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Introduction

Welcome to Taxes 2007 For Dummies — the up-to-date revision of our annual best-
selling book by your humble authors — Eric Tyson, Margaret Atkins Munro, and David
J. Silverman. We can hardly believe this book has now been in print for more than a decade!
These pages answer both your tax-preparation and tax-planning questions in plain English
and with a touch of humor. Our book can help you make sense of the newest tax laws. We also
promise to help relieve your pain and misery (at least the tax-related portion), legally reduce
your income tax bill, and get you through your tax return with little discomfort.

We also help you keep your mind on your taxes while you plan your finances for the upcom-
ing year. As you probably know, Congress and political candidates engage in what seem like
never-ending discussions about ways to tinker with the nation’s tax laws. Where appropriate
throughout the book, we highlight how any resulting changes may affect important decisions
you’ll need to make in the years ahead.

In addition to helping you understand how to deal with federal income taxes, we explain
how to handle and reduce some of those pesky and not-so-insignificant taxes slapped on by
states and other tax-collecting bodies.

We also show you how to steer clear of running afoul of tax laws. The fact that Congress keeps
changing the tax rules makes it easy for honest and well-intentioned people to unknowingly
break those laws. We explain how to clear the necessary hurdles to keep the taxing authori-
ties from sending threatening notices and bills. But, if you do get a nasty letter from the tax
police, we explain how to deal with that frightful situation in a calm, levelheaded manner so
that you get the IRS off your back.

What's New in This Edition

Hardly a year goes by when there isn’t some change to the nation’s income tax laws. On
May 17, 2006, President George W. Bush signed the Tax Reconciliation Bill into law. Although
this bill wasn’t a major tax bill from the standpoint of most individual taxpayers, some of
the bill’s provisions may affect your tax return for 2006 and beyond. Among some of the
more significant elements of this bill that we cover in this book include

v Alternative Minimum Tax (AMT) relief: Increasing numbers of nonwealthy Americans
are getting whacked by the AMT, but Congress provided some small relief, at least for
tax year 2006. (See Chapter 8.)

1 Long-term capital gains and stock dividends tax rates: The lower tax rates that apply
to assets sold at a profit after more than one year and to dividends paid on stock hold-
ings have been extended for a couple more years. (See Chapter 22.)

+ Roth Individual Retirement Account (IRA) conversions: The income limits on who
can convert a regular IRA will be eliminated after 2009.

1 Changed age limits for the Kiddie Tax: Now, for tax purposes, kids get to be treated,
well, like kids, for even more years. (See Chapter 24.)
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We also explain how you can earn more income subject to lower income tax rates and sock
more money into tax-advantaged retirement accounts. You may also be able to reduce your
tax bill through the significantly lower tax rates on stock dividends and long-term capital
gains, higher exemptions, credit and deductions, greater retirement plan contribution
limits, and dramatically increased small business write-offs for equipment purchases.

Throughout this book, we highlight new tax provisions with this icon. Although searching
for and reading passages marked with this icon quickly tells you what’s new, don’t overlook
the many tax-reducing strategies and recommendations throughout the rest of the book.

Why Buy This Tax Book?

Vour

At their worst, some annual tax-preparation books are as dreadful as the IRS instruction
booklets themselves — bulky, bureaucratic, and jargon-filled. In particular cases, prepara-
tion books simply reproduce dozens of pages of IRS instructions! At their best, these books
tell you information you won't find in the IRS instructions — but the golden nuggets of tax
information often are buried in massive piles of granite. Taxes 2007 For Dummies lays out
those golden nuggets in nice, clean, display cases so that you won’t miss a single one.
There’s still plenty of granite, but we don’t use it to bury you — or key insights!

Among the three of us, we have more than seven decades of experience providing personal
financial and tax advice to real people just like you. We understand your tax and financial
concerns and know how to help solve your quandaries!

Most people’s tax concerns fall into three categories: filling out their forms properly, legally
minimizing their taxes, and avoiding interest and penalties. Taxes 2007 For Dummies
addresses these concerns and helps take some of the pain and agony out of dealing with
taxes. Here are the various practical ways that you can use this book to complete your
forms, legally reduce your taxes, and avoid penalties:

v As a reference: For example, maybe you know a fair amount about your taxes, but you
don’t know where and how to report the dividends you received from some of your
investments. Simply use the Table of Contents or Index to find the right spot in the
book with the answers to your questions. On the other hand, if you lack investments —
in part, because you pay so much in taxes — this book also explains legal strategies for
slashing your taxes and boosting your savings. Use this book before and after April 15.

v As a trusted advisor: Maybe you’re self-employed, and you know that you need to be
salting money away so that you can someday cut back on those long workdays. Turn to
Chapter 20 and find out about the different types of retirement accounts, which one
may be right for you, how it can slash your taxes, and even where to set it up.

v As a textbook: If you have the time, desire, and discipline, by all means go for it and read
the whole shebang. And please drop us a note and let us know of your achievement!

Tax Road Map

If you've already peeked at the Table of Contents, you know this book is divided into parts.
Here’s a brief description of what you can find in each of the six major parts.

Part I: Getting Ready to File

This part helps you understand how and why taxes work the way they do in the United
States of America. You can explore how to fit taxes into your personal financial life. Here,
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you can also master time-tested and tax advisor-approved ways of getting organized and
ready to file your tax returns. We also help you figure out what taxes you have to pay and
what other tedious tax forms you're required to complete at other times of the year.

Part II: Tackling the Various Forms

In this part, we walk you through the process of completing the multiple versions of Form
1040 and confronting the typical challenges that taxpayers face. We promise not to reprint
pages from the incomprehensible IRS manuals, and we try to make the process of filling out
your Form 1040 as painless as possible. (Note: We've tried to use the final versions of forms
when possible, but because the IRS doesn’t take our publishing schedule into account when
posting forms, we’ve had to use draft versions for certain ones.)

Part l1I: Filling Out Schedules and Other Forms

Schedules A, B, and C. No, this isn’t an elementary school class! In this part, we show you,
line by line, how to complete the common Form 1040 schedules — such as the ones for
itemized deductions, interest and dividend income, profit and loss from a business, capital
gains and losses, and so on. You'll also be happy to know that we give you a brief primer on
other useful forms, such as the ones that self-employed and retired people must complete
to make estimated tax payments throughout the year.

Part IU: Audits and Errors: Dealing with the IRS

No matter how hard you try to ward off nasty letters from the IRS, sooner or later you may
receive that dreaded thin envelope from the friendly tax folks with a message challenging
your return. The operative word here is challenge. As long as you think of this situation as
an opportunity to play show and tell, you'll do fine.

So you'll be tickled to know that Taxes For Dummies goes beyond dealing with the annual
ritual of filing your tax return by offering tips, counsel, and a shoulder to cry on. You find
out how to sweep the IRS off your doorstep swiftly, deftly, and without breaking a sweat.
And you can keep those pesky IRS agents out of your bank account while you keep yourself
(and your loved ones) out of jail.

Part U: Vear-Round Tax Planning

Because taxes are a year-round obligation and an important piece of your personal finance
puzzle, this part provides tons of practical planning advice that you can use in May, July,
October, and any other month of the year. We show you how to accomplish common finan-
cial goals, such as purchasing a home or squirreling away enough loot so you don’t have to
work into your 80s — all in a tax-wise manner.

You may be tempted to skip this section after you make it past April 15, but don’t make that

mistake. Part V can pay off in tens or even hundreds of thousands of dollars someday,
saving you headaches and heartaches when you file returns each and every year.

Part Ul: The Part of Tens

These top-ten lists often cover big-picture issues that cry out for top billing in their very
own section. You may also enjoy plowing through these short (but highly useful) chapters.
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Glossary

The pages near the back of a book about taxes usually include horrible little technical details
that are best avoided by normal readers. However, here you can find a helpful glossary.

cons Used in This Book

@

This target marks recommendations for making the most of your taxes and money (for
example, paying off your nontax-deductible credit-card debt with your lottery winnings).

The info by this friendly sign is useful if you want to discover ways to reduce your taxes —
and all the suggestions are strictly legit.

This icon is a friendly reminder of stuff we discuss elsewhere in the book or of points we
really want you to remember.

This alert denotes common, costly mistakes people make with their taxes.

Don’t become shark bait. This icon alerts you to scoundrels, bad advice, and scams that
prey on the unsuspecting taxpayer.

This nerdy guy appears beside discussions that aren’t critical if you just want to know the
basic concepts and get answers to your tax questions. However, reading these gems can
deepen and enhance your tax knowledge. And you never know when you’ll be invited to go
to a town meeting and talk tax reform with a bunch of politicians!

Tax laws keep changing — Congress continues to enact new tax laws, provisions expire, and
the IRS keeps tinkering with the tax code. This icon alerts you to the new changes.

The Military Family Relief Act contained many provisions designed to ease the tax burden
on military members. This icon shows you places where you may be able to save.

Some tax problems are too complex to be handled in any one book. If you're one of the
unlucky ones who’s in a tax situation that can spell big trouble if you get it wrong, consult a
tax advisor to be on the safe side. We tell you how to select one in Chapter 2.
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In this part . . .

Do you feel disorganized? Do you not know where to
turn for tax help? Are you in a bad mood about all
the forms you must complete and the taxes you have to
pay? We can’t eliminate all those forms and taxes, but
we can help you to think about your taxes in the context
of your overall financial situation and what our great
politicians do with all the money you send them. But
maybe you already know that! Although complaining
about government waste isn’t nearly as fun, you also can
find out how to get organized — and stay organized —
throughout the year. And we explain how to find compe-
tent tax help, should you be at your wits’ end.




Chapter 1
Understanding the U.S. Tax System

In This Chapter
Making sense of the U.S. tax system
Managing your taxes year-round
Understanding the importance of “marginal” taxes

Comprehending state taxes and the Alternative Minimum Tax

M ost everyone — including your humble authors — finds taxes to be a pain. First,
everyone faces the chore of gathering various complicated-looking documents
to complete the annual ritual of filling out IRS Form 1040 and whatever form your state
may require. You may need to become acquainted with some forms that are new to you.
Perhaps you need to figure out how to submit a quarterly tax payment when you no
longer work for a company and now receive self-employment income from independent
contract work. Maybe you sold some investments (such as stocks, mutual funds, or real
estate) at a profit (or loss), and you must calculate how much tax you owe (or loss you
can write off).

Whenever money passes through your hands, it seems that you pay some kind of tax.
Consider the following:

» When you work and get paid, you pay federal, state, and local taxes (on top of having
to deal with the migraines your bosses and difficult customers give you).

v~ After paying taxes on your earnings and then spending money on things you need and
want (and paying more taxes in the process), you may have some money left over for
investing. Guess what? Your reward for being a saver is that you also pay tax on some
of the earnings on your savings.

Even if your financial life is stagnant, tax law changes during the past year may require you
to complete some new forms and calculations. And, if you're like most people, you're cur-
rently missing out on some legal tax reduction tactics.

Unfortunately, too many people think of taxes only in spring, when it comes time to file that
dreadful annual return. Throughout this book, you can find all sorts of tips, suggestions, and
warnings that help you discover the important role that your taxes play in your entire per-
sonal financial situation year-round. In fact, we devote Part V of the book to showing you
how to accomplish important financial goals while legally reducing your taxes.
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A brief history of U.S. income taxes

Federal income taxes haven't always been a certainty.
In the early 20th century, people lived without being both-
ered by the federal income tax — or by televisions,
microwaves, computers, voice mail, and all those other
complications. Beginning in 1913, Congress set up a
system of graduated tax rates, starting with a rate of only
1 percent and going up to 7 percent.

This tax system was enacted through the 16th Amendment
to the Constitution, which was suggested by President
Teddy Roosevelt (a Republican), and pushed through by his
successor, President William H. Taft (another Republican),
and ultimately ratified by two-thirds of the states. (Sorry,
Mr. Forbes, Mr. Bush, and Mr. Limbaugh — not all
Republicans have been anti-tax-and-spend!) Note that we,
your good authors, are independents, which means that
we happily take swipes at Republicans, Democrats, and
other political pundits throughout our book.

In fairness, we must tell you that the 1913 federal income
tax wasn't the first U.S. income tax. President Abraham
Lincoln (Republican) signed a Civil War income tax in
1861, which was abandoned a decade later.

Prior to 1913, the vast majority of tax dollars collected by
the federal government came from taxes levied on goods,
such as liquor, tobacco, and imports. Today, personal
income taxes, including Social Security taxes, account for
about 85 percent of federal government revenue.

In 1913, the forms, instructions, and clarifications for the
entire federal tax system would have filled just one small,
three-ring binder! (And we're not even sure that three-ring
binders existed back then.) Those were, indeed, the good
old days. Since then, thanks to endless revisions, enhance-
ments, and simplifications, the federal tax laws — along
with the IRS and court clarifications of those laws — can
(and should) fill several dump trucks. Since World War II,
the size of the federal tax code has swelled by more than
400 percent! And, according to the Tax Foundation — a
nonprofit, nonpartisan policy research organization —
complying with the tax laws costs everyone more than
$200 billion annually.

Figuring Out the U.S. Tax System

You’ll pay more in taxes than you need to if you don’t understand the tax system. Who
wants to pay more when you already feel like you're paying plenty and you work hard for

what money you do earn?

When you try to read and make sense of the tax laws, you quickly realize that you’re more
likely to win the lottery than figure out some parts of the tax code! That’s one of the reasons
that tax attorneys and accountants are paid so much — to compensate them for their
intense and prolonged agony of deciphering the tax code!

But here’s a little secret to make you feel much better: You don’t need to read the dreadful
tax laws. Most tax advisors don’t read them themselves. Instead, they rely upon summaries
prepared by organizations and people who have more of a knack for explaining things
clearly and concisely than the IRS does. CCH Inc. — the organization responsible for tech-
nically reviewing this fine book — has compiled a Federal Tax Reporter publication that
details all federal tax laws. This publication now has in excess of 55,000 pages!

We hope that you include our book as a comprehensible resource you can count on. Taxes
2007 For Dummies helps you discover how the tax system works and how to legally make
the system work for you. You'll quite possibly be bothered by some of the things this book
shows you that don’t seem fair. But getting angry enough to make the veins in your neck
bulge definitely won’t help your financial situation or your blood pressure. (We don’t want
to see your medical deductions increase!) Even if you don’t agree with the entire tax system,
you still have to play by the rules.
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You can reduce your taxes

The tax system, like other public policies, is built around incentives to encourage desirable
behavior and activity. Home ownership, for example, is considered good because it encour-
ages people to take more responsibility for maintaining properties and neighborhoods.
Therefore, the government offers all sorts of tax benefits (allowable deductions) to encour-
age people to own homes (see Chapter 23). But if you don’t understand these tax benefits,
you probably don’t know how to take full advantage of them, either.

Even when you’re an honest, earnest, well-intentioned, and law-abiding citizen, odds are
that you don’t completely understand the tax system. This ignorance wreaks havoc with
your personal finances because you end up paying more in taxes than you need to.

Adding insult to injury, you may step on a tax land mine. Like millions of taxpayers before
you, you can unwittingly be in noncompliance with the ever-changing tax laws at the fed-
eral, state, and local levels. Your tax ignorance can cause mistakes that may be costly if the
IRS and your state government catch your errors. With the proliferation of computerized
data tracking, discovering errors has never been easier for the tax cops at the IRS. And
when they uncover your boo-boos, you have to pay the tax you originally owed and interest
and, possibly, penalties. Ouch!

So don’t feel dumb when it comes to understanding the tax system. You're not the problem —
the complexity of the income tax system is. Making sense of the tax jungle is more daunting
than hacking your way out of a triple-canopy rain forest with a dinner knife. That’s why,
throughout this book, we help you understand the tax system, and we promise not to make
you read the actual tax laws.

You should be able to keep much more of your money by applying the tax-reducing strate-
gies we present in this book.

»* You may be able to tax shelter your employment earnings into various retirement
accounts such as 401(k) and Keogh plans. This strategy slashes your current income
taxes, enables your money to grow tax-free, and helps you save toward the goal of
retirement.

v The less you buy, the less sales tax you pay. You can buy a less expensive, more fuel-
efficient car, for example. (You’ll spend less on gasoline, including gasoline taxes,
as well.)

» When you invest, you can invest in a way that fits your tax situation. This strategy can
make you happier and wealthier come tax time. For example, you can choose tax-
friendly investments (such as tax-free bonds) that reduce your tax bill and increase
your after-tax investment returns.

Beyond April 15: What you
don’t know can cost you

Every spring, more than 100 million tax returns (and several million extension requests) are
filed with the IRS. The byproduct of this effort is guaranteed employment for the nation’s
more than 1 million accountants and auditors, and 2 million bookkeeping and accounting
clerks (not to mention more than a few tax-book authors and their editors). Accounting
firms rake in more than $30 billion annually, helping bewildered and desperately confused
taxpayers figure out all those tax laws. So that you can feel okay about this situation, keep in
mind that at least some of the money you pay in income taxes actually winds up in the gov-
ernment coffers for some useful purposes.
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Given all the hours that you work each year just to pay your taxes and the time you spend
actually completing the dreaded return, on April 16, you may feel like tossing the whole tax
topic into a drawer or closet until next year. Such avoidance, however, is a costly mistake.

During the tax year, you can take steps to ensure that you're not only in compliance with the
ever-changing tax laws, but also that you’re minimizing your tax burden. If your income —
like that of nearly everyone we know — is limited, you need to understand the tax code to
make it work for you and help you accomplish your financial goals. The following case stud-
ies demonstrate the importance of keeping in mind the tax implications of your financial
decisions throughout the year.

The costs of procrastination

Consider the case of Sheila and Peter, the proud owners of a successful and rapidly growing
small business. They became so busy running the business and taking care of their children
that they hardly had time to call a tax advisor. In fact, not only did they fail to file for an
extension by April 15, but they also didn’t pay any federal or state income taxes.

By August, Peter and Sheila finally had time to focus on the prior year’s income taxes, but
by then they had gotten themselves into some problems and incurred these costs:

v A penalty for failure to file, which is 5 percent per month of the amount due, up to a
maximum of 25 percent (for five months).

+ Interest on the amount due, which at that time was running about 9 percent per year.
(Note: This rate is adjusted over time based on current interest rate levels.)

v A larger tax bill (also caused by lack of planning), which turned out to be far more
expensive than the first two expenses. Because they had incorporated their business,
Peter and Sheila were on the payroll for salary during the year. Despite the high level of
profitability of their business, they had set their pay at too low a level.

A low salary wouldn’t seem to be a problem for the owner and only employee of a com-
pany. The worst that you’d think could happen to Peter and Sheila is that they might
have to eat more peanut butter and jelly sandwiches during the year. But because they
received small salaries, the contributions they could make to tax-deductible retirement
accounts were based on a percentage of only their small salaries.

The rest of the business profits, however, had to be taken by Sheila and Peter as tax-
able income, because they had their company set up as an S Corporation. (We explain
the different types of corporations and their tax consequences in Chapter 21.) This
gaffe caused Sheila and Peter to pay thousands in additional taxes, which they could’ve
legally — and easily — avoided.

v Loss of future investment earnings, which means that over time Sheila and Peter actu-
ally lose more than the additional taxes. Not only did Peter and Sheila miss out on an
opportunity to reduce their taxes by making larger deductible contributions to their
tax-sheltered retirement accounts, but they also lost the chance for the money to com-
pound (tax-deferred) over time.

The consequences of poor advice

Getting bad advice, especially from someone with a vested interest in your decisions, is
another leading cause of tax mistakes. Consider the case of George, who wanted advice about
investing and other financial matters. When he received a solicitation from a financial advisor
at a well-known firm, he bit. The polished, well-dressed advisor, who was actually a broker
(someone who earns commissions from the financial products that he or she peddles), pre-
pared a voluminous report complete with scads of retirement projections for George.

Part of the advice in this report was for George to purchase some cash-value life insurance
and various investments from the broker. The broker pitched the insurance as a great way
to save, invest, and reduce George’s tax burden.
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Through his employer, George could invest in a retirement account on a tax-deductible
basis. However, the broker conveniently overlooked this avenue — after all, the broker
couldn’t earn fat commissions by telling people like George to fund their employers’ retire-
ment accounts. As a result, George paid thousands of dollars more in taxes annually than he
needed to.

Funding the life insurance policy was a terrible decision for George, in large part because
doing so offered no upfront tax breaks. When you contribute money to tax-deductible retire-
ment accounts, such as 401(k) plans, you get to keep and invest money you normally
would’ve owed in federal and state income taxes. (See Chapter 20 to find out more about
retirement accounts and check out Chapter 22 for the other reasons why life insurance gen-
erally shouldn’t be used as an investment.)

Understanding Your Income Tax Rates

Many people remember only whether they received tax refunds or owed money on their tax
returns. But you should care how much you pay in taxes, and you need to understand the
total and the marginal taxes that you pay, so you can make financial decisions that lessen
your tax load.

Although some people feel happy or fortunate when they get refunds, you shouldn’t feel so
good. All a refund really indicates is that you overpaid your taxes during the prior year.
When you file your income tax return, all you do is balance your tax checkbook, so to speak,
against the federal and state governments’ versions of your tax checkbook. You settle up
with tax authorities regarding the amount of taxes you paid during the past year versus the
total tax that you actually are required to pay, based on your income and deductions.

Last year, the IRS issued more than $200 billion in individual income tax refunds. If you
figure just a 5 percent interest rate from a money market fund, taxpayers threw away more
than $10 billion in interest on money that they could’ve invested.

Total tayres

The only way to determine the total amount of income taxes you pay is to get out your fed-
eral and state tax returns. On each of those returns is a line that shows the fotal fax (line 62
on Form 1040 returns). Add the totals from your federal and state tax returns, and you prob-
ably have one of the largest expenses of your financial life (unless you have an expensive
home or a huge gambling habit).

You need to note that your taxable income is different from the amount of money you
earned during the tax year from employment and investments. Taxable income is defined as
the amount of income on which you actually pay income taxes. You don’t pay taxes on your
total income for the following two reasons. First, not all income is taxable. For example, you
pay federal income tax on the interest that you earn on a bank savings account but not on
the interest from municipal bonds (which are essentially loans that you, as a bond buyer,
make to state and local governments).

A second reason that you don’t pay taxes on all your income is that you get to subtract
deductions from your income. Some deductions are available just for being a living, breath-
ing human being. For tax year 2006, single people receive an automatic $5,150 standard
deduction, and married couples filing jointly get $10,300. (People older than 65 and those
who are blind get slightly higher deductions.) Other expenses, such as mortgage interest
and property taxes, are deductible to the extent that your total itemized deductions exceed
the standard deductions.
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A personal budget or spending plan that doesn’t address, contain, and reduce your income
taxes may be doomed to failure. Taxes are such a major portion of most people’s expendi-
tures that throughout this book we highlight strategies for reducing your taxable income
and income taxes right now and in the future. Doing so is vital to your ability to save and
invest money to accomplish important financial and personal goals.

Your marginal income tax rate

“What’s marginal about my taxes?” we hear you asking. “They’re huge! They aren’t marginal
at all!” Marginal is a word that people often use when they mean small or barely acceptable.
Sort of like getting a C- on a school report card (or “just” an A- if you’re from an overachiev-
ing family).

But when we're talking about taxes, marginal has a different meaning. The government
charges you different income tax rates for different parts of your annual income. So your
marginal tax rate is the rate that you pay on the last dollars you earn. You generally pay less
tax on your first, or lowest, dollars of earnings and more tax on your last, or highest, dollars
of earnings. This system is known as a graduated income tax. Graduated tax brackets are
recorded in Greece as far back as 2400 B.C.

Our advice is to keep an open mind, listen to all sides, and remember the big picture. Back
in the 1950s (an economic boom time), for example, the highest federal income tax rate was
a whopping 90 percent, more than double its current level. And whereas during most of the
past century the highest income earners paid a marginal rate that was double to triple the
rate paid by moderate income earners of the time, that gap was greatly reduced during the
past generation. Still, the highest income earners continue to pay the lion’s share of taxes.
In fact, the Congressional Budget Office recently found the top 1 percent of all income earn-

ers pay about 20 percent of all federal taxes. The top 20 percent pay slightly less than
two-thirds of the total individual income taxes collected.

Are your income tax rates fair? You be the judge

Like most Americans, you probably think you pay too
much in taxes. It may not be much comfort to you, but the
average total taxes that citizens in the United States pay
are low when compared with what citizens of other
industrialized countries in Europe and Asia pay. However,
low and moderate income earners in the United States
pay higher income taxes than their overseas friends, and
high-income earners generally pay less.

A tremendous debate rages, and much gnashing of teeth
is heard, about how much high-income earners and the
wealthy (relative to other taxpayers) should pay in taxes.
On the far right of the political spectrum, politicians and
commentators argue that burdening the people who work
hard and generate jobs (thatis, the high-income earners)
with oppressive taxes is unfair and economically harmful.
At the other end of the spectrum, you hear diehard liber-
als pleading that the well-heeled don't pay their fair share
and need to face higher taxes to help pay for deserving
programs for the poor and disadvantaged.

As with many disagreements, the people at the polar
extremes think they're right (intellectually, not politically
speaking) and that the other side is wrong. The politically
liberal have a tendency to idealize how well government
solves problems, and they therefore advocate more
taxes for more programs. On the other hand, the politi-
cally conservative have a tendency to idealize how well
the private sector meets the needs of society at large in
the absence of government oversight and programs.

Although we can agree that easy access to tax revenue
encourages some wasteful government spending and
pork-laden programs, we also know that taxes must
come from somewhere. The questions are how much
and from whom? Equity, fairness, and stimulation of eco-
nomic growth are concerns in the design of a tax system.
You rarely hear blustery commentators or news pro-
grams thoughtfully discuss these issues.
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The fact that not all income is treated equally under the current tax system isn’t evident to
most people. When you work for an employer and have a reasonably constant salary during
the course of a year, a stable amount of federal and state taxes is deducted from each of
your paychecks. Therefore, you may have the false impression that all your earned income
is being taxed equally.

Table 1-1 gives the 2006 federal income tax rates for singles and for married people filing
jointly.

Table 1-1 2006 Federal Income Tax Brackets and Rates
Singles Taxable Income Married-Filing-Jointly Taxable Income Federal Tax Rate
Less than $7,550 Less than $15,100 10%
$7,550 to $30,650 $15,100 to $61,300 15%
$30,650 to $74,200 $61,300 to $123,700 25%
$74,200 to $154,800 $123,700 to $188,450 28%
$154,800 to $336,550 $188,450 to $336,550 33%
More than $336,550 More than $336,550 35%

Remember that your marginal tax rate is the rate of tax that you pay on your last, or so-called
highest, dollars of taxable income. So, according to Table 1-1, if you're single and your taxable
income during 2006 totals $36,000, for example, you pay federal income tax at the rate of 10
percent on the first $7,550 of taxable income. You then pay 15 percent on the amount from
$7,550 to $30,650 and 25 percent on income from $30,650 up to $36,000. In other words, you
effectively pay a marginal federal tax rate of 25 percent on your last dollars of income — those
dollars in excess of $30,650.

After you understand the powerful concept of marginal tax rates, you can begin to see the
value of the many financial strategies that affect the amount of taxes you pay. Because you
pay taxes on your employment income and on the earnings from your investments other
than retirement accounts, many of your personal financial decisions need to be made with
your marginal tax rate in mind. For example, when you have the opportunity to moonlight
and earn some extra money, how much of that extra compensation you get to keep depends
on your marginal tax rate. Your marginal income tax rate enables you to quickly calculate
the additional taxes you’d pay on the additional income.

Conversely, you quantify the amount of taxes that you save by reducing your taxable
income, either by decreasing your income — for example, with pretax contributions to
retirement accounts — or by increasing your deductions.

Actually, you can make even more of your marginal taxes. In the next section, we detail the
painful realities of income taxes levied by most states that add to your federal income
burden. If you’re a middle-to-higher income earner, pay close attention to the section later
in this chapter where we discuss the Alternative Minimum Tax. And as we discuss elsewhere
in this book, some tax breaks are reduced when your income exceeds a particular level —
here are some examples:

v Itemized deductions, which we discuss in Chapter 9 and record on Schedule A, are
reduced for tax year 2006 when your adjusted gross income (AGI — total income before
subtracting deductions) exceeds $150,500 ($75,250 for married persons filing separately).

13
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v Personal exemptions are a freebie — they’re a write-off of $3,300 in tax year 2006 just
because you're a living, breathing, human being. However, personal exemptions are
whittled away for single-income earners with AGIs of more than $150,500, married
people filing jointly with AGIs of more than $225,750, and married persons filing sepa-
rately with AGIs of more than $112,875.

v~ If you own rental real estate, you may normally take up to a $25,000 annual loss when
your expenses exceed your rental income. Your ability to deduct this loss begins to be
limited when your AGI exceeds $100,000.

v Your eligibility to fully contribute to Roth Individual Retirement Accounts (see Chapter
20) depends on your AGI being less than or equal to $95,000 if you're a single taxpayer
or $150,000 if you're married. Beyond these amounts, allowable contributions are

phased out.
é&\J\BER Your marginal income tax rate — the rate of tax you pay on your last dollars of income —
& should be higher than your average tax rate — the rate you pay, on average, on all your

earnings. The reason your marginal tax rate is more important for you to know is that it tells
you the value of legally reducing your taxable income. So, for example, if you're in the fed-
eral 28 percent tax bracket, for every $1,000 that you can reduce your taxable income, you
shave $280 off your federal income tax bill.

State income taxes

Note that your total marginal rate includes your federal and state income tax rates. As you
may already be painfully aware, you don’t pay only federal income taxes. You also get hit
with state income taxes — that is, unless you live in Alaska, Florida, Nevada, South Dakota,
Texas, Washington, or Wyoming. Those states have no state income taxes. As is true with
federal income taxes, state income taxes have been around since the early 1900s.

P You can look up your state tax rate by getting out your most recent year’s state income tax
preparation booklet. Alternatively, we’ve been crazy — but kind — enough to prepare a
helpful little (okay, not so little) table that can give you a rough idea of your state tax rates
(see Table 1-2). This table reflects state individual income taxes. Some states impose other
taxes, such as local, county, or city taxes, special taxes for nonresidents, or capital gains
taxes, which aren’t included in this table.

Table 1-2 State Marginal Tax Rates
State Filing Status* Taxable Income
$25,000+ $50,000+ $100,000+ $250,000+
Alabama All 5% 5% 5% 5%
Alaska (No personal income tax)
Arizona Singles 3.74% 4.72% 4.72% 5.04%
Marrieds 3.2% 3.2% 3.74% 4.72%
Arkansas All 6% 7% 7% 7%
California Singles 6% 9.3% 9.3% 9.3%
Marrieds 2% 6% 9.3% 9.3%

Colorado All 4.63% 4.63% 4.63% 4.63%
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State Filing Status* Taxable Income
$25,000+ $50,000+ $100,000+ $250,000+
Connecticut All 5% 5% 5% 5%
Delaware All 5.2% 5.55% 5.95% 5.95%
District of Columbia All 7% 8.7% 8.73% 8.7%
Florida (No personal income tax)
Georgia All 6% 6% 6% 6%
Hawaii Singles 7.60% 8.25% 8.25% 8.25%
Marrieds 6.80% 7.60% 8.25% 8.25%
Idaho Singles 7.8% 7.8% 7.8% 7.8%
Marrieds 7.8% 7.8% 7.8% 7.8%
lllinois All 3% 3% 3% 3%
Indiana All 3.4% 3.4% 3.4% 3.4%
lowa All 6.8% 8.98% 8.98% 8.98%
Kansas Singles 6.25% 6.45% 6.45% 6.45%
Marrieds 3.5% 6.25% 6.45% 6.45%
Kentucky All 5.8% 5.8% 6% 6%
Louisiana Singles 6% 6% 6% 6%
Marrieds 4% 6% 6% 6%
Maine Singles 8.5% 8.5% 8.5% 8.5%
Marrieds 7.0% 8.5% 8.5% 8.5%
Maryland All 4.75% 4.75% 4.75% 4.75%
Massachusetts All 5.3% 5.3% 5.3% 5.3%
Michigan All 3.9% 3.9% 3.9% 3.9%
Minnesota Singles 7.05% 7.05% 7.85% 7.85%
Marrieds 5.35% 7.05% 7.05% 7.85%
Mississippi All 5% 5% 5% 5%
Missouri All 6% 6% 6% 6%
Montana All 6.9% 6.9% 6.9% 6.9%
Nebraska Singles 5.12% 6.84% 6.84% 6.84%
Marrieds 3.57% 6.84% 6.84% 6.84%
Nevada (No broad-based income tax)
New Hampshire All —5% only on dividend and interest income on

stocks and bonds

(continued)
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Table 1-2 (continued)

State Filing Status* Taxable Income
$25,000+ $50,000+  $100,000+  $250,000+
New Jersey Singles 1.75%  5.525% 6.37% 6.37%
Marrieds 1.75%  2.45% 5.525% 6.37%
New Mexico All 6% 6% 6% 6%
New York Singles 6.85% 6.85% 7.25% 7.25%
Marrieds 525% 6.85% 6.85% 1.25%
North Carolina All 7% 7% 7.75% 8.25%
North Dakota Singles 210%  3.92% 4.34% 5.04%
Marrieds 210%  3.92% 3.92% 5.04%
Ohio All 427%  4.983% 6.61% 7.185%
Oklahoma All 6.65%  6.65% 6.65% 6.65%
Oregon All 9% 9% 9% 9%
Pennsylvania All 307% 3.07% 3.07% 3.07%
Rhode Island All Flat rate of 25% of federal income tax liability
South Carolina All 7% 7% 7% 7%
South Dakota (No personal income tax)
Tennessee All —6% on interest and dividends from stocks
and bonds
Texas (No personal income tax)
Utah All 7% 7% 7% 7%
Vermont Singles 3.6% 1.2% 8.5% 9%
Marrieds 3.6% 1.2% 1.2% 9%
Virginia All 575%  5.75% 5.75% 5.75%
Washington (No personal income tax)
West Virginia All 45% 6% 6.5% 6.5%
Wisconsin All 6.5% 6.5% 6.5% 6.75%
Wyoming (No personal income tax)

* Filing status “married” refers only to married couples who file jointly.
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The second tax system: Alternative Minimum Tax

You may find this hard to believe, but there’s actually a second federal income tax system
(yes, we groan with you as we struggle to understand even the first complicated tax
system). This second system may raise your income taxes higher than they’d otherwise be.

Through the years, as the government has grown hungrier for revenue, taxpayers who slash
their taxes by claiming many deductions have come under greater scrutiny. So the govern-
ment created a second tax system — the Alternative Minimum Tax (AMT) — to ensure that
higher income earners with relatively high amounts of itemized deductions pay at least a
minimum amount of taxes on their incomes.

If you have a bunch of deductions from state income taxes, real estate taxes, certain types of
mortgage interest, or passive investments (such as limited partnerships or rental real estate),
you may fall prey to the AMT. The AMT is a classic case of the increasing complexity of our
tax code. As incentives were placed in the tax code, people took advantage of them. Then the
government said, “Whoa, Nelly! We can’t have people taking that many write-offs.” Rather than
doing the sensible thing and limiting some of those deductions, Congress created the AMT
instead.

The AMT restricts you from claiming certain deductions and requires you to increase your
taxable income. So you must figure the tax you owe under the AMT system and under the
other system and then pay whichever amount is higher (ouch!). Unfortunately, the only way
to know for certain whether you're ensnared by this second tax system is by completing —
you guessed it — another tax form (see Chapter 8).
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Chapter 2

Tax Return Preparation
Options and Tools

In This Chapter

Preparing your own tax return

Getting IRS assistance

Understanding the pros and cons of tax-preparation software and Web sites
Finding the right personal help: Preparers, EAs, CPAs, and tax attorneys

By the time you actually get around to filing your annual income tax return, it’s too late
to take advantage of many tax-reduction strategies for that tax year. And what can be
more aggravating than, late in the evening on April 14 when you’re already stressed out and
unhappily working on your return, finding a golden nugget of tax advice that works great —
if only you’d known about it last December!

“&N\BEH Be sure to review Part V, which covers the important tax-planning issues that you need to
& take advantage of in future years. In the event that you've waited until the last minute to
complete your return this year, be sure to read Part V thoroughly after you file your return
so you don’t miss out next year.

If you're now faced with the daunting task of preparing your return, you’re probably trying
to decide how to do it with a minimum of pain and taxes owed. You have several options for
completing your return. The best choice for you depends on how complex your tax situa-
tion is, how much you know about taxes, and how much time you’re willing to invest.

Preparing Your Own Return

You already do many things for yourself. Maybe you cook for yourself, do home repairs, or
even change your car’s oil. You may do these tasks because you enjoy them, because you
save money by doing them, or because you want to develop a particular skill.

Sometimes, however, you hire others to help you do the job. Occasionally, you may buy a
meal out or hire someone to make a home improvement. And so it can be with your annual
income tax return — you may want to hire help, but you may end up, like most people,
preparing your own return.

“&N\BER Doing your own income tax return is an especially good option if your financial situation

S doesn’t change much from year to year. You can use last year’s return as a guide, filling in
the new numbers, doing the required mathematical operations on the new return, making a
copy of your completed return (you always need to keep a copy of your tax return for your
files), and mailing it.
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You may need to do some reading to keep up with the small number of changes in the tax
system and laws that affect your situation (this book can help). Given the constant changes
to various parts of the tax laws, you simply can’t assume that the tax laws that apply to
your situation are the same from one year to the next just because your situation is the
same.

Another benefit of preparing your own return includes the better financial decisions that
you make in the future by using the tax knowledge you gain from learning about the tax
system. Most tax preparers are so busy preparing returns that you probably won’t get much
of their time to discuss tax laws and how they may apply to your future financial decisions.
Even if you can schedule time with the preparer, you may end up sitting in his or her office
thinking about how much more your bill will reflect when he or she adds the cost of the per-
sonal tutorial you're sitting through.

Last, but not least, doing your own return should be your lowest-cost tax-return-preparation
option. Of course, we’re assuming that you don’t make costly mistakes and oversights and
that the leisure time you forego when preparing your return isn’t too valuable!

You bought this book, which was a smart move. You're confident enough to tackle the tax
forms yourself, and you’re savvy enough to know you need expert guidance through the
thicket of annual tax law changes. Give our advice a try before throwing in the towel and
paying hundreds (perhaps thousands) of dollars in tax-preparation fees. And if you stay
alert while preparing your return, reading the list of deductions that don’t apply to you may
motivate you to make changes in your personal and financial habits so that you can take
some of those deductions next year.

Using IRS Publications

WNG/

In addition to the instructions that come with the annual tax forms that the good old
Internal Revenue Service mails to you every year, the IRS also produces hundreds of publi-
cations that explain how to complete the myriad tax forms various taxpayers must tackle.
These booklets are available in printed form or through the IRS’s Web site (www. irs.gov;
see the section “Internal Revenue Service” later in this chapter for more on what the site
has to offer) or by mail if you simply call and order them from the IRS (800-829-3676).
Additionally, the IRS provides answers to common questions through its automated phone
system and through live representatives. If you have a simple, straightforward tax return,
completing it on your own using only the IRS instructions may be fine. This approach is as
cheap as you can get, costing only your time, patience, photocopying expenses, and
postage to mail the completed tax return.

Unfortunately (for you), IRS publications and employees don’t generally offer the direct,
helpful advice that we provide in this book. For example, here’s something you don’t see in
an IRS publication:

STOP! One of the most commonly overlooked deductions is . . . You still have time to . . .
and whack off hundreds — maybe thousands — of dollars from your tax billl HURRY!

Another danger in relying on the IRS for assistance is that it has been known to give wrong
information and answers. When you call the IRS with a question, be sure to take notes about
your phone conversation, thus protecting yourself in the event of an audit. Date your notes
and include the name of the IRS employee (and office location and employee number) with
whom you spoke, what you asked, and the employee’s responses. File your notes in a folder
with a copy of your completed return.
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In addition to the standard instructions that come with your tax return, the IRS offers some
pamphlets that you can request by phone such as:

v Publication 17: Your Federal Income Tax is designed for individual tax-return
preparation.

1 Publication 334: Tax Guide for Small Business (For Individuals Who Use Schedule C
or C-EZ) is for (you guessed it) small-business tax-return preparation.

These guides provide more detail than the basic IRS publications. Call 800-TAX-FORM
(800-829-3676 for those who hate searching for letters on phone keypads) to request these
free guides. (Actually, nothing is free. You've already paid for IRS guides with your tax dollars!)

The IRS also offers more in-depth booklets focusing on specific tax issues. However, if your
tax situation is so complex that this book (and Publications 17 and 334) can’t address it, you
need to think long and hard about getting help from a tax advisor or from one of the other
sources recommended in the “Hiring Help” section later in this chapter.

QP IRS publications present plenty of rules and facts, but they don’t make it easy for you to
find the information and advice you really need. The best way to use IRS publications is
to confirm facts that you already think you know or to check the little details. Don’t expect
IRS publications and representatives to show you how to cut your tax bill.

Perusing Tax-Preparation and Advice Guides

Privately published tax-preparation and advice books are invaluable when they highlight
tax-reduction strategies and possible pitfalls — in clear, simple English. We hope you agree
with the reviewer comments in the front of this guide that say Taxes For Dummies is top of
the line in this category. Such books help you complete your return accurately and save you
as much money as possible. The amount of money invested in a book or two is significantly
smaller than the annual cost of a tax expert.

Taxes For Dummies covers the important tax-preparation and planning issues that affect the
vast majority of taxpayers. A minority of taxpayers may run into some nitpicky tax issues
caused by unusual events in their lives or extraordinary changes in their incomes or assets.
This book may not be enough for those folks. In such cases, you need to consider hiring a tax
advisor, which we explain how to do later in this chapter (see the section, “Hiring Help”).

Buying Software

If you don’t want to slog through dozens of pages of tedious IRS instructions or pay a tax

preparer hundreds of dollars to complete your annual return, you may be interested in com-
puter software that can help you finish off your IRS Form 1040 and supplemental schedules.
If you have access to a computer and printer, tax-preparation software can be a helpful tool.

Tax-preparation software also gives you the advantage of automatically recalculating all the
appropriate numbers on your return if one number changes — no more painting out math
errors with a little white brush or recalculating a whole page of figures because your dog
was sleeping on some of the receipts. (Just don’t let your cat walk on your keyboard or
another family member use the computer before saving and printing out your return!) The
best tax-preparation software is easy to install and use on your computer, provides help
when you get stuck, and highlights deductions you may overlook.



22 Part I: Getting Ready to File

QWNG/

\\3

Before plunking down your hard-earned cash for some tax-preparation software, know that
it has potential drawbacks. Here are the big ones:

v Garbage in, garbage out. A tax return prepared by a software program is only as good
as the quality of the data you enter into it. Of course, this drawback exists no matter
who actually fills out the forms; some human tax preparers don’t probe and clarify to
make sure that you've provided all the right stuff, either. Tax software programs also
may contain glitches that can lead to incorrect calculating or reporting of some aspect
of your tax return.

1 Where’s the beef? Some tax software packages give little in the way of background
help, advice, and warnings. This lack of assistance can lull you into a false sense of
security about the completeness and accuracy of the return you prepare.

v Think, computer, think! Computers are good at helping you access and process infor-
mation. Remember that your computer is great at crunching numbers but has a far
lower IQ than you have!

TaxCut and TurboTax are the leading programs, and they do a reasonable job of helping you
through the federal tax forms. One way to break a tie between good software options is con-
sidering price — you may be able to get a better deal on one software package. (TurboTax
carries a higher suggested retail price.) Procrastinating also offers some benefits, because
the longer you wait to buy the software, the cheaper it generally gets — especially when
you buy it after filing for an extension. (You may also want to examine whether the tax soft-
ware you buy can import the data from the checkbook software you've been using to track
your tax-deductible expenses throughout the year.)

Accessing Internet Tax Resources
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In addition to using your computer to prepare your income tax return, you can do an
increasing number of other tax activities via the Internet. The better online tax resources
are geared more to tax practitioners and tax-savvy taxpayers. But in your battle to legally
minimize your taxes, you may want all the help you can get! Use the Internet for what it’s
best at doing — possibly saving you time tracking down factual information or other stuff.

On the Internet, many Web sites provide information and discussions about tax issues. Take
advice and counsel from other Net users at your peril. We don’t recommend that you
depend on the accuracy of the answers to tax questions that you ask in online forums. The
problem: In many cases you can’t be sure of the background, expertise, or identity of the
person with whom you’re trading messages. However, if you want to liven up your life —
and taxes make you mad — a number of political forums enable you to converse and debate
with others. You can complain about recent tax hikes or explain why you think that the
wealthy still don’t pay enough taxes!

The following sections describe some of the better sites out there.

Internal Revenue Service

When you think of the Internal Revenue Service — the U.S. Treasury Department office
charged with overseeing the collection of federal income taxes — you probably think of the
following adjectives: bureaucratic, humorless, and stodgy. Difficult as it is to believe, the IRS
Web site (www.irs.gov) offers fun graphics and some mildly amusing writing. For example,
one headline article on the IRS’s homepage was “Teenager Tanya Taylor Tries to Tackle
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Taxation Training Interactively.” The article was about a then high school junior Tanya
Taylor of Tyler, Texas, taking home her first paycheck. “Many of my friends thought they got
to keep all of their pay,” Tanya chuckled, adding, “Boy, were they shocked to see all of the
deductions! Fortunately, my boss gave me a heads-up of what to expect.” The article goes
on to explain how Tanya’s employer had Tanya visit the IRS Web site so she could find out
about the taxes that are deducted from her paycheck and where that money goes.

The IRS site also has links to state tax organizations, convenient access to IRS forms (includ-
ing those from prior tax years), and instructions. To be able to read and print the forms,
you need a software program like Adobe Acrobat Reader, which you can download for free
from many Internet sites, including the IRS site or the Adobe Web site at www . adobe . com.
To download forms from the IRS site, start browsing at www. irs.gov/formspubs/
index.html.

You can complete your tax forms online at the IRS site using Adobe Acrobat Reader. The IRS
site even features a place for you to submit comments on proposed tax regulations, with a
promise that the “comments are fully considered.” Is this the IRS we know and love?

Directories

A number of sites on the Web claim to be directories. Be forewarned that some sites market-
ing themselves as providing collections of all the best tax stuff on the Internet may not be
nearly as objective as they lead you to believe. Some sites may simply provide links to other
sites that pay them a referral fee.

Dennis Schmidt’s Tax and Accounting Sites Directory (www. taxsites.com) is organized
into various categories, such as state taxes, tax forms, software, and law. This site is a com-
prehensive collection of tax Web sites. There are no frills, graphics, reviews, or even
commentary. Schmidt is a professor of accounting at the University of Northern lowa.

Research

For true tax junkies, the U.S. Tax Code Online (www . fourmilab.ch/ustax/ustax.html)
is a search engine that enables you to check out the complete text of the IRS. Hyperlinks
embedded in the text provide cross-references between sections at the click of a mouse.
(We know we promised not to subject you to the tax code, but if you're interested, it’s all
laid out for you.) And, if you really have nothing better to do with your time, check out the
government sites with updated information on tax bills in Congress (www.house.gov/jct/
and http://waysandmeans.house.gov/).

CCH Inc.’s site (www.cch.com) is geared toward tax and legal professionals who need to
keep up with and research the tax laws. Access to most of the site’s resources is granted by
subscription only.

Tax preparation sites

A number of Web sites enable you to prepare federal and state tax forms and then file them
electronically. Many of these sites allow you to prepare and file your federal forms for free if
you access their site through the IRS Web site. Just go to www. irs.gov, and click on any
link for “Free File” to see if you qualify. If you access a tax preparation site directly instead,
you may have to pay a fee for a service that would be free through the Free File program.



24

Part I: Getting Ready to File

\\3

For example, at H&R Block’s site (www.hrblock.com), you enter your data on interview
forms that are provided, and the necessary calculations are performed. Although using the
Web site to perform your calculations is free of charge, H&R Block charges you $9.95 if you
want to print your filled-out IRS forms (requires using Adobe Acrobat Reader software) or
file them electronically through the site. Preparing and filing state forms (most, but not all,
state forms are available on the site) costs extra ($14.95).

If you don’t want to use “Free File,” a reasonable priced alternative worth your considera-
tion can be found at CCH Inc.’s Complete Tax Web site (www.completetax.com), where
you enter data on interview forms and calculate your tax. For only $34.90, you can print
your completed return and electronically file your tax return with the IRS and any state that
accepts electronic returns.

Unless you're using a speedy modem connection on your computer (such as a cable modem
or DSL connection), preparing tax forms online can be painfully slow compared to having a
software program on your hard drive. Remember that if you're simply after the tax forms,
plenty of the sites mentioned in this section offer such documents for free as do public
libraries and post offices.

Hiring Help
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Because they lack the time, interest, energy, or skill to do it themselves, some people hire a
contractor to handle a home-remodeling project. And most people who hire a contractor do
so because they think that they can afford to hire a contractor. (Although sometimes this
last part isn’t true, and they wind up with more debt than they can afford!)

For some of the same reasons, some people choose to hire a tax preparer and advisor. By
identifying tax-reduction strategies that you may overlook, competent tax practitioners can
save you money — sometimes more than enough to pay their fees. They may also reduce
the likelihood of an audit, which can be triggered by blunders that you may make. Like
some building contractors, however, some tax preparers take longer, charging you more
and not delivering the high-quality work you expect.

Deciding whether you really need a preparer

Odds are quite good that you can successfully prepare your own return. Most people’s
returns don’t vary that much from year to year, so you have a head start and can hit the
ground running if you get out last year’s return — which, of course, you copied and filed!

Preparing your own return may not work as well whenever your situation has changed in
some way — if you bought or sold a house, started your own business, or retired, for exam-
ple. In such an event, start by focusing on the sections of this book in Parts Il and III that
deal with those preparation issues. If you want more planning background, check out the
relevant chapters in Part V.

Don’t give up and hire a preparer just because you can’t bear to open your tax-preparation
booklet and get your background data organized. Even if you hire a tax preparer, you still
need to get your stuff organized before a consultation.

As hard and as painful as it is, confront preparing your return as far in advance of April 15 as
you can so that if you feel uncomfortable with your level of knowledge, you have enough
time to seek help. The more organizing you can do before hiring a preparer, the less having
your return prepared should cost you. Avoid waiting until the 11th hour to hire an advisor —
you won’t do as thorough a job of selecting a competent person, and you’ll probably pay



\\3

\\3

Chapter 2: Tax Return Preparation Options and Tools 25

more for the rush job. If you get stuck preparing the return, you can get a second opinion
from other preparation resources we discuss in this chapter.

If you decide to seek out the services of a tax preparer/advisor, know that tax practitioners
come with various backgrounds, training, and credentials. One type of professional isn’t
necessarily better than another. Think of them as different types of specialists who are
appropriate for different circumstances. The four main types of tax practitioners are
preparers, enrolled agents, certified public accountants, and tax attorneys.

Preparers

Among all the tax practitioners, preparers generally have the least amount of training, and
more of them work part time. H&R Block is the largest and most well-known tax-preparation
firm in the country. In addition, other national firms and plenty of mom-and-pop shops are
in the tax-preparation business.

The appeal of preparers is that they’re relatively inexpensive — they can do basic returns for
$100 or so. The drawback is that you may hire a preparer who doesn’t know much more than
you do! As with financial planners, no national regulations apply to tax-return preparers, and
no licensing is required. In most states, almost anybody can hang out a tax-preparation shin-
gle and start preparing. Most preparers, however, complete some sort of training program
before working with clients.

Preparers make the most sense for folks who don’t have complicated financial lives, who
are budget-minded, and who dislike doing their own taxes. If you aren’t good about hanging
onto receipts or don’t want to keep your own files with background details about your
taxes, you definitely need to shop around for a tax preparer who'’s going to be around for a
few years. You may need all that paperwork stuff someday for an audit, and some tax pre-
parers keep and organize their clients’ documentation rather than return everything each
year. (Can you blame them for keeping your records after they go through the tedious task
of sorting them all out of the shopping bags?) Going with a firm that’s open year-round may
also be safer, in case tax questions or problems arise (some small shops are open only
during tax season).

Enrolled agents (EAs)

A person must pass IRS scrutiny to be called an enrolled agent (EA). This license enables
the agent to represent you before the IRS in the event of an audit. The training to become an
EA generally is longer and more sophisticated than that of a typical preparer. Continuing
education also is required; EAs must complete at least 24 hours of continuing education
each year to maintain their licenses.

Enrolled agents’ prices tend to fall between those of a preparer and a certified public
accountant (we discuss CPAs in the next section). Tax returns with a few of the more
common schedules (such as Schedule A for deductions and Schedule B for interest and divi-
dends) shouldn’t cost more than a couple hundred dollars to prepare. If you live in an area
with a relatively high cost of living, expect to pay more.

The main difference between enrolled agents and CPAs and attorneys is that EAs work exclu-
sively in the field of taxation, which makes them more likely to stay attuned to the latest tax
developments. Not all CPAs and attorneys do. In addition to preparing your return (including
simple to complex forms), good EAs can help with tax planning, represent you at audits, and
keep the IRS off your back. You can find names and telephone numbers of EAs in your area
by contacting the National Association of Enrolled Agents (202-822-6232; www .naea . org).
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Certified public accountants (CPAs)

Certified public accountants (CPAs) go through significant training and examination to
receive the CPA credential. To maintain this designation, a CPA must complete at least 40
hours worth of continuing education classes every year.

CPA fees vary tremendously. Most charge around $100 per hour, but CPAs at large account-
ing firms and in high-cost-of-living areas tend to charge somewhat more. Some CPAs charge
$300-plus per hour.

P Competent CPAs are of greatest value to people completing some of the more unusual and
less user-friendly schedules, such as K-1 for partnerships. CPAs also are helpful for people
who had a major or first-time tax event during the year, such as the childcare tax-credit
determination. (Good EAs and other preparers can handle these issues as well.)

e‘.\l\RE Whenever your return is uncomplicated and your financial situation is stable, hiring a high-

@ priced CPA year after year to fill in the blanks on your tax returns is a waste of money. A CPA
once bragged to Eric (your humble coauthor of this book) that he was effectively making
more than $500 per hour from some of his clients’ returns that required only 20 minutes of
an assistant’s time to complete.

Paying for the additional cost of a CPA on an ongoing basis makes sense if you can afford it
and if your financial situation is reasonably complex or dynamic. If you're self-employed
and/or file many other schedules, hiring a CPA may be worth it. But you needn’t do so year
after year. If your situation grows more complex one year and then stabilizes, consider get-
ting help for the perplexing year and then using other preparation resources discussed in
this chapter or a lower-cost preparer or enrolled agent in the future.

If you desire more information about CPAs in your area, we suggest that you contact the
local organization of CPAs in your state. To locate your state’s group, call toll-free directory
assistance at 800-555-1212 and ask for the number for your state’s “Society” or “Association”
of CPAs. You can also visit the American Institute of Certified Public Accountants listing of
state CPA associations and useful state tax links at www.aicpa.org/states/info/
index.htm. If you're considering hiring a CPA, be sure to ask how much of his or her time
is spent preparing individual income tax returns and returns like yours.

Who's best qualified — EA, CPA, or preparer?

Who is best qualified to prepare your return? That really
depends on the individual you want to hire. The CPA cre-
dential is just that, a credential. Some people who have
the credential will try to persuade you not to hire some-
one without it, but don't always believe this advice.

Some tax-preparation books perpetuate the myth that
only a CPA can do your taxes. In one such book, in a
chapter about choosing a tax preparer, entitled “How to
Prepare for Your Accountant,” the authors say,
“Choosing an accountant isnt something that should be
done casually. There are more than 300,000 certified
public accountants.” These authors then recommend
that you ask a potential preparer, “Are you a certified

public accountant?” (As you may have guessed, the firm
behind the book is a large CPA company.)

What about all the non-CPAs, such as EAs, who do a ter-
rific job helping prepare their clients’ returns and tax
plans throughout the year?

If you can afford to and want to pay hundreds of dollars
per hour, hiring a large CPA firm can make sense. But for
the vast majority of taxpayers, spending that kind of
money is unnecessary and wasteful. Many EAs and
other tax preparers are out there doing outstanding work
for less.
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Tax attorneys

Unless you're a super-high-income earner with a complex financial life, hiring a fax attorney
to prepare your annual return is prohibitively expensive. In fact, many tax attorneys don’t
prepare returns as a normal practice. Because of their level of specialization and training,
tax attorneys tend to have high hourly billing rates — $200 to $400-plus per hour isn’t
unusual.

Tax attorneys sometimes become involved in court cases dealing with tax problems, dis-
agreements, or other complicated matters, such as the purchase or sale of a business.
Other good tax advisors also can help with these issues.

The more training and specialization a tax practitioner has (and the more affluent the clients),
the higher the hourly fee. Select the one that best meets your needs. Fees and competence

at all levels of the profession vary significantly. If you aren’t sure of the quality of work per-
formed and the soundness of the advice, get a second opinion.

Finding Tax Preparers and Advisors

\\3

The challenge for you is to locate a tax advisor who does terrific work, charges reasonable
fees, and thus is too busy to bother calling to solicit you! Here are some resources to find
those publicity-shy, competent, and affordable tax advisors:

v Friends and family: Some of your friends and family members probably use tax advisors
and can steer you to a decent one or two for an interview.

v Coworkers: Ask people in your field what tax advisors they use. This strategy can be
especially useful if you're self-employed.

v Other advisors: Financial and legal advisors also can be helpful referral sources, but
don’t assume that they know more about the competence of a tax person than you do.
Beware of a common problem: Financial or legal advisors may simply refer you to tax
preparers who send them clients.

v Associations: EAs and CPAs maintain professional associations that can refer you to
members in your local area. See the relevant sections earlier in this chapter.

Never decide to hire a tax preparer or advisor solely on the basis of someone else’s recom-
mendation. To ensure that you're hiring someone who is competent and with whom you will
work well, please take the time to interview at least two or three prospective candidates.

In Chapter 29, we list key questions that you need to ask prospective tax advisors before
hiring them. Because you’ve gone to the trouble and expense of tracking down this book,
please make use of it — you’ve got many more chapters to check out. The more you know
before you seek a tax advisor’s services, the better able you’ll be to make an informed
decision and reduce your expenditures on tax preparers.
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Chapter 3
Getting and Staying Organized

In This Chapter

Understanding the benefits of keeping good records

Organizing, organizing, and organizing some more

Deciding how long to keep records

Knowing what to do when records aren’t available
Using the Cohan Rule

WING/
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Do you want to make your tax preparation easier? Keep good records.

Do you want to make sure you claim every deduction you're entitled to? Keep good records.

Do you want to survive an IRS audit and not pay additional tax, interest, or penalties? Keep
good records.

Do you want to save money by not paying tax preparers $50 to $200 or more an hour to
organize your stuff? Keep good records.

If you're like most people, you probably aren’t a good bookkeeper. But without good
records, you may be in trouble, especially if you're ever audited. Furthermore, some tax pre-
parers and accountants love to see you walk into their offices with shoeboxes full of
receipts. Knowing that they can charge you a hefty hourly fee and then turn around and pay
someone else $20 an hour to organize your receipts brightens their day.

Life is filled with many challenges, and compiling your tax records is certainly one of them.
Look at this step as an opportunity to connect with your past — you may not find only tax
records for the most recent year, but you may also find old report cards or to-do lists from five
years ago (that still have unfinished business). Taking the time to rummage is often worth it.
You may finally be able to itemize your deductions this year, but you first need to be able to
produce those charitable receipts, medical bills, and mortgage and real estate tax bills.

A recent General Accounting Office report revealed that more than one million taxpayers
overpaid the IRS more than half a billion dollars by using the standard deduction rather
than itemizing their deductions on Schedule A. We tell you how to avoid this disaster in
Chapter 9. What is disturbing about this report is that half of these taxpayers used tax pre-
parers to do their returns.

Finally, perhaps you can easily imagine yourself the night before an IRS audit wondering
how you're going to support your claim for all those business entertainment costs. Do you
know what happens when you’re audited and you can’t document your claims? First, you
get socked with additional tax and interest. Then come the penalties — and the IRS has a
lengthy list of them.
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But enough horror stories! You know that you must take some steps now to avoid the misery
associated with not keeping good records. Although resurrecting your records for this cur-
rent tax return may be impossible, it isn’t too late to establish good habits for next year. In
this chapter, you discover a few tried and proven ways of keeping track of everything you
need to survive — not only this tax-preparation season, but also in future tax situations.

To deal effectively with the IRS, you need documentation, because the tax laws place the
burden of proof primarily on the taxpayer. Do you think this policy means that you're guilty
until proven innocent? Unfortunately, the answer is yes. But don’t let that depress you.
Remember that you need to produce documentation only if you're audited. Even if you're
not being audited, you still need to organize your records now. If you are audited and lack
the tax records that you need to support your case, don’t throw in the towel. This chapter
shows you how to overcome such a problem — just in case you failed Recordkeeping 101.

As a result of the IRS horror stories broadcasted on TV, Congress shifted the burden of
proof for when taxpayers and the IRS end up in court. But don’t get too excited over this
provision. The fine print is murder. You still have to present credible evidence and be coop-
erative (Boy Scouts to the head of the line), and the provision applies only to tax audits that
began after July 22, 1998. Shifting the burden of proof doesn’t mean that you can sit back
and say, “Prove it.” Remember, too, that few cases go to court. The Taxpayer Bill of Rights in
Chapter 18 explains the fine print.

Keeping Good Records

Tax records pose a problem for many people because the IRS doesn’t require any particular
form of recordkeeping. In fact, the IRS recommends, in general terms, that you keep records
only to file a “complete and accurate” return. Need a bit more detail? Read on.

Ensuring a complete and accurate tax return

“Hey, my return is complete and accurate,” you say. “All the numbers are within the lines
and neatly written without any math errors. And when I e-filed, the IRS didn’t spit it out!” In
case you don'’t feel like flipping through countless pages of government instructions on
what constitutes a “complete and accurate” return, we thought you may want to check out
several common problem areas at a glance and the types of records normally required.

v~ Itemized deductions: Receipts, receipts, who'’s got the receipts? If you're planning on
itemizing your deductions on Schedule A (see Chapter 9 for more information), you
need the numbers to calculate your deductions and to prove your claims in case you're
audited. Here’s a list of expenses you’ll want to have proof that you paid in the order
you'll find them on Schedule A (see Chapter 9):

¢ Medical expenses: Keep all your receipts, and make sure you get receipts for all
services that you receive during the year, including cab fares to and from the
doctor’s office. The list of allowable medical deductions is long and fairly inclu-
sive, and as healthcare costs continue to rise faster than most people’s salaries,
more and more people will find they can take a medical deduction.

¢ Mortgage interest payments: You should receive these payments, which are doc-
umented on Form 1098, from the bank that holds your mortgage.

¢ Real estate taxes: Keep a copy of your real estate tax bill, and either the canceled
checks, a receipt from your city or town, or a line item on your Form 1098 (if your
mortgage company pays your taxes for you).

¢ Personal property taxes: Keep a receipt for your excise tax bill.
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e State and local income taxes: Hang on to copies of your canceled checks if your
bank still gives you back your checks. Otherwise, when the IRS wants proof,
you’ll have to pay for copies from your bank.

¢ Charitable deductions: For donations in excess of $250 (per donation), keep a
written receipt or letter from the charity that states the amount and nature of
your donation.

e Casualty or theft losses: You just never know when your number will come up in
the burglar lottery, or you drop your diamond ring down the garbage disposal. If
you don’t have your receipts, don’t despair, though; you have other ways to
prove this deduction. Check out “Casualty losses” section, later in this chapter.

¢ Unreimbursed job expenses, safe deposit box fees, tax preparation fees, and
other miscellaneous itemized deductions: Once again, keeping your receipts
makes these deductions easy to prove.

You may be rejoicing to find that you don’t have enough deductions to itemize in 2006,
so you can trash all your receipts now. And, you may also be assuming that the same
will be true in 2007. Keep in mind, though, that your finances, and your tax situation,
can do funny things from year to year; be sure to hang on to your 2007 receipts so that
you keep all your deduction options open down the road.

+” Dependent expenses: If you plan to claim someone other than your qualifying child as
a dependent, you need to be able to prove (if you're audited) that you provided more
than 50 percent of that person’s total support. The length of time that you provide the
support doesn’t mean anything — it’s the total cost that matters. So be ready to show
how much you paid for your dependent’s lodging, food, clothes, healthcare, trans-
portation, and any other essential support stuff. (See Chapter 4 for the rules for
claiming dependents and the definition of a qualifying child.)

v Car expenses: If, for the business use of your car, you choose to deduct the actual
expenses rather than the standard mileage rate (which is 44.5 cents per mile for 2006),
you need to be able to show the cost of the car and when you started using it for busi-
ness. You also must record your business miles, your total miles, and your expenses,
such as insurance, gas, and maintenance. You need a combination of a log and written
receipts, of course!

+ Home expenses: If you own your home, you not only need to keep track of your mort-
gage and real estate tax payments, but you also need to keep precise records of your
purchase price and purchase expenses, plus the cost of all the improvements and addi
tions you make over time (save your receipts, please!). Although you may not be
selling your house this year, when you do, you’ll be thankful you have all your receipts
in a neat little file. (Chapter 12 discusses house sales in detail.) If you rent a portion of
your house, or you run a business from it, you’ll also need your utility bills, general
repair bills, and housecleaning and lawn-mowing costs in order to calculate your net
rental income or your home office expense. (See Chapter 11 for more information on
the home office deduction and Chapter 13 for how to calculate net rental income.)

1~ Business expenses: The IRS is especially watchful in this area, so be sure to keep
detailed proof of any expenses that you claim. This proof can consist of many items,
such as receipts of income, expense account statements, and so on. Remember that
the IRS doesn’t always accept canceled checks as the only method of substantiation, so
make sure that you hang on to the bill or receipt for every expense you incur. (See
Chapter 11 if you're self-employed and Chapter 9 if you're an employee.)

Setting up a recordkeeping system

The tax year is a long time for keeping track of records that you’ll need (and where you put
them) when the filing season arrives. So here are some easy things you can do to make your
tax-preparation burden a little lighter:
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v Invest in an accordion file. You can buy one with slots already labeled by month, by
category, or by letters of the alphabet, or you can make your own filing system with the
extra labels — all this can be yours for less than $10.

v 1If $10 is too much, you can purchase a dozen or so of those manila file folders for about
$5 (or less). Decide on the organizational method that best fits your needs, and get into
the habit of saving all bills, receipts, and records that you think you can use someday
for your tax purposes and for things that affect your overall financial planning. This
basic advice is good for any taxpayer, whether you file a simple tax return on Form
1040EZ or a complicated Form 1040 with several supplemental schedules. Remember
that this plan is only minimal, but nevertheless is much better than the shoebox
approach to recordkeeping.

v If your financial life is uncomplicated, then each new year you can set up one file folder
that has the year on it (so in January 2007 you establish your 2007 file). During the
year, as you receive documentation that you think you’ll use in preparing your return,
stash it in the folder. In January 2008, when you receive your dreaded Form 1040 book-
let, or the address label they sometimes send instead, toss that in the file, too. Come
springtime 2008, when you finally force yourself to sit down and work on your return,
you have everything you need in one bulging file.

v 1If you're a 1040 user and a real perfectionist, you can arrange your records in a file
according to the schedules and forms on which you’ll report them. For example, you
can set up folders such as these:

¢ Schedule A: Deductible items (such as mortgage interest, property taxes, charita-
ble contributions, and job-related expenses)

¢ Schedule B: Interest and dividend income stuff

¢ Schedule D: Documents related to buying, selling, and improving your home, and
the sale and purchase of investments such as stocks and bonds

You 1040 filers have so many options that you truly need to take the time to figure out
about your return — we can help you there — so that you can anticipate your future
tax needs.

Tracking tax information on your computer

A number of financial software packages enable you to keep track of your spending for tax
purposes. Just don’t expect to reap the benefits without a fair amount of upfront and contin-
uing work. You need to figure out how to use the software, and you need to enter a great
deal of data for it to be useful to you come tax time. Don’t forget, though, that you still need
your receipts to back up your claims; in an audit, the IRS may not accept your computer
records without verifying them against your receipts.

Watch out for state differences

Although the IRS requires that you keep your records for
only three years, your state may have a longer statute of
limitations with regard to state income tax audits. Some
of your tax-related records may also be important to keep
for other reasons. For example, suppose that you throw
out your receipts after three years. Then the fellow who
built your garage four years ago sues you, asserting that
you didn’t fully pay the bill. You may be out of luck in court

if you don't have the canceled check showing that you
paid.

The moral is: Hang on to records that may be important
(such as home improvement receipts) for longer than
three years — especially if a dispute is possible. Check
with a legal advisor whenever you have a concern,
because statutes of limitations vary from state to state.
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If you're interested in software, consider personal finance packages such as Quicken (from
Intuit) or Microsoft Money. With these packages, you can keep track of your stock portfolio,
pay your bills, balance your checking account, and best of all, get help with tabulating your
tax information. Just remember that the package tabulates only what you enter. So if you
use the software to write your monthly checks but neglect to enter data for things you pay
for with cash, for example, you won’t have the whole picture.

Deciding when to stash and when to trash

One of the most frequently asked questions is how long a taxpayer needs to keep tax
records. The answer is easy — a minimum of three years. That’s because the statute of limi-
tations for tax audits and assessments is three years. If the IRS doesn’t adjust or audit your
2003 tax return by April 15, 2007 (the three years starts running on April 15, 2004), it missed
its chance. On April 15, 2007, feel free to celebrate another auditless year with a “Shredding
the 2003 Tax Year” party. (If you filed after April 15 because you obtained an extension of
time to file, you must wait until three years after the extension due date rather than the
April 15 tax date. The same is true when you file late — the three-year period doesn’t start
until you actually file your return.)

However, we must add one point to the general three-year rule: Save all records for the
assets that you continue to own. These records can include purchase slips for stocks and
bonds, automobiles, your home (along with its improvements), and expensive personal
property, such as jewelry, video cameras, or computers. Keep these records in a safe-
deposit box in case you suffer a (deductible casualty) loss, such as a fire. You don’t want
these records going up in smoke! Some taxpayers take the practical step of videotaping
their home and its contents, but if you do, make sure that you keep that record outside your
home. You can save money on safe-deposit box fees by leaving your video with relatives
who may enjoy watching it because they don’t see you often enough. (Of course, your rela-
tives may also suffer a fire or an earthquake.)

In situations where the IRS suspects that income wasn’t reported, IRS agents can go back as
far as six years. And if possible tax fraud is involved, forget all time restraints!

Reconstructing Missing Tax Records
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The inscription above the entrance to the national office of the Internal Revenue Service
reads:

Taxes are what we pay for civilized society.

But any taxpayer who has ever had a tax return examined would probably enjoy a little less
civilization.

Our experience shows that the number-one reason why taxpayers must cough up additional
tax when they’re audited is lousy recordkeeping. They don’t get themselves into this situa-
tion by fabricating deductions, but rather because most taxpayers aren’t very good
bookkeepers and they fail to produce the records that properly substantiate the deductions
they have a right to claim.

When taxpayers misplace tax records or simply don’t save the ones that they need to be
able to claim the deductions they’re allowed under the law, all is not lost. Other ways exist
for gathering the evidence that establishes what was actually spent — but obtaining the
necessary evidence may prove time-consuming. And yet, when you consider the other
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option — paying additional tax, interest, and penalties on disallowed deductions from an
audit where you couldn’t prove what you spent — your time and energy will be amply
rewarded. The following sections describe some ways to reconstruct lost or forgotten
records. (You may also want to look at Chapters 16 and 17, which tell you how to fight back
against an IRS audit when it comes to tax records.)

Property received by inheritance or gift

The starting point for determining whether you made or lost money on a sale of a property
is the property’s tax basis. (Remember, to the IRS, property can be more than just real
estate; it also includes stocks, bonds, cars, boats, and computers.) Tax basis is an IRS term
for cost. Your basis usually is what you paid for something.

However, the rules for determining the tax basis for property you inherited or received as a
gift is different. Because you don’t know the cost of the inheritance, the tax basis for deter-
mining the taxable gain or loss of the property you inherited is the fair market value of the
property on the date of the titleholder’s death. For property received as a gift, the tax basis
is either the donor’s cost or the fair market value on the date you received the gift (see
Chapter 12).

The best time for determining your basis in either a gift or an inheritance is when you
receive that gift or inheritance, not years later after people who may have that information
have long since forgotten or even died. If you know the basis of the property you've received,
either through a gift or an inheritance, because you have access to either the Gift Tax Return
(Form 709), the Estate Tax Return (Form 706), or because your Uncle Don told you upfront
what your basis is in this property, great! When you sell the property, you're all set with your
initial basis information, and calculating your gain or loss will be a matter of simple math.

If, on the other hand, Uncle Don hasn’t been so accommodating, and the relevant Estate or
Gift Tax Returns aren’t available, you’re not out of luck, but you’ll need to do some research
on your own.

If there has been no estate tax return prepared for an estate, you're responsible for estab-
lishing the date-of-death value for your inheritance. You can use four methods to compute
your tax basis: newspaper ads, local real estate board and broker records, the property’s
assessed value, and the Consumer Price Index (CPI). (You know the CPI: It tells you that what
cost $10 last month costs $50 this month. Seriously, it probably costs $10.02, and the CPl is
an official government measure that tells how much prices increase over time.)

Challenging the established values

When you inherit something, don't automatically assume
that its fair market value as reported on the estate tax
return is correct, especially where real estate and art are
concerned. The IRS constantly challenges the value
placed on an item for estate tax purposes, and so can you.
If, using a reasonable method for valuation, you arrive at a
value different than on the estate tax return, chances are
good that the IRS will accept your valuation. Remember,
though, that your “reasonable method” needs to be just
that, and you need to be able to provide substantiation, in
the event of an audit, for how you arrived at your value.

If an estate tax return has been filed for the estate and you
decide to challenge the value placed on your inheritance,

beware! The estate’s executor has likely placed as low a
value on the property as possible in order to minimize the
estate taxes, and you probably want as high a value as
possible in order to minimize your capital gain when you
sell the property. When you successfully argue for an
increased value, you'll lower your income taxes, but you
may raise the amount of estate tax the estate pays.
Generally speaking, estate tax rates are substantially
higher than income tax rates, so your success on the
income tax side of this equation will only cost you (and
your family) more on the estate tax side. Think twice
before you challenge an estate tax valuation!
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Researching newspaper ads

Start at your local library or your local newspaper office to find a copy of the newspaper
printed on the date for which you’re trying to establish the value. The classified ads in the
real estate section may reveal the price of similar property offered at that same time. Back
issues often are kept on microfilm, so you can look backward or forward for six or so
months in case you can’t find any values for a particular date. The Internet is also a wonder-
ful resource for current and prior values. More and more newspapers now allow you to
access their archives online.

If a piece of real estate exactly like yours wasn’t offered for sale at that time, you may
have to find an ad for one as close as possible in description to yours and simply estimate
the price. For example, suppose that you're trying to figure out how much Uncle Jesse’s
farm was worth when he left it to you in 1980. You now want to sell the 100-acre farm

and farmhouse, and you’re searching for its value in 1980. You check out some 1980 ads
from The Daily Bugle and find

v+ An ad showing a house and 50 acres for $75,000
v An ad showing a house and 60 acres for $85,000

Because the farm with ten more acres was selling for $10,000 more, assume that an acre was
worth around $1,000. The IRS will find your assumption reasonable. Therefore, Uncle Jesse’s
farm has 40 more acres than the one selling for $85,000, so you can figure that the value of
the farm in 1980 was $125,000 ($85,000 + $40,000).

The IRS won’t simply accept the statement that you looked up this information. Remember,
all IRS agents act as if they come from Missouri (the “Show Me” state — in case you were
absent from school the day your fifth-grade teacher lectured on state mottoes). If you go
to all the trouble to visit the library, make sure you come away with a photocopy of the
paper’s real estate section. The IRS requires documentation, especially when you use an
alternative method to establish something’s value.

Consulting local real estate board and broker records

If your trip to the library or local newspaper office comes up short, try the local real estate
board or a real estate broker (one may owe you a favor or want your business). Individual
brokers or local real estate boards usually keep historical data on property sold in their
respective areas. Again, you may have to estimate selling prices if you don’t find a property
exactly like yours.

Obtaining assessed values

The assessed-value method may uncover the most accurate estimate of a property’s value.
Because property taxes are collected on the basis of assessed values, try to obtain the
property’s assessed value on the date you're interested in. With that information and the
percentage of the fair market value that the tax assessor used in determining assessed
values, divide the percentage into the assessed value to come up with the market value.

You can obtain assessed values for property (and the percentage of the fair market value of
property assessed in its vicinity) from the government office that receives or collects prop-
erty taxes, which you can usually find in the courthouse of the county where the property is
located. Don’t forget to get a copy of this information. For example, if the assessed value
was $2,700 and the percentage of the fair market value at which the property was assessed
was 30 percent, the fair market value was $9,000 ($2,700 + 30 percent).
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Using the Consumer Price Index (CP])

Unlike baseball, when you're assessing the value of real estate, you're not out on three
strikes. When all else fails, use the CPI method. Because you already know the amount for
which you sold the property, another trip or call to the library enables you to determine the
increase in the CPI between the acquisition date and the sale date. For example, say you
sold a tract of land for $300,000. If the CPI has tripled since you inherited it, your tax basis is
$100,000.

Determining the property’s acquisition date depends on how you acquired the property. If
you inherited it, the acquisition date is the date of the previous owner’s death. If the prop-
erty was a gift, the acquisition date is the date the property originally was purchased by the
person who gave you the gift.

If your local library doesn’t have CPI data, you can obtain it by writing to the U.S. Department
of Labor, 200 Constitution Ave. NW, Washington, DC 20210. This information also is available
on the Internet at the Consumer Price Index home page (www.bls.gov/cpi/home.

htm). Click on “Tables Created by BLS” (Bureau of Labor Statistics).

If you use the CPI to value real estate, don’t be surprised if the IRS doesn’t accept your valu-
ation. Notwithstanding the recent slowdown, real estate prices in past years have risen at
much higher rates than the CPI in many major metropolitan areas, and the IRS knows it.

Securities received by inheritance or gift

Establishing a stock or a bond’s price on a particular date is much easier than coming up
with the value of other property, especially if the stock or bond is traded on a major securi-
ties exchange.

When you inherit a stock or bond, your tax basis usually is the value of the stock or bond
on the deceased’s date of death. Sometimes an estate — to save taxes — uses a valuation
date that is six months after the date of death. If you receive the security as a gift, you often
have the added task of establishing the date when the donor acquired the security, because
you normally must use the value on that date (including any commission expense). Not to
confuse you, but sometimes you must use the value on the date you received the gift. We
explain all this information in Chapter 12. You can write to the transfer agent to find out
when the stock was acquired. The transfer agent is the company that keeps track of the
shares of stock that a company issues. Your stockbroker can tell you how to locate the
transfer agent, or you can consult the Value Line Investment Survey at your local library.

After you determine the acquisition date, either the back issue of a newspaper or a securi-
ties pricing service can provide the value of the security you're looking for on any particular
day. A back issue of a newspaper won’t reveal whether any stock dividends or splits (affect-
ing the share price) occurred since the acquisition date. A good pricing service can provide
that information.

One service that we recommend for determining the value of stocks and bonds (plus any
stock splits or stock dividends) is Prudential-American Securities Inc., 921 E. Green St.,
Pasadena, CA 91106; phone 626-795-5831; www . securities-pricing.com. This company
charges $4 to determine the value of a stock or bond on a given day, with a minimum fee

of $10.

Also, consider checking with the investment firm where the securities were (or are still)
held. The firm may be able to research this information — maybe even for free.
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Improvements to a residence

How many homeowners save any of the records regarding improvements that they make,
even when those expenditures are substantial? Not nearly enough. Why? Because improve-
ments to a home quite often are made during a 30- to 40-year span, and saving records for
that many years is a lot to ask of anyone. For example, landscaping expenditures — one tree
or bush at a time — can really add up.

The point of counting every tree and bush and other improvement to home sweet home is
to raise the basis, or total investment, that you have in your residence so that you can
reduce your taxable profit when you sell. (See Chapter 12 for details.)

Although the 1997 law eliminated the fiendish recordkeeping requirements for sales in which
a profit of $500,000 or less for couples filing jointly and $250,000 for singles is realized, for
sales above these amounts you still need records to prove, for example, that you didn’t make
more than these threshold amounts ($500,000/$250,000). And if you buy a house today, say for
$350,000, you don’t know what the sales price will be in 10, 20, 30, or more years when you
finally sell it. Here’s hoping it’s $1 million. So tax records are still important.

Before you estimate how much you spent on residential improvements, you first have to
determine what improvements you spent the money on. This step is necessary because if
you can’t document the amount spent, you at least can establish that an improvement was
made. Your family photo album (which may contain before and after pictures) is probably
the best source for obtaining such information.

Obtaining a Certificate of Occupancy

If you can’t get a receipt from the contractor who made improvements to your home, hike
down to the county clerk’s office to obtain a copy of the Certificate of Occupancy (the
house’s birth certificate, so to speak), which shows what your house consisted of when it
was built. Records at the county clerk’s office also reveal any changes in the house’s
assessed value as the result of improvements you made, along with any building permits
issued. Any of these documents can clearly establish whether improvements were made
(assuming, of course, that you did obtain the proper permits for these improvements).

Getting an estimate

When original invoices, duplicate invoices, or canceled checks aren’t available, obtain an
estimate of what the improvement would cost now, and then subtract the increase according
to the CPI (as explained in “Using the Consumer Price Index” earlier in this chapter). This
procedure can help establish a reasonable estimate of what the improvement originally cost.

Casualty losses

A casualty loss is probably the most difficult deduction to establish. Few people consistently
save receipts on the purchase of personal items, such as jewelry, clothing, furniture, and so
on. If the casualty loss occurred because of a fire or hurricane, any receipts that you may
have had were probably destroyed along with your property. Although a police, fire, or insur-
ance company report establishes that a casualty loss was sustained, how do you establish
the cost of what was stolen or destroyed? The answer: with a little bit of luck and hard work.

For example, the value of an expensive necklace that was stolen was once established by
using a photograph that showed the taxpayer wearing the necklace. The taxpayer then
obtained an appraisal from a jeweler of the cost of a similar necklace. Because jewelry is a
popular gift, receipts sometimes don’t exist.
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Although you can prove to the IRS that you have enough money to afford the lost or stolen
item, the IRS also needs proof that you had the item in your possession. For example, sup-

pose that your $10,000 Rolex watch is stolen (we feel for you). To make the IRS folks happy,
you must prove two things:

v That you can afford the Rolex, which your total income from your tax return can prove.

v That you had the Rolex, which can be established by a statement from a friend, a rela-
tive, or an acquaintance asserting that you actually owned the item. If the Rolex was a
gift, a statement from the giver also helps.

You can use an appraisal from the Federal Emergency Management Agency (FEMA) if you
obtained a disaster loan as evidence for tax purposes to claim a casualty loss.

Business records

If business records have been lost or destroyed, you can often obtain duplicate bills from
major vendors. You shouldn’t have a great deal of trouble getting copies of the original tele-
phone, utility, rent, credit card, oil company, and other bills. Reconstructing a typical month
of automobile use can help you make a reasonable determination of the business use of
your automobile. If that month’s use approximates an average month’s business use of an
auto, the IRS usually accepts such reconstructed records as adequate substantiation.

Using duplicate bank statements

If all your business income was deposited in a checking or savings account, you can recon-
struct that income from duplicate bank statements. Although banks usually don’t charge
for copies of bank statements, they do charge for copies of canceled checks. These charges
can be quite expensive — about $4 to $5 per check — so do some legwork before ordering
copies of all your checks. For example, obtain a copy of your lease and a statement from
your landlord saying that all rent was paid on time before you request duplicate copies of
rent checks.

Ordering copies of past returns

By ordering copies of past returns with Form 4506, Request for Copy or Transcript of Tax
Form, you can have a point of reference for determining whether you have accounted for
typical business expenses. Past returns reveal not only gross profit percentages or margins
of profit, but also the amounts of recurring expenses.

Requesting Copies of Lost Tax Returns

Last year’s tax return is the starting point for filling out this year’s tax return. It serves as a
guide to make sure you don’t forget anything. But what if you can’t locate your 2005 return?
Or suppose you need a return from a previous year but can’t find it?

You can request a copy of your previous returns and all attachments (including Form W-2) by
using Form 4506. You must pay a $39 charge when you file the form. If you don’t need a pho-
tocopy of your return, but only the information that was included on it, you can order a Tax
Return Transcript, which shows the data entered for all the lines from your submitted return.
You can order your Tax Return Transcript by using a Form 4506-T. File both the Form 4506
and the Form 4506-T with the Internal Revenue Service Center where you filed your return.
There is no charge for a transcript (as opposed to $39 for an actual photocopy), which most
banks accept in lieu of your income tax return when you’re applying for a loan. It can take up
to 60 days to receive a copy of a tax return. Transcripts, however, don’t take as long. Returns
and transcripts are generally available for the current year and the three previous years.
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Returns filed six or more years ago may or may not be available for making copies, but tax
account information generally still is available for those years.

If you need a record of the changes the IRS made to your original return showing any penal-
ties, interest, and payments made subsequent to filing your return or showing if an
amended return was filed, you need a Record of Tax Account Information. You must order
this printout by phone.

Ordering a Tax Return Transcript or a Record of Tax Account Information by phone is quick.
Simply call 800-829-1040 and follow the voice prompts. You may be put on hold before you
speak with a live person who can process your request. The Tax Return Transcript or
Record of Tax Account Information should arrive by mail in about ten business days.

Understanding the Cohan Rule
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Before we end this discussion about undocumented claims, we must tell you about the case
of George M. Cohan and the resulting Cohan Rule. It’s the story of one person’s victory over
the IRS, and it may inspire you to defend your own rights as a taxpayer. Even if some of the
rights that taxpayers earned because of his victory have been eroded over the years,
Cohan’s battle for the right to estimate deductions still has repercussions today.

In 1921 and 1922, George M. Cohan deducted $55,000 in business-related travel and enter-
tainment expenses. The IRS refused to allow him any part of these entertainment and travel
deductions on the grounds that it was impossible to tell how much Cohan spent because he
didn’t have any receipts to support the deductions he claimed.

Cohan appealed to the Second Circuit Court of Appeals, and the court established the rule
of approximation. The court instructed the IRS to “make as close an approximation as it can,
bearing heavily, if it chooses, upon the taxpayer whose inexactitude is of his own making.”
(Isn’t “inexactitude” a lovely way of saying “no records”?)

For more than 30 years, the Cohan Rule enabled taxpayers to deduct travel and entertain-
ment expenses without having to substantiate what they spent. Taxpayers had only to
establish that it was reasonable for them to have incurred travel and entertainment
expenses in the amount they claimed they spent.

Congress changed the law regarding travel, use of a car, and entertainment expenses in the
early 1960s. Since that change, taxpayers no longer can deduct travel or entertainment
expenses without adequate substantiation.

The Cohan Rule still applies, however, to other expenses whose records aren’t available.
Under the Cohan Rule, the Tax Court routinely allows deductions based on estimates for the
following deductions:

1 Petty cash and office expenses

v Delivery and freight charges

v Tips and business gifts

v (Cleaning and maintenance expenses

v Small tools and supplies

v Taxi fares

v Casualty losses (fire, flood, and theft losses)

For some expenses, obtaining receipts for what you spend is impractical, if not downright
impossible. Petty cash and tips are just two examples of such expenses.
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The Cohan Rule doesn’t mean that you can stop keeping receipts and simply use estimates.
You must have a valid reason for relying on the Cohan Rule, such as impracticability or lost
or destroyed records. In fact, taxpayers have had penalties assessed against them for not
attempting to obtain duplicate records that were lost when they moved, and for periodically
destroying all business records immediately upon the filing of their tax returns. One court
held that the unexplained loss of corporate records carries a strong presumption that the
records would have prejudiced the taxpayer’s position.

In case you're scratching the back of your head and wondering if any of this will work, the
question you have to ask yourself is, if you were sitting on a jury and saw this evidence,
would you believe it? If the answer to this question is yes, guess what? You're most likely
going to prevail.



Chapter 4

No Form Fits All (Or, What Kind
of Taxpayer Are You?)

In This Chapter

Understanding the differences among the 1040 tax forms

Deciding on a filing status

Walking through joint return issues

Calculating personal and dependent exemptions

Getting Social Security numbers for dependents

Filing returns for dependents

Answering the where, when, why, and how filing questions

ou have to make some key decisions before grabbing those good ol’ tax forms and

marking them up. Even though you’re anxious to begin, read the relevant portions of
this chapter first. We explain some important issues you must resolve each tax year before
you knuckle down to complete your return.

What Rendition of 1040 Shall We Play?

\NG/
Vg\“

If you could get across town by taking one bus rather than having to transfer and take two,
you’d do it, right? That is, unless you enjoy riding city buses, sightseeing, or wasting time
and money by transferring.

Like your transportation options, you have a few choices of tax forms — three, to be exact.
In order, from mind-challenging (read simplest in IRS jargon) to mind-numbing (read
complex), they are Form 1040EZ, Form 1040A, and Form 1040.

The simpler forms are easier to finish because they have fewer lines to complete and far
fewer instructions to read. They may even save you a bit of time and maybe a headache or
two, but — and this but is important— the simpler forms offer you far fewer opportunities
and options to take deductions to which you may be entitled. Thus, in a rush to save your-
self a little work and time, you can cost yourself hundreds, maybe thousands, in additional
tax dollars.

How can you tell if you should take the easier route, and just use the standard deduction, or
if you should itemize and dig for all the deductions you can possibly, and legally, find?
Check out Chapter 9, which explains all of your deduction options to you, before you
choose which version of the Form 1040 to fill out. Remember, you can only itemize your
deductions if you file Form 1040.
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Form 1040EZ

Here’s the lowdown on this EZ-est of tax forms. (They actually test-marketed this form
before they started using it — very much like Procter & Gamble does before they try some-
thing new, like a purple-colored toothpaste. Unfortunately, the IRS has a bit of an advantage
over Procter & Gamble — if you don’t like the forms, you can’t switch to Brand X.)

The easiest form to fill out and file is the 1040EZ. All you need to do is insert your name,
address, occupation, Social Security number, wages, unemployment compensation, and tax-
able interest. Your refund can be deposited directly into your bank account. To find out
whether you can use this form, see Chapter 5. Form 1040EZ is a breeze. You don’t have to
make any computations if you don’t want to. Just plug in the numbers and skip the math, if
you want. If you owe, the IRS bills you. And if you're due a refund, the IRS sends you a
check. How EZ! (Just don’t forget to attach your W-2s.)

Form 1040A (the short form)

For those of you whose economic or personal lives are a bit more complicated, congratula-
tions! You’ve just graduated from Form 1040EZ. Your reward may be Form 1040A. But there’s
something you need to know: The best way to be certain that you need to use Form 1040A is
to review Form 1040 before reaching for Form 1040A. Check to make sure there isn’t any
deduction or tax credit you can use on Form 1040. To find out whether you qualify for Form
1040A, see Chapter 5.

Can | itemize? Should | itemize?
And what the heck are itemized deductions?

Deductions are just that: You subtract them from your
income before you calculate the tax you owe. (Deductions
are good things!) To make everything more complicated,
the IRS gives you two methods for determining the total
of your deductions: itemized and standardized deductions.
The good news is that you get to pick the method that
leads to the best solution for you — whichever way offers
greater deductions. If you can itemize, you should,
because it saves you tax dollars. The bad news is that if
you choose to itemize your deductions, you must use
Form 1040.

The first method — taking the standard deduction —
requires no thinking or calculations. If you have a rela-
tively uncomplicated financial life, taking the standard
deduction is generally the better option. Symptoms of a
simple tax life are: not earning a high income, renting
your house or apartment, and lacking unusually large
expenses, such as medical bills or losses from theft or
catastrophe. Single folks qualify for a $5,150 standard
deduction, heads of household receive a $7,550 standard
deduction, and married couples filing jointly get a $10,300

standard deduction in tax year 2006. If you're age 65 or
older, or blind, your standard deduction is increased by
$1,250 if single and not a surviving spouse, and by $1,000
each if married.

Some deductions — moving expenses, the penalty for
early withdrawal from savings, and so on — are avail-
able even if you don't itemize your deductions. The bad
news: You have to file Form 1040 to claim them. The good
news: We tell you how to do this in Chapter 7.

The other method of determining the total of your allow-
able deductions is itemizing them on your tax return. This
method is definitely more of a hassle, but if you can tally
up more than the standard deduction amounts, itemizing
saves you money. If you have large unreimbursed med-
ical expenses, have a mortgage on your home, give a lot
to charity, or pay a lot in state and local taxes, you prob-
ably want to add these amounts up, just in case. Use
Schedule A of IRS Form 1040 to total your itemized
deductions. (See Chapter 9 for more about using
Schedule A to itemize deductions.)
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Form 1040 (the long form)

Because Forms 1040A and 1040EZ are easier to complete than Form 1040, you should use
one of them unless Form 1040 allows you to pay less tax. But if you don’t qualify for filing
Form 1040A or 1040EZ, you must use Form 1040.

This form is the one that everybody loves to hate. The Wall Street Journal believes that tax
professionals invented the form — the newspaper’s editors even refer to the tax laws as the
“Accountants and Lawyers Full Employment Act.” We think that complicated tax laws should
be called the “IRS Guaranteed Lifetime Employment Act.”

If you itemize your deductions, claim a host of tax credits, own rental property, are self-
employed, or sell a stock or bond, you're stuck — welcome to the world of the 1040.

If you think the only factor that might prevent you from using a Form 1040A is that you've
always itemized your deductions in the past, do Schedule A, Itemized Deductions, first (see
Chapter 9). It’s a reasonably easy form to complete, and if your deductions don’t add up to
your standard deduction, you're off the 1040 hook.

If you're depressed because you have to use the simpler forms for your 2006 return and you
want to be able to deduct more and have more favorable adjustments to your income in the
future, all is not lost. At a minimum, you can make things better for 2007 by planning ahead.
(Be sure to read Part V.) You may be able to do some last-minute maneuvering before you
file your 2006 return. We direct you to these maneuvers as we walk you through the line-by-
line completion of your return.

Choosing a Filing Status
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When filing your return, you must choose the appropriate filing status from the five filing
statuses available for 1040A and 1040 users. (Users of Form 1040EZ must file as single or as
married filing jointly, with no dependents.) You select a status by checking the appropriate
box directly below your name on page 1 of Form 1040 or Form 1040A, where it says “Filing
Status”:

v Single

v Married filing jointly

v Married filing separately

v Head of household

v Qualifying widow(er) with dependent child
Each filing status has its own tax rates. As a general rule, you pay the lowest tax if you're
able to file jointly or as a qualifying widow(er). Those individuals who are married filing sep-
arately pay tax at the highest rate. However, like every rule, a few circumstances exist in
which married filing separately saves couples money, as we explain later in this section. In

addition, you can select a different filing status every year. For example, because you filed
jointly last tax year doesn’t mean you automatically have to file that way this tax year.

Single

Most people who aren’t married file as single. The IRS doesn’t recognize couples living
together, regardless of sexual orientation or state law, as being married for filing purposes.

43



44

Part I: Getting Ready to File

¢MBER
é@

MBER
é&
&

However, if you were widowed, divorced, or legally separated by the end of the tax year
(December 31, 2006) and provided support to dependents, such as children or an elderly
parent, you may be able to save yourself some tax dollars by filing as head of household or as
a qualifying widow(er). You can find out more in the upcoming section, “Head of household.”

State laws sometimes differ from federal laws regarding filing status. If you live in a state
that recognizes civil unions and same-sex marriage and you have legally entered into one
of these unions, although you're still required to use the single or head-of-household filing
status for your federal return, you must use either the married filing jointly or married filing
separately status for your state income tax return.

Married filing jointly

If you're married, you probably share many things with your spouse. One of the more treas-
ured tasks you get to share is the preparation of your annual tax return. In fact, this may be
the one time during the year that you jointly examine and combine your financial informa-
tion. Let the fireworks begin!

For your 2006 return, you're considered married if you got married by or were still married
as of the end of the tax year — December 31, 2006. In some rare instances, married folks can
save money by filing their taxes as married filing separately. This somewhat oddball status
can be useful for couples who have large differences between their two incomes and can
claim more itemized deductions by filing separately. See the section “Married filing sepa-
rately,” later in this chapter, to determine whether you can save money by filing separately.

If you file a joint return for 2006, you may not, after the due date for filing, amend that return
to change to a married filing separately filing status. You're “jointly” stuck!

You can file jointly if you meet any of the following criteria:

v You were married as of December 31, 2006, even if you didn’t live with your spouse at
the end of the year.

v Your spouse died in 2006, and you didn’t remarry in 2006.

If your spouse died during the year, you're considered married for the entire year, pro-
viding you didn’t remarry. You report all your income for the year and your spouse’s
income up to the date of his or her death.

v Your spouse died in 2007 before you filed a 2006 return. If you're filing jointly in 2006,
but your spouse died in either 2006 or before you managed to file your return in 2007,
you’re exempt from the “both must sign” rule. Only you are required to sign the return.
After your name, write the words, “surviving spouse.”

You and your spouse may file jointly even if only one of you had income or if you didn’t live
together all year. However, you both must sign the return, and you’re both responsible for
seeing that all taxes are paid. That means if your spouse doesn’t pay the tax due, you may
have to.

If you've signed that joint return, but are either unaware of what’s on it, or someone (your
spouse) has exerted pressure on you to sign that return, you may be a candidate for the
Innocent Spouse Rule (see Chapter 18). This rule can, in some instances, relieve a spouse
who was unaware of his or her spouse’s shenanigans from sharing joint responsibility for
what is owed.
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Spouses who are nonresident aliens or dual-status aliens

If one spouse is a nonresident alien and doesn'tpay U.S. ¢ You were married as of December 31, 2006, even if
income taxes on all his or her income, regardless of the you didn’t live with your spouse at the end of 2006.
country (or countries) in which it is earned, then the

couple may not take the married filing jointly tax status. s sppmise [ @ neiesilza el o I e of

you are dual-status aliens, you can make a special
The same is true when your spouse is a dual-status election to file jointly. IRS Publication 519 (U.S. Tax
alien — that s, if during the year, your spouse is a non- Guide For Aliens) explains how to make this election.
resident as well as a resident. You may file jointly if:
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A couple legally separated under a divorce decree may not file jointly. On the other hand, if
one spouse lived away from the home during the entire last six months of the tax year (July
1, 2006, through December 31, 2006), the remaining spouse, if taking care of dependents,
may be able to file under the more favorable head of household status (see “Head of house-
hold,” later in this chapter).

Although this suggestion is decidedly unromantic, if you're considering a late-in-the-year
wedding, especially in December, you may want to consider the tax impact of tying the knot
so soon. A considerable number of couples pay higher total taxes when they’re married
versus when they were single. On the other hand, what spells commitment more than send-
ing money together with the one you love to the IRS?

Some couples have been known to postpone their weddings until January and use the tax
savings to pay for the cost of their honeymoons! Others choose not to marry, and they
cohabit instead. Although we don’t want to criticize or condone such decisions, it’s unfortu-
nate that such a high tax cost of getting married exists for a sizable minority of couples (see
“The marriage penalty” sidebar, later in this chapter).

Married filing separately

The vast majority of married couples would pay more taxes if they chose to file separate
returns. The IRS won’t stand in the way of your filing separate returns. However, by filing
separately, you may be able to avoid the marriage penalty and save on your combined tax
bill. To determine whether filing separately is to your benefit, figure your tax both ways
(married filing jointly and married filing separately).

Besides saving money, another reason you may choose to file separately is to avoid being
responsible for your spouse’s share of the joint tax bill whenever you suspect some kind of
monkey business (for example, your spouse is underreporting taxable income or inflating
deductions).

If your marriage is on the rocks, married filing separately may be the way to go. Remember,
if you both sign that tax return, you’re both on the hook for any amounts due. Even if the
tax owed may be solely due to your soon-to-be ex-spouse’s income, if he or she refuses to
pay the bill, you may have to. This is a case where paying a little more upfront can save you
a whole lot down the road.

Even though married filing separately on your federal return may work out to be the same
as filing jointly, don’t overlook the possibility that by filing that way you may save state
taxes.
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If you file separately, be aware that the following restrictions may apply:

»* You can’t take the standard deduction if your spouse itemizes deductions. Both
spouses must itemize their deductions, or both must claim the standard deduction.

v You can'’t claim the credit for child and dependent care expenses in most cases. The
amount of income you can exclude under an employer dependent care assistance pro-
gram is limited to $2,500 instead of the $5,000 by filing jointly.

» You can’t claim a credit for qualified adoption expenses.
» You can’t take the earned income credit.

» You can’t exclude from your taxable income the interest you earned from series EE U.S.
Savings Bonds issued after 1989, even if you paid higher education expenses in 2006.

» You can’t take the credit for being elderly or disabled unless you lived apart from your
spouse for all of 2006.

» You may have to pay more tax on the Social Security benefits you received in 2006.

v You usually report only your own income, exemptions, deductions, and credits.
Different rules apply to people who live in community property states (see the sidebar
“Filing separately in community property states,” later in this chapter).

» You can’t deduct interest paid on your student loan.

+* You may have a lower Child Tax Credit than you would have if you filed jointly. The
Child Tax Credit is a $1,000 tax credit for every “qualifying child” (see “Defining Who Is
a Qualifying Child” later in this chapter for specific information) under the age of 17 at
the end of the year (see Chapter 5).

v 1If you own and actively manage real estate, you can’t claim the passive loss exception
(see the particulars in Chapter 13).

»* You can’t claim the Hope Scholarship and Lifetime Learning credits.

+* You can’t claim the $4,000 IRA deduction for a nonworking spouse. And you may not be
able to deduct all or part of your own $4,000 IRA contribution if your spouse is covered
by a retirement plan.

» You can’t transfer funds from a traditional IRA to a Roth IRA.
v Your capital loss limit is $1,500 instead of $3,000.

v Income levels at which personal exemptions and itemized deductions start being
reduced are half the amount for joint filers.

Instead of filing separately, you may be able to file as a head of household if you had a child
living with you, and you lived apart from your spouse during the last six months of 2006.
See the “Head of household” section later in this chapter for more information.

Emotional estrangement doesn’t qualify as living apart for head of household status. In a
recent Tax Court case, a couple became estranged but continued to reside in the same
dwelling. The court rejected the idea that emotional estrangement equated to actual separa-
tion. Living apart requires geographical separation and living in separate residences.

For many, the choice between filing jointly and filing separately comes down to a simple
matter of dollars and cents — which leads you to pay the least tax? For many married cou-
ples, the fact that you'’re married means that you're paying higher taxes than if you and
your spouse shacked up and filed as single taxpayers. Welcome to the so-called Marriage
Penalty, which is the annual tax you pay for being married.
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If you and your beloved fall into the Marriage Penalty category, you may be able to limit the
amount of your penalty by filing as married filing separately. Take the time to prepare three
returns — two separate and one joint and see which filing status produces a lower tax bill
for you and your honey. We know it’s a time sink, so you may want to spend $50 and spring
for a computerized tax program that does the number crunching for you. (See Chapter 2 for
our software recommendations.)

Married couples most likely to save tax dollars filing separately are those who meet both of
the following criteria:

v Couples who have two incomes

v Couples who have hefty deductions for medical expenses, miscellaneous itemized
deductions, or casualty losses

If you fall under this umbrella, by all means complete the three tax returns to determine
which filing status works best for you.

Table 4-1 shows an example of how the same income and the same deductions can be used
to obtain a very different result when you compare a joint return with two separate returns.
In this example, you earn $75,000, your spouse earns $65,000, and your spouse has a casu-
alty loss (see Chapter 9) of $13,000. If you file a joint return, the two of you lose that
deduction because casualty losses can’t be deducted until they exceed 10 percent of your
income, in this case $14,000. But if you and your spouse file separate returns, your spouse is
entitled to a $6,500 deduction, because the loss is $6,500 greater than 10 percent of your
spouse’s income ($13,000 — $6,500 = $6,500). For the purpose of this illustration, the $100
nondeductible portion of casualty loss and the rate reduction credit isn’t being considered.

Table 4-1 Filing Jointly versus Separately: A Sample Couple
Jointly Husband Wife
Gross income $140,000 $75,000 $65,000
Casualty loss $13,000 $0 $13,000
Less 10 percent of income ($14,000) ($0) ($6,500)
Deductible casualty loss $0 $0 $6,500
Taxes (state, local, real estate, $5,000 $3,000 $2,000
personal property, and so forth)
Mortgage interest $9,500 $9,500 $0
Total itemized deductions $14,500 $12,500 $8,500
Personal exemptions $6,600 $3,300 $3,300
Taxable income $118,900 $59,200 $53,200
Tax $22,840 $11,358 $9,858

Amounts may vary slightly depending on whether you use the tax tables or the rate
schedules.

Filling out both joint and separate returns and comparing them is worth doing the numbers.
For example, in Table 4-1, the sample couple saves a total of $1,624 by filing separately.
Their combined separate tax bill comes to only $21,216 instead of $22,840.
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Filing separately in community property states

Community property states are Arizona, California, Idaho,
Louisiana, Nevada, New Mexico, Texas, Washington,
and Wisconsin. If you and your spouse live in one of
these states, you have to follow your state’s law in deter-
mining what is community income and what is separate
income, if you want to file separately.

In a community property state, each spouse, as a gen-
eral rule, must report one-half of the joint income.
However, this step isn't necessary if:

+* You and your spouse lived apart for the entire year
v You and your spouse filed separately

To qualify, at least one of you must have salary, wages,
or business income — none of which was transferred

between you and your spouse. Child support isn’t con-
sidered a transfer. You can also disregard the community
property rules and file a separate return without having
to report any portion of the community property income
where your spouse fails to inform you of the income and
acted as if the income was exclusively his or hers. Nor
does the IRS require you to include an item of community
property income on your separate return where you
didn’t know of the income, had no reason to know of it,
or where it would be unfair to make you pay tax on
income. This is an area where you should either read IRS
Publication 555 (Federal Tax Information on Community
Property) or consult a tax advisor.

The potential for savings doesn’t stop there. Say your combined income is $225,750 or
more, congratulations! But as a reward for your financial success, a portion of all your per-
sonal exemptions starts getting whittled away. (Personal exemptions are those $3,300
deductions you get for yourself and each of your dependents.) When one spouse’s income

is less than half that amount, you may be better off filing separately and piling your depend-

ents’ personal exemptions onto that spouse’s return, if that person is otherwise entitled to

the dependency exemption.

¢MBER

If you think you could have saved money in a previous year by filing separately, sorry.
There’s nothing you can do about it now. After you file a joint return, you can’t turn back

the clock and change it to separate returns. On the other hand, if you and your spouse filed
separately, you can (within three years from the due date of your return or two years from
the date the tax was paid) file an amended return and switch to filing jointly. You may want

to do this if, when audited, some of the deductions you and your spouse claimed were disal-

lowed, or if you get an insurance recovery greater than you expected, reducing the amount
of the casualty loss. If you're making estimated tax payments during the year, it doesn’t

matter whether you make joint or separate payments. You can still file your actual return
however you choose and divide the estimated tax payments in accordance with the rule for

joint refunds in Chapter 18.

Head of household

Beginning in 2005, simpler rules govern whether you may file as head of household. Under

these rules, you may file as head of household if you were unmarried, or separated and con-

sidered unmarried at the end of the year, and you paid more than half of the cost of a

maintaining a home that:

v Was your parent’s main home for the entire year, provided you can claim them as your
dependent (see Table 4-2 to compute that figure). Your parent didn’t have to live with

you in your home, or
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» You lived in for more than half of the year (temporary absences, such as for school,
vacation, or medical care, count as time lived in your home) with any or more of the
following:

¢ Your qualifying child (which we explain in “Defining Who Is a Qualifying Child”
later in this chapter).

¢ Any other person you can claim as your dependent.

¢ Your qualifying married child, but only if he or she doesn’t file a joint income tax
return with his or her spouse, and only if that child is a U.S. citizen, U.S. national,
or a resident of the United States, Mexico, or Canada (an exception is made for
certain adopted children).

You can’t claim head of household status on the basis of a person who is your
dependent only because he or she lived with you for the entire year, or because
you’re entitled to claim that person as a dependent under a multiple support
agreement. (Check out “Dependent Exemptions” later in this chapter for more
information.)

Table 4-2 How to Compute the Cost of Maintaining a Home

Amount You Paid Total Cost

Property taxes

Mortgage interest expense

Rent

Utility charges

Upkeep and repairs

Property insurance

Food consumed on the premises

$
$
$
$
$
$
$
$

R I I - A - A - A - A - A

Other household expenses

Totals $(a) $(b)

Subtract Total (a) from Total (b) and enter here s )

Note: If you paid more than half of the total cost, you qualify for head of household status.

In the case of a birth or death of a dependent, you must have provided more than half the
cost of keeping up a home that was that person’s home for more than half the year, or if he
or she wasn’t alive that long, then he or she must have been a member of your household
during the period of the tax year that he or she was alive.

The cost of keeping up a home doesn’t include clothing, education, medical expenses, vaca-
tions, life insurance, or transportation. These are personal support items that are taken into
account to determine if you're entitled to claim a $3,300 personal exemption deduction for
the support of a dependent. See the section “Figuring Personal and Dependent Exemptions,’
later in this chapter, for more on when and how to claim these deductions.

i
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Oualifying widow (er) with dependent child

If you meet all five of the following tests, you can use the tax table for married filing jointly.

v Your spouse died in 2004 or 2005, and you didn’t remarry in 2006.

» You have a child, stepchild, adopted child, or foster child whom you can claim as a

dependent.

v This child lived in your home for all of 2006. Temporary absences, such as for vacation
or school, count as time lived in your home.

»* You paid more than half the cost of keeping up your home for this child.

»* You could have filed a joint return with your spouse the year he or she died, even if
you didn’t actually do so. (But you can’t claim an exemption for your deceased

spouse.)

The marriage penalty

Some couples’ first year of marriage brings surprises.
Others find that the song remains the same. But of all the
many things that newlyweds discover about being mar-
ried, one of the most annoying is the marriage penalty, a
tax-law inequity that forces millions of married couples
to pay more tax than they would if they were single and
living together.

Briefly, the penalty occurs for this reason: When two
people get married, the second person’s income is effec-
tively added on top of the first person’s income, which
can push more of the couple’s income into higher tax
brackets. Not only that, but the couple may also lose
some itemized deductions and personal exemptions with
a higher combined income.

You should know, however, that not all couples pay higher
taxes. In fact, in most cases couples find that their joint tax
bill is less. Another situation occurs with couples in which
one spouse doesn't earn any income or has a low income.
Those couples sometimes receive a marriage bonus.

Yet, according to The Wall Street Journal, a study by the
Congressional Budget Office determined that 21 million
couples paid an average of $1,400 more in taxes per
couple than they would’ve paid on the same income had
they remained single.

The tax law changes enacted in 1993 made the marriage
penalty even worse because the tax rates were raised for
higher-income earners. And many of the tax benefits
enacted in 1997 are phased out for higher-income couples.

Couples more likely to be hit with the marriage penalty are
two-income-earning households, especially spouses who
have similar individual incomes and/or are higher-income
earners. Why? Because U.S. tax brackets are graduated,
which simply means that you pay a higher tax rate at
higher-income levels (see the discussion in Chapter 1).

Can you do anything about it? In a small number of cases,
married couples can cut their tax bills simply by filing
separately.

Some people opt for another approach — not marrying,
or getting a divorce. By living together as unmarrieds,
you and your significant other each pay taxes at the indi-
vidual rate. We're not advising this course, but it's simply
what we hear and see. You also need to know that you
can‘tdivorce in December just to save on your taxes and
then remarry the next year. Taxpayers who've tried this
scam in the past have been slapped with penalties in
addition to the extra taxes they would've owed if they'd
stayed away from divorce court.

If you decide not to stay married for the long haul just to
save on income taxes, be warned that unmarried cou-
ples aren't eligible for any of the significant survivor's
Social Security benefits if one partner passes away or
splits. A person who doesn’t work is particularly vulner-
able; if he's married and his spouse passes away or
divorces him, the nonworking spouse qualifies for Social
Security benefits based on the working partner’s income
history and Social Security taxes paid. If you aren't mar-
ried and you don't work, you aren't entitled to Social
Security benefits if your partner leaves you.

Congress has tried recently to address the inequities of
the marriage penalty, and it has had some limited suc-
cess. Standard deductions for married couples are now
double what they are for individuals, and the amount of
income eligible for the 10 and 15 percent tax brackets
are now exactly twice as large as they are for singles.
There is still more work to be done, however. It remains
to be seen if, in these days of large federal deficits,
Congress will continue to whittle away at this penalty, or
if it will just assume that paying more tax never really fig-
ured into your reasons for marrying in the first place.
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If your spouse died in 2006, you may not file as a qualifying widow(er) with a dependent
child. But see whether you qualify for filing jointly and refer to the “Filing a Return for a
Deceased Taxpayer” section near the end of this chapter. And if you can’t file as a qualifying
widow(er) with a dependent child, see whether you can qualify as a head of household. If
you don’t meet the rules for a qualifying widow(er) with a dependent child, married filing a
joint return, or head of household, you must file as a single.

For example, suppose that a mother with children died in 2004, and the husband hasn’t
remarried. In 2005 and 2006, he kept up a home for himself and his dependent children. For
2004, he was entitled to file a joint return for himself and his deceased wife. For 2005 and
2006, he may file as a qualifying widow(er) with dependent children. After 2006, he may file
as head of household, if he qualifies. If he doesn’t qualify, he files as single.

Figuring Personal and Dependent Exemptions

You 1040A and 1040 filers have another hurdle to jump: Lines 6a—6d of these forms ask you
to figure your total number of exemptions. (You 1040EZ filers have line 5 to contend with,
but it’s a breeze. See Chapter 5.)

Whether or not you pay any income tax, you as a taxpayer are entitled to an exemption
amount of $3,300 in 2006, which is used to decrease taxable income. What you need to
figure out is whether you get to claim your exemption on your income tax return, or if some-
one else can claim your exemption on his or her return.

The following two sections explain how you decide who gets to claim your exemption.

Personal exemptions

You can take one personal exemption for yourself and one for your spouse. Here are the
details.

+ Your own: You may take one exemption for yourself unless someone else can claim
you as a dependent. For example, if your parents can claim you as a dependent but
they choose not to, you still can’t claim an exemption for yourself. This situation usu-
ally applies to teenagers with part-time jobs. If that is the case, check the Yes box on
line 5 of Form 1040EZ; don’t check box 6a on Form 1040 or 1040A.

v Your spouse: If filing jointly, you can take one exemption for your spouse, provided
that your spouse can’t be claimed on someone else’s return.

If you file a separate return, you can claim your spouse as a dependent only if your
spouse isn’t filing a return, had no income, and can’t be claimed as a dependent on
another person’s return.

If, by the end of the year, you obtain a final decree of divorce or separate maintenance,
you can’t take an exemption for your former spouse even if you provided all of his or
her support.

If your spouse died and you didn’t remarry, you can claim an exemption for your
spouse only if you file jointly. For example, Mr. Jones died on August 1. Because the
Joneses were married as of the date of Mr. Jones’s death, Mrs. Jones can file a joint
return and claim an exemption for her husband. Mrs. Jones reports all her income for
2006 and all of Mr. Jones’s income up to August 1.

On a separate return, you can take an exemption for your deceased spouse only if this
person had no income and couldn’t be claimed as someone else’s dependent.
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Dependent exemptions

You can claim an exemption for a dependent if he or she is your qualifying child (see the
section “Defining Who Is a Qualifying Child” later in this chapter). You're also allowed to
claim a dependency exemption for your qualifying relative if you provide more than half of
his or her support, if this person can’t be claimed as a dependent on anyone else’s tax
return, and if he or she passes the five dependency tests. (Don’t forget that if you claim
someone, that person can’t claim a personal exemption on his or her own tax return.)

Okay, you may open your booklets and begin the tests now. In order for a person, other than
your qualifying child, to be your dependent, he or she must meet all five of the following
tests:

Test 1: Member of your household or relative

Your dependent must either live with you for the entire year as a member of your house-
hold or must be related to you by blood or marriage. The required relationships are very
specific, so that your parents’ siblings qualify on the relationship part of this test, but their
children, your cousins, need to live with you for the entire year.

If you file a joint return, you don’t need to show that a dependent is related to both you and
your spouse. The dependent only needs to be related to one of you.

Temporary absences are ignored. If a person is placed in a nursing home for constant med-
ical care, the absence is also considered temporary.

Here are some more details you may need to consider:

v Death or birth: A person who died during the year but was a member of your house-
hold until death meets the member of your household test. The same is true for a child
who was born during the year and was a member of your household for the rest of the
year. A child who was born and died in the same year qualifies, but a stillborn child
doesn’t. The child must have been born alive — even if for just a moment — to qualify
as an exemption.

+~ Violation of local law: A person doesn’t meet the member of your household test if
your relationship violates local law.

v~ Adoption: Before the adoption is legal, a child is considered to be your child if he or
she was placed with you for adoption by an authorized adoption agency (and the child
must have been a member of your household). Otherwise, the child must be a member
of your household for the entire tax year to satisfy this test.

v Foster care: A foster child or adult must live with you as a member of your household
for the entire year to qualify as your dependent. However, if a government agency
makes payments to you as a foster parent, you may not list the child as your dependent.

+* Employees: Your nanny or live-in housekeeper doesn’t qualify for this test. Living with
you may be a requirement of their job, but it doesn’t meet the member of the house-
hold test.

Test 2: Married person

If your dependent is married and files a joint return, you can’t take this person as an
exemption.
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Personal and dependency exemption phaseout

Depending on your filing status, each $3,300 exemption
to which you are entitled is whittled away in $66 incre-

Here's the math:

ments ($132 for married filing separately) as your income felietenpey 33,300
rises above these limits: Your income $161,700
Married filing separately $112,875 Phaseout amount $150,500
Single $150,500 Difference $11,200
Head of household $188,150 $11,200 + $2,500 5
Married filing jointly or $225,750 RS el 1 k)
qualifying widow(er) 5x0.02 10%
Here's how it works: For every $2,500 or part of $2,500 of $3,300 % 0.10 $330
income above these amounts, you have to reduce every Exemption allowed $2.970
$3,300 exemption by 2 percent. For example, if your ($3 30% — $330) !

income is $161,700 and you're single, your personal
exemption is reduced to $2,970

To do the calculation using your numbers, you can find

the necessary worksheet in the Form 1040 instruction
booklet, which you can obtain at your local post office or
bank, on the Internet at www . irs.gov, or by calling
1-800-829-3676.

Test 3: Citizen or resident
The dependent must be one of the following:

v A U.S. citizen or U.S. resident alien
v A resident of Canada or Mexico

+* Your adopted child who isn’t a U.S. citizen but who lived with you all year in a foreign
country

You can’t claim a person who isn’t a U.S. citizen or resident and lives abroad (in a country
other than Canada or Mexico) as a dependent.

Test 4: Income

The dependent’s gross income must be less than $3,300. Gross income counts all taxable
income, but doesn’t include nontaxable income, such as welfare benefits or nontaxable
Social Security benefits. Income earned by a permanently and totally disabled person for
services performed at a sheltered workshop school generally isn’t included for purposes of
the income test.

Of course, there are exceptions. Your qualifying relative can have a gross income of $3,300
or more under one of the following conditions:

v He or she was under the age of 19 at the end of 2006.

v He or she was under the age of 24 at the end of 2006 and was also a student.
Your qualifying relative is considered a student if he or she is enrolled as a full-time student

at a school during any five months of 2006. A school includes technical, trade, and mechani-
cal schools. It doesn’t include on-the-job training courses or correspondence schools.
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Test 5: Support

You must have provided more than half of your qualifying relative’s total support in 2006 in
order to claim him or her as your dependent. If you file a joint return, support can come
from either spouse. If you remarried, the support provided by your new spouse is treated as
support coming from you. For exceptions to the support test, see the sidebar “Children of

divorced or separated parents and persons supported by two or more taxpayers.” (You

can’t miss it with a title like that!)

Support includes food, a place to live, clothing, medical and dental care, and education. It
also includes items such as a car and furniture, but only if they’re for the dependent’s own
use or benefit. In figuring total support, use the actual cost of these items, but figure the
cost of a place to live at its fair rental value. Include money the person used for his or her
own support, even if this money wasn’t taxable. Examples are gifts, savings, Social Security
and welfare benefits, and other public assistance payments. This support is treated as not

coming from you.

Total support doesn’t include items such as income tax and Social Security taxes, life insur-
ance premiums, or funeral expenses. A person’s own funds aren’t considered support
unless they’re actually spent for support. For example, your mother received $2,400 in
Social Security and $400 in interest. She paid $2,000 for rent and $400 for recreation. Even

though her income was $2,800, she spent only $2,400 for her own support. If you spent more

than $2,400 for her support, you can claim her as a dependent because you provided more

than half her support.

Children of divorced or separated parents and persons
supported by two or more taxpayers

The parent who had custody of the child for most of
the year is the one entitled to claim the child as a
dependent — provided that both parents together paid
more than half of the child’s support.

A noncustodial parent can claim the child if any of the
following apply:

v The custodial parent gives up the right to claim the
child as a dependent by signing Form 8332, Release
of Claim to Exemption for Child of Divorced or
Separated Parents. The form allows for the release
of an exemption for a single year, a number of years,
or all future years. The noncustodial parent must
attach this form to the return.

v~ Adecree or separation agreement signed after 1984
provides that the noncustodial parent is uncondi-
tionally entitled to the exemption and the custodial
parent isn‘t. You must list the child’s name, Social
Security number, and the number of months the child
lived in your home. You also must attach a copy of
the cover page of the decree or agreement with the
custodial parent’s Social Security number written
next to his or her name, along with the page that
unconditionally states that you can claim the child
as a dependent. Don't forget to attach a copy of the
signature page of the decree or agreement.

v A decree or separation agreement signed before
1985 provides that the noncustodial parent s entitled
to the exemption, and that this parent provided $600
or more toward the child’s support.

v In the extreme right column on line 6 of your 1040
where you list your total exemptions, you must list
the number of dependents who didn't live with you
separately from the number who did.

Note: If you fail to pay child support in the year it's due,
but pay it in a later year, it isn't considered paid for the
support of your child in either year.

Even if you can't claim a child because your ex-spouse
is claiming the child, you still can claim the child’s med-
ical expenses, and you're entitled to the Child and
Dependent Care Credit if you're the custodial parent.
When the child reaches his or her majority, the custodial
parent rules no longer apply. The parent who provides
more than 50 percent of the child’s support is entitled to
the exemption.

Note: The special rules for divorced or separated par-
ents don’t apply to parents who never married each
other. In such situations, you either have to provide more
than half the support of the child or enter into a multiple
support agreement (Form 2120).
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Even if you didn’t pay more than half of a dependent’s support, you may still be able to
claim this person as a dependent if all five of the following apply:

»* You and one or more eligible persons paid more than half of the dependent’s support.
An eligible person is someone who could have claimed the dependent but didn’t pay
more than half of the dependent’s support.

»* You paid more than 10 percent of the dependent’s support.
v No individual paid more than half of the dependent’s support.
v Dependency tests 1 through 4 are met.

v Each eligible person who paid more than 10 percent of support completes Form 2120,
Multiple Support Declaration, and you attach this form to your return. The form states
that only you will claim the person as a dependent for 2006.

Securing Social Security Numbers
for Dependents

A\

You must list a Social Security number on line 6¢ column (2), Form 1040 and 10404, for
every dependent. If your dependent was born and died in 2006 and didn’t have a Social
Security number, write “Died” in column (2). No Social Security number, no deduction, and
no right to claim head of household status. Check out Chapter 24 for the ins and outs of
how you get one.

If you're in the process of adopting a child who is a U.S. citizen or resident and can’t get a
Social Security number until the adoption is final, you can apply for an adoption taxpayer
number that you can use instead of a Social Security number. To get one, file Form W-7A,
Application for Taxpayer Identification Number for Pending U.S. Adoptions.

Filing for children and other dependents

Even if you're able to claim someone else (your child, your grandchild, and so on) as a
dependent on your return, that person may have to file his or her own income tax return in
the following circumstances:

v The dependent had unearned income (generally, income other than wages, income
from self-employment and tips), and the total of that income plus earned income
exceeds $850.

v The dependent had earned income in 2006 on which income tax has been withheld.
v The dependent had no unearned income but had earned income that exceeds $5,150.

v The dependent had gross income that exceeds the larger of (a) $850 or (b) the earned
income up to $4,900 plus $300.

For example, suppose that your teenager has interest income of $200 and salary from a
summer job of $450. This dependent doesn’t need to file because the total income was less
than $850. If your teenager had no unearned income but earned $2,000 from a summer job,
he or she wouldn’t have to file either because the earned income was under $5,150, unless
income tax was withheld, and he or she wanted to request a refund.
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But here’s an important point: Your dependent, who isn’t going to have a tax liability in the
first place, doesn’t need to have income tax withheld from his or her paycheck. Instead,
have that dependent claim an exemption from income tax when completing his or her Form
W-4. 1If the dependent didn’t claim an exemption on his or her Form W-4, he or she must file
to get back the tax that was withheld from his or her paychecks. Remember, though, when
he or she reaches $5,150 in income, withholding will have to start, and a new W-4 must be
filed with the employer.

You may encounter another wrinkle in the IRS rules for this exemption from withholding to
apply — the teenager’s investment income (interest) can’t exceed $300. If it does, he or she
can’t claim an exemption from withholding if his or her total income exceeds $850. There’s

no such thing as being too young when introducing your kid to convoluted tax laws.

A child under the age of 18 (up from 14 prior to 2006) with more than $1,700 in investment
income is subject to the Kiddie Tax. This income is considered earned by the child’s parents
at the parents’ tax rate (see Chapter 8 for more details on this wonderful tax law nuance).

Defining Who Is a Qualifying Child

In 2005, the IRS finally decided to make a uniform definition for who, exactly, is a qualifying
child for the following tax benefits:

v Dependency exemptions

v Head of household filing status

v The earned income credit (EIC)

v The child tax credit

v The credit for child and dependent care expenses
In order for your child to qualify for any of these benefits, he or she needs to meet the age
test, the relationship test, the residency test, and the support test. If he or she doesn’t meet

the requirements of all of these tests, unfortunately he or she isn’t your qualifying child in
the eyes of the IRS.

Age test

For your child to qualify under the age test for dependency exemptions, head of household
filing status, and the earned income credit, he or she must be under the age of 19 at the end
of the year or under the age of 24 if a full-time student for some part of each of five months
during the year (not necessarily consecutive). No age test applies for a child who is perma-
nently and totally disabled.

To qualify for the child tax credit, your child must be under age 17 by the end of the tax year.

To be eligible for the child and dependent care credit, your child must be under age 13, or
permanently and totally disabled. For the purpose of this credit only, expenses you pay for
that child in the year of his or her 13th birthday before that birthday can be used to claim
the credit; expenses incurred and paid after that birthday can’t.
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Relationship test

The child must either be your child, adopted child (even if the adoption isn’t yet final),
stepchild, or eligible foster child (any child placed with you by an authorized placement
agency, or by a judgment, decree, or any other court order), your brother, sister, step-
brother, stepsister, or the descendent of one of these relatives.

Residency test

Your qualifying child has to live with you for more than half of the year. Although the days
don’t have to be consecutive, they do need to add to at least 183. Temporary absences for
school, vacation, military service, medical reasons, or for detention in a juvenile detention
center, don’t count as time away from you.

An exception is made for children who are born during the tax year, provided that they lived
with you for the entire period they were alive. So a child who is born on December 30, 2006
is your qualifying child, even though he or she may not make it home from the hospital until
January 1, 2007. An exception is also made for a child who dies during the year and for a
child kidnapped, provided that his or her kidnapper isn’t related.

Finally, the children of divorced or separated parents qualify under the rules set out in the
sidebar in this chapter entitled “Children of divorced or separated parents and persons sup-
ported by two or more taxpayers.”

Support test

Your child must not have provided at least half of his or her own support in order to meet
the standards of this test. Calculate how much he or she spent on his or her share of hous-
ing costs (including rent, utilities, furnishings and repairs, but not mortgage interest,
insurance, or real estate taxes), on clothing, on food, on education, and on medical and
dental bills not reimbursed by insurance. Also add vacations and travel, and any other mis-
cellaneous expenses that he or she paid for his or her benefit, and then compare this
number against the total cost of that child’s share of these items. If the amount he or she
paid is less than 50 percent, you meet this test.

If you're having some difficulty in figuring out whether or not your child qualifies under the
support test, use the nifty worksheet in IRS Publication 501, Exemptions, Standard
Deduction, and Filing Information.

Filing a Return for a Deceased Taxpayer

When someone dies, a separate taxpaying entity is created — the decedent’s estate. If the
estate has more than $600 in income or has a beneficiary who is a nonresident alien, the
executor or administrator for the estate (the person responsible for winding up the dece-
dent’s financial affairs) must file Form 1041, U.S. Income Tax Return for Estates and
Trusts. This filing is in addition to the decedent’s final tax return.
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Suppose the decedent died before April 15. The executor must file a tax return for that indi-
vidual for the prior year and for the current year. For example, if someone died on April 1,
2007, a return must be filed for 2006, and a final return for 2007 must be filed by April 15,
2008, reporting all the deceased’s income and deductions for the period January 1, 2007,
through April 1, 2007.

If a decedent died in 2006, you must allocate his or her income based on what was earned
and received prior to and including the date of death, and what was received after the
date of death. Income received prior to death is reported and taxed on the decedent’s final
Form 1040; after the date of death, all income received is reported on the Form 1041 for
the estate. The good news is that even though you report only part of the year’s income
on the Form 1040, you get to deduct the full amount of the decedent’s personal exemption
($3,300) and the standard deduction, if you're not itemizing.

If the surviving spouse didn’t remarry in the same year as the death, a joint return can be
filed. The surviving spouse reports his or her income and deductions for the entire year
and the deceased’s up to the date of death. If you remarry in the same year that your
spouse dies, you can file jointly with your new spouse, but not with your deceased spouse.

Medical expenses paid within one year of the decedent’s death must be deducted on the
decedent’s final return; an estate can’t take this type of deduction on its Form 1041. If you've
already filed that last return, and then you pay more bills (within the one year time limit),
you may amend that final return (by filing IRS Form 1040X), take the larger medical deduc-
tion, and receive a refund.

If the deceased owned E or EE Savings Bonds and chose not to report the interest during his
or her lifetime, the tax on the interest has to be paid by the survivor, unless an election is
made to report the interest on the decedent’s final return. Doing so may make sense if the
deceased died early in the year and had little income and large deductions.

Either the surviving spouse or the executor can sign the deceased’s final personal income
tax return. Write “DECEASED,” the decedent’s name, and the date of death at the top of
page 1 of the 1040.

If the deceased’s final Form 1040 isn’t joint with his or her surviving spouse and a refund
is due, the person who is receiving the refund must also file a Form 1310, aptly named
“Statement of Person Claiming Refund Due a Deceased Taxpayer.” Who said the IRS wasn’t
any good with words?

Must 1 File?

Yes, you must file a tax return when your income exceeds the amounts for your age and
filing status, as shown in Table 4-3.

Table 4-3 When You Must File
Marital Status Filing Status Age* Filing Required
When Gross
Income Exceeds
Single, divorced, legally separated Single Under 65 $8,450
65 or older $9,700
Head of household Under 65 $10,850

65 or older $12,100
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Marital Status Filing Status Age* Filing Required
When Gross
Income Exceeds
Married with a child and living Head of household 65 or older $12,100
apart from spouse during last 6 months
of 2006
Married and living with spouse atend  Married (joint return) Under 65 $16,900
of 2006 (or on date of spouse’s death)
65 or older $17,900
(one spouse)
65 or older $18,900
(both spouses)
Married (separate Any age $3,300
return)
Married and not living with spouse Married (joint or Any age $3,300
at end of 2006 (or on date of spouse’s separate return)
death)
Widowed before 2006 and Single Under 65 $8,450
not remarried in 2006
65 or older $9,700
Head of household ~ Under 65 $10,850
65 or older $12,100
Qualifying widow(er) Under 65 $13,600
with dependent child
65 or older $14,600

*If you turn 65 on January 1, 2007, you're considered to be age 65 at the end of 2006.

When to file

If you don't file by April 16, 2007, you’ll have to pay penalties and interest. If you live
or work outside the United States, you have an automatic extension of time to file until
August 15, 2007.

If you know that you can’t file by April 16, you can get an automatic six-month extension of
time to file — until October 15, 2007 — by filing Form 4868, Application for Automatic
Extension of Time to File U.S. Individual Income Tax Return. Keep in mind that you must
file this form by April 16, 2007. If you use a credit card to pay the balance owed for 2006, you
don’t have to separately file Form 4868; it’s done automatically for you. We explain how to
pay by credit card in Chapter 5. You can also obtain extensions of time to file by calling
888-796-1074 or by using your personal computer and a tax software program. The choices
are endless, so don’t blow the April 16 filing date.

If you're living outside the country, Form 4868 only automatically extends the due date of
your return until August 15, 2007. Form 4868 doesn’t, however, extend the time to pay. You'll
be charged interest and a late payment penalty of 0.5 percent a month on your unpaid bal-
ance if you don’t pay at least 90 percent of your tax by April 16, 2007.
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If you don’t file

You can end up crushing rocks. Remember, Al Capone didn’t go to prison for running rack-
ets; he went to the big house for tax evasion. Realistically, though, it’s more likely that you’ll
be assessed penalties that make crushing rocks seem like a stroll in the park. Annually, the
IRS prosecutes only 5,000 individuals (you can’t call them taxpayers) for tax evasion. Some
80 percent are members of organized crime or drug dealers, and the balance is made up of
high-profile individuals and others. You don’t want to be one of the others. Even though the
government currently is interested in high-profile CEOs, you never know who the IRS may
decide to take an interest in. The IRS moves in mysterious ways.

If you don't file, based on the information reported to the IRS by your employers, the IRS
either prepares a substitute return and assesses a late filing penalty of 25 percent, a late
payment penalty of 0.5 percent a month to a maximum of 25 percent plus interest (and pos-
sibly a 75 percent fraud penalty), or issues a summons for you to appear with your tax
records so that the IRS can use those records to prepare a more accurate return. Interest
and penalties are charged whichever way the IRS decides to proceed.

Where to file

The IRS Web site (www. irs.gov) lists all the addresses to which you can send your forms.
So does your instruction booklet. Just look for the “Where To File” link in the “Resources”
section.

How to file

Okay, so this whole book is supposed to be about this subject. But what we mean in this short
section is that you have a couple ways to get the forms — and the check, if necessary — to
IRS Central: You can file the old-fashioned way through the U.S. Postal Service, or you can file
electronically.

Electronic filing

Although electronic filing became the most popular form of tax filing for the first time in
2005, we still need to define it. You or the company that offers this service files your return
either over a telephone line or one of those faster cable connections. All you need is a com-
puter and a modem.

Through a link on the IRS Web page (www.irs.gov), a group of software companies are
offering free online tax filing. Why are they doing this? To ensure that the IRS doesn’t jump
into the online tax filing market with a competitive product. If free electronic filing sounds
too good to be true, you're probably right. We have experienced that when someone offers
something for nothing, usually a gimmick is involved. Some companies may have something
up their sleeves and try to solicit you for their financial services or products. Others only
offer a stripped-down version of their regular software for free — if your taxes are more
complicated, they’re happy to sell you the necessary software to prepare your return (the
electronic filing remains free). Another catch we noticed is that, although they’ll file the fed-
eral return for free, you need to pay a fee to file your state return.

Each participating software company has set its own eligibility requirements for free filing.
Generally, those requirements are based on age, adjusted gross income (AGI), eligibility to
file Form 1040EZ, eligibility to claim the Earned Income Credit, state residency, and active
duty military status (if applicable). Each company has a description of the criteria for using
its free service.
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The advantage of electronic filing is that you get your hands on your hard-earned refund in
about 10 days, which is approximately three weeks faster than by mail. Also, you can have
your refund deposited directly into your bank account. Your state return gets filed along
with your federal return at the same time. One transmission does it all.

Some tax preparation firms not only prepare and electronically file your return, but they
also loan you money based on the projected amount of the refund. These clever loans are
called refund anticipation loans.

Our principal objection to these refund anticipation loans is that they're too pricey. Here’s
why: According to the IRS, the average refund taxpayers received in 2004 was $2,063. Some
tax preparation firms can arrange for an on-the-spot loan for the amount of your refund.
According to the Consumer Federation of America and the National Consumer Law Center,
the typical loan for the average refund of $2,063 bears a 222.5 percent annual percentage
rate. This is the result of the loan being repaid within 10 days when the refund is deposited
into a special account set up by the lender. A class action suit was once settled against H&R
Block involving deceptive business practices concerning their refund loans. This tax filing
season, you may notice a number of car dealerships offering tax preparation services.
They’re hoping that by offering this service together with refund anticipation loans, they
can seduce more people into driving off the lot with one of their latest models. How’s that
for one-stop shopping?

Filing by mail or other private delivery service

Face it, many taxpayers (nearly half) still do it the old-fashioned way, with a trip to the post
office late on the night of April 16. If you're one of those taxpayers who feels the job isn’t
done right without that postmark on the upper right-hand corner of the envelope, you need
to consider the following.

v Make sure you have proof of mailing. For the post office, that means a Certified Mail
receipt.

v 1If you choose to use a private delivery service, you need to know that only certain
types of deliveries (such as Airborne, DHL, FedEx, and UPS) provide you with adequate
proof (in the form of dated receipts) should the IRS question whether you have timely
filed.

A Final Bit of Advice
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Here’s an old saying from a wise man — the father of one of us. He said, “Son, there are two
kinds of payments in the world you should avoid: too early and too late.” That kind of
advice also applies to filing your taxes. Filing taxes late leads to IRS interest and penalties;
paying your taxes too early, or withholding too much, is simply an interest-free loan to the
federal government. Thanks for the advice, Dad.
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The Sth Wave By Rich Tennant
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And this is Bud Mellnick
who writes all of our GLORSPITZ,
tax publications.




In this part . . .

R ituals make the world go 'round. And what ritual is
quite so enjoyable as completing one’s tax return?
Visiting your local department of motor vehicles to renew
your driver’s license? Waiting in line at the post office

to buy some stamps? Cleaning up an overflowing toilet?
Figuring out who to call when you lock your car keys in
the trunk?

It all starts with Form 1040 in its three guises: 1040EZ,
1040-A, and plain old 1040. After you get the form right,
you have the challenge of finding the tax documentation
needed to plug answers into those small lines. And just
when you’re ready to start (after pulling out your hair),
you find yourself wading knee-deep through those dread-
ful IRS instructions.

Thanks to the For Dummies translation of jargon into plain
English, here is what you need to know to get an A+ on tax
return preparation. And we show you some tricks along
the way to make it easier on yourself next time around.




Chapter 5
Easy Filing: 1040EZ and 1040A

In This Chapter
Living the really EZ life: Using the 1040EZ
Living the semi-easy life: Using the 1040A
Letting the IRS do the math for you

It’s best to begin a challenging part of the book with something EZ. Trust us, things get
much more complicated in a hurry. However, if you can file a simplified tax form, you’ll
be able to bypass much of what’s in the rest of Part II of this book. For now, though, take a
look at the easier forms (1040EZ and 1040A). They’re easier because you don’t have as
many lines to fill out, as many schedules to complete and attach, or as many receipts and
records to dig out.

The most difficult decision to make is whether to choose the 1040EZ or the 1040A (the infa-
mous Short Form). From then on, it’s downhill. In fact, the forms are so simple that the IRS
computes the tax for you.

Who Can File a 1040E2?

With the 1040EZ (see Figure 5-1), all you have to do is fill in the numbers — a snap with this
short form. The IRS likes this form because an optical scanner can process it. You'll like this
form, too, because you don’t have to do the math. The nice folks at the IRS can do it for you
(see the sidebar “Let the IRS figure your tax,” later in this chapter). You may use the 1040EZ
if you meet the following criteria:

v You're single or married filing jointly and don’t claim any dependents.

»* You (and your spouse, if married filing jointly) are younger than age 65 on December
31, 2006, and aren’t blind, which otherwise entitles you to increase your standard
deduction.

» You have income only from wages, salaries, tips, taxable scholarships or fellowship
grants, unemployment compensation, dividends from the Alaska Permanent Fund, and
qualified state tuition program earnings — and not more than $1,500 of taxable interest
income.

v Your taxable income (line 6) is less than $100,000. That’s taxable income after deduct-
ing $8,450 if single or $16,900 if married.

»* You aren’t receiving any advance earned income credit (EIC) payments. You can find
out whether you received any advance EIC payments by referring to box 9 of your W-2.
(See Chapter 6 for more on advance EICs.)

v You aren’t itemizing deductions (on Schedule A) or claiming any adjustments to
income (for example, an IRA or student loan interest deduction) or tax credits (such as
childcare expenses).



66

Part II: Tackling the Various Forms

|
Figure 5-1:
Form

1040EZ,
Page 1.
|

A\

Department of the Treasury—Internal Revenue Service

Form Income Tax Return for Single and
1040EZ Joint Filers With No Dependents (o9 2006 OMB No. 1545-0074
/ Your first name and initial Last name \ Your social security number
Label . : R
(See page 11.) Q If a joint return, spouse’s first name and initial Last name ! Spouse’s social security number
Use the IRS | E E : :
label. X o Home address (number and street). If you have a P.O. box, see page 11. Apt. no. H You must enter
Otherwise, H : A your SSN(s) above.
please print E .
or type_ R City, town or post office, state, and ZIP code. If you have a foreign address, see page 11. . X
E Checking a box below will not
Presidential change your tax or refund.
Election
Campaign }
(page 12) Check here if you, or your spouse if a joint return, want $3 to go to this fund2 . . P I:, You D Spouse
1 Wages, salaries, and tips. This should be shown in box 1 of your Form(s) W-2.
Income Attach your Form(s) W-2. 1
Attach
Form(s) W-2 2 Taxable interest. If the total is over $1,500, you cannot use-Form 1040EZ. 2
here.
Enclose, but 3 Unemployment compensation and Alaska Permanent Fund dividends (see page 13). 3
do not attach,
any payment. 4 Add lines 1, 2, and 3. This is your adjusted gross income. 4
5 If someone can claim.you (or your spouse if a joint return) as a dependent, check the
applicable box(es) below and enter.the amount from the worksheet on back.
D You |:| Spouse
If no one can claim you (or your spouse if a joint return), enter $8,450 if single;
$16,900 if married filing jointly. See back forexplanation. 5
6 Subtract line 5 from line 4. If line 5 is larger than line 4, enter -0-.
This is your taxable income. »
Payments 7 Federal income tax withheld from box 2 of your Form(s) W-2. 7
8a Earned income credit (EIC). 8a
and tax
b Nontaxable combat pay election. 8b
9  Credit for federal telephone excise tax paid. Attach Form 8913 if required. 9
10 Add lines 7, 8a, and 9. These are your total payments. > 10
11 Tax. Use the amount on line 6 above to find your tax in the tax table on pages
24-32 of the booklet. Then, enter the tax from the table on this line. 11
Refund 12a If line 10 is larger than line 11, subtract line 11 from line 10. This is your refund.
Have it directly If Form 8888 is attached, check here P> D 12a
deposited! See
page 18 and fill  p b Routing number | | | | | | | | | | » ¢ Type: D Checking D Savings
in 12b, 12c,
i tbdor o o LT T T T T T T T T T T T[]
Amount 13 If line 11 is larger than line 10, subtract line 10 from line 11. This is
you owe the amount you owe. For details on how to pay, see page 19. > 13

Third party Do you want to allow another person to discuss this return with the IRS (see page 19)? D Yes. Complete the following. ONo

i Designee’s Phone Personal identification

designee et . » ( ) number (PIN) >
sl n Under penalties of perjury, | declare that | have examined this return, and to the best of my knowledge and belief, it is true, correct, and

g accurately lists all amounts and sources of income | received during the tax year. Declaration of preparer (other than the taxp ayer) is based
here on all information of which the preparer has any knowledge.
Joint return? Your signature Date Your occupatioh Daytime phone number
See page 11. ( )
gere)?oﬁrwpy Spouse’s signature. If a joint return, both must sign. Date Spouse’s occupation
records.

. . Date Preparer’s SSN or PTIN
Paid Preparer’s Check if P

, signature self-employed O
preparer S Firm’s Pamfe (or ) EIN :
yours if self-employed),

use Dnly address, and ZIP_code Phone no. ( )
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 23. Cat. No. 11329W Form 1040EZ (2006)

If you can’t file Form 1040EZ, all is not lost. You may be able to use another simplified form:
1040A (see “Who Can File a 1040A?” later in this chapter).

Filling Out a 1040EZ

The IRS has provided nice little boxes where you can put your numbers (but please leave off
the dollar signs). What a considerate organization!
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Line 1: Total wages, salaries, and tips

Enter your wages (from box 1 of your W-2 form). If your employer hasn’t provided you with
this form by January 31, 2007, go squawk at your payroll and benefits department. If you
still don’t have that W-2 in hand by February 15, phone the IRS and let them know. If you're
interested in what all those boxes on your W-2 mean, see Chapter 6, line 7.

Line 2: Taxable interest income of $1,500 or less

Enter your interest income on line 2. You can locate this amount in boxes 1 and 3 of your
1099-INTs, which your bank and other investment companies should provide. If this amount
is more than $1,500, you can’t use the 1040EZ. Sorry!

Line 3: Unemployment compensation and
Alaska Permanent Fund dividends

Once upon a time, unemployment compensation wasn’t taxable. But that was before “tax
reform.” To report your unemployment compensation received during the tax year, enter on
line 3 the amount from box 1 of Form 1099-G that your state sends you.

Although you can elect to have tax withheld at the rate of 10 percent on your unemploy-
ment, so you won’t be caught short next April 15, this offer is one that most people are
likely to refuse. Form W-4 V, Voluntary Withholding Request is used to request this election.
To turn on the withholding faucet, check box 5 of the form and submit it to the unemploy-
ment office where you file for benefits. After you voluntarily elect to have 10 percent
withheld, you can change your mind — just file a new Form W-4V with your unemployment
office and check box 7.

To get the lowdown on Alaska Permanent Fund dividends, skip ahead to line 13 in the 1040A
section of this chapter. Please don’t be annoyed when we ask you to refer to different sec-
tions. We're asking you to do it because we don’t want to bore you by constantly having to
repeat the same instructions all over the place.

Line 4: Adjusted gross income

Add the amounts of lines 1, 2, and 3 together and enter the total here. The figure on line 4 is
your adjusted gross income (AGI).

Line 5: Deductions and exemptions

From your AGI, you have to subtract your standard deduction and personal exemption. The
amount you can deduct is indicated to the left of the boxes, but you first have to take the
IRS yes-or-no test. The question asks if someone can claim you (or your spouse if a joint
return) as a dependent. If you can answer “no,” then enter either $8,450 if you're single, or
$16,900 if you're filing a joint return with your spouse, and move on.

If your answer is yes to yourself (and/or your spouse, if married filing joint), check the
appropriate box on line 5, and then complete the worksheet on the back of Form 1040EZ to
find the amount you can deduct from your income. That’s because if someone else is enti-
tled to claim you as a dependent, you aren’t entitled to a personal exemption for yourself.
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As an example, pretend that you're preparing the return of a teenage dependent who earned
$3,300 last summer. Because we know that at first glance this worksheet (on page 2 of the
form) looks intimidating, we help you wade through it.

Line A. Enter the amount of her wages A $3,300
Additional amount allowed by law _$250

$3,550

Line B. Minimum standard deduction B. $850
Line C. The larger of Aor B C. $3550
Line D. Maximum standard deduction if single D. $5,150
Line E. The smaller of Cor D E. $3,550
Line F. Exemption amount (because you claim her, enter 0) F. 0
Line G. Add lines E and F and enter that amount on line 5 G. $3,550

on Form 1040EZ

Whether you're able to take the full amount of the deduction or are limited because you (or
your spouse) is someone else’s dependent, you should feel good about this number that
you're deducting from your taxable income. The IRS is effectively saying that this amount of
income is tax-free to you.

Line 6: Taxable income

Subtract the amount that you entered on line 5 from line 4, and enter the remainder here.
Line 6 is your taxable income. If line 5 is larger than line 4, enter zero (-0-).

Line 7: Federal income tax withheld

Enter your federal tax withheld (shown in box 2 of your W-2) here. Your federal income tax
withheld is the amount of tax that you already paid during the tax year. Your employer with-
holds this money from your paycheck and sends it to the IRS. Don’t overlook any
withholding from box 4 of Forms 1099-INT or 1099-G, the forms where interest income and
unemployment compensation are reported.

Line 8a: Earned income credit (EIC)

Single filers whose adjusted gross income (from line 4) is less than $12,120 may be eligible
for the EIC (see Chapter 14 for more details about this credit). The credit can be as high as
$412 for a single filer with no kids and is subtracted from your tax. For joint filers with no
kids, the income limit is $14,120. If you don’t owe tax, the credit is refunded to you. You
don’t have to compute the credit. Just look up the credit for your income in your instruction
booklet and enter that amount here.

A number of studies show that almost a third of the people who claim the EIC have no right
to do so. So here’s what happens to people who get caught. In addition to all the penalties
the IRS can impose, anyone who fraudulently claims this credit is ineligible to claim it for
ten years. For taxpayers who are merely careless or intentionally disregard the rules, the
penalty is two years.
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Rounding off dollars

No pennies please, even though the form has a column  to 99 cents to the next dollar. If you have one W-2 for
for cents. You're supposed to round to the nearest dollar ~ 5,000.55 and another for 18,500.73, enter 23,501 ($5,000.55
when filling out your 1040, 1040A or 1040EZ. Drop + $18,000.73 = $23,501.28) not $23,502 ($5,001 + $18,501).
amounts under 50 cents and increase amounts from 50

N\Il.l]jq'?/‘

Line 8b: Nontaxable combat pay election

\I\EMBQ,& Income you earn while performing military service in a designated combat zone is exempt
from income tax, and generally speaking, it’s also excluded from the definition of earned

& income for the purpose of calculating the EIC. This exclusion is good, if the amount of that
income, including your Basic Allowance for Housing (BAH) and your Basic Allowance for
Subsistence (BAS), would otherwise push you over the limit to claim the EIC. For some
people, though, excluding this income eliminates all earned income from your return.
In this case, you may elect to include your nontaxable combat pay for the purpose of
calculating the EIC. If you make this election, fill in the amount of your nontaxable combat
pay in line 8b, add it to any other earned income you have, and then proceed with calculat-
ing your credit.

Line 9: Credit for federal telephone excise tax paid

In one of the odder tax twists this year, and as a result of several tax court cases that didn’t
go the IRS’s way, the IRS has agreed to stop collecting federal excise tax on long distance
phone calls. The IRS also has agreed to refund the tax collected, retroactive to services that
were billed after February 28, 2003.

The IRS will allow you to claim either the actual amount of tax you paid in the period from
February 28, 2003, through May 25, 2006, as a credit, or will allow you to claim a safe-harbor
amount. Check out Chapter 14 to find out more about how to claim this credit.

Line 10: Total payments

Add the amounts on lines 7, 8, and 9, and put the sum here.

Line 11: Tax

To figure your total federal income tax for the year, look up the amount on line 6 in the tax
tables (available at www. irs.gov) for your income bracket and filing status. For example, if
you're single and your taxable income (on line 6) is $32,100, find the row for $32,100 to
$32,150 and read across to the “Single” column. In this example, your tax is $4,589.

When you’ve found the appropriate row and column for your taxable income and filing
status — and while you have your finger in the right place — enter the amount here on
line 11.
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Line 12a: Refund time!

The last computation that you have to make is quite simple. Look at lines 10 and 11. If the
amount on line 10 is larger than line 11, you’re going to get a refund. Just subtract line 11
from line 10 and enter the amount on line 12a. The amount on 12a is your refund!

You can have your refund deposited directly into your bank account, which should speed
up your refund by more than three weeks. However, a number of people we know are reluc-
tant to take the IRS up on this offer. Their reason: “The IRS knows too much about me
already.”

\\3

If we haven’t scared you away, the sample check in Figure 5-2 shows you how to get the
information that the IRS needs to wire the money to your account from your check. Your
routing number referred to on line 12b is the nine-digit number at the bottom left in Figure
5-2. On line 12¢, check the type of account and then enter your account number on line 12d,
which is the number to the right of the routing number in Figure 5-2.

If you can’t decide which of your accounts you want your refund deposited to, you can now
choose to have your refund split between as many as three accounts, including your IRA or

Health Savings Account (HSA). If you want your refund deposited to more than one account,
fill out Form 8888, Direct Deposit of Refund, and attach it to the back of your return. Check
out Chapter 8 to find out more about this new option.

If the numbers on the bottom of your check are confusing or you have only a savings
account, don’t hesitate to call your bank. Anyone answering the phone should be able to tell
you the bank’s routing number over the phone. You can lift your account number right off
your bank statement. It’s that EZ!

PAUL MAPLE 1234
LILIAN MAPLE
123 Main Street 15-0000/0000
Anyplace, NY 10000 20
PAY TO THE |—|
ORDER OF O\ | $

DOLLARS

I ANYPLACE BANK

Number

Figure 5-2; | Anyplace, NY 10000 4 ing 11p)
A sample | For
check. | | (@5000000%) (200000 8D 1234
|

Line 13: Amount you owe

Yes, you guessed it. When the amount on line 11 is larger than that on line 10, you still owe
because you didn’t have enough tax withheld during the year. Subtract line 10 from line 11
and enter the amount on line 13. Fess up and pay up.

Plastic anyone? Whether you file your return electronically or by mail, you can charge the
balance due with a toll-free call or Web site visit. Official Payments Corp. (888-2-PAY-TAX,
that’s 888-272-9829 or www.officialpayments.com) and Link2Gov Corp. (888-PAY-1040,
that’s 888-729-1040, or www.PAY1040.com) accept Visa, MasterCard, American Express, and
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Discover payments, and partial payments are allowed. You can pay the balance on your
2006 return, make estimated tax payments (Form 1040ES), and make a payment when you
request an extension of time to file.

The four reasons why paying with plastic isn’t especially attractive are

v Credit-card companies often charge an obscene rate of interest of 20 percent or higher.

v Resolving billing disputes can prove to be a nightmare. After you make a payment, you
can’t cancel it. You can place a stop payment on a check.

v Credit-card companies may potentially release confidential information when they sell
the mailing list of their customers, which most of them do.

v Credit-card holders (that’s you) pay a “convenience fee” of about 2.49 percent on top of
their interest charges, because the IRS doesn’t pay the fee that credit-card companies
normally collect from merchants. You'll be advised of the “convenience fee” right
upfront. If it’s too high, hang up.

We can think of better ways to earn frequent-flier miles.

The new and friendlier IRS has become quite ingenious! It constantly is coming up with
more convenient (convenient for whom?) direct payment methods such as:

v Paying by telephone. The IRS has your bank deduct your payment directly from your
account. You can make balance due, estimated tax (Form 1040ES), and extension of
time to file payments (Form 4868) this way. To sign up for this marvelous option, dial
800-555-4477.

v Paying electronically. Electronic filers will be prompted to a payment option that
allows for the direct payment from your account by your bank. You can file early and
direct your bank to send what you owe on April 16, 2007. That’s the last day this
delayed payment option is available.

Finishing up

If you're filing a paper return, don’t forget to attach your W-2s (and any other tax forms that
you may have received that show amounts of tax withheld, such as a 1099-INT) to your
return. Staples are just great! (And staples are preferable to tape and paper clips. You don’t
want your W-2s going one way at IRS Central and your tax return going another.)

If you owe money, make your check payable to the “United States Treasury,” and write your
Social Security number in the lower-left corner of the front of your check, along with the
notation “2006 Form 1040EZ income tax” — just in case the folks at the IRS think you're
trying to make a payment on your new boat but sent them the check by mistake.

Finally, sign your return and mail it, together with your check (but don’t staple your check to
your return — just leave it loose in your return envelope, together with your stapled return)
to the IRS Service Center for your area. Normally, an addressed envelope is provided with
your tax form. If you don’t have the address, see the addresses provided on the back cover
of your tax instruction booklet, which is also available on the Internet at www.irs.gov.

If you're filing electronically just keep your W-2’s (and 1099-INTs, if you have them) in a safe
place so you’ll have them to show the IRS if the IRS comes calling. Any money you owe can
be deducted directly from your bank account by filling in the correct routing information
(see Chapter 4 for specific details). The computer program you use guides you through all
the finishing steps, including providing your electronic signature. The final step is to click
the button and send your return. What could be E-Zer?
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With electronic filing, you can prepare and file your taxes on one date, and arrange to make
the payment on another. Through the wonders of modern technology (and the IRS’s willing-
ness to be somewhat flexible), you can instruct the IRS not to take the money for your 2006
taxes from your account until April 16, 2007 (remember that April 15, 2007, is a Sunday)
even though you may have filed your return in February or March. And who said the IRS
wasn'’t flexible?

Who Can File a 1040A?

\\3
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If you don’t meet the requirements to file a Form 1040EZ, but you really don’t think your sit-
uation is that complicated, you may be able to file a Form 1040A (the so-called “Short
Form”). You may file a Form 1040A if you meet all the following requirements:

»* You have income only from wages, salaries, tips, taxable scholarships, fellowship grants,
pensions or annuities, taxable Social Security benefits, withdrawals from your individual
retirement account (IRA), unemployment compensation, interest, and dividends.

v Your taxable income (line 27, page 2) is less than $100,000. That’s not your total
income. That’s your income after all allowable deductions.

» You aren’t itemizing your deductions.

When you meet all the criteria for filing Form 10404, be sure to check the section “Who Can
File a 1040EZ?” earlier in this chapter to determine whether you can file the even easier
Form 1040EZ.

You can also use Form 1040A (see Figure 5-3) and claim the EIC (including making the non-
taxable combat pay election), the deduction for contributions to an IRA, nondeductible
contributions to an IRA, the credit for child and dependent care expenses, the credit for the
elderly or the disabled, child tax credits, education credits, or the student loan interest
deduction. You may use the 1040A even if you made estimated tax payments for 2006, or if
you can take the exclusion of interest from series EE U.S. Savings Bonds issued after 1989.

You can’t use 1040A if you received a capital gain distribution on Form 1099-DIV that
includes entries in boxes 2b, 2¢, or 2d. Why? Drop down to line 10 to find out.

Completing Form 1040A

We hope you’ve already figured out your filing status and exemptions. If you need help, see
Chapter 4. You can round off to the nearest dollar so you don’t have to fiddle with pennies.
See the sidebar “Rounding off dollars,” earlier in this chapter.

Line 6: Exemptions through line 9b:
Oualified dividends

Amazingly enough (because the IRS rarely does anything that makes much sense), the first
part of Form 1040A and Form 1040 are identical. So check out the Form 1040 instructions in
Chapter 6 to find out how to complete Lines 6 through 9b of your 1040A.
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Form Department of the Treasury—Internal Revenue Service
1040A U.S. Individual Income Tax Return (99) 2006 IRS Use Only—Do not write or staple in this space.
Your first name and initial Last name N OMB No. 1545-0074
Label . - -
H Your social security number
(See page 18) | L ! X .
A 1 : :
E If a joint return, spouse’s first name and initial Last name H Spouse’s social security number
Use the L ! P P
'
' '
IRS label. H | Home address (number and street). If you have a P.O. box, see page 18. Apt.no. ! You must enter
i E
g‘eh:sr;”';:ht R H A your SSN(s) above. A
E " - :
or type. Gity, town or post office, state, and ZIP code. If you have a foreign address, see page 18. Checking a box below will not
Presidential change your tax or refund.

Election Campaign p» Check here if you, or your spouse if filing jointly, want $3 to go to this fund (see page 18)

» [ you

D Spouse

Filing 1 Single 4[] Head of household (with qualifying person). (See page 19.)
status 2 [] Married filing jointly (even if only one had income) If the qualifying person is a child but not your dependent,
Check only 3 [ Married filing separately. Enter spouse’s SSN above and enterthis child's namehere.>-
one box. full name here. » 5 @uaﬂing widow(er) with dependent child (see page 19)
Exemptions 6a [J Yourself. If someone can claim you as a dependent, do not check Eﬁggﬁed on
box 6a. 6a and 6b -
b D sPouse - r q )jf o No.sof cnildren
¢ Dependents: . 4) V/if qualifying ~ on 6c who:
pe (2) Dependent's social (::g;?g::rﬁ;nés child for chid e lived with
(1) First name Last hame security number you tax cred|51(see you _
If more than six pa i e did not live
dependents, H H with you due
see page 21. H Y to divorce or
i 1 _ (see page 22)
A H L D
H 1 on 6¢ not
s s == entered above
) B Ad — Adt‘ll_ numbers |
d Total number of exemptions claimed. above P j
Income A M
Attach 7 Wages, salaries, tips, etc. Attach Form(s) W-2. 7
Form(s) W-2 . . .
here. Also 8a Taxable interest. Attach Schedule 1 if required. 8a
attach b Tax-exempt interest. Do not include on line 8a.  8b [
Form(s) 9a Ordinary dividends. Attach Schedule 1 if required. 9a
1099-R if tax b Qualified dividends (see page 25). 9b [
was withheld. n P TRT—
10 Capital gain distributions (see page 25). 10
If ytouv?/idz"m 11a IRA 11b Taxable amount
et a W-2, see H i i
gage o distributions. 11a (see page 25). 11b
12a Pensions and 12b Taxable amount
Enclose, but do annuities. 12a (see page 26). 12b
not attach, any - —
payment. 13 Unemployment compensation, Alaska Permanent Fund dividends, and
jury duty fees. 13
14a Social security 14b Taxable amount
benefits. 14a (see page 28). 14b
15 Add lines 7 through 14b (far right column). This is your total income.  » 15
Adjusted 16  Penalty on early withdrawal of savings (see
gross page XX). . 16
income 17 IRA deduction (see page 28). 17
18 Student loan interest deduction (see page 31). 18
19 Jury duty pay you gave your employer (see
page XX). 19
20 Add lines 16 through 19. These are your total adjustments. 20
21 Subtract line 20 from line 15. This is your adjusted gross income. P 21

For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 58.

Line 10: Capital gain distributions

If you own mutual funds, you may be the recipient of capital gain distributions. How can you
tell? If you receive a Form 1099-DIV and box 2a has a number in it, you've received a capital
gain distribution on which you’re going to owe some tax.

Cat. No. 11327A

Form 1040A (2006)

Normally, you’d include your capital gain distributions with your other capital gains
on Schedule D (see Chapter 12), which would mean, of course, that you couldn't file a
Form 1040A. However, if your only capital gain income comes in the form of distributions
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from mutual funds (box 2a only of the 1099-DIV, mind you), and if you fit the profile of a
Form 1040A filer in all other regards, you're off the hook. Just fill in the total amount from
box 2a of your 1099-DIV into line 10 of your 1040A.

Before leaving line 10, remember that if you want the reduced capital gain rates to apply,
you must use the capital gain worksheet in your instruction booklet when you get to line 28.
That’s the line where you compute your tax. We supply you with a worksheet in Chapter 8
so you can make this tax-saving computation.

Lines 11a and 116: Total IRA distributions

The custodian of your IRA, bank, or investment company should send you a Form 1099-R,
Distributions from Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance
Contracts, etc., by January 31 for the prior tax year if you withdrew money from your IRA.
The amount in box 1 of this form is entered on line 11a, and the amount in box 2a is entered
on line 11b. Because this is an IRA, the amounts in boxes 1 and 2a are usually the same.

But if you made nondeductible contributions to your IRA, not all the money you withdraw is
taxable. To compute what’s taxable in such instances, you're going to have to fill out Form
8606, Nondeductible IRAs (see Chapter 6 for the lowdown on IRA distributions). If you
elected to have tax withheld on your IRA payments, don’t forget to enter the tax withheld
(from box 4 of your 1099-R) on line 39, together with the tax withheld from your paychecks
as reported on your Form W-2.

Lines 12a and 12b: Total pensions and annuities

If you received income from a pension or an annuity during 2006, the payer will provide you
with a 1099-R showing the amount you received in box 1 and the taxable amount in box 2a.
(See Chapter 6 to find out whether the pension plan computed the correct amount.) Enter
the amount from box 1 on line 12a and the amount from box 2a on line 12b. If income tax
was withheld, enter the amount from box 4 on line 39, along with the tax withheld from your
salary as indicated on your W-2. To understand what all those boxes on your 1099-R mean,
flip to Chapter 6.

Line 13: Unemployment compensation, Alaska
Permanent Fund dividends, and jury duty fees

If you received unemployment compensation in 2006, you’ll receive a Form 1099-G, Certain
Government and Qualified State Tuition Program Payments from your state early in 2007.
Enter the amount you find on box 1 of that form on line 13 of your 1040A (see Chapter 6 to
find out more about this issue).

If you were forward thinking enough when you put in your unemployment claim, you may
have had 10 percent income tax withheld from your payments. Be sure to include any
amounts you find in box 4, Tax Withheld, on line 39 of your 1040A.

As for Alaska Permanent Fund dividends, when you think of Alaska, you may picture open
spaces, clean air, and plenty of snow. All true, but you also need to think of all that oil hiding
underneath the tundra. And thanks to the oil, every year residents receive a small cash divi-
dend, ranging in value from between $500 and $2,000, depending on the year. Although
normal dividends and distributions are reported on Form 1099-DIV, distributions from the
Alaska Permanent Fund aren’t; the state sends a notice of payment instead.
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Let the IRS figure your tax

Instead of you struggling with the math that's part of
every income tax form, you may want the IRS to figure
your tax for you. For 1040EZ and 1040A filers who don’t
want the hassle, letting the IRS compute your tax after
you enter your basic information on the forms is
headache-free. If you're entitled to a refund, the IRS will
send you a check. If you owe money, the IRS will bill you.
And if you're entitled to the earned income credit or
credit for the elderly or disabled, you dont have to spend
hours filling out the forms.

Be careful, though: Even the IRS makes mistakes (no kid-
ding!). If you're entitled to one of the credits, check the
IRS computation (the credits will be itemized on it) when
you receive your bill or refund check.

Here's how 1040EZ filers do it: On lines 1 through 8, fill in
the lines that apply to you. If your income is less than
$12,120, you may be entitled to the earned income credit.
So print “EIC” on line 8, in the blank space to the right of
the text, “Earned income credit (EIC).” By doing this, you
alert the IRS that you're entitled to the earned income
credit.

Attach your W-2s. Sign your return and send it to the IRS
Service Center for your area. Ignore all the “subtract this
line from that and enter it here” on Form 1040EZ. The IRS
does all that fun stuff.

For 1040A filers, fill in any of lines 1 through 26 that apply.
If you're entitled to a credit for child and dependent care

expenses, you must complete Schedule 2 (the child and
dependent care form) and attach it to your return. Enter
the amount of credit on line 29.

If you're entitled to claim a credit for the elderly or the
disabled, attach Schedule 3, and, on lines 1 through 9 of
Schedule 3, check the box for your filing status (single,
married, and so on). On Form 1040A, line 30, in the space
to the right of the words “Schedule 3,” print “CFE.” You
won't have to tackle this nightmarish form. The IRS will
prepare it for you.

If you're entitled to the earned income credit, the IRS will
fillin the credit for you. Print “EIC” in the blank space on
line 41. Fillin page 1 of Schedule EIC and attach it to your
1040A.

Fillin lines, 31, 32, 33, 34, and 37 if they apply.

Sign your return. Attach your W-2s and make sure that
your Schedule 2 or 3 is attached if you're claiming any
childcare or elderly and disabled credits. If you're claim-
ing a child, adoption, or education credit, attach the
appropriate schedules. Mail your return to the IRS
Service Center for your area.

Here's a warning, however: Although this method sounds
EZ, it may lead to a false sense of security because you
may overlook something like an important deduction that
can work to your tax advantage. Also, the IRS isn't infal-
lible and may make an error.
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For folks in Alaska, if you're filing Form 1040EZ, enter your distribution from the Permanent
Fund on line 3. For 1040 filers, it goes on line 21. In case you're asking who makes up these
rules, aliens from outer space wouldn’t be a wild guess.

For those individuals lucky enough to sit on a jury in 2006 who received payment from the
court for the experience, line 13 is also where you need to include your jury pay. You need
to declare this income, even if you have to give it to your employer because they continued
to pay you during your jury service. If you fall into this category, put the full amount of your
jury duty fees on line 13, and then deduct them on line 19.

Lines 14a and 14b: Social Security benefits

Sad to say, but for many of you who have diligently saved for your retirement years, or for
those of you who continue to work even after you've begun collecting Social Security bene-
fits, you may owe some income tax on those benefits. If you have any income other than
your Social Security, you probably want to check out Chapter 6 to see if a portion of your
benefits is taxable.
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If, after you’ve completed the worksheets, you find you have some taxable Social Security
income, enter the total amount of your Social Security (box 5 of your Form SSA-1099) on line
14a and the taxable portion on line 14b. If on the other hand you don’t need to include any
part of your Social Security benefits in your taxable income, don’t even bother filling out
line 14a. The IRS doesn’t want to know this information unless there’s some tax involved.

To make paying your taxes easier, Congress passed a law that enables you to have tax with-
held on your Social Security at rates of 7 percent, 10 percent, 15 percent, or 25 percent, so
that you won’t owe a bundle next April 15. Send Form W-4V, Voluntary Withholding
Request, to the Social Security folks when you want tax withheld.

Line 15: Total income

Here you put the total of lines 7 through 14b. All those numbers to add!

Line 16: Penalty on early withdrawal of savings

If you cash a Certificate of Deposit before its maturity date, chances are good that you’ll
have to pay a penalty. Line 16 is where you can deduct the amount of that penalty. You can
find the correct amount on your Form 1099-INT in box 2, which your bank has to mail to you
by January 31, 2007.

Line 17: Your (and your spouse’s) IRA deduction

If you think the government wants you to save for your retirement, you're right! IRA rules
have become much more flexible in the last few years. You're now entitled to deduct up to
$4,000 ($5,000 if you're age 50 or older) for yourself, and another $4,000 for your spouse
($5,000 if age 50 or older), even if he or she isn’t working at a paid job. All you need is
enough earned income (wages) to cover the total amount of IRA contributions you're
making. And, of course, nothing in this life comes without a price. Your contributions may
be limited if you, or your spouse, is eligible to participate in a retirement plan at work.
Check out Chapter 7 and 20 for more about IRAs and IRA phaseout amounts.

Tax-deductible and nondeductible IRAs, along with Roth IRAs, now are somewhat more flexi-
ble savings vehicles with more people eligible to contribute to them. See Chapter 20 for
details.

Line 18: Student loan interest deduction

You can deduct up to $2,500 of interest that you paid on a loan used to pay for higher educa-
tion (what comes after high school) and certain vocational school expenses. Ask the
vocational school whether it qualifies for this deduction if you have to borrow to pay the
tab. The interest you paid is reported on Form 1098-E, Student Loan Interest Statement.

You must meet a host of rules before you can nail down this deduction. The main rule is
that if you're single, the deduction quickly gets whittled away after your income hits $50,000
and disappears altogether at $65,000. For joint filers, it starts to shrink at $105,000 of
income, with the deduction getting wiped out at $135,000. In Chapter 7, we explain who’s
entitled to the deduction, for how many years it can be claimed, and what loans and educa-
tion expenses qualify. You can deduct interest for the full term of the loan rather than
merely for 60 months, which was the case prior to 2002.
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The beauty of the student loan interest deduction is that you don’t have to itemize your
deductions to claim it. You can still claim the standard deduction (see “Line 24: Standard
deduction”) if you also have this deduction. As with any loan, where the amount still owed
decreases over time, you pay the most interest at the beginning of the payback period and
the least at the end. So, if you're just starting to repay your student loans, you're in luck. If
you're close to the end, the deduction’s not worth much, but congratulations! Your educa-
tion is almost all paid off!

Line 19: Jury duty pay you gave your employer

If your employer continued to pay you while you sat on a jury, you probably had to hand
over any check you received from the court to your boss. No problem! Even though you
have to declare the amount you received from the court on line 13, you can deduct any
amounts you gave to your employer here, on line 19.

Line 20: Total adjustments

Add lines 16 through 19. What could be easier?

Line 21: Adjusted gross income

Now you get to subtract the total of the deductions that you claimed on lines 16 through 19
and entered on line 20 from your total income (line 15). Do the subtraction and enter that
amount here.

You may be entitled to claim the EIC, and now is the time to check out Chapter 14 to see if
you qualify.

Line 22: Successful transcription of adjusted
gross income to back of Form 1040A

You enter your adjusted gross income on line 22 (which you already totaled on line 21). Be
careful; don’t transpose numbers!

Lines 23a and 23b: Standard deduction questions

Check the appropriate box(es). If you or your spouse is 65 or older (born before January 2,
1942) or either of you is blind, you're entitled to an increased standard deduction. To figure
the increased amount, refer to Chapter 9. Enter that amount on line 24.

If you're married filing separately and your spouse itemizes deductions, check box 23b and
enter zero (-0-) on line 24. You aren’t entitled to any standard deduction because both you
and your spouse must use the same method. Unless you want to claim a zero standard
deduction because your spouse is itemizing his or her deductions, you must abandon using
Form 1040A to be able to itemize your deductions on the regular 1040.

/7
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Line 24: Standard deduction

So many choices! Find your filing status and enter the number here.

v~ Single: $5,150

+* Head of household: $7,550

v Married filing jointly or qualifying widow(er): $10,300
v Married filing separately: $5,150

If you checked the first box on line 23a because you're older than 65, you're entitled to
increase your standard deduction by $1,000 if married, and by $1,250 if single. If you
checked box 23b, enter zero (-0-) on this line. For someone who is single, blind, and older
than 65, the standard deduction is increased by $2,500 for a total of $7,650. If you and your
spouse both are older than 65, your standard deduction of $10,300 increases by $2,000 for
a total of $12,300. If all the boxes on line 23a are checked (older than 65 and blind), the
increase in the standard deduction is $4,000, for a total of $14,300.

<MBER
é"\&‘ If your parent or someone else can claim you as a dependent, go to Chapter 9 to compute
your standard deduction. Enter that amount (instead of the standard deduction to which all
others are entitled).
\‘&N\BER
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If you think that you can get a higher deduction by itemizing your deductions on Schedule A,
you can'’t file with Form 1040A. The standard deduction versus itemized deduction option is
available only when filing Form 1040.

Line 25: IRS subtraction quiz

Go ahead and subtract the amount you have on line 24 from your adjusted gross income on
line 22. Put the result of this mathematical computation here. If you ended up with a
number on line 24 that was larger than the one on line 22 (and you started to wonder how
you can subtract a larger number from a smaller number), you have to start over from the
beginning. No! Just kidding! If line 24 is larger than line 22, you enter (-0-) on line 25.

Line 26: Total number of exemptions times $3,300

If the amount on line 25 is $112,875 or less, multiply the number of exemptions you claimed
on line 6d by $3,300 and enter the total here. If you housed someone displaced by Hurricane
Katrina, you may be entitled to an additional exemption amount of $500 per person (up to
four people) if they stayed with you for at least 60 days, and if they are unrelated to you.

After the amount on line 25 is more than $112,875, your personal exemptions begin to phase

out. If you fall into this category, Chapter 4 helps you calculate your limited exemption
amount.

Line 27: Taxable income

Now subtract the amount on line 26 from line 25, and carefully place that number here. Well
done! You've arrived at your taxable income.
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Line 28: Find your tax

Using the tax tables (available at www. irs.gov) to find your tax means that you don’t have
to make a mathematical computation to figure your tax. For example, if you're single and
your taxable income is $43,610, look up the bracket between $43,600 and $43,650 and read
across to the single column. The appropriate tax is $7,464.

If you have entries on your Form1040A on lines 9b or 10, stop! Don’t use the tax tables, or
you’ll pay more than you have to. Use the tax computation worksheet that we provide at
line 44 in Chapter 8 or the qualified dividends and capital gain worksheet in the Form 1040A
Instruction Booklet.

We hate to be negative, but more and more taxpayers are finding themselves snagged by the
Alternative Minimum Tax (AMT). Fortunately, if you're otherwise able to file a Form 1040A,
your chances of falling into this category are small; however, if you have a large family and
are claiming many dependents, the AMT may just catch you. If your filing status is single or
head of household and your taxable income on line 27 is $42,500 ($62,550 for married filing
joint, and $31,275 for married filing separately), check out the worksheet in your Form
1040A instruction booklet and do the calculations.

If you're subject to the AMT, add the amount from line 25 of the worksheet in your instruc-
tion booklet to the amount from the tax tables (or from your qualified dividends and capital
gain tax worksheet), and then place the total on line 28 of Form 1040A. To the right of the
amount, place “AMT” so the IRS knows you’re not giving them extra money out of the good-
ness of your heart.

Line 29: Credit for child and
dependent care expenses

Use Schedule 2 to figure this amount. Chapter 14 explains exactly who qualifies, and how to
fill out this form.

Line 30: Credit for the elderly or the disabled

Use Schedule 3 to compute this credit. Schedule 3 is substantially the same as Schedule R of
the Form 1040, and we show you how to fill out both of these forms in Chapter 14.

Line 31: Education credits

“The more you learn, the more you earn.” The government likes it when you further your
education because it can collect more tax.

If you, your spouse, or one or more of your dependents, attended a post-secondary school
during 2006, you may qualify for the Hope Scholarship Credit, the Lifetime Learning Credit,
or both. In order to get the credits, though, you need to fill out Form 8863, Education
Credits (Hope and Lifetime Learning Credits). We explain the credit and show you how to
complete the form in Chapter 14.
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Line 32: Retirement contributions credit

This credit is designed to encourage joint filers with incomes below $50,000 ($37,500 for
heads of households and $25,000 for single filers) to save for retirement. Once again, there
are all sorts of rules and regulations surrounding who may use this credit and under what
circumstances. We tell you if you’re entitled to this credit in Chapter 14 and, if so, how to
complete the Form 8880, Credit for Qualified Retirement Savings Contributions.

Line 33: Child tax credit

If you have dependent children, you can cut your income tax bill by up to $1,000 per child.
Welcome to the child tax credit. Of course, not every taxpayer qualifies due to income limits
on the credit (although if you're filing a Form 10404, you most likely do qualify). And not
every dependent child qualifies. Chapter 4 explains which children qualify and which don’t.
Remember, to be eligible for this credit, a child must be a U.S. citizen or resident and under
age 17 on December 31, 2006.

To compute the child tax credit, the IRS directs you to a worksheet in your instruction book-
let. We lay out a plain English version in Chapter 14.

There are two types of child tax credit available to you:

v~ Child tax credit: Most people who are eligible to claim this credit will find it easy to
compute. This credit is nonrefundable, so you actually have to have some tax showing
on line 28 in order for it to be valuable.

v~ Additional child tax credit: This credit is refundable (you may get more tax back than
you actually paid in), so it comes into play only when the regular child tax credit exceeds
your tax. People with three or more kids get to compute the refundable credit two ways
and then choose the method that produces the largest refund. If you have fewer than
three kids, you can use only one method, which — if nothing else — makes your tax
return less complicated. You compute whether you’re entitled to the additional credit on
Form 8812, Additional Child Tax Credit. Enter the amount from line 13 of Form 8812
on line 41.

Line 34: Total credits

To compute your total credits, add the amounts from lines 29 through 33, and enter them
here.

Line 35: Another IRS subtraction problem

Gee whiz, it never ends, does it? Now subtract your total credits (line 34) from the amount
on line 28. Enter that remainder here. However, if your total credits are more than the
amount on line 28, you get the easy way out and can enter zero (-0-).

Line 36: Advance earned income payments

This amount is in box 9 of your W-2s, which your employer provides for you.
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By filing Form W-5, EIC Advance Payment Certificate, with your employer, you don’t have to
wait until you file your return to claim this credit. Depending on the amount of your wages
and your filing status, up to $1,648 (the 2006 maximum amount — it increases every year)
can be added to your paycheck throughout the year. This advance payment is available only
when you have at least one qualifying child — see line 6 in Chapter 8.

Line 37: Total tax

Add lines 35 and 36 to arrive at your total tax.

Line 38: Total federal income tax withheld

Add together the amounts from box 2 of all your W-2s and W-2Gs, plus any amounts that are
listed in box 4 on your 1099-INT, 1099-G, 1099-R, and 1099-DIVs. These amounts have been
withheld from payments you have received or amounts that you have already paid to the
U.S. Treasury during 2006. Be careful not to miss any payments — you want to get credit for
what you’ve already paid!

Line 39: 20006 estimated tax payments
and amount applied from 2005 return

The U.S. income tax system is based on a “pay-as-you-go” system — you’re supposed to pay
your tax on income as you earn it, not at the end of the year after you've figured out how
much you’ve earned. Accordingly, if you don’t have taxes withheld from your income, you
need to make periodic payments to the IRS in order to pay as you go. Chapter 15 goes into
great detail about how you go about making these payments. What you need to know here
is that if you’ve made estimated income tax payments throughout the year, fill in the
amount of those payments here on line 39.

If you have overpaid your current year’s tax, you may elect to apply that overpayment
against your next year’s tax liability. This is a reasonably common practice, especially if
you're a taxpayer who must make estimated tax payments (as opposed to withholdings). If
you elected to apply your 2005 overpayment to your 2006 tax liability, you should add that
amount to your estimated tax payments and put the total on line 39 of your Form 1040A.

Line 40a and 40b: Earned income credit
and nontaxable combat pay election

Just as with the Form 1040EZ, if your adjusted gross income (AGI) falls below certain levels,
you may be entitled to the earned income credit (EIC). Check out Chapter 14 for the income
limits for this credit as well instructions for how to fill out Schedule EIC. Whether you're
filing a Form 1040A or a Form 1040, you need to complete and attach this form to your
return in order to get the credit.

In order to qualify for the 2006 EIC, your income needs to fall below the following amounts:
Married filing joint with no children — $14,120, with one child — $34,001, with two or more
children — $38,348; Single with no children — $12,120, with one child — $32,001, and with
two or more children — $36,348. Unfortunately, even if your income is within the allowed
limits, if you have investment income from interest, dividends, and capital gains of more
than $2,800, you're just out of luck. This credit is intended to benefit people whose income
is almost entirely from working.
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The credit can be as high as $4,536 for someone with two kids. The exact amount of the
credit is based on your income, filing status (married or single), and whether you have one,
two, or no children. If the credit exceeds your tax, the difference is refundable. Not bad!

Anyone who fraudulently claims the EIC is declared ineligible to claim it for ten years. For
people who are reckless or intentionally disregard the rules, the penalty is two years. The
IRS initiated a program in 2004 where 25,000 filers had to precertify that their children lived
with them for more than six months to be eligible for the credit. The IRS actually wanted to
contact twice as many filers, but Congress wouldn’t let them.

If you served in a military combat zone in 2006, and you want to include a portion of your
nontaxable combat income in order to get the most advantage from EIC, you can. Check out
line 8b of the 1040EZ earlier in this chapter to see how you make the election.

Line 4 1: Additional child tax credit

This is the refundable portion of the child tax credit that we explain in “Line 33: Child Tax
Credit.” To get part of the credit refunded, you have to file Form 8812, Additional Child Tax
Credit. Flip back to line 33 for a quick refresher. You can find instructions for Form 8812 in
Chapter 14.

Line 42: Credit for federal
telephone excise tax paid

It may seem extremely picky (tax law usually is), but the IRS has recently been on the losing
side in several court cases regarding federal taxes on long distance telephone calls. As a
result of these losses, the IRS has decided to stop charging this tax going forward. Good
news, but it only gets better. They're also allowing you to claim back amounts you were
charged between February 28, 2003 and May 25, 2006.

If you're a careful record keeper and have all your long-distance phone bills back to February,
2003, terrific! Haul those babies out, add up the federal taxes you paid, and place the total on
line 42. If you're missing a few of those bills (or more), and can’t absolutely reconstruct what
you paid, all is not lost. We show you how to calculate the credit on Form 8913 in Chapter 14.
Place your total credit on line 42 of Form 1040A, and be sure to attach Form 8913 to your
return. You want the IRS to see that you didn’t pluck this number out of thin air.

Line 43: Total payments

Now you get to add. Find the sum of lines 38, 39, 40a, 41, and 42.

Line 44: We smell refund!

Subtract your total tax (line 37) from your total payments (line 43) — if line 37 is smaller
than line 43. Here’s your refund! Don’t spend it all in one place.

Although refunds are fun, a large refund is a sign that you made the IRS an interest-free loan.
More was withheld from your salary than should have been. You can lower the amount of
tax withheld by filing Form W-4 with your employer’s payroll department. See Chapter 15 for
a quick guide through this form.
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Lines 45a and 46: What to do with your refund

If you have a refund but think you’re going to owe tax in 2007 and can’t trust yourself to
hang on to the cash, you may want to apply some or all of the refund toward next year’s tax
(do this on line 46).

Applying the refund toward next year’s tax is an excellent option for people who must make
quarterly estimated payments, because doing so can significantly reduce the amount of
those payments and perhaps even eliminate the first of those payments, which is due on
April 16, 2007. This way your money works for you. For example, say you must make an esti-
mated payment of $1,500 for 2007 on April 16, and you’ve overpaid your 2006 taxes by
$1,000 (the amount on line 44 of your 2006 return). If you apply the entire $1,000 overpay-
ment toward the $1,500 estimated tax that is due, you have to pay only $500 instead of
paying the full $1,500 and you don’t have to wait for your $1,000 refund. After you make this
choice, you can’t change your mind and ask for it back. You can, however, claim it as an
additional payment on your 2007 return.

Lines 45b—d: Direct deposit of your refund

You can speed up the receipt of your refund by almost three weeks and minimize the chances
of its loss or theft by requesting that it be deposited directly to your account. Note: Consider
whether you want to share this type of confidential and personal information — your bank
account numbers. See the instructions under “Filling out a 1040EZ,” earlier in this chapter. If
you want your refund deposited into your bank account, jot down the routing number from
one of your checks on line 45b. (That’s the nine-digit number shown in Figure 5-2.) On line 45c,
check the type of account. Your account number is the number to the right of your routing
number as shown in Figure 5-2; enter your account number on line 45d.

If you're interested in splitting your refund between as many as three accounts, now you
can. Check out the information in Chapter 8 on what you need to know about Form 8888,
Direct Deposit of Refund.

Line 47: Amount you owe

Those are three of the most dreaded words in the English language. If the amount on line 37
is greater than that on line 43, subtract line 43 from line 37. Put your Social Security number
on the check and write “2006 FORM 1040A” on the line at the bottom left of your check.
Make out the check to the United States Treasury.

If you want to charge what you owe on a credit card, read our cautions in “Line 12: Payment
due” in the “Filling Out a 1040EZ” section, earlier in this chapter. You can also have the IRS
withdraw the balance you owe directly from your account. How’s that for a friendlier IRS!

Line 48: Estimated tax penalty

If you owe $1,000 or more in tax, and the sum of the estimated tax payments you made in
2006 plus your withholding doesn’t equal either 90 percent of your 2006 tax or 100 percent
of your 2004 tax (so-called “Safe Harbor”), you’ll be assessed a penalty. You can escape this
penalty in a number of ways. Form 2210, Underpayment of Estimated Tax, which we dis-
cuss in detail in Chapter 15, is used to both compute or to escape the penalty. Chapter 18
has valid excuses that should work.
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Final Instructions

If you're filing your return using snail-mail, put your John or Jane Hancock on your form.
(That means sign it, okay? Don’t get funny and write in John Hancock, the IRS doesn’t have
our sense of humor.) Staple your W-2s and any 1099s where tax was withheld to the front of
your return. If you owe money, place your check or money order separately in the mailing
envelope; the IRS doesn’t want your payment stapled, clipped, taped, or superglued to your
return. Mail your return and payment to the IRS Service Center for your area. Check out the
IRS Web site (www.irs.gov) for the correct address if you're missing the preaddressed
envelope that comes with your Form 1040A instruction booklet.

If you're filing electronically, check out “Finishing up” earlier in this chapter for the instruc-
tions for what to do for a 1040EZ. The process to electronically file a 1040A is exactly the
same.
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In This Chapter
Deciphering your W-2

Reporting different types of incomes on your 1040

Comprehending your 1099-R

Understanding exemptions and other income stuff

|
Figure 6-1:
The Income
section of
Form 1040
lists how
much you
made in
2006.

urely you remember the old war slogan “Divide and conquer!” (We think Alexander the
Great or some other real famous warrior said it.) Well, that’s our strategy here. We
break down each section and each line of Form 1040 and pound each one into submission.

Note: You're going to be jumping into a deeper section of the pool here. If you're unsure
about which Form 1040 to use (EZ, A, or the “long” version), you need to take one step back
to Chapter 5. Likewise, if you're unsure of your filing status (single, married filing separately,
married filing jointly, head of household), take two steps back to Chapter 4.

Now for Chapter 6, which deals with the guts of the return, the income section (see Figure
6-1). Each heading has the specific line references of Form 1040 listed first. After you go
through a segment, plug the correct number onto the same line of your 1040 and move on.

7  Wages, salaries, tips, etc. Attach Form(s) W-2 . . . . . . . . 7

Income 8a Taxable interest. Attach Schedule B if required . . s . . . . 8a
Attach Form(s) b Tax-exempt interest. Do not include on line 8a . . l-8p | |
W-2 here. Also 9a Ordinary dividends. Attach Schedule B if required . R - - . . . . 9a
eﬁ;gh;‘c:irms b Qualified dividends (see page 23) . . &l—l_
1099-R if tax 10 Taxable refunds, credits; or offsets of state and Iocal income taxes (see page 23) . 10
was withheld. 11 Alimony received .. . . . . . . 1

12  Business income or (loss). Attach Schedule C or C EZ N 12

13  Capital gain or (loss). Attach Schedule D if required. If not requlred check here P D 13
If you did not 14  Other gains or (losses). Attach Form 4797 . . 9 . Y g . . . . 14
geta W-2, 15a IRAdistributions .  |15a ] | | b Taxable amount (see page 25) | 15b
see page 22. > n | | |

16a Pensions and annuities /[16a b Taxable amount (see page 25) 16b
Enclose, but do 17  Rental real estate, royalties, partnerships, $ corporations, trusts, etc. Attach Schedule E 17
not attach, any 18 Farmincome or(loss). Attach-Schedule F . . . . . . . . . . 18
payment. Also, . 19
please use 19  Unemployment compensation . . . . . . . . . . . .
Form 1040-V. 20a Social security benefits [ 20a | | | b Taxable amount (see page 27) | .20b

21 Other income. List type and amount (see page 29) _ . _ . _ ..o .-. 21

22 Add the amounts in the far right column for lines 7 through 21. This is your total income » | 22

Lines 6a—0d: Exemptions

On lines 6a—6d, you need to list everyone for whom you can claim an exemption amount
(which reduces your taxes) on this return. Check box 6a for yourself (unless someone else
can claim you as his or her dependent). If you're married and filing a joint return, check box
6b, too. List all of your dependents in the 6c table. You need each person’s first and last
names, their Social Security numbers, and their relationship to you. Check the box next to
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each name (line 6¢ (4)) if the dependent qualifies for the child tax credit. Remember, the
days of writing “Applied For” in the Social Security boxes are long gone; if you don’t list a
valid Social Security number here, the IRS will disallow that exemption.

The list to the right of boxes 6a, 6b, and table 6¢ simply add up all the information you’ve
already indicated.
1. On the first line, count one for yourself and one for your spouse (maximum of two).

2. On the second line, add up the number of dependents you’ve listed in table 6¢c who
lived with you for a majority of the year.

3. On the next line, put the number of dependents you’re claiming who didn’t live with
you due to divorce.

4. On the fourth line, put the number of dependents who aren’t listed on either of the
two lines directly above.

5. When you’ve completed all the lines, add them up, and place the total in the 6d box
directly below these numbers.

This is the number of exemptions you may claim on this return.

If you're not clear on whether someone is, or isn’t, your dependent, or whether they qualify
for the child tax credit, check out Chapter 4 for all the dependency rules and regulations.

Lines 7-22: Income

Income is, in brief, money or something else of value that you receive regardless of whether
you work for it. Most people know that wages earned from toiling away at jobs are income.
But income also includes alimony, certain interest, dividends, profits on your investments,
and even your lottery winnings or prizes won on Wheel of Fortune.

In this chapter, you discover the meaning of all those little slips of paper you receive from
your employer, your bank, your investment firms, Social Security, your state government,
and anyone else who may have paid you some money during the year. We show you how to
use all this information to complete lines 7 through 22, the “Income” section of Form 1040.
You can round off to the nearest dollar, so you don’t have to fiddle with pennies. It only
takes a minute or two; we promise.

Line 7: Wages, salaries, tips

If you work for an employer, you'll receive the famous Form W-2, Wage and Tax Statement,
which your employer is required to mail to you no later than January 31, 2007. This form
helps you find out what you earned during the year and how much your employer withheld
from your wages for taxes.

You need to have your Form W-2 in front of you in order to fill in an amount on line 7 (see
Figure 6-2). You may notice that you have three or four pages of the same W-2, or that you
have multiple copies on the same page. Why? You mail Copy B with your federal return; you
file Copy C with your neat and organized tax records; and you affix the state copy (Copy 2)
to your state return. If you have a fourth copy, you can either keep it with Copy C, or you
can circular file it — the choice is yours. Your employer has already sent Copy A to the folks
at the Social Security Administration. If you look at the lower-left corner of your W-2s, you
see what to do with each copy.
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Figure 6-2:
Form W-2
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a Control number For Official Use Only »
22 Void
D OMB No. 1545-0008
b Employer identification number (EIN) 1 Wages, tips, other compensation 2 Federal income tax withheld
¢ Employer’s name, address, and ZIP code 3 Social security wages 4 Social security tax withheld
5 Medicare wages and tips 6 Medicare tax withheld
7 Social security tips 8 Allocated tips
d Employee’s social security number 9 Advance EIC payment 10 Dependent care benefits
e Employee’s first name and initial Last name Suff.| 11 Nonqualified plans gZa See instructions for box 12
P
___________________________________________________________ s
13 e g TR |12
i
S
14 Other JZC
P
12d
c
H
i
S
f Employee’s address and ZIP code

15 State Employer’s state ID number 16 State wages, tips, etc. 17 State income tax 18 Local wages, tips, etc. 19 Local income tax 20 Locality name|

w 2 Wage and Tax E D U E Department of the Treasury—Internal Revenue Service
Form - Statement For Privacy Act and Paperwork Reduction
Copy A For Social Security Administration — Send this entire page with Act Notice, see back of Copy D.
Form W-3 to the Social Security Administration; photocopies are not acceptable. Cat. No. 10134D

Do Not Cut, Fold, or Staple Forms on This Page — Do Not Cut, Fold, or Staple Forms on This Page

If you're self-employed and you don’t receive a W-2, you get to skip this line, but you're
going to end up doing tons more work completing Schedule C so you can fill in line 12 of the
1040. For farmers, it’s Schedule F. Retirees can skip ’em both — one of the many perks of
retirement!

If your W-2 is wrong, contact your employer to have it corrected as soon as possible.
Otherwise, you'll pay too much or too little tax — and you wouldn’t want to do that. If you
didn’t receive your W-2, call your employer. If that doesn’t work, file Form 4852, Substitute
for Form W-2, Wage and Tax Statement, or Form 1099-R, Distributions from Pensions,
Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance Contracts, Etc., which is a
substitute for missing W-2s (and missing 1099-Rs). The magnanimous IRS allows you to esti-
mate your salary and the amount of tax withheld on this form. You then attach Form 4852
to your tax return. You can get that form or any other form by calling the IRS toll-free at
800-829-3676 or downloading it from the IRS Web site at www.irs.gov.

What those W-2 boxes mean

Each of the numbered boxes on your W-2 contains either welcome information (like your
gross income, which momentarily makes you feel rich) or the type of information that
surely will have you shaking your head in disbelief (such as the total amount of different
types of taxes that you paid throughout the year, which effectively makes you feel poor
again). If you notice in this discussion that we’re skipping over some of those little boxes,
rest assured that we explain them when we need to in later chapters.

Box 1: Wages, tips, and other compensation

Your taxable wages, tips, other compensation, and taxable fringe benefits are listed here. This
box is a biggie. Everything but the kitchen sink was thrown into box 1. Common examples are
your salary, your tips, and the taxable portion of any fringe benefits like the personal-use part
of your company car. Other stuff that your employer tossed into box 1 includes back pay,
bonuses, commissions, severance or dismissal pay, and vacation pay.
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Because box 1 is a catchall, the figure in it may be larger than your actual cash salary. Get it
over with — fill in the amount on line 7. If you have one or more W-2s, add ’em up and put in
the total.

Box 8: Allocated tips

If you worked in a restaurant and didn’t report all your tip income to your employer, box 8
includes the difference between your share of at least 8 percent of the restaurant’s income
and what you reported. This amount doesn’t mean that you're entitled to this money. Your
employer figures what 8 percent of the restaurant’s income amounts to. This is the mini-
mum amount of tip income the employees have to pay tax on. Your employer then
computes your share, which doesn’t let you off the hook. The IRS can always audit the
restaurant’s books and determine, for example, that the tip rate was in fact 15 percent.
Ouch! This income isn’t reported in box 1. Therefore, you must add it to the amount on
Form 1040 (line 7). You must also enter this amount on Form 4137, Social Security and
Medicare Tax on Unreported Tip Income. You get an earful about this form in Chapter 8.

Box 9: Advance EIC (Earned Income Credit) payment

If you filed a Form W-5, EIC Advance Payment Certificate, with your employer in 2006, you
may have already received all, or a portion, of the Earned Income Credit (EIC) you're enti-
tled to for 2006. (You can obtain Form W-5 from your employer, by phoning the IRS at
800-829-3676, or by accessing the IRS Web site at www.irs.gov.) If so, you'll find the prepaid
amount in box 9 of your Form W-2. When the time comes, you're going to add this amount
back to the tax you calculate before subtracting off the full amount of your EIC. This may
sound confusing now, but you need to trust us here — it works!

Check out Chapter 8 to find out if your income qualifies you to take the Advanced EIC and
the EIC. If you do, we can show you how to fill out Schedule EIC.

Box 10: Dependent-care benefits

If your employer has a daycare plan or provides daycare services, this box includes the
reimbursement from your employer for daycare costs or the value of the daycare services
that your employer provides. If you have elected to put up to $5,000 into a Section 125 (cafe-
teria plan) to pay qualified dependent care expenses, the amount you put into that plan will
also be included here. Any amount over $5,000 is taxable to you, and has been included in
box 1 — don’t report it again!

You need to fill out Form 2441, Child and Dependent Care Expenses if you're filing a Form
1040, or Schedule 2, Child and Dependent Care Expenses for Form1040A Filers if you're
filing a Form 1040A. Other than a slight difference in name, these forms are identical and are
used for two reasons:

v To find out if you qualify for the child and dependent care credit (and how much that
will be)

v To see if any portion of the dependent care benefits shown in box 10 of your Form W-2
is taxable

Take a look at Chapter 14 to discover how to complete these forms. They’re not difficult, but
you do need to do some information gathering beforehand.

If your box 10 shows less than $5,000, but your Form 2441 (or Schedule 2) indicates that a
portion of the amount you had deducted for dependent care is taxable, add that amount to
line 7 of your 1040 (or 1040A), and write “DCB” (dependent care benefits) next to it.

Box 12: See instructions for box 12

This cryptic message is meant to direct you to the instructions on the reverse side of your
W-2 to find out what the symbols in this box mean. This box includes your 401(k) or 403(b)
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contributions, the premium on group life insurance of more than $50,000 (that amount also
is included in box 1), nontaxable sick pay, employer contributions to your medical savings
account, and uncollected Social Security and Medicare taxes on tips that you reported to
your employer (and that your employer wasn’t able to collect from you — the letter “A” will
be next to the amount). Uncollected Social Security tax is added to your final tax bill and is
reported on Form 1040 (line 63) along with other taxes that you owe. Next to it, write “UT,”
which stands for uncollected tax on tips. A list of codes, A through BB, on the back of your
W-2 explains what each code stands for in box 12. Some of the items entered in boxes 12a
through 12d also are entered in box 1 (Wages); others aren’t. If an amount in box 12 of your
W-2 is already included in box 1, make sure that you don’t enter it again on line 7 of your
1040. You don’t want to pay more tax than you have to, do you? A silly question, but we
thought we’d ask it anyhow.

Box 13: Statutory employee

Full-time life insurance salespeople, agents, commission drivers, traveling salespeople, and
certain homeworkers can file as self-employed rather than as employees. This status
enables them to deduct their business expenses on Form 1040, Schedule C (Profit or Loss
From Business) or on Schedule C-EZ.

Don’t report the amount of your W-2’s box 1 on line 7 of your Form 1040 if you want to
deduct your business expenses and “Statutory Employee” in box 13 is checked. Report your
wages and expenses on Schedule C or Schedule C-EZ. By doing it this way, you’ll be able to
deduct all your travel, entertainment, auto, and other business-related expenses instead of
having to claim them as itemized deductions. (See Chapter 11 for loads of Schedule C stuff.)
Line 1 of Schedules C and C-EZ has a box to check if you're claiming business expenses as a
statutory employee.

Different definitions of what you earned

Many of the boxes on your W-2 include wage informa-
tion that you don't need to include on your Form 1040.
Think of them as FYI boxes. They simply show you the
different ways that the IRS computes income for assess-
ing different taxes.

For example, box 3, “Social Security wages,” reports the
amount of your wages for the tax year that is subject to
Social Security taxation (not the benefits that the Social
Security Administration is paying you!). Your Social
Security wages may differ from your wages as reported
in box 1 because some types of income are exempt from
income tax but aren’t exempt from Social Security tax.
For example, if you put $3,000 in a 401(k) retirement plan
in 2006, box 3 is going to be $3,000 higher than box 1.

Box 5, “Medicare wages and tips,” reports the amount of
your wages that is subject to Medicare tax. For most
people, their wages that are subject to Medicare equal
their total wages that are reported in box 1. Although the
amount of your wages that is subject to Social Security
tax is 6.2 percent up to $94,200, there is no maximum on
wages subject to the 1.45 percent Medicare tax.

Box 7, “Social Security tips,” is the amount of tips that
you received and reported to your employer. This amount
isincluded in box 1, so don't count it again!

Box 11, “Nonqualified plans,” pertains to retirement
plans in which you can’t defer the tax. Distributions to an
employee from a nonqualified or a nongovernmental
Section 457 (Deferred Compensation Plan) are reported
in box 11 and in box 1. Distributions from governmental
Section 457 plans are reported on Form 1099-R. Be
thankful that this box applies to only a few people.

Box 12, “See instructions for box 12, is for entering
401(k) contributions (code D), adoption benefits (T),
Archer medical savings accounts (R), and excludable
moving expenses (P). Taxable fringe benefits, such as
your personal use of a company car and reimbursed
employee business expenses, are included in box 1 of
your W-2 and not here.

The first $5,250 of employer-paid educational expenses is
tax-free. Although benefits above that amount are taxable,
see Chapter 9, lines 20-26, to determine whether you can
claim a deduction for any portion of the taxable amount.
The exclusion now applies to graduate-level courses.
Aren't you glad you went back to school so that you can
understand all this stuff? Up to $205 per month of employer-
provided parking and $105 per month for the total of
commuter transit passes and commuter van pools are con-
sidered tax-free fringe benefits (these are the 2006
amounts). If, however, you opt for the cash, they're taxable.
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If the statutory employee box is checked, deducting your business expenses on Schedule C
or C-EZ is usually to your advantage. If you take them as a miscellaneous itemized deduc-
tion instead, 2 percent of your adjusted gross income (AGI) will be subtracted from your
total expenses (the infamous 2 percent haircut) and then you may lose even more if your
income is too high. Taking these deductions on Schedule C or C-EZ also keeps these
expenses out of the clutches of the dreaded Alternative Minimum Tax (AMT), which we
explain in Chapter 8. Finally, deducting these expenses on Schedule C lowers your AGI,
which means that you pay less tax.

Line 8a: Taxable interest income

Add up all of your interest income from boxes 1 and 3 of all of your Form 1099-INTs — if the
total is $1,500 or less, enter that amount on this line. If this amount is more than $1,500, you
must complete Schedule B (or Schedule 1, if you're filing a Form 1040A). No biggie! Schedule
B and Schedule 1 are both easy to complete, and are essentially identical, with the excep-
tion of a couple of questions regarding foreign accounts at the bottom of Schedule B. For
more information, you have permission to cruise to Chapter 10 to dive further into that
schedule. When you get the total, come back and fill it in. With the exception of municipal
bonds, all the interest that you earn is taxable. If you need examples, the IRS publications
have pages of them. But don’t report the interest that you earn on your IRA or retirement
account; that interest is taxed only when you withdraw the funds.

If you keep lots of your money in bank accounts, you may be missing out on free opportuni-
ties to earn higher interest rates. Chapter 22 discusses money market funds, a higher yielding
alternative to bank accounts, and shows you ways to keep more of your investment income.

Line 8b: Tax-exempt interest

Because municipal bond interest isn’t taxable, you're not going to receive a 1099. Your year-
end statement from your stockbroker includes this information. The IRS wants you to fill in
the interest that you received on tax-exempt bonds. Plug it in. Just so you know: Although
this interest isn’t taxable, the number is used to compute how much of your Social Security
benefits may be subject to tax.

Surprisingly, some people who invest money in tax-exempt bonds actually shouldn’t. These
people often aren’t in a high enough income tax bracket to benefit. If your taxable income
isn’t at least $30,650 and if you're filing as a single (or $61,300 if married filing jointly), you
shouldn’t be so heavily into tax-exempt bonds. You’'d be better off moving at least some of
your money into taxable bonds or stocks (where gains can be taxed at rates as low as 5 per-
cent, 10 percent, or 15 percent). See Chapter 22 for more information about investments
that are subject to more favorable tax rates.

Line 9a: Ordinary dividends income

In 2003, dividends were much in the news as President George W. Bush pushed through tax
changes that reduced the income tax rate on corporate dividends to 15 percent for most
people, and a measly 5 percent for lower-bracket (10 or 15 percent) taxpayers. So this
change must mean that when you receive your Form 1099-DIV, Dividends and
Distributions, everything on it will be taxed at no more than 15 percent. Right? Wrong!

Box 1a of your Form 1099-DIV includes the amount of all the ordinary dividends (not capital
gains), whether qualified for the lower rate or not. If you have more than one 1099-DIV, add
together all the amounts in box 1a, and plop the total on line 9a of your 1040 or your 1040A.
If you're using Schedule B or 1040A Schedule 1, you'll carry the number from line 6 of those
schedules over to line 9a of your 1040 or 1040A. Easy as pie!
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Form 1099-DIV includes all kinds of dividends and distributions from all sorts of companies,
credit unions, real estate investment entities, and so forth. Some of these may qualify for
the special “qualified dividends” tax rates, others don’t. If you have an entry in box 1b of
your 1099-DIV, make sure you check out Chapter 10 in great detail.

Although you aren’t required to file 1040 Schedule B or 1040A Schedule 1 when your divi-
dend income is less than $1,500, if you have more than a couple Form 1099-DIVs arriving in
your mailbox, you may want to anyway. One of the most common reasons for the IRS to con-
tact you is because what you report on your return doesn’t match the information they’ve
gathered about you from other sources. The more detail you can give on your return, the
easier it is to find the discrepancies when they occur. These schedules are probably the eas-
iest IRS forms ever devised, and you’ll have absolutely no problems in completing them.
Again, check out Chapter 10 to find out how to complete Schedule B.

Line 9b: Qualified dividends

It would be really easy for us to tell you to just add together all the amounts in box 1b of
your 1099-DIV and write that number onto line 9b of your Form 1040 or 1040A. Oh, if only
life were that simple.

Companies who can attest to whether or not their dividends qualify for the special rates fill
out Form 1099-DIVs; what they don’t know is whether or not you've held the stock for the
required period of time so that your period of stock ownership qualifies. Remember, in
order for a dividend to be eligible for these lower rates, not only does the type of dividend
payment matter, but also the length of time you’ve owned the security. Not all dividends
reported to you on line 9b qualify; only you can make that determination. Check out the
rules in Chapter 10 regarding qualifying dividends.

If you do finally end up with a number in line 9b of your 1040 or your 10404, you will overpay
your tax unless you use the tax computation worksheet that we provide at line 44 in Chapter 8
or the qualified dividend and capital gain worksheet in the Form 1040A Instruction Booklet.
Paying what you have to is bad enough, but if you ignore our advice and end up paying more,
don’t expect any thank-yous from the IRS. On the other hand, if you have only $10 of qualified
dividends, and you don’t have a tax software program that automatically calculates your tax,
we understand when you decide that making the computations necessary for your $10 to be
taxed at the lower 5 percent or 15 percent rates is hardly worth the hassle.

Because we've been talking about the 1099-DIV extensively here, just a quick heads up —
capital gains distributions that have been paid to you from either a mutual fund or from a
corporation during 2006 are reported to you here. If you have no other capital gains or
losses for 2006, you can list these gains on line 13, which is explained later in this chapter. If
you have other capital gains or losses to report, you're going to have to fill our Schedule D
first. Sorry!

Line 10: Taxable refunds, credits, or offsets
of state and local income taxes

If you itemized your deductions last year and deducted your state or local income tax, and if
you either received a refund of a portion of that tax or applied a portion of what you paid
last year to this year’s tax liability, you have to declare that portion as income. When you
think about it, adding back this amount that you deducted from your income last year to
income this year is only fair. If you didn’t itemize your deductions last year and you
received a refund, you're off the hook.
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State and local tax refunds that you receive are reported on Form 1099-G, a form that your
state department of revenue sends to you. If you chose to apply part or all of your 2005
state tax overpayment to your 2006 estimated state or local tax payments that you have to
make (instead of having it refunded), the overpayment still is considered a refund even
though a check wasn’t sent to you. Box 2 of Form 1099-G has the amount of your refund.

Check to see what tax year your refund is for before you begin celebrating because you
used the standard deduction in 2005. Sometimes (and we can’t imagine why this happens),
refunds are delayed for months, and years, so the check you may have received recently
could be for, say, tax year 2004. If so, you need to check back at those years before you
decide to trash the Form 1099-G that’s just arrived. The rule regarding whether you need to
include these older refund amounts in income this year is based on whether or not you
itemized in the year that’s being refunded. If you itemized in 2004 and have just received
your 2004 refund, you have to declare it as income.

But, like just about every tax rule, there is an exception. For example, your refund isn’t tax-
able if you claimed the standard deduction in a prior year instead of itemizing your
deductions.

Even though you may itemize your deductions, only the part of your refund that represents
the amount of your itemized deductions in excess of the standard deduction is taxable. That
means you have to do some number crunching to make this computation. The following
worksheet (see Table 6-1) gives you the answer. Suppose that your 2005 state refund was
$800, you filed jointly, and your itemized deductions were $10,500.

Table 6-1 State and Local Income Tax Refund Worksheet
Example Your Computation
1. Enter the income tax refund from Form(s) 1099-G 1. $800 1.
(or similar statement).
2. Enter your total allowable itemized deductions 2. $10,500 2.
from your 2005 Schedule A (line 28).
3. Enter online 3 the amount shown below for the 3. $10,000 3.
filing status claimed on your 2005 Form 1040:
Single — $5,000

Married filing jointly or qualifying widow(er) — $10,000
Married filing separately — $5,000
Head of household — $7,300

4. If you didn't complete line 39a on your 2005 4. $0 4,
Form 1040, enter -0-. Otherwise, multiply the
number on your 2005 Form 1040, line 39a, by $1,000
($1,250 if your 2005 filing status was single or
head of household) and enter the result.

5. Add lines 3 and 4. 5. $10,000 5.
6. Subtractline 5 from line 2. If zero or less, enter -0-. 6. $500 6.
7. Taxable part of your refund. Enter the smaller of 7. $500 1.

line 1 or line 6 here and on Form 1040, line 10.
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Line 11: Alimony received (by you)

Because the person who pays the alimony can deduct these payments from his or her tax-
able income (on line 31a), the spouse who receives these payments must include alimony as
taxable income. You report alimony received on line 11. You'll know the figure to enter by
consulting the divorce decree or separation agreement.

You need to know what alimony is before you can report it as income or deduct it as an
expense. The alimony rules aren’t simple — why should they be? why simplify divorce? —
but we try our best to clear them up. We offer a more detailed explanation of alimony in
Chapter 7.

Here’s an important tip about alimony and about separate maintenance payments and IRAs.
These payments are considered income from employment that entitles you to set up and
make deductible contributions to an IRA. Basically, if you receive taxable alimony, you can
set up an IRA and deduct what you contribute to it — 100 percent of your alimony and
employment income up to $4,000 (or $5,000 if you’re age 50 or older), is deductible.
However, your deduction may be reduced or eliminated if you're covered by a retirement
plan through your work. See Chapter 20 for more on how to set up IRAs. Chapters 7 and 20
give the lowdown on IRAs, which come in deductible and nondeductible varieties, and Roth
IRAs, which are always nondeductible.

Line 12: Business income (or loss)

If you're self-employed, you must complete a Schedule C to report your business income
and expenses. If you just receive an occasional fee and don’t have any business expenses,
you can report that fee on line 21 as other income. And remember, if you're a statutory
employee (a life insurance salesperson, agent, commission driver, or traveling salesperson,
for example), report the wages shown in box 1 of your W-2 form on Schedule C along with
your expenses. How do you know if you're a statutory employee? Simple, box 13 of your W-2
will be checked. For a quick reminder on this statutory employee title, check out “What
those W-2 boxes mean” at the beginning of the chapter.

As a general rule, you're better off reporting your self-employment income on Schedule C, if
you're eligible. Although slightly more complicated than entering your income on line 21,
you can deduct business-related expenses against your income on Schedule C, and that can
lower your income and the tax that you have to pay.

The amount that you enter on line 12 is the result of figuring and jumbling that you do on
Schedules C or C-EZ, which is a shorter version. Check out Chapter 11 to dive into that
material.

Line 13: Capital gain (or loss)

You don’t have to be Bill Gates to have a capital gain or loss. (We bet that Bill has mostly
gains. How about you?) You have a capital gain when you sell stocks, bonds, or investment
property for a profit. When you sell an asset like your house for a profit, you have a gain
that may be taxable (we cover the rules on the exclusion from tax on home sales in Chapter
12), but you have a nondeductible loss if you lose money on the sale of your house. Losses
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on other investments — such as stocks, bonds, and mutual funds — made outside of retire-
ment accounts are generally deductible. Capital gains and losses get reported on Schedule D
with the net result being reported here. If all you have are capital gain distributions from a
mutual fund, you can skip Schedule D and enter your capital gain distribution(s) on line 13.
Don’t forget to check that little box to the left of the amount you entered on line 13, if under
this rule you’re not required to file Schedule D. See Chapter 12 for a more in-depth explana-
tion of capital gains and losses and of Schedule D.

Line 14: Other gains (or losses)

You guessed it, grab another form — Form 4797, Sales of Business Property. Fill out that
form and enter the final figure on line 14. Use Form 4797 when you sell property that you've
been depreciating (such as a two-family house that you've been renting out). We explain
this form in Chapter 12.

Lines 15a and 156: Total IRA distributions

One of the benefits from all those years of hard work and diligent savings is that someday,
hopefully, you’ll be able to enjoy and live off the fruits of your labor. When you take distribu-
tions from your Individual Retirement Account (IRA), you’ll receive a Form 1099-R,
Distributions from Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs,
Insurance Contracts, etc.

Before we show you how to decipher the information on your Form1099-R, we must share
with you some important information if you haven’t yet started withdrawals and are getting
to the age where you should. (IRAs come in three varieties: deductible, nondeductible, and
Roth IRAs. See Chapters 7 and 20 for more on these investment vehicles.)

If you turned 70/ in 2006 and you haven’t begun taking distributions from your IRA yet, you
must take your first distribution by April 1, 2007. In addition, because you’re now required
to take annual distributions from your IRA, in 2007 you’ll be making two distributions to
yourself — one for 2006 (when you turned 70/5) and one for 2007.

If you fail to take a required distribution, the IRS assesses a 50 percent penalty on the
amount that you should have taken out. For example, a $4,000 required distribution that
you didn’t take will cost you a cool $2,000 in penalties. Ouch! You can request that the
penalty be excused if your failure to make a minimum distribution was caused by a reason-
able error or if you're taking steps to remedy the error. lllness, a computational error, or
incorrect advice are three examples of a reasonable error. You compute the 50 percent
penalty on Form 5329.

Note: The minimum withdrawal rule doesn’t apply to Roth IRAs; you can keep money in a
Roth IRA for as long as you want.

Don’t compound your error. If you discover you should have been taking distributions, start
now! The longer you delay, the more penalties will pile up, and the harder it will be for you
to make a case to abate penalties that have already been assessed. Only after you’ve begun
taking your distributions should you start trying to talk yourself out of the penalties that
the IRS has charged you. You need to attach a statement to your Form 5329 to explain why
you didn’t make the required distributions, and why you shouldn’t be penalized for that.
Some good reasons are math errors or illness. Be contrite (I'm sorry, this won’t happen
again, and I've fixed my mistake), and be convincing. The “dog ate my address book” proba-
bly won’t work here, but an unanticipated family upheaval probably will.
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Computing the amount you must withdraw
from retirement accounts

When you reach age 70, you must start withdrawing at
least a minimum amount from your retirement accounts.
The minimum amount you must withdraw at 70% is com-
puted by using the IRS life-expectancy table in this sidebar.
An important exception to using this life-expectancy table
benefits those of you with spouses who are more than 10
years younger than you. You can use a more advantageous
life-expectancy table. Using this other life-expectancy
table means that you're not required to take out as much as
with the standard life-expectancy table.

Here's an example of how to compute the minimum
amount that must be withdrawn: If you turn 70/ in 2007,
divide the value of your account on the preceding
December 31 — say it was $200,000 — by the number of
payout years next to your age in the life-expectancy
table. In your case, it's 27.4 years. So in 2007, you must
withdraw at least $7,299 ($200,000 + 27.4). In 2008 you'd
divide the balance in the account on December 31, 2007,
by 26.5.
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Minimum Distribution Life Expectancy Table

Age Payout Years Age Payout Years Age Payout Years
70 27.4 77 21.2 84 15.5
Al 26.5 78 20.3 85 14.8
72 25.6 79 19.5 86 14.1
73 247 80 18.7 87 13.4
74 23.8 81 17.9 88 12.7
75 229 82 17.1 89 12.0
76 22.0 83 16.3 90 11.4

The IRS Table goes to age 115 and older. Supplement to
Publication 590, Individual Retirement Arrangements
(IRAs) contains the entire table all the way to age 115 (it's
Table Il1), and the life-expectancy table for someone
whose spouse is more than 10 years younger (it's Table II).
If you're 70, and your spouse is 45, instead of having to use
274 years as your life expectancy, Table Il in Supplement
to Publication 590 enables you to use 39.4 years.

You can find three lifetime-expectancy tables in the
Supplement to Publication 590. Table IlI (illustrated in this
sidebar) is the Uniform Lifetime Table that IRA owners
use when they're required to start making withdrawals.
Table | (referred to as the Single Life Table) is for bene-
ficiaries of an inherited IRA. IRA owners whose spouses
are more than 10 years younger can use Table II.

Note: If you have more than one IRA account, you don’t
have to take a minimum amount out of each account.
Tally the total of all your IRAs before computing the min-
imum amount you must withdraw. You can take that
amount from any of your IRAs. With other types of retire-
ment accounts (non-IRAs), you have to withdraw the
minimum from each account.

Beginning in 2004, your bank or broker is required to
notify the IRS on Form 5498, IRA Contribution Information
(with a copy to you) that a minimum distribution from
your IRA was required. On the 2006 form, box 11 will be
checked to indicate that a minimum distribution is
required in 2007. They're also obliged to compute the
required minimum amount whenever asked to do so.

Even though the IRS instructs you to explain why the penalty should be excused and what

steps you have taken to correct the error and to attach that explanation to Form 5329,
Additional Taxes on Qualified Plans (Including IRAs) and Other Tax-Favored Accounts,
the IRS nevertheless requires that you pay the penalty as computed on lines 50-53 of Part
VIII, Form 5329. If the IRS believes that you made your case, it will refund the penalty.
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Because not parting with your money in the first place is a whole lot nicer, try this sugges-
tion: On lines 50-53 of Form 5329, write “See attached explanation of why the penalty
should be excused for reasonable error.” Call it our version of “Go now and only pay when
you have to.” The only downside to taking this step: If the IRS doesn’t waive the penalty,
you’ll have additional interest to pay.

Line 15a is for reporting money that you withdrew from your IRA during the tax year. If you

receive a distribution from an IRA, the payer — your bank or broker — sends you Form
1099-R (see Figure 6-3).

[Jvoib  [] CORRECTED

PAYER’S name, street address, city, state, and ZIP code 1 Gross distribution OMB No. 1545-0119 Dis?ribUtions I_=r_om
Pensions, Annuities,
Retirement or
$ 2@ 0 6 Profit-Sharing
2a Taxable amount Plans, IRAs,
Insurance
$ Form 1099-R Contracts, etc.
2b Taxable amount Total Copy 1
not determined D distribution D For
PAYER'’S federal identification RECIPIENT’S identification 3 Capital gain (included | 4 Federal income tax State, City,
number number in box 2a) withheld or Local
Tax Department
$ $
RECIPIENT’S name 5 Employee contributions | 6 Net unrealized
/Designated Roth appreciation in
contributions or employer’s securities
insurance premiums
$ $
Street address (including apt. no.) 7 Distribution IRA/ | 8 Other
code(s) SEP/
SIMPLE
O1ls %
City, state, and ZIP code 9a Your percentage of total [9b Total employee contributions
distribution % | $
1st year of desig. Roth contrib. |10 State tax withheld 11 State/Payer’s state no.| 12 State distribution
S ] S
$ $
Account number (see instructions) 13 Local tax withheld 14 Name of locality 15 Local distribution
S ] S
$ $
Form 1099-R Department of the Treasury — Internal Revenue Service

As a general rule, distributions made from an IRA are fully taxable unless you made nonde-
ductible contributions to the IRA, which we explain in the upcoming instructions for box 2a
of the 1099-R. Here’s a rundown of the important boxes that you need to read on your
1099-R to report an IRA distribution on Form 1040.

If you turn 70% in 2006 and wait until 2007 to take a distribution, the distribution you have to
take is computed on the balance in your IRA on December 31, 2005, not on December 31,
2006. The second distribution that you must take in 2007 is based on the balance in your
account on December 31, 2006.

Box 1: Gross distribution (Form 1099-R)

This box represents the amount of money that you withdrew from your IRA and that was
reported to the IRS. Make sure that it’s correct by checking to see whether the figure
matches the amount withdrawn from your IRA account statement. If you made a nonde-
ductible contribution to an IRA — that’s an IRA contribution for which you didn’t take a tax
deduction and thus filed Form 8606, Nondeductible IRAs — write the number from box 1
on line 15a of your Form 1040. The taxable portion of your IRA that you computed on Form
8606 is entered on line 15b. See Chapter 15 for information about how to fill out the form.
However, if your IRA distribution is fully taxable (see the next section), don’t make an entry
on line 15a; write the number on line 15b instead.
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Box 2a: Taxable amount

This box contains the taxable amount of your IRA distribution. However, the payer of an IRA
distribution doesn’t have enough information to compute whether your entire IRA distribu-
tion is taxable. Therefore, if you simply enter the amount reported in box 1 on Form 1040
(line 15b) as being fully taxable, you’'ll overpay your tax if you made nondeductible contri-
butions to your IRA. If you made nondeductible contributions, you must compute the
non-taxable portion of your distribution on Form 8606. And you must attach Form 8606 to
your return. We show you all you need to know about this form in Chapter 15.

Box 7: Distribution code

A number code is entered in this box if one of the exceptions to the 10 percent penalty for
distributions before age 59% applies:

v Code 2 — annuity exception
v Code 3 — disability exception
v Code 4 — death exception

v Code 7 — indicated in box 7 if you're at least 59% years old. That way the IRS knows
that the 10 percent penalty for an early distribution doesn’t apply. A transfer directly
from one IRA account to another doesn’t have to be reported to the IRS.

Distributions before 597

If you withdraw money from your IRA before you turn 59%, not only do you have to include
that amount in your income, but you also owe a 10 percent penalty on the taxable amount
that you withdrew (your nondeductible contributions aren’t subject to the 10 percent
penalty). The penalty is computed on Form 5329, Additional Taxes on Qualified Plans
(Including IRAs) and Other Tax-Favored Accounts. Attach the form to your return and
carry over the penalty to Form 1040 (line 60). The penalty doesn’t apply to IRA distributions
that are paid because of death or disability, paid over your life expectancy, or rolled over to
another IRA.

The 10 percent penalty also doesn’t apply to withdrawals from an IRA used to pay medical
expenses in excess of 7.5 percent of your income. Additionally, anyone receiving unemploy-
ment for 12 consecutive weeks can withdraw money to pay health insurance premiums
without paying the penalty. Self-employed people out of work for 12 weeks also can make
penalty-free withdrawals to pay their health insurance premiums.

The 10 percent penalty doesn’t apply to distributions paid over your lifetime or the joint lives
of you and your beneficiary. You can switch out of this method after you reach 59% and after
you’ve used it for five years — for example, you're 56 years old and need some dough. You
start taking out annual amounts based on your life expectancy. Read the IRS Supplement to
Publication 590 (Individual Retirement Arrangements) and then follow the illustration we pro-
vide in the sidebar, “Computing the amount you must withdraw from retirement accounts” for
the amount you have to withdraw every year. After receiving distributions based on your life
expectancy for at least five years, you can switch out of this method. At age 61, you can with-
draw the remaining balance or any part of it, if you want. You don’t have to make this election
for all your IRAs. You can use it with the IRA that has the largest or smallest balance.

Penalty-free (but taxable) withdrawals are allowed for the purchase of a first home and to
pay college expenses. This exception to the penalty includes the first home of you and your
spouse, child, or grandchild. Penalty-free withdrawals for higher education also apply to
you and education expenses of your spouse, child, or grandchild. Withdrawals for graduate
school also are penalty-free. No limits are placed on amounts that you withdraw for college
expenses. What expenses qualify? Tuition fees, books, and room and board — as long as the
student is enrolled at least on a half-time basis.
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A first home doesn’t mean your first ever — it simply means that you didn’t own one within
two years of the withdrawal. For example, you sold your home, lived in a rented apartment
for three years, and then purchased a new home — this purchase qualifies for the $10,000
penalty-free withdrawal. The homebuyer’s exception has a limit of $10,000, but you can
stretch the withdrawals over several years. For example, if you withdraw $3,000 in
December, you can withdraw $7,000 the following January. You must, however, use the
funds within 120 days of withdrawal to buy, build, or rebuild a “first home.” Your lifetime
limit is $10,000; so after you take out $10,000, that’s it.

A married couple can withdraw up to $10,000, penalty-free, from their respective IRAs. For
example, David and Betsy have their own IRAs; they can take out $10,000 from each
account, but they can’t take $20,000 from one account.

The rules for withdrawals from a traditional IRA and a Roth IRA are dramatically varied and
different from one another. Chapter 7 has the lowdown on Roth IRAs.

Transfers pursuant to divorce

The transfer of an IRA account as a result of a divorce or maintenance decree isn’t taxable
to you or your former spouse, nor is it subject to the 10 percent penalty provided your
divorce decree requires that you transfer all or part of your IRA to your former spouse, even
if one or both of you are younger than 59%.

You can take two approaches to making sure there is no 10 percent penalty assessed when
you transfer your IRA to your ex-spouse.

»* Your ex-spouse can open his or her own IRA, and then you make a so-called “trustee-to-
trustee transfer” between the accounts.

v In the case of a total transfer, you may decide just to rename the account you already
have, putting your spouse’s name and Social Security number on it instead of yours.

Don’t allow your current IRA custodian to hand you a check and then attempt to sign it over
to your ex-spouse. One hapless taxpayer recently discovered this mistake the hard way. He
withdrew the funds from his IRA and endorsed the check over to his ex-spouse. Although
the transfer was required by his separation agreement, he ran afoul of the requirement that
he didn’t transfer his interest in his IRA account. The Tax Court sided with the IRS in deter-
mining that his interest in his IRA was extinguished when he withdrew the funds.

Inherited IRAs

When you inherit an IRA, you usually have the option of either withdrawing the money and
paying tax on the amount withdrawn or taking the money out in drips and drabs so the IRA
can continue sheltering the balance in the account from tax. We say usually, because in
some instances the IRA owner predetermines whether at his or her death the account will
be paid out all at once or over time. The 10 percent penalty that normally applies to with-
drawals made to someone before he or she is 59/ doesn’t apply to beneficiaries.

Determining how the money is taken out of the IRA and over what period of time is based
on whether the account was left to a spouse (spouses have two additional choices that we
explain in the next section) or to someone else.
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Surviving spouse

If you're the sole beneficiary of your deceased spouse’s IRA, you can choose to roll that IRA
over into your own IRA. It can be a new IRA account (which we suggest) or an existing one.
A surviving spouse also can redesignate the account as his or her own by converting it to
his or her name as the owner. The advantage to rolling over your deceased spouse’s IRA
into yours or redesignating the account is that if you’re younger than 70%, you can delay
making withdrawals until you reach that age. The money in the account continues to grow,
tax-free. Another plus in electing to treat the account as your own is that you get to name
who you want to inherit what’s in the account at your death instead of the money going to
the beneficiary the original IRA owner selected to succeed you.

If you choose not to treat the IRA as your own, how you take the money depends on
whether your spouse was 70’ at the time of death. If your spouse died before the minimum
distributions began at age 70% or April 1 of the following year, you need not start withdraw-
ing the funds until the later of December 31 of the year following your spouse’s death or the
year in which he or she would have turned 70%. In that year, withdrawals are based on the
surviving spouse’s life expectancy, which is recalculated every year in accordance with the
Expectancy Table shown in Table I (single life) in the Supplement to Publication 590
(Individual Retirement Arrangements). If the surviving spouse doesn’t start making distribu-
tions over his or her life expectancy or waiting until his or her spouse would have turned
70%, then he or she has to withdraw the entire amount in the account by December 31 of the
year of the fifth anniversary of his or her spouse’s death.

If a surviving spouse dies before the IRA owner would have turned 70’% or before December 31
of the year following the IRA owner’s death, the life expectancy of the successor beneficiary is
used to determine the minimum distribution that must be made from that point on. In each
succeeding year, one is subtracted from that life-expectancy number. Here’s how it works. Say
the surviving spouse, Florence, age 60, was waiting until her spouse would have turned 70/
before starting to make withdrawals, and she died in 2006. The IRA was left to the couple’s
daughter, Judy, age 35. Judy decides not to take a distribution until 2007, the year following
the year of Florence’s death. Based on the Single Life Expectancy (Table [) in Supplement to
Publication 590, Judy’s life expectancy in 2007 is 48.5 years. The beneficiary’s life expectancy
begins in the year the distributions start, not the year of death of the IRA owner. In 2007, Judy
computes the amount that has to be withdrawn by dividing the balance in the account on
December 31, 2006, by 48.5 years. In 2008, her life expectancy is one less, or 47.5 years (48.5 -
1), and so on. If Florence had begun taking distributions because 2006 was the year her
spouse would have reached 70/, then Judy would be required to use Florence’s life
expectancy as determined in 2006, which, based on Table I, is 25.2 years. In subsequent years,
Judy would subtract one from that amount to determine how much she needed to withdraw.

When your deceased spouse had already begun taking distributions because he or she had
reached that magic age of 70%, the surviving spouse has the following two options:

v Elect to treat the IRA as his or her own. If the surviving spouse elects to treat the IRA
as his or her own, the minimum distribution will be based on his or her life expectancy
as shown in Table I. When the surviving spouse dies, the succeeding beneficiary uses
the surviving spouse’s life expectancy in his or her year of death to determine mini-
mum distribution amounts. Subsequent distributions are calculated using that life
expectancy minus 1 for each successive year.

1 Begin distributions by December 31 of the year following the deceased spouse’s
death. You have two choices for whose life expectancy can be used in determining the
minimum amount that must be withdrawn: yours or your deceased spouse’s (for the
year he or she died, and then subtracting one in each subsequent year). You get to use
the life expectancy that produces the best result. We’d be less than candid if we let you
believe that using your deceased spouse’s life expectancy is an easy concept to fathom.
Unless your deceased spouse was much younger, it’s hardly worth the effort. But
because you paid good money for this book, we thought we’d better tell you about it.
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When a surviving spouse passes away, the succeeding beneficiary uses the surviving
spouse’s life expectancy in the year of death and then subtracts one in each successive year
to determine what must be withdrawn.

If your head’s not spinning yet, here’s another option: Roll over part of your deceased
spouse’s IRA and withdraw the rest of it. You have to pay tax on the part that isn’t rolled
over. But even though you may be younger than 59%, you're not subject to the 10 percent
early withdrawal penalty that normally applies when someone withdraws money from an
IRA before he or she is 59/%, and you likewise won’t have to pay a penalty if you choose to
receive distributions as a beneficiary of the account.

Because you may be dealing with large sums of money, you may want to seek professional
advice or immerse yourself in IRS Publication 590 (Individual Retirement Arrangements).
Also, the Roth IRA rules are somewhat different — see Chapter 7 for an explanation of them.

Marital status for calculating the minimum amount that must be withdrawn from an IRA is
determined on January 1 of the year for which you're making the withdrawal, so any
changes in that status caused by death or divorce are ignored. However, if you divorce
during the year and change the beneficiary designation on the IRA, this rule doesn’t apply.

Beneficiary other than a surviving spouse

Only surviving spouses can treat inherited IRAs as their own. Other beneficiaries must start
receiving distributions from the IRAs. Even if the decedent was under 59%, the 10 percent
early withdrawal penalty doesn’t apply.

Here is where the rules get hairy. They depend on whether the owner had named a benefici-
ary. Not only don’t large numbers of people have wills, but many folks also simply don’t
bother to name a beneficiary when setting up an IRA. What happens to the IRA when you
don’t name a beneficiary? It goes to the persons named in your will. If you don’t have a will,
it goes to your next of kin. If a person’s estate is named as beneficiary, the beneficiaries of
the estate don’t qualify as IRA beneficiaries, so the IRA is considered to have no beneficiary.
If a trust is named as a beneficiary, then under some conditions the beneficiaries of the trust
may be considered beneficiaries of the IRA. Check with the attorney who drafted the trust
on this one.

If a beneficiary is named, withdrawal amounts are determined by using the beneficiary’s life
expectancy in the year following the decedent’s death and reducing it by 1 in each succeed-
ing year. A minimum distribution, however, must be made in the year of the decedent’s
death as if he or she were alive.

If no beneficiary was named and the owner of the IRA died before minimum distributions
were required (age 70% or the following April 1), then all the money has to be taken out no
later than the end of the fifth year following the owner’s death. If the owner died without
naming a beneficiary after minimum distributions began, withdrawals may be based on the
owner’s life expectancy in the year of death. Subtract 1 from that life expectancy in each
subsequent year. The payments go to the owner’s estate.

Although an estate can be named as a beneficiary, it isn’t considered a designated benefici-
ary under the minimum distribution rules, because an estate doesn’t have a life expectancy.
If the account passes to someone under state law (next-of-kin rule), the IRA also is consid-
ered not to have a named beneficiary. However, if the terms of the IRA permit, a beneficiary
can be named in a will or by some other election — a letter or note, for example.
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Because the age of the eldest beneficiary is used to determine the minimum distribution at
death, dividing an IRA into separate accounts makes sense if there are large differences in
the ages of your beneficiaries. That way, one account can be for someone age 36 who has a
46.4-year life expectancy and the other for a 15-year-old grandchild who has a 66.8-year life
expectancy. Another important change is that you no longer are required to use the life
expectancy of the beneficiary you named at your required minimum distribution date. Now
beneficiaries can be named after that date.

Make sure that you read the terms of your IRA agreement that you signed when you opened
your account so that you understand your withdrawal options.

Withdrawal of nondeductible contributions

If you made nondeductible contributions to your IRA, use Form 8606 to compute the tax-
able portion of your withdrawal. You don’t have to pay tax on nondeductible contributions
that you withdraw — you already have. The total of your IRA distributions is entered on
line 7 of Form 8606; enter that same total on line 15a of Form 1040. Carry over the figure
from line 15 of Form 8606 to line 15b of the 1040. That’s the taxable portion.

Loss on an IRA

You can deduct losses on Roth and nondeductible IRAs. Say that you invest $2,000 in a Roth.
The value drops to $1,500. You say, “The heck with it” and withdraw the $1,500. Deduct your
$500 loss as a miscellaneous itemized deduction on line 22, Schedule A, Form 1040. To
report a loss in a Roth, you have to liquidate all your Roths. This liquidation rule also
applies to losses on nondeductible contributions to a traditional IRA.

Lines 16a and 16b: Total pensions and annuities

Here’s where you report your retirement benefits from your pension, profit-sharing, 401(k),
SEP, or Keogh plans. How these plans are taxed depends on whether you receive them in
the form of an annuity (paid over your lifetime) or in a lump sum.

The amounts that you fill in on lines 16a and 16b are reported on a Form 1099-R that you
receive from your employer or your plan’s custodian. If the amount that you receive is fully
taxable, complete only line 16b and leave line 16a blank.

Pensions and annuities

If you didn’t pay or contribute to your pension or annuity — or if your employer didn’t with-
hold part of the cost from your pay while you worked — then the amount that you receive
each year is fully taxable. The amount that you contributed, for which you received a
deduction — such as tax-deductible contributions to a 401(k), SEP, IRA, or Keogh — isn’t
considered part of your cost.

If you paid part of the cost (that is, if you made nondeductible contributions or contribu-
tions that were then added to your taxable income on your W-2), you aren’t taxed on the
part that you contributed, because it represents a tax-free return of your investment. The
rest of the amount that you receive is taxable. To compute this amount, you can use either
the Simplified Method or the General Rule.
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Simplified Method

You must use the Simplified Method for figuring the taxable amount of your pension or annu-
ity if the starting date for your pension or annuity occurred after November 18, 1996, and
the payments were from a qualified employee plan, a qualified employee annuity, or a quali-
fied tax shelter annuity. The word qualified is tax jargon for a retirement plan approved by
the IRS. You can’t use this method if you were 75 or older at the starting date and your pay-
ments were guaranteed for more than five years at the time the payments began. Who came
up with this one? In case you're wondering whether you can use the Simplified Method if
your pension began on or before November 18, 1996, the answer is yes, unless, that is,
you're required to use the General Rule that we explain in a moment.

Under the Simplified Method, the IRS allows you to declare as nontaxable part of the money
that you receive from a certain number of payments made to you or to your beneficiary,
based on your age when your pension or annuity started. The nontaxable portion is your
after-tax contributions, if any, to the pension. Divide the amount of your contribution to the
pension by the number of payments that the IRS allows. Use Table 6-2 to arrive at the non-
taxable amount of each payment if your pension is based on one life or if it is based on two
life expectancies and the pension starting date was before January 1, 1998. If your pension
started before January 1, 1998, and it is based on two lives, use the age of the primary bene-
ficiary, which usually is the employee.

Table 6-2 Simplified Method — One Life

Combined Age at Annuity Starting Date Divide By After 11-18-96
55 and under 300 payments 360 payments
More than 55 and under 60 260 payments 310 payments
More than 60 and under 65 240 payments 260 payments
More than 65 and under 70 170 payments 210 payments
More than 70 120 payments 160 payments

For reasons that we can’t explain, Congress won’t make it simple and pick the beginning of a
year as the date for making a change. If you started receiving payments after November 18,
1996, you must use the payment schedule in the right-hand column of Table 6-2.

Here’s another midstream change. If your retirement began in 1998 or in later years and
your pension or annuity is being paid over the life expectancies of two or more retirees —
for example, the life expectancies of you and your spouse — you have to use Table 6-3.
What’s your life expectancy? The IRS determines everything, so send for IRS Publication
575 (Pension and Annuity Income).

Table 6-3 Simplified Method — Two Lives
Combined Age at Annuity Starting Date Divide By
110 and under 410 payments
More than 110 and under 120 360 payments
More than 120 and under 130 310 payments
More than 130 and under 140 260 payments

More than 140 210 payments
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Suppose that you retired at age 65 and began receiving $1,000 per month under a joint and
survivor annuity with your spouse (that is, an annuity that pays a benefit to you or your
spouse as long as one of you still is living). Your spouse is 60, and you contributed $31,000 to
the pension. Divide the $31,000 by 310 (the amount for your combined age of 125). The
resulting $100 is the monthly amount that you receive tax-free. If you live to collect more
than the 310 payments, you’ll have to pay tax on the full amount of your pension that you
receive beyond that point. Your contribution includes amounts withheld from your paycheck
and any contributions made by your employer that were reported as additional income.

If you die before you receive 310 payments, your spouse continues to exclude $100 from
each payment until the number of payments received, when added to yours, totals 310. If
your spouse dies before the 310 payments are made, a miscellaneous itemized deduction on
your spouse’s final tax return is allowed for the balance of the 310 payments remaining to be
paid, multiplied by $100. This deduction isn’t subject to the 2 percent adjusted gross
income limit. If your spouse dies with 40 payments yet to be made, a $4,000 deduction
would be allowed (40 x $100).

If your annuity starting date was after July 1, 1986, but before January 1, 1987, you can take
the exclusion as long as you're receiving payments. You don’t need to stop at the total
number of payments you determined in Table 6-2.

General Rule

You must use the General Rule to figure the taxability of your pension or annuity that you
receive from a nonqualified (not approved by the IRS) employee plan, or a private or com-
mercial annuity, or from a qualified (IRS-approved) plan if you were 75 or older at the starting
date and your payments were guaranteed for more than five years at the time they began.
You can use the General Rule for a qualified plan that began on or before November 18, 1996
(but after July 1, 1986), if you do qualify or don’t choose to use the Simplified Method.

Under the General Rule, a part of each payment is nontaxable because it’s considered a
return of your cost. The remainder of each payment (including the full amount of any later
cost-of-living increases) is taxable. Finding the nontaxable part is extremely complex and
requires you to use actuarial tables. For a full explanation and the tables you need, get IRS
Publication 939 (General Rule for Pensions and Annuities) or consult a tax advisor.

The nontaxable amount remains the same under the General Rule even if the monthly pay-
ment increases. If your annuity starting date was after July 1, 1986, and before 1987, you
continue to exclude the same nontaxable amount from each annuity payment for as long as
you receive your annuity. If your annuity starting date is after 1986, your total exclusion
over the years can’t be more than your cost of the contract, reduced by the value of any
refund feature. This means that you can’t exclude more from tax than you contributed.

If you (or a survivor annuitant) die before the cost is recovered, a miscellaneous itemized
deduction is allowed for the unrecovered cost on your (or your survivor’s) final income tax
return. The deduction isn’t subject to the 2 percent AGI limit.

Lump-sum distributions
If you were born before 1936, you can elect to have a lump-sum distribution taxed at a special
optional method called 10-year averaging. To qualify for this special method, the lump sum
must be your entire balance in all your employer’s pension plans, and it must be paid within a
single tax year. The distribution must be paid because of one of the following reasons:

v You die.

» You leave the firm.

* You're self-employed and become totally and permanently disabled.
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Instead of electing the special 10-year averaging, a lump-sum distribution from your
employer’s pension plan can be rolled over to an IRA or to your new employer’s retirement
plan. If you don’t need the immediate use of the money, a rollover probably is your best bet,
because it allows you to continue deferring taxation of the money. (Letting your employer
transfer the money on your behalf is also best.) You don’t have to roll over the entire amount.
The part that you don’t roll over is subject to tax and possibly a 10 percent penalty if you
aren’t 59/%. Voluntary after-tax contributions that you made to the plan can now be rolled over,
but we advise against doing so, because such contributions are tax-free to you when received
and aren’t subject to the 20 percent withholding tax that lump-sum distributions are subject
to. See “Tax on early distributions,” later in this chapter, for information about how to escape
the penalty. A lump-sum distribution is eligible for capital gain or special averaging treatment
if the participant was in the plan for at least five years. We discuss these options further in
this section.

You can’t roll over a hardship distribution from your employer’s 401(k) plan to an IRA. It’s
not allowed. If you try it, you’ll be taxed on the distribution from your 401(k) plus will be
liable for penalties under the excess contribution rules governing your IRA. You probably
weren’t looking for this result, were you?

If you have your employer make a direct rollover from the retirement plan to your IRA, tax
doesn’t have to be withheld. On the other hand, if you receive the lump-sum payment
directly, tax must be withheld because the IRS doesn’t trust you to complete the rollover

in time. Note: Remember you have 60 days from the receipt of the money to roll it over into
an IRA. This creates a problem, because in order to avoid paying tax on any of the rollover,
you're required to put the full amount into the new account, not the full amount less the tax
withheld. So, in order to escape without owing a barrel of taxes, you need to cough up the
amount of the tax that was withheld when you open the new account with the understand-
ing that the withheld taxes will be refunded to you in the next year. Remember, insisting on
a trustee-to-trustee transfer, which doesn’t even need to be reported to the IRS is easier, less
financially burdensome, and much less stressful.

If you don’t roll over your withdrawal within 60 days through no fault of your own, the new
law excuses the lateness. Before this change, whenever a financial institution messed up
your transfer instructions (depositing the rollover in the wrong account, for example), you
were stuck and ended up owing a barrel of taxes due and possibly penalties to boot. Here
are some of the other excuses that will fly: being hospitalized, foul-ups by the post office,
disasters, or circumstances beyond your control.

A single tax year means exactly that if you want to elect the 10-year averaging method. If, for
example, you received $10,000 in 2006 and the balance in 2007, you're out of luck.

If your former employer’s retirement plan includes the company’s stock (say you work for
GE, for example), you may want to transfer the stock to your taxable brokerage account
instead of an IRA rollover account. Why? When you take the stock, you pay taxes only on
the value at the time you purchased it and not the value when you left the company. For
example, you bought shares through your company’s retirement account that cost $10,000;
the shares are now worth $100,000. You pay tax on $10,000 and not on the current value.
And if you're younger than 55, the 10 percent penalty also is computed on the $10,000 value
(see the section, “Tax on early distributions,” later in this chapter). Only when you sell the
shares are you taxed on the appreciation in value, and then you're taxed at capital gain
rates that could be as low as 5 percent but no more than the new maximum 15 percent rate.

Capital gains treatment

If you reached the age of 50 before 1986, you can choose to treat a portion of the taxable part
of the lump-sum distribution as a capital gain that is taxable at the 15 percent or 20 percent
rates. This treatment applies to the portion that you receive for your participation in the
plan before 1974. You can select this treatment only once, and you use Form 4972, Tax on
Lump-Sum Distributions, to make this choice.



Chapter 6: Form 1040: Income Stuff ’ 05

The tax on the balance of the lump-sum distribution is computed under the 10-year averag-
ing method described in the next section. For most people, a tidy sum can be saved
between the capital gain and averaging methods. Box 3 of Form 1099-R contains the capital
gain amount.

Special averaging method

If you reached age 50 before 1986 (you were probably born before 1936, right?), you can
elect the 10-year averaging method of the ordinary income portion of your lump-sum distri-
bution. (This procedure also includes the capital gain portion of the distribution if you don’t
choose capital gain treatment for it.) To qualify, you must elect to use special averaging on
all lump-sum distributions received in the tax year.

To use special averaging, you must have been a participant in the plan for at least five full
tax years. You can make only one lifetime election to use this method. If you choose the
special averaging method, use Form 4972 and figure your tax as if you received the distribu-
tions over ten years.

When you treat the distribution as though you received it over ten years, you must use 1986
tax rates. The instructions accompanying Form 4972 contain a 1986 tax-rate schedule. Ten-
year averaging can save you a bundle.

You pay the tax on the lump sum in the year that you receive it, even though the tax on the
distribution is computed as if you received it over ten years. After you pay the tax, the bal-
ance is yours, free and clear.

Form 1099-R

If you receive a total distribution from a retirement plan, you'll receive a Form 1099-R. If the
distribution qualifies as a lump-sum distribution, box 3 shows the capital gain amount, and
box 2a minus box 3 shows the ordinary income amount. Code A is entered in box 7 if the
lump sum qualifies for the 10-year special averaging. If you don’t receive a Form 1099-R, or if
you have questions about it, contact your plan administrator.

Tax on early distributions

Distributions that you receive from your employer’s retirement plan before the age of 59/
are subject to a 10 percent penalty and are taxable. But here are some of the exceptions to
the 10 percent penalty on employer retirement plans, in the order of how frequently the IRS
sees these exceptions:

v Death.

v Distributions made after you stopped working (retirement or termination) during or
after the calendar year you reach age 55.

v Distributions made to you (to the extent you have deductible medical expenses in
excess of 7.5 percent of your adjusted gross income). You don’t have to itemize your
deductions for this exception to apply.

v Distributions made under a Qualified Domestic Relations Order (QDRO), which is a
divorce decree or order that spells out in specific detail who is to be awarded the

retirement benefit. (See “Transfers pursuant to divorce” on line 15a where we discuss
IRA distributions.)

v Distributions (after separation from service) paid over your lifetime or the joint lives of
you and your beneficiary.

v Distributions to correct excess amounts in the plan.

v Total and permanent disability.
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Pension distributions on Form 1099-R

Pension distributions are reported on Form 1099-R, which
is the same one used to report IRA distributions. The dif-
ference between how the information on an IRA
distribution is reported to you and how the distribution
from your pension is reported is as follows:

Box 3: If the distribution is a lump sum, and you were a
participant in the plan before 1974, this amount qualifies
for capital gain treatment.

Box 5: Your after-tax contributions are entered here.

Box 6: Securities in your employer’'s company that you
received are listed here. The appreciation in value isn’t
taxed until the securities are sold. Only the actual cost
of the shares is taxed when they’re received. See the
earlier section “Lump-sum distributions.”

Box 7: This box informs you if you are receiving a normal
retirement payment, a distribution that's subject to the 10
percent penalty because you're under 59, whether the
distribution isn't subject to the penalty or if it's a direct
rollover to an IRA, and so on. Here is a list of the codes
that you will most likely encounter in box 7:

v Code 1 — Early distribution, no known exception

v Code 2— Early distribution, exception to 10 percent
penalty applies

v Code 3 — Disability

v Code 4 — Death

v Code 7— Normal distribution

v Code 8 — Excess contributions and earnings, or
excess deferrals, taxable in 2006

v Code 9— PS 58 costs (premiums paid for insurance
protection taxable in 2006)

v Code A— May be eligible for 10-year averaging

1 Code G— Direct rollover to an IRA or another retire-
ment plan

v Code J — Early distribution from Roth IRA and no
known exception to the 10 percent penalty applies

1 Code N — Recharacterized IRA contribution made
for 2006 and recharacterized in 2006 (see Chapter 7,
line 32)

v Code P — Distribution of excess contributions and
earnings in the plan

v Code Q - Qualified distribution from a Roth IRA

1 Code R — Recharacterized IRA contribution made
in 2005 and recharacterized in 2006 (see Chapter 7,
line 32)

v Code S — Early distribution from a SIMPLE IRA in
first two years, no known exception to 10% penalty

v Code T — Roth distribution and an exception to the
10% penalty applies

Box 8: If you have an entry here, seek tax advice.

Box 9a: Your share of a distribution, if there are several
beneficiaries.

You report the penalty you have to pay on Form 5329, Additional Taxes Attributable to

Qualified Retirement Plans (Including IRAs) and Other Tax-Favored Accounts, if none of
the exceptions apply. Attach the form to your return and carry over the 10 percent to line 60
on Form 1040.

QNWG/
\/ The penalty-free (but taxable) withdrawals allowed for first-time homebuyers and for paying
college tuition don’t apply to your employer’s pension plan, Keoghs, SEPs, or 401(k)s —
only to IRAs.

Minimum distributions

The same rule that applies to IRAs also applies to pension plans for failing to take a mini-
mum distribution by April 1 of the year following the year you turned 70%.

The 70% rule doesn’t apply if you're still employed. You can delay making withdrawals until
you retire. This rule doesn’t apply to IRAs or to someone who owns 5 percent or more of a
business.
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Disability income

If you retire on disability, your pension usually is taxable. Sounds unfair, doesn’t it? Yep! The
way the IRS figures it, pensions are taxable, so how you retire shouldn’t make a difference.
However, nonpension payments made because of the permanent loss of use of part of the
body, or because of permanent disfigurement, are exempt from tax. Sounds like a distinction
without a difference.

If you're 65 or older (or if you're younger than 65 and are retired because your disability is
total and permanent and you receive disability income), you may be able to claim a credit
for the elderly or the disabled. You compute the credit on Schedule R (see Chapter 14).

If you contributed to a plan that paid a disability pension, the part of the pension that you
receive that is attributable to your payments isn’t subject to tax. You report all your taxable
disability on line 7 of your 1040 until you reach the minimum retirement age — that is, the
age stated in your plan when you’re entitled to a regular retirement annuity — and then on
line 16a or 16b. You must use the Simplified Method or the General Rule to compute the part
of a disability pension that isn’t taxable because of your contribution.

Veteran’s Administration disability benefits are tax-free. If you're a military retiree and
receive disability from other than the VA, don’t include in your income the amount of those
benefits that are equal to your VA benefits.

Military and government disability pensions that you receive as the result of an injury or
sickness that occurred in a combat or extrahazardous area are exempt from tax. So are dis-
ability payments made to a government employee as a result of a terrorist attack outside
the United States. Since (and because of the events of) September 11, 2001, this provision
covers all terrorist attacks, not only those occurring outside the United States and not only
for government employees or the military. See Publication 3920 (Tax Relief for Victims of
Terrorist Attacks).

Here is a quick reference list on sickness and injury benefits:

1 Benefits from an accident or health insurance policy: Not taxable if you paid the
insurance premiums.

1 Compensation for permanent loss, or loss of use of a part or function of your body,
or for permanent disfigurement: Not taxable if paid because of the injury. The pay-
ment must be figured without regard to any period of absence from work, because
payments for lost wages are taxable.

1 Compensatory damages: Not taxable if received for injury or sickness.

v~ Disability benefits: Not taxable if received for loss of income or earning capacity
because of an injury covered by a no-fault automobile policy.

1 Federal Employees’ Compensation Act (FECA): Not taxable if paid because of personal
injury or sickness. However, payments received as continuation of pay for up to 45
days while a claim is being decided and pay received for sick leave while a claim is
being processed are taxable.

v~ Life insurance: Death benefit paid to a beneficiary is exempt from tax.

+ Reimbursements for medical care: Not taxable; the reimbursement may reduce your
medical expense deduction.

+* Workers’ compensation: Not taxable if paid under a workers’ compensation policy
because of a work-related injury or illness.

Effective August 21, 1996, damages received for age, gender, or racial discrimination, and
injury to your reputation and emotional distress not related to physical injuries or sickness
aren’t tax-exempt. Prior to this change, courts had reached differing results on this issue.
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Figure 6-4:

If you repaid
some or all
of the unem-
ployment
compensa-
tion benefits
you received
in 2006, you
subtract the
amount you
repaid from
the total
amount you
received

and enter
the differ-
ence on

line 19.
|

Line 17: Rental real estate, royalties,
partnerships, S Corporations, trusts

This line is an important one for all you self-starters who are landlords, business owners,
authors, taxpayers collecting royalties (like us!), and those people lucky enough to have
someone set up a trust fund for them. Jump to Chapter 13 to find out more about this and
good old Schedule E — the necessary form to wrestle with for this line.

Line 18: Farm income (or loss)

What comes after E? You got it. If you have farm income or losses, seek ye olde Schedule F
(see Chapter 11), fill it out, and fill in the final number on line 18. It’s similar to Schedule C.

Line 19: Unemployment compensation

Losing your job was bad enough. And now you receive another nasty surprise — the news
that the unemployment compensation that you received is taxable. The government should
have sent you a Form 1099-G (see Figure 6-4) to summarize these taxable benefits that you
received. Unemployment compensation is fully taxable, and you enter it on line 19.

8L8k L] voib [ CORRECTED
PAYER’S name, street address, city, state, ZIP code, and telephone no. 1 Unemployment compensation | OMB No. 1545-0120
Certain
$ 2@0 6 Government
2 State or local income tax
refunds, credits, or offsets Payments
$ Form 1099-G
PAYER'S federal identification number RECIPIENT'’S identification number | 3 Box 2 amount is for tax year | 4 Federal income tax withheld Copy A
$ For
RECIPIENT’S name 5 ATAA payments 6 Taxable grants Internal Revenue
Service Center
$ $ File with Form 1096.
Street address (including apt. no.) 7 Agriculture payments 8 Check if box 2 is For Privacy Act
trade or business and Paperwork
$ income > D Reduction Act
City, state, and ZIP code Notice, see the
2006 General
Instructions for
Account number (see instructions) Forms 1099, 1098,
5498, and W-2G.
Form 1099-G Cat. No. 14438M Department of the Treasury - Internal Revenue Service
Do Not Cut or Separate Forms on This Page @ — Do Not Cut or Separate Forms on This Page

You can elect to have tax withheld at the rate of 10 percent on your unemployment, so you
won’t be caught short next April 15. This is one offer most people are likely to refuse.

Why would you have to give back some of your benefits? Because when you’re collecting
unemployment insurance, you have to be looking for a job. And if you aren’t, the folks at the
unemployment office may determine that you weren’t entitled to all the benefits you
received and that you owe some money back. If you gave back the benefits in the same year
that you received them, no problem, just subtract what you returned from the total you
received and enter that amount on line 19. You also need to enter “REPAID” and the amount
that you repaid on the dotted line next to the amount column on line 19.
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But if you returned money in 2006 that you paid tax on in 2005, things aren’t as easy. Suppose
that in 2005 you received and paid tax on $10,000 of unemployment benefits. Then during
2006 you had to repay $2,500, as determined by the unemployment office. The $2,500 you paid
back is deductible on Schedule A (see Chapter 9).

If you repaid unemployment compensation (that was less than $3,000) in 2006 that you
included in gross income in an earlier year, you may deduct the amount repaid with Form
1040, Schedule A (line 27). If the amount you repaid was more than $3,000, you can take either
a deduction for the amount repaid as an itemized deduction or a credit against your tax for
the amount of tax you originally paid by including this amount in your income in a prior year.

For example, suppose that in 2006 you repaid $4,000 of unemployment compensation that
you received and paid tax on in 2005. Compute your 2005 tax without the $4,000 being
included in your income. If your original tax was $10,000 and your tax without the $4,000 of
unemployment was $8,416, you can claim the difference ($1,584) as a credit against your
2006 tax. If this credit is more than what you would save by deducting the $4,000 as an item-
ized deduction in 2005, enter the $1,584 on Form 1040 (line 70), and to the left of the line 70
credit, write “IRC 1341.” The credit to which you are entitled is considered an additional tax
payment made. The term IRC 1341 comes from Section 1341 of the Internal Revenue Code of
1986. This is known as a claim of right.

Lines 20a and 20b: Social Security benefits

Politicians don’t want to do away with Social Security; they just want to pay fewer benefits
and to tax more of it. As a result, they have made retirement more complicated. Here’s how
to figure out what to plug in.

Don'’t forget that if you're married and file a joint return for 2006, you and your spouse must
combine your incomes and your benefits when figuring whether any of your combined ben-
efits are taxable. Even if your spouse didn’t receive any benefits, you must add your
spouse’s income to yours when figuring whether any of your benefits are taxable.

Form SSA-1099

Every person who receives Social Security benefits will receive a Form SSA-1099, even if the
benefit is combined with another person’s in a single check. If you receive benefits on more
than one Social Security record, you may receive more than one Form SSA-1099. Your gross
benefits are shown in box 3 of Form SSA-1099, and your repayments are shown in box 4. The
amount in box 5 shows your net benefits for 2006 (box 3 — box 4). This is the amount you
use to figure whether any of your benefits are taxable. If you misplaced Form SSA-1099, you
can order a duplicate at the Social Security Web site (www.ssa.gov/1099) or by phone.

How much is taxable?

The starting point for determining the taxable portion of your Social Security is your base
income, which is your adjusted gross income with a few adjustments. The base income work-
sheet we give you shows you how to compute this amount. Making the computation is easy,
unless you or your spouse were covered by a pension and decided to make a deductible con-
tribution to an IRA because your income was under $70,000 (for joint filers) or $50,000 (for
others).

Unless you want to drive yourself crazy, stay away from making deductible contributions to
an IRA if you or your spouse were covered by a pension and received Social Security. But if
you want to do the math in this more-complicated case, we show you how to do the calcula-
tions here.
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Early retirees, watch your step

People who retire early but continue working part time to
supplement their Social Security income may be in for a
nasty surprise when they sit down to complete their tax
returns.

If you're between the ages of 62 and full retirement age
(65 and 6 months if you were born in 1940, 65 and 8
months if you were born in 1941), you lose out on $1 of
Social Security benefits for every $2 you earn above
$12,480 for 2006. (Remember, this is earned income only;
unearned income, such as from investments or a pen-
sion, doesn't penalize your benefits.)

This loss of benefits is known as the Social Security give-
back, though it seems like a takeback to us. (At full
retirement age, you can earn as much as you like with-
out forfeiting any of your benefits.) Every year the full
retirement age increases by two months until it reaches
age 67.

Not only do you have this giveback to contend with, but
more of your Social Security is subject to tax. Married
couples with incomes above $44,000, and singles who
make more than $34,000, will pay tax on 85 percent of
their Social Security income.

Clearly, if you're not careful, working a little extra to add
to your income from Social Security income can end up
costing you money. Suppose that you earned $2,000
above the year 2006 threshold of $12,480 and, bad luck,
it pushed you from the 15 to the 25 percent tax bracket.
First, you pay 7.65 percent Social Security and Medicare
tax on the extra $2,000 of income, which works out to
$153. Next you have to pay income tax on the extra $2,000
you earned, and to make matters worse, that extra
income subjected an additional $1,000 of your Social
Security to tax. Then you'd have to give back $1,000 of
your Social Security benefit. Your cost of making that
extra two grand: $1,653!

Our advice to early retirees still younger than the full
retirement age: After you reach the 2006 earnings level
of $12,480, take a vacation until December 31. One other
point: Workers who take early retirement (age 62) and
then reach full retirement age in 2006, can earn up to
$33,240 in the months before they reach full retirement
age without forfeiting benefits. Additionally, you don’t
lose $1 for every $2 you earn above $33,240. It's $1 for
every $3 you earn above $33,240. Think of it as a gift for
reaching full retirement age in 2006.

IRS Publication 15 gives you the worksheets you need to figure out what part, if any, of your
Social Security benefits you need to include on line 20b of your Form 1040. We provide you
an easier set of worksheets right here that give you the same result — just pencil your num-

bers in over ours.

Base Income Worksheet

For example, you're married filing jointly and have interest and dividend income of $10,000,
a $20,000 pension, and you received $16,000 from Social Security.

1. Total income (1040, line 37; 1040A, line 21) before addition of taxable $30,000
Social Security

2. Social Security (box 5, SSA-1099) $16,000

3. 50 percent of line 2 $8,000

4. Tax-exempt interest income (1040, line 8b; 1040A, line 8b) $0

5. Foreign earned income and housing exclusion (Form 2555, $0
lines 43 and 48 or Form 2555-EZ, line 18)

6. Qualified U.S. Savings Bond interest (Form 8815, line 14) $0

7. Adoption benefits (Form 8839, line 30) $0

8. Certain income of bona fide residents of American Samoa (Form 4563, line 15) or

Puerto Rico $0

9. Student loan interest (Form 1040, line 33 or Form 1040A, line 18) $0
10. Total of lines 3, 4,5, 6, 7, 8, and 9 $8,000
11. Base income (add lines 1 and 10) $38,000
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Line 7 really falls under the heading, “Our tax laws are really crazy.” How many people draw-
ing Social Security benefits are involved in an adoption?

Now use one of the following worksheets to figure the taxable portion of your Social
Security benefits: If line 11 is more than $44,000 (if you're married and filing jointly) or
$34,000 (if unmarried), you have to use Worksheet II.

Worksheet |
1. Base income $38,000

2. Enter the appropriate amount below.
Married filing jointly — $32,000

Married filing separately and living with spouse at any time during year — $0

All others — $25,000 $32,000
3. Subtract line 2 from line 1. $6,000
4. 50 percent of line 3 $3,000
5. Social Security (box 5, SSA-1099) $16,000
6. 50 percent of line 5 $8,000
7. Taxable Social Security — smaller of lines 4 and 6 $3,000

Enter the amount on line 5 ($16,000) on line 20a, Form 1040, and the amount on line 7
($3,000) on line 20b, Form 1040. For 1040A filers, it’s lines 14a ($16,000) and 14b ($3,000).

Worksheet 11

Example: Assume the same facts in the example on Worksheet I, except that your AGI is
$36,000, your Social Security is $16,000, and your only adjustment to your base income
worksheet above is $6,000 in tax-exempt interest.

1. AGI without Social Security $36,000
2. Tax-exempt interest $6,000
3. 50 percent of Social Security $8,000
4. Base income (add lines 1 through 3) $50,000

Tier-one adjustment
5. Enter the appropriate amount below.

Married filing jointly — $32,000

Married filing separately and living with spouse at any time during year — $0

All others — $25,000 $32,000
6. Subtract line 5 from line 4. $18,000
7. 50 percent of line 6 $9,000

8. Enter the appropriate amount below.

Married filing jointly — $6,000

Married filing separately and living with spouse at any time during year — $0

All others — $4,500 $6,000
9. The smaller of lines 3, 7, and 8 $6,000
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Tier-two adjustment

10. Enter the appropriate amount below.

Married filing jointly — $44,000

Married filing separately and living with spouse at any time during year — $0

All others — $34,000
11. Subtract line 10 from line 4.

12. 85 percent of line 11

Taxable portion
13. Add lines 9 ($6,000) and 12 ($5,100).

14. 85 percent of box 5, SSA-1099 ($16,000)

15. Taxable Social Security (smaller of lines 13 and 14)

$44,000
$6,000
$5,100

$11,100
$13,600
$11,100

You would enter the amount in box 5, SSA-1099 ($16,000), on line 20a of Form 1040 and
$11,100 from 15 on line 20b, Form 1040. On Form 10404, it’s $16,000 on line 14a and $11,100

on line 14b.

Repayment of benefits

In some cases, your Form SSA-1099 will show that the total benefits you repaid (box 4) are
more than the gross benefits you received (box 3). If this situation occurs, your net benefits
in box 5 will be a negative figure, and none of your benefits will be taxable. If you receive
more than one form, a negative figure in box 5 of one form is used to offset a positive figure
in box 5 of another form. If you have any questions about this negative figure, contact your
local Social Security Administration office.

Remember, if you and your spouse file a joint return and you both receive an SSA-1099, com-
bine the 1099s to arrive at the total benefits for both of you. That way, even if one of your
statements shows a negative amount in box 5, you’ll be able to offset that against the other

spouse’s positive benefits.

Lump-sum Social Security payments

If you receive a lump-sum payment of Social Security
benefits in 2006 that includes benefits for prior years, you
have two choices. You can consider the entire payment
as the amount of Social Security received in 2006 and
compute the taxable portion by using Worksheet | or I.
Or you can allocate the amount that you received for a
prior year as being received in that year.

Doing it the latter way makes sense, if your income was
lower in a prior year. If that's the case, maybe none or
perhaps less than 50 percent or 85 percent would have
been taxable.

If you elect the second way of treating a lump sum that
covers more than one year, you don't file an amended
return for that year. Here’s what you do. You compute the
amount of the lump sum that would have been taxable
had it been received in the prior year. You then add that
amount to your income for the current year.

For example, suppose that you receive a lump-sum pay-
ment of $20,000 in 2006 that includes $10,000 of benefits
for 2004. If you report the whole amount in 2006, 85 per-
cent, or $17,000, is taxable. If you elect to treat the
$10,000 for 2004 as being received for that year, you can
save some dough. Why? Because, based on your 2004
income, only 50 percent, or $5,000, of the $10,000 lump-
sum income attributed to that year would have to be
added to your taxable income. By splitting the payment
between the two years (including one where less of your
Social Security benefit would have been taxed), you pay
tax on only $13,500 ($5,000 for the 2004 benefit, and $8,500
for the 2006 benefit), instead of tax on $17,000 (85 percent
of the entire $20,000 benefit). Isn't it better to have to
report only $13,500 in 2006 rather than $17,000?
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Repayment of benefits received in an earlier year

If the sum of the amount shown in box 5 of each of your SSA-1099s is a negative figure, and
all or part of this negative figure is for benefits you included in gross income in an earlier
year, you can take an itemized deduction on Schedule A for the amount of the negative
figure — or you can claim credit for the tax that was paid on this in a prior year, because
you included it in your income. We explain how to make the computation for this claim of
right in our previous discussion of unemployment insurance on line 19.

If you're married and filing separately, you'll get caught in a special trap. Because the base
exemption of $25,000 that single filers enjoy before 50 percent of their Social Security
becomes taxable isn’t allowed for married couples filing separately, neither are they entitled
to the $32,000 single filer base exemption before 85 percent of their benefits becomes tax-
able. If a married couple lived apart for the entire year and filed separately, then these base
exemption amounts apply. However, a recent Tax Court case held that living apart meant
separate residences, not separate bedrooms. The long and short of all this is that 85 per-
cent of married individuals’ Social Security benefits end up being taxed when they file
separately and didn’t live apart the entire year.

Line 21: Other income

Line 21 of Form 1040 is a catchall for reporting income that doesn’t fit the income categories
listed on page one of Form 1040. Hey, even if you find some money, the IRS treats it as
income! Just report all this miscellaneous income here. Don’t forget to write a description of
these earnings on the dotted line next to the amount.

Here are some examples of stuff that goes on line 21.

Bartering

Bartering is the trading of your services for goods or other services. You usually must
declare the fair market value of goods you receive. If you participate in a barter exchange,
you may get a Form 1099-B — and the IRS gets a copy, too. For example, suppose that you're
a carpenter with a child who needs braces; you agree to make cabinets in a dentist’s office in
exchange for your child’s braces and treatment. Although no cash changed hands, you have
to pay tax on what the dentist normally would charge, because that is your income from
making the cabinets. The dentist makes out better. Because the cabinets are used in his
business, he is entitled to a business deduction equal to the income he has to report. Even
poor Jack of Beanstalk fame had taxable income when he traded his cow for those beans.

Not every Form 1099-B is for barter transactions. It’s also used to report the sale of stocks
and bonds (and other marketable securities) through a broker. Broker, barter — they’re both
Bs. In some convoluted way, it makes sense. Still, if you have a broker transaction, report it
on Schedule D (check out Chapter 12).

Canceled debt

A canceled debt, or a debt paid for you by another person, is generally income to you and
must be reported. For example, a discount offered by a financial institution for the prepay-
ing of your mortgage is income from the cancellation of the debt. However, you have no
income from the cancellation of a debt if the cancellation is a gift. For example, suppose you
borrow $10,000 from a relative who tells you that you don’t have to repay it. It’s a gift! (And
be sure to invite that relative to Thanksgiving dinner every year.) If you received a sweet-
heart deal on a loan, make sure that you read the rules on below-market interest rates for
loans in Chapter 10.
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If your debt is canceled as the result of bankruptcy or because you are insolvent, the cancel-
lation of the debt negates your having to pay tax on the income. And you don’t have to
report it as income if your student loan is canceled because you agreed to certain condi-
tions to obtain the loan — and then performed the required services.

Under the old law, only student loans from governmental or educational organizations quali-
fied for this exclusion from income rule when professional services were rendered in
exchange for the forgiveness of the loan. After August 5, 1997, loans from tax-exempt chari-
ties also qualify.

Life insurance

The death benefit paid to the beneficiary of a life insurance contract is exempt from tax.
However, this exception doesn’t apply to advance payments made to terminally or chroni-
cally ill taxpayers.

A limited portion ($250 a day or $91,250 annually) of an advance payment on a life insur-
ance policy won’t be subject to tax if paid to a terminally or chronically ill person.
Unfortunately, the law gets somewhat ghoulish. A terminally ill person is someone who is
certified by a doctor as having a life expectancy of less than 24 months. A person is chroni-
cally ill if he or she can’t perform at least two normal daily functions, such as eating,
bathing, dressing, toileting, and so on. (Only the IRS can make such a distinction.) Amounts
above $250 are also excludable if they are used to pay for long-term care. That’s an oxy-
moron if we ever heard one. The tax lingo for these advanced payments is viatical
settlements. Aren’t you glad you took Latin in high school? Report viatical payments and the
portions exempt from tax in Section C of Form 8853, Archer MSAs and Long-Term Care
Insurance Contracts.

To get the name of viatical brokers or companies that advance money before the death of a
policyholder, contact either the National Viatical Association at 800-741-9465, or the Viatical
Association of America at 800-842-9811.

Other stuff

Here are some more examples of things to include on line 21:

v Alaska Permanent Fund distributions (dividends): See line 13 under 1040A filing sec-
tion in Chapter 5 for the ins and outs about this kind of income.

1 Fees that you snare: Maybe you're a corporate director, or a notary public, and you
made some extra cash. Good job!

If these payments are $600 or more from a single source, you'll receive Form 1099-MISC
from the person or company that paid you. If you receive a fee or commission from an
activity you’re not regularly engaged in for business, you report it instead on line 21.
Fees are considered self-employment income, which means that you may owe Social
Security tax on them. You compute the Social Security tax you owe on Schedule SE
(Self-Employment Tax). The amount of Social Security tax owed is then reported on line
58 of Form 1040, and you get a deduction for half of the tax on line 27.

v Free tour: The free tour you received from a travel agency or the group organizer is
taxable at its fair market value. Bon voyage.

v Gambling winnings: Gambling winnings are taxable. But you can also deduct your
gambling losses — as long as they don’t exceed your winnings — as an itemized
deduction on line 27 of Schedule A.

v~ Illegal income: Al Capone found out about this too late. Remember, he spent time in
Alcatraz for tax evasion, not for his health.
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v Jury duty: The whopping $7 a day (more or less) that you received for jury duty goes
here. If you must repay this amount to your employer because your employer contin-
ued to pay your salary while you served on the jury, you can deduct the repayment.
The repayment gets deducted on line 34 of Form 1040.

v Prizes and awards: If you get lucky and hit the lottery or win a prize in a contest, the
winnings are taxable. Sorry!

However, some employee achievement awards may be nontaxable. These include non-
cash awards, such as a watch, golf clubs, or a TV, given in recognition for length of
service or safety achievement. The tax-free limit is $400 if given from a nonqualified
employer plan and $1,600 from a qualified plan. Check with your human resources
department.

v Qualified tuition program payments: These programs more commonly are known as
Section 529 plans in which you prepay a student’s tuition or establish an account to
pay his or her higher education expenses. To the extent that any earnings are distrib-
uted that aren’t used to pay higher education expenses, the beneficiary, not the person
who established the account, has to pay tax on those earnings. The earnings are
reported on Form 1099-Q, box 2. Check out Chapter 24 for details about Section 529
plans as well as other options for saving for educational expenses. Taxable earnings on
Coverdell Education Savings Accounts, if you have any, are reported on this line.

v Treasure-trove: Say you buy a used sofa at an auction for $500 and discover a diamond
ring under one of the cushions when you get it home. Guess what — you owe the tax
on the value of the ring. Unfair! Just think of it as your fellow citizens wanting to share
in your good fortune. Forgive us if we confronted you with a moral dilemma on what
you have to do.

Frequent-flier miles that you earn on business trips but use for personal travel aren’t tax-
able. One taxpayer stretched this rule too far. He had his travel agent bill the employer for
first-class tickets. Next, he purchased coach tickets and used the frequent-flier miles to
upgrade to first class. He had the travel agent refund the difference to his personal account.
The IRS held that the refunds were taxable.

Deductions

You also use line 21 to claim two types of deductions: a net-operating loss and the foreign
earned income and housing exclusion.

Net operating loss (NOL)

This deduction to your income occurs when your business expenses in a prior year exceed
your income for that year. Unless you elect otherwise by attaching a statement to your
return that says you want to carry the loss forward, you must first carry back the loss to the
two prior tax years as a deduction and then forward for the next 20 years — until the total
loss is used up. Chapter 18 deals with filing amended returns and how NOLs are carried
back and forward. When you carry an NOL forward from a previous year, you enter it as a
negative number (for example, <$10,000> on line 21).

Losses incurred before January 1, 1998, can be carried back three years, and then carried
forward for 15 years instead of 20. Despite the change, the three-year carryback will still
apply to the NOL of small businesses ($5 million or less of income for the past three years)
attributable to losses in a presidentially declared disaster area. Farmers are allowed a spe-
cial break; losses incurred after 1997 can be carried back five years and forward 20 years.

As a result of the events of September 11, 2001, operating losses incurred in 2001 and 2002
can be carried back five years. See Chapter 18.
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Foreign earned income and housing exclusion

In 2006, U.S. citizens and permanent residents working abroad are entitled to exclude up to
$82,400 of their foreign salary or their self-employed income. (If you’ve ever considered
working abroad, this exclusion may help you make up your mind.) The portion of their for-
eign housing costs above an annual threshold can also be deducted. The exclusion isn’t
automatic. You have to file Form 2555, Foreign Earned Income, to claim the exclusion and
the housing deduction, and attach it to your return. There is also a Form 2555-EZ.

To qualify for the exclusion, you must either be a resident of a foreign country or be physi-
cally present in a foreign country. Earnings from employment by the U.S. government don’t
qualify.

To qualify as a resident, you must reside in a foreign country for an uninterrupted period
that includes the entire year (January 1 to December 31). So if you start working in London
on March 31, 2006, you can’t qualify for the exclusion under the entire-year rule, but you
can possibly qualify under the physical presence test. Brief trips back to the United States
don’t disqualify you from being a resident of a foreign country.

Under the physical presence test, you must be in a foreign country for 330 days during a 12-
month consecutive period. If you weren’t physically present or a bona fide resident for the
entire year, the $82,400 exclusion has to be reduced based on the number of days you were
out of the country.

To determine whether you meet the 330-day test, you may have to apply for an extension of
time to file (Form 2350, Application for Extension to File U.S. Income Tax Return). Say you
started to work in Paris on July 1, 2006 (great assignment!); you won’t know until July 1,
2007, if you meet the 330-day test for the 12-month period of July 1, 2006 to July 1, 2007.

Say that you weren’t in a foreign country for 330 days between July 1, 2006, and July 1, 2007.
You can still claim a partial exemption for 2006 (half of $82,400) if you meet the bona fide
residence test for 2007. If you meet this test, you're considered a bona fide resident since
July 1, 2006. While you’re waiting to qualify as a bona fide resident for 2007, so that you can
claim the foreign earned income exclusion for 2006, you can put off filing your 2006 return
until January 30, 2008. Normally, a 2006 return can be extended only until October 15, 2007;
Form 2350 will get you the extension to January 30, 2008.

You enter your foreign earnings from Form 2555, line 25 on Form 1040 (line 7). Then you
enter the amount of those earnings that you can exclude — plus your foreign housing
deduction — as a negative number on line 21 and deduct it from your income.

If your foreign earned income was $82,400 or less and you earned it as an employee (you
weren'’t self-employed), and you’re not claiming a foreign housing exclusion or a deduction
for moving expenses, the friendly folks at the IRS allow you to use Form 2555-EZ; the differ-
ence is 18 lines versus 48.

Line 22: Your total income

Whew! Are you ready to do the math? Don’t be stubborn or proud; grab the calculator. Add
lines 7 through 21 and put the final figure on line 22. Congratulations! This amount is your
total income. Because you don’t want to pay tax on this amount, we tell you what deduc-
tions and other adjustments to income you’re entitled to in the chapters that follow, so you
can get away with paying the least amount possible.



Chapter 7

Form 1040, Part II:
Adjustments to Income Stuff

In This Chapter
Archer MSA deduction
Deduction for certain business expenses of reservists, performing artists, and fee-basis government

officials

Health savings account deduction

Moving expenses

The self-employment tax write-off
Keogh and SEP deductions and SIMPLE plans

Self-employed health insurance deduction

Penalty on early withdrawal of savings

Alimony paid (that you deduct!)
IRA deductions
Student loan interest

Return of jury duty pay

Domestic production activities deduction

C ongratulations! If you're reading this chapter, you’ve probably made it through the first
part of your income tax return. If the amount on line 22 represents all your income, you
may now think that all you have to do is figure your tax on that amount. But wait! All you've
done so far is figure out your total income. Your taxable income will be much, much less. In
this chapter, you can find out about the first set of deductions you can subtract from the
total, the so-called adjustments to income.

Adjusted Gross Income (AGIl)

In this section (see Figure 7-1), you add your adjustments to income on lines 23 through 35
and subtract them from your total income on line 22. The result of this subtraction is called
your adjusted gross income (AGI). Your AGI is an important number, because it’s used as the
benchmark for calculating many allowable deductions — such as medical and miscella-
neous itemized deductions — and the taxable amount of your Social Security income. In
fact, if your AGI is too high in the eyes of the IRS, we’re sorry to say that you may even lose
the personal exemptions to which you thought you were entitled — the $3,300 personal
exemptions that you can claim for yourself, your spouse, and your dependents.
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For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 78. Cat. No. 113208 Form 1040 (2006)

You don’t have to itemize your deductions on Schedule A to claim adjustments to income in
this section. Everyone gets to make these adjustments.

Here’s the line-by-line rundown of the adjustments you may be able to make. The headings
refer to line numbers where you plug your data into your 1040.

Line 23: Archer MSA (Medical
Savings Account) deduction

This type of account, which is offered by insurance companies and is used to pay your med-
ical bills, is similar to an IRA. For single taxpayers, your MSA must have an annual
deductible of at least $1,800 but not more than $2,700. For family coverage the deductible
has to be at least $3,650 but not more than $5,450.

You can contribute and deduct up to $4,087.50 if married (75% of the maximum allowable
deductible of $5,450) and $1,755 if single (65% of the maximum allowable deduction of
$2,700). A nifty feature of MSAs is that, unlike employer-provided flexible spending accounts
(FSAs), an MSA isn’t subject to the “use it or lose it” rule. Balances in the account can be
carried forward from year to year. The earnings on the account accumulate tax-free, and
withdrawals to pay medical expenses aren’t subject to tax. Like regular IRAs, contributions
to an MSA that are made before the April 16, 2007, filing date can be deducted on your 2006
return.

You can be covered under only one high-deductible plan. (Accident, disability, dental care,
vision care, long-term care, medical supplemental insurance, and per diem plans that pay a
fixed daily rate if you're hospitalized aren’t considered additional plans.)

Nonreimbursed medical expenses that can be withdrawn free of tax are the ones that you
can deduct as a medical expense on your return if you itemized your deductions. However,
the most that can be paid out of the plan for family coverage of out-of-pocket medical
expenses (other than for premiums) is limited to $6,650. For single coverage, the out-of-
pocket limit is $3,650. Amounts withdrawn that are more than these amounts are taxable.
What you can deduct as a medical expense is spelled out in Chapter 9. However, you can’t
make withdrawals to pay health insurance premiums except for continuation coverage
required by federal law, long-term healthcare, or while you're unemployed.

Distributions from an MSA for nonmedical expenses are subject to a 15 percent penalty, plus
the tax on the distribution at the rate for your tax bracket. The penalty and income inclu-
sion also apply if you pledge the account for a loan.
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After age 65, you can withdraw funds from an MSA for any reason without paying the 15 per-
cent penalty (but the funds still are taxable). Although not intended for this purpose, MSAs
can potentially be viewed as an additional retirement account.

MSAs were a pilot program, and the provisions, which were originally set to expire on
December 31, 2003, have been extended to already existing account holders, although it
isn’t possible to open a new account at this time. If you owned an MSA on December 31,
2005, you may continue to make contributions to it, or you may choose to roll it over to a
Health Savings Account (HSA), which we describe in great detail in “Line 25: Health Savings
Account Deduction (Form 8889).”

If you choose to continue funding your MSA, you compute your deduction on Form 8853,
Archer MSAs and Long-Term Care Insurance Contracts. Every year the deductible and out-
of-pocket amounts are indexed and adjusted for inflation. When you’ve completed Form
8853, take your result and place it gently on line 23.

Line 24: Certain business expenses of reservists,
performing artists, and fee-basis government
officials

If you believe you fall into the category of an armed forces reservist, a performing artist, or
a fee-basis government official, read up! You may be able to deduct certain business
expenses from your total income, rather than have them be reduced by a 2-percent-of-
income threshold as a “miscellaneous itemized deduction” (see Chapter 9). Before you can
decide, though, you need to know if your job and your expenses qualify.

v Armed forces reservists may deduct travel expenses if you're traveling more than 100
miles away from your home in connection with your service.

v Performing artists may deduct all your employee business expenses on line 24, pro-
vided that you meet all four requirements:

¢ During the tax year, you perform services in the performing arts as an employee
of at least two employers.

* You earn at least $200 each from at least two employers.

¢ The business expenses you incur from your performing arts jobs are more than
10 percent than you earn from all your performing arts jobs.

* Your AGI (see line 37 later in this chapter) isn’t more than $16,000 before deduct-
ing these business expenses.

If you're married and either you or your spouse is a performing artist, you need to file a
joint return in order to qualify for this deduction unless you lived apart from your
spouse for the entire tax year. And, to make matters more interesting, although both
you and your spouse must figure the first three requirements separately, the AGI for
both of you together can’t be more than $16,000. If you can’t make any of these require-
ments, you have to declare your deductible expenses on Schedule A instead (see
Chapter 9).

v Government officials paid on a fee-basis may deduct all your employee business
expenses on line 24 if you're employed by your state or local government and are paid
in whole or in part on a fee basis ($5,000 to prepare a particular report, for example).

If you do qualify, you need to fill out Form 2106 or Form 2106-EZ before you fill in an
amount on line 24 of your Form 1040.

119
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Line 25: Health Savings Account
Deduction (Form 8889)

Health Savings Accounts (HSA) may allow you to pay for unreimbursed medical expenses
on a tax-free basis. You may establish an HSA if you’re covered by a qualified high-
deductible health plan with annual deductibles of at least $1,000 for individuals and $2,000
for families. You may not open or fund one of these accounts if you have other general
health insurance (separate dental, accident-only, vision, workers’ comp, disability, or long-
term care policies don’t count against you here). You also can’t be claimed as a dependent
on someone else’s return.

An HSA works similarly to an individual retirement account (IRA). In this case, your HSA is
invested and allowed to grow income-tax free until you need to access the money to pay for
qualified medical expenses (medical insurance premiums are excluded). Like the Archer
Medical Savings Accounts (see “Line 23: Archer MSA (Medical Savings Account) deduction,”
earlier in this chapter), there’s no “use it or lose it” feature here (like there is with Flexible
Spending Accounts). Your money continues to grow from year to year until you need to use
it. You may contribute a maximum of $2,700 for individuals and $5,450 for families each year.
After you enroll in Medicare at age 65, contributions are no longer allowed, although you
may continue to take distributions.

If you previously funded an Archer MSA, you're allowed to roll that account into an HSA
without paying any tax or penalty. Just like any IRA rollover, though, the safest way to avoid
paying any tax or penalty is through a trustee-to-trustee transfer.

If you funded an HSA in 2006 (or from January 1 to April 16, 2007), or rolled your existing
Archer MSA over to an HSA, you need to complete Form 8889, Health Savings Accounts
(HSAs). After you complete that form, take the number from line 11 of the Form 8889 and
put it on line 25 of your Form 1040.

These rules for these accounts are fairly intricate, and you really need to consult a pro
before setting one up. With health insurance premiums continuing to climb, these accounts,
and the high deductible policies that they supplement, are going to become increasingly
popular.

Line 26: Moving expenses (Form 3903)

If you incur moving expenses because you have to relocate for job reasons, you can deduct
moving expenses for which your employer doesn’t reimburse you. Self-employed individu-
als may also deduct their moving expenses.

In order to claim a moving-expenses deduction, you must meet a couple of pesky require-
ments. Those requirements are

v The location of your new job must be at least 50 miles farther from your old residence
than your last workplace was.

+* You must have been employed full-time for at least 39 out of the 52 weeks prior to the
move at your old job. If you're self-employed, you must be employed full-time at least
78 weeks out of the 24 months immediately after the move, at least 39 of those weeks
happening during the first 12 months.

The place to deduct moving expenses is Form 3903, Moving Expenses. You then enter the
deductible amount on line 26. See Chapter 15 for more about filling out Form 3903. Don’t
forget to attach Form 3903 to your return.
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Line 27: One-half of self-employment tax

One of the great drawbacks of being self-employed is that you get hit not only with income
tax on your earnings but also with Self-Employment Tax. This wonderful invention combines
the 7.65 percent ordinary wage earners pay for combined Social Security and Medicare con-
tributions with the employer’s matching 7.65 percent. So, because self-employed people are
both the employer and the employee, they get stuck with both halves of this tax, or a whop-
ping 15.3 percent of all earnings from self-employment up to $94,200, and 2.9 percent on all
earnings above that.

If you're subject to this additional tax (and you know who you are, because you've already
filled out Schedule SE, Self Employment Tax, which we cover in Chapter 15), line 27 pro-
vides some tax relief. You're allowed to deduct one half of your self-employment tax from
your total income.

Line 28: Self-employed SEP, SIMPLE,
and qualified plans

In case you were looking and you’re self-employed, you’ve just found the place to deduct
contributions to your Keogh, SEP, or SIMPLE retirement accounts. These types of accounts
allow you to make substantial pretax contributions toward your retirement savings.

A SEP is a combination IRA/profit-sharing plan and is available only for self-employed individ-
uals and their employees (but not corporations). With a SEP (Simplified Employee Pension),
you're allowed to stash up to 25 percent of your net income from self-employment, but not to
exceed a $44,000 contribution. You can set up your plan and make this contribution for 2006
up to the day that you file your income tax return in 2007, including extensions.

As a self-employed person, you can also set up a Keogh plan. Your contributions to the plan
are not only deductible, but also are exempt from tax until you start receiving benefits. But
to make a Keogh contribution in 2007 that’s deductible on your 2006 return, the plan had to
be set up by December 31, 2006. If you already have a Keogh set up by the end of the tax
year, see “Keogh contributions,” later in this chapter.

Remember, if you have employees and want to contribute to a SEP or Keogh for yourself,
you can’t ignore your employees. Check out Chapter 20 for the rules on contributions. If you
and your spouse are the only ones covered by the plan, you don’t have to file an annual
information return with the IRS until the plan’s assets exceed $100,000. If you're subject to
the filing requirements, file Form 5500EZ. If you have employees, use Form 5500. This form
need not be filed for a SEP.

If you forget to set up a Keogh by December 31, 2006, you can’t make a deductible contribu-
tion to it for 2006. But with a SEP, you can take a deduction for 2006 as long as you set one
up and contribute to it by the due date for filing your 2006 return (which can be extended to
October 15, 2007). Consider a SEP-IRA for the interim and establish a Keogh by December
31, 2007, so that you can switch over to funding a Keogh for 2007.

Employers with fewer than 100 employees can establish what’s known as SIMPLE (Savings
Incentive Match Plan for Employees) plans. SIMPLEs come in two forms: a SIMPLE IRA and a
SIMPLE 401(k). A SIMPLE plan allows an employee to contribute up to $10,000 in pretax dol-
lars with the employer matching a like amount, $12,500 if you turned 50 in 2006. Unlike
regular retirement plans, the nondiscrimination coverage rules don’t apply, which means
you don’t have to include your employees in your retirement plan. See Chapter 20 for more
about SIMPLE and other small-business retirement plan options.



’ 22 Part II: Tackling the Various Forms

\\3

\\3

Regardless of whether you have a SEP, a Keogh profit-sharing, or Keogh pension, you gener-
ally can deduct up to 25 percent of your earnings to a maximum deduction of $44,000. You
noticed that we said “generally.” That’s because when it comes to taxes, about every rule has
an exception. With a defined-benefit Keogh, you can, depending on your age, put away sub-
stantially more than the smaller of 25 percent of your earnings or $44,000. You need to know
about a few other wrinkles when deciding which type of plan is best for you, so read on. For
example, with a SEP or profit-sharing Keogh, you get to choose the percentage you want to
contribute every year. It can be zero or 25 percent or any percentage in between.

Another retirement plan possibility is called the Solo (k), which is a cross between a 401(k)
and a profit-sharing Keogh. What’s unique about the Solo (k) retirement plan is that business
owners without employees — consultants, independent contractors, lawyers and doctors in
solo practices, and mom-and-pop shops — can put away significantly more than they can
under a conventional Keogh. Here’s how it works. Say the earnings of your consulting busi-
ness are $40,000. Under a regular Keogh, you can contribute and deduct $8,000 (25 percent of
$40,000 after deducting the $8,000). With a Solo (k), you get to contribute the $8,000 plus the
maximum 401(k) limit of $15,000 for a total contribution of $23,000, as long as the combina-
tion of the two contributions doesn’t exceed $44,000. There’s more! If you're older than 50,
you can contribute an additional $5,000 to the 401(k) portion of the plan. This extra amount
isn’t subject to the overall $44,000 limit. So if your income is $135,000 and you're older than
50, you can contribute $15,000 under the 401(k) arrangement plus $5,000 because you're
older than 50, and another $27,000 in normal profit-sharing contributions (25 percent of
$135,000 after deducting the $27,000) for a total retirement deduction of $47,000. By compari-
son, if all you have is a regular Keogh, the most you can contribute is $27,000.

If you’re both an employee and a sole proprietor, the most you can contribute to either your
employer’s 401(k) or the 401(k) feature of your Solo (k) is $15,000. Some taxpayers mistak-
enly believe they can contribute $15,000 to each 401(k). Don’t make that mistake. However, if
your employer contributes on your behalf to a profit-sharing plan, you can also contribute to
the profit-sharing feature of your plan. However, if you're an owner where you’re employed,
the profit-sharing plan of your separate business won’t be considered a separate plan, mean-
ing that the most you can contribute to both plans is $44,000.

If you find this Solo (k) business intriguing, just click on to www.401khelpcenter.com for a
list of companies that sponsor such plans. This Web site also features a calculator that
instantly computes the maximum you can contribute. Just enter your age, earnings, and
presto! Because the menu options at this site change so often, type in Solo (k) at the search
button to go to the “Solo (k) menu.”

Computing your SEP and Keogh deductions

We wish we could tell you that all you have to do to figure your Keogh deduction is to multi-
ply your self-employment earnings by 25 percent. Why should the government make it that
simple? You must follow two rules to arrive at the amount you are allowed to deduct.

+* Rule 1. You have to reduce your earnings by deducting one-half of your self-
employment tax and your Keogh contribution to get the amount that you multiply the
percentage by, say it’s 25 percent.

+* Rule 2. The maximum amount of your earnings reduced by this adjustment that you
multiply the 25 percent by can’t exceed $220,000.

See Table 7-1 to determine your effective contribution rate based on the actual plan percent-
age that you choose to contribute.



\\3

Chapter 7: Form 1040, Part II: Adjustments to Income Stuff 1 23

Table 7-1 Keogh and SEP Conversion Table
Actual Plan Rate Effective Rate That You Contribute
1% .009901
2% .019608
3% .029126
4% .038462
5% .047619
6% .056604
7% .065421
8% .074074
9% .082569
10% .090909
1% .099099
12% 107143
13% 115044
14% 122807
15% .130435
16% 137931
17% .145299
18% .152542
19% .159664
20% .166667
21% 173554
22% .180328
23% .186992
24% .193548
25% .200000

There is a kind of Keogh known as a defined-benefit retirement plan. With this type of pen-
sion, the annual contribution isn’t determined by a percentage of your earnings or by your
employees’ salaries. You select an annual pension benefit that you want to receive at retire-
ment, say $75,000. Next an insurance actuary determines — based on your age — how
much you need to contribute to the pension every year to have a nest egg at retirement
that’s large enough to pay you $75,000 a year during retirement. If the actuary determines
that you need to put away $95,000 a year to accomplish that goal, then you can ignore cus-
tomary maximum annual deduction limitation of $44,000. Sounds great, but all this red tape
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is extremely complicated and costly to administer. You can select a retirement benefit as
high as $175,000. Because the amount that you can put away every year is based on your
age, you can, as a general rule, put away more money under this type of plan at about age
50. That’s because at that age, you have fewer years to put money away, so a greater annual
contribution to the plan must be made.

If you have a SEP or a profit-sharing plan, you can wait until you file your return in 2007
(including the extension period) to make your contribution to the plan and have it count
toward 2006. Extensions of time to file until October 15, 2007, count toward this grace
period. On the other hand, if you have a defined-benefit or a regular pension plan (other
than a SEP or profit-sharing plan), you must make your contribution by September 15, 2007,
regardless of whether you have an extension of time to file until October 15, 2007. Dealing
with the IRS rules is a virtual minefield to the unknowing.

Line 29: Self-employed health
insurance deduction

If you're self-employed, you may deduct 100 percent of your health insurance premiums
from your income, with one caveat: You may not deduct more than your net profit from your
business.

A general partner (but not a limited partner), an independent contractor, or a shareholder
in an S Corporation may also claim this deduction. The deduction is allowed for premiums
paid for you, your spouse, and your dependents. A portion of your long-term care premiums
also qualifies for this deduction (see Chapter 9 for the maximum deductible amount).

Line 30: Penalty for early withdrawal of savings

If you withdraw funds from a savings account before maturity or redeem a certificate of
deposit before it’s due and you're charged a penalty, you can deduct it on your 1040 (line
30). You don’t have to itemize to claim this deduction. You can deduct the entire penalty,
even when it exceeds the interest income reported on the Form 1099-INT that you received.
The penalty amount, if any, is shown in box 2 of the 1099, which the bank will send you by
January 31, 2007.

Members of the same household

You're members of the same household even if you and
your spouse separate yourselves physically in your
home (or in your tropical hut, just like Gilligan and the
Skipper once did after they had a fight). However, pay-
ments made within one month of departure qualify as
alimony. For example, suppose that on June 1, while
you're still residing in the same residence with your
spouse, you make a support payment. If you move out by
July 1, this payment is deductible. Any payments made
prior to June 1 don't qualify. A technical exception exists,

however. If you're not legally separated under a decree
of divorce or separate maintenance, a payment made
under a written separation agreement, support decree
can qualify as alimony even if you are members of the
same household. Although this sounds like a distinction
without a difference, in plain English this means that tem-
porary payments until the separation or divorce is
finalized can be deducted as alimony even if you con-
tinue to live in the same residence.
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Lines 3 1a and b: Alimony paid

The alimony you paid is deducted on line 31a; to the left of the amount, you have to enter
your former spouse’s Social Security number on line 31b. If you don’t enter the number, you
can expect to hear from the IRS because there is a $50 penalty for making this boo-boo, and
your alimony deduction may be disallowed. If you paid alimony to more than one person,
enter the total amount of alimony you paid on line 31a, and then list the amount and Social
Security number for each recipient on a separate statement, and attach it to your return.

Before you can deduct it as an expense, you need to know what the government defines as
alimony. The alimony rules aren’t simple, so hang in there.

This is alimony
Payments count as alimony only if all the following conditions are met:

v Payments are required by the divorce decree or a separation decree.
v The alimony payer and the alimony recipient don'’t file a joint return with each other.
v The payment is in cash (including checks or money orders).

v The spouses who are separated or divorced aren’t members of the same household
(see the sidebar “Members of the same household,” later in this chapter).

v The payments aren’t required after the death of the spouse who receives the alimony.

v The payment isn’t designated as child support.

This isn’t alimony
Payments don’t count as alimony if any of the following conditions are true:

v The payment is a noncash property settlement.
v The payments are a spouse’s part of community income.
v The payments are destined to keep up the payer’s property.

v The payments aren’t required as part of the separation or divorce settlement.

Rules and exceptions to alimony

Looks simple, you say? Sorry. The rules on alimony are one of the most complex areas of
the law. The reason for this absurd complexity is that each party to a divorce is trying to
achieve opposite goals. The payer usually wants to deduct every payment, and the recipient
wants to pay as little tax as possible. To keep everyone honest, regulations breed regula-
tions! The following additional information can help you plug in the right amount on line 11
for alimony received, or line 31a for alimony paid.

v Cash payments: A cash payment must be made in cash. (Makes sense, doesn'’t it?)
Therefore, property settlements don’t qualify. The transfer of a home or business is
considered a property settlement.

v Payments to a third party: Payments to a third party qualify as alimony if they are
used in place of alimony and are requested in writing by your former spouse. These
payments can be for medical expenses, housing costs, taxes, tuition, and so on.

v~ Life insurance premiums: Life insurance premiums on your life insurance qualify as
deductible alimony if the payment is required by the divorce or separation agreement
and your former spouse owns the policy.
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1 Mortgage payments: Mortgage payments are alimony if you must make mortgage pay-

ments (principal and interest) on a home jointly owned with your former spouse —
and the terms of the decree or agreement call for such payments. You can deduct half
of the total of these payments as alimony. Your spouse reports this same half as
income. If you itemize deductions and the home is your qualified residence, you can
include the other half of the interest portion in figuring your deductible interest. If the
home is your ex’s residence, he or she can deduct half of the mortgage interest.

1 Taxes and insurance: Tax and insurance payments qualify as alimony if you must make

them on a home that you hold as tenants in common — which means that your heirs
get your share when you die. (The person you own the property with doesn’t get your
share.) You can deduct half of the tax and insurance payments as alimony, and your
spouse reports this amount as income. If you and your ex-spouse itemize deductions,
you each may deduct one-half of the real estate taxes. If the property is held as tenants
by the entirety or as joint tenants (where the survivor gets it all), none of your pay-
ments for taxes and insurance qualify as alimony. If you itemize your deductions, you
can deduct all of the real estate taxes.

v Minimum payment period: For alimony agreements executed in 1985 and 1986, annual

payments in excess of $10,000 had to continue for at least six years. For agreements
made after 1986, no minimum payment period exists.

v+ Recapture: To keep people from disguising large divorce settlements as alimony, a

recapture provision was enacted for agreements executed after 1986. Recapture means
that you have to report as income part of what you deducted during the first two years
that you started paying alimony. The recapture rule applies if your average payments
decline in the first three years by more than $15,000.

For example, suppose that in year one and year two, you paid and deducted $25,000 in
alimony, but in year three, you paid only $5,000. You triggered the recapture rules,
because your payment decreased by more than $15,000. See a tax expert. This area is
one you don’t want to fool around with. However, recapture doesn’t apply if your
spouse dies or remarries, or if your alimony payments are geared to a fixed percentage
of your income and your income decreases.

+* Payments after death: Alimony payments must stop at your ex-spouse’s death. If you

must continue to make payments after your spouse’s death — because of the legalese
included in the agreement — none of the payments that you made before or after death
qualify as alimony that you can deduct.

v Child support: A required payment that’s specifically designated as child support

under your divorce decree isn’t deductible as alimony. Even if a payment isn’t specially
designated as child support, part of it will be considered child support if the payment
is to be reduced when your child reaches a specified age, dies, marries, leaves school,
or becomes employed.

For example, suppose that you're required to pay your spouse $2,000 a month.
However, when your child reaches age 21, your payment will be reduced to $1,250.
Only $1,250 of your $2,000 monthly payment is considered alimony, and the remaining
$750 is considered nondeductible child support.

For pre-1985 divorce decrees, combined spouse and child support payments that are
reduced when the child comes of age are treated as alimony. The IRS deemed this deal
too good (of course) and thus changed the rules for agreements executed after 1984.

+* Payments to nonresident aliens: Alimony paid to nonresident aliens is considered U.S.

source income. As a result, you have to withhold 30 percent for tax and send it to the
IRS, just like your employer does with the tax withheld from your salary. Find out
whether the U.S. has a tax treaty with the country of your former spouse — under a
number of tax treaties, alimony is exempt from withholding. See IRS Publication 901
(U.S. Tax Treaties) for some really interesting reading!
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Normally when a property settlement is reached in a divorce, the transfer isn’t taxable to
either of the parties. However, there are exceptions (what a surprise!). For example, if you
give shares of stock or stock options that you own to your former spouse, the transfer,
depending on the type of option, may be a taxable event. However, the spouse who receives
the stock or options owes the tax that his or her ex would have owed when the options are
exercised or the stock is sold. This rule also applies to other assets. Chapter 12 contains the
rules on stock options.

Line 32: You and your spouse’s IRA deduction

Saving for your eventual retirement is a good thing, which is why the tax laws are structured
to give you all sorts of benefits if you do save for retirement. The IRA is one way that you
may sock it away for your golden years.

Originally, IRAs came in plain vanilla. Basically, you were allowed to contribute $2,000 each
year into an account and defer paying tax on both your yearly contributions and any money
that you earned on your contributions. When you took distributions from your account
after retirement, you paid the income tax on the full amount of your distribution at ordinary
income rates. What could be easier?

This sort of account still exists, only now it’s called a “traditional, fully deductible IRA.”
Other types of IRAs — essentially variations on a theme, have joined it. Now you may own a
traditional deductible IRA, a traditional nondeductible IRA, or even a Roth IRA. Here’s how
they differ:

v Traditional deductible IRA: You make contributions that you haven’t paid tax on yet.
When you begin taking money out at retirement, you'll be taxed on the full amount of
your distributions.

v Traditional nondeductible IRA: You make contributions into your IRA account with
after-tax dollars or money you’ve already paid tax on. When you begin to take distribu-
tions, you're not taxed on the amounts you contributed, but only on the investment
earnings — interest, dividends, and capital gains/appreciation — that have accumu-
lated in your account.

+* Roth IRA: Just like the traditional nondeductible IRA, you make contributions into your
Roth with after-tax dollars. You don’t pay any income tax on distributions.

Because line 32 is concerned only with the deduction you can take for a contribution to a
traditional IRA, we concentrate on the rules for the deductible IRA here. Even though you
don’t get a deduction for the nondeductible IRA and Roth IRA, for some people, these
accounts can be useful retirement planning tools. You can find out more about all retirement
plans in Chapter 20.

You and your spouse (if you're married) are both entitled to contribute and deduct the max-
imum to your IRAs if you meet the compensation and age requirements that we introduce in
this section. This means that, if you’re married and able to take advantage of the maximum
deduction in 2006, you can exclude up to $8,000 from your total income if you're both under
50, $10,000 if you've both reached that milestone birthday prior to January 1, 2007. These
aren’t small potatoes!
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You have to put real dollars into a real account in order to get the deduction, but you don’t
have to do it in 2006 in order to get a deduction on your 2006 Form 1040 or Form 1040A.
Provided you've put the money into an account by April 16, 2007, you're entitled to take
your 2006 IRA deduction.

Types of compensation needed to qualify for an IRA

In order to make contributions to an IRA, you need to have earned income from wages, com-
missions, tips, self-employment, or the receipt of alimony. If you (or your spouse, if you
aren’t currently earning from these sources) don’t have income from at least one of these,
you can’t make contributions, so you can’t get the deduction.

If you're self-employed, your self-employed earnings for the purpose of determining IRA con-
tribution eligibility are reduced by amounts you contribute to another retirement plan
(Keogh or SEP) and by the deduction you're taking for one-half of your self-employment tax.
(For more on Keogh or SEPs, see Chapter 20.)

Contribution limits

If you have earned income, congratulations! You’'ve passed the first hurdle. Now you need to
figure out how much you can contribute.

For 2006 returns, the maximum you're allowed to contribute to your IRA is $4,000. If you
have less than $4,000 of earned income, you may contribute up to 100 percent of your
earned income. If you're 50 or older, you can contribute an additional $1,000 (provided you
have at least $5,000 of earned income). As long as you turned 50 years old on or before
January 1, 2006, you can take advantage of this extra $1,000 amount, which is more com-
monly referred to as a catch-up contribution. See Chapter 20 for details.

Remember, the earlier in the year that you make your IRA contribution, the sooner it starts
growing tax free. For example, if you're turning 50 in December 2006, you don’t need to wait
until then to make your catch-up contribution. As long as you turn the magic number this
year, you can make that contribution at any time during the year.

Age limits

Unlike driving a car, funding an IRA doesn’t have a minimum age requirement. Provided you
have earned income, you're allowed to make those contributions. However, if you want a
traditional IRA, even if it’s a nondeductible IRA, you’re going to have to stop feeding the
kitty in the year in which you turn 70%.

Of course, nowhere is it written that you can’t continue to save after you turn 70% — even in
an [RA. At the time you can no longer make traditional IRA contributions, you may be able
to contribute to a Roth IRA (see Chapter 20 for more specifics).

Deductible IRA contributions

As a general rule, you can claim a deduction for the contribution that you're allowed to
make to your IRA. That rule has only one qualification: If you or your spouse is covered by a
retirement plan at work, your ability to claim a deduction may be reduced or eliminated.
This restriction doesn’t mean you can’t make a $4,000 ($5,000 if you’re 50 or older) nonde-
ductible IRA or Roth IRA contribution.

Table 7-2 shows who may make a deductible contribution to a traditional IRA.
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Table 7-2 Who Can Make a Deductible Contribution?

Filing Status Employer's Plan Income Phaseouts/Limits (based on modified AGl)
Single No Fully deductible

or Yes Up to $50,000, fully deductible

Head of Household Between $50,000 and $59,999, partially deductible

$60,000 and over, no deduction

Married Filing Joint | Neither spouse Fully deductible

or One spouse Up to $150,000, fully deductible for spouse whose
employer doesn’t have a plan

Qualifying Widow ] ]
or Widower Between $150,000 and $159,999, partially deductible
for spouse whose employer doesn't have a plan

$160,000 and over, no deduction

Both spouses Up to $75,000 fully deductible
Between $75,000 and $84,999, partially deductible

$85,000 and over, no deduction

Married Filing No Fully deductible
Separately

Yes Between $1 and $9,999, partially deductible

$10,000 and over, no deduction

These limits and phaseouts refer to your “modified adjusted gross income,” or “modified
AGI” for short. To figure your modified AGI, fill out the worksheet that we include in the
sidebar “How to figure partial IRA deductions” later in this chapter.

Are you covered by your employer’s plan?

If you're not sure whether or not you (or your spouse) are covered by a pension plan at
work, check out box 13 of your W-2. If your employer has some sort of pension plan that
you're eligible to participate in, the “Retirement Plan” box will be checked.

You're considered covered, or an active participant, even if you haven’t earned the full right
(known as vesting) to the benefits under your plan. If you switch employers during the year,
and one of the employers has a plan and the other doesn’t, you're considered covered.

You're also considered covered by a plan when you’re both salaried and self-employed, pro-
vided that you have your own Keogh, SEP, or SIMPLE plan and you aren’t covered by a plan
where you’re employed. You're also considered covered by a plan if you're self-employed
and have a Keogh, SEP, or SIMPLE plan.

If your employer offers you a retirement plan that you can contribute to, such as a 401(k) or
403(b) and you and your employer didn’t add any money to your account and no forfeitures
were allocated during the tax year, you're not considered covered during the year. Thus,
you can make the maximum tax-deductible IRA contribution if your spouse also isn’t cov-
ered by a pension plan. If he or she is covered by a pension plan, you can still put away, and
deduct, the $4,000 maximum, provided your joint income is less than $150,000.
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Nondeductible IRA contributions (Form 8606)

Although your deduction for an IRA contribution may be reduced or eliminated because of
the AGI modifications, you still can make nondeductible IRA contributions of up to $4,000,
or 100 percent of your compensation, whichever is less, plus the $1,000 catch-up amount

if you're 50 or older. The difference between your allowable deductible contribution, which
is entered on line 32, and your total contributions made, if any, is your nondeductible
contribution.

Your total IRA contributions, including deductible, nondeductible, and Roth IRAs, can’t
exceed $4,000 (or $5,000 if you’re 50 or older).

You must report nondeductible contributions to the IRS on Form 8606 even if you don’t
have to file a tax return for the year. If you're filing a Form 1040, you attach Form 8606 to
your 1040. The penalty for not filing your Form 8606 is $50, and if your IRA contributions are
more than the permissible amount, you must correct the overpayment; otherwise you may
be subject to a 6 percent penalty (see Chapter 8, line 60). The penalty is imposed annually
until the excess amount is removed. You can also be penalized an additional $100 if you
overstate the computation of your nondeductible contributions on Form 8606.

Say you discovered while preparing your 2006 return that you contributed too much in
2006. Three ways to avoid the penalty are

1 Considering the excess 2006 contribution part of your 2007 IRA contribution. This
way works best. For example, if you contributed $1,000 too much in 2006 and you're
entitled to contribute $4,000 for 2007, just change that excess $1,000 contribution for
2006 to a $1,000 contribution to 2007. Now you need to add only an additional $3,000
contribution later in 2007 to reach the maximum $4,000 contribution allowed for 2007.
With this simple shift, no penalty will be assessed, and you still manage to contribute
the full amounts for both 2006 and 2007.

v Withdrawing the excess amount by the due date (including extensions) for filing
your return. If you withdraw the excess and the earnings on the excess amount before
April 16, 2007, no penalty. However, you'll owe tax on the earnings and, if you're
younger than 59%, the earnings are subject to the 10 percent withdrawal penalty dis-
cussed in Chapter 6.

1 Withdrawing the excess contribution and paying tax on it when it’s too late to use
either of the other two methods, even when you didn’t claim a deduction for the
excess amount. Ouch!

If after filing your return, you discover that you should have deducted your IRA contribution
instead of claiming it as a nondeductible contribution (or vice versa), you can amend your
return by filing Form 1040X. You also have to amend Form 8606 and attach it to Form 1040X.

The Roth and other IRAs

Deductible IRAs, nondeductible IRAs, and rollover IRAs for lump sums of your former
employer’s retirement plan (check out Chapter 6 for more on lump-sum distributions) are
only half the story. Be aware of other types of IRAs: MSAs, HSAs, Coverdell Education
Savings Accounts (formerly known as Education IRAs), Medicare Plus Choice MSAs, and
Roth IRAs. See Chapter 20 for more information about the Roth IRAs and Medicare Plus
Choice MSAs. Chapter 24 covers the Coverdell Education Savings Account.

Converting traditional IRAs to Roth IRAs

Although funding your Roth IRA isn’t a matter for your Form 1040 or 1040A (which is why
we cover it in Chapter 20), you may decide at some point to convert a traditional IRA into
a Roth IRA. The conversion of a traditional IRA to a Roth works similarly to any rollover

from one pension plan to another, and if you do it properly, you shouldn’t have to pay the




10 percent early withdrawal penalty. (We discuss the merits and drawbacks of conversions
in Chapter 20). In order to let the IRS know what you’ve done, you show your conversion on
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the back of Form 8606, Nondeductible IRAs.

If you're considering converting your IRA account, you need to know the following:

v In the year of conversion, your income (not including the amount you’re converting)

must be less than $100,000, including any required distributions from traditional IRA or

other retirement accounts.

»* You may not file as married filing separately.

How to figure partial IRA deductions

You get a partial deduction when your employer has a
pension plan that you're eligible to participate in and:

v+ Your modified AGI falls between $50,000 and $60,000
when you're single, or between $75,000 and $85,000
when you're married filing jointly or a qualifying
widow or widower.

v Your modified AGI falls below $10,000 when you're
married filing separately.

If your modified AGI is above the phase-out limits, you
aren't entitled to a deduction.

Figure your partial IRA deductions by first determining
your modified AGI, which is your AGI from line 37 on Form
1040 (or line 21 on Form 1040A) added to the following
deductions:

v+ Your IRA deduction (line 32)
v~ Student loan interest deduction (line 33)

v Foreign earned income and housing deductions (this
deduction applies only to taxpayers who live and
work abroad) per Form 2555 (see Chapter 6)

v The exclusion for Series EE U.S. Savings Bond inter-
est (shown on Form 8815) explained in Chapter 10

v The exclusion for adoption assistance (Form 8839) —
see Chapter 8

If you didn’t live with your spouse at any time during the
year and you file a separate return, your filing status is
considered single for this purpose.

1. Depending on your filing status, enter one of the fol-
lowing:

$60,000 — single or head of household
$85,000 — joint or qualifying widow or widower

$10,000 — married filing separately

2. Enter your modified AGI. 2.
3. Subtract line 2 from line 1. 3.

4. Your IRA contribution. 4,
(See instruction A below.)

5. See instruction B and C below. 5.

6. Your IRA deduction. Enter 6.

the smaller of 4 or 5.

7. Your nondeductible contribution. 7.
Subtract 6 from 4.

If line 2 is larger than line 1, you aren’t entitled to an IRA
deduction — enter zero -0-.

A. Remember, your contribution can’t exceed your
compensation.

B. If line 3 is $10,000 or more, enter $4,000 (or $5,000 if
you're 50 or older in 2006) on line 6 above. No further
computations are required.

C. Ifline 3is less than $10,000, multiply line 3 by 40 per-
cent (0.40) or 50 percent (0.50) if you were 50 or older
by the end of 2006. Round to the nearest $10. If the
amount that you arrive at is less than $200, enter
$200. Don't ask why. These are the rules. Simply
enter the amount you arrive at or the $200 minimum
on line 5.

D. Line 6 is your IRA deduction; enter this amount on
line 32 (1040) or line 17 (1040A).

E. Your nondeductible IRA contribution is the difference
between your maximum IRA contribution, which
generally is $4,000, and the portion of the $4,000
you're entitled to deduct (computed on line 6 above).
You must also enter this amount on line 1 of Form
8606, Nondeductible IRAs, where you keep track of
all your nondeductible IRA contributions made
through the years. For example, if only $500 of your
$4,000 can be deducted, thatis the amount you claim
on line 32 (1040) or line 17 (1040A). The $3,500 bal-
ance is entered on Form 8606.

If a pension doesn’t cover you, but does cover your
spouse (or vice versa), enter $160,000 on line 1 and com-
plete lines 1 through 7.
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If you convert from a traditional IRA to a Roth in 2006 but discover at the end of the year
that your income exceeds $100,000, you can have a “do over”! You can “undo” the conver-
sion if you transfer the money back by the due date for filing your return (including
extensions) for the tax year in which you made the conversion. The conversion is treated as
never having taken place. If your filing date for 2006 is April 16, 2007, you can correct your
error regarding your 2006 conversion without any tax consequences if you make a trustee-
to-trustee transfer back to a regular IRA by April 16, 2007.

If you convert to a Roth IRA and then the value of the stocks in the converted account head
south, you have the option to recharacterize (undo a conversion). For example, if you con-
vert an account worth $50,000 in August, and by December, it’s worth only $30,000, you
probably want to recharacterize the account (and develop a different investing strategy?).
Otherwise you have to pay income tax on $50,000 that’s now worth only $30,000. You're
allowed only one recharacterization a year.

When you recharacterize a Roth back to a traditional IRA, although a conversion is treated
as if it never had taken place, because it was recharacterized, you must report it on your tax
return. Enter the original conversion on line 15a Form 1040 or 11a of Form1040A. Enter zero
(-0-) on either line 15b of your 1040 or 11b of your 1040A. These entries show the original
conversion and a zero amount as being taxable, because you undid the conversion by
means of a recharacterization. Attach a statement to your return showing the amount
recharacterized, the original conversion, the earnings or loss while the money was in the
Roth, and the amount back in your traditional IRA. If you make a trustee-to-trustee transfer
when you do a recharacterization, the Roth earnings are considered being earned by the
account receiving the recharacterization. A recharacterization can be made on an amended
return filed within six months of your original return (including extensions). If you missed
the date for recharacterizing a conversion through no fault of your own, the IRS has
announced in a number of private-letter rulings that it will excuse missing the deadline.

Vour spouse’s IRA deduction

Whether or not your spouse is earning wages, tips, commissions, alimony, or income from
self-employment, or isn’t employed outside the home, he or she is eligible to contribute to
an IRA account, and the deductible amount of your spouse’s IRA contribution also goes on
line 32.

If your spouse isn’t employed outside the home, you can set up a spousal IRA account and
contribute up to $4,000 for him or her ($5,000 if your spouse is 50 or older) for a total IRA
deduction of $8,000. Spouses who are 50 or older also can contribute an extra $1,000.

You can’t put the combined total contribution amount into either your account or your
spouse’s. You each need your own account, and only the maximum contribution per person
can be put into either account.

A spouse who isn’t working outside the home can set up a fully deductible IRA even if the
other spouse is covered by a pension at work, provided the couple’s income doesn’t exceed
$150,000. If their income is between $150,000 and $160,000, a partial deduction is allowed. At
$160,000, the deduction is eliminated. See the phase-out worksheet earlier in this chapter to
determine whether you qualify for a partial deduction. If this phaseout works against you,
don’t overlook a nondeductible IRA.

If your spouse is employed

If your spouse is employed during the year — and each of you is younger than 70% at the
end of 2006 — you can each have IRAs and can each contribute up to the $4,000 or $5,000
limits, unless your taxable compensation (or your spouse’s) is less than $4,000. Qualifying
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income ranges are the same as those we explain earlier in this chapter in the section
“Compensation needed to qualify for an IRA.” For example, Michael and Lisa file a joint
return for 2006. Michael earned $28,000, and Lisa earned $1,800. Michael and Lisa can each
contribute $4,000 to their respective IRAs for a total of $8,000. Even though Lisa earned less
than $4,000, she is deemed to have earned Michael’s $28,000 less his $4,000 IRA deduction,
or $25,000, as the compensation she needs to qualify for her IRA.

If your spouse isn’t employed

If your nonworking spouse decides to set up his or her own IRA, the most the two of you can
contribute is 100 percent of your taxable compensation up to $8,000, or $10,000 if both of you
are 50 or older. You can divide your IRA contributions between your IRA and your spouse’s
IRA any way you choose, but you can’t contribute more than $4,000 or $5,000 to either IRA
(depending on your age). For example, if your salary is $4,500, you can contribute $4,500 —
that is, $2,000 for you and $2,500 for your spouse, $1,500 for you and $3,000 for your spouse,
or $2,250 for you and $2,250 for your spouse — but no more than $4,500 total. If your salary is
more than $8,000, the most you can contribute to your separate accounts is $4,000.

Spouses younger than 707

You can’t make contributions to your own IRA for the year in which you reach age 70/ or in
any later year. However, for any year you have compensation, you can continue to make
contributions of up to $4,000 or $5,000 (if your spouse is 50 or older) to your spouse’s IRA
until the year your spouse reaches age 70%.

Line 33: Student loan interest deduction

Although most types of personal interest are no longer deductible, you may deduct up to
$2,500 of interest on a loan used to pay higher education and certain vocational school
expenses (ask the vocational school whether it qualifies for this deduction if you have to
borrow to pay the tab). You can claim this deduction as long as it takes to pay off the loan
and as long as you’re paying interest on it.

For single filers, the deduction doesn’t start to get eliminated until your income hits $50,000
and doesn’t completely disappear until $65,000. For joint filers, the phaseout of the deduc-
tion starts at the $105,000 income level, with the deduction getting wiped out at $135,000.

The beauty of the student loan interest deduction is that you don’t have to itemize your
deductions to claim it. You can claim the standard deduction (see Chapter 9) and the stu-
dent loan deduction. This deduction should be of great benefit to recent graduates.

To take this deduction, you must meet the following requirements:

» You're not filing as married filing separately and no one else can claim you as a
dependent.

v The loan must be incurred to pay the higher education expenses of you, your spouse,
or anyone you claimed as a dependent when you took out the loan.

v The expenses must be paid within a reasonable amount of time after the loan is taken
out. We wish we could tell you what’s reasonable, but you know how it is: The IRS
knows what’s reasonable when it sees it. One way the IRS views as reasonable is when
the loan proceeds are used within 60 days before the start or end of an academic
semester to pay your allowable higher education expenses.

»* You must be the person primarily responsible for the loan.

v The student must carry at least half the normal workload of a full-time student or be
attributable to a period during which he or she met this requirement.
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v The loan was taken out to pay higher education expenses for tuition, fees, room and
board, books, supplies, and other necessary expenses, such as transportation.

v Loans from related family members don’t qualify for the deduction.

v Revolving lines of credit don’t qualify unless you agree that the line will be used only to
pay for education expenses.

Students usually take out these loans because they can obtain lower interest rates, but their
parents won’t be able to claim the deduction, even if they make all the payments. That’s
because the parents didn’t borrow the money. If the student is liable for the loan, the stu-
dent can’t claim the interest deduction when he or she can be claimed as a dependent on
someone else’s return. But in an interesting twist, if a nondependent student takes the loan,
but the parents make the payments, the student may be allowed to take the interest deduc-
tion on his or her return.

With these rules, high-income taxpayers may be able to do better with home equity loans
(see Chapter 9).

Institutions making education loans are required to issue Form 1098-E, Student Loan
Interest Statement, listing the interest. Your instruction booklet has a worksheet for 1040
filers to compute the phase-out amount and so do we.

Here’s how the phaseout works:

Single Married
1. Income. $53,000 $120,000
2. Threshold amount. $50,000 $105,000
3. Subtract line 2 from line 1. $3,000 $15,000
Single Married
4. Phase-out range. $15,000 $30,000
($65,000 - $50,000 for singles,
$135,000 — $105,000 for joint filers)
5. Divide line 3 by line 4. $3,000 + $15,000 $15,000 + $30,000
6. Result. 20% 50%
7. Maximum deduction. $2,500 $2,500
8. Multiply line 7 by line 6. $500 $1,250
9. Allowable deduction. $2,000 $1,250

(Subtract line 8 from line 7.)

You figure income for line 1 by adding the following items back to your AGI (line 37, Form
1040 or line 21, Form 1040A):
v Student loan interest deduction (line 33)

v Foreign earned income and housing deductions (this applies only to taxpayers who live
and work abroad) per Form 2555 (see Chapter 6)

v Exclusion of income for bona fide residents of American Samoa and the exclusion of
income from Puerto Rico
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For all those students and former students who have taken advantage of low interest loan
consolidations in the past couple of years, remember that you can deduct the interest on
your refinanced loan as long as the loan was refinanced with another educational institution
or tax-exempt organization.

Line 34: Jury pay returned to your employer

If you have to return jury pay to your employer because your employer continued to pay
you while you served on the jury, you can deduct that amount on line 34.

Line 35: Domestic production activities
deduction (Form 8903)

One of the lesser-known provisions of the American Jobs Creation Act of 2004 is the deduc-
tion for domestic production activities. This deduction became available in 2005 to
taxpayers who produce, and then sell, lease, license, exchange, or otherwise dispose of any
product (including manufactured, agricultural, mineral, engineered, cultural, and intellec-
tual) either wholly or significantly within the United States.

The domestic production activities deduction’s purpose is to provide an incentive for busi-
nesses to keep current jobs, and create new ones, in this country. Accordingly, if you have
at least one employee in the United States and you’re a builder, a manufacturer, a farmer, a
software engineer, an architect or engineer, a film producer or director, a writer, or you own
some sort of mining operation that functions primarily inside the United States and sells pri-
marily to consumers in the United States, you’ll probably qualify for this deduction if you
actually make money at that endeavor. If you don’t have employees here, don’t even bother
trying to calculate this deduction.

For 2006, the deduction is worth the lesser of

v~ 3 percent of the smaller “qualified production activities income” or taxable income, or

v 50 percent of W-2 wages for the employer for the tax year

In order to claim your deduction, you have to complete Form 8903, and then put your result
on line 35 of your Form 1040. If you'’re a member of a partnership or S Corporation, you can
find the number you need to use to calculate this deduction on the Schedule K-1 you receive
from the partnership or S Corporation tax returns.

If you didn’t tackle Form 8903 in 2005, but you think you may qualify for this deduction in
2006, you may want to consult a competent tax advisor this year. Likewise, if your domestic
production activities are occurring in a pass-through entity, such as a partnership or an S
Corporation, you may want to leave the calculation of this deduction in the hands of a pro-
fessional. On the other hand, if yours is a fairly straightforward business and you filed Form
8903 last year, you know that calculating this deduction isn’t as tough as it looks, after you
master the terminology.

Here’s how the domestic production activities deduction works. Martin is a builder with one
employee. He had gross receipts of $50,000 in 2006, $40,000 of which came from new con-
struction (which is a qualified domestic production activity), and $10,000 from home repairs
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(which aren’t qualified). He paid his employee $10,000 in 2006 (making sure he gave him a
Form W-2), and he had other deductions, including the cost of goods sold, of $10,000, leav-
ing a net profit in 2006 of $30,000. Martin’s adjusted gross income (line 38 of Form 1040) is
$60,000.

The simplest way to calculation Martin’s deduction is as follows:

. Begin with domestic production gross receipts (DPGR) $40,000
. Subtract pro-rata share of deductions and losses -4,000
. Subtotal (qualified production activities income) $36,000

. AGI without domestic production activities deduction $60,000

. Multiply line 5 by 3 percent $ 1,080
. Enter Form W-2 wages $10,000

1
2
3
4
5. Enter smaller of qualified production activities income or AGI $36,000
6
7
8. Multiply Form W-2 wages by 50 percent $ 5,000
9

. Compare lines 6 and 8, and enter the smaller $ 1,080

Calculating this deduction may seem like a lot of work, but think of this as a practice year. In
2007 through 2009, the percentage of qualified production activities income you can deduct
increases to 6 percent, and in 2010, it increases again to 9 percent.

Line 36: Total adjustments

Go ahead, make your day. Add all the figures you have on lines 23 through 35. This total rep-
resents your total adjustment — and we hope it’s a big number! But alas, it may be zero.
Don’t despair; there are more deductions to come on the back of Form 1040.

Line 37: Adjusted gross income

The next step is subtracting the amount in line 36 from line 22 (the total income). The result
is your AGI.

The IRS must think that this is a pretty important number because the good people at the
Department of the Treasury have designed an easy-to-find AGI line at the bottom of the 1040
(line 37) where you enter this amount before you turn to the back of the form. Congrats!
You’re halfway there! This number is used to determine a host of deductions and tax cred-
its. So, as you find out in later chapters, we often refer to this line.



Chapter 8
The Rest of the 1040

In This Chapter

Tax computation time

Credits you can take

9.9

Paying taxes on your “kiddie’s” income
Calculating the alternative minimum tax
Payments you already made

Refund or amount you owe

LVhen you turned the page of your Form 1040, you probably had that same sickening
feeling that you had as a student when you turned the page on an exam — just to
find more junk that you’d never finish before the bell rang! But we think that you can beat
the bell this time if you take the 1040 line by line, relax, and let us help you. For some of you,
the worst is over; for others, well, you may still have some nasty schedules ahead of you to
complete your return, but in this chapter we direct you to the forms you need.

Tax and Credits

You may think that because this section is entitled “Tax and Credits,” you're going to calcu-
late how much tax you owe or will be refunded and be on your merry way (see Figure 8-1).
Wrong! What you’re going to do here is calculate your taxable income — that is, the income
that you actually owe tax on for the year. Finding out your taxable income isn’t the finish
line, however, because you may have some credits (these are good, because they reduce
your tax bill) and some other taxes (these obviously are bad) to report. Then you must
settle up with the IRS and determine in the payments section whether you paid too much,
too little, or just enough tax during the year (yeah, that part will be a little like Goldilocks,
the three bears, and the porridge-tasting stuff!).

Line 38: Adjusted gross income

This line is a piece of cake. To complete line 38 at the top of the back page, turn your
return back over and copy the entry you made on line 37 — both are your adjusted gross
income (AGI)!
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Figure 8-1:
The Tax and
Credit sec-
tion of the
Form 1040.

A\

Form 1040 (2006) Page 2
Tax 38  Amount from line 37 (adjusted gross income) . P 38
and 39a Check [ [J You were born before January 2, 1942 [ Biind.] Total boxes |_
Credits if: { [ spouse was born before January 2, 1942, [ BIind.} checked P 39a
Standard b If your spouse itemizes on a separate return or you were a dual-status alien, see page 85 and check here »39b E
?oid_"c“"" 40 Itemized deductions (from Schedule A) or your standard deduction (see left margin) . 40
41  Subtract line 40 from line38 . . . . . . . vy . . . el
e People who
checked any |42 Ifline 38 is over $112,875, or you provided housing to a person dlsplaced by Hurricane Katrlna,
gg; gpsﬁgg or see page 37. Otherwise, multiply $3,300 by the total number of exemptions claimed on line 6d 42
who can be 43 Taxable income. Subtract line 42 from line 41. If line 42 is more than line 41, enter -0- 43
gljggsgeﬁa 44 Tax (see page 37). Check if any tax is from: a [] Form(s) 8814 b /[] Form4972 . . 44
see page 36. | 45  Alternative minimum tax (see page 39). Attach Form 6251 . .. .. . . . . 45
® Allothers: |46  Add lines 44 and45, . . ., BT . )
Single or 47  Foreign taxcredit. Attach Form 1116 |f requlred 3 o 47
Qﬂeﬁg;‘g?eflgif‘g 48 _Credit for child and dependent care expenses. Attach Form 2441 | 48
$5,150 49 Credit for the elderly or the disabled./Attach Schedule R , 49
Married fiing | 50  Education credits. Attach Form 8863 . . 50
l(gﬂgll%y?r:g 51  Retirement savings contributions credit. Attach Form 8880 51
widow(er), 52 Residential energy credits. Attach Form 5695 . . . 52
$10,300 53 Child tax credit (see page XX). Attach Form 8901 if required | 53
Head of 54  Credits from: a [ Form 8396 b [J Form 8839 ¢ [] Form 8859 | 54
household,
$7.550 55  Other credits: \a ] Form 3800 b [] Form 8801 ¢ [] Form 55
56  Add lines 47 through 55. These are your total credits . . e 56
57 Subtract line 56 from line 46. If line 56 is more than line 46, enter 0» e e > 57

Line 39a

On line 39a, check the box if either you or your spouse was born before January 2, 1942. That
makes you 65 or older in 2006 and entitles you to increase the standard deduction to which
you're entitled. So you noticed that strange date, but it isn’t a misprint. Most logically think-
ing people believe that if they were born January 1, 1942, their 65th birthdays wouldn’t arrive
until 2007 and thus wouldn’t make them ineligible to increase the standard deduction until
2007. That isn’t the IRS’s way of thinking. If you were born January 1, 1942, you’re considered
to be 65 on December 31, 2006 and thereby are entitled to the extra standard deduction
amount. Don’t ask who came up with this one. We're at a loss to explain it just like you are.

Line 39a also asks you to check a box if you're blind. We realize that most people find this
line somewhat puzzling. After all, if someone is blind, how do they know to check the box?
We hope the answer is that you bought this book so you could prepare their tax return

for them.

If you check one of the boxes on line 39a and you’re not itemizing your deductions, see
Chapter 9 to compute your increased standard deduction.

Line 39b

If you're married filing separately and your spouse itemizes deductions, then you must also
itemize. If one claims the standard deduction, then both must claim it.

If you're legally married but can qualify as head of household, you're treated as if you were

unmarried, so you can claim the standard deduction even if your spouse chooses to itemize
deductions. See Chapter 9 for the specifics.

Line 40: Itemized deductions (from Schedule A)
or your standard deduction

This section refers to what can be a critical choice, so don’t make a quick decision between
the two choices the IRS offers for deductions. Either choice is good in the sense that the



Chapter 8: The Rest of the 1040

\\3

result reduces your taxable income — the income that you owe tax on. HOWEVER, and
note, this is a big however: You may be cheating yourself if you automatically jump into the
easier of the two choices and take the so-called standard deduction.

The standard deduction is tempting to take because, without any complicated figuring, you
simply take the deduction that corresponds to your filing status. For example, if you're filing
as a single, you can take a standard deduction of $5,150.

If your parent or someone else can claim you as a dependent, the standard deduction to
which you’re entitled is limited. Check out Chapter 9, which can help you figure your allow-
able standard deduction.

Itemizing your deductions on Schedule A requires more work than just claiming the stan-
dard deduction, but if your total itemized deductions add to more than your standard
deduction, don’t waste them.

If you're in doubt about whether itemizing saves you money or what expenses you may
actually itemize, jump over to Chapter 9 right now. Take a gander at the line items on
Schedule A. Even if itemizing can’t save you money for this year’s return, educating yourself
about deductions that are available is a good idea for the future. The major expenses that
you may itemize include some home ownership expenses (mortgage interest and property
taxes), state income taxes, medical and dental expenses that exceed 7.5 percent of your AGI,
gifts to charity, casualty and theft losses that exceed 10 percent of your AGI, job expenses,
and other miscellaneous things (that exceed 2 percent of your AGI).

If your AGI (line 38) is more than $150,500 ($75,250 if married filing separately), the itemized
deductions that you’re entitled to enter here on line 40 have to be reduced. Sorry!

Line 41: Subtract line 40 from line 38

After you've either completed Schedule A for your itemized deductions or elected to take
the standard deduction, enter the result on line 40 and then subtract it from line 38 and
enter the result on line 41.

Line 42: Exemptions

Multiply the number of exemptions you claimed in the box on line 6d on the front side of
your Form 1040 by $3,300. You already filled out line 6d by now (didn’t you?), but in case
you need to go back to make sure that you grabbed all the exemptions that you are allowed,
turn to Chapter 4.

Enter the result of your multiplication on line 42. For example, if you claimed four exemp-
tions on line 6d, enter $13,200 (4 x $3,300) on line 42. Now you understand some of the
financial benefits of your children. A bunch of other benefits the kids provide include educa-
tion credits and deductions and dependent-care and the child tax credits, so read on.

If you housed someone displaced by Hurricane Katrina, you're allowed to claim an additional
$500 exemption for each person you housed, up to four people. You can’t claim this exemp-
tion if your new roommates are related to you, and you had to house them during 2006 for at
least 60 days without receiving any compensation from them or from any other source.

Don’t forget that if your AGI (line 38) exceeds certain amounts, your deduction for personal
exemptions is limited. If your AGI falls into the phase-out ranges in the following bulleted
list, flip to Chapter 4 to figure out how much of your $3,300 exemption you lose. And remem-
ber, if you're filing a return with more than one exemption on it, a piece of every exemption

139



’ 40 Part II: Tackling the Various Forms

A\

is lost. The federal government is an equal opportunity taxer! The exemption phase-out

amounts are as follows:

v Married filing separately, beginning at $112,875, completely phased out at $174,125

v~ Single, beginning at $150,500, completely phased out at $273,000

v Heads of household, beginning at $188,150, completely phased out at $310,650

v Married filing joint, surviving spouse and qualifying widow(er), beginning at $225,750,
completely phased out at $348,250

If your income on line 38 (AGI) is less than $112,875, regardless of your filing status, multiply
the exemptions you claimed on line 6d by $3,300. None of the thresholds that would send
you in search of your calculator apply. Be thankful for small favors.

Line 43: Taxable income

Hey, you get an easy math problem. Subtract line 42 from line 41 and enter the result on line
43. But if line 42 is more than line 41, you get to place -0- (that’s a zero) on line 43. If you
enter zero on line 43, you could possibly have a net operating loss (NOL — see Chapter 18
for more on NOLs). Now you've arrived at another tax landmark — your taxable income,
which is your AGI minus your deductions (either standard or itemized) and minus your per-
sonal exemptions. Use this amount to begin figuring out what you owe.

Line 44: Tax

The first step to reaching your final tax number is to calculate the total federal tax that’s
owed on your taxable income (line 43) if you had no other changes.

When your taxable income is less than $100,000, you figure your tax by finding the bracket
for your taxable income and filing status in the tax tables located in the back of your 1040
instruction booklet. We explain how to do this in Chapter 5.

If your taxable income on line 43 is more than $100,000, you must use the tax rates for your
filing status in the tax-rate schedules, shown in Table 8-1.

Table 8-1 Tax Rate Schedules for 2006
Filing Status Taxable Income Tax Is
Married Filing Joint, Not more than $15,100 10 percent of taxable income

Surviving Spouse and
Qualifying Widow(er)

Over $15,100 but not more
than $61,300

$1,510 plus 15 percent of excess more
than $15,100

Over $61,300 but not more

$8,440 plus 25 percent of excess more

than $123,700 than $61,300

Over $123,700 but not more $24,040 plus 28 percent of excess
than $188,450 more than $123,700

Over $188,450 but not more $42,170 plus 33 percent of excess
than $336,550 more than $188,450

More than $336,550 $91,043 plus 35 percent of excess

more than $336,550
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Filing Status

Taxable Income

Tax Is

Heads of Households

Not more than $10,750

10% of taxable income

Over $10,750, but not more
than $41,050

$1,075 plus 15 percent of excess more
than $10,750

Over $41,050 but not more
than $106,000

$5,620 plus 25 percent of excess more
than $41,050

Over $106,000 but not more
than $171,650

$21,857.50 plus 28 percent of excess
more than $106,000

Over $171,650 but not more

$40,239.50 plus 33 percent of excess

than $336,550 more than $171,650
More than $336,550 $94,656.50 plus 35 percent of excess
more than $336,550
Single Not more than $7,550 10 percent of taxable income

Over $7,550, but not more
than $30,650

$755 plus 15 percent of excess more
than $7,550

Over $30,650 but not more $4,220 plus 25 percent of excess more

than $74,200 than $30,650

Over $74,200 but not more $15,107.50 plus 28 percent of excess

than $154,800 more than $74,200

Over $154,800 but not more $37,675.50 plus 33 percent of excess

than $336,550 more than $154,800

More than $336,550 $97,653 plus 35 percent of excess
more than $336,550

Married filing separately Not more than $7,550 10 percent of taxable income

Over $7,550, but not more
than $30,650

$755 plus 15 percent of excess more
than $7,550

Over $30,650 but not more
than $61,850

$4,220 plus 25 percent of excess more
than $30,650

Over $61,850 but not more
than $94,225

$12,020 plus 28 percent of excess
more than $61,850

Over $94,225 but not more $21,085 plus 33 percent of excess
than $168,275 more than $94,225
More than $168,275 $45,521.50 plus 35 percent of excess

more than $168,275

Here’s how using the tax rate schedules works. Suppose that you're single and your taxable
income is $118,800. Because your income is between $74,200 and $154,800, here’s how to

figure your tax:

Taxable income

Less: Your starting tax bracket amount $74,200

Balance

Tax bracket percentage for amount more than $74,200

Tax to be entered on line 44

Tax
$118,800
$74,200 $15,107.50
$44,600
x 28% $12,488.00
$27,595.50
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Capital gains and qualified
dividends tax worksheet

If you had capital gains or qualified dividends last year, you know that thinking about
making these calculations is worse than actually doing them. If you've never had capital
gains or qualified dividends before, don’t worry. Just follow the line-by-line instructions.
This worksheet actually works!

Qualified dividends and most long-term capital gains are taxed at rates less than your other
forms of income. If you have numbers on lines 9b and/or 13 of your Form 1040, or if you
have already completed Schedule D (see Chapter 12), then you need to calculate your tax
using the Qualified Dividends and Capital Gain worksheet included in your Form 1040
instruction booklet. Otherwise, you're going to pay more tax than you should. The following
is an overview of why these items may affect your total tax liability.

Qualified dividends

In 2006, qualified dividends, which we explain in Chapter 10, are taxed at the maximum rate
of 15 percent. If your taxable income places you in either the 10 percent or 15 percent
bracket, then your qualified dividends will be taxed at a rate of only 5 percent (dropping to
0 percent in 2008). As your children would say, “Sweet!”

Don’t get too used to these rates, though; these rates are only here until 2008. In January,
2009, they’re scheduled to revert back to the pre-2003 rules, where dividends are taxed as
ordinary income.

Capital gains

Like qualified dividends, in 2006, most long-term capital gains are taxed at a maximum 15
percent rate, reduced to 5 percent for taxpayers who are in the 10 percent or 15 percent tax
bracket. And, just like qualified dividends, these rates are set to disappear in 2009, reverting
back to the pre-2003 rules.

Not every capital gain is eligible for these preferential rates. The maximum rate on the gain
on the sale of collectibles is 28 percent. The rate for depreciable real estate is 25 percent

on depreciation that’s recaptured. If you find this capital gains stuff somewhat confusing,
you're not alone. See Chapter 12 for an updated course on the capital gains rules, including
what the heck recapture of capital gain depreciation is all about and what portion of the gain
is taxed at 25 percent and what part is taxed at the lower maximum tax rates. We leave noth-
ing out when it comes to these heady subjects.

We offer a worksheet in Table 8-2 that shows how you calculate your tax if you have quali-
fied dividends or capital gains subject to these lower tax rates.

If you sold your stamp collection or your baseball cards, if you've been enjoying great suc-
cess on eBay and made profits on your sales, or if you’'ve sold a piece of property that’s
subject to depreciation recapture (we explain it all in Chapter 12), you can’t use the work-
sheet in Table 8-2. For you, because the IRS knows you’re special, you get your very own
special worksheet. And it looks grim. The print is tiny, and it has lots of lines. Don’t panic.
It’s essentially the same as the Table 8-2 worksheet with some extra categories thrown in. If
you can do the Table 8-2 worksheet, the Schedule D Tax Worksheet will be a piece of cake.

Now that you've determined that you need to use the capital gain worksheet to calculate
your tax, Table 8-2 shows you how to do it, using an example of a single taxpayer with
$125,000 of taxable income, of which $3,000 comes from qualified dividends and $12,000
comes from long-term capital gains.
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Table 8-2 Qualified Dividends and Capital Gain Tax Worksheet — Line 44
1. Enter the amount from Form 1040, line 43. 1. $125,000
2. Enter the amount from Form 1040, line 9b. 2. 3,000
3. Areyou filing Schedule D? If so, enter the smaller of line 15 or 16 of

Schedule D, but don’t enter less than -0-. If not, enter the amount
from Form 1040, line 13. 3. 12,000
4, Addlines2and 3. 4. 15,000
5. Ifyou're claiming investment interest expense on Form 4952, enter
the amount from line 4g of that form. Otherwise, enter -0-. 5. 0
6. Subtractline 5from line 4. If zero or less, enter -0-. 6. 15,000
7. Subtractline 6 from line 1. If zero or less, enter -0-. 7. 110,000
8. Enter the smaller of:
The amount on line 1 or $30,650 if single or married filing separately,
$61,300 if married filing jointly or qualifying widower, $41,050 if head
of household. 8. 30,650
9. Isthe amounton line 7 equal to or more than the amount on line 87 If
Yes, skip lines 9 through 11, go to line 12 and check the “No” box. If
No, enter the amount from line 7. 9. N/A
10. Subtractline 9 from line 8. 10. N/A
11, Multiply line 10 by 5 percent. 11. N/A
12.  Are the amounts on lines 6 and 10 the same?
Yes. Skip lines 12 through 15; go to line 16.
No. Enter the smaller of line 1 or line 6. 12. 15,000
13.  Enter the amount from line 10 (if line 10 is blank, enter -0-). 13. 0
14. Subtractline 13 from line 12. 14. 15,000
15.  Multiply line 14 by 15 percent. 15. 2,250
16. Figure the tax on line 7. Use the tax table or tax computation
worksheet, whichever applies. 16. 25,132
17. Add lines 11, 15, and 16. 17. 27,382
18. Figure the tax on the amount on line 1. Use the tax table or tax
computation worksheet, whichever applies. 18. 29,332
19. Tax on all taxable income. Enter the smaller of line 17 or line 18. Also
include this amount on Form 1040, line 44. 19. 27,382

Wow! That taxpayer just saved a cool $1,950 ($29,332 calculated using tax tables — $27,382
using Qualified Dividends and Capital Gain Tax Worksheet = $1,950 tax savings) by spending

a few minutes with this worksheet. If only all your endeavors were this lucrative!

The kiddie tax: Forms 8615 and 8814

Don’t jump over to the next line quite yet. If you have children younger than 18 who have
investment income, you may need to complete some additional forms (see Chapter 15 for a
discussion of Form 8615 and Form 8814). Form 8615 is used if your kid files his or her own
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return. Use Form 8814 if you qualify to report your kid’s investment income on your return.
The general rule: If your child is younger than 18, his or her investment income (interest,
dividends, and so on) above $1,700 is taxed at your rate, not the child’s.

Those tiny boxes on line 43: Forms 8814 and 4972

Form 8814, Parents’ Election to Report Child’s Interest and Dividends, is the form to use
when you elect to report your kids’ investment incomes on your own return instead of
having the kids file their own returns. See Chapter 15 for a detailed look at your choice.

Form 4972, Tax on Lump-Sum Distributions, however, is more common. If you decide to
take all your money out of your employer’s retirement plan in a lump sum, use this form to
compute your tax under the 10-year averaging method if you're eligible. Using the averaging
method can save you a bunch of dough. Refer to Chapter 6 for a complete discussion of this
issue. You had to be born before 1936 to qualify.

Line 45: Alternative Minimum Tax (Form 6251)

Just when you thought you were getting this income tax system down (and it was safe to go
back into the water), along comes the Alternative Minimum Tax (AMT), which is a parallel
tax system with its own set of rules and regulations that was designed in 1969 to make
higher income taxpayers pay their fair share of the federal government’s budget. What qual-
ified as higher income in 1969 doesn’t really cut it today; for 2006, taxpayers with income as
low as $42,500 could potentially fall into the AMT.

Unfortunately, you can’t choose which system you want to be taxed under — you have to
complete both calculations. Whichever tax calculation gives you the higher tax, that’s the
method you have to use. Line 45 is where you put the additional tax you owe if you've been
snared by the AMT.

The AMT is a flat tax, assessed at either 26 or 28 percent, depending on your income. It
starts with your AGI (line 38 of Form 1040), subtracts your itemized deductions (adjusted to
remove items, such as state and local taxes, most miscellaneous itemized deductions, and
an additional amount of your itemized medical deductions), and finally a flat exemption
amount based on your filing status. The standard deduction doesn’t exist in the AMT, and
neither do those wonderful personal exemptions that can shave $3,300 per dependent from
your taxable income.

The AMT is no longer a tax for just the wealthy; plenty of middle income taxpayers are
being hooked by it each year, and it’s only expected to get worse. The Taxpayer Advocate,
in testimony before Congress in 2006, estimated that 30 percent of taxpayers would be
paying the AMT in 2010, or roughly the same number as take a mortgage interest deduction.

Calculate AMT on Form 6251, Alternative Minimum Tax — Individuals. Don’t assume that
you earn too little to have the AMT apply to you — as average incomes rise (even margin-
ally), and income tax rates drop due to tax cuts and inflation, more and more middle income
people are finding themselves paying the AMT. If you have any of the following types of
income or deductions, you may find yourself subject to it:

v Job expenses and miscellaneous itemized deductions (line 26 of Schedule A).

v Medical and dental expenses in excess of 10 percent of your income.

v Deductions for taxes (line 9 of Schedule A).

v Home equity mortgage interest not used to buy, build, or improve your home.
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v Incentive stock options — the difference between what you paid for the stock and what
it was worth when you exercised the option. (See Chapter 12 for the lowdown on han-
dling stock options.)

v Depreciation in excess of the straight-line method.

v Tax-exempt interest from private activity bonds issued after August 7, 1986.

Fortunately, most taxpayers don’t need to get that close and personal to Form 6251 with all
of 55 lines. The IRS has created a worksheet embedded in the Form 1040 instructions to
determine whether or not you need to graduate to Form 6251. And remember, not everyone
who has to complete and file Form 6251 has to pay the AMT — the IRS just wants to know
that you’ve been thorough.

Although the preceding listed items are the ones that apply to the majority of affected tax-
payers, a slew of other tax preference items aren’t allowed under the AMT, such as
intangible drilling expenses, circulation expenses, depletion, certain installment sales, pas-
sive activities and research, and experimental costs.

Can you avoid the AMT? Defer those deductions and tax incentives that trigger the AMT or
accelerate income, so your deductions will be within the AMT limits. Unfortunately, this
maneuver requires checking your income and deductible expenses periodically throughout
the year. Investing in a tax software program or a tax advisor may help ease the burden.

The AMT in brief
Here is a quick glance at how the AMT works for a couple filing jointly.
Regular Tax AMT

Income $150,000 $150,000

Deductions

Taxes <20,000> 0

Home Equity Interest (not used to improve your home) <5,000> 0

Mortgage Interest <20,000> <20,000>

Charity <5,000> <5,000>

Job Expenses <15,000> 0

Exemptions (5 = $3,300) <16,500> 0

AMT Exemption <62,550>

Taxable Income $68,500 $62,450

Tax $10,246 $16,237
The unlucky taxpayer in this example had to cough up $16,237, or a flat 26 percent of his AMT income (or AMTI).
That's $5,991 more than what his tax worked out to be under the regular method. You pay the higher of your regular
tax or AMT. For simplicity, we didn’t take into account all of the various deduction phaseout amounts. If your AMT
is higher than your regular tax as computed in this example, the $5,991 difference gets entered here on line 45.
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We wish that we could provide you with a general guide on when your AMT will exceed your
regular tax, thereby causing you to have to fork over the difference. Unfortunately, we can’t.
But here is the IRS rule: If your taxable income, combined with your personal exemptions
and the items listed earlier in this section, exceeds the following amounts, you could end up
paying the AMT:

v Married filing jointly and qualifying widow(er) — $62,550

v~ Single or head of household — $42,500

v Married filing separately — $31,275

As of 1998, farmers no longer need to include certain installment sales when computing
their AMTs.

Line 46: Add lines 44 and 45

Follow the instructions as indicated on the tax form.

Credits: Lines 47 to 55
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Now it’s time for your credits — and each one has a nice form for you to fill out. The credits
on lines 47 to 55 may be reduced if your AMT (we discuss it on line 45) exceeds your regular
tax. Some credits can’t reduce the AMT; others can, such as the Child and Dependent Care
(line 48), Elderly and Disabled (line 49), Lifetime Learning and Hope for Education (line 50),
Retirement Savings Contributions (line 51), Residential Energy (line 52), Child (line 53), and
Adoption credit (line 54). These are the most common credits, and we don’t want you to
miss them if you're eligible to take them.

Tax credits reduce your tax dollar for dollar. Deductions reduce only your taxable income. A
$1,000 tax deduction reduces the tax for someone in the 30 percent tax bracket by only
$300. A $1,000 tax credit reduces that tax by $1,000.

Line 47: Foreign tax credit (Form 1116)

If you paid tax to a foreign country on income earned in that country, you're allowed to take
a credit f