wage reductions by December 31,
2020. A borrower must use at least 60 percent of the PPP loan amount for payroll costs
to have any amount forgiven. A lender is not required to file an information return or
furnish a payee statement to the borrower to report the amount of PPP loan forgiven
(Announcement 2020-12).

A business whose PPP loans are forgiven and excluded from gross income may not
deduct any business expenses paid for by the loan (Notice 2020-32). An employer that
receives a PPP loan is not eligible from claiming the payroll tax credit for retaining
employees during the COVID-19 crisis (7 2648).
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Education and Disability Benefits

5 i .S. Savings
® rConnect: Interest Income: Special Rules for U.S ;
Sei,d(;(;}n}d I‘E‘Atlfl:::imf Expenses, Tax Credits and 529 Plans for more information
0! :
fn ihis toplc. 0 An . d- -d
lusion of U.S. Savings Bond Interest for Education Expenses. An individ-
Sﬁilrggg;rxsoa qualified U.S. savings bond to pay qua]u_ﬁed hj_gher e_ducatlon
o wses may exclude interest on the bond from gross income if certain rec_lmremeglts
exPe;let (Code Sec. 135). The exclusion is subject to a phaseout depending onh c;a
e aver's modified adjusted gross income (AGI) m the year that the bonc_ls are cz:is ed,
ﬂ{e qualified higher education expenses are paid. Eor 2Q20, 'tl}e exclusm_n is rec uied
e modified AGI exceeds $82,350 ($123,550 if married filing jointly) and is eliminate
g modified AGI reaches $97,350 ($153,550 if married filing jointly) (Rev. Pro{;:.
wh%r_144) Projected for 2021, the exclusion is reduced when mod]ﬁ_ed AGI exceeds
Zgé 200 -($124,800 if married filing jointly) and is eliminated when modified AGI reaches
398,200 (154,800 if married filing jointly). S S
ified U.S. savings bond is any Series I or EE bo_nd issued after to an
: djvﬁigglahv{fi}fo has reached age 24 before the date of issuance. Qualified higher
md cation expeiuzes include tuition and fees required for enr,f.)]lment or attendance at an
eliu'ble educatisnal institution of the taxpayer, the taxpayer's spouse, or the taxpayer’s
3 gt:ndenl (5137). Also, a taxpayer is entitled to the exclusion if the redemption
psgceefi; are contributed to a qualified tuition program (QTP or 529 plan) (7] 869).

A \arpayer should keep records to verify the amount of excluded interest, including:

i i i d that is
tten record of each post-1989 Series EE or I U.S. savings bon '
caSh;damWEcluI:iing the serial number, issue date, face value, and total redempno_n
proceeds including principal and interest (Form 8818 may be used for this
purpose); : e
e d entation to show that qualified higher educatgon expenses were p.
during t?‘i?l?ax year (canceled checks, credit card receipts, or bills from the
educational institution). g
is limi the aggregate proceeds o
The amount that may be excludable is limited when t
qualified U.S. savings bonds redeemed by a taxpayer. during a tax y.ea]{ exc(ieed t‘;he
qualified higher education expenses paid during that year. Qualified higher education
expenses must be reduced by the sum of any: :
e qualified scholarship that is not includible in gross income ( 865);
» educational assistance allowance under certain chapters of title 38 of the
United States Code;

e payment other than a gift or inheritance that is exempt from tax including
employer-provided educational assistance (7 2067); or

e payment, waiver, or reimbursement under a 529 plan ( 869).

taken into account for the
The amount must be further reduced by expenses

American opportunity credit or lifetime learning credljc (1[ 1493), as well as an-;ounts
taken into account in determining the exclusion for distributions from a 529 plan or
Coverdell education savings account (] 867).

: : : 's AGI
dified AGI. For purposes of the exclusion, mpd;ﬁed A'GI is th.e taxpayqrs

aﬁerﬂe{gpljjmg the pa.rﬁzl:] exclusion for Social' Security and ter 1 railroad é’iag;fm:ﬁ
benefits (9 716), the deduction for contril_)utlons to a u‘adltt_ona] IRA (1II dd"ﬁon
adjustments for limitations on passive activity 10s§es and credits (7 116'9). 1]; a d1 thé
modified AGI is calculated before the exclusion of interest from US Savmgs on tiS"ti :
exclusion for qualified adoption expenses ( 2063), the domestic groductx‘on ac tv1 a?d
deduction for tax years beginning before 2018 (9 9804), the d('aductlor.l .for mteiires 1pt -
on qualified student loans (9 1011), the deduction for quahﬁec_l tuition agmge aed
expenses before 2021 (9] 1011A), the exclusion of foreign ear_ned income (q ; %,4?151)
the exclusion for income from Puerto Rico anq US possessions (2414 and q Th'
The exclusion is not available to married individuals who file separate returns. The
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shingles may be claimed if the partial disposition election is made.

If a taxpayer makes a partial disposition election, the costs of related expenditureg
that would otherwise be deductible as repairs must be capitalized as a restoration

dedpct the

regard to the partial disposition election (for example, an entire original roof is re.
placed), the partial disposition election carries no adverse consequence.

The pa.rtiaj! disposition election must be made by the c_fue date (ix_lcluding exten-

:sioqs) of the original federal tax return for the tax year in which the portion of the asset

for MACRS assets can be found in a table that appears in IRS Pub, 946. This table is an

updated version of the table that appears in Rev. Proc. 87-56, Under MACRS, an asset is
classified according to its class life as follows.

Three-Year Property. Three-year property includes property with a class life of forr
years or less. Any race horse placed in service before J 1

horse over 12 years old at the time it is placed in service i}

if two years
old or less when placed in service) if placed in service after December 21, 2020. Certain

“rent-to-own” consumer durable property (for example, televisions wnc. furniture) is
three-year property. Breeding hogs (Asset Class 01.236) and tractor wuzits for use over
the road (Asset Class 00.26) are three-year property. A tractor unit'is a highway truck
designed to tow a trailer or semitrailer and that does not carry cargo on the same
chassis as the engine (Reg. §145.4051-1(e) (1)).

heavy general-purpose trucks; qualified technological equipment; : [
phone central office switching equip : i

se:ction 1245 property; semi—conduc_tor manufactmjng equipment; geothermal, solar and

equipment; and office machinery (typewriters, calcu-
lators, etc.) (Code Sec. 168 (& @) and (e) 3)(B))

Furniture, appliances, window treatments, and carpeting used in residential rental
property are five-year property (Apnouncement 99-82). Personal property usegl in whole-

sale or retail trach_a or in the provision of personal and professi

lawyers, accountants, architects, engineers, and veterinarians (Rev. Proc. 77-10).
11240
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i i 00.22), buses (Asset Class

i Iso includes taxis (Asset Class : .

ngy?a:lepsﬂr)n%?gei ?n commercial or contract carrying of pagsenggis;] g:sﬁasg?eté
g alulnl)ico ters (Asset Class 00.21), trailers and traﬂer—mounteb Coclilin il
arlld Sal}'_)o 57) greeding cattle and dairy cattle (1'Xss.tzit_Clacs$1 S()tifclg(,m ge; ce r%al mridi
e oo 21), and assets used in ¢

ts (Asset Class 01.21), A
e d real estate subdividers and developers (Asse as :
a buﬂd‘-slr"ja?'n}’ropeﬂy. Seven-year property includes property w?tt}gca;)cl%}slsislgiogi rltg
- e but less than 16 years (Code Sec. 168(e) (1) and (e) (3) ), This ponect

il mg&‘ e furniture equipment and fixtures thglt are not structural L6 mlzlchines
deélossct)e() 11) Desics, files, safes, overhead projectors, cell phlc;lnesﬁq11 L pnenh
(ASsetth L Comr'nun-ication equipment not included in any othe.r ¢ tSSs) B i
and 0 erSeven-yeal‘ property also includes: assets (except hehcoi) &r A
categPIiY- d contract carrying of passengers and freight by air (Agse ) asl; e ;;1aced i
Eegiﬁc!?JEAsset Class 01.1); breeding or WO{}I,( horses 1tz tg?:?yg;r (l):)l; 0(;:)1 bt

: A t are no - _

i 01.221); other horses tha . e
sem%'g,(ﬁs:gttsc‘]lzzi in regreation businesses (Asset Class 83(3 a;td n?(?tsc?rtsspg?tz A
g&ﬁﬁe and amusement parks (Asset Cl]ils? 80.3)). %;11‘3;( xiaﬂé'ggl agfl ény s

i i rvice before Janu o . ) 1 :
ffrtﬂrgf Itlltmft? n:Iz:llz);spEfge?s&réhszs a fishing vessel) and is not otherwise classified is

oe y
7 URe - . . .
Severllg-ﬁ’a-rf;[; ;roljgty. Ten-year property is property with a clasg life oi I}gﬁ:é‘s 1([)er f‘?gé:
< than 20 years (Code Sec. 168(e) (1) and (e) (3) (D). Thls_ prop sy elapsingutes
i le§~ barges tugs, and similar means of water transportation no bl e
Ny i ngor’as a ﬁshing vessel (Asset Class‘00.2§). Ten-year ﬁl:gﬁgt)g Asgnoiies
m?::rEcnéfe:lric meters and qualified smart eletl:tncdgpd Eﬁts;n:f't MLk don oo iy
s\ : : e
i t or nuts that are place 3 .
e vmet? bel??!?lge&r;ll:etﬁgd over a 10-year recovery penoc} (Codf_s Se;L:f.t 11-6‘? 5?3)8(21‘)13
gpdeé tl?u‘.erpsoSael:lgagricultural or horticultural structures placed in service afte
ing
: 25
w-ye;;};’z(;?‘e}l;%perty. Property with a class life of 20 years or(r{;o;gdbét) }g)s?E %a%h 2
is generally considered 15-year property (Code Sec. 168(e) )
z)'?zg)irliygclass includes municipal wastewaflefr trglatx?vascr)ltw I;;agféh z::n eg% e Soninan
ble equipment used for the two- 2.0 0 o
pzﬁsgiiggéigcggtgﬂarimqumds outlets, and initial gas utility clearing and grading
C : - - - .
i lace pipelines into service.
mprzvemerﬁt;oqia]jﬁ:spas a retail motor fuels ou'glet (as opposed,t for ;ii?%l’fe:gﬁgsz
P;l(l)ge store, which is 39-year real property) if: (1) 50 percenftzll;e s i
e S are deriw.:ed from petroleum sales; (2) 50 percent or n;(:lrgoos N
revenug to petroleum marketing sales; or (3) the property is ) qand e ehed
dEVOtePr C p97—1()) Fifteen-year property includes car wash bpl 11:1g_'s bty
(Rev. E,énts bi1'1boards, and section 1250 real property (inclu f:?r%leum w1l
gnujligi)r‘:;s) and' depreciable land improvegents uftzctii 0mn g;zzl:setgﬁl gr G e
. Water transpo
1eu$epé‘ggﬁfl?réﬁlsﬁdcéiﬁrz7d} )carr;ing of freight and passengers by water are 15-year
in
t Class 44.0). ; : .
PTOD‘z)ﬁ (ri?issz depreciable land improvements that are not spec;{icallycﬁggc;?geﬁa]aég
th eet class are 15-year property (Asset Class 00.3). Examp t;;s %ﬁes ae
g e curbs, roads, parking lots, canals, waterways, drainage cuftlu o A e
n‘: eway_s,i al se;;vers) ‘Wharves and docks, bridges, and 1.10'ngg1i1 i ab;.:i]ding
nol T_ﬂu”;?lg shrubbers; is a depreciable land improvement if it 1s1 gﬁflz gS. el
SCE(?1pmgul(fl be destroyed if the building were r_eplaced (Rev. Rul. : (L’f‘R iy
EIl’lnay:f'r?)und equipment attached to the ground is a land unprovem;l;
15-Year Leasehold Improvement Property. See_TI .1234 and 1[12(1 r S
15-Year Restaurant Improvements and Buildings. Quahﬁle sikoindas
laced in service after October 22, 2004, and before January a0 aﬁd s,
[1) éce MACRS property, depreciable using the straight-line metho AT
mjg_e ati—arter convention, a5 applicable (Code Sec. 168(¢) (3) (E) (V) an hia D2 v
repegl by the Tax Cuts and Jobs Act (P.L(.1 115—97))t. Th:y P(x)lf)? éigzﬁegog S s
i is removed as a category ¢ o
[?rizlelﬁlfﬁ gﬁaitggriar?tsgﬁ?igg%g 2017. 15year qualified improvement property repla
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e

the 15year qualified restaur
ant catego i
2017. See below, “Qualified Improvem%n?ﬁrig::tg}{e by

.. Qualified restaurant pro i i
building. More than 50 I?Ercli';rttyo}s tgictlbzi_lldl,%() property that is an im

placed in service aftey

The bonus depreciation deduction may not be claimed on qualifi

property placed in service after 2008 and before 2016 unless it meets e o

the definition of

Qualifi il i
e fgdgtm&vgp;})quvement property means any improvement to an interi
o S iehe il égral ;ﬁbﬁf rzcz))nresucilepha!l real property if the improved p(l)nrti?)?logspal;
: used in the retail trad i i
et o, : ade or b tangj
gﬁ s ‘?l'?e ;zlr;t;;e{}tl{a tguti}llg iggen;;asl gll'lst::hcl :—mt{i1 (3) placed in sers?iz]éll(ﬁ(?rgfﬂizgntfree ye:}-:
i _ placed in service b
ators, internal structural framework of the buildinlg(, a;lgu?tﬁgsfil;rfgeo‘fgggss ta‘{l :
at

benefit a common area i i
i , and improvements relating to the enlargement of a buildirs 4o

bonuglil epri%i;%tgﬂ un{)rove_ment property placed in service before 2016 is i sfigib

L 121.13131 essdlt also meets the definition of qualified lease"tlpd e
P.L 114113; R and 11237) (Code Sec. 168(e) (8)(D), prior to wmeadment by
I ; Rev. Proc. 2011-26). Qualified retai o A g et by

S I il improvement pro aced i i
( nd 2017 qualifies for bonus depreciation because i%:) m%z:tg Slevfig]]ilrlli?if:c?
- - . 0

Qualified Improvement Prop

after December 31, 2017, is a
r 31, L separat \{
168(e) (3) (E) (vii), as added by the %giofl%?r;yugf%aﬁ CIIQISH‘IES-year ol e

As the result of a drafti
intended 15- ng error by the Tax Cuts and Job
ed 15-year recovery period for qualified improvement {;‘}@ﬁfﬁ gacl:le dlig-i?m the
ce

gned. u i

a-ﬂ:e] 2014 was not assi ed Ih S qlla].lﬁed J.mpIOUenlent proper ty placed n service

a‘ftEI 201:‘ was depI eClatEd as I\fIACRS 39-year nomesldeﬂha] rea.l DI‘O[)EI ty A ti hnl
. eC CaI
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s may file amended returns or a change in accounting method to change
the correct depreciation period and claim bonus depreciation (Rev. Proc. 2020-25).

Qualified improvement property is any improvement made by the taxpayer to an
interior portion of a building which is nonresidential real property (whether or not the
puilding is depreciated under MACRS) if the improvement is placed in service after the
date the building was first placed in service. Expenditures which are attributable to the

argement of a building, any elevator or escalator, or the internal structural framework
of the building are excluded from the definition of qualified improvement property, but
structlll‘al components that benefit a common area are not (Code Sec. 168(e) (6), as
amended by P.L. 116-136).

20-Year Property. Twenty-year property includes property with a class life of 25
ars or more, other than Code Sec. 1250 real property with a class life of 27.5 years or
more. Water utility property and municipal sewers placed in service before June 13,
1996, and farm buildings (for example, barns and machine sheds) are included within
this class (Code Sec. 168(e) (1) and (e) (3) (F)). Depreciable electric utility clearing and

grading costs to place transmission and distribution lines into service are 20-year

property.

25-Year Property. Water utility property and municipal sewers have a 25-year
recovery period-Code Sec. 168(c) and (e) (5)). The straightline depreciation method is
mandatory foi “5-year property (Code Sec. 168(b) (3) (F)).

27.5-Yea+ Residential Rental Property. Residential rental property has a recovery
period of 27.5 years. Residential rental property includes buildings or structures with
respeCt *o which 80 percent or more of the gross rental income is from dwelling units
(Coac Sec. 168(e) (2)(A)). It also includes manufactured homes that are residential
+-, +al property and elevators and escalators.

Nonresidential Real Property. Nonresidential real property is Code Sec. 1250 real
property (1 1786) that is not residential rental property or property with a class life of
Jess than 27.5 years (Code Sec. 168(e) (2) (B); Rev. Proc. 87-56). The cost of nonresiden-
tial real property placed in service after May 12, 1993, is recovered over 39 years. For
property placed in service after 1986 and before May 13, 1993, cost is recovered over

31.5 years.

Farm Machinery and Equipment. Machinery and equipment, grain bins, and fences
(but no other land improvements) used in specified agricultural activities are MACRS
7-year property and have a 10-year ADS recovery period (Asset Class 01.1). However,
any machinery or equipment (other than any grain bin, cotton ginning asset, fence, or
other land improvement) that is used in a farming business (as defined in Code Sec.
263A(e) (4)), the original use of which commences with the taxpayer after December 31,
2017, and which is placed in service after December 31, 2017, is classified as MACRS
5-year property and has a 10-year ADS recovery period (Code Sec. 168(e) (3) (B)). The
same rule applied to new machinery and equipment placed in service in 2009 (Code Sec.
168(e) (3) (B) (vii), prior to amendment by P.L. 115-97).

Indian Reservation Property. For qualified Indian reservation property placed in
service after December 31, 1993, and before January 1, 2021, shortened MACRS
recovery periods are provided for both regular tax and alternative minimum tax (AMT)
purposes. A taxpayer may make an irrevocable election to use the regular recovery
periods for any class of MACRS Indian reservation property placed in service during the
tax year. No AMT adjustment is required even if an election out of a shortened recovery
period is made (Code Sec. 168()).

Additions and Improvements. Additions and improvements, including the cost of
capitalized structural components, are depreciated under MACRS in the same way that
the improved property would be depreciated if it were placed in service at the same time
as the addition or improvement (Code Sec. 168(0) (6)). For example, a replacement roof
or other structural component added to a commercial building in 2020 is treated as
39-year MACRS nonresidential real property even if the building is depreciated under a
preMACRS method. Any elements of an addition or improvement to a building that
qualify as personal property may be depreciated over a shorter recovery period as
personal rather than real property under the cost segregation rules (discussed below).

Effective for property placed in service after 2017, most improvements to the
interior of nonresidential real property are depreciated over a 15-year recovery period as

11240
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qualified improvement property (Code Sec. 168(e) (6); Code S ii
added by P.L. 116-136). See above, “Qualified Impmv(e;;entonop:r%’.’}68(8) 9 Gy &

Interior improvements placed in service before 2018 ma i
recovery period as qualified leasehold improvement property (ﬂ);2%2?h§zqugligeé5yeqr
Improvement property (discussed above). A 15-year recovery period may also =
qualjj_ied_ restaurant property (discussed above), which includes most in oDl to
exterior improvements and restaurant buildings, placed in service before 2018

rvice (Code Sec. 168 (b) (5)). For example, if the election is made for 3_—year property, it
:;plies to all 3-year property placed in service in the tax year of the election.

A taxpayer may elect to recover the cost of 3-, 5-, 7-, and 10-year property using the
150-percent declining-balance method over the regu.lar recovery periods (thg MAC_RS
alternative depreciation system (ADS) recovery perm_d for property placed in ser\]rjlce
pefore 1999) (1247) (Code Sec. 168(b)(2)(C)). This election, like the straight-line

terior and
above, is made separately for each property class placed in service during the

. . . i n -
e gggﬁt ’gl;lffﬁ g?lﬁc;e;nigéfo{ lfnat ﬁ;ltlr% rtOOf' (Imt:hédmg the sheathing and rafters) o 3 f;;c;r];)ar of the election. A taxpayer may also elect the MACRS ADS with respect to any
nific : as deteriorated over time is a restoration i -
capitalized as an improvement CReg._§ 1.263(2)-3(k) (6) (i) (A) and &) (7)., Exam ‘;hat is class of property . 4 . AT et
’It‘lllﬁ rep;allcement of a worn and leaking waterproof membrane on a roof comprl-)i : 34)' ] 13, 5, 7—a,r]anmdn 1eyear pipesty Blacel io ser&'lcetllalefolrgof?@w o ltlsg ]T ing balance
shiustinl g o -k ' of ¢ sed of : f farming, it must be depreciated under the percent declining balanc
and a waterproof membrane with a similar but new jupiness : taxpayer elects the MACRS straightline method or alternative

membrane is not required to be capitalized if the membran i | : it
red to - thod, unless the
i b e B (Reg. §1265930 (S)YV%SXEPIIZag?gHH vgh(elg E’lfl)e gl;reciaﬁon system (ADS), or the taxpayer must use ADS because the taxpayer elected

Example 15). Another IRS example dealing with removal costs (91 1313) assumes that to deduct preproductive period expenditures (Code Sec. 168 (b) (2) (B), prior to repeal by

the cost of replacement shingles that are similar to shingles . ax Cuts and Jobs Act (P.L. 11597)). Consequently, Tables 1-8, below, may not be
taxpayer owned the building is not capitalized (Reg. §§.263%%E§é§%%£f%aﬂmle téle . Els‘ae(’irfOl‘ such property. 3-, 5, 7-, and 10-year farm property is depreciated using the
In tax years beginning after 2017, a replacement roof on nonresidential real propeII-Jt; I ' a00-percent declining balance method if placed in service after 2017 unless an election to
type of qualified real property which may qualify for section 179 expensing (1 1208) 3 ' use the 150-percent declining balance method, straight-line method, or ADS is made, or
Cost Segregation. The Tax Court has ruled that elements of a building that . the taxpayer e'ects to deduct preproductive period expenditures. i

treated as personal property under the former investment tax credit rules (Rare Compiziat-on of Deduction Without Tables. The MACRS deduction on personal
§1.48-1(c)) may be separately depreciated under MACRS and ACRS as personal reg' roperty iv.zomputed by first determining the rate of depreciation (dividing the number
erty (,Hﬁsplat_al Corp. ofAmmca,. 109 TC 21, Dec. 52,163). The IRS has acquiesced tg t(ilp- Ene h - the recovery period) (Rev. Proc. 87-57). This basic rate is m].lltiphed by 1.5 or 2
;guirtt: olding that the former investment tax credit rules apply in determining Whethe? ' " - he 150-percent or 200-percent declining-balance method, as applicable, to determine
o im IS a structural component (real property) or personal property (Notice of o o declining balance rate. The adjusted basis of the property is multiplied by the

quiescence, 199935 LRB. 314). The separate depreciation of personal property declining-balance rate and the half-year or mid-quarter convention (whichever is applica-

elements of a building is referred to as cost segregation. ble) is applied in computing depreciation for the first year. The depreciation claimed in

The determination of whether an item is per: ; ot vear is subtracted from the adjusted basis before applying the declining-balance
nent often depends on the specific facts. Onephni)%mr?fcioﬂg igrvghseirhugfl é]aé ‘i:t(éﬁp;: .. E;feﬁi; dgternﬁning the depreciation deduction for the second year.
%%%ﬂinﬂﬁjﬁgﬂﬁ totoﬂéf building (Whiteco Industries, 65 TC 664, Dec. 33,596). > Under the MACRS straight-line method (used, for example, on real property or if 12
components even if ngt . Operilltton and maintenance of the building are structural ADS applies), a new applicable depreciation rate is determined for each tax year in the =]
' structural components: b !t)]?unllll)an%n o attac.h.ed' T_he fOl}owmg items are examples ¢t i applicable recovery period. For any tax year, the applicable depreciation rate (in percent- 24
I air conditioning and ﬁeaa;j s, boilers, ceilings (including acoustical ceilings), centia} ] age terms) is determined by dividing one by the length of the applicable recovery period =
I floors, hot water heaters nﬁ‘?i(s:tems.,t Ch]}m}? ey, doors, electric wiring, fire essapes, ' remaining as of the beginning of such tax year. The rate is applied to the unrecovered o
; readily removable) pluml;in roofum 'S,k Eane o panehn_g, partitions, G not basis of the property in conjunction with the appropriate convention. If as of the =
- windows (Reg. § 1.48—1(e) (2))g, ® Sinks, sprinkler systems, stairs, tiling, walls, and beginning of the tax year the remaining recovery period is less thap one year, the =
| . applicable depreciation rate under the straight-line method for that year is 100 percent. >

1243. MACRS Recovery Methods. Under the Modified Accelerateq Cus ' i i
o : 21 Lust Recove le 1: A calendar-year taxpayer buys an item of five-year property in

ggfs’trilgat%:%{fél,ogleﬂ?St Of]jdegrecfable property Is recovered usiog the applicabg ]anum%ear 1" for $10,050. The taxpayer does not claim any Code Sec. 179
(Code Sec. 168(2)). ¢ applicable recovery period, and the applicable convention expense allowance or bonus depreciation. The 200-percent declining-balance
Th - t of : : method and half-year convention apply. lzﬁprgci:it;on cgnllputeddmthoyltﬁthe usti (;;

€ cost of property in the 3-, 5, 7-, and 10-ye i : the IRS tables is determined as follows: the declining-balance depreciation ra

200-percent declining-balance method over three, ﬁ‘}rfe a;egtilfsgidlstef;ggege: sm{gi t}}e determined and compared with the straightline rate. A switch is made to the
(the applicable recovery period), and the haltyear convention (unless the 'é) SEaur straightine rate in the year depreciation equals or exceeds that determined under
convention applies), with a switch to the straightline method in the Yearmvl\’ﬁg;llatlitl‘;i the declining-balance method. The applicable rate is applied to the unrecovered

maximizes the deduction (Code Sec. 168(b) (1)). The cost of 15- and 20-ye i basis.

{ii(é?vere% b the 150-percent declining-balance method over 15 and 30 ;gaiz’?gggelcs- The 200-percent declining-balance depreciation rate is 40 percent (1 divided

swdtzﬁ ":n i etila}]f-yegr convention (unless the mid-quarter convention applies), with a by 5 (recovery period) times 2). The straight-ine rate (which changes each year) is

i ofro : de 2 'aight-lme method to maximize the deduction (Code Sec. 168(b) (2)). The 1 divided by the length of the applicable recovery period remaining as of the

li (13181 el sental and nonresidential real property is recovered using the straight- beginning of each tax year (after considering the applicable convention in deter-
L oncinod and the midmonth convention over 27.5- and 39-year recovery periods mining how much of the applicable recovery period remains as of the beginning of

the year). For Year 4, the straightline rate is .40 a divid‘ed by 2:5), ijch is the
samz as the declining balance rate. For Year 5, the .su”alght-hne rate is .6667 (1
divided by 1.5). For Year 6, the straight-line rate is 100 percent because the

remaining recovery period is less than one year.

respectively (Code Sec. 168(b) 3).

A taxpayer may irrevocably elect to claim strai i i
ITeve ghtline MACRS deducti
Eeguﬁilgr ret.,:olver'y period in place of the applicable depreciation method (()ggo?ggl"rcgrﬁ
b:{:ancmg ?h ar:ic? method for 3, 5, 7-, and 10-year property and 150-percent declining
e method for 10- and 15—yf;ar property). Th_e election applies to all property in the

| 11243 11243
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® a qualified supplemental securj

d
receiving SSI for any month ending du 4]
date);

iring

® a long-term family assistance (TANF) recipient (described below), byt the
maximum qualified wages is $10,000 for the first and $10,000 for the second yea,
and the credit percentage increases to 5( percent for the second Vear; or i

® along-term unemployment recipient (an individual unemployed for gt leagt
27 weeks that includes a period when

he or she was receiving unemploymep
compensation under state or federal law).

ty income (SSI) recipient (an indivj
ring the 60-day period ending on the

¢ Ini -
ue on or after April 1, 2020, and before July 15, 2020, wag
automatically extended to July 15, 2020, in respon

se to the COVID-19 (coronavirus)
crisis (Notice 2020-23; Rev. Proc, 2018-58).
TANF recipients. A long-term family assistance recipient is an individual who ig
certified by the designated local agency as

amember of a family that:
® has been receiving TANF payments for at least the 18-month period ending
on the hiring date;

® receives TANF payments for at least 18 mon
is not more than two years after the 18-month total i

® is no longer eligible for TANF payments because of a limitation imposed
under federal or state Jaw on the maximum duration such assistance ig Ppayable, if

the worker’s hiring date is not more than two vears after eligibility expires.
Qualified Veterans. A qualified veteran is 3 veteran who is certified as:

° a member of a family receiving SNAP benefits for at least a three-month
period ending during the 12-month period ending on the hiring date;

® unemployed for at least four weeks (consecutive or not) but less than siz
months during the one-year period ending on the hiring date;

° unemployed for at least six months (consecutive or not) during the ON-y 2ar
period ending on the hiring date, but the qualified wage limit js $14,000;

¢ entitled to compensation for a service- 2
one year of being discharged or released from active duty in the 115, Armed
Forces, but the qualified wage limit is $12,00

® entitled to compensation for a service-connected disability, and unemployed
for at least six months (consecutive or not) during the one-year period ending on
the hiring date, but the qualified w.

ths, if the worker’s hiring date
s reached; or

age limit is $24,000 (Code Sec, 51 @A), (@)@,
and (d) (13) (D)).
Tax-Exempt Organizations and Qualified Veterans, A tax-exempt organization, other
than an exempt farmers’

cooperative generally cannot claim the work opportunity credit
(Code Sec. 92(c)). However, a Code Sec. 501(c) exempt organization may use Form
9884-C to claim a reduced credit of 2§ p

should not reduce its FICA obligations on retu
2012-13).

ary 1, 2018, through February 18, 2020, (2) the
urricane Harvey, Irma, or Maria (1 1465P). The
11465G
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T

1 i rtunity credit for
cannot claim the employee retention credit and the work opportunity
:;:h I&;ﬁ employee during the same period.
e

: i ligible em-

Employer Credit for Paid Family and Medical I&ega’so on?afl agIl)plicable

1465H'l im & credit i tax years beginning in 2018, 20]19, e Fanilly: and

ikl t?gg co? wages paid to qualifying éemployeesdgg‘ b;?l:’; Taxpayer Certainty and

fieen Code Sec. 455, as amen e

1ﬂaedicga Iﬁa"%‘ﬂﬁﬁfﬁ%]&?zélg (P.L. 116:94); Notice 201&7%). H“‘}’,%‘{iiki‘;"mei‘éco%n £

Disasﬁt:a;r gf logal government, or required b}é itateb(}g?(t:gli tz‘zé;cs]jabﬂjty i

el iness credit, su t ; d
- i lslgﬁfﬁﬁg)gﬁgaiiﬁ?reduces the employer’s deduction for wages an

er ru .

c:lﬂf(;: (Code Sec. 280C). An employer claims the credit on Form 8994.
salarl

i i iod if the rate of
dit starts at 12.5 percent of wages paid during (}ht’arlﬁgvgr;:(:ﬁo% é.’lf_ (Elc}ntage e
Thi e at least 50 percent of wages normally pai . ot gl
paymen lls) 25 percentage points for each percentage poin e
increasedo Y 'rcent of wages, up to a maximum apphc;ab}e Peilcfnth% i i o
Excgﬁisnﬁi IP:SDGC‘E ol gﬂY thi)}tlyel?;‘ (I)SJ% ]Ié‘nl\rllla lgave taken. Wages for an
. iplied by the number of hou e o
gy wa%eh?tit; ﬁlol;lt];gggzgn %Ylourly wage rate are prorated to an hourly wage
emgli?éiiers a moximum of 12 weeks of FMLA leave. ", g aieolliln
il Eligiblz Employer. An eligible employe%‘ must %lg?da g{*\r/ll Lgnl epa o it e
alifyi b ; ks of annua ’ : e
e T ot T for one of the following even
e Sedces. Eligi FMLA leave is limited to leave UL Grells
o Pmpwyeesl. Egegl’sbclz?lild' placement of child with the employee 1for ‘gqu%hpgﬁse, o
birth of un emlp 0é(e’s serious health condition, or care for the emp (;)ge 2 fac, dhill
ay ~heten'ltli’] (;yserious health condition; any quahfy]ngdex%geliliclylr_1 S
. v;ild arent being on active duty (or notified of a e A
g c}tlhe ,Jgn?ed Forces; and care for a service member who
in ; and
du(t’i?se e g 50 percent of an employee’s
4 : licy must provide a payment rate of' at least : p:es Ik O e Snloyess
- yIf the employer employs any qualifying emp OOyh Gl U L
norn}al Wag;eil.:l FMLA (for example, works less t!lgn 1,.‘251 ;_mr I T iy o
jb}::lﬁﬁ: Iceortaine noninterference languagf. A tt{;a;l}ssg;ogn%o;lé 3;3) e?dopted e
E i dment to an 1 i e
l AE e ffective date. The employ
iR treated as in place on the retroactive e b e
Dz;ernl;l:l?é iéilzriggl’vl: lezve payments unﬁler the ﬂﬁ:ili?h‘?s( ;:hv(:ﬁ ?gnfolltiiyzfor pr(Niyd -
m . - S .
i notify employees th -
itm'r_‘tla Iﬁﬂﬁ{eﬁvgo{)ﬁ%ﬁ?&gs ggzn then all eligible employees must be notified
pat :

ifyi e FMLA
ifving Employee. An employee must be a qualifying em}g;l()jr]leee gl;ﬁ;} Et:}cll g
i employee is any employee who has bee Sibioyed by tie
L qltlal‘mzltnfne year and whose compensation for the pl:((eiceall( 1% gl s e
ARl eta f the threshold for a highly-compensated indivi 1(1) o
ket o ompensation cannot exceed $78,000 for 202 75000 prl e
e eml:!ioy%eOlSQ(-:SQ) pAn employer may use any reasonable me gcutive Sy
{orgz't(l)lz}))f E:I\rlritlllg‘;ment, bu-t it cannot require e%ploy;nﬁ:)l‘tl rfsorp éf ;é);s T
s ork a minimum number of g i
E?::lsl-:irﬁec:ttiloﬁﬁfp tlsﬁgfo;gegfrom eligibility for paid family and medical leave

alifyi ! the same as for federal unem-
ifying employee’s wages are Ll
Wagestalie}gne(FiUgD%u withoﬁt regard to the $7,000 FI{I‘At :ﬁgixgﬁ)ﬂlﬂt b
ploymel?t i lide all remuneration paid for emplo;rmeqt, bl‘.lN noeS pgi e
S mg termine other business-related tax credits. Wag ol 15 s
L le, insurance company, professilo_nal employer org: s ch g
iy (f?(l)-y?:a:}gr ‘services performed for an ehgl‘tile erppé?lsg?i tfri’l i el
the eligl id through an employer’s short- e
}he ? hgﬁ)leailgprlgggiréa\;v laeg;\fepfl:‘e also taken into account if the program meets
or family |
ini id leave requirements. . o7 o
B s Small Employer Health Insurance Credit. An ehgi}l(ecigldaﬁl lel—ngrc;ﬂ r
withlxi)ﬁr?gl% thl;;l 25 full-time equivalent emgloyeesant::g ;é?rnéri e
i health coverage during - s
ZISHIS, 1i{pays§t(1wz%rﬁl§m%1t(gegredjt is computed on Form 8941 as part of the g
; Reg. §1.45R-5).
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business credit, and is subject to its tax lial
Any credit that is unused at the e

following year (Code Sec. 196). The deduction for e
health plans is reduced by the
Credit Amount. The credi

(1) the total nonelective contri
employees during the tax vear unde;
qualified health plans offered thro

‘ Options Program (SHOP) Exchange; or
(2) the total nonel

‘ tax year if each employe
| health plan that had a premium equal to the average
market in the rating area where the employee enrolls

| The employer must have a contribution arr
| nonelective contribution on behalf of eac
‘ plan offered by the employer. The contri
percentage, but not less than 50 percent

| is nonelective so long as it is not made through a sal

| addition, the contribution arrangemen
Exchange.

The credit percentage for a tax-exem

premium for the small
for coverage (Reg. §1.45R3

U.S. Master Tax G“ide

bility limitation and carryover rules (4] 1465)
nd of the carryforward period may be deducted in .

mployer-paid premiums for quaﬁﬁe§
amount of the credit (Code Sec. 280C (h)).
tis generally equal to 50 percent of the lesser of:

butions the employer makes on behalf of j
r a contribution arrangement for
ugh a state-sponsored Small Business Healty,
ective contributions that would have been made durip
e taken into account in item (1) had enrolled in 2

pt eligible small employer is 35 percent, byt
| the credit may not exceed the exempt org:

year in which the tax year begins. A

anization’s payroll taxes during the calendar

tax-exempt eligible small employer is a sma[]
| employer that is also a Code Sec. 901(c) organization, The organization claims the crejt
| by filing Form 990-T with Form 8941 attached.

Credit Phaseout. The credit amount is reduced

| * the credit multiplied by the number of the emp
employees for the tax year in excess of 10, divided by 15

; and
¢ the credit m

ultiplied by the employer’s average annual wa

, but not below zero, by the sum of:
loyer’s full-time equivalent

ges in excess of
the applicable dollar amount for the tax year (527,600 for 2020;

$27,800 for 2021), divided by th
Eligible Employer and Employe

during the tax year:
e the employer has 25 or fewer full-time equivalent employees;

° the average annual wages of these e
applicable dollar amount for the tax year (8
for 2021); and

‘ ¢ the employer has a qualified health care arrangement |
| §1.45R-2).

All controlled groups, partnerships, and affiliated se
employer under Code Sec. 414(b), (c),

The number of fu]l—_ﬁme equivalent emp!

e applicable dollar amount (Rev. Pro

The following workers are not employees, and their ho
are not counted when figuring th

projected to be
c. 2019-44).,

es. An employer is an eligible small employer i

mployees is not greater than twice the
95,200 for 2020; projected .0 he $55,600

n effect (Reg.

rvice groups treated as a single
(m), or (o) are treated as one employer,

loyees during a tax year is equal to the total

urs, wages, and premiums

e credit: the owner of a sole proprietorship (self-
employed); a partner in partnershi;

; a shareholder who owns more

o an S corporation, or more than five percent of any other business; th
Spouse; or any person who satisfi

‘ ‘ qualifying relative as defined for pu

| §1.45R-1(a) (5)). Leased employees are considered employees.
| Credit Period.

The small employer health insurance credit may be
during the employer’s two-year credit period. The cred
|

11465HA
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than two percent of

e individual’s

es the relationship test for such an individual’s
rposes of the claiming a dependent (11137B), (Reg.

claimed only

it period is the two-consecutive-

Premiumg ¢,

qualifieq
group
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T

i i ich the employer offers one or
i inni th the first tax year in which o
tax-year gﬁggccll ﬁ:ﬁng}gﬂ:’lm its employees thi‘oughﬁ?e?:?eft)ufr}f:{l;innﬁié ’gll: cCrI:dit,
ore begin until the first year the employer ) S i S
e laim the credit if coverage is provided un :
alified
S e e but the employer cannot provide a qualif
An emp for all or part of the tax year, bu . e
B inder of the credit period because loyer & b
health plggdi'%rssﬂilse hiezflc?)lunty where no SHOP plans are available (Notice 2 )
busineSS

" . e
Biofuel Producer Credit. A producer may claim %csrtiiietsfgri;ﬁsgl :soarl Rnil
14651’%1913 o alcohol fuel mixtures produced in the I(J)mte ended by the Taxpayer
g Ellcoggited States (including possﬁonfS)zé({gd&Sfcﬁﬁi gff);lmThe acedit o everdl
in the : Relief 0 S R ion before
Certainty andbfilif:gngya’;ppﬁes only to second generation ]?lofui;él ggoggé:(%?nal gohol
comPOIIE]l:ltSz,Oz‘i All other components of the credit (alcohcndmof A
Jan:iliryana small ethanol producer credit) expired at the en :
o 6478. ; ; s
calcu]atedb?nﬁli‘zlnsroducer credit is part of the general busl:%issd;:;ililé, abgl;ting% b
Thel 1i(‘z::ltion is calculated separately _and the credj{:1 ma)tfhe A HORwah hetiod
ﬁabllllg algcll alternative minimum tau(lliabﬂ‘.:ltf}{1 (11,!311:‘(&65): ati?r,l year and any carryforward
g A ears after the relevant fuel’s termin hile dir thesdolloving b
fimited to thre¢ \ax y rward period is deductible . ;i
: y. the end of the carryfo im the credit. Any secon
that is unus=a ot er may elect not to claim the iodiesel
year (Coce 1;(1‘-::‘:(;] i?;?mti\i ;?lx lggm 6478 cannot also be claimed as part of the biodie
Lon L z
gener?i a'n ble diesel fuels credit (] 1465X). ¢ T bl
and DN dit is equal to $1.01 per gallon of qualified secgnf g Tamary 1. 2021
Tne credit 1s e d second generation hiofuel producer efore 1_ 'liquid
piduced by a qualified s 4). Second generation biofuel is any
1,’::6 de Sec. 40(b) (6), as amended bylf._L. lllg-lgg) iigiOC e]juglosic or hemicellulosic mat‘rm{
3 e ified feedstock inclu : e
me]‘lgl?f‘lavgi 3333$f§?§ or recurring basis ém(t)st. é)ltr;t;sé ;il;nalTh‘:afitgf I}aﬁitn;]eet the
ey ivated algae, cyanobacteria, L dditives
B e eashcncs o e i i
Envuqnmgn delr-othe Clear Air Act, and must not be alcohochéf e'S: e
EStadbtilcSeg‘eof lslerzlcond generation biofuel must register with the I i uslr ir ot A e i
g ond generation biofuel must be used by the %"0 uc?ation Lichiel mistiice
B Sef o 3 lile or business fo/procuige:s sesnt Bele de or business, or (3)
person: (1) for uSal offfarm production), (2) for use as a fuel in a trf-;il ?tank L e
e C?ﬁgr person at retail and place in the retail b“ﬂfr‘s e b
i ?lno ach gallon of second generation biofuel at eC Ol&gﬂ%ec 40(d)3)). The
recadptcl:lgf dc?erzlsenot use the fuel for the required purposes (Code Sec.
S - 720.
orted on Form 1 : h
recapt:;;taxlii:::rch Credit. A taxpayer may claim a ﬁredltdf;:)r. ;n;;:tmgfn’%leﬂ;s:ié’fal
. ; : — search credit i
65 (Code Sec. 41). ‘The research credit e
i Oﬂdﬁ"a";ﬁ grgengrally subject to its tax liability hmtiltaum?;} E:gi ﬁtmt i
business CHre ever, an eligible small business may calculate the o
(9] 1465). ng.t parately, and use the credit against both regu el el
o cre 111 t?i?i%es An eligible small business is a [_)a.ﬁJIEI'SI'ilp, SOS rlfj:ceipts g
QR e ithout publicly traded stock) if average anuu% gr&s) o ) Ay
grcomorau(?irrllg(“t;lx years are less than $50 million (Code Sdec. 3_0(3) el e
€€ prece ' d of the carryforward peri LIS s
grﬁdit.thaﬁt;l;alil sugllalelézetc}‘t:ttaﬂlxgaigr elected to reduce the credit in order to claim a
ollowing :
i de Sec. 196). ol A dit
o d?iqtu zt::::u(n(;ol?nless the taxpayer elects to use the alte;nanve simplified credr
Cré1 t;-’on (discussed below), the research credit is the sum of: e slesverca
compu o 20 percent of the excess of qualified research expenses for
base period amount; i St
e :) V;; ;ercenIt) of the basic research payments made to a qualified organiz
: in carryin de or
) e 20 percent of the amounts paid or incurred in 3 nerg Orrés?aﬁcga((:ode
business tg an energy research consortium for qualified energy
u
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The base period must be adjusted when the major portion of a business that paid
incurred research expenses is acquired or disposed of by the taxpayer.

Base Amount. The base period amount is the product of the taxpayer's ﬁXEd-base
percentage and average annual gross receipts for the four tax years preceding the creg:
period (Code Sec. 41(c)). The base amount may not be less than 50 percent of
qualified research expenses for the credit year. The fixed-base percentage is aggregate
qualified research expenses compared to aggregate gross receipts for 1984 through
1988 tax years. It may not exceed 16 percent.

Start-Up Company. A start-up company’s fixed-base percentage is three percent for
each of the first five tax years that it has qualified research expenses. The fixed-hage
percentage for the sixth through tenth tax years it has qualified research expenses isa
portion of the percentage that qualified research expenses bear to gross receipts for
specified preceding years. For subsequent years, the fixed-base percentage is the whgle
percentage that qualified research expenses bear to gross receipts for any five yearg
selected by the taxpayer from the fifth through tenth tax years. A start-up company

includes a taxpayer who has both gross receipts and qualified research expenses for the
first time in a tax year that begins after 1983.

Alternative Simplified Credit. A taxpayer may elect an alternative simplified credit
method to calculate the research credit (Code Sec. 41(c) (4)). The alternative credit ig
equal to 14 percent of qualified research expenses that exceed 50 percent of the average
qualified research expenses for the three preceding tax years. If the taxpayer has ng
qualified research expenses for any of those years, the credit is equal to six percent of
the qualified research expenses for the current tax year. An election to use the

alternative simplified credit method is effective for succeeding tax years unless revoked
with the consent of the IRS.

Deduction for Research and Experimental Expenditures. For expenses paid or in-
curred in tax years beginning before 2022, a taxpayer’s deduction for research and
experimental expenditures (1 979) is reduced by the amount of the research credit
(Code Sec. 280C(c), prior to amendment by the Tax Cuts and Jobs Act (P.L. 11597)).
Capitalized expenses must also be reduced by the amount of the research credit that
exceeds the amount otherwise allowable as a deduction for such expenses. The taxpayci
can make an annual irrevocable election to claim a reduced research credit and thereby
avoid reducing the research expense deduction or capital expenditures. An electing
taxpayer must reduce the research credit by the product of the research creait com.
puted in the regular manner and the maximum corporate income tax rate. For expendi-
tures paid or incurred in tax years beginning after 2021, the amount czpualized and
otherwise eligible for amortization over five years (15 years for foreign vesearch) is
reduced by the excess (if any) of the research credit allowed for the iax year and the

amount allowable as a deduction for the tax year as qualified research expenses or basic
research expenses.

Qualified Research Expenses. Qualified research expenses are the same as those for
the business expense deduction for research expenses (Y 979), other than: expenses for
foreign research; research in the social sciences, arts or humanities; and subsidized

research. The research must be undertaken to discover information that is technological

in nature and intended to be useful in the development of a new or improved business
component. The research must

also relate to elements of a process of experimentation
for a functional purpose (it must relate to a new or improved function, performance,
reliability, or quality).

Qualified research expenses include in-house expenses for the taxpayer’s own
research (wages, including income from employees’ exercise of stock options, for
substantially engaging in or directly supervising or supporting research activities,
supplies, and computer use charges) and 65 percent of amounts paid or incurred for
qualified research done by a person other than an employee of the taxpayer. The
percentage is increased to 75 percent of amounts paid or incurred for qualified research
performed by a qualified research consortium, which is a tax-exempt organization under
Code Sec. 501(c) (3) or (c)(6) that (1) operates primarily to conduct energy research,
and (2) has at least five unrelated customers, with no single person accounting for more
than 50 percent of the revenues of the organization,

11465J

i : 7
7AX CREDITS U General Business Credit 50

i g lified
i ial Statement establishes the amount of a taxpayer’s qua
AIIhACS e71?soesF }fg?r;flﬁltai year if the taxpayer has at least_SIO ri_ul]lon in assets zillrécé
relsiejvl’sc UeSxpGAAP to prepare certified financial statem)ents. 'I‘h}l;t audét p{ggggfri lapgm?
B ina] i filed (including extensions) on or after Sep! 11, 20
e Ongﬁlglwget%r;zgggd%l?-lé& Large Business and International Directive

. 7:005))
(LB&I-M_OQI - ] i ditures to an energy
; enditures. The credit for expenditures 1 ener
ngzﬁ)erfsfr’:iﬁy if)ﬁaiggc?o%ﬁaﬁﬁed energy research only. The perc%nt hmtlztfrt;gg
reseaac n outside research does not apply to energy re;search. Amounts p%léi or in U
e Oenergy research conducted outside of the United States, Puerto Rico, or IS
gsgggsion are not taken into account (Code Sec. 41(f) (6) (C)).

iti indivi interest in an unincorporated
- h Entities. For an individual Whp owns an in
tradeP gisbﬁgflzgs, or is a partner in a partne;lshlp, daitbFnelﬁCI'E[{rﬂ (th0 artlh iSt:;?O?; ‘Enés;t,t;);
i hareholder, the research credit is limite ] unt ¢ :
%%uﬁﬁg I:citlt(l)ll isndividual’s interest in the trade, business, or entity. The individual's
al

assed-through credit that exceeds this limit may be carried to other tax years (Code
gec. 41(g)).

Payroll Tax Credit in Lieu of Research Creihit. % qzualiﬁedtsm;]lr(‘?ﬁliilnxeisnsl Ir)r;z}é ézlgﬁt ;(;
i { its research credit against the 6.2-percent pay
N Code See. 41(h); Notice 2017-23). A taxpayer
GREE TN ts to employees (Code i =
Sl pusin f tax if it ceipts are less than $5 million
i iti=r year if its gross receip ;
e ints eding the five-tax-year period that
it dic 0ss receipts in any tax year preceding _ .
mfli:t\n?:h igfe]g;ey%;r of the election. If the taxpayer is a Partnet.‘ship (()){ha cqg%o:alltézg
?I:lc’uding an S corporation), these tests apply to the entity’s receipts. erwise,
r\;stsl, apply to the taxpayer’s receipts from all of its trades or businesses.

i ses Form
ake the election for any five tax years. The taxpayer u
67652211%2?}?5?&2% afld identify how much of th% rese:;;(:)(‘%fljl creaig égci%[:ﬁ ;OP\%arr]g
iabili lection is then completed on Form and at _
e turn each quarter that the credit is claimed. The
941 or other applicable payroll tax return | i Ao
i ine i due date (including extensions
election deadline is on or before the ¢ : it il iy
i ’s i tion return. The elec :
small business’s income tax return or informa e
i ent. A transition rule allows a taxpayer tha :
gﬁhﬁ:n ﬁtrllllgﬁzsﬁ‘iggsremm for a tax year beginning after 2015 to make the election on an
amended return filed before January 1, 2018.

i i laim a credit for each low-
-I Housing Credit. A taxpayer may clai ) ;
i 11;14e61?111{it. i:lﬂ &fla]?ggc?l ﬁ)w—income buildings in quahfled. low-income housmigbpl»f;fec;:
1(nCC(;)de Sec. 42). The credit is computed on Form 8586 and is part czlfﬁtéle genera
credit, sub}ect to its tax liability limitation and carryover rules ( 1465).

i i ject 1 i ject or residential rental
i low-income housing project is a housing projec l

prop?ﬂ?(uﬂalg??g sﬁgect to MACRS depreciation, and g.lfets &iequean;e&lt& fsorc Lor\géggggn:
, gross rent restrictions, st;_ite credit authority,

E[?lil:n trc();:‘(::ltlll]na:g C(;gntinue to meet these requirements for 15 years, orh the _taxpals‘rs}; g;alg

havepto recapture a portion of the credit on F(])rm 8611.(11.{1117153)5 ﬁz ; 1?;:1511511% ]Ij)mi]ted >
d by tax-exempt bonds subject to the volume cap :

jcﬁlifn afr?ounst] that a state or local housing credit agency allocates on Form 8609.

The owner of a qualified low-income housing projec‘g tha:t is consu-u(étgd;l;fltlgi?&]hé
tated, or acquired may claim the credit over a 10-year pepod in alltll ﬁgubn th(}e i
applin’:ab]e credit percentage appropriate t’;o the ty(;p}f (;fl giﬂi(gzgt’lglv::—ing (;me % i

i to the low-income units in ea OW-ing | e
]tﬁliliyﬁogzgliis (:0 claim the credit in the tax year the project is pla::cgli( me ;et_}’fmge
Hogever the taxpayer can elect to start claiming the credit in the nex ; thye ol
building is a qualified low-income bui(lidingd e‘:t thgl elgd of t}&ee ﬁitq{lilz]ljl_‘-ﬁ gd e D

i i it i reflect any
credit period. The first:year credit is reduced to e gl on

it i i t is allowed as a credit in year a
unit is unoccupied, but the reduc}]on amount is a e

i iod ends. The credit cannot be claimed unles : _
{Jl:lilgf:g lits%ir};(j)ect to an enforceable 30-year lpw-mcome use ag}]l‘eglﬁle?t ‘];1?111 Itél; %11{)1{%15%
credit agency. The credit is not limited or disallowed by the hobby los

(Reg. §1.42-4). 1] 1465K
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65P. Employee Retention Credit. An eligible employer affected by a quaj

disaster occurring from Jan
e percentjof Eary 1, 2018, through February 18, 2020, may claimailﬁed

an : :
« figg%%Ye;i ttilllur;gg agg period that the employer claims the work opportuni .
Certaints and i pect to the employee (Acf Secs, 201 and 203 of th Ty credit

isaster Tax Relief Act of 2019 (P.L. 116.04)). of the Taxpayer

An employer is eligible for the qualified disaster

conducted an active trade or byg; i employee retention credit if ;
R 5 L usiness in a qualified di : edit if jt
incident period of a qualified disaster. The trade or bll;él}s:gzone at any time during the

The credi i ; g
paL T :g;:n fzp?rlllgseto gluahﬁed Wwages paid or incurred (1) beginning on the dat
ending on the earlier Efﬁl zat the employee’s principal place of employment; g b
last day of the inciden; e date significant operations are resumed or 150 d.':lys:al@‘ltIl t(}f)
an eligible employee dl? e ti]Quah.ﬁed wages are those paid or incurred with res i
because of the qua]jﬁe(rlu(ljg e period when the trade or business becomes ino pec% }0
O A o o thlsaster. Wages qualify for the credit even if the enlnj eira y
place of employment, or pe?‘fg“l_g:?g:giléggfiléﬂéf services for the employer at a diffe?gli
significant operations resume, An eligible empi)??élciépf;ln pzal;% I?ny ggl?ﬁlr%r;ergd];ef_orq
clpal

place of employment with th i i
i et | e employer immediately before the disaster was i the

January 1,
. ary 2018, and F e]qmary 18, 2020, by the P_resident under section 401 of the Robert

specified by th - period of the
€ sl 0
occurred gxc e f idgral Emergency Management Agency as the o & ltSt}tlhe period
January 19, 2050, pon oy eated as beginning before January 1, 2018 . ;htlhsaswr
www.fema : 74 d: or a list of disaster declarations and l'.nciden't erit’)c? b ourine 4
~¢iha.gov/disasters/year, or the instructions for Form 5884-A. periods, see https://

The 2017 California wildfire di
; . ire disaster, as well as Hurri i
::l;n ﬁ?()l;éra;’;eg&td (%;l;htggge dc;'sastters for purposes of thf;m (?rig?rvli?tgg a,aallln ili]\g;;}:
1sasters may use Form 5. ai : i
equal to 40 percent of up to $6,000 of qualified Wag[gélpa?g tfhzgu?raé?étie?:;;i&?g

1465Q. i i
e andclll e;ﬁglii:ls Employment C_I'Edlt‘. An employer may claim a credit for certain
e qualiﬁeduram‘la costs paid or incurred in tax years beginning before T s
i I;ribe e employees and their spouses who are enrolled memb o
€ Sec. 45A, as amended by the Taxpayer Certainty and Dissgfex? gl“;;
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The credit is equal to 20 percent of the excess of eligible employee qualified wages
and health insurance costs paid or incurred during a tax year over the amount of the
costs paid or incurred during 1993. The credit is available only for the first $20,000 of
qualifled wages and health insurance costs paid for each qualified employee. Qualified

ages are wages paid or incurred by an employer for services performed by a qualified
employee, excluding wages for which the work opportunity credit (] 1465G) is allowed.
alified health insurance costs are costs paid or incurred by an employer for a qualified

ot
Smployee, except for costs paid under a salary reduction agreement.
An individual is a qualified employee for any period only if: (1) the individual is, or is

married to, an enrolled member of an Indian tribe; (2) substantially all of the employee’s
services performed for the employer are within an Indian reservation; and (3) the
employee’s principal place of abode while performing the services is on or near the
reservation on which the services are performed. Also, more than 50 percent of the
employee’s wages from the employer for the tax year must be for services performed in
a trade or business of the employer. Employees whose wages exceed $50,000 for 2020
are not eligible employees.

1465R. FICA Tip Credit (for Employer-Paid FICA Taxes on Employee Cash Tips).
An employer inthe food and beverage industry may claim an income tax credit for a
portion of itz Social Security and Medicare taxes (FICA taxes) paid or incurred on
employee {ips (Code Sec. 45B). Employee tip income is treated as employer-provided
wages fo- purposes of FICA taxes (Code Sec. 3121(q)). The FICA tip credit is claimed on
Form 8846 and is part of the general business credit, but the tax liability limitation is
ca'culuted separately and the credit may be claimed against both regular and alternative
mnunum tax liability (9 1465).

The credit is equal to the employer’s FICA obligation to an employee attributable to
excess tips treated as wages for purposes of satisfying the minimum wage provisions of
the Fair Labor Standards Act. The credit cannot be claimed for the employer’s portion of
FICA taxes on tips used to meet a federal minimum wage rate of $5.15 per hour. The
credit is allowed for tips received from customers in connection with providing, deliver-
ing, or serving food or beverages for consumption, if tipping by customers is customary.
The credit is available whether or not the employee reported the tips and regardless of
where the services were performed. The employer may not deduct any amount consid-
ered in determining the credit. The employer may elect not to apply the credit.

1465S. Orphan Drug Credit. A taxpayer that invests in the development of drugs
to diagnose, treat, or prevent qualified rare diseases and conditions that affect fewer than
200,000 persons in the United States can claim an orphan drug tax credit equal to 25
percent of qualified clinical testing expenses incurred or paid during the development
process (50 percent of qualified expenses for tax years beginning before 2018) (Code
Sec. 45C). The credit is claimed on Form 8820 and is part of the general business credit,
subject to its tax liability limitation and carryover rules (7] 1465). A taxpayer’s amortiza-
tion or deduction of qualified expenses is generally reduced by the amount of the credit
claimed, but the taxpayer may elect a reduced credit amount after 2017 in lLieu of
reducing the amortization or deduction of the expenses (Code Sec. 280C(b)).

1465T. New Markets Tax Credit. The new markets tax credit may be claimed for
equity investments made in low-income communities through a qualified community
development entity (CDE) (Code Sec. 45D, as amended by the Taxpayer Certainty and
Disaster Tax Relief Act of 2019 (P.L. 116-94)). The investment must be made within five
years after the CDE receives an allocation of the national credit limitation amount for the
calendar year (85 billion for 2020). The credit is equal to five percent of the investment
for the first three allowance dates, and six percent of the investment for the next four
allowance dates. The total credit available is equal to 39 percent of the investment over

seven years.

A CDE receiving returns on investments (including principal repayments from
amortizing loans) must reinvest those proceeds into other qualified low-income commu-
nity investments during the seven-year credit period; otherwise, the taxpayer may have
to recapture the credit. The due dates for making investments, making reinvestments,
and expending amounts for construction of real property that are due to be performed or
expended on or after April 1, 2020, and before December 31, 2020, were postponed to
December 31, 2020, as result of the COVID-19 (coronavirus) pandemic (Notice 2020-49).
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in effect, and (4) adding the two amounts determined in (3). The sum of these tyq
amounts is the RIC’s income tax for the fiscal year that includes January 1, 2018 (N otice
2018-38).

Investment company taxable income is computed on Form 1120-RIC in the same
manner as the taxable income of an ordinary corporation (221) with the fo]lowing
adjustments:

® gross income is the corporation’s ordinary income (net capital gains are ng¢
included);

® a deduction is allowed for any ordinary dividends paid (Y 259), but ng
deduction is allowed for dividends of capital gains or tax-exempt interest;

e no deduction is allowed for dividends received;
¢ 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

¢ a deduction is allowed for the tax imposed on the corporation if it fails tq
meet the asset test or gross income test (] 2301).

For purposes of the dividends-paid deduction, dividends declared and payable by g
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)). See ] 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(c);
Rev. Rul. 89-81). The IRS has issued guidance describing the conditions under which
distributions to RIC shareholders may vary and nevertheless be deductible, includig
the treatment of distributions to shareholders that differ as a result of the allocaticn and
payment of fees and expenses (Rev. Proc. 99-40).

Excise Taxes. A nondeductible excise tax is generally imposed on a RIC that does
not satisfy minimum distribution requirements (Code Sec. 4982). The tax is four percent
of the excess of any required distribution for the calendar year over the aicount actually
distributed for the calendar year. For this purpose, the required distiittion 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.

Built-in Gains Tax. A RIC may be subject to a modified version of the built-in gains
tax imposed on an S corporation (Y] 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). 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 (RICs). A
regulated investment company (RIC) (9] 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 Fet
capital gains for tax years beginning before 2018 (Y 1738) on the excess of its net capital

112305
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gains for the tax year over the amount of any capital gains dividends paid during the
year (Code Sec. 852(b) (3)).

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 (Y2309 and 9 2311). The RIC must also report any undistributed long-
term capital gains 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 net short-term capital loss over the net long-term capital gain is treated as a short
term capital loss arising on the first day of the next tax year. Any excess of the net long-
term capital loss over the net short-term capital gain is treated as a long-term capital loss
arising on the first day of the next tax year (Code Sec. 1212(a) (3) (A)). 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 (Y 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 1or RICs 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 (he st day of the prior tax year under the capital loss carryover rules for RICs is
+2kea 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)).

2307. Tax-Exempt Interest of Regulated Investment Companies (RICs). A regu-
lated investment company (RIC) (9] 2301) may pay tax-exempt interest earned on state
or local bonds to its shareholders in the form of exemptinterest 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)). Form 1099-INT is used to
inform shareholders of dividends identified as tax-exempt interest dividends (9 2309 and
q2311).

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)). 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.

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)). However, the disallowance of a loss does not apply, except as otherwise
provided by regulations, to a regular dividend paid by a RIC that declares exempt-
interest dividends on a daily basis in an amount not less than 90 percent of its 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) (Y] 2301) must report in written statements fur-
nished to its shareholders the portions of distributions made during the tax year that are
capital gains dividends (9 2305) and exemptinterest dividends (9] 2307), as well as any
foreign tax credits (1 2320), tax credit bond credits (7 2320), dividends that qualify for
the dividends-received deduction (f 223), and passed-through ordinary dividends eligi-
ble for the reduced tax rate for qualified dividends (f12311) (Code Secs. 852(b) (3)(C)
and (5), 853(c), 853A(c), and 854 (b)). Capital gain dividends, dividends received from a
tax-exempt corporation, and dividends received from a qualified real estate investment
trust (REIT) (4] 2326) are not eligible for the dividends-received deduction (Code Sec.
854(a) and (b) (2)).
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The aggregate amount that the RIC c ivi
el ! ¢ mt that t an report as dividends eligi
glcxngl:l{:i:r;g(;?ve;i d%tiuc;;n is limited to its aggregate dividends rgc:ivilglgil':t]')éfn fé’r the
. itions for the year. The aggregate amount that th OMles.
qualified dividend income is limited to it i ivi e S g
alified dividend i @
(Code Sec. 854(b) (1) (C)). Additionall within e Ine B8
). A ly, within 60 days after the cl i Year
RIC must report and notify its shareholders of the portion of distril())ifioorfslt;la;jm; Béea{, 3

the tax year that is designated as undistributed capital gain (Code Sec. 852(b) (3) (D)u)rmg

2311. Taxation of Regulated Investment C
on of R - ompany () Distributi

t(;c[-‘:;ggf)ntdof a distribution rece_1ved from a regulated %Ivgsm;:ntb:frﬁg:ﬁme
bk natec.lepends_ on h(_)w Fh_e distribution is designated (7] 2309). Distributijg (RIC)
hold%rs = o?‘il i;?;;tz}l gain dtmg]ends are generally included in gross income byr;i .
S mcome to the extent of the fund’s earnings and profit .

2{{ ?bllmmollal of the dlStl‘lb'u['_lOll .of an ordinary dividend may be :]3 rgua?i:ﬁilg“:;v?r'
= ﬁdes dt; re?: et;xeéld ];at ggplt;g gdams rates (Y] 733) if the aggregate amount of q:r;?jgnd
( ed by the fund during the year is less than 95 i 3
income (Code Sec. 854(b) (1) (B)). Distributi o tax et e
dends may generally be exclude& fr R b g by
om the shareholder’s i -

852(b) (5) (B)). Exempt-interest dividend i e S e o
. s derived fr ivi i
tax preference items for alternative minimum tax (Aﬁ%pgé‘;fsggn(:]l%g?nds e

If a publicly offered RIC (72315) mak ifyi i
( es a qualifying distributi
?r}:;r;}éoitslzrzj ‘\;ggn]&avedmecogn? to receive cash or stock, then tl;leogis(:lfi;fl%f)lﬁl to
/ under Code Sec. 301 (Rev. Proc. 2017-45: Rev. Pr i
treatment applies only if each shareholder h ! et e
s only i as a cash or stock electi ith
i:ghp??ooé eﬂ!}sei{[s?;l‘t‘nét;g& Encé at legst 120 p&:-rﬁent of the declared distlfi)l;lu‘gir(l)n ggsgﬁs(gts g;
utions declared between April 1, 2020, and
2020). The value of the stock received b i e
y any shareholder in lieu of cash i i !
equal to the amount of cash for which the st i i P
al e un . ock is substituted. If
participates in a dividend reinvestment plan, the stock received by thzi 2222%2}3::

pursuant to the reinvestment plan i ived i
Dilipanto e, plan is treated as received in exchange for cash received ip

Distributions received from a RIC re i i
s ] ported as capital gain divid sav
i? }llong-lterm ﬂc)apltal gains by the shareholder for income aid AIVIIV’II“ ;ﬁgzgzyr?’e S '\I‘Ed
ajnowthoggh e shareholder held the shares (Code Sec. 852 (b) (3) (B)). Simh,m“fﬁcr; f'its.j
gapi ts;.31 g;;j IltS ?ﬂﬁérégst)eleﬁls tohpasf1 t{:irough to the shareholder are treated us f&flg—tﬂim
; 1 . Lhe shareholder is entitled to a credit or refund ./ it i
any capital gain taxes paid by the RIC on th distri i r’l LA
D menpalde by el e un istributed cap_ltz‘ gans (Code Sec.
S ) (g un(,iistributed older may increase the basis ¢t its shares by the
_ distr capital gains and its deemed porti i
The RIC must designate distributions as undistributed capital gampgiﬂg:nﬂgsw;;zggrllt

the designation and providi . apital ga
its tax year (] 2300) -D viding shareholders a written notice within 60 days of the end of

If a shareholder receives a capi in divi i
1 pital gain dividend or has capital gain passed
E?ogtlﬁsﬁg;dl g:lsth thrgflp;i; tl?) any sl:}allre zi' beneficial interest, and ho?ds t}ln)e Ssslfar;h ff)orusgig
: ss on the sale of that share is treated as a long- i
}gz: giatth; ext];ent of. any long-term capital gain (Code Sec. 852 (b) (4;;) .O%Eéeargoﬁlptlﬂ
prae ay edclalmed must also be reduced by the amount of any exempt-interest
dispositiolieggll‘gc 50}[1] al‘fhe shgres.ﬁ’lhaclese rules do not apply to losses incurred on the
position of RI( es or beneficial interests pursuant to a plan that i
tp;im;djc h}(llmd}a:tlon of such shares or interests. For purposes (I))f detegnpui.i?l‘g"dv?rls'lg}l]‘e?g
djw% g:gs-rzsé _elg éEIC sl:nares for six months or less, rules similar to those for the
B e l:hewel eduction are applied (Y] 223). A RIC shareholder may also not claim
e sale or exchange of shares if the wash sale rules apply (7] 1935).

sharQ;Ah ;ill;él‘lr’bl!ﬁon that is not out of a RIC’s earnings and profits is a return of the

b t?l én;fszslrtm}::nlii Retzi)m-of-capnal distributions are generally not subject to tax
hareholder’s basis in the RIC shares. On the other ha istributi

that are automatically reinvested by the shareholder into more sharesngf giz&fllziﬁl :tl;fs:
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ed as if they had actually been received by shareholder in cash. Thus, reinvested
ordinary dividends and reinvested capital gain distributions are generally includible in

oss income, reinvested exempt-interest dividends are not reported as income, and
reiIlVeSted 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
Josses 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). The corporation
makes the election by giving effect to the deferral in computing its capital gains and
Josses 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 (9] 1736) to capital gain
dividends (Notices 97-64, 2004-39, and 2015-41).

2313. Earnings and Profits of Regulated Investment Companies (RICs). Divi-
dends from a regulated investment company (RIC), just like dividends from most other
corporationg, roust be paid out of earnings and profits (] 747—9 757) (Code Secs. 301,
312, 316, 501, 562(a), and 852(a) (1)). Thus, a RIC must maintain sufficient current or
accumlated earnings and profits to satisfy annual dividend distribution requirements.
Theio should also be enough earnings and profits to avoid the excise tax on the
pciztibuted 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
(Code Sec. 852(c) (1)). A net capital loss for the tax year is also not taken into account in
determining earnings and profits. Deductions disallowed in computing the RIC’s taxable
income with respect to tax-exempt interest are allowed in calculating its current earnings
and profits (but not accumulated earnings and profits).

1f a RIC that is not a calendar-year taxpayer makes distributions to its shareholders
with respect to any class of stock of the company in excess of the sum of its current and
accumulated earnings and profits (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 Sec.
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 considered to be
made to the shares with higher priority before they are made to shares with lower
priority (Rev. Rul. 69-440).

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(¢)). 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 (9 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) (] 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
liquidation, in the case of a noncorporate shareholder. Redemptions of corporate stock
are discussed in [ 742—Y9 745. Because transactions that fall within one of these four
categories are treated as exchanges of stock, they normally result in capital gain
treatment to the shareholder. If the redemption does not fall within any of these
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A USRPI generally does not include the stock of a REIT held directly, or indirecy
through partnerships, by a publicly traded qualified sharcholder entity. Additjona]ly
distributions to the qualified shareholder will not be treated as gain from the sale g f
exchange of a USRPI to the extent that the stock of the REIT held by the qua]j_ﬁeé
shareholders is not treated as a USRPI under this rule (Code Sec. 897 (k) (2)).

) Distributions of USRPIs. If a foreign corporation distributes a USRPI with respect tq
its stock, then the corporation recognizes gain (but not loss) to the extent the fair
market value of the property at the time of distribution exceeds its adjusted basis (Code
Sef:. 897(d); Temp. Reg. §1.897-5T(c)). A foreign corporation may avoid recognizin
gain if at the time of the distribution, the distributee would be subject to U.S. taxation oﬁ
a subsequent disposition of the property and if the fair market value of the distributeq
property in the hands of the distributee is no greater than its basis increased by any
amount of gain recognized by the distributing corporation. The foreign corporation is
required to file a U.S. income tax return to report the distribution, even if it has no tax
liability. :

Nonrecognition Exchanges. Nonrecognition provisions of the Code apply to the
exchange of a USRPI by a nonresident alien or foreign corporation if the property is
ezlcchanged for another USRPI that would be subject to U.S. tax upon its subsequent
disposition and the transferor meets certain filing requirements (Code Sec. 897 (e);
Temp. Reg. §1.897-6T). Nonrecognition provisions for this purpose include lik&kmd’
exchanges (Y 1721), involuntary conversions (§ 1713), contributions and distributions
related to partnerships (9 443 and  453), and corporate liquidations and reorganizations
(12205 and 9q 2253). The transfer of a USRPI in exchange for stock in a foreign
corporation may also qualify for nonrecognition treatment. This includes contributions
to capital or as paid in surplus (Code Sec. 897(})).

Withholding. In order to ensure that a foreign investor will pay taxes on gain
realized on the sale or disposition of a USRPI, the transferee is generally required to
withhold and deduct a tax equal to 15 percent of the amount realized on the disposition
(Code Sec. 1445; Reg. §§1.1445-1 and 1.1445-2). Special rules and withholding rates
apply for distributions and other transactions by corporations, partnerships, estates,
trusts, and qualified investment entities.

Th.ere are certain exemptions and exceptions from withholding. For examyic an
exemption from withholding applies if the amount realized on the disposition of a
residence does not exceed $300,000. The withholding rate is 10 percent for amounts
realized in excess of $300,000, but not in excess of $1 million, and 15 percent for
amounts in excess of $1 million.

If the transferee fails to withhold the required tax, then it may .= i.ed liable for the
tax, as well as any applicable penalties or interest. The transferec. must file Form 8288
and Form 8288-A to report and transmit the amount withheld to the IRS within 20 days
of the transfer of the property. However, the due date for performing certain time-
sensitive actions, including reporting and transmitting withheld taxes on Form 8288 and
Form 8288-A, otherwise due on or after April 1, 2020, and before July 15, 2020, was
automatically extended to July 15, 2020, in response to the COVID-19 (coronavirus)
crisis (Notice 2020-23; Rev. Proc. 2018-58).

: 2444 Look-Through Rules for Disposition of U.S. Real Property Interests. Any
distribution by a qualified investment entity to a nonresident alien (7 2409), foreign
corporation, or other qualified investment entity to the extent attributable to gain from
the‘sale or exchange of a U.S. real property interest (USRPI) (Y 2442), is treated by the
yempient as gain from the sale or exchange of a USRPI (Code Sec. 897(h)). A qualified
investment entity includes any real estate investment trust (REIT) ({/2326) and any
regulated investment company (RIC) (12301) that is a U.S. real property holding
company (USRPHC). However, in determining whether a RIC is a USRPHC, the
regularly traded stock exception in defining a USRPHC does not apply. In addition, the
{RIISC RIIJHI}II(S:t include its interest in any other domestically controlled REIT or RIC that is a

' ’th? look-through rule does not apply to any distribution from a qualified investment
entity with respect to a class of stock that is regularly traded on an established securities
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market in the United States if the foreign distributee did not own more than 10 percent
of the class of stock at any time within one year of the distribution (Code Sec.
897(k)(1)). To the extent this exception applies, the distribution from the qualified
investment entity is treated as a dividend, and not as income effectively connected with a
U.S. trade or business.

An interest in a domestically controlled qualified investment entity (less than 50
percent of the stock’s value is held by foreign persons) is not treated as a USRPI and any
gain from the sale of the interest does not pass through to a nonresident alien or foreign
corporation. However, the gain is passed through if a wash sale transaction is involved.
For this purpose, a wash sale transaction is one in which:

¢ the interest in a domestically controlled qualified investment entity is
disposed of within 30 days prior to a distribution by the qualified entity that would
be treated as gain from the sale or exchange of a USRPI, and

¢ a substantially identical interest is reacquired within 61 days of the
distribution.
For purposes of the exception for domestically controlled qualified investment

entities, a number of rules and presumptions are applied to determine if the stock owner
is a U.S. or forzien person (Code Sec. 897 (h) (4) (E)).

2446 Taxable Income of Nonresident Aliens and Foreign Corporations. A non-
resident <lien (9 2409) and foreign corporation are subject to U.S. income tax on income
effect'vely connected with a U.S. trade or business (7 2429) and fixed, determinable,
ani'ua!, neriodical (FDAP) income from U.S. sources (9 2431). All exclusions from gross
;nceme permitted to a U.S. citizen and domestic corporation generally may be excluded
py a nonresident alien and foreign corporation (Code Secs. 872 and 883). Earnings on
certain categories of cross-border transactions may also be excluded, such as compensa-
tion paid by a foreign employer to an exchange student, teacher, trainee, or specialist
(9] 2448), gambling winnings derived from a legal wager initiated outside the United
States, and earnings from the international operation of a ship or aircraft.

A nonresident alien or foreign corporation may only claim deductions and tax
credits related to effectively connected income in determining taxable income (Code
Secs. 873, 874 and 882(c)). This includes the foreign tax credit subject to the same
limitations that apply to U.S. citizens and domestic corporations (] 2479) (Code Sec.
906). Deductions and credits are generally not allowed in determining the tax on U.S.
sourced FDAP income. However, a charitable contribution deduction can be claimed
whether or not related to effectively connected income. Similarly, a nonresident alien
may deduct one personal exemption for tax years beginning before 2018 and after 2025
(with certain exceptions) and casualty or theft losses (so long as the property is located
in the United States). A nonresident alien and foreign corporation may elect to treat
income from U.S. real property interests as effectively connected income in order to
claim the deductions associated with the property (9] 2432).

A nonresident alien and foreign corporation must file an accurate and timely return
to claim any allowable deduction or credit. If a return is not filed, then the IRS may
prepare one for the taxpayer but no deductions and credits will be allowed other than
the credits for withheld taxes, gasoline and special fuels, and for nonresident aliens for
taxes paid by a regulated investment company on undistributed capital gains (9] 2305).

2448. Foreign Students, Teachers, or Trainees. A nonresident alien (] 2409) who
is not otherwise engaged in a U.S. trade or business but who is temporarily present in
the United States under immigration laws on a F, J, M, or Q visa as a visiting student,
teacher, trainee, or specialist is considered to be engaged in a U.S. trade or business
(Code Sec. 871(c)). This means that any portion of a scholarship or fellowship grant
from U.S. sources (including incidental expenses) that is not excludable from gross
income (Y] 865) is income effectively connected with the conduct of a U.S. trade or
business (] 2429). The income is subject to a special withholding rate of 14 percent
(2455) (Code Sec. 1441(b); Reg. §1.1441-4(c)). Compensation paid by a foreign
employer to a person in the United States as a visiting student, teacher, trainee, or
specialist is exempt from tax (Code Sec. 872(b) (3)).
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2450. Tax Treaties. The United States h i twi tax
: S, as negotiated a network i
other countries to avoid the double taxation of taxpayers on the saI(r)afe inctgfl?g P
d

Cteq

strict anti-abuse rules to prevent individuals from treaty shopping, and has incorp
’ Orate

exchange of informatiqn clauses in many tax treaties to facilitate the

The Code generally is to be applj i
_Th : pplied to a a) 4 a4
obligations of the United States (Code Sec. 894)?}1(}1) gesrtan“ztf}zg “(31111:1‘; eag aIdeS 5 treaty

takes the position that a treaty overrules or modifies the Code or regulations, disc] o
» (o]

of the position must generally be made with the taxpayer’s tax return on Form ggm
33

;gt?l?g 1813;{:61{14; Rggl. §301.6114-1). If a return is not otherwise required to be fil
detemﬁnaﬁonevfrthe ess be filed for purposes of making the required disclosur £
e ;? arivgge?}lnzr;x h-eaty-ba;i;i ]Ie;um position is required to he repoffeghe
nade C the payer’s iability under current law t -
]é:l;lfl;ty ;s ét \Fopld exist '1f the relevant treaty positions did not existct“.;rm; dg?f:-esame
ported. Failure to disclose the difference may result in a penalty (Code Se o

. : C. 6712).
Tax treaties between the United States and foreign countries generally reduce th
e

tax rate for income paid. Some co i i
- S untries allow the withholdi
afggced rate. Other.c.ountnes withhold tax at their statutory {[I;;g(r l?itéa;{n?it :;lﬁc; W
Tence upon receiving proof of residency. To apply for certification of U.S res[i]:iieauy
o B T

¢ ;
0 receive the benefits under a tax treaty, a taxpayer must file Form 8802 at least 45 days

before the certificate is needed If the ication i
' i : applicati i i
residency certification to the taxpayer oinI‘J or(;i SOIHGEISS e e R b

A nonresident alien or forej ion i
€1gn corporation is not entitled under any U S,
g:g:‘:y dto any reduced rate of withholding on an item of income derived lt{hl‘(-)?.[- 11{11C0me tax
ed as a partnership (or other fiscally transparent entity) if: S

e the income is not treated i i
R by the treaty partner as an item of income of such

® the foreign country does not impo istributi i
| U.S. entity to the foreign person, and N A R

* the treaty does not contain a isi ing i
_ ' ; provision addressing its applicabylit-
case of an item of income derived through a partnership (C%de Selzzp 8%3‘1?’3? g

I 2452. Corporate Inversions. Speci
: ! . opecial rules apply for the tax
| mversion transactions where a U.S, corporation reincorporates intr: v

ent of corporate
p ko
Loreign jurisdiction

including stock inversions, asset inversions, and various combinations

In any case, if former sharehold
; ers of a U.S. corporation hold
(EEY \goteﬁ or va!ue) of the stock of a foreign corporation after the tranigc%%rgeﬁieog i
| rporation will be treated as a domestic corporation for U.S, tax purposes’ (Codzrglégél

An inversion transaction for this

. Pl 2y i & ¥
plan or a series of related transactions, SR L e e R

the following requirements are met:

L] H .

| et ﬂ';};e ffgelgr?i corporation (surrogate corporation) must acquire substantially
- properties of the domestic corporation or that constitute the trad

usiness of a domestic partnership; & irade o

® the former U.S. shareholders must hold 60 percent or more (by vote or

value) of the stock of the forej i i
‘ b ks € Ioreign corporation after the transaction (ownership

w 12450

prevent taxpayers from evading taxation. In addition, the United States has ef,n N
a
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e the expanded affiliated group (EAG) must not conduct substantial business
activities in the foreign country in which the foreign acquiring entity is created or
organized, compared to the total business activities of the expanded affiliated
group (Reg. §1.7874-12).

An EAG has substantial business activities in the relevant foreign country only if at
Jeast 25 percent of the group employees, group assets, and group income are located or
derived in the relevant country, and the foreign acquiring country corporation is subject
totax asa resident of the relevant foreign country (Reg. § 1.7874-3).

Dividends paid by surrogate foreign corporations after December 22, 2017, that are
not treated as domestic corporations are ineligible for the reduced rate of tax on
qualified dividends (9] 1736) (Code Sec. 1(h) (11) (C) (iii)).

Stock compensation received by insiders in an expatriated corporation is subject to
a 20 percent excise tax, effective for corporations that first became expatriated after
December 22, 2017 (Code Sec. 4985(a) (1)).

A number of rules apply to disregard certain stock of the foreign acquiring
corporation in determining the ownership fraction. For example, the stock may be
disregarded under a modified statutory public offering rule or if it is attributable to
passive assets-(eg. §§1.7874-4 and 1.7874-7). Rules also describe the effect of transfers
of the foreizi acquiring corporation stock after the foreign corporation has acquired
substantially <l of the properties of a domestic corporation or of a trade or business of a
domest.c yartnership (Reg. § 1.7874-5).

2455, Withholding of Tax on Nonresident Aliens and Foreign Corporations. A
\~2.gn person is generally subject to U.S. tax on U.S. source income received during the

+x year (] 2425). To ensure collection and payment, the tax must be withheld from the

payment of the U.S. source income to the foreign person by a withholding agent (Code

Secs. 1441 and 1442).

Most types of U.S. source income received by a foreign person are subject to a
30-percent withholding rate. However, different rates may apply to wages paid to a
nonresident alien employee (including pensions paid for personal services), scholarship
or fellowship grants of a foreign exchange student (7 2448), dispositions of U.S. real
property interests (Y 2442), a foreign partner’s distributive share of effectively connected
income of a partnership, gross investment income paid to foreign private foundations
(9 631), and dividends paid to a Puerto Rican corporation. Reduced rates of withholding
may also apply, including an exemption, under a tax treaty or convention with the
foreign person’s country of residence (9] 2450).

Persons Subject to Withholding. All nonresident aliens and foreign corporations,
foreign partnerships, foreign trusts, and foreign estates are subject to withholding on
U.S. source income. Withholding also applies to the foreign branch of a U.S. financial
institution that furnishes an intermediary withholding certificate on Form W-8IMY to the
withholding agent (Reg. §1.1441-1(b) and (c)).

A nonresident alien is any individual who is not a U.S. citizen or resident alien and
includes any bona fide resident of Puerto Rico, Guam, the Northern Mariana Islands, the
U.S. Virgin Islands, or American Samoa. A nonresident alien who elects resident status
for income tax purposes (9 2410) is still considered a foreign person for nonresident
alien withholding purposes on all income except wages.

Withholding may also be required for payments made to certain foreign financial
institutions (FFIs) (9 2469) and nonfinancial foreign entities (NFFEs) (7] 2473) if certain
requirements are not met. Under coordination rules, withholding does not apply if there
is withholding under these provisions.

Income Subject to Withholding. U.S. source income subject to the withholding
requirements includes:

e fixed, determinable, annual, or periodical (FDAP) income (Y 2431),
e certain gains on the disposal of timber, coal, or domestic iron ore, and

e pains relating to contingent payments received from the sale or exchange of
patents, copyrights, and similar intangible property.
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If the source of the income cannot be determined at the time
' C of pa; t 4
Is treated as U.S. source income (Code Sec. 1441(b); Reg. §1.1441i-g?1®?.1 h(]ﬂachdz'?-)’lt
income pa_yajble for personal services performed in the United States is treated ag EEOH'
sources within the United States, regardless of where the location of the contract for (t)h
I3

services was entered, the place of payment, or residence of payer.

_Income effectively connected with the conduct of a U.S. trade i i
subject to the withholding requirements for foreign persons, includinzrirll):cfrlril: ?‘i e
as wages (1 2429). Instead, such income is generally subject to the tax and Withl-lc‘la“fre
rules_ as if the fore'ign person were a U.S. citizen, resident, or domestic entity. H o
special rules require m?hholding by a partnership on the effectively connected ip, )
of the partnership (foreign or domestic) that is allocable to its foreign partners _mcome
ing Wlﬂih()ldll‘lg upon'the disposition of certain partnership interests (71 434) (Cc’)decéud-
14f16). The withholding tax is a partnership item for purposes of partnership i
adjustments (Va Global Investments, LP, Dec. 61,237, 151 TC No. 2). i

Withholding Agent. The withholding agent is the person or enti i
deduct, withhold, and pay any tax on income paid to a foll?eign person (lg:gl.-eél inﬁgl :
Prop. Reg. §1.1441-7). fI‘he duty is imposed on all persons (acting in whatever cé a o
that ha\‘fe contrc_)l, receipt, custody, disposal, or payment of any items of mcomepw?,l'ty)
are subject to withholding. Thus, the withholding agent may be any individual, co 4
thl’l', pal‘tn(?rshlp, trust, or other entity (including a foreign intermediary or part’:nergplgra-
A withholding agent may designate an authorized agent on its behalf. b;

Th(.e withholding agent is personally liable for any tax required i
except in §he case of certain conduit financing arranggments ([(llode S:;?:. blzg‘lr;thh’rﬁljd
he_lbﬂlty is independent of the tax liability of the foreign person for whom the tax ¢
W}thheld. from a payment of income. Even if the foreign person pays the tax ‘E?S
w!thholdmg_ agent may still be liable for any interest, penalty, or addition to ta::( f -
fallure_ to mt}}hold (Code Sec. 1463). A refund or credit of any overpayment is made (t)r
th'e Wrth_holdmg agent unless the tax was actually withheld (Code Sec. 1464) ’I‘h0
withholding agent is indemnified against any person claiming any tax properly withimlde

A withholding agent is not required to withhold i i
: ; any amount if the payee is a 1.2
person or a forelg}l person that is the beneficial owner of the income andpisyen‘rjﬂe'I *.Thé
ir;lagl;ced tra‘ce otf vtgglhinolchlndg.d Absent actual knowledge or reason to know, the Wit oId
gent must o valid documentation from the it is either a 115, p
s payee that it is either a 1.3, payee

OWEVer

A U.S. payee is generally any person required to furnish F W i
persons are not subject to withholding as a forgign person, they mte)lly_'n‘.l)c s*?l;j:zﬁge;:r;}ll
1099 r_eportmg and withholding requirements. A beneficial owner ix any foreign person
or entity that is required to furnish Form W-8BEN , Form W-8BEN-E, Form W-8ECI or
For:m W-8EXP. Payment to an intermediary (whether qualified or not), flow-through
entity, or US branch of a_fore;gn entity may be treated as a payee for these pUurposes so
g)()nc%l Iall]s v;.l]ild docume;:}‘;atlon 1sdp30vided on Form W-8IMY. In all cases in which valid

entation cannot be provided, the with i
U.S. payee or beneficial m&lz)ner under speciﬂ:c? lrdulll!legs.agent T e R P

Retums. A withh(_)lding agent must file an annual information return on Form 1042-S
to report income paid to a foreign person during the tax year that is subject to
withholding, unless an exception applies (Reg. §§1.1461-1 and 1.6302-2). A separate
Fo_rm 1042-S must b_e 'ﬁled for each recipient, as well as for each type of income that is
paid to the same recipient. A copy of Form 1042-S must also be provided to the recipient
and may 'be prov_qded electronically, if certain requirements are met. Form 1042 is used
FJY the withholding agent to report and pay the taxes withheld from the payments of
income. The forms are also used by withholding agents making payments to foreign

1(5;;2;:;1;% institutions (FFIs) (7 2469) and non-financial foreign institutions (NFFEs)

Both forms must be filed by March 15 of the i
_ _ d by year following the calendar year the
anon}e was paid. An automatic six-month extension for filing Form 1042 can be gbtaine'i
y filing Form 7004. ’Ihe_extensmn of time to file does not extend the time to pay the
withheld tax. An automatic 30-day extension for filing Form 1042-S can be obtained by
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Ting Form 8809. A second extension request may be submitted by filing a second Form
8809 before the end of the initial extended due date. Form 1042-S must be filed
elecn—onically if 250 or more returns are filed or if the returns are filed by a financial
institution (9 2503) (Reg. §§1.1461-1(c)(5) and 301.1474-1(a)). Paper Forms 1042-5
must be accompanied by Form 1042-T.

The amount of tax required to be withheld will determine whether the withholding
agent must deposit the taxes prior to the due date for filing the returns and how
frequently such amounts must be deposited. Penalties may be imposed for failure to file,
failure to provide complete and correct information, as well as failure to pay any taxes.

Reporting Foreign Assets of U.S. Taxpayers

2465. FBAR Reporting (Foreign Financial Assets). A U.S. person is required to
disclose any financial interests in, signature authority, or other authority over foreign
financial accounts if the aggregate value of the accounts exceeds $10,000 at any time
during the calendar year (31 CFR Reg. § 1010.350). The information is reported electron-
ically on FinCEN Report 114 (commonly referred to as FBAR) through the Treasury’s
Financial Crimes Enforcement Network (FinCEN) BSA E-Filing System. The filing of
the FBAR does not relieve a taxpayer of the requirement to file Form 8938 to report
specified foreigi financial assets (91 2570 and 9 2572).

2467 TATCA Reporting of Specified Foreign Financial Assets (Form 8938).
Under the Toreign Account Tax Compliance Act (FATCA), an individual is required to
disclz2= his or her interest in a specified foreign financial asset during the tax year if the
aggr-sate value of all of the assets exceeds an applicable threshold amount. The
rociting requirement also applies to any domestic entity that is “formed or availed of”
Jor purposes of holding, directly or indirectly, specified foreign financial assets (f] 2572)
(Code Sec. 6038D; Reg. §§1.6038D-2 and 1.6038D-6). The information is reported on
Form 8938.

The filing of Form 8938 does not relieve an individual of the requirement to file the
FBAR or FinCEN Report 114 (9 2570) for disclosing foreign financial accounts. Simi-
larly, the filing of the FBAR does not relieve an individual of the requirement to file
Form 8938. An individual may be required to file both Form 8938 and FBAR to report
the same information on certain foreign accounts. The FBAR, however, is not filed with
the individual’s federal income tax return.

2469. FATCA Reporting and Withholding Obligations for Foreign Financial Insti-
tutions (FFIs). Under the Foreign Account Tax Compliance Act (FATCA), a foreign
financial institution (FFI) is required to report to the IRS certain information about
financial accounts held by U.S. taxpayers or by foreign entities in which U.S. taxpayers
hold substantial ownership interests (Code Sec. 1471; Reg. § 1.1471-2(a)). If an FFI fails
to meet the FATCA requirements, a U.S. withholding agent must deduct and withhold a
tax equal to 30 percent on any withholdable payment made to the FFI, unless the
withholding agent can reasonably rely on documentation that the payment is exempt
from withholding.

The withholding requirement applies without regard to whether the FFI receives a
withholdable payment as a beneficial owner or as a qualified intermediary (QI). No
withholding is required if an FFI enters into an agreement with the IRS to provide the
required information (participating FFI). An FFI may also be deemed to meet the
requirements of the agreement (deemed-compliant FFI) (] 2471).

Foreign Financial Institutions. An FF1 is a foreign entity that accepts deposits in the
ordinary course of a banking business, holds financial assets for the account of others as
a substantial part of its business (mutual fund), or is an entity whose gross income is
primarily attributable to investing, reinvesting, or trading in financial assets (hedge fund,
private equity fund, etc.) (Code Sec. 1471(d) (4); Reg. §1.1471-5(d) and (e)). In the case
of an entity that is resident in a country that has in effect a Model 1 or Model 2
Intergovernmental Agreement with the United States (Model 1 IGA or Model 2 IGA), an
FFI is any entity that is treated as an FFI pursuant to the Model 1 or Model 2 IGA.

Withholdable Payment. A withholdable payment includes any payment of U.S.
source fixed or determinable, annual or periodical (FDAP) income (9 2431) (Code Sec.
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® Alaska Native Settlement Trusts may elect to have special income
6039H);

apply to the trust and its beneficiaries using Form 1041-N (q 2396) ((:Eaé(ergi‘::

* donors making noncash donations must file Form 8283 if the amoupt of
charitable deduction for all noncash gifts is more than $500 (7 10704); the

® dispositions by charitable donees within three years of donated
with a value in excess of $5,000 are reported on Fo

Property
(Code Sec. 6050L(a));

® charitable organizations that receive or accrue net income from g qualif
intellectual property contribution must file Form 8899 and provide a copy t, tﬁd
donor (1 10624) (Code Sec. 6050L(b)): 1

® employer-owned life insurance contracts (also known as compa“Y'OWned
life insurance (COLI) contracts) must be reported by the policyholder op Forn
8925 (1 804) (Code Sec. 60391);

® acquisitions of life insurance contracts and the seller’s investm
contracts and surrender amount in reportable policy sales are reported
1099-LS and Form 1099-SB, and payments of re

on Form 1099-R (1 807) (Code Sec. 6050Y):

® charges or payments made for qualified long-term insuranc

under combined arrangements are reported on Form 1099-R (Code
and

on Forpy,
portable death benefits are Teported

€ confractg
SEC. 6050[_]);

e federal executive agencies must report information about
whom they have entered certain contracts for products or services
and Form 8596-A, as well file Form 1099-NEC if in the course of a trade or businesg
they pay remuneration of $600 or more in a calendar year to any person for
services provided by that person (Code Secs. 6041A and 6050M).

on Form 8595

2567. Health Care Coverage Reporting. A employer is required to disclose #,a
aggregate cost of employer-sponsored health insurance coverage provided to an .
ployee on Form W-2 (Code Sec. 6051 (a) (14); Notice 2012:9). The aggregate cost of the
coverage reported includes both the portion of coverage paid by the employer and the
employee, as well as any portion of the cost of coverage that is includivle in the
employee’s gross income for the employee’s spouse, dependent, or chiid vnder the age
of 27. It does not include salary reduction contributions to a healix savi

vings account
(HSA) (] 2035), Archer medical savings account (MSA) (9 2037). o1 fiexible spending

arrangement under a cafeteria plan (9] 2041).

Reporting the cost of health care coverage on Form W-2 dces not mean that the
coverage is taxable. An employer is not required to provide Form W-2 solely to report
the value of the coverage for retirees or former employees. Pending further guidance,
the reporting requirement is optional for an employer who is required to file fewer than
the applicable number of Forms W-2 for the preceding calendar year, based on the rule

for the electronic filing of returns (1 2503). Transitional relief is also available for certain
other types of coverage and situations (Notice 2012-9).

Offers of Coverage. An applicable large employer (7 2001) must report on Form
1094-C and Form 1095-C whether full-time employees and their dependents are offered
the opportunity to enroll in minimum essential coverage under an eligible employer-
sponsored plan, along with other related information (Code Sec. 6056; Reg.
§§301.6056-1 and 301.6056-2; Notice 2013-45). The returns must be filed with the IRS on
or before February 28 (March 31 if filed electronically) of the year following the calendar
year to which they relate. A copy of Form 1095-C is generally required to be furnished to
each fulltime employee by J. anuary 31 of the following calendar year, except the due
date is extended to March 2, 2021, for the 2020 calendar year (Notice 2020-76). An
applicable large employer that is selfinsured may combine this reporting with an
insurer’s reporting (discussed below) on Form 1095-C. Failure to file the returns may
subject the employer to a penalty (7 2816 and 9 2823).
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] insurer who provides minimum essential health care
Iﬂsmﬂ; i?ﬁéﬁﬂtﬁ‘ijeﬁlﬁng a calendar year, including. an employer Whocse;f-
coverélsg f;s required to file Form 1094-B and Form 1095-B E%Ii%-rfg)g ’51‘1;1611 Zﬁ;};z;gl; 1& : tobz
instt s, 55-1; Prop. Reg. § 1.6055-1; Notice _ The refu
B Fetors et if filed electronically) of the
5€€ 1 the IRS on or before February 28 (or March 31 f filed e
e hich they relate. Selfinsured employers that are
following the calendar year to whic y D e
y licable large employers subject to shared responsibi y rep: Hobeey
piso 280 rovider reporting. A copy of Form 1095-B is gex}era]ly required to
Combm‘ies}lﬁ!uigng:cﬁ full-time employee by January 31 of the following calendar yga:;;
e fllrl1th<-3 due date is extended to March 2, 2021, for tl}e 2020 cz_llendar year (Np C
7t5) The statement may be furnished electronically if affirmative consenct1 is ggé%l)l
20?0 to file the returns may subject the employer to a penalty (] 2816 and q 'bll
leu{}:cis will not assert the penalty for failing to furnish a Form 1095-B to responsible
e

individuals for the 2020 calendar year if certain conditions are met.

i i i i FBAR). A U.S. person is required to
. Reporting Foreign Financial Accounts (FI ) !
-Scligg gny ﬁelf,ancial interests in, or signature authority or other authority over, foreign

financial accounts if the aggregate value of the accounts exceeds $10,000 at any time

during the caleudar year (31 CFR §§1010.306(c) and 1010.350). The information is

- reported elect-onically on FinCEN Report 114 (commonly referred to as the FBAR)

i i i i BSA E-Filing
e\l 's Financial Crimes Enforcement Network (FmCEN}
g,ﬁgih ’tl};;TﬁIliﬁzme( ?he FBAR does not relieve a taxpayer of the requirement to file

~ Form 3926 to report specified foreign financial assets ( 2572).

i i the due date for filing
1 for a calendar year is required to be filed by : L
s ‘egllfn(iBrr?f tairretums (April 15 of the succeeding year), \;'lth a mazu;r;noﬁ f;{tglrés;]c;:
= alty for failure to timely file a request for an exte
;‘%ﬁﬁ&l}lfﬂgi ve:izg Ey ttsl;e IRS for first-time filers (Act Sec. 2006(?) jgl}[) :));f tggl?ur(flgl(f
i d Veterans Health Care Choice h_nprovemep c L.
T{ﬁsll;?nlgi[rll%l}i;naﬂows all FBAR filers an automatic ﬁlm_g extension to Octfber 15;,i {:)3:11;1
cll es noi; require specific requests for this extension (FmCE_N F_orm 113: dn;‘druc rtam
Rolease Date January 2017 (v. 1.4)). Relief from FBAR reporting is provided for ce i
in?:]ividuals who have signature authority over, blﬁt n?i ﬁréaﬁncnalf mtf;jr;jalsltg mtil{emﬁ‘ é)jl;lr{n e
i i this relief, the deadline for :
foreign financial accounts. Upder ; Pl o
i thority held during the 2019 calendar year '
315;;]?:1;2 S;Ieviou?.{y extended for 2011 through 2018) is extended to April 15, 2021
(FinCEN Notice 2019-1).

U.S. persons subject to FBAR reporting are U.S. c_itizens_, rets)ident tahﬁstédalig
entitie.s 'created organized, or formed under U.E.hlaws, 1nclufimg(L ﬁ,lé Sl)m g
i rati i imited liability companies . 1
domestic corporations, partnerships, limite : ! 5
tity does not determine w
estates. The federal tax treatment of a person or en fiem f'an
ing i i disregarded for federa purpc
FBAR filing is required. For example, an entity dis ol lonimotes
i i i . Participants and beneficiaries in qu
must still file an FBAR if otherwise requn.'ed : g
i i ing indivi tirement accounts (IRAs), are not requ
retirement plans, including individual re I S e
i i t held by or on behalf of the p
file FBARs with respect to a foreign financial accoun 3
i i ter than 50 percent presen
iary of a trust in which a U.S. person has a grea r
ggggtﬁigalrymterest in the assets or income of the trust for t_he calendar yc-zatll'1 ;tsﬁ?gg
required to file FBAR if the trust, trustee, or agent of the trust is a U.S. person
an FBAR for the trust’s foreign financial assets.

izati i ile FBARSs, is used
i 114a, Record of Authorization to Electronically Fi ;
by alglécgg-sfgzrg authorize a third party preparer (Cé’lA, ;ggeq &gi{m 0: ﬁtetn(‘)r;ecﬁs?
. | hi her behalf, or to jointly file e FBAR with his or ;
E‘l:n?ll i lifa;?fng?ﬁlgl ?nrrith the Treasury, but must be maintained by theécgmgn account
holder and the filer and made available upon request by the Treasury or IRS.

i i i i 8938). Under the
2. Reporting Specified Foreign Financial fl\ss.e‘is (Form : ]
Fore?g?n’,AccoﬁﬂgTaxg(lolr]np]iance Act (FATCA), any mdlﬂ(it;aélta ‘Z%OFI;?'ESS%% 8lntt;:rlc]eisst OJI;
i i ial asset during the tax year must
13"1:1? t;:;:}l{ﬁ:éimfg;eg r:‘f:i)r(])alft]Cclertain information for each asset if the total value of all such
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gl]g:;z iflljfu}}llzi;hw guidance that the transacti
. The may make a determination by individual letter rulin
g.

2592. Disclosure of R
b eportable Transactio,
. ;nsa?: . Ot?l ﬁ%% 521 5t311()retum anq has pa.rticipategsdbif’re,g?ll;pgﬁrsd T
must disclose its participation in Hih tr
e it e tran

In the case of a tax
payer that is a partn i
must be attached to the artn. " raumerslin, 8 g -
: : partnership’s, S ot ot e s o iRt
VAT An v : 1€ » S corporation i P
which the entity participates in the tra.nsacﬁg;l ogkmtaxpSt :Yt:f\:fimm o eachssaﬁ
; e 0 1S a partner, g

K‘l thﬂt it haS p (:i ate .
arti
D t d Ina repOl‘table tl‘ansacﬁon.

A taxpayer that fails
to file Form 88 .
to a penal : rm 8886 regarding a r L
ty (1 2594). Special reporting rules apply to Hstzgoﬁégcgzﬁzaglon is subject
» ransactiong of

iﬂf.erest and IOSS tran B
2 d sactions. Also, j

disclosures of a reportable transaction (éz ;°§mie 65??25( )t;lXDaYers must make multipla
- 3 1.6011-4(¢)).

A taxpayer ma ;
: : y submit a requ
is subject t K quest to the IRS for i
I‘ll]ingjon thix ggn_cilssclfosure requirements (Reg. § l.gorll!l]filé)gs E? whether a tranaaction
ol a specific transaction on or before the date atht:tnglyﬁr reussts g
ISCIng!

q d and rec = .
avoral I g
ot erwise € Ie uire ccelves a 1avo . 1SC ¥} ]
b f b e ﬂlllﬂ “[e (l S l()S re Il]]ﬁg 1S Satlsﬁed

Cts relating to the Lraasaction, If 3

St . ;

'Ia;lssgg ﬁlsnre(%u;rs%i )to((t:méely file an information return with the [
e R0 genera]lo e Sec. 6111; R«;g. §301.6111-3). The disc] i

y must be filed with the Office of Tax Sheltel? lellr:l - n}?)c’il?son

nalysis A)

there

he

o0n is not subject to the Teporting ;
TeQujre

come in excess of $250,000 ($50,0
-
ad
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are material changes to the transaction. If a potential material advisor is uncertain
er a transaction must be disclosed, a protective disclosure may be made. Any
ails to file Form 8918 when required or files a false or incomplete

rial advisor that f

it subject to a penalty (Y 2595).

Amatcrial advisor is any person that: (1) provides material aid, assistance, or advice
th respect to organizing, managing, promoting, selling, implementing, insuring, or
W ing out any reportable transaction; and (2) directly or indirectly derives gross
00 in the case of a reportable transaction that
vides substantially all of the tax benefits to individuals) for that aid, assistance, or
ce. If more than one material advisor is required to disclose a reportable transaction,
i material advisors may designate by written agreement a single material advisor to
disclose the transaction.
2594. Penalty for Failure to Disclose Reportable Transaction. A penalty is im-
osed on any taxpayer that fails to disclose its participation in a reportable transaction
that is required to be included on the taxpayer’s return (11 2592) (Code Sec. 6707A; Reg.
§301,6707A—1). The penalty is generally equal to 75 percent of the decrease in tax shown
on the return as a result of the transaction, or that would have resulted from the
transaction if the \ransaction had been respected for federal tax purposes. The minimum
enalty is 10,000 (85,000 in the case of an individual). The maximum penalty is $50,000
(610,000 in the case of an individual), but in circumstances involving listed transactions,
the masimum penalty is $200,000 ($100,000 in the case of an individual). The penalty for
falm= to disclose is imposed in addition to any other penalty, including a special
accuracy-related penalty for an understatement of tax resulting from a reportable
‘ransaction (7] 2870).
For reportable transactions other than listed transactions, the penalty can be
rescinded only in exceptional circumstances, and rescinding the penalty must promote
compliance with the tax laws and effective tax administration. Factors considered in

deciding whether to grant rescission include:
e the taxpayer filed a complete and proper, although untimely, Form 8386
upon becoming aware that it failed to properly disclose a reportable transaction;

e the failure to properly disclose was due to an unintentional mistake of fact
that existed despite the taxpayer’s reasonable attempts to determine the correct
facts;
o the taxpayer generally has an established history of properly disclosing
reportable transactions and complying with tax laws;

o the failure to include information required to be disclosed arose from events

beyond the taxpayer’s control;
e the taxpayer cooperates with the IRS; and

e assessment of the penalty weighs against equity and good conscience, and
the taxpayer demonstrates that it acted in good faith with respect to the failure.

Any person seeking rescission of a penalty must make a written request within 30
days after the date that the IRS sends notice and demand for payment of the penalty. If
the penalty is paid (not including interest) prior to the date that notice and demand is
sent, the written request must be made within 30 days from the date of payment. In
order to request rescission, the person must have either exhausted the administrative
remedies available within the IRS Independent Office of Appeals or agreed in writing to
the assessment of the penalty and not to file or prosecute a claim for refund or credit of
the penalty. The IRS has provided guidance on the information required to be included
with any rescission request,. as well as factors considered in granting or denying the
request (Rev. Proc. 2007-21; Announcement 2016-1). The IRS’s collection efforts are not

suspended because a rescission request has been made.
2595. Material Advisor Penalty for Reportable Transactions. A penalty is imposed

on any material advisor who fails to timely file an information return or who files a false
or incomplete information return regarding a reportable transaction (Y 2593) (Code Sec.
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