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Home Morigage Interest. The itemized deduction for home mortgage interest
(9] 1047) is allowed for AMT, except that it is limited to interest paid on acquisition debt
for a house, apartment, condominium, or mobile home (qualified housing interest).

Investment Interest. Investment interest expenses are deductible for AMT to the
same extent as regular tax liability (4 1057). However, investment interest does not
include qualified housing interest for AMT purposes even if it is otherwise allocable tq
property held for investment. In addition, tax-exempt interest on private activity bonds ig
included in investment income for AMT purposes, and interest expended to carry the
bonds is included in investment interest expenses.

Miscellaneous Itemized Deductions. The miscellaneous itemized deductions subject
to the two-percent of AGI limit (§] 1079) are not allowed for AMT purposes.

Standard Deduction. The standard deduction ( 131) is not allowed in computing
AMTI, including the additional standard deduction for elderly and blind taxpayers,
However, an additional standard deduction amount may be claimed in computing AMTI
for net disaster losses arising from: a qualified federal disaster declared during the
period from January 1, 2020, to February 25, 2021 and a qualified federal disaster
declared during the period from January 1, 2018, to February 18, 2020 ( 1131).

Personal Exemptions. Personal and dependency exemption deductions (] 133) may
not be claimed against AMTI, including the personal exemption deduction allowed to a
decedent’s estate or a trust (] 534).

Incentive Stock Options. An individual does not recognize gain or loss for regular tax
purposes when an incentive stock option (ISO) is granted or exercised (] 1925).
However, an adjustment is made for AMT purposes by the amount that the stock’s fair
market value exceeds the option price at the time it is freely transferable and not subject
to a substantial risk of forfeiture. This generally occurs when the option is exercised, but
the taxpayer may make a Code Sec. 83(b) election to take the AMT adjustment into
account when the stock is received (] 713).

There is no AMT adjustment if the option is exercised and the stock is disposed of
in the same tax year. The basis of the stock acquired is increased for AMT purposes by
the amount of the AMT adjustment unless the stock is nontransferable and subject tc a
substantial risk of forfeiture. Although the exercise of an ISO can trigger an AMT
liability, a taxpayer may be able to recover the liability through the AMT credit in tuture
years ( 1409).

Depreciation. Assets other than section 1250 property placed in sgrvice after 1998
are generally depreciated for AMT purposes over the modified accele.aied cost recovery
system (MACRS) class life using 150-percent declining balance ri=thod (9 1243). The
class lives for AMT are listed in Rev. Proc. 87-56. For assets placed in service before
1999, depreciation is refigured for AMT using the alternative depreciation system
(ADS). No AMT adjustment of depreciation is required for:

e residential rental property placed in service after 1998;

e nonresidential real property with a class life of 27.5 years or more placed in
service after 1998 that is depreciated for the regular tax using the straight line
method;

e other section 1250 property placed in service after 1998 depreciated for
regular tax using the straight line method;

e property (other than section 1250 property) placed in service after 1998 that
is depreciated for the regular tax using the 150 percent declining balance method
or the straight line method;

e property the taxpayer elected to use the ADS for the regular tax;

e any qualified property that is or was eligible for bonus depreciation or
special depreciation allowance (] 1237);

e any portion of property expensed under Code Sec. 179 (9] 1208);
¢ motion picture films, videotapes, or sound recordings;
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e property depreciated under unit-of-production method or any other method
not expressed in a term of years; and

e Indian reservation property and natural gas gathering lines.

Net Operating Losses (NOLs). The alternative tax NOL (ATNOL) is generally
computed in the same manner as for regular tax purposes (] 1145) except that all AMT
adjustments and preferences are taken into account first. The ATNOL may not offset
more than 90 percent of AMTI, determined without regard to the ATNOL deduction.
Unused ATNOLs are carried over similar to regular NOLs (Y] 1149) except the amount
of ATNOLs carried over is reduced by 90 percent of the AMTI for any year to which
they are carried, whether or not the taxpayer is liable for the AMT in that year.

Disposition of Property. Certain AMT adjustments are taken into account in deter-
mining property’s adjusted basis for AMT purposes (for example, depreciation, incentive
stock options, etc.). Thus, gain or loss from the disposition of the property may be
different for AMT purposes than for regular tax purposes. The difference is a negative
adjustment in calculating AMTI if the AMT gain is less than the regular tax gain, the
AMT loss is more than the regular tax loss, or there is an AMT loss and a regular tax
gamn.

Passive Activity and Loss Limits. The limits on losses that apply for regular tax
purposes alse coply for AMT purposes with certain modifications (] 192). This includes
the limit o nassive activities, atrisk activities, partnership losses claimed by partners,
and S corpovation losses claimed by shareholders. The limits are applied separately,
takine ino account all AMT adjustments and preferences first. A taxpayer cannot deduct
apv losses from tax-shelter farming activities (Code Sec. 59(h)).

Long-Term Contracts. A taxpayer must use the percentage-of-completion method of
accounting (§41551) to determine AMTI from long-term contracts (other than home
construction contracts). The percentage-of-completion is determined using simplified
cost allocation procedures for construction contracts of certain small contractors if the
contract has an estimated duration of less than two years.

Mining Costs. Mining exploration and development costs that are expensed or
amortized for regular tax liability purposes (] 987) are amortized over a 10-year period
for AMT purposes. If a tax loss is incurred from a mine, the deduction is the lesser of the
loss allowed for the costs had they remained capitalized or all expenses that have been
capitalized but not yet amortized.

Research, Experimental, and Circulation Costs. Research and experimental costs that
are expensed for regular tax purposes (f979) are amortized over a 10-year period for
AMT purposes. The adjustment applies only to an individual who does not materially
participate (] 1165) in the activity that generated the expenses. Circulation costs that are
expensed for regular tax purposes (Y 971) are amortized for over a three-year period for
AMT purposes. If a loss is sustained on property that generated the research, experi-
mental, or circulation expenses, a deduction is allowed equal to the lesser of the
unamortized expenses or the amount that would be allowed as a loss had the expenses
remained capitalized.

Other Adjustments. Additional AMT adjustments must be made for: items passed
through an estate, trust, partnership, or S corporation and reported on the individual’s
Schedule K-1; certain patronage distributions received by a cooperative; income from
certain installment sales before 1987; and pollution control facilities.
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the corporation must each attach to their tax return a complete statement of all the facts
pertinent to the exchange, including:

® the name and employer identification number (if any) of the transferee
corporation (for the significant transferor’s statement), or the name and taxpayer
identification number (if any) of every significant transferor (for the transferee
corporation’s statement);

e the date(s) of the transfer(s) of assets;

e the fair market value and basis of the property transferred by the significant
transferor (for the significant transferor’s statement) or received by the transferee
corporation (for the transferee corporation’s statement) in the exchange, deter-
mined immediately before the transfer and aggregated as follows:

— importation property transferred in a loss importation transaction (a
transaction subject to the anti-loss importation rule of Code Sec. 362(e) (1));

— loss duplication property transferred in a loss duplication transaction
(a transaction subject to the anti-loss duplication rule of Code Sec. 362(e) (2));

— property with respect to which any gain or loss is recognized on the
transfer (without regard to whether such property is also identified above);
and

— property not described above.

e the date and control number of any private letter ruling(s) issued by the IRS
in connection with the section 351 exchange (Reg. §1.351-3).

The transferee corporation does not have to file a statement if a significant trans-
feror’s statement that includes the required information is attached to the same return
for the same section 351 exchange. For this purpose, a significant transferor is a person
that owns, immediately after the exchange, at least five percent of the corporation’s
outstanding stock if the stock owned is publicly traded, or at least one percent of the
corporation’s outstanding stock if the stock owned is not publicly traded.

Contributions to Capital. Contributions to a corporation’s capital are generzlly
excluded from the corporation’s gross income, except for (1) contributions in aid ot
construction or any other contribution as a customer or potential customer, and (2)
contributions by a governmental entity or civic group other than as a sharehclder (Code
Sec. 118; Reg. §1.118-2).

205. Debt-Equity Rules. For instruments issued by a corporati»n.znd advances
made to a corporation, a question can arise as to whether such instruments and
advances are treated as bona fide debt of the corporation or as an eauity interest in the
corporation. If they are treated as a bona fide debt, the corporation can deduct interest
payments as a business expense and the shareholders can receive principal payments as
a tax-free return of capital. If they are treated as stock, the corporation cannot deduct
payments made with respect to such instruments.

The Code lists five factors that may be considered in making the debt-equity
determination (Code Sec. 385):

e if there is a written, unconditional promise to pay on demand or on a
specified date a sum certain in money in return for an adequate consideration in
money or money’s worth, and to pay a fixed rate of interest;

e if there is subordination to or preference over any debt of the corporation;
e the ratio of debt to equity of the corporation; '
e if there is convertibility into the stock of the corporation; and

¢ the relationship between holdings of stock in the corporation and holdings
of the interest in question.

The courts have developed other guidelines to be used in making a debt-equity
determination (Stinnett’s Pontiac Service, Inc., CA-11, 84-1 ustc 9 9406).
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The Treasury Department is authorized to make loans, 1oap guz_aral_'nt.ees, and pt_her
iﬂvestments in the aggregate of up to $500 billion to prowde liquidity to eligible
pusinesses, states, and municipalities related to losses mcurre_d as a result_ of the
cOVID-19 (coronavirus) crisis (Act Sec. 4003 of the Coronawru_s Aid, Relief, and
Economnic Security (CARES) Act (P.L. 116-136)). Any emergency relief loan made by or
guaranteed by the Treasury Department under the program is treated as debt for federal
taxpurpeses.

Code Sec. 385 Debt-Equity Regulations. Final regulations under Code_Sec. 32_35
address related-party debt and recharacterize related-party debt as Stock_ in certain
situations (Reg. §§1.385-1, 1.3853, and 1.385-4). The Code Sec. 385 regulations gener-
ally apply to debt instruments issued betw_een related corporations that_ are membe.rS of
an expanded group. An expanded group is _deﬁned_ by yeference to the term affiliated
group in Code Sec. 1504(a), subject to certain modLﬁcahgns, and genprally includes all
corporations connected to a common parent that owns, directly or indirectly, 80 percent
of the vote or value of each such corporation.

Foreign issuers, S corporations, non-controlled regulated investment companies
(RICs), and non-controlled real estate investment trusts (REITs) are excluded from the
application of the section 385 regulations. In agidmon, the re_gulahor}s geqerally do not
apply to debt instruments issued by partnerships, but c_ontam ce.rtam anti-abuse provi-
sions intend °d ‘v prevent the use of controlled partnerships to avoid the rules. Intercom-
pany obligations issued between memnbers of a consolidated group are also outside the
scope of the regulations.

T} e debt recharacterization rules of the section 385 regulations recharacterize a
p-ported debt instrument as stock if the instrument is issuled between_expanded group
rmembers as part of a transaction that does not finance new 1pvestrnent in t_he operations
of the issuer (Reg. §§1.385-3 and 1.385-4). Subject to a variety of exceptions for more
ordinary course transactions, the debt recharacterization rule_s applly to Lnstr_uments
distributed from a U.S. issuer to a parent corporation, or other highly-related entity. Tt_1e
debt recharacterization rules also apply to the use of instruments, other than certain
qualified short-lerm debt instruments, to fund acquisitions of related-party stock anfl
internal asset reorganizations, as well as multi-step transactions that have an economi-
cally similar result.

A taxpayer can exclude the first $50 million of debt that otherwise would be
recharacterized as stock under these rules. The debt recharacterization rules general_ly
do not apply to debt instruments issued by dealers in securities or by regulated ﬁ_nanc:al
or insurance companies, Other exceptions, such as a subsidiary stock exception, an
earnings and profits exception, and a net equity contribution exception, also apply‘. Dfabt
instruments issued before April 5, 2016, are not subject to the debt recharacterization
rules.

Return and Paying of Tax :

See CCH® AnswerConnect: Filing Corporate Income Tax Return and Paying Tax
for more information on this topic.

211. C Corporation Income Tax Return. A C corporation must file an income tax
return using Form 1120 series, even if it has no income or no tax is due (Code S.ec.
6012(a) (2); Reg. §1.6012-2). The return must be filed electronically if the corporation
has assets of $10 million or more and is required to file at least 250 returns during a
calendar year before 2021, 100 returns during calendar year 2021, or 10 returns during a
calendar year after 2021 (9] 2503).

Form 1120 series generally must be filed on or before the 15th day of the fourth
month following the close of the corporation’s tax year (April 15 for a calendar-year
corporation) (Code Sec. 6072; Reg. § 1.6072-2(a)). A C corporation with a fiscal tax year
ending on June 30 and beginning before January 1, 2026, must file a return on or before
the 15th day of the third month following the close of its tax year. If the last day of a
corporation’s tax year does not end on the last day of a month (as in the case of a
dissolved corporation whose tax year ends on the date of dissolution), the return is due
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dends. On the other hand, distributions in complete liquidation of a corporation other
than a personal holding company are included as part of the deduction. Distributions in
complete liquidation of a personal holding company can be included depending on
whether the distributee is a noncorporate or corporate shareholder. For a RIC, the
deduction is computed without regard to capital gain dividends and exempt-interest
dividends (] 2303). For a REIT, the deduction is computed without regard to excluded
net income from foreclosure property ( 2329).

Consent Dividend. A consent dividend is any dividend that a shareholder agrees to
include in taxable income, even though the corporation does not make an actual
distribution (Code Sec. 565). The consent dividend is treated as paid by the corporation
on the last day of its tax year and immediately contributed as paid-in capital by the
shareholder. A consent dividend may be paid only with respect to consent stock, which
is either common stock or preferred stock with unlimited participation. Thus, the
consent dividend must not be a preferential dividend. Shareholders consent on Form
972, which the corporation includes with Form 973 when filing its return to claim the
dividends-paid deduction for consent dividends. :

261. Accumulated Earnings Credit. For a corporation other than a holding or
investment company, the accumulated earnings credit allowed in computing accumu-
lated taxable income (9] 253) is an amount equal to the part of the earnings and profits of
the tax year retained for the reasonable needs of the business, reduced by the net capital
gain (which is itself reduced by the amount of income tax attributable to it). A minimum
amount of $250,000 (150,000 for personal service corporations (7 219)) may be accu-
mulated from past and present earnings combined by all corporations, including holding
or investment companies. This minimum amount is the only credit allowable to a
holding or investment company (Code Sec. 535(c)). Only one $250,000 accumulated
earnings credit is allowed to a controlled group of corporations (f291) (Code Sec.
1561(a)). The single credit is to be divided equally among the corporations, unless the
regulations allow an unequal allocation.

263. Basis of Liability for Accumulated Earnings Tax. Although the accumulated
earnings tax is computed as a percentage of the corporation’s accumulated taxahle
income (Y 253), liability for the tax hinges on whether the corporation was forme:i or
availed of to avoid the income tax on income otherwise receivable by its shareholdere. A
corporation can be subject to the accumulated earnings tax for a year in which 1 has
accumulated taxable income on hand even though, because of a stock redemi; tion, no
earnings and profits were accumulated for the tax year (GPD, Inc., CA-G, 75-1 USTC
1 9142).

The courts have shifted the focus of attention from earnings anq nrotits to liquidity
(Smoot Sand & Gravel Corp., CA-4, 60-1 ustc 7 9241). The reason for this change in
emphasis is that the earnings-and-profits figure often is no indication of the funds
available to the corporation to meet its business needs and pay dividends to its
shareholders. Whether a corporation can be subjected to the accumulated earnings tax
is therefore determined by comparing the reasonable needs of its business (9] 265) to its
total liquid assets at the end of the year. Liquid assets include the corporation’s cash and
marketable securities.

265. Reasonable Needs of the Business for Accumulation of Income. In order to
justify an accumulation of income (Y 251), a corporation must have a reasonable
business need for it and a definite plan for its use. Since a corporation is given a credit
(11261) for its reasonable business needs (including reasonably anticipated needs) in
figuring the accumulated earnings tax, the resolution of most disputes hinges on this
issue (9] 267).

The Code does not contain a comprehensive definition of reasonable business
needs. However, a number of acceptable and unacceptable grounds for accumulating
income are listed in the regulations (Code Sec. 537(b); Reg. §1.537-2). Acceptable
grounds include: (1) business expansion and plant replacement; (2) acquisition of a
business through purchase of stock or assets; (3) debt retirement; (4) working capital;
and (5) investments or loans to suppliers or customers necessary to the maintenance of
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corporation’s business. The selfinsurance of product liability risks is also a business

# d for which earnings and profits may be accumulated to a reasonable extent.
nee

Unacceptable grounds include: (1) loans to shareholders and expenditures for their
onal benefit; (2) loans to relatives or friends of shareholders or to others who have
asonable connection with the business; (3) loans : to a commonly contro_lled
ation; (4) investments that are not related to the business; and (5) accumulations
de against unrealistic hazards.
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Courts have used an operating-cycle approach to determmc; the amount of working
ital a corporation needs. An operating cycle consists of an inventory cycle (cpnver—
c.apl of cash and raw materials into inventory), a receivables cycle  (conversion of
?logntory into accounts receivable and cash); and, possibly a credit cycle (accounts
pma;able turnover) (Bardahl Mfg. Corp., Dec. 27,494(M), 24 TCM 1030).

A stock redemption under Code Sec. 303 to pay death ta)ges an_cl expenses (9 745)
and a redemption of stock in order to bring a private foundation within t_he Z&Percent
cess business holdings limit (7] 640) are good cause for an accumulation of income
'(sé()de Sec. 537(a)). Although other types of stock redemptions are not accorded this
certainty, accumulations to redeem a minority interest (or the mteres:.t f)f one gf two
5(-percent stockholders) have been approyed‘where t}ley would eliminate dlssegt,
would prevent.‘he 1ninority interest from falling into }}osnl'e har_lds, or were an essential
ingredient of ai employee incentive plan. Court decisions in this area show that except
in rare civcumstances, the redemption of a majority interest is not good cause for
accumulating income (Wilcox Manufacturing Co., Inc., Dec. 35,936(M), 38 TCM 378).

2£7. Burden of Proof of Reasonable Business Needs for Accumulation of In-
- ae. On the issue of whether a corporation has accumulated income in excess of the
rcésonable needs of its business (7] 265), the burden of proof i_r} the Tax Court is on the
éovemment in two instances (Code Sec. 534; Reg. §1.534-2). First, thc_a burden is on 1_:he
government if, in advance of a formal deficiency notice, it doe§ not notify t1¥e corporation
by certified or registered mail of its intention to assess a deficiency baned in whole or in
part on the accumulated earnings tax or fails to state the tax years at issue. Secondi in
the event of such notification, the burden falls on the government if ﬂle corporation
responds within 60 days with a statement of the grounds on which it relies to establish
the reasonableness of all or any part of its accumulation of income. In other courts, the
burden of proof is wholly on the corporation.

269, Tax Avoidance Intent for Accumulated Earnings Tax. One of the conditions
that must exist before a corporation can be subject to the accumulated earnings tax
(9 251) is an intent to avoid the income tax on its shareholders (Code _Sec. 533)'. ¥f 'the
corporation accumulates income beyond the reasonable needs of its busmegs (or if 1‘5 isa
mere holding or investment company), a presumption of tax avoidance intent arises.
This presumption can be overcome by showing that tax avoidance was not one of the
purposes of the accumulation of income (Denruss Co., 69-1 USTC [ 9167; Shaw-Walker,
69-1 ustC 9] 9198).

Personal Service Corporation

273. Personal Service Corporations. A personal service corporation (PSC) is a
corporation that furnishes personal services performed by employee-owners (Code Secs.
269A and 280H; Prop. Reg. §1.269A-1(a)). An employee-owner is an employee who
owns, directly or indirectly, more than 10 percent of the outstanding stock of the
corporation on any day during the corporation’s tax year.

The IRS may allocate income, deductions, credits, exclusions, or other allowances
between the PSC and its employee-owners in order to prevent tax evasion or aveidance
or to clearly reflect the income of both if:

e substantially all of the services of a PSC are performed for, or on behalf of,
one other corporation, partnership, or other entity, and

e the principal purpose for forming or using the PSC is the avoidance_ or
evasion of income tax by reducing the income of any employee-owner or securing
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the subsidiary are not treated as passive investment income to the extent they are
attributable to earnings and profits derived from the active conduct of a trade or
business.

An S corporation election may be revoked with the consent of shareholders holding
more than 50 percent of the outstanding shares of stock (voting and nonvoting) on the
day the revocation is made. A revocation may designate a prospective effective date
(Code Sec. 1362(d) (1); Reg. § 1.1362-2(a)). If no date is specified, a revocation made op
or before the 15th day of the third month of a corporation’s tax year is effective on the
first day of the tax year. A revocation made after this date is effective on the first day of
the following tax year.

If an election is terminated or revoked, the corporation may not re-elect S corpora-
tion status without IRS consent until the 5th year after the year in which the termination
or revocation became effective (Code Sec. 1362(g); Reg. §1.1362-5). An S corporation
whose status as a qualified subchapter S subsidiary (QSSS or QSub) (] 304) has ended
also cannot elect to be treated as a QSub until the 5th year after the year in which the
termination was effective (Code Sec. 1361(b) (3) (D)).

In addition to formally filing an election to terminate S corporation status, an §
corporation can simply create a situation that bars it from being an S corporation. This
can help it avoid any delay in the effective date of the termination. For instance, S
corporation status terminates immediately if the corporation creates another corporation
and transfers one share of S corporation stock to the new corporation, because corpora-
tions cannot be S corporation shareholders.

Reorganizations. A corporation’s subchapter S election does not terminate merely
because it is a party to a reorganization (Y] 2221) if it continues to meet the S corporation
eligibility requirements (Rev. Rul. 71-266). Typically, this issue arises because the
reorganization results in an ineligible shareholder owning stock of the S corporation.
For example, the IRS ruled that the S election of a corporation that was acquired by
another corporation in a stock-for-stock type B reorganization terminated on the date of
acquisition. On the other hand, the IRS has ruled that type A, C, and F reorganizations
did not cause the S elections of the respective corporations to terminate when all ovwners
of the corporations after the transaction were eligible S corporation shareholders.

Frequently, reorganizations can involve transfers of the same coiperdie stock
several times to different parties as part of the transaction. The intermediace parties may
be deemed to hold the stock only for an instant before transferring w to its ultimate
holder. The question arises whether a corporation’s subchapter & vlecton terminates
where one or more of these intermediate parties is not an eipible S corporation
shareholder. This issue is not addressed by the Code or regulations. However, the IRS
has privately ruled that having shareholders who acquire a corporation’s stock only to
immediately transfer it to another party does not cause the corporation’s S election to
terminate (LTR 200453007 and LTR 9010042).

Correction of Inadvertent Terminations. If a corporation’s subchapter S election is
inadvertently terminated or invalid when made, and the corporation makes a timely
correction, the IRS can waive the termination or permit the election (Code Sec. 1362(f);
Reg. §1.1362-4). The IRS can also provide a waiver where an election to treat family
members as one shareholder or to treat a corporation as a QSub is invalid when made or
inadvertently terminated. To obtain a waiver, the corporation must correct any condition
that either barred it from qualifying as a subchapter S corporation or otherwise made an
election invalid, and must obtain any required shareholder consents. All shareholders
must also agree to make such adjustments as may be required by the IRS.

Election to End Tax Year. If a shareholder terminates their interest in an S
corporation and all affected shareholders consent, the tax year can be treated as two tax
years, the first of which ends on the date of termination (Code Sec. 1377 (a) (2)). Affected
shareholders include the shareholder whose interest is terminated and all shareholders
to whom that shareholder transferred shares during the tax year.
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g Corporation Shareholders

See ccH® AnswerConnect: Treatment of S Corporation Shareholders for more
information on this topic. .

309. Taxation of S Corporation Shareholders. Each shareholder of an S corpora-
il geparately accounts for their pro rata share of corporate items of income, deduction,
l:l o5, and credit in their tax year in which the corporation’s tax year ends (Code Sec.
11?36&%(3); Reg. §§1.1366-1(a) and 1.1377-1). Certain items must be separately stated if
they could affect the shareholder’s individual tax liability (] 320). A shareholder’s share
of each item generally is based on the number of shares held on each day of the
cgrporation’s tax year.

The character of an item included in a shareholder’s pro rata share of S corporation
income is generally determined as if the shareholder realized the item directly from the
same source or incurred it in the same manner as the corporation, subject to exceptions
(Code Sec. 1366(b); Reg. §1.1366-1(b)). Thus, when income passes through from the S
corporation to the shareholder, the character of that income passes through as well. For
example, if an S corporation makes a charitable contribution to a qualifying organization,
a shareholder’s pro rata share of the contribution is characterized as made to a
qualifying orgraLation.

Similarly, if an S corporation has capital gain on the sale or exchange of a capital
asset, a shareholder’s pro rata share of that gain is also characterized as a capital gain,
regar iicss of whether the item would be a capital asset in the shareholder’s hands.
Hcwev =r, the general rule for capital gains does not apply if the S corporation is formed
¢ availed of for a principal purpose of selling or exchanging contributed property that
gould not have produced capital gain if sold or exchanged by the shareholder
independently.

The same exception applies when the S corporation is formed or availed of for a
principal purpose of selling or exchanging contributed property that would have pro-
duced capital loss if sold or exchanged by the shareholder. Any loss recognized by the
corporation is treated as a capital loss to the extent that, immediately before the
contribution, the adjusted basis of the property in the hands of the shareholder ex-
ceeded the fair market value of the property.

Duty of Consistency. A shareholder must treat a subchapter S item in a manner
consistent with the treatment of that item on the S corporation’s return (Code Sec.
6037). Any shareholder who does not treat the item consistently must file a statement
identifying the inconsistency.

At-Risk and Passive Activity Rules. The atrisk rules disallow losses that exceed an
investor’s amount at risk (§1155). The amount at risk is generally the amount of
investment that an investor could lose. The atrisk rules apply to all individuals, includ-
ing S corporation shareholders, and are applied at the shareholder level (Code Sec. 465).
The at-risk amount is determined at the close of the S corporation’s tax year. Thus, an S
corporation shareholder who realizes that their at-risk amount is low, and wishes to
deduct an anticipated S corporation net loss, can make additional contributions to the
corporation.

Likewise, passive activity loss (PAL) rules generally are applied at the shareholder
level (9] 1169) (Code Sec. 469). However, several determinations that affect the applica-
tion of the PAL rules must be made at the corporate level. For example, the determina-
!ion of whether an activity constitutes a trade or business, as opposed to a rental activity,
Is made at the corporate level. The distinction between portfolio and nonportfolio income
1s also made at the corporate level. This information is conveyed on schedules (generally
Schedule K-1 (Form 1120-S)) that the S corporation provides to its shareholders. The
shareholder then uses the information to apply the PAL and atrisk limitations when
preparing their own individual tax return.

Since a qualified subchapter S trust (QSST) (1] 304) is treated as the shareholder
when it disposes of S corporation stock, the application of the atrisk and PAL rules
would normally be determined at the trust level, not the beneficiary level. However, to
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arising in a tax year in which the S corporation was a C corporation can offset the buﬂt—in
gains tax (Code Sec. 1374(b) (3) (B); Reg. § 1.1374-6).

339. LIFO Recapture by S Corporation. A C corporation that maintains invent,
using the lastin, firstout (LIFO) method (f 1565) for its last tax year before ap 3
corporation election becomes effective must include in gross income a LIFO reca;
amount when it converts to S corporation status (Code Sec. 1363(d); Reg. §1.1363.2)
LIFO recapture is also required for transfers of inventory from a C corporation to ap S
corporation in a tax-free reorganization. The LIFO recapture amount is the amount ;
any, by which the amount of the inventory assets using the first-in, first-out (FIFQ
method (] 1564) exceeds the inventory amount of such assets under the LIFO methoq,

The tax attributable to the inclusion in income of any LIFO recapture amount jg
payable by the corporation in four equal installments. The first payment is due on o
before the due date of the corporate tax return for the electing corporation’s last tax yeay
as a C corporation. The three subsequent installments are due on or before the
respective due dates of the S corporation’s returns for the three succeeding tax years,
No interest is payable on installments that are paid by their due dates.

341. Passive Investment Income of S Corporation. An S corporation with accumy.
lated earnings and profits that also has passive investment income totaling more than 25
percent of gross receipts is subject to an income tax computed by multiplying excess net
passive income by the highest corporate income tax rate (Code Sec. 1375; Reg,
§1.1375-1). Passive investment income is gross receipts derived from royalties, rents,
dividends, annuities, and interest (excluding interest on installment sales of inventory to
customers and gross receipts from certain lending and financing businesses) (Code Sec,
1362(d) (3) (C); Reg. § 1.1362-2(c) (5)). Passive investment income is determined without
taking into account any recognized built-in gain or loss during the recognition period

(1 337).

Income derived by an S corporation in the ordinary course of its trade or business is
generally excluded from the definition of passive investment income. For an S corpora
tion bank (including a bank holding company and a depository institution holding
company), passive investment income does not include interest earned by the banir or
any dividends received on assets that the bank is required to hold. The excerucn for
assets applies to stock in the Federal Reserve Bank, the Federal Home Loas Paik, and
the Federal Agriculture Mortgage Bank, and participation certificates iscued by a
Federal Intermediate Credit Bank.

Excess net passive income is the amount that bears the sam¢ ratio to net passive
income as the amount of passive investment income that excecds 25 percent of gross
receipts bears to passive investment income (Code Sec. 1375(b); Reg. § 1.1375-1(b)). Net
passive income is passive investment income reduced by any allowable deduction
directly connected with the production of such income except for the net operating loss
(NOL) deduction (] 1145) and the special deductions allowed to corporations in comput-
ing taxable income (] 221—9 237). Excess net passive income cannot exceed the
corporation’s taxable income for the tax year computed without regard to any NOL
deduction or the special deductions allowed to corporations, other than the deduction
for organizational expenditures (] 237).

The tax on excess net passive income reduces each item of passive income by the
amount of tax attributable to it, and therebhy reduces the amount of passive investment
income that each shareholder must take into account in computing gross income (Code
Sec. 1366(f) (3)). The only credits allowable against the passive investment income tax
are those for certain uses of gasoline and special fuels (Y] 1429) (Code Sec. 1375(c); Reg.
§1.1375-1(c)).

The IRS may waive the tax on excess net passive income if the S corporation
establishes:

¢ that it made a good-faith determination that it had no C corporation earn-
ings and profits at the close of the tax year; and
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o within a reasonable time after determining that it did have C corporation
earnings and profits at the close of the tax year, those earning and profits were
djsu-ibuted (Code Sec. 1375(d); Reg. §1.1375-1(d)).

349. Foreign Income of S Corporation. Foreign taxes paid by_ an S corpon:ation

through to shareholders who can elect to treat them as deductions or credits on
# individual returns (Code Sec. 1373). An S corporation is treated as a partnership
4 a corporation. The foreign loss recapture rules apply to an S corporation that
viously passed foreign losses through to the shareholders and subsequently termi-
s its S corporation status. For the purpose of computing the amount of foreign l_ossgs
must be recaptured, the making or termination of an S corporation election is
a disposition of a trade or business.

nate
that
{reated as

, Returns and Tax Year

See CCH® AnswerConnect: S Corporation Return Requirements for more infor-

 ation on this topic.

B

351. S Corporation Return (Form 1120-S). An S corporation must file Form
1120-S for each tax year its S corporation election is in effect (] 303), regardless of
whether it has taxable income for that year (Reg. §1.6012-2(h))._The return must be
filed electronivaly if the corporation has assets of at least $10 million or more rep_orted
on Schecule & and the corporation is required to file at .least 250 returps during a
calendar ysar before 2021 (7 2503). Under proposed regulations, a corporation ml}st _ﬁle
elest onically if it is required to file at least 10 returns during a calendar year beginning
i e tae date the regulations become final (Proposed Reg. § 301.6037-2).

Form 1120-S is due on or before the 15th day of the third month following the close
of the tax yeat (March 15th for a calendar-year S corporation) (Code Sec. 6072(b); Reg.

'§1.6072-2(a)). An S corporation may obtain an automatic six-month filing extension by

filing Form 7004 on or before the due date of its return (Reg. §1.6081-3(a)). |

An S corporation must provide to each shareholder a copy of the information shown
on Schedule K-1 (Form 1120-S). The information must be provided on or before the day
the corporation files Form 1120-S (Code Sec. 6037(b)). Beginning with the 2021 tax year,
an S corporation with items of international tax relevance may also have to complete
Schedule K2 (Form 1120-S) and Schedule K-3 (Form 1120-S) with its return. The
schedules replace and supplement the reporting of certain items that used to be
reported on Schedules K and K-1. The S corporation must provide a copy of Schedule
K-3 to its shareholders according the same deadline as Schedule K-1.

Penalties. An S corporation that fails to file a timely and complete Form 1120-S is

' Jiable for an inflation-adjusted penalty on a per shareholder, per month basis for a

maximum of twelve months (Code Sec. 6699). The penalty is $210 per shareholder for
each month or fraction of a month for returns required to be filed in 2021 or 2022 (Rev.
Proc. 2019-44; Rev. Proc. 2020-45). An S corporation may not contest the penalty
assessment in the Tax Court but can pay the entire penalty and then sue for a refund. No
penalty will be imposed if the failure is due to a reasonable cause and not willful neglect.

An S corporation may also be subject to penalties for failure to furnish Schedule K-1

: and Schedule K-3 to its shareholders (] 2823). However, the IRS will not impose the

penalty for failure to file a correct information return for incorrect or incomplete
reporting on Schedules K-2 and K-3 for tax years beginning in 2021 if the corporation

- made a good faith effort to comply with the requirements and to file and/or furnish the

schedules (Notice 2021-39).

355. Tax Year of S Corporation. The tax year of an S corporation must be a
permitted year. Permitted years include the calendar year, a tax year elected under Code
Sec. 444 (] 1501), a 52-53 week tax year ending with reference to the calendar year or a

- lax year elected under Code Sec. 444, or any other tax year for which the corporation

establishes a business purpose to the satisfaction of the IRS (Reg. §1.1378-1(a)). The
Procedures for an S corporation to establish a business purpose are contained in Rev.
Proc. 2006-46.
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of the building are excluded from the definition of qualified improvement prg

However, structural components that benefit a common area are not (Codepgrg'
168(e) (6)). b

As the result of a drafting error by the Tax Cuts and Jobs Act (P.L. 11597
intended 15-year recovery period for qualified improvement property placed in SErviCe
after 2017 was not assigned. Thus, qualified improvement property placed in Sel‘Vic:
after 2017 was depreciated as MACRS 39-year nonresidential real property, A tec}lnica]
correction made by P.L. 116-136 retroactively assigns the 15-year recovery period. Ag .
result, qualified improvement property placed in service after 2017 may also qualify fo
bonus depreciation under the general rule that bonus depreciation applies to MAC
property with a recovery period of 20 years or less. Taxpayers may file amended returg
or a change in accounting method to change to the correct depreciation period ang
claim bonus depreciation (Rev. Proc. 2020-25).

20-Year Property. Twenty-year property includes property with a class life of 25
years 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 apq
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 ig
mandatory for 25-year property (Code Sec. 168(b) 3)(®).

27.5-Year Residential Rental Property. Residential rental property has a recovery
period of 27.5 years. Residential rental property includes buildings or structures with
respect to which 80 percent or more of the gross rental income is from dwelling units
(Code Sec. 168(e)(2)(A)). It also includes manufactured homes that are residentia]
rental property and elevators and escalators.

Nonresidential Real Property. Nonresidential real property is Code Sec. 1250 rea]
property (11786) that is not residential rental property or property with a class life ¢
less than 27.5 years (Code Sec. 168(e) (2) (B); Rev. Proc. 87-56). The cost of nonresiqai,
tial real property placed in service after May 12, 1993, is recovered over 39 yeaiz 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 bius, and fences
(but no other land improvements) used in specified agricultural activitics are MACRS
7-year property and have a 10-year ADS recovery period (Asset Clacs-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
S-year property and has a 10-year ADS recovery period (Code Sec. 163(e) (3) (B)).

Indian Reservation Property. For qualified Indian reservation property placed in
service after December 31, 1993, and before January 1, 2022, 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(j), as amended by (P.L. 116-136)).

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 (i) (6)). For example, a replacement roof
or other structural component added to a commercial building in 2021 is treated as
39-year MACRS nonresidential real property even if the building is depreciated under a
pre-MACRS method. Any elements of an addition or improvement to a building that
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as personal property may be depreciated over a shorter recovery period as
gu nal rather than real property under the cost segregation rules (discussed below).
7SO

ive for property placed in service after 2017, most improvements tp the
§ Eﬂe(:ifu:(?nresi(ﬁmt};aﬁal property are depreciated over a 15-year recovery pe_r'tod as
.Ord improvement property (discussed above) (Code Sec. 168(e? (3) (E) (vii) and
iy Interior improvements placed in service before 2018 may qualify for_ a 15-year
)©)- period as qualified leasehold improvement property (] 1234), qualified retail

o t property (discussed above), or qualified restaurant property (discussed

pmvemen
2bove)- Cpmtaies
Roofs. In tax years beginning after 2017_, a replacement roof on nonresidential liea
rty may qualify for section 179 expensing (71 1208). Otherwise, thv_e cost of replac-
Prope entire roof is capitalized and depreciated over 39 years (nonresidential) or 27.5
an(residential rental property) (Code Sec. 168(c)). For example, th(::' replacement of
-:Yearsﬁre roof (including the sheathing and rafters) or a significant portion of a roof that
eﬁeteriorated over time is a restoration that is capitalized as an improvement (Reg.
7 E1263(;,).3(1‘:) (6) () (A) and (k)(7), Example 14). The replacement of a worn and
i ai(ing waterproof membrane on a roof comprised of strucmral.elements, !nsulatnon,
@ d a waterproof.membrane with a similar but new membrane is not requm_ed to l?e
k. italized if the membrane was not leaking when the taxpayer placed the building in
g ice (Reg. £1.263(2)-3()(3), Example 13, and (k) (7), Example 15). Another IRS
e le mé‘lr;g with removal costs (7] 1313) assumes that the cost of replacement
eﬁng?s ‘hat are similar to shingles that became leaky while the taxpayer owned the
bl (in3 ¢ not capitalized (Reg. § 1.263(2)-3(2) (2) i), Example 3).

Cost Segregation. The Tax Court has ruled th_at elements of a bui_ldjng that are
tyeated as personal property under the former investment tax credit rules (Reg.
' §1.48-1(c)) may be separately depreciated under MACRS and ACRS as pgrsonal prop-
O .er{y (Hospital Corp. of America, 109 TC 21, Dec. 52.,163). The IRS has acql_n_esced to the
court’s holding that the former investment tax credit rules apply in determining wl?ethexé
) an item is a structural component (real property) or pgrslonal property (Notice o
Acquiescence, 1999-35 LR.B. 314). The sepa.rate.deprematlon of personal property

elements of a building is referred to as cost segregation.

The determination of whether an item is personal property ora structural compo-
nent often depends on the specific facts. One important_ factor is whether the item is
permanently attached to the building (Whiteco Industries, 65 TC.6{54, Dec. 33,596).
However, items relating to the operation and maintenance of_ the_ building are structural
components even if not permanently attached. The fo]!owmg items arf_e_examp]es of
structural components: bathtubs, boilers, ceilings (including acoustical ceilings), central
air conditioning and heating systems, chimneys, doors, e]ectnc_ wiring, _ﬁre escapes,
floors, hot water heaters, HVAC units, lighting fixtures, pane]m_g, partitions (if not
readily removable), plumbing, roofs, sinks, sprinkler systems, stairs, tiling, walls, and
windows (Reg. §1.48-1(e) (2)).

1243. MACRS Recovery Methods. Under the Modified Accelera.ted Cost Recpvery

System (MACRS), the cost of depreciable property is recovered using the apphca.ble

| depreciation method, the applicable recovery period, and the applicable convention
[ (Code Sec. 168(a)).

The cost of property in the 3-, 5, 7-, and 10-year classes is recovered using: the
200-percent declining-balance method over three, five, seven, and ten years, refspectlvely
(the applicable recovery period), and the half-year convention (gnless the mid-quarter
convention applies), with a switch to the straight-line method in the year when thé_it
maximizes the deduction (Code Sec. 168(b) (1)). The cost of 15- and 20-year property is
recovered using the 150-percent declining-balance method over 15 aJ}d 20 years, respec-
tively, and the half-year convention (unless the mid-quar_ter convention applies), with a
switch to the straight-line method to maximize the deduction (Code Sec. _168 (b) (2))._The
cost of residential rental and nonresidential real property is recovered using the stra;ght—
line method and the mid-month convention over 27.5- and 39-year recovery periods,
respectively (Code Sec. 168(b) (3)).

11243

1

N

NOILYID3dd3d



434

A taxpayer may irrevocably elect to claim straightline MACRS deductions oye, th
regular recovery period in place of the applicable depreciation method (zoo,peﬂ:e e
declining balance method for 3-, 5, 7-, and 10-year property and 150-percent degj; !
balance method for 10- and 15-year property). The election applies to all property i th
MACRS class for which the election is made that is placed in service during the tax Ve o
A taxpayer makes the election on the return for the year the property is first placeda_r.
service (Code Sec. 168(b) (5)). For example, if the election is made for 3-year Property .
applies to all 3-year property placed in service in the tax year of the election. g

A taxpayer may elect to recover the cost of 3-, 5-, 7-, and 10-year property using th,
150-percent declining-balance method over the regular recovery periods (the MACme
alternative depreciation system (ADS) recovery period for property placed in Service
before 1999) (91247) (Code Sec. 168(b)(2)(C)). This election, like the straight-lipe
election above, is made separately for each property class placed in service during the
tax year of the election. A taxpayer may also elect the MACRS ADS with respect to any
class of property.

If 3-, 5-, 7-, and 10-year property placed in service hefore 2018 is used in the trade or
business of farming, it must be depreciated under the 150-percent declining balance
method, unless the taxpayer elects the MACRS straight-line method or ADS, or the
taxpayer must use ADS because the taxpayer elected to deduct preproductive perigq
expenditures (Code Sec. 168 (b) (2) (B), prior to repeal by the Tax Cuts and Jobs Act (P.].
115-97)). Consequently, Tables 1-8, below, may not be used for such property. 3-, 5. 7.
and 10year farm property is depreciated using the 200-percent declining balance
method if placed in service after 2017 unless an election to use the 150-percent declinip
balance method, straight-line method, or ADS is made, or the taxpayer elects to deduct
preproductive period expenditures.

Computation of Deduction Without Tables. The MACRS deduction on persona] ‘

property is computed by first determining the rate of depreciation (dividing the number
one by the recovery period) (Rev. Proc. 87-57). This basic rate is multiplied by 1.5 or 2
for the 150-percent or 200-percent declining-balance method, as applicable, to determine
the declining balance rate. The adjusted basis of the property is multiplied by {he
declining-balance rate and the half-year or mid-quarter convention (whichever is arnfic.-
ble) is applied in computing depreciation for the first year. The depreciation claiim=d in
the first year is subtracted from the adjusted basis before applying the declining-Lalance
rate in determining the depreciation deduction for the second year.

Under the MACRS straight-line method (used, for example, on real property or if
ADS applies), a new applicable depreciation rate is determined for cach tax year in the
applicable recovery period. For any tax year, the applicable depres«wtiva rate (in percent
age terms) is determined by dividing one by the length of the app.licable recovery period
remaining as of the beginning of such tax year. The rate is applied to the unrecovered
basis of the property in conjunction with the appropriate convention. If as of the
beginning of the tax year the remaining recovery period is less than one year, the
applicable depreciation rate under the straight-line method for that year is 100 percent.

Example 1: A calendar-year taxpayer buys an item of five-year property in
January (“Year 17) for $10,000. The taxpayer does not claim any Code Sec. 179
expense -allowance or bonus depreciation. The 200-percent declining-balance
method and half-year convention apply. Depreciation computed without the use of
the IRS tables is determined as follows: the declining-halance depreciation rate is
determined and compared with the straightline rate. A switch is made to the
straight-line rate in the year depreciation equals or exceeds that determined under
Ehe declining-balance method. The applicable rate is applied to the unrecovered

asis.

The 200-percent declining-balance depreciation rate is 40 percent (1 d.'lvidE_d
by 5 (recovery period) times 2). The straight-line rate (which changes each year) is
1 divided by the length of the applicable recovery period remaining as of the
beginning of each tax year (after considering the applicable convention in deter-
mining how much of the applicable recovery period remains as of the beginning of
the year). For Year 4, the straightline rate is .40 (1 divided by 2.5), which is the
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same as the declining balance rate. For Year 5, the straightline rate is .6667 (1
divided by 1.5). For Year 6, the straightline rate is 100 percent because the
remaining recovery period is less than one year.

Year Method  Rate Unrecovered Basis Depreciation
1 DB A0 x $10,000 x .5 (halfyr.conv) .... = $2,000
2 DB 40 x (10,000-2,0000 = $8,000 .. = 3,200
3 DB 40 % (8,000 - 3,200) = 4,800 = 1,920
4 DB 40 % (4,800 - 1,920) = 2,880 = 1,152
5 SL 6667 x (2,880 -1,152) = 1,728 = 1,152
6 SL 1.000 = (1,728 -1,152) = 576 = 576

0
Total $10,000

Rev. Proc. 87-57 provides a detailed discussion of computing MACRS without

tables.

Computation of Deduction Using Tables. Instead of using the rules above, taxpayers
may compute depreciation using MACRS depreciation tables that contain the annual
percentage depreciation rates to be applied to the unadjusted basis of property in each
tax year (Rev. Proc. 87-57). The tables incorporate the appropriate convention and a
awitch from the de<lining-balance method to the straight-line method in the year that the
Jatter provides @ Gepreciation allowance equal to, or larger than, the former. The tables
may be used lor any item of property that qualifies for MACRS. Selected MACRS

An MACRS depreciation table that is used to compute the annual depreciation
Joveuce for any item of property generally must be used throughout the entire
-, .overy period. However, a taxpayer may not continue to use a table if there are any
adjustments to the basis of the property for reasons other than (1) depreciation
allowances, or (2) an addition or improvement to the property that is subject to
depreciation as a separate item of property. The MACRS depreciation table percentages
may not be used in short tax years (] 1244). 1

Example 2: Depreciation on five-year property purchased by a calendar-year
taxpayer in January of the current tax year at a cost of $10,000 is computed under
the general MACRS 200-percent declining-balance method over a five-year recov-
ery period using the half-year convention. No amount is expensed under Code Sec.
179 or claimed as a bonus depreciation deduction.

If the depreciation tables provided by the IRS are used, depreciation is
computed as follows: the applicable depreciation rate in Table 1 under the column
for a five-year recovery period for the applicable recovery year is applied to the cost
of the property.

N
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Year Rate Unadj. Basis Depreciation Basis
1 20 x $10,000 = 2,000 (810,000 -  $2,000) = $8,000
2 .32 x 10,000 = 3,200 (8,000 - 3,200) = 4,800
3 192 x 10,000 = 1,920 (4,800 - 1,920) = 2,880
440 1152 % 10,000 = 1,152 (2,880 - 1,152) = 1,728
R T152 % 10,000 = 1,152 (1,728 - 1,152) = 576
6 .0576 x 10,000 = 576 (576 - 576) = 0

Total $10,000
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immediately after the acquisition, the acquirer and the target are related withiy thy
meaning of Code Sec. 267 (b) or Code Sec. 707 (b), and e

* a reorganization described in Code Sec. 368(a) (1) (4), (B), or (C), or
reorganization described in Code Sec. 368(a) (1) (D) in which stock or sec itieg ?
the corporation to which the assets are transferred are distributed in a trar:.s.au:tig0
that qualifies under Code Sec. 354 or Code Sec. 356 (whether the taxpayer ig thn
acquirer or the target in the reorganization). 9

Costs to in\_rest.igate or pursue a covered transaction are inherently facilitative (and
therefore, capitalized regardless of when paid or incurred) if paid to (Rey
§1.263(2)-5(e) (2)): 1

* secure an appraisal, formal written evaluation, or fairness opinion relateq to
the transaction (general due diligence costs are not inherently facilitative),

 ® structure the transaction, including negotiating the structure of the transae.
tion _ax_ld obtaining tax advice on the structure of the transaction (for example
obtaining tax advice on the application of Code Sec. 368), 3

e prepare and review the documents that effectuate the transaction (for
example, a merger agreement or purchase agreement),

-y N obtain regulatory approval of the transaction, including preparing and re.
viewing regulatory filings,

. qbtain shareholder approval of the transaction (for example, proxy costs

solicitation costs, and costs to promote the transaction to shareholders), or :

® convey property between the parties to the transaction (for example, trans.
fer taxes and title registration costs).

Success-Based Fees. The IRS will not challenge a taxpayer's allocation of a success-
based fee between activities that facilitate a covered transaction and activities that do not
facilitate the covered transaction if the taxpayer (1) treats 70 percent of the amount of
the success-based fee as an amount that does not facilitate the transaction; (2) capitalizes
the remaining 30 percent as an amount that does facilitate the transaction; and (2)
attaches a statement to its original federal income tax return for the tax year the success:
pased fee is paid or incurred, stating that the taxpayer is electing the safe habor,
identifying the transaction, and stating the success-based fee amounts that are (ecucted
and capitalized. An election applies only to the transaction for which the election s made
and, once made, is irrevocable. The election applies with respect to all tuccess-based
fees paid or incurred by the taxpayer in the transaction for which the ¢leciion is made
(Rev. Proc. 2011-29). This safe harbor is in lieu of the documentaticn oti.=rwise required
by Reg. § 1.263(a)-5(f).

Uniform Capitalization Rules (UNICAP)

See CCH® AnswerConnect: Uniform Capitalization Rules (UNICAP) for more
information on this topic.

1330. Uniform Capitalization Rules (UNICAP). A taxpayer subject to the uniform
capitalization (UNICAP) rules must capitalize all direct costs and an allocable portion of
most indirect costs that are associated with production or resale activities. The uniform
capitalization rules generally apply to:

e real or tangible personal property produced by the taxpayer for use in a
trade or business or in an activity engaged in for profit;

e real or tangible personal property produced by the taxpayer for sale to
customers; and

® real or personal property, both tangible and intangible, acquired by the
taxpayer for resale (Code Sec. 263A).

Property acquired for resale includes stock in trade of the reseller or other property
which is includible in the reseller’s inventory if on hand at the close of the tax year and
property held primarily for sale to customers in the ordinary course of the reseller’s
trade or business (Code Sec. 263A(b) (2); Reg. § 1.263A-3(a) (1)).
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Costs attributable to producing or acquiring property generally are capitalized by
ing them to capital accounts or basis. Costs attributable to property that is
- yentory in the hands of the taxpayer generally are capitalized by including them in

tventory (Reg. §1.263A3(0)(3)).
Costs Excepted from Rules. Among the costs excepted from the UNICAP rules are

(Code Sec. 263A(c)):
e cost of property produced by the taxpayer for its own use other than in a
trade or business or in an activity conducted for profit;

e research and experimental expenditures ( 979);

e geological and geophysical expenses (9 1360), intangible drilling and devel-
opment costs (1 989), and mine development and exploration costs ( 987);

o cost of property produced by the taxpayer under a long-term contract
(] 1551);

s any costs incurred in raising, growing or harvesting trees (including the
costs associated with the underlying real property) other than trees bearing fruit,
nuts, or other crops and ornamental trees (ornamental evergreen trees are subject
to UNICAFf six years or less when severed from the roots);

e zroounts allowable as a deduction relating to the optional ten-year write-off
of canain tax preferences under the alternative minimum tax (AMT) rules, with
respee. to mining exploration and development costs, research and experimental
-xpenditures, and intangible drilling costs (60-month write-off for IDCs), but not
circulation expenditures (] 194); and

¢ bonus depreciation deduction on specified plants claimed in year of grafting
or planting (9] 1237). ’

The Code Sec. 179 expense deduction (§] 1208) is not capitalized under the UNI-
CAP rules or the general capitalization rules (Reg. § 1.179-1()).

Swmall Producer or Reseller Exception. A producer or reseller is exempt from the
UNICAP rules if it meets the small business taxpayer gross receipts test for using the
cash method of accounting (] 1515) (Code Sec. 263A(1); Reg. §1.263A-1()). A taxpayer
meets the small business test for the tax year if its average annual gross receipts for the
three prior tax years do not exceed $26 million for 2021 and projected to be $27 million
for 2022 (Rev. Proc. 2020-45). A sole proprietorship applies the gross receipts test as if
each trade or business of the taxpayer were a corporation or a partnership. A tax shelter
that is not allowed to use the cash method of accounting does not qualify for the small
business exception.

A taxpayer making a change in accounting method to apply this UNICAP exception
should treat the change as initiated by the taxpayer and made with the IRS’s consent for
Code Sec. 481 adjustment purposes (f 1531). An automatic change in accounting
method procedure allows a small business taxpayer to change to a method of accounting
that no longer capitalizes costs under the UNICAP rules (Rev. Proc. 2018-40).

1332. Direct and Indirect Expenses Subject to UNICAP Rules. Direct material
and labor costs and indirect costs generally must be capitalized under the uniform
capitalization (UNICAP) rules (§ 1330) with respect to property that is produced or
acquired for resale (Code Sec. 263A(a) (2); Reg. §1.263A-1(e)). Direct material costs
include the costs of materials that become an integral part of the subject matter and
materials that are consumed in the ordinary course of the activity. Direct labor costs
include the cost of labor that can be identified or associated with a particular activity
such as basic compensation, overtime pay, vacation pay, and payroll taxes.

Indirect costs include all costs other than direct material and labor costs. Indirect
costs require a reasonable allocation to determine the portion of such costs that are
attributable to each activity of the taxpayer. This includes: repair and maintenance of
equipment or facilities; utilities; rental of equipment, facilities, or land; indirect labor and
contract supervisory wages; indirect materials and supplies; depreciation, amortization
and cost recovery allowance on equipment and facilities (to the extent allowable as
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maintenance costs may be incurred on property other than the damaged property if
acreage does not exceed the acreage of the damaged property. the

A temporary exception to the UNICAP rules allows a person other than
taxpayer to deduct certain costs paid or incurred before December 23, 2027, in Cormee
-

tion with replanting citrus plants lost to casualty. The exception applies if the taxpay,
er

has at least a 50-percent equity interest in the replanted citrus plants at all times duri
the tax year when the replanting costs were paid or incurred, and the other person h
any part of tlhe remaining interest in the replanted plants. It also applies if the O?ﬁds
person acquired all of the taxpayer’s equity interest in the land on which plants N
located at the time of the casualty, and replanting is on that land. The IRS has prm:?f b
procedures to obtain automatic consent to change accounting methods for this pu deg
(Code Sec. 263A(d) (2) (C); Reg. §1.263A-4(e) (5); Rev. Proc. 2019-43). b

) _A farming business is a trade or business involving the cultivation of land or th
raising or harvesting of any agricultural or horticultural commodity (Code S .
2.63A(e.) (4)). Examples include: a nursery or sod farm; the raising of ornamenta] trec_
(including evergreen trees six years old or less when severed from their roots); ?ﬁ:

raising or harvesting of trees bearing fruit, nuts, or other crops; and the raising

shearing, feeding, caring for, training, and managing of animals.

Any farmer, other than a corporation, partnership, or tax shelter required to use th,
accrgal methpd, may elect not to apply the UNICAP rules to any plant produced in the
farming business (may elect to deduct preproductive expenditures) (Code Se:
_263A(d) (3)_ al}d (e); Reg. §1.263A-1(b) (3)). The election may not be made for any costs
incurred within the first four years in which any almond or citrus trees were planted. A

If the election is made the farmer must use the Modified Accelerated Cost R
System_ (MACRS) alternative depreciation system (ADS) to depreciate farm pi%(;:—g
placed in service in the election year and any subsequent year that the election remains
in effect. Furthermore, preproductive expenditures that are not capitalized are subject to
recapture under the section 1245 recapture rules (Code Sec. 263A(e)).

Unless IRS consent is obtained, a farmer may elect out of the UNICAP rules only for
the first tax year in which the taxpayer is otherwise required to capitalize preproductivs
costs (Code Sec. 263A(d) (3) (D); Reg. §1.263A-4(d) (3)). Once the election is made it i;
revocable only with the consent of the IRS.

] F‘armers' who qualify as small business taxpayers (] 1330) are ex=rapt from the
umfo_rm capitalization rules and may receive automatic consent to ‘revoke a prior
elect:on: If the election is revoked, then the MACRS change .in. use rules (Reg.
§ 1.1_68(1)-4) are used to switch depreciating property placed in service while the election
was in effect frpm ADS to the MACRS general depreciation system (&=DS). Farmers who
no loqger qualify for the exemption may also make the election to deduct preproductive
costs in th_e first tax year in which the farmer exceeds the section 448 average annual
gross receipts amount (Rev. Proc. 2020-13). These changes are not changes in account
ing method (Reg. § 1.263A-4(d) (5); Reg. § 1.263A-4(d) (6)).

1344. ]?xcepﬁon to Uniform Capitalization Rules for Production of Creative Prop-
erty. The uniform capitalization (UNICAP) rules (7 1330) do not apply to expenses paid
or incurred by a selfemployed individual, including expenses of a corporation owned by
a free-lancer a.pd directly related to the activities of a qualified employee-owner, in the
business of being a writer, photographer, or artist whose personal efforts create or may
reasonably be expected to create the product (Code Sec. 263A(h)). Expenses for

producing jewelry, silverware, pottery, furniture, and similar household items are gener-
ally not exempt.

Amortization

S:ee CCH® AnswerConnect: Intangible Property and IRC § 197 for more informa-
tion on this topic.

: 1360. Prc_)perty Subject to Amortization. Amortization is the recovery of certain
capital expenditures, that are not ordinarily deductible, in a manner that is similar to
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straightl! : i s
i am(_,ﬁ;lzatlon deductions may not also be depreciated.

in operan

tline depreciation. That portion of the basis of property that is recovered through

Pollution Control Facilities. Taxpayers may elect to amortize over a 60-month period

o cost of certified pollution control facilities added to or used in connection with a plant
ion before 1976. The amortization deduction is available only for the portion of
o facility’s basis attributable to the first 15 years of its recovery period if it has a
recovery period under the Modified Accelerated Cost Recovery System (MACRS) in
cess of 15 years. The remaining basis is depreciable. An air pollution control facility
laced in service after April 11, 2005, in connection with a coalfired plant placed in
g eration after 1975 qualifies for an 84-month amortization period. The 60-month amorti-
gation period continues to apply to an air pollution facility placed in service after April 11,
9005, in connection with a coalfired plant placed in operation before 1976 (Code Sec.

169).

Architectural and Transporiation Barriers. Business taxpayers can elect to deduct
up to $15,000 of the costs of removing certain architectural and transportation barriers
for handicapped or elderly persons in the year paid or incurred instead of capitalizing
and depreciating such costs (Code Sec. 190).

Reforestatian Expenditures. A taxpayer (other than a trust) may elect to expense up
to $10,000 of ualified reforestation expenditures each tax year for each qualified timber
property. Avv axpayer, including a trust or estate, may elect to amortize over 84 months
amounts 1or which a current deduction is not elected (Code Sec. 194; Notice 2006-47).

Cwrt-Up and Organizational Costs. A taxpayer who enters into a trade or business
a1, clect to expense up to $5,000 of start-up costs, reduced dollar for dollar when the
s artup expenses exceed $50,000. Any remaining balance is amortized over the
180-month petiod (Code Sec. 195) (904). See 9] 237 for corporate organization fees.
Gee 9] 477 and 9 481 for costs of organizing a partnership.

0il and Gas Geological and Geophysical Expenditures. Geological and geophysical
(G&G) expenditures paid or incurred in connection with oil and gas exploration or
development in the United States must be amortized ratably over a 24-month period
beginning on the mid-point of the tax year that the expenses were paid or incurred. If a
property or project is abandoned or retired during the 24-month amortization period, any
remaining basis must continue to be amortized (Code Sec. 167(h)). However, major
integrated oil companies must ratably amortize any G&G costs over seven years.

1362. Amortization of Section 197 Intangibles. The capitalized cost of goodwill
and many other intangibles acquired by a taxpayer and held in connection with a trade
or business or for the production of income are ratably amortized over a 15-year period
generally beginning in the month of acquisition (Code Sec. 197). Intangibles that are
amortizable under this provision are referred to as amortizable section 197 intangibles
and include:

e goodwill, going concern value, and covenants not to compete entered into in
connection with the acquisition of a trade or business (Y 1743);

e workforce in place;

NOLLVZI'IV.lIdV:)]‘j

e information base;

e a patent, copyright, formula, design, or similar item;
e any customer-based intangible;
e any supplier-based intangible;
e any license, permit, or other right granted by a governmental unit or
agency; and
e any franchise, trademark, or trade name (Code Sec. 197(d)).
In order for a section 197 intangible to be amortizable it generally must be

separately acquired for use in a trade or business or acquired as part of the acquisition of
a trade or husiness. For example, goodwill that is created through a taxpayer's own
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benefits, as well as other benefits that are excludable from gross income. Howey

initial amount is not reduced for an i i
initia I C y pension, annuity, or disabili
injuries or sickness resulting from active military ser:ydce sad Dersonal

The initial amount is further reduced b
; : v one-half of th
adjusted gross income (AGI) over the following levels: = T taXpaye,:s

er,

SIEIE. oy ccn o e s i s
Married filing jointly . , . ... ..... .. .. . ittt $7,500
Married filing separately . . ... ...... .. Tl Tiriorrrrees 10,000

The credit is effectively eliminated once A
- e 1 GI exceeds: $17,500 for a si indiv:
u;f), cSJig,{)OQ for a joint 'retum with one qualifying spouse; $25,000 for a joinltn i‘?u?rl,dw-]d‘
lifying spouses; and $12,500 for a married individual filing a separate return b

The applicable initial amount for a
permanently and totally di i
Bti]g:l;—iliatﬁeinggmlza'y tI1110t te}t(:[eed the individual’s disability inconﬁe [ff)?'blt‘la'lde o
1s the total amount that is included in the individual’
?ﬁleder the rules fo_r annuities (] 817) or accident and health plans (9 l2101;) to the
o ;rg:\);crlﬁ ;ioigﬁtéléei flv-vages, o]r{ gayments in lieu of wages, for periods during ;Xt;?n;
_ Vi nt from work due to permanent and total disabili .

filing a joint return are qualified individuals and one spouse hasS:e;cEYéjf al::gt;ﬂ%g%(;lges

re

the ClOSe Of the tax year the mlﬁal amount Calltht eXCeed S-IS 00() pluS t < ty
» 1
» dlsablh

An individual is permanentl i i
; j nently and totally disabled if he or she is unable t i
;nny s:ubita?té?l gainful activity because of a medically determinable phys?ca? ﬁ;lﬁge o
pairment that can be expected to result in death or to last for a continuous periggta%
0

not less than 12 months. The impai
: - - pairment should b i v t
certified physician kept in the taxpayer’s records. S e

ividug]
tax yeqr,
gross income

1403. Education Credits (American O i i arnin,
_140. ' pportunity and Lifetime Learni i
?u?l iltl;dglxdélregdlirtnaé Bl%x(r:l; twtz1 tt{lpe]?f of educated-related tax credits, the Ameﬁcgagracph;g-‘
_ : and the ifetime learning credit, for quah'ﬁed tuiti .
expenses paid or incurred during the tax year (Code Sec. 25A; Reg. § 1.25123'&;’130561]3?5

§1.25A-1). Up to 40 pel i
eyl percent of the AOTC may be refunded; otherwise, the credits are

48 aBI(;lﬂl e'dgca_ltiop _credits are calculated on Form 8863. The credits cannot be claimed
taxpayer%géﬁ—) pe?llgéﬂglé#l%ngglseﬂaﬁr:gely or by a person who qualifics  as ;noth?:r
. Qualified expenses paid b tud o te i
by the taxpayer who could claim th 4 Tt The madooK. o T
I e student as a dependent. The taxpayer”
EEII'JI@& ﬂrfusgjger}t’s name and taxpayer identification number (7 'II‘\‘)-T i;;rr‘fll"g(!)n’}lét
st be issued before the taxpayer files the return. The taxpayer also must'

receive a copy of Fi 10! igi i instituti
A orm 1098-T from the eligible educational institution before claiming

For tax years beginning after 2020, both i
A : r ) g credits phase out ratably f
g‘gl él;gglggg f?)??giﬁi 5222)3 n’}(;loer;l: t(}ll\/IAgDhliaetween $80,000 and SQO,gOOOT(O?' .?ti!({i%aggg
o4 et reg.alrd = ther:; olds are not adrlusted for inflation. MAGI is
3 ned \ clusions for foreign earned i
foreign housing expenses (Y 2403), and U.S. possession income (4 231«1“3;0(;11 1?2(41;5)402),

4l g—giegizc%aé OOg?c:lr;tla:lmigszati_ f"redz't f;lO{C). The AOTC is the sum of 100 percent of
€ ; ition and related expenses paid by th

eligible student, plus 25 percent of the next § e T

I > D 2,000 of qualified expe id. Th
maximum credit is $2,500 per eligible student e LU
, : per year (Code Sec. 25A
g}p; et::: (;Lgllt):rcer_lt of the credit amount is refundable if it exceedsefhe ta&%}ﬁiﬁgr
e (mf{lgre minimum tax (AMT) liability. However, if the student is subject to the
91 115), then no portion of the credit is refundable (Code Sec. 25A()).

An eligible student for the AOTC is any individual who:

® has not completed the first four
. .® has not ears of - i
eligible institution before the beginning on the cungr?tsgaie;gggary o
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s is enrolled at least halftime in an academic program during the calendar
ear or the first three months of the following calendar year that leads to a degree,
certificate, or other recognized educational credentials; and
e has not been convicted of any federal or state felony class offense for
possession or distribution of a controlled substance as of the end of the year (Code
Sec. 25A(b) (2) and (b) (3)).
Lifetime Learning Credit. The lifetime learning credit is equal to 20 percent of up to

000 in qualified tuition and related expenses paid by the taxpayer for eligible
during the tax year (Code Sec. 25A(c) and (d), as amended by the Taxpayer

stuéeﬂts X : 2 ! g
: inty and Disaster Tax Relief Act of 2020 (P.L. 116-260)). The credit is calculated on

A pﬁ;xpayer rather than a per-student basis. An eligible student must be enrolled in at
Jeast one course at an eligible educational institution. For tax years beg‘inning before
2021, the credit amount phased out when MAGI exceeded an inflation-adjusted thresh-
old. For 2020, the credit began to phase out when MAGI reached $59,0_00 (5118,000 for
1oint returns), and was completely phased out when MAGI E’eached $69,000 (5138,000
for joint returns) (Rev. Proc. 2019-44). For tax years beginning after 2020, the income
threshold for claiming the lifetime learning credit is increased and is the same as for the
AOTC.

Qualified 2 uition and Related Expenses. The education credits may be claimed for
qualiﬁed tuition and related expenses required for the enrollment or attendance of the
taxpayer, the {axpayer’s spouse, or the taxpayer’s dependent as an eligible student at an
eligible aoucational institution of higher education (Code Sec. 25A(f); Reg. §1.25A-2;
[op Reg. §1.25A-2). Qualified expenses include course materials such as hooks,
sz lies, or equipment required for enrollment. They do not include room and board,
insurance, student health fees, transportation costs, or expenses that relate to any
education that involves sports, games, or hobbies unless part of the student’s degree
program. Qualified expenses paid during the year for an academic period that begins in

the first three months of the following year can be used in figuring the credits for the

- current year. The same expenses cannot be used for more than one of the credits.

Coordination with Other Education Benefils. Qualified expenses for any student
must first be reduced by any tax-free educational assistance received, including scholar-
ships or fellowships (9 865), veterans’ educational assistance allowances, employer-
provided educational assistance (7 2067), and any other educational assistance excluded
from gross income (for example, Pell grants), other than gifts, bequests, devises, or
inheritances (Code Sec. 25A(g) (2) and (g) (5); Reg. §1.25A-5(c) and (d)). However, a
qualified emergency financial aid grant related to the coronavirus (COVID-19) pandemic
(4 887) does not reduce the amount of qualified tuition expenses even though the grant
is excluded from gross income (Act Sec. 277(a) of COVID-related Tax Relief Act (P.L.
116-260)). Tuition and related expenses that are deducted under any other Code Section
also do not qualify for the education credits (] 1011A4).

Expenses used to claim the education credits cannot be taken into account when
determining excludable distributions from Coverdell educational savings accounts
(ESAs) (7 867) and qualified tuition programs (QTPs) (7 869). The 10-percent additional
tax for excess distributions from Coverdell ESAs or QTPs is waived if the excess is
caused by claiming an educational credit. After eligible expenses are reduced by an
educational credit and distributions from Coverdell ESAs or QTPs, the remaining
expenses may be used to determine the excludable amount of Series EE United States
Savings Bonds interest (f 730) (Code Secs. 135 @ (@), 529(c) 3) (B), and 530(d) (2) (©)).

Fraudulent, Reckless, or Improper Claims. A taxpayer who fraudulently or recklessly
claims the AQTC is temporarily prohibited from claiming the credit in subsequent tax
years. If the credit is reduced or denied in a deficiency procedure, the taxpayer’s next
return that claims the credit must include Form 8862 (Code Sec. 25A(b) (4)).

Paid Preparer’s Due Diligence. A penalty may be imposed on a paid tax return
preparer who fails to comply with due diligence requirements for any return claiming
the AOTC. The preparer must include Form 8867 with the taxpayer’s return or claim for

refund (7 2807).
11403
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Eligible Individuals and Dependents. An eligible individual is any individual othe,
than an individual who qualifies as another taxpayer’s dependent for a tax vear begs:
ning during the calendar year in which the individual's tax year begins, a nome‘e"ideni
alien, or an estate or trust. An eligible individual's dependent is defined by reference t
Code Sec. 152 (f 137), so the credit applies to both qualifying children and qualifyi,
relatives. An eligible individual's tax return must include a valid identification number
social security number (SSN) valid for employment in the U.S., or an adoption taxpaye,
identification number (ATIN)) for each eligible individual and dependent.

Economic Impact Payments. The IRS made advanced refunds of the credit via
economic impact payments (EIPs) in 2021. The payments were hased on the eligible
individual’s 2020 or 2019 income tax return, or other information available to the IRS,
individual who was not required to file a 2020 return could file a simplified return ¢,
receive EIPs (Rev. Proc. 2021-24). An eligible individual who died before 2021 was not
eligible to receive EIPs unless the decedent served in the military during the tax year
and filed a joint return that included the decedent’s valid SSN. Similarly, no advance
refund was allowed with respect to a dependent who died before 2021.

A taxpayer calculates the Recovery Rebate credit on their 2021 tax returns as a
refundable credit against 2021 taxes. An EIP reduces the amount of the credit, but not
below zero. Thus, a taxpayer does not have to repay any of an LIP that exceeds the
amount of the 2021 credit calculated on the return. For example, a taxpayer does not
have to repay an EIP attributable to a dependent claimed on a 2020 return who is not
claimed for 2021. An eligible individual may claim an additional credit on a 2021 return if
it exceeds the EIPs received during the year (for example, when a dependent is born or
adopted during 2021). One half of any advance payment or refund made on a joint return
is treated as paid to each spouse.

2020 Recovery Rebate Credits. An eligible individual was allowed two similar 2020
Recovery Rebate Credits which were also paid in advance via EIPs based on 2019 or
2018 returns. The first 2020 credit was up to $1,200 for each eligible individual, plus $500
for each qualifying child as defined for purposes of the child tax credit (1 1405) (Code
Sec. 6428). The additional 2020 credit was up to $600 for each eligible individual and
qualifying child (Code Sec. 64284, as added by the COVID-related Tax Relief Act of 20
(P.L. 116-260)). The maximum amount of each credit was reduced (but not below zero)
by five percent of AGI over $150,000 for joint filers and surviving spouses, $112,500 for
heads of household, and $75,000 for other taxpayers. EIPs for the original c-edit nad to
be issued before 2021, and EIPs for the additional credit had to be issued by January 15,
2021. Taxpayers claimed the credits on their 2020 returns, as reduced ot not below
zero) by the EIPs. Taxpayers did not have to repay EIPs that exceerled credits claimed
on 2020 returns, but they were entitled to refunds of credits that eszcecded their EIPs.

1421. Credit for Taxes Withheld on Wages. An individual is allowed a credit
against income tax liability for income taxes withheld from salary or wages (Code Sec.
31). The credit is claimed on Form 1040 or 1040-SR.

A taxpayer is also allowed a refund of any Social Security (or railroad retirement)
taxes that were overwithheld from wages. The maximum amount of these taxes that
may be withheld is 6.2 percent of the wage base. Thus, these taxes might be
overwithheld if an individual works for more than one employer and earns more than
the wage base in total. The wage base is $142,800 for 2021 and $147,000 for 2022
(11 2648). Medicare taxes cannot be over withheld since they are not limited to a wage
base. A taxpayer uses Schedule 3 (Form 1040) to claim a credit for the overwithheld
taxes. An individual who is not required to file an income tax return may file a refund
claim on Form 843 (Reg. § 31.6413(c)-1).

A nonresident alien (or foreign corporation) is allowed a credit against income tax
liability for taxes withheld on U.S. source income that is not effectively connected with a

U.S. trade or business (Code Sec. 33). See 7 2455 for the withholding of tax on payments
other than wages to nonresident aliens.

1422. Earned Income Credit. The earned income credit (EIC or EITC) is a
refundable tax credit based on the taxpayer’s earned income up to a threshold amount,
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aumber of qualifying children (Code Sec. 32). An individual who does not have a

an! lfying child is eligible for the credit f:
q

e the individual’s principal residence is in the United States for more than half
of the tax year; - . N
o the individual, or the spouse if married filing jointly, is an eligible age; and

e the individual is not a dependent of another taxpayer.

for taxpayers with no qualifying children (the childless EIC) is normally

vai]:gllz Erllgr if the tgxgayer (or spouse on a joint return) is !aet_weep the ages of 2§ and
. t the close of the tax year. However, for tax years beginning in 2021, there is no
e um age, and the minimum age drops to: (1) 19 for most taxpayers; (2) 18 for a
a;ijjg:ad formér foster youth or a qualified homeless youth; and (3). 24 for a specified
qud at. A qualified former foster youth is an individual \_Jvh(_) was in foster care qfter
- Emg the age of 14. A qualified homeless youth is an 1nd1v1duql who certifies, in a
00 er provided by the IRS, that he or she is an unaccompanied youth who is a
mamlless child or youth; or is unaccompanied, at risk of homelessness, an_d self-
e rting. A specified student is an individual who, for at least five m_onths during t!le
supp%ar ié an eligible student as defined for purposes of the American Opportunity
fﬁd{t (1l| 1403) ‘Code Sec. 32(n), as added by the American Rescue FPlan Act (P.L.

b EIC may not be claimed if the taxpayer is a qualifying child of another taxpayer,

1ect?}g ~2icludeyforeign earned income or housing expenses (9] 2402 and ] 2403), is a
3  -es d2nt alien who has not elected to be a resident alien (Y 2410), or has excessive
Prt;(;btn"lent income. The credit may be claimed only for a full 12-month tax year, unl.ess a
:“; ort year resylts from the taxpayer’s death. The IRS will not refund the EIC until the
igm day of the second month following the close of the tax year (February 15 for
calendar year taxpayers) (Code Sec. 6402 (m)).

ied individuals generally must file a joint return to claim the credit. However, a
mm%ﬂfi?ﬂ%?lﬁ cllk'inggapart fr};m the spouse for th_e last six rrllonths of the tax year
may qualify for head of household filing status and claim the credit on a separate {Ee‘(ciunsl
(9 173). For tax years beginning after 2020, a sepayated spouse may .also E%dtl}ea s ae
unmarried if he or she does not file a joint return; lives with a quah.fymg chi . 0(;‘ mq:h
than one-half of the tax year; and either does not share a principal place of a ode wil
the other spouse for the last six months of the tax year, or }}as a separatlcl))n e;:rtel'_:eé
instrument, or agreement (other than a divorce decree) and is not a mem erdod i
other spouse’s household at the end of the tax year (Code Sec. 32(d), as amended by
e Schedule EIC (F 1040)

er with at least one qualifying child completes chedule orm

to cla%;ntagfeazredit. The return must include a valid Social‘ St?cunty_number (SSNN) fortt%e
taxpayer (and spouse on a joint return), and each qualifying child. The SS drlr)ms al'g
issued before the due date of the taxpayer's return Gnc_ludqu exj:ensmns) an tIa vali
for work in the United States. An individual taxpayer identification number (IT é\]) _01:
adoption taxpayer identification number (A”_I‘IN)_ may not be used. For t?hx yearsal igg;ln
ning after 2020, taxpayers who fail to provide identifying numbers ‘for‘ ell)r fqu e lg
children may claim the childless EIC. However, for tax years beg_mmng vefore . {
such taxpayers cannot claim the EIC at all (Code Sec. 32 (¢) (1) (F) prior to being stricken
by P.L. 117-2). e :

] ount. The amount of the EIC is the taxpayer"s earned income up to an
hlﬂagliffljﬁged level (the earned income amount). n'.mltiphf_zd by a credit pelglentage
that depends on the number of the taxpayerjs qualifying f:hlldren (one, twoif ree teor
more, or none). The credit phases out as adjusted gross income (AGD orl, g;'telzfﬂlr,
earned income increases. The IRS provides an EIC Worksheet and EIC Tables wit] _b!e
Instructions for Form 1040 and Form 1040-SR. The tables are at §87. An eligible
taxpayer may ask the IRS to calculate the credit.

For 2021, the relevant income, earned income, and credit amounts (including
increases for the childless EIC) are as follows (Rev. Proc. 2021-23):
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Form 8843 must be completed to exclude days of physical presence in the United
gduetoa medical condition or as an exempt individual. Presence in U.S. territories
{2 sessions does not count as presence in the United States.

" 5 individual who otherwise meets the substantial presence test may still be treated
aresident alien if the individual has a tax home in a foreign country during the tax
58 % a5 a closer connection to the foreign country, and was physically present in the
ar, d States for less than 183 days during the year. An alien must fully complete Form
and attach it to his or her return for the relevant tax year to prove that he or she

“isfies the closer connection exception.
|t

410. Elective Resident Status. There are two ways alien individuals are permitted
- elect resident status if they do not otherwise qualify as a resident alien (9 2409). First,
05 dividual who otherwise fails to meet the green card or substantial presence test
elect to be a resident alien for part of the current year (Code Sec. 7701(b) (4); Reg.

7701 (b)-4(c) (3)). To qualify for the election, the individual:
e must not be a resident alien in the prior calendar year;

o must meet the substantial presence test in the calendar year following the
election year;

o musi be present in the United States for at least 31 consecutive days in the
election yoar; and

e n.ust be present in the United States for at least 75 percent of the days
durivg the period from the first day of the 31-day presence period through the end
of tre election year.

© 1f these requirements are met, the individual’s election to be treated as a U.S.
_sident alien is effective for that portion of the year that begins on the first day of the
est testing period that the 31-day and 75 percent requirements are met. The election
ade by attaching a signed statement to the individual’s tax return for the election
oar indicating that the individual meets the election requirements. The election cannot
- made before the individual has met the substantial presence test for the calendar year
llowing the election year. Once made, the election can be revoked only with IRS
ent. :

The second way an alien may elect resident status is if the individual is married to a
US. citizen or resident alien at the end of the tax year—then the election may be made
n order to file a joint return (Code Sec. 6013(g) and (h)). The taxpayer may be either a
nonresident or resident alien at the end of the tax year for the election to be made.

Both spouses must join in the election by attaching a statement to a joint return for
he first tax year for which the election applies. It is effective for the entire tax year and
all subsequent tax years for federal income tax and withholding purposes, unless neither
spouse is a U.S. citizen or resident alien at any time during the year. The election may
also be jointly revoked by the couple or terminated by reason of death, separation, or
rce, or by the IRS for failure of the couple to keep adequate records. Once
inated, the election may not be made again by the couple.

2411. Dual-Status Tax Years. An individual can be both a resident and nonresi-
dent alien during the same tax year ( 2409). This usually occurs the year of arrival in,
or departure from, the United States. An individual who is a dual-status alien has a dual-
status tax year. Thus, the individual’s income tax liability is computed as a resident alien
for the period of residence and as a nonresident alien for the period of nonresidence
(1 2425) (Reg. §1.871-13).

~ If an alien individual is filing a tax return for a dual-status year, then head of
household filing status may not be used, the standard deduction cannot be claimed, and
deduction for personal and dependency exemptions for tax years beginning before
2018 and after 2025 cannot exceed taxable income for the period the individual is a
Iesident alien. A married individual may also not use joint filing status and tax rates for
loint filers for the period of residency unless he or she is married to a U.S. citizen or
fesident alien and the election to be treated as a resident alien for the year is made
(112410) (IRS Pub. 519). The education credits, earned income credit, and the elderly or
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after the due date of the return (not includi ;
§1.911-7). ing extensions) (Code Sec. 911(g); Reg

Once made, the election will remain in effect for the current
fsubsequent years unless revoked. A taxpayer who revokes the eIecﬁo?Xwi%e!E;; o ;
ited from ma,kipg a new election for at least five tax years without IRS approval prﬂ"h‘h
taxpayer and his or her spouse qualify for the exclusions, each must file a sepal:ate }?th - o
2555 regardless of whether they file a joint return or separate returns. A self-emp] 3
taxpayer does not have to make an election in order to claim the foreign hg oved
deduction. An eligible individual must provide Form 673 to his or her emplover to Els hg

an exemption from U.S. income tax withholding on foreign earned i
excluded from gross income. - e 1y bg

An individual who claims either the foreign earned income or forei ;
exclusion may not claim the foreign tax credit or deduction (71 2475) (f);f lgrrlly};gus
exclt;ded. Ifa taxpayer atternpts to claim the foreign tax credit or deduction theCOme
election for the foreign earned income and foreign housing exclusions is c,onsi.;l{-l a
revoked (IRS Pub. 54). In addition, a taxpayer cannot claim either of the exclusiong ¢
the earned income tax credit (f 1422) or the additional child tax credit (9 1405). 4

2409. Resident Aliens. A resident alien is generall i

= ! y taxed in the same man

US citizen. For this purpose, residency is determined under the lawful perl,lg;?“
remde_:nce test (green card te.st) or the substantial presence test (Code Sec. 7701 ) (B’}
An alien who does not qualify under either test is generally treated as a nonresident

a]jen for federal income employ’ment, and excise tax P
i t .
). urposes (])Ut not estate and g‘]ft

) Some individuals may be eligible to elect resident status (9 2410). In iti
individual can have a dual-status tax year and be both a I’ESidEI(llI and I)lonrez(ilc?éﬁg?ﬁm
during the year (112411). In the case of an individual who is considered both a Uesl1
resident and a resulc_ant of a foreign country during the year (dual resident taxpayer). ] )
tax treaty may override the normal treatment of the individual as a resident alien for aq )
purposes undt_tr th_e treaty. The green card test and substantial presence test deterr, in:
W}_lether an alien is a 'reSIdent of a U.S. possession or territory whose income tax 1:w
mirror ﬂlose of the United States. They do not determine whether an individua! = g o;n;
fide resident of other U.S. possessions or territories (712414) (Reg. §301.7701 1%, :1 (d)

Green Card Test. An alien who is a lawful permanent resident Uni
Card Test, : of the United S
under U.S. immigration laws (receives a “green card”) is considered @ msi\&ent alifﬂtla ;f;
federal tax purposes (Re_g. §.301.7701 (b)-1(b)). Resident status begins in the first calen-
ggtyeir mtv;'hlch the ghen( 1115 a lawful resident and is physicaliy present in the United
€s for at least one day (] 2411). Resident status continves i i
status is terminated or abandoned (7 2412). D Ui

Substantial Presence Test. An alien is considered a U.S. resident i indivi i
physically present in the United States for at least 31 days during tﬁf—: l(fat]l;flcllxz:rdlj‘llijﬁg
183 days for f.:he current and two preceding calendar years (9 2411). For purposes of the
183-day requirement, each day present in the United States during the current calendar
year counts as a full day, each day in the first preceding year as ¥ of a day, and each day

in the second preceding year as Y% of a d !
§301.7701 (h)-1(0)). 1 /6 of a day (Code Sec. 7701(b)(3); Reg.

There are exceptions as to what da ien i i :
! : ys an alien is considered t t
in the United States, including days for: o be physically B

¢ regular commuters from Canada or Mexico,
® days in transit between two places outside the United States,
¢ medical conditions preventing departure,

_® exempt individu?]s including teachers, trainees, and students on temporary
visas, as well as professional athletes competing in a charitable event,

e crew members of foreign vessels, and
® foreign government workers.

12409
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3 . : T ; ] ; sahili he five preceding years

disabled credit may also not be claimed unless the individual is married and ele e has an average annual net income tax liability for ! ;

treated as a resident alien by filing a joint return. Sty & ending before expatriation that exceeds $172,000 for 2021, projected to be $178,000
Residency Starting Date and Termination Date. If an alien meets the greep carg 1., for 2022,

e triation date, or
residency starts the first day the individual is physically present in the Uniteq S e has a net worth of $2 million or more on the expatriation
while a lawfully admitted resident. If an alien meets the substantial

tarts the fi the indivi i i i jury that he or she has complied with all
i y i tl Presence e fails to certify under penaltles_of perjury thal ; 1 _
residency starts the first day the individual is physically present in the Uniteq Sty 1.S. tax obligations for the preceding five years or fails to submit evidence of
during the calendar year. A de minimis exception allows up to 10 days to be disre. -

gar mpliance required by the IRS on Form 8854 (Code Sec. 877A(g); Notice 2009-85;
in determining the residency starting date under the substantial presence tegt ; de ol

divideial 1 1 " th, Rev. Proc. 2019-44; Rev. Proc. 2020-45). Harbait
individual has a closer connection to a foreign country. For an alien that satisfi g : ted from the tax liability and net wo
tests, residency starts on the earlier date when either test js satisﬁedes(R0 12 Dual citizens and minors may be excep :

§301.7701(b)-4). e quh—ements-

; overed expatriate may make an irrevot‘:able election to
If the individual was a resident alien in the previous tax year, then residency heg:, _ Electw”eég ﬁe{egeTr?érﬁ-tg-market ta.’;( that would otherwise be 1mposed on the
on the first day of the current tax year regardless of whether residency stangu%’. defer payn;e of property (Code Sec. 877A(b); Notice 2009-85). The election cannot be
determined under the green card test or substantial presence test. Residency statug - { emed.;f ut providing adequate security such as a bond or letter. of .cg'edlt to ensure
terminate before the end of the tax year under either test, but only if wi ?theptax In addition. no election can be made unless the individual makes an
aUS. resident alien at any time during the following tax year. awni:r;%?e waiver of any rights under an income tax treaty that would preclude
) 20 ;i
Departure Requirements. No alien (whether resident or nonresident) is generg]] essment or collection of the tax.
permitted to depart the United States or a US, possession without fi o

rst obtainipg 5 ; ictl is tnade on an asset-by-asset basis. The tax for each piece of property is

certificate of compliance from the IRS (a sailing or departure permit). The cerﬁtaj:flg;rtlg i: Th'izide%t:r inultiplying the total mark-to-market tax_by the ratio of_ the gamctoxtl t:hle1

proof that the individual has discharged all of his or her U.S. income tax liability (Coga eteﬂ;l(ll sale of the property over the total gain taken into account with redspe : otg

Sec. 6851(d); Reg. §1.6851-2), The certificate must be obtained at least two weeks before. i eemrﬁ/ decmed sold. The election defers payment of the tax until the due at,e gr t]f

the individual leaves the United States. ] ergﬁfl o the tax year in which the property is d'lS]icoset(%1 of Otll-l ﬂl‘}o?xt}?:ygx Sye*;;i i
202 e return

A resident alien (whether he or she has taxable income or not) and a nonresident 'n.‘mf-“t may not be eXt?nd%q b e e

alien having no taxable income for the tax year must file Form 2063 to obtain the fewvih the covered expafriate dies.

; : : - : ; . i le an information return on
certificate. A nonresident alien with taxable income for the tax year must file Fo Reporting Iéeqmrements. A covereq expatriate must fi

1040-C to obtain the certificate. The forms do not constitute an individual’s fina] trE Form Efé54 in each tax year he or she is subject to the rgark-t&mq?:tntggcicgg:ts&%
return, and Form 1040 or Form 1040-NR must still be filed after the individual’s tax Yea 5039G; Notice 2009-85). The return is also to be used to provi

the individua] i;‘;g 4

ends. Payment of any tax is not required prior to departure if it is determined that tag ‘individual has relinquished his or her U.S. citizenship or l_(éng‘ltﬂt’ m resfe_urllg :{t)ant::iaﬁg
collection will not be jeopardized by the alien’s departure. An individual who abanrong RS has provided procedures that allow expatriated individuals tSO g et (IRS FAQs on a
U.S. citizenship or long-term residency for tax avoidance purposes is subject to syevia with their U.S. tax and filing obligations, if certain requirements are m e
rules (Y 2412). Relief Procedures for Former Citizens). ' ¥ g
. i T : ofa

2412. Expatriation to Avoid Tax. An individual who is a covered xnatriate is 2414. Resident of U.S. Possessions. An mdl\i;l_dualtW?éS;ﬁ;ﬁ;ﬂﬁiearﬁlgeg%zen =
subject to a mark-to-market tax regime under which he or she is taxed on thie unrealized 'U.S. possession during the tax year is generally su J.ECt tO lien (Code Sec. 876). A U.S.
gain in his or her property to the extent it exceeds $744,000 in 2021, orojected to be ‘or resident alien ﬁl 2409), ralther than as a_nonréam en é Llfam 0 NOI’tiiEm ity
$767,000 in 2022 (Code Sec. 877A; Notice 2009-85; Rev. Proc. 2020-4%). Tor this purpose, possession for this purpose includes American agn?;, fda re;ident of the U.S. Virgin
a covered expatriate is considered to own any interest in properiv that would generally Islands, and Puerto Rico. Separate rules apply to a bo
be taxable as part of his or her gross estate for federal estate tau perposes (9 2912) if the Islands (9] 2416).

individual died on the day hefore the expatriation date. For example, an installment
obligation held by a covered expatriate is property subject to tax because it would be
included in the expatriate’s estate (G. Topsnik, Dec. 60,501, 146 TC No. 1).

An individual is a bona fide resident of a U.S. possesgion if the 1:|ersol(11 is phyiﬁz;l‘lfz
present in the possession for a certain number of days during the tax year, me;l nQU e
a tax home outside the possession, and does not have a closer connection to the Unite

] . i t ar (Code Sec. 937;

Special rules apply for deferred compensation itemns, specified tax deferred ac- States or a foreign f:OU_nFéY t}laf}tltlo‘;g%g“;isggsgggsdiggi glsf ;’;ﬁ:ﬁeﬂla‘(ﬂ 475,000 must

counts, and interests in nongrantor trusts ( 566). A U.S. citizen or resident alien is also Reg. §1.937-1). An individual wi o Mo B il Tlcnies or cenmes la e 8 oy

subject to a special transfer tax upon receipt of property by gift, devise, bequest, or file Form 8898 for the tax year in ‘which. the 1 is not included when calculating an
inheritance from a covered expatriate (9] 2948), fide resident of a U.S. possession. A spouse’s income is no

indi i i i if married individuals are
dividual’s worldwide gross income for this purpose. Thus,

g:lcﬁqr:qujred to file Form 8898, a separate Form 8898 must be filed by each spouse

regardless of whether a joint return is filed.

A US. citizen or resident alien who is a bona fide resident of American Samoa for

The exclusion amount must be allocated among all builtin gain property that is
subject to the mark-to-market regime and is owned by the covered expatriate on the dal_Y
before the expatriation date. Gain is determined as if a sale of the property for fair ]
market value had taken place on the day before the expatriation date without regard to > income for U.S. tax purposes any income
other Code provisions. Losses from the deemed sale are generally taken into account as the_entlre oo year i e}-(dude A ln‘[Fimt is effectively connected with a trade
otherwise provided in the Code, except that the wash sale rules do not apply ( 1935)- g:ré\;zd goﬂ, S(}[lllllécfnsd‘i?rigﬁgltil;letﬁgssgsss;gig; (Code Sec. 931). The exclusion does not
The taxpayer_rnust make adjustments to the basis of any property by the amount of gain apply ,:13 1?1 corzle that is received for services pedomed as an_emPIOY‘?E of @Eetg;ﬂ;“ig
or loss taken into account. States, The individual may also not claim a tax credit or deduction thlat is at:n’ldlil’l )

Covered Expatriate. A covered expatriate is any U.S. citizen who relinquishes the amount of excluded income. Form 4563 is used to claim the exclusion

; - N 3 ident
citizenship, or any long-term U.S. resident who ceases to be a lawful permanent resident attached to a Form 1040 filed with the IRS. A similar rule applies to a bona fide residen
of the United States (1] 2409), if the individual: of Puerto Rico (1 2415).
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I Guigy :

business (9 2429). The branch profits tax is 30 percent (or lower if

g ag th T fth f el atl
W“lll]()ldl]l ent w. Fl) N‘ 'E;BEIJ () Other Statemeﬂt Certlfy]ﬂg that the b t nd e valen ou
tﬂx treaty) [0 e 10 21 corporation s d Vlde d qU. al t am (

Chefigj e rade O

owner is not a U.S. person (with exceptions for certai i
issued before Janu -eplions for certain foreign-targeted ohlig.; al itted by a
ary 1, 2016). For obligations issued on or before March 18, 2{1)g1";h°na‘_ ggd). This is the amount (()1f the [f?geign &:orp(;aration’s %ﬁetc}tlivelly con?fhctetgx after-tax
j that are not reinvested in a U.S. trade or business by the close of the tax year or

ortfolio in i ies i igation is i
p terest exemption applies if the obligation is in bearer or registered forp;, ¢

Exempt portfolio interest does not i i
_ ] ot include contingent interest or int
by a nonresident alien or foreign corporation that is a 10-percent sharehol(‘lafr:? Sf Teceiveq

ge il
- vaested in a later tax year.
j branch interest tax is 30 percent (or lower if permitted by a tax treaty) of the

generally contin if it i ; : Nteragt s The
y gent if it is determined by reference to any receipts, income, or C“;it Iy - ount of interest paid by a U.S, branch of a foreign corporation with respect to a
e amd  and notional excess interest amounts. If there is a conflict between the branch

in value of property of the debtor or a related
contingent int A person (Y 432 and 9§ 1717). Other g an;
erest may be identified by the IRS to prevent tax avoidance, A 10_%213 of po! t;,y tax or branch-level interest tax with any U.S. income tax treaty, special rules are
8 ?vaided to determine the extent to which the treaty takes priority.

E};ar;ﬂhgéder cllsa s?sne); gtfarston lgn‘rho owns 10 percent or more of the total combined yqt: TP U
oW all stock in a i i i m
corporation or 10 percent or more of a capita] or Droﬁtg 2435. Capital Gains of Nonresident Aliens and Foreign Corporations. U.S.
_urced capital gains of a nonresident alien (72409) or foreign corporation may be

interest in a partnership.
::(SmpletelY exempt from U.S. taxation if they are nof:

diwdgéﬁeieizﬁmfbmd Dim’deézd Income. FDAP does not include a portion of
ed by a nonresident ali ign : . an
ot alietl or forelgn curporation paid by a U, COI‘porz e effectively connected with the conduct of a U.S. trade or business (9 2429),
e gains from the sale of U.S. real property interests (1 2442), or

tion primarily engaged in an active trade or busi i i
company), but ; ; usiness in a foreign country (g
pany) only if the corporation was an 80/20 company before 2011 (Code( Soe/fso s diienniatl 1 iodical (FDAP) i (9 2431) (Codh
¢ e fixed, determinable, annual, or periodic income ode

21371é8)1,1 a;,r:nlfotsﬂi( dx)lgl Pfa Ymtﬁnts made by a corporation not in existence as of Jany
thodifiad S0-percen tg forgi;nr bu: ine;{szﬂ;léﬁﬁ?r'ei grgdfathered corporation must meet » Secs. 871(a)(?) and 881(a)).
than over a three year period). The grandfat}?élredo rCeach subsequent tax year (rather In the case oi'a nonresident alien, net capital gains that do not fall into one of these
substantial new line of business after August 10, 2010 orporation must also not haye a hree categot'es are exempt from U.S. tax if the individual is not present in the United

FDAF tncoims oba b id . W states for ot teast 183 days (whether or not consecutive) during the tax year. If the
R £ oot dgx}gesndent_ alien ?tnd forelgn corporation does not include othe 183-day nqitation is exceeded, the individual’s net capital gains not effectively connected
i U e tﬁw [e]nS s, mcludmg:_ 1 interest paid on bank deposits noi i to conawwt of a U.S. trade or business are subject to a flat 30-percent tax rate, or lower
of Gefitialiissite from. banka b trade or business; (2) income derived by a foreign ban 4= aty rate. For purposes of this rule, gains and losses are determined without regard to
P e siin er; ;cceptances; and (3) th'e portion of a dividend that is paid me exclusion 0{ gain from the sale of qualified small business stock (1905) or the
S810H1). b als A st r?gludeegzﬁl as U.S. source income (Code Secs. 871() () and Q) carryover of capital losses (] 1754).
gain dividends received from a regillgtlendteifsggggﬁs g(l)‘r?rlld(;?lds a%lldcshon-term capital { 2438. Community Income of Nonresident Aliens. If a nonresident alien (7] 2409)
Sec. 871(k)). e ) (12301) (Code O ' js married to a U.S. citizen or resident and does not elect to be treated as a resident

U.S. Possession Corborati ! ; . (4] 2410), then any community income is to be treated as follows:
laws of, Guam, Amerizpan Sﬁg;ﬁﬁg%ﬁ;ﬁgﬁﬂ“ﬁﬁd OrIOfgamzed in, or under tha e earned income (other than from a trade or business or the distributive
Islands_ is not considered a foreign corporation and thal?: issl?cr)]td z’ubm(:t: tthg %*S' N R b s e e milo Cael
gIE’ArtP uﬁgome if certain requirements are met. However, U.S. source (iivcidn(;ldr‘?w *(ctl& o « trade or business income (other than from a partnership) is treated as the

L t?] hol 1CO corporation are considered FDAP income and subject to U qdfa;;ﬁm us separate income of the spouse carrying on the trade or business (unless carried on

withholding at a 10-percent rate (Code Sec. 881(b)). O\ jointly);

2432. Election to Treat Real i e a distributive share of partnership income is treated as the income of the
nonresident alien (] 2409) and forlt:grll) ?:lc;tll‘rpg::ltoi?rf ngg?gg\le}:f(‘?f?ucted Ig*come' ] R vio & fhe partate WiiTino povion dinbuiER o f8 DHiGT SRotise s
real property interests (9] 2442) held for investment pu : :t noome froo SN e all other community income from separate property of one spouse is treated

purposes as =ffectively connected i
as the income of that spouse (Code Sec. 879).

with the conduct of a U.S. trade or business (Code Secs. 871(d) and 882(d)). The
2442, Sale or Disposition of U.S. Real Property Interest. The gain or loss derived

ﬁﬁctt;(c)lni;so?:l{:l lg!]l) féeﬁg)wgcl th211Lll come would not otherwise qualify as effectively con-
the property (7 2446). » thus allowing the taxpayer to claim deductions associated with by a nonresident alien (Y 2409) or foreign corporation from the sale, exchange, or other
The: dhchion . 3 disposition of a U.S. real property interest (USRI?D is treated as gain or loss effectively
T et o app 1::5 to all income of tl_le taxpayer from all U.S. real property connected with the conduct of a U.S. trade or busmess " 2429) (Code: Sec. 897). Inc_ome
g Ct'EI‘ta.in tim% rents or royalties from mines, wells, or other natural deposits, as from a USRPI held for investmentl purposes is not conmdqred income effectlv'ely
ey er, iron ore, and coal royalties. It does not include mortgage interest ) connected with a U.S. trade or business. However, a nonresident alien and foreign
om a real estate investment trust ( 2331), income from personal property’ . corporation may elect to treat income from a USRPT held for investment purposes as
: effectively connected income in order to claim deductions associated with the property

and income of a nonresident alien from real property which is not held for the

production of income, such as a personal residence (Reg. §§1.871-10 and 1.882-2). (] 2446). A foreign corporation that holds a USRPI may also elect to be treated as a

domestic corporation for this purpose if, under any treaty obligation of the United States,

The election is mad ; !

or amended return (] ;535??33212 hnlll;%i: ?htitiﬁgggﬁo th‘ii wxepayer’s fimely fled ro ' it is entitled to nondiscriminatory treatment for USRPIs.
all SUbffet%uent tax years until revoked bj’f filing a ﬁme??%gggﬁiggﬁﬁgfjlygcﬁg Cash or property received by a nonresident alien or foreign corporation in ex-
\igfl—;gﬁt thee I%Ig,(;m)n is r(:voked, the taxpayer may not make a new election for five years change for an interest in a partnership, trust, or estate is considered received from the
consent. i sale or disposition of USRPIs to the extent attributable to the sale or disposition of
USRPIs by the entity. A coordination rule applies when the entity that holds the USRPIs

is engaged in a trade or business in the United States or when certain nonrecognition
rules apply (7 434) (Code Sec. 897(g); Reg. §§1.864(c) (8)-1(d) and 1.897-7(c)). Simi-
larly, special look-through rules apply for distributions by qualified investment entities

12442

9 : :
- ﬂ1e4[3]§itel?1rasrtwth Profits Tax, A forelg'n corporation that operates a trade or business
i dgj Es may be required to pay a branch profits tax and a branch-level

addition to the tax on income effectively connected with the conduct of @
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Most types of U.S. source i i
B D U.S. ncome received by a foreign per ;
nor?fg;?ig;:v;ht‘}éﬁo{idmlg rate.(‘ H(lmc'iever, different rates maygapgly Sff:)n ‘ggessublect
t mployee (including pensions paid f i -
o : paid for personal
o ;gf;;v?r}:tlgr grt:;nts of a foreign exchange student (7 2448), dis;ig‘int(i:(?r?;, Sf e
ests (] 2442), a forglgn partner.'s distributive share of effectivel; U3

income of a partnership conma e 50
= » gross investment income paid to fo i ONNecteq: F te of withholding. Absent actual knowledge or reason to know the withhold-
(11631), and dividends paid to a Puerto Rican corporation. Re dfl‘z‘egélriz‘;ag; fOUndaﬁ(E:‘i; duced rd g g ,

may also apply, includin : Withhals . agent must obtain valid documentation from the payee that it is either a U.S. payee

foreign person’s country ng ri-‘;i;:;élgp(:]’ogisg?der a tax treaty or convention “gg_idglm g’rbeneﬁmal owner.
Persons Subject : . t - f e A US. payee is generally any person required to furnish Form W-9. While such
foreian Dartners{nips t?ogthhglﬁng. All nonresident aliens an sons are not subject to withholding as a foreign person, they may be subject to Form
’ gn trusts, and foreign estates are su and withholding requirements. A beneficial owner is any foreign person

withholding agent unless the tax was actually withheld (Code Sec. 1464). The
7‘_" nolding agent is indemnified against any person claiming any tax properly withheld.

A withholding agent is not required to withhold any amount if the payee is a U.S.
gon OF @ foreign person that is the beneficial owner of the income and is entitled to a

d foreign COrporatjgp per

U.S. source in : ; : biect to withhold. S 9 reporting

metintian that‘}f,f‘n‘?'lfv ithholding also applies to the foreign branch of a U ‘S"’ldmg on 109 ey that is required to furnish Form W-8BEN, Form W-8BEN-E, Form W-8ECI or

withholding agent (llgees éllf llri‘iall’r{ledlary withholding certificate on Form W.é]j\/gl ?ncial %l;,rm W-8EXP. Payment to an intermediary (whether qualified or not), flow-through
g- 3 L1441-1(b) and (0)). 0 the Gity, or U.S. branch of a foreign entity may be treated as a payee for these purposes so

jong as valid documentation is provided on Form W-8IMY. In all cases in which valid
documentation cannot be provided, the withholding agent may presume a person tobea
U.S. payee or beneficial owner under specified rules.

Returns. A withholding agent must file an annual information return on Form 1042-S

alien withholding pu :
& purposes on all income except wages. to report income paid to a foreign person during the tax year that is subject to
withholding, urisss an exception applies (Reg. §§1.1461-1 and 1.6302-2). A separate

Withholding may also be requi
Soatitt quired for payments made t : ;
:_Iésm:““o‘ls (FFIs) (12469) and nonfinancial foreign entities (lSIF? Pt?]li-)ta)m( f(gel financig] Form 1042-S-1nust be filed for each recipient, as well as for each type of income that is
requirements are not met. Under coordination rules, withholding d pAL b lf-ce i 2id to the senie recipient. A copy of Form 1042-S must also be provided to the recipient
is withholding under these provisions. ' g does not apply if there and may be provided electronically, if certain requirements are met. Form 1042 is used
Income Subject to Withholding. U.S. pv th> vihholding agent to report and pay the taxes withheld from the payments of
requirements includes: onme. The forms are also used by withholding agents making payments to foreign

; -~qacial institutions (FFIs 9469) and nondinancial foreign institutions (NFFEs

: ﬁx:t(i; determinable, annual, or periodical (FDAP) income (T 2431) %‘21(:7‘??) SRR . o . :

certain gains on the di ; 1 4 i "

e gains reglaﬁ e d_ISD osal of timber, coal, or domestic iron ore, and Both forms must be filed by March 15 of the year following the calendar year the
NS e htng tc:i contingent payments received from the sale or exchan income was paid. An automatic six-month extension for filing Form 1042 can be obtained
s 8 ffh s, and similar intangible property. ge of by filing Form 7004. The extension of time to file does not extend the time to pay the
. ource of the income cannot be determined g withheld tax. An automatic 30-day extension for filing Form 1042-S can be obtained by
is treated as U.S. source income (Code Sec. 144?%3)#1%26 hﬁelc‘)ii;};ayment @ 245?7). it filing Form 8809. A second extension request may be submitted by filing a second Form
income payable for personal services performed in the Unes State 2 b Cidon, 8800 before the end of the initial extended due date. Form 1042:S must be filed
Selifsee within the United States, regardless of where the 10(3631"10 t?ﬂf reatedyes fruig electronically if 250 or more returns are filed, or if the returns are filed by a financial
services was entered, the place of payment, or residence of pa; ern ol the conticet for the institution (¥ 2503) (Reg. §§ 1.1461-1(c) (5) and 301.1474-1(a)). Proposed regulations
_Income effectively connected with the cond e ~ would reduce the threshold for Forms 1042-S filed by non-financial institutions to 100
subject to the withholding requirements for fon' ool a US. trade.ox returns, for returns filed during calendar year 2022, and to 10 returns, for returns filed
as wages (7] 2429). Instead, such income is :: I'tﬂg'l]’l] persons, gl after calendar year 2022 (Prop. Reg. §301.6011-2). Paper Forms 1042-S must be accom-
rules as if the foreign person were a U.S cit‘?zél erally subject to ti.e tax and withholding panied by Form 1042-T. Proposed regulations would also require Form 1042 filers (but
special rules require withholding by -pértners?l’i;e(s):ldigg gfl‘fecl(‘)jrgestic entity. However, not individuals, estates, or trusts) to file the form electronically if they are required to file

of the partnership (forei : Z ely connected i 10 or more returns of during the calendar year. Financial institutions, as well as
ign or dom : 3 ncome more returns of any type during y i 1
estic) that is allocable to its foreign partners, includ- partnerships with more than 100 partners, would be required to file Forms 1042

ing withholding upon the di i : 0.
1446). The withholding taipgsagogaﬁg:ﬁ? l??rtnershlp interests (Y 434) (Code Sec. electromically regardless of the number of returns required to be filed during the
adjustments (Ya Global Investments, LP, Dec é)l 122??11?1%%11? oo of parmership calendar year (Prop. Reg. §§301.6011-15 and 301 1471).

s el The amount of tax required to be withheld will determine whether the withholding

Withholding Agent. The wi ; i

deduct, withhold, and pay anywt::it}}(1 }é?:l?llii%rggent'dm the person or entity required to agent must deposit the taxes prior to the due date for filing the returns and how
Prop. Reg. §1.1441-7). The duty is imposed p:ﬁ 10 4 Bireign person (Reg. §1.1441-7; frequently such amounts must be deposited. Penalties may be imposed for failure to file,
that have control, receipt, custody, di on all persons (acting in whatever capacity) failure to provide complete and correct information, as well as failure to pay any taxes.
are subject to withholding. Th ody, disposal, or payment of any items of income which
ton, partnership,trust, o ofher enty (nchuding o Exei ey Loividial, corpors
i ot o oty S i ety or el

exce;)[zl?n \leltill::zlsd;ngf agent is persqnally li:_ible for any tax required to be withheld
oo do certain conduit financing arrangements (Code Sec. 1461). This

ependent of the tax liability of the foreign person for whom- the ta;( was
i glle. Even if the foreign person pays the tax, the
. e liable for any interest, penalty, or addition to tax for
e Sec. 1463). A refund or credit of any overpayment is made to

A nonresident alien is any indivi i

. y individual who is not a U.S. citi i

i?cgu'(\i/’?rs am; l;ong fide resident of Puerto Rico, Guam théSNglrttllzleeanI]\-/Ilﬁl
-2. Yirgin Islands, or American Samoa. A ’ ide i

kel . . A nonresident alien wh

or mcome tax purposes ( 2410) is still considered a foreigv; Sei%c

dent aliep
ana Islandg

ts resident S{ﬁ:
n for nonresidepg

source income subject to the Withho]ding

: ‘business is not
Mg income received

Reporting Foreign Assets of U.S. Taxpayers

See CCH® AnswerConnect: Foreign Bank and Financial Account Report (FBAR)
and FATCA (Foreign Account Tax Compliance Act) for more information on this
topic.

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

112465

withheld from a payment of i
Wi_thholding agent may ! be s
failure to withhold (Cod
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2476. Election of Foreign Tax Credi ducti ti
; ; : t or Deduction. Th i
foreign tax credit or deduction (1 2475) is made on an annual b?is?sleft ?nrii;% 3
. e

changed anytime within 10 years from the due date for filing a return for the "i-‘;
Year

which the taxes were actually paid or accrued unle i
! : SS i
:ﬁire:meélts with the _IRS (Code Set_:. 6511(d) (3); Reg. §1.90{;}11e(d§)21:1?1d(é)s) e;‘ctended
ersp rea:sn Cﬁcoiporatwns, the election is made by the individual partners afld :
ers, respectively (Code Secs. 702(x)(6), 703(5) ), and 1366(2)(1). Corpor harehg
ed group make the election and compute the credit on a C lid s
consolidated return year (Reg. §1.1502-4). sty

A taxpayer claims the foreign tax credit by filing Form 1116 (for individua],

individual may elect to claim the foreign tax credit wi i e
!:he creQJt du-e_ctly_ on his or her tax return if: 1) ﬁﬂ;?i}tlg lillzlgiwlji(c)llt’gll’;lfl : b.y e
lnicome 1s passive income; (2) all of the income and any foreign taxes paid 0re1gn.30
%s reported on a qualified payee statement (Form 1099); and (3) tI})1e tf&mem
oreign taxes is less than $300 (5600 if married filing jointly) (Code Sec. 904 G))cred

T Dartp:

basis fq.

and trusts) or Form 1118 (for corporations) with the taxpayer’s income tax rs, SStateg}
e

Urge |
Comg
itable
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o foreign tax credit or deduction can only be claimed by the taxpayer upon whom
foreign law imposes legal liability, and who actually pays or accrues the tax. In the
b of combined income of two or more persons, foreign law is considered to impose
Jiability on each person on a pro rata basis (Reg. §1.901-2(f)). This includes the
® pined income of a husband and wife, or a corporation and one or more of its
W aries. However, income which is subject to a special tax rate, exempt from tax, or
which certain deductions or credits are allowed under the foreign law must be
cated only to the person(s) with that type of income. The income subject to
lo orential treatment must be computed separately and the tax on that income allocated

gparately- :
- A U.S. taxpayer may not claim the foreign tax credit or deduction for any foreign
es paid or accrued on income excluded from U.S. gross income. This includes
& e excluded under the foreign earned income or foreign housing exclusions
92403), or income from a U.S. possession (4] 2414). The taxpayer may also

(q 2402 and 7] 24 : . ;
 t claim a credit or deduction for foreign taxes paid or accrued to the extent that:
] o the taxpayer is certain to receive a refund or credit, or the tax is used as a

e

If an individual i - .
Sl s il’l: diw%ﬁlsfsc;hni Oetlegtlon, &em the foreign tax credit limitations o not . subsidy,
t(311[{2479). The election is not availab(il:?:) estezft eznﬁégeisr :::g ‘;Slt tg aﬂOKlner taX yeqr s the %obility is dependent on the availability of a foreign tax credit in another
e the credit or deduction on a joint retu 5 J Jorations. An electjop jurisdictios,
: o epplics to e qudkiving foreign taxes Dait; o th> taxes are paid or accrued to a country with which the United States does

or accrued by both spouses. If married tax turn
| i ; ayers fil i
the credit or deduction without regard to thg o%her. W dgn b

Credit vs. Deduction. Generally, it i
" Ction. ¥, it 1s more advantageous for a U.S i
tt?;pg);:;%nUtag (]:ll:b(ﬁt tBx;ather tém]lll tlllce deduction because the credit is 'm%iaizlﬁsf l&ct
S ity on a dollar-for-dollar basis. In contrast i .
taxes merely reduces a taxpayer’s income subject to tax. In adaﬁissd:gt;ﬁgi‘fgélf:]mﬂ' OO
3 Who
»

deducts foreign taxes must claim the taxes as an itemized deduction.

The election to claim the credit or deduction applies to all creditable foreign taxe
S

( 4‘ ) K

I 2 ;l A taXpa?el Ca.!]“()t Cla.[lll a Cledlt fOI some CIEdltable fOIeIgIl ta.X.PS

deductl()]l f()r Ot]IEI CIedItable IOIeIng taXES m the same tax year. IthaI GEedll d
L3 any

artial deductio . s ;
D75() (. ns are not permitted except in limited circumstances ‘(‘lode See,

2477. Creditable Foreign Taxes. A U.S i
; E axes. -S. taxpayer is allowed a forei i

df;l&(;tlond(ﬂ 2475) against U.S, income tax Hability for any iIlC(»,'?{l'l\.‘ )fjs‘cgnintgl}l{lc(izif o
guring’ t?lrtli‘ t;;(;isas; E;oi{it:e@xes, paid or accrued to a foreign cotniy or U S possis%a;

1 ' 1gn source income. This includes taxes paid o e in li
g‘g él:l(lzac;me§t;1x9eosluzr.1%osed by the foreign country or U.S. possessior[: (Co&—eaggf:l;eg(;lll :35
: U’S c%rp ofaﬁo;n ’is 21);)(; };El:g. § d1.9(1(1—2).. For tax ytcalars beginning before J anuar} 1, 2018,

S ion is ¢ wed a loreign tax credit for creditable forei aid by
a foreign subsidiary in which it cofing otk
e Kl R 24%\15;’)11-5 at least 10 percent of the voting stock and from

s pAu féﬁlﬁbcl: Hfor:in tax is a levy the predominant character of which is that of a
b o R e qcc:prdmg to UStax principles. A penalty, fine, interest pay-
govellnment = utﬁ', or S}mllar obl;gatlon 18 not a tax; nor is any payment to a foreign
el et ;(r(I:n alzgzu or a specific economic benefit that is not available on substan-
e i e 8 to all persons. A foreign tax paid for retirement, unemployment, or
ns e 1s gel}erally not a payment for a specific economic benefit. However,

or deduction is allowed for social security taxes paid or accrued to a foreign
country with which the United States has a social security agreement,

abus’ilv}eles l{l;? may disallow for@ign_ tax credits generated in transactions it views as
o e ?S structurgad passive investment arrangements. The foreign tax credit or
- dividengssaai(zl nc;)él Z\rrai]ieable fofr th.e withholding of otherwise creditable foreign taxes
( | ms of gain or income from rtain i
period requirements are met (Code Sec. 901 (k) and G)).property s e

12476

T Mmay take

paid or incurred by the taxpayer during the tax year for which a U.S. return is reqzitag R
and ad

ne. conduct diplomatic relations or which is designated as supporting acts of
m.aational terrorism, or
e the taxes are attributable to boycott income (9] 2496).

The amount of foreign taxes a taxpayer may claim is reduced if the taxpayer
trols a foreign corporation (CFC) or partnership that fails to file Form 5471 or Form
5, respectively (9] 2487 and [ 2494).

Covered Asset Acquisitions. In the case of a covered asset acquisition, a taxpayer may
ot take into account in determining the foreign tax credit the disqualified portion of any
ign income tax determined with respect to income or gain attributable to the
relevant foreign assets (Code Sec. 901(m); Reg. §1.901(m)-2). A covered asset acquisi-
includes:

e a qualified stock purchase under Code Sec. 338 (Y] 2265),
e any transaction that is treated as the acquisition of assets for U.S. tax
purposes and as the acquisition of stock (or is disregarded) for foreign tax
purposes,

e any acquisition of an interest in a partnership that has an election in effect
under Code Sec. 754 ( 459), and

e any other transaction as determined by the IRS, including:

— transactions treated as an acquisition of assets for U.S. tax purposes
and as an acquisition of an interest in a fiscally transparent entity for foreign
tax purposes,

— certain transactions treated as a partnership distribution of one or
more assets, if the transaction results in an increase in the U.S. basis of one or
more assets, and

— transactions treated as an acquisition of assets for both U.S. and
foreign tax purposes, if there is an increase in the U.S. basis, without a
decrease in the foreign basis of one or more assets.

The disqualified portion of any covered asset acquisition for any tax year is
generally the aggregate basis difference allocable to the tax year with respect to all
relevant foreign assets (RFAs), divided by the income on which the foreign income tax
18 determined (Code Sec. 901(m) (3); Reg. §§1.901(m)-4 and 1.901(m)-5(c)). The basis
dlff?rence with respect to any RFA is taken into account for a U.S. tax year (allocated
basis difference), under an applicable U.S. cost recovery method or as a result of a

disposition.
12477
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of the requirement to file the FBAR or FinCEN Re i

; . port 114 2570) fi :
forel_gn financial accounts. Similarly, filing the FBAR does not (Ieﬁeve)thzrﬁ?éicloslﬂg
requirement to file Form 8938. An individual or entity may be required to file both‘)é the
8938 and the FBAR to report the same information on certain foreign accounts, Orm

The value of a specified foreign financial asset for determining w ind:
ual or entity has met the applicable threshold for filing Form SgSShi:ﬂtl}fg t;lses u;’dl id.
market value as determined in U.S. dollars using the Treasury’s currency exchar‘f o
on the last fiay of the tax year (Reg. §1.6038D-5). A specified domestic entity mﬁe ¥
Form 8938 if the total value of specified foreign financial assets is more than S50 Qgt)ﬂe
£ On

the last day of the tax year or more than $75,000 at any time during the tax year.

For an individual, the applicable threshold amount depend indivi
i : pends on the ind 'S fils
status and whether he or she lives in the United States or abroad (Regl.w§df.2ilozggn§

Instructions for Form 8938). The applicable threshold amounts for individuals

follows: are ag

_® Unmarried individuals living in the United States, and married indjy;
hvmg. in the United States an_d filing separate income tax returns, mus‘;nﬁdlglgua[s
8938 if the total value of specified foreign financial assets is more than $50 008
the last day of the tax year or more than $75,000 at any time during the tax y,ear %
* Married individuals living in the United States and filing a joint i !
: 2 a jont i
return must file Form 8938 if the value of specified foreign financial asser‘és?;n;(t,?—i

than $100,000 on the last day of the tax !
during the tax year. year or more than $150,000 at any time

. _Unmarried individuals living abroad, and married individuals livi
;md_ﬁlmg stg)grate retltilms,$must file Form 8938 if the total value 1‘c:lfn§pi[g§:g
oreign assets is more than $200,000 on the last day of the tax
$300,000 at any time during the year. g = b

* Married individuals living abroad and filing a joint return must fil
8938 if the value of specified foreign assets is more than $400,000 on the las:t3 di?;n;;
the tax year or more than $600,000 at any time during the year. {

The filer must disclose the asset’s maximum value during the tax o
spec;ﬁc information based on the asset type. For a ﬁnancigl accounireztl{lﬂ%ep};‘;lﬁ
pro_wd‘_a the name and address of the financial institution in which ’the a:cdur;t is
maintained, and the account number. For stock or security, the filer must u:ovide the
issuer’s name and address, and any other information needed to identify the asset's class
or issue. For any other instrument, contract, or interest, the filer. must provide any
mfonnat.\on.needed_ to identify the asset, and the names and addre~scs f all issuers and
counterparties. An individual or entity that fails to furnish the reqairéa information in a
timely manner will be subject to a penalty. Additionally, a 40-percent accuracy-related
penglty q 2864)' may be imposed for any underpayment of tax attributable to an
undisclosed foreign financial asset, and the statute of limitations for tax assessment may
be extended or suspended depending on the circumstances (91 2726 and 9] 2734).

_ 2579. Taxpayer Identification Numbers (TINs). A taxpayer i
quired to ‘_ﬁle a return, statement, or other docsjmen% with t}{Je j{RS %ugihiiililéztsgh;g
taxpayer identification number (TIN) on such items (Code Sec. 6109(a); Reg.
§301.6109—1_). A Derson may also be required to furnish a TIN to another per,son or
request an identifying number from another person using Form W-9 for filing informa-
tion returns (] 2565). TINs that may be used include:

. ® Social Security Number (SSN) — An individual's SSN generally is his or her
1deqtlf3{11}g number for tax purposes unless otherwise provided in the regulations.
An _1nd1v1dua:1 who needs an SSN must file an application on Form SS-5 with the
Social Security Administration (SSA).

iR Indmduql Taxpayer Identification Number (ITIN) — An ITIN is the identify-
ing number available through the IRS for a nonresident alien individual, as well as
his or her spouse and dependents, who is not eligible for an SSN. Form W-7 is
used to apply for an ITIN and generally must be filed with the individual’s original
tax return for which the ITIN is needed. Form W-7 packets may be submitted by
mail, by private delivery service, or in person at a designated IRS Taxpayer

12579
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Assistance Center. Individuals may also submit the Form W-7 packets to an
acceptance agent (AA) or a community-based certifying acceptance agent (CAA).
Until further guidance is issued, all applicants may continue to submit their Form
W-7 packets to CAAs under existing procedures (Notice 2016-48; Rev. Proc.
2006-10). ITINs that are not used on a federal tax return at least once in the last
three tax years will expire and must be renewed by the taxpayer.

o Adoption Taxpayer Identification Number (ATIN) — An ATIN is a tempo-
rary nine-digit number issued by the IRS to individuals who are in the process of
legally adopting a U.S. citizen or resident alien child but who cannot get an S5N for
that child in time to file their tax return (Reg. §301.6109-3; Prop. Reg.
§301.6109-3). Application for an ATIN must be made on Form W-7A.

o Employer Identification Number (EIN) — An EIN is also known as a federal
tax identification number and is used to identify a business entity including a
corporation, partnership, trust, estate, tax-exempt organization, and similar
nonindividual persons. An individual who is engaged in a trade or business as a
sole proprietor uses both his or her SSN and EIN of the business when supplying a
TIN on returns, statements, or other documents, depending on which number is
required by the IRS. Any person needing an EIN must file an application on Form
5S4 (Rez. $301.6109-1(d) (2)).

e veparer Taxpayer Identification Number (PTIN) — A tax return preparer
who isrequired to sign a tax return or claim for refund must include his or her tax
:deniification number on the return or refund claim ( 2517). A PTIN is a number
issued by the IRS to paid tax return preparers for this purpose (Reg. § 1.6109-2).

o Truncated Taxpayer Identification Number (TTIN) — A TTIN is a truncated
version of a person’s identification number (SSN, ITIN, ATIN, or EIN) that may be
used to‘reduce the risk of identity theft on any statement or other document that
the Code requires to be furnished to another person. A TTIN cannot be used on
any form filed with the IRS or the Social Security Administration (Reg.
§301.6109-4).

e [Identity Protection Personal Identification Number (IP PIN) —The IP PIN is
an identifying number assigned to an individual to help prevent identity theft and
the fraudulent misuse of personal identification numbers on federal income tax
returns. An IP PIN is valid for only one year and the taxpayer must obtain a new IP
PIN each filing season. Beginning in the 2021 calendar year, all taxpayers can
voluntarily opt into the IP PIN program. Any individual who has a SSN or ITIN and
can verify his or her identity is eligible to obtain an IP PIN at https://www.irs.gov/
identity-theft-fraud-scams/get-an-identity-protection-pin. See also FAQs about the
Identity Protection Personal Identification Number (IP PIN).

A penalty of $50 per failure applies to a person that omits its own TIN from a
required return, statement, or document. Failure to furnish one’s TIN to another person
when so required, or to include another person’s TIN in any document for information
reporting purposes, will also give rise to a $50 penalty. The maximum penalty per
calendar year for failure to include TINs is $100,000 (Code Secs. 6723 and 6724 (d) 3)).

Reportable Transactions and Tax Shelters
See CCH® AnswerConnect: Tax Shelter Penalties for more information on this
topic.

2591. Reportable Transactions. Reporting and disclosure requirements apply to
taxpayers (] 2592) and material advisors (Y 2593) with respect to reportable transac-
tions. A reportable transaction is any transaction for which information must be included
with a return or statement because the IRS has determined under regulations that this
type of transaction has a potential for tax avoidance or evasion (Code Sec. 6707A(c) (1)).

There are five categories of reportable transactions: listed transactions, confidential
transactions, transactions with contractual protection, loss transactions, and transactions
of interest (Reg. § 1.6011-4(b)). A transaction is not considered a reportable transaction,
or is excluded from any individual category of reportable transaction, if the IRS deter-
mines in published guidance that the transaction is not subject to the reporting require-
ments. The IRS may make a determination by individual letter ruling.
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Only one penalty applies in the case of a transaction that is both a listed :
and a reportgble transaction. The penalty that applies in these cases is Eﬁ?s;“-"ﬁ@m
penalty for hs-ted transactions. If there is a failure with respect to more thhlghﬁi‘
reportable or hsteEd transaction, a material advisor will be subject to a separate Ong
f_or each transaction. The penalty with respect to reportable transactions othpenah%
listed transactions may be rescinded only in exceptional circumstances similar tzr thy
for rescission of the penalty for failure to disclose reportable transactions by thogy
(1 2594). The penalty with respect to a listed transaction cannot be waived. taXDayErg

Each material advisor must maintain a list that identifies each person for whom

advisor acted as a material advisor with respect to a reportable transaction, and ¢ that

any other information required by the IRS (Code Sec. 6112; Reg. §301.6112-7), Rgtajn_ .

tions set fortl! the requirements for preparing and maintaining advisee lists such

persons required to be included on lists, the contents of the list, deﬁnitiz)ns o
requirements for retention and furnishing of the lists. Information that is requi o
1nc!ude:d in t_he ad_visee lists must be retained for seven years. Any person requj

rpamtmq adwse_e l!sts that receives a written request from the IRS, but fails to malf(ed i
hs'ts available within 20 business days, may be assessed a $10,000 penalty for each de s
failure after the 20th business day (Code Sec. 6708; Reg. § 301.6708-1). Ve

2597. Abusive Tax Shelters Penalty. A penalty is imposed against any person thyy

organizes, assists in organizing, or participates in the sale of any interest in a tax shelter
r

if the person makes or furnishes, or causes another person to make or ish:

statement concerning the allowability of any tax beneﬁtpobtaMEd through pm;};ﬁ(]_) 3
the tax sheltel: that the person knows or has reason to know is false or fraudulent: 0011 o
a gross valuation overstatement concerning any matter that is material to the tax ,shrlgz)
(que Sec. 6700). The penalty is 50 percent of the gross income derived, or t(? ];n'
t!erlved,_ f}-(_)m t_he abusive plan or arrangement activities engaged in, other th’an pro 3
tion activities 11'1v01ving gross valuation overstatements. The penalty for promoﬁmrln 0%
activities involving gross valuation overstatements is equal to the lesser of $1,000 or 1(?(1:

percent of the gross income derived, or to be derived, by the promoter from the activity.
In applying the penalty, promotion of each entity or activity is a separate acﬁv_‘x‘( 3

and each sale of an interest in the shelter is a separate activity. The is i in
e : S : penalty is impas=
ac_lchtlon to all other penalties tha‘g may be imposed, but will not be imposed on .}i‘ \.\ergolﬁ
with respect to any documents if an aiding and abetting penalty is imposed on that
person with respect to the same document (9 2807).

2598. Injunctions Related to Tax Shelters. An injunction may be obtai i
respect to the following acts: (1) promoting an abusive ]tax shelter fyﬂ 2597); (gfij?mtg
and abetting someone in understating a tax liability in a retvsn or other, document
(1] ?807); 3) f'allu_lg to furnish information about a reportable transaction (7 2593); or (4)
f'dqll"lg to maintain a list of advisees (Y 2595) (Code Sec. 7408). Once a cou’rt has
enjoined a person from engaging in one or more of these activities, the court may

;:xpand the injunction to include any other activity that is subject to a penalty under tax
aw.
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Par.

WITHHOLDING

WithholdingonWages. . . .......... .o 2601
Computation of WithholdingonWages . .. ........... 2612
Withholding on Non-Wage Payments . . ... .......... 2642
FICAand FUTA TAXOS . o siums s wonens'srsibinid 5 Salig & & 2648
Return and Payment by Employer . . ............... 2650
SELF-EMPLOYMENT TAX

Taxon Self-Employmentincome . . ................ 2664

Withholding on Wages
Se: CCH® AnswerConnect: Withholding—Employment Taxes: Income Tax With-

‘woriing on Wages for more information on this topic.
¢

2601. Withholding of Income Tax on Wages. An employer generally must deduct
and withhold income taxes from wages actually or constructively paid to each employee
(Code Sec. 3402(a); Reg. §31.3402(a)-1). Wages include all remuneration (other than
fees paid to a public official) for services performed by an employee for an employer,
including the cash value of all remuneration (including benefits) paid in any medium
other than cash (72604). Thus, salaries, fees, bonuses, commissions on sales or
insurance premiums, taxable fringe benefits, pensions, and retirement pay (unless taxed
as an annuity) are subject to income tax withholding if paid as compensation for

services.

An “employer” is generally any person for whom an individual has performed any
service as an employee, regardless of the nature of the service. If the person for whom
services are performed does not have legal control over the payment of wages, then the
employer is the person actually controlling the payment of the wages (Code Sec.
3401(d); Reg. §31.3401(d)-1). The services do not need to be continuing at the time the
wages are paid in order for employer status to exist.

An employer includes not only individuals and organizations engaged in trade or
business, but also tax-exempt organizations and federal, state, and local government
units, including the District of Columbia and Puerto Rico. An employer also includes any
person paying wages on behalf of a nonresident alien individual, foreign partnership, or
foreign corporation not engaged in trade or business within the United States or Puerto
Rico.

An individual is an “employee” if the employer for whom the services are performed
has the right to control and direct the individual not only as to the result to be
accomplished by the work, but also as to the details and the means by which that result
is accomplished (Code Sec. 3401(c); Reg. § 31.3401(c)-1). An employee also includes any
officer, employee, or elected official of a federal, state, or local government unit, as well
as an officer of a corporation, but not a director. Professionals such as physicians,
lawyers, contractors, and others who follow an independent trade, business, or profes-
sion in which they offer their services to the public generally are not employees. If an
employer-employee relationship exists, it does not matter what the parties call it
(independent contractor, agent, etc.). It also does not matter how wages are measured,
or whether the employee works full time or part time (] 2602).
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taxpayer’s liahility. 1shed by the taxpayer in an attempt to wrongfully redL?ge ihe
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2811. Frivolous Return Penalty. A $5,000 penalty is imposed upon any person
(‘mclﬂding an individual, trust, estate, partnership, association, company, or corporation)
who files a purported tax return (income or otherwise) if:

e the return fails to contain sufficient information from which the substantial
correctness of the amount of tax liability can be judged, or contains information

preparer reckle y \ b1 a E H = th t the
SSI T int nti naﬂ dlsl‘e 1 T 1 t Of tax ShO'; n 1S Su
A re e O (] () gardS a e o egulatio cd
n ]_f he or g \
< that on its faCe lndl €S al amoun .

takes a position on th
e return or claim for refu i
the preparer knows of, or is reckless in not kno&rlqn:lzg g}g tﬁlﬁr&ry i  opulatiog

regg‘}lll—fef)h?gsrifl ihrleOt considered to have recklessly or mtenﬁonZL(l)r rth_,gulanon in questiop, and
HaS S Tedsinabl, ngz;gon contrary to the rule or regulation is ageqf;;%;rggi]gsﬂge ¢ o such conduct arises from a frivolous position or from a desire to delay or
) €d anq impede administration of the federal tax laws.
Aiding or Abetting Understatement is i i iti ies i =2
o A The penalty is imposed in addition to any other penalties imposed on the taxpayer
gg:g%sof:‘:{n?;illtnglgr abetting in an understgsaﬁgryltff %alxol?gbfﬂg also he imDOS.ed on (Code Sec. 6702; Notice 2010-33). g
ment of Ilabi].ity- Oneap E;lalty Increases to $10,000 for aiding or abzrt;ji;e;unm, gla‘m- or A $5,000 civil penalty may also be imposed on any person who files a specified >
imposed per taxpayer perrggggg getum (Code Sec. 6701). Only one penall‘gzl erstate. frivolous submission. A specified submission is a request for a collection due process 5
For instance, un derstatomants. o ut the tax period may not necessarily be a taliay be hearing or an application for_ an ms.tallrflent agr.eer‘nent, _oﬁer in compromise, or taxpayer =
four separate penalties for g c 1Oﬂ dqllarterly employment tax returns may give - Year, assistance order. ’I‘hq submission is frivolous if either it is I?ased on a position that has
Courts of Appeals, no statutea efn lar year. According to the Sixth and Ej %th gs o been idenﬁﬁed as frivolous by the IRS or reﬂe_cts a desire to fie!ay or uppede the
generally may be imposed in :1) d.]flmtatw‘ls applies to bar the penalty %he Ireuig administration of federal tax laws. If a person withdraws a submission within 30 days
assess both the aiding and abetii ition to other penalties, except that thé IRS nf Cnalty after re.celwng‘r:-\h:e that the return is a specified frivolous submission, the penalty will
unreasonable positions. Similarl}g pf}?a]ty and the penalty for an understatement ?13(1 g o
¥, the penalty for N The IRS iias issued procedures outlining limited circumstances under which a

(12597) will not be i . promoti ;
imposed with ing abusive tax sh
respect to any document if the aiding and ab:ittienr; [ frivolous return penalty, along with a frivolous submission penalty, may be reduced to

penalty is also imposed with
respect
pect to the same document. 8500 regardless of the number of penalties assessed (Rev. Proc. 2012-43). A person must
crasty-all eligibility criteria under the procedure, including filing all tax returns and

_ Administrative Penalties. A tax retu
: ; : rn pre C .
E)‘iﬁ) vl:/ ‘;Ifllglfeéneilﬁts with respect to a taxpfyeﬁzr‘ﬁ;h‘fgf ﬁlgstf 7I)lleet certain administrs. —aying all outstanding taxes, penalties (other than the frivolous return penalty), and
d penalties, unless the failure is due to may be assessed the “alated interest: Any employer applying for relief must deposit all employment taxes for
neglect: reasonable cause and not to willfig] .‘ the current quarter and the prior two quarters.
® S50 for returns filed i A Tlist of frivolous positions may be found in Notice 2010-33. The list is not
furnish an identifying mf;l][;{cl r2%2r1 tor 5102? for each failure to sign a return, to conclusive and is periodically revised. Returns or submissions that contain positions not
prepared return, up to a maxﬁm’lm Oal rnish the taxpayer with a copy of '1-1 2 described in the Notice, but that on their face have no basis for validity in existing law,
filed in 2021 or 2022; penalty per calendar year of $27,000 for roi.:qis or which have been deemed frivolous in a published opinion bg the U.S. Tax Court or
ther court of competent jurisdiction may also be subject to the $5,000 penalty.
* $50 : b
aVailabli . (1;(())11‘) ;eot?;ﬁptyree% in t2021 or 20?2 for each failure to retais snd a The Tax Court may assess a p.enalyy (up to $25,000) ggainst a taxpayer who
prepared, and the name of th re L(]il"n.S or a list of taxpayers for whom r:‘t{unsm y institutes or mal_ntains proceedmgs pnmanly for dglay or on _frwolous grounds, or who
a maximum penalty pe e in 1v'1dua1 preparer required to signihe retu e - unreasonably fails to pursue available administrative remedies. Other courts may re-
and per return period of $27,000 for returns fiiad iy 2021 m, up quire a taxpayer to pay a penalty of up to $10,000 if the taxpayer’s action against the IRS
Thed 5 or 2022; for unauthorized collection activities appears to be a frivolous or groundless proceeding
N ‘1.1,1350 for returns filed in 2021 or 2022 for each fai i - <o 6573).
re;L ?r egiﬁ Sl;f&?rd of preparers employed, or eac(l:1 f:illﬂ];: ttg ] Etflim and make 2813. Abatement of Penalties and Interest. The IRS must abate certain penalties
e e o 2O;fic0rd, up to a maximum penalty per return en'néc L}de an e that result from reliance on incorrect IRS advice if: (1) the advice was furnished in
or 2022, period of $27,000 for writing in response to a specific written request from the taxpayer, and (2) the taxpayer
A preparer who endorses or negoti reasonably relied upon the advice (Code Sec. 6404(f); Reg. §301.6404-3). Penalties will
penalty of $540 for returns filed o 2%31 ates a taxpayer’s refund check is also subject to be abated only if the taxpayer furnished adequate and accurate information in making
not apply to a bank preparer wh or $545 for returns filed in 2022. The penal 9 the request. A taxpayer entitled to abatement should file Form 843 with copies of the
deposits (Code S D_ Wwha negotiates customers’ refund check penay relevant written documents attached. The IRS also will abate the interest that would
e Sec. 6695; Reg. §1.6695-1; Rev. Proc. 2019.44; Rev, pors. oo 22 account therwi if the due date for fii i ift, empl t i
Bk 2F Pt B 2 ; Rev. Proc. 2020-45). otherwise accrue it the ue date for filing any income, .estzlate, gift, employment, or excise
R ke ¢ Diligence. A tax return preparer must A tax return and paying any tax due for a taxpayer located in a federally declared disaster
credit, thgIl i.fgr returns or refund claims asserting eligib?]?ml?fly Tl e gl area is extended (] 2537) (Code Secs. 64040) and 75054).
i clit: o W‘;HI s tﬁ: gredlt, the additio_nal child tax credit Atfne?'{catgeoe Asc hcang The accrual of penalties and interest is also suspended after 36 months unless the
Among the requireminggf household filing status (Code Se;:. 6695 (g); Repport;lglty tax IRS sends the taxpayer a notice of the penalty following the later of: (1) the original due
filing, Form 8867 with | a ta]?; return preparer must file, or sibait t:) thfg:.'- tz?x .6695-2). date of the return (without regard to extensions), or (2) the date on which a timely
household filing status Ean% federal return claiming any of the credits p;yer for return is filed (Code Sec. 6404(g)). The suspension of penalties and interest is available
or eligihility for. the crédjtac ailure to meet the requirements regarding th of Lol oy only for individuals and only for income taxes. The suspension does not apply to the
in 2021 or $545 for s or filing status will result in a penalty of $5 40% € amount of, failure-to-file a return (Y 2801) and failure-to-pay tax (Y 2805) penalties. It also does not
o 5 rftums filed in 2022 (Rev. Proc. 2019-44; Rev. P or returns filed stop the accrual of any interest, penalty, or other addition to tax in a case involving fraud,
on to any other penalty imposed. ; Rev. Proc. 2020-45). The with respect to any liability shown on the return, any gross misstatement, any reportable
transaction or listed transaction (f 2591), or any criminal penalty (9] 2598).
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