Standard and Iltemized Deductions

This seklstudy discusses the standard deduction, itemized deduction, and the limit on some
of your itemized deductions if your adjusted gross income exceeds certain amounts. Itemized
deductions are deductions farertain expenses that are listed on Schedule A (Form 1040).
Though this basic tax course does not require any prerequisites, its recommended target
audience is for existing Enrolled Agents, however anyone may take this course. This course
provides 7 CE cdés in the IRS Federal Tax Law category.
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Chapter 1 Standard Deduction

Chapter Objective
After completing this chapter, you should be able to:
w Recall the standardeduction amounts for the current year.

l. Important Changes

Increase in standard deductionThe standard deduction for some taxpayers who do not itemize
deductions on Schedule A of Form 1040 has been increased for all filers. The amount depends on your
filing status. The 2021 standard deduction is increased to:

w Single or married separate$12,550

w Married joint or qualifying widow(er) $25,100

w Head of household $18,800
Changes to itemized deduction&or the years 2018 through 2025, your itemized dethns are no
longer limited if your AGI is over a certain limit. However, your deduction for state and local income,
sales, real estate, and property taxes is limited to a combined total deduction of $10,000 ($5,000 if
married filing separately). Also, y@an no longer deduct jekelated expenses or other miscellaneous
itemized deductions that were subject to the a¥eadjustedgrossincome floor. These changes will
impact your choice of whether to take a standard deduction or to itemize deductions. Tiegrde
other changes that impact the amount of your itemized deductions.
Charitable deduction In 2021, you are allowed a charitable contribution deduction of up to $300
($600if married filing jointly) if you do not itemize your deductions.

Il. Introduction

This chapter discusses:

w How to figure the amount of your standard deduction,

w The standard deduction for dependents, and

w Who should itemize deductions.
Most taxpayers have a choice of either taking a standard deduction or itemizing theirtaechudf
you have a choice, you can use the method that gives you the lower tax. The standard deduction is a
dollar amount that reduces your taxable income. It is a benefit that eliminates the need for many
taxpayers tdtemize actual deductions, such medical expenses, charitable contributions, and taxes,
on Schedul&\ (Form 1040). The standard deduction is higher for taxpayers who:

w Are 65 or older, or

w Are blind.

Note

The additional standard deduction for age and/or blindness is $1,350 for mamitidduals, and
$1,700 for singles and heads of household. If a taxpayer is both 6Bler and blind, he or she is
eligible to double the additional amount.

Tip
You benefit from the standard deduction if your standard deduction is more thatotiaé¢ of your
allowable itemized deductions.

Persons not eligible for the standard deductiofYour standard deduction is zero and you should
itemize any deductions you have if:

Standard and Itemized DeductiohBage5



w Your filing status is married filing separately, and your spouse itemizes deductidnsan
her return;
w You are filing a tax return for a short tax year because of a change in your aggeoahting
period; or
w You are a nonresident or duslatus alien during the year. You are considered a-dtatls
alien if you were both a nonresideand resident alien during the year.
If you are a nonresident alien who is married to a U.S. citizen or resident alien at the end of the year,
you can choose to be treated as a U.S. resident. If you make this choice, you can take the standard
deduction.

Caution!
LF &82dz Oy 6S OftFAYSR a | RSLISYRSY liretary), ybuy 2 (i KS NJ
standard deduction may be limited.

[1l. Standard Deduction Amount

The standard deduction amount depends on your filing status, wdregou are 65 or older or blind,

and whether another taxpayer can claim you as a dependent. Generally, the standard deduction
amountsare adjusted each year for inflation.

5SOSRSy (G Qad FTAKS f || WHBdpydiNy2F (G KS adl yRI mtiRn iRtBeR dzO G A 2 y
sameas it would have been had the decedent continued to live. However, if the decedent was not 65

or olderat the time of death, the higher standard deduction for age cannot be claimed.

HIGHER STANDARD DEDUCTION FOR AGE (65 OR OLDER)

If you are age 65 or older on the last day of the year and do not itemize deductions, you are entitled
to a higher standard deduction. You are considered 65 on the day before your 65th birthday.
Therefore, yowcan take a higher standard deduction for 202loifi were born before January 2, 1957.

HIGHER STANDARD DEDUCTION FOR BLINDNESS
If you are blind on the last day of the year and you do not itemize deductions, you are entitled to a
higherstandard deduction.
Not totally blind. If you are not totally blindyou must get a certified statement from an eye doctor
(ophthalmologist or optometrist) that:

1. You cannot see better than 20/200 in the better eye with glasses or contact lenses, or

2. Your field of vision is 20 degrees or less.
If your eye condition is notlely to improve beyond these limits, the statement should include this
fact. Keep the statement in your records.
If your vision can be corrected beyond these limits only by contact lenses that you can wear only briefly
because of pain, infection, or ulcergou can take the higher standard deduction for blindness if you
otherwise qualify.

SPOUSE 65 OR OLDER OR BLIND
You can take the higher standard deduction if your spouse is age 65 or older or blind and:
1. You file a joint return, or
2. You file eseparate return and can claim an exemption for your spouse becausesgouse
had no gross income and cannot be claimed as a dependent by another taxpayer.

Caution!
You cannot claim the higher standard deduction for an individual other than yoarsiour spouse.
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IV.Standard Deduction For Dependents

¢KS aidlyRFENR RSRdzOGA2Y F2NJ Iy AYRAGARdAZ f K2 OFYy
return is generally limited to the greater of:
w $1,100, or
w ¢KS AYRAQDARdzZ f Qa S Iubl$s3sORouthof BcReMhan the2eylisiariidd & S| NJ L
deduction amount, generally $12,550).
However, if the individual is 65 or older or blind, the standard deduction may be higher.

CHAPTER TEST YOUR KNOWLEDGE

The following questions are designed ¢asure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receioeedit.

We recommendhat you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).

1. Which of the following is correct regarding the standarddietion amount:
A. itis the same for all filing statuses
B.AU A& GKS aly$S NB3IFNRES
C.GKS IY2dzyi RSLISYyRa 2y
D. the amount was significantly reduced by the TCJA

aa 2%F% GK GFELI @ SND& |
KS GFELI @SNRa FTAfAy3

o

(e} V4

2. The standard deduction for aindividual who can be claimed as a dependehty’ | y 2 (il K S NJ LIS NA
tax return is generally limited to which of the following:
A. $1,100
B. 0 KS AYRAGARdzZ £t Qa SINYySR AyO2YS TFegulrsiafdard & S| NJ L
deduction amount
C. the greater ofA and B above
D. the lesser of A and B above

CHAPTER BSOLUTION AND SUGGESTED RESPONSES

Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicatesh€éh question to ensure
comprehension of the material.

1.
A. Incorrect. The standard deduction amount varies among the different filing statuses.
B. Incorrect. There is an additional deduction amount for taxpayers or their spousesage@5.
C. CORRECThe amounts vary by filing status and are set to adjust annually basiedlation.
D. Incorrect. The TCJA significantly increased the standard deduction amounts.

2.
A. Incorrect. This may be the limit, but there is a better answer.
B. Incorrect. This may be tHemit, but there is a better answer.
C. CORRECT the individual is 65 or older or blind, the standard deduction malgibker.
D. Incorrect. The limit can be higher than the lesser of these two amounts.
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Chapter 2 Medical And Dental Expenses

Chapter Objective
After completing this chapter, you should be able to:
w Recognize the deductibility characteristics of medical and dental expenses.

|. Important

Medical expense floarin 2021, you can deduct only the part of your medical and dental esgsen
that exceed 7.5% of adjusted gross income (AGI).

Standard mileage rateThe standard mileage rate allowed for operating expenses for a car when you
use it for medical reasons is 16.0 cents per mile for 2021.

Il. Introduction

This chapter will help yodetermine:

What medical expenses are,

What expenses you can include this year,

How much of the expenses you can deduct,

Whose medical expenses you can include,

What medical expenses are includible,

How to treat reimbursements,

How to report the deductiomn your tax return,

How to report impairmentelated work expenses, and

How to report health insurance costs if you are s#ifployed.

gegegegeeeee

[Il.WhatAre Medical Expenses

Medical expenses are the costs of diagnosis, cure, mitigation, treatmemtewention of disease, and

the cost for treatments affecting any part or function of the body. These expenses include payments
for legal medical services rendered by physicians, surgeons, dentists, and other medical practitioners.
Theyinclude thecosts of equipment, supplies, and diagnostic devices needed for these purposes.

IV.What Expenses Can Be Included This Year?

You can include only the medical and dental expenses you paid this year, but generally not payments

for medical or dental care yowill receive in a future year. If you pay medical expenses by check, the

day@ 2dz YIFAf 2N RSt AGSNI GKS OKSO]l ISy DHNUIK Z VS A 42 NIK ¢
G 2 y f acofuhitto pay your medical expenses, the date reported on the statewfethie financial

institution showing when payment was made is the date of payment. You can include medical
expenses you charge your credit card in the year the charge is made, not when you actually pay the

amount charged.

V.HowMuch Of The Expensesrn®e Deducted

Generally, you can deduct on Schedule A (Form 1040) only the amount of your medical and dental
expenses that is more than 7.5% of your adjusted gross income (AGI).

VI.WhoseMedical Expenses Can Be Incliled
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You can generally include medl expenses you pay for yourself, as well as those you pay for someone
who was your spouse or your dependent either when the services were provided or when you paid
for them. There are different rules for decedents and for individuals who are the suifjeatiltiple
supportagreements.

Spouse. You can include medical expenses you paid for your spouse. To include these expenses, you
must have been married either at the time your spouse received the medical services or at the time
you paid the medical expers.

Example 1

Mary received medical treatment before she married Bill. Bill paid for the treatrafter they
married. Bill can include these expenses in figuring his medical exdedsetion even if Bill and Mary
file separate returns.
If Mary had paidi KS SELISyasSa o0S¥2NB &KS ' yR . &xpdnseyiff NNA SR>
his separate return. Mary would include the amounts she paid during¢lae in her separate return.
If they filed a joint return, the medical expenses both pdidingthe year would be used to figur
their medical expense deduction.

(4%

Example 2

This year, John paid medical expenses for his wife, Louise, who died last yeanaiobd Belle this
year, and they file a joint return. Because John was marridstosewhen she received the medica
services, he can include those expenses in figuringpadical expense deduction for this year.

Dependent You can include medical expenses you paid for your dependent. To claim these expenses,
the person must have len your dependent either at the time the medical services were provided or
at the time you paid the expenses. A person generally qualifies as your dependent for purposes of the
medical expense deduction if both of the following requirements are met:

1. The peson was a qualifying child or a qualifying relative, and

2. The personwas a U.S. citizen or national, or a resident of the United States, Canaebeicor
You can include medical expenses you paid for an individual that would have been your dependent
except that:

1. He or she received gross income of $4,300 or more in 2021;

2. He or she filed a joint return for 2021; or

3. ,2dzz 2NJ @2dzNJ 4L dzaS AT FAfAy3d 22Ayiaf7 O02dA R

return.

Support claimed under a multiple supportgieement. A multiple support agreement is used when
G2 2N Y2NB LIS2L)X S LINRPGARS Y2NB GKIFy KFEEF 2F |
thanKlF f Fd LF @2dz  NBE O2yaARSNBR (2 KIFI@ZS LINRPOARSR
under amultiple support agreement, you can include medical expenses you pay for that person.
Any medical expenses paid by others who joined you in the agreement cannot be included as medical
expenses by anyone. However, you can include the entire unreimbursedrdamou paid for medical
expenses.

Example
You and your three brothers each provide 6hie dzNJi K 2 F & 2 dzNJ YUhdeKa3rNiple| G 2 G | €
support agreement, you claim your mother as a dependent.péidi all of her medical expenses. Your

brothers repaid you for thredourths of theseexpenses. In figuring your medical expense deductjon,
youcaninclude onlyorourth2 ¥ &2 dzNJ Y2 G KSNR& YSRAOIE SELSyasSao
part of theexpenses. However, if you and your brothshare the nonmedical support items agpdu
aSLI NI GSte ke +tt 2F @2dz2NJ Y2 i KSNRFou paBifort@l t  SE LI
medical expenses in your medical expenses.
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Vil.WhatMedical Expenses Are Includible

UseTable 21 in this chater as a guide to determine which medical and dental expenses you can
include on Schedule A (Form 1040).

This table does not include all possible medical expenses. To determine if an expense not listed can
beincluded in figuring your medicakpenses, see What Are Medical Expenses, earlier.

TABLEA. MEDICAL AND DENTAL EXPENSES CHECKLIST

You can include: You cannot include:

w . lFyRI3Sa w .lo& ardidAy3a IyR
w .ANIK O2yiNRBf LAffad|w .200tSR g G§SNJ

w .2R& aoly w /2Y0ONROdziA2Yya (2
w .NIXAETES 022171a Publication969)

w . NBI aisuppie¥ LI I YR w S5AFLISNI aSNIBAOS

w /FLAGEE SELISyasSa T2 wxgensesforyour general health (even if

improvements to your home needed fatedical |[F2f f 2 gAYy 3 @&2dzNJ R2 O
care (see the worksheet in Publicatibf2) w | SFftGdK Of dzo RdzSa
w 5AF3Ay2aGA0 RS@OAOSa w | 2dzaSK2f R KStLI 0S
w 9ELISyasSa 2F Ly 2NHI yadoctor)

w 9@&S -dodmedofeNd® correct functionf [w { 20AFf | OGADGAGASE
the eye swimming lessons

w C S Ndhanderhent? cerfain procedures w ¢ NALJ F2 NImprévgntentl f

w DdZARS R23I& 2NJ 20KSNJw Ct SEAGES aLISyRAy3T

deaf, and disabled. for medical expenses (if contributions were
w | 2aLAGFT & SNIA OSrarsify{ on apre-tax basis)

services, surgery, etc.) w Cdzy SN} fX O0dzNAIf X
w [ -BakeR paint removal w |ISFHfTGK al@ay3aa |0
w [S3AFE Fo2NIAz2Y medicalexpenses

w [ S3Ff 2 LIS Nbavng ehydred®h |w hLISNI GA2y > GNBFSY
as a vasectomy or tubal ligation illegal under federal or state law

w [ -RryhBare contracts, qualified w [AFTS Ayadz2N» yoOS 2N
w aSlfa FyR f 2R3A ydaringJ| policiesor policies providing payment for
medical treatment loss of life]imb, sight, etc.

w aSRAOFf &aSNIBAOSE FTS{w alliSNyirde Ot20KSa
surgeons, specialists, and other medical w aSRAOIFf AyadzsNI yoOS
practitioners) insurancepolicy covering all persons injure(

w aSRAOFNB tI NI 5 LINB]inorbyyourcar

w aSRAOIE YR K2aLhidl{w aSRAOAYS &2dz odz
w bdzZNEAY3I aSNIAOSA w bdz2NAAYy3a OFNB T2NJ
w hE&3Sy SlidALYSYl Fylw t NBAONALIGAZY RNHA
w t I NJcarefde pdidikofréirement home orderedshipped) from another country, in
designated for medical care most cases

©w tKeaAOrf SEFYAYFGA2Yw bdzZiNRGAZ2YFE & dzZLILX
w tNB3Iylryoe GSada 1Al supplementsg Yy I (G dzNJ £ Y SRA
w t NdBoa @ediines (prescribed bydmctor) | unlessrecommended by a medical

and insulin practitioner asa treatment for a specific

w taedOoOKAFGNRO | yR LJA & (medical conditiordiagnosed by a physician
w {20Alf &aS8SO0dNAGe (I E]Jw {dNBSNE ¥F2NJ LIzNEB ¢
state employment tax for worker providing w ¢220KLI adsSxz G2AftS
w ¢SSHK gKAGSYAyY3
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medical care (see Wages for nursing services, | w 2 S-fosdd«jienses not for the
below) treatment of obesity or other disease
w { LIS OA Hificial Ainib$, Yakse teetinehs
glasses, contact lenses, hearing aasjches,
wheelchair, etc.)

w {LISOALf SRdzOI A2y ¥Fi
disabled persons

w {-$ndRidg programs

w CNFYaLRNIFGAZ2Y F2NJ )
w ¢ NBI GYSy i coholicerter(iniNddzd
meals and lodging provided by tleenter)

w 2F3Sa F2N ydzNAAYy3A &
w 2 S-osd kedrtain expenses for obesity

INSURANCE PREMIUMS
You can include in medical expenses insurance premiums you pay for policies that cover medical care.
Medical care policies can provide payment for treatment timatudes:

w Hospitalization, surgical fees;rys,

w Prescription drugs and insulin,

w Dental care,

w Replacement of lost or damaged contact lenses, and

w Longterm care (subject to additional limitations).
If you have a policy that provides payments for other thatical care, you can include the premiums
for the medical care part of the policy if the charge for the medical part is reasonable. The cost of the
medical part must be separately stated in the insurance contract or given to you in a separate
statement.
Longterm care servicesContributions made by your employer to provide coverage for qualified long
term care services under a flexible spending or similar arrangement must be included in your income.
This amount will be reported as wages on your Forra.W
Health reimbursement arrangement (HRAJ.you have medical expenses that are reimbursed by a
health reimbursement arrangement, you cannot include those expenses in your medical expenses.
Thisis because an HRA is funded solely by the employer.
Medicare A If you are covered under social security (or if you are a government employee who paid
Medicare tax), you are enrolled in Medicare A. The payroll tax paid for Medicare A is not a medical
expense. If you are not covered under social security (or wera mmvernment employee who paid
Medicare tax), you can voluntarily enroll in Medicare A. In this situation the premiums paid for
MedicareA can be included as a medical expense.
Medicare B Medicare B is a supplemental medical insurance. Premiums you pilefticare B are a
medical expense. Check the information you received from the Social Security Administration to find
out your premium.
Medicare DMedicare D is a voluntary prescription drug insurance program for persons with Medicare
Aor B. You can itede as a medical expense premiums you pay for Medicare D.

MEALS AND LODGING
You can include in medical expenses the cost of meals and lodging at a hospital or similar institution if
aprincipal reason for being there is to receive medical care.

TRANSPORTATION

Include in medical expenses amounts paid for transportation primarily for, and essential to, medical
care.

You can include:
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Bus, taxi, train, or plane fares, or ambulance service,
Transportation expenses of a parent who must go with a ahlild needs medical care,
Transportation expenses of a nurse or other person who can give injections, medications,
other treatment required by a patient who is traveling to get medical care and is utable
travel alone, and

w Transportation expenses forgalar visits to see a mentally ill dependent, if these vigits

recommended as a part of treatment.

Car expensesyou can include owgf-pocket expenses for your car, such as gas and oil, when you use
your car for medical reasons. You cannot include dejation, insurance, general repair, or
maintenanceexpenses.
If you do not want to use your actual expenses for 2021, you can use the standard medical mileage
rate of 16.0 cents per mile.
You can also include the cost of parking fees and tolls. You dathesk fees and tolls to your medical
expenses whether you use actual expenses or use the standard mileage rate.

e€e€e

DISABLED DEPENDENT CARE EXPENSES

Some disabled dependent care expenses may qualify as either medical expenses or-asatentk
expenses for purposes of taking a credit for dependent care. You can choose tthepplgither way
as long as you do not use the same expenses to claim both a credit and a ragpgarae deduction.

VIll.How To Treat Reimbursements

You can include imedical expenses only those amounts paid during the taxable year for which you
received no insurance or other reimbursement.

INSURANCE REIMBURSEMENT

You must reduce your total medical expenses for the year by all reimbursements for nesgieates

that you receive from insurance or other sources during the year. This includes payments from
Medicare.

Even if a policy provides reimbursement for only certain specific medical expenses, you must use
amounts you receive from that policy to redugeur total medical expenses, including those it does

not reimburse.

Health reimbursement arrangement (HRAA health reimbursement arrangement is an empleyer
fundedplan that reimburses employees for medical care expenses and allows unused amounts to be
carried forward. An HRA is funded solely by the employer and the reimbursements for medical
expensesyp to a maximum dollar amount for a coverage period, are not included in your income.
Premiums paid by youlf you pay either the entire premium for yourediical insurance or all of the

costs of a plan similar to medical insurance and your insurance payments or other reimbursements
are more than your total medical expenses for the year, you have an excess reimbursement. You
generallydo not include an excessimbursement in your gross income.

Medical expenses not deductedf you did not deduct a medical expense in the year you paid it
because your medical expenses were not more than 7.5% of your adjusted gross income, or because
you did not itemize deductits, do not include the reimbursement up to the amount of the expense
inincome.

IX.Damages For Personal Injuries
If you receive an amount in settlement of a personal injury suit, part of that award may be for medical

expenses that you deducted in an Bar year. If it is, you must include that part in your income in the
year you receive it to the extent it reduced your taxable income in the earlier year.
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Future medical expensedf you receive an amount in settlement of a damage suit for personal
injuries, part of that award may be for future medical expenses. If it is, you must reduce any future
medicalexpenses for these injuries until the amount you received has been completely used.

FIGURE-A. IS YOUR EXCESS MEDICAL REIMBURSEMENT TAXABLE?

Was any part of your No
premiums paid by
your employer? +
Yes NONE of the excess
reimbursement is
taxable.

Were your employer’s

contributions to your Yes *
premiums included in
your income?

No
, ALL of the excess
Did you pay any part Be P reimbursement is
of the premiums? taxable

Yes

PART of the excess
b reimbursement is
taxable.”

*See Premiums paid by you and your employer in this chapter.
X.How To Figure And Report Deductions On A Tax Return

Once you have determined which medical care expenses you can include, you figure and report the
deduction on your tax return.

WHAT TAXORM DO YOU USE?

You figure your medical expense deduction on Schedule A (Form 1040). If you need more information
onitemized deductions, or you are not sure if you can itemize Glespter 1
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Xl.ImpairmentRelated Work Expenses (Business€utical)

If you are a person with a disability, you can take a business deduction for expenses that are necessary
for you to be able to work. If you take a business deduction for these impairmaéated work
expensesthey are not subject to the 7.5% linthat applies to medical expenses.
You have a disability if you have:
w A physical or mental disability (for example, blindness or deafness) that functionallyylnits
being employed, or
w A physical or mental impairment (for example, a sight or hearimgairment) that
substantially limits one or more of your major life activities, such as performing mtasakal,
walking, speaking, breathing, learning, or working.
Impairmentrelated expenses defined.Impairmentrelated expenses are those ordinary and
necessanbusiness expenses that are:
w Necessary for you to do your work satisfactorily,
w For goods or services not required or used, other than incidentally, in your pesctindties,
and
w Not specifically covered under other income tax laws.

Xll.Health Isurance Costs For SElnployed Persons

If you were selemployed and had a net profit for the year, you may be able to deduct, as an
adjustmentto income, amounts paid for medical and qualified léagm care insurance on behalf of
yourself, youspouseyour dependents, and your children who were under age 27 at the end of 2021.
For this purpose, you were samployed if you were a general partner (or a limited partner receiving
guaranteed payments) or you received wages from an S corporation in wiictvgre more than a
2%shareholder.
The insurance plan must be established under your trade or business, and the deduction cannot be
more than your earned income from that trade or business.
You cannot deduct payments for medical insurance for any montlithich you were eligible to
participateA y | KSIFfGK LX Iy &dooadARAT SR 06& @&2dzNJ SYLX 2@& S
your dependenthild or your child under age 27 at the end of 2021. You cannot deduct payments for
a qualified longterm care irsurance contract for any month in which you were eligible to participate
inalongtermcareA Y 4 dzNJ y OS LY Iy &dzoAARAT SR o6& @&2dzNJ SYLJX 2@
If you qualify to take the deduction, use the Sefhployed Health Insurance Deduction Workeahin
the Form 1040 or 1048R instructions to figure the amount you can deduct. But if any of the following
applies, do not use the worksheet.

w You had more than one source of income subject toeselployment tax.

w You file Form 2555, Foreign Earned Ineom

w You are using amounts paid for qualified leiegn care insurance to figure the deduction.
If you cannot use the worksheet in the instructions for Forms 1040 and-364@se the worksheet in
Publication 535, Business Expenses, to figure gleduction.
Use Publication 974 instead of the worksheet in the Form 1040 or-S&inhstructions if you, your
spouse, or a dependent enrolled in health insurance through the Health Insurance Marketplace and
youare claiming the premium tax credit.

CHAPTER ZEST YOUR KNOWLEDGE

The following questions are designed to ensure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience anddot need to be submitted in order to recei@tcredit.
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We recommend that you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assiggment).

1. In 2021, if your AGI is $60,000, you are able to deduct medical expensepaidithat are more
than what amount:

A. $3,000

B. $3,750

C. $4,500

D. $6,000

2. Payments that can be included as a medical and dental expense deduetioludewhich of the
following:

A. medical and hospital insurance premiums

B. longterm care contracts

C. stop-smoking programs

D. health club dues

CHAPTER B0OLUTIONS AND SUGGESTED RESPONSES

Below are the solutions and suggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each gquestion to ensure
comprehension of the material.

1.
A. Incorrect. You are only able to deduct medical expenses you incurred that araimaoré.5%
of your AGI. 7.5% @&60,000 is greater than $3,000.
B. Incorrect. You are only able to deduct medical expenses that are more than 7yair &Gl.
7.5% of $60,000 is greater than $3,750.
C. CORRECT your AGI is $60,000, the first $4,500 of medical expenses ardeulictible,
which is equal to $60,000 x 7.5%.
D. Incorrect. You are only able to deduct medical expenses that are more than 7yair &Gl.
7.5% of $60,000 is less than $6,000.
2.

A. Incorrect. Payments made for medical and hospital insurance premiums are deductible
expenses.

B. Incorrect. Payments made for lostgrm care contracts are deductible as mediegpenses in
the year that the payment was made.

C. Incorrect. Expenditures for stegmoking programs are deductible medical expenses.

D. CORRECHealth club dues are generatigt deductible medical expenses becaukey do
not meet the test for such expenses. Specifically, medical care expenseberusinarily to
alleviate or prevent a physical or mental defect or illness.
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Chapter 3 Taxes

Chapter Objective
After completng this chapter, you should be able to:
w Recognize what taxes you can deduct if you itemize deductions.

[. Important

Limitation on deduction for state and local taxeS'he Tax Cuts and Jobs Act provides for the
temporary limitation of deductions for statend local taxes. See Limitation on deduction for state and
local taxes, later.

No deduction for foreign taxes paid for real estat&¥’ou can no longer deduct foreign taxes you paid
on real estate.

Il. Introduction

This chapter discusses which taxesi can deduct if you itemize deductions on Schedule A (Form
1040). It also explains which taxes you can deduct on other schedules or forms and which taxes you
cannot deduct.
This chapter covers:
Income taxes (federal, state, local, and foreign),
General ales taxes (state and local),
Real estate taxes (state, local, and foreign),
Personal property taxes (state and local), and

w Taxes and fees you cannot deduct.
UseTable 31 as a guide to determine which taxes you can deduct.
At the end of the chapter is astion that explains which form you use to deduct the different types
of taxes.
Business taxesyou can deduct certain taxes only if they are ordinary and necessary expenses of your
trade or business or of producing income.
State or local taxesThese ar¢éaxes imposed by the 50 states, U.S. possessions, or any ghdtigaal
subdivisions (such as a county or city), or by the District of Columbia.
Indian tribal government An Indian tribal government that is recognized by the Secretary of the
Treasury a performing substantial government functions will be treated as a state for purposes of
claiming a deduction for taxes. Income taxes, real estate taxes, and personal property taxes imposed
by that Indian tribal government (or by any of its subdivisioret re treated as political subdivisions
of astate) are deductible.
General sales taxed hese are taxes imposed at one rate on retail sales of a broad range of classes of
items.
Foreign taxesThese are taxes imposed by a foreign country or any of liicab subdivisions.

w
w
w
w

[ll. Tests To Deduct Any Tax

The following two tests must be met for any tax to be deductible by you.

1. The tax must be imposed on you.

2. The tax must be paid during your tax year.
The tax must be imposed on youGenerally, you can deduonly taxes that are imposed on you.
Generally, you can deduct property taxes only if you are the owner of the property. If your spouse
ownsLINR LISNIié FyR LI &&a NBILf SadrasS GFrESa 2y AdGZ
return oron your pint return.
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The tax must be paid during your tax yedf you are a cash basis taxpayer, you can deducttbage
taxes actually paid during your tax year. If you pay your taxes by check, the day you mail otleliver
check is generally the date phAyment. If you use a payy-phone account (such as a credit card or
electronic funds withdrawal), the date reported on the statement of the financial institution showing
when payment was made is the date of payment. If you contest a tax liability and assh basis
taxpayer,you can deduct the tax only in the year you actually pay it (or transfer money or other
property to providefor satisfaction of the contested liability).

TABLE 3. WHICH TAXES CAN YOU DEDUCT?

Type of Tax You Can Deduct YouCannot Deduct
Fees and Fees and charges that are Fees and charges that are not expenses of
Charges expense®f your trade or yourtrade or business or of producing
business or oproducing income,suchag SSa& F2NJ RNA ¢
income. inspectiors, parkingpr charges for water
bills.
Fines and penalties.
GeneralSales | State and local general sales | State and local income taxes if you choose
Taxes taxes,including compensating | deduct stateand local general sales taxes.
use taxes.
IncomeTaxes | State and local income taxes. | Federal income taxes.
Foreign income taxes. Employee contributions to private or
Employee contributions to voluntarydisability plans.
state funddlisted under State and local general sales taxes if you
Contributions to statéenefit | chooseto deduct state and local income
funds. taxes.
OtherTaxes Taxes that are expenses of yo| Federal excise taxes, such as tax on gasoli
trade or business. that are not expenses of your trade or
Taxes on property producing | business oof producing income.
rent or royalty income. Per capita taxes.
Onehalf of selfemployment
tax paid.
Personal State and local personal Customs duties that are not expensafsyour
PropertyTaxes | propertytaxes. trade orbusiness or of producing income
RealEstate State and local real estate Real estate taxes that are treated as impos
Taxes taxes. onsomeone else (see Divisiofreal estate
¢Syl yiQa aKI NX taxesbetween buyers and sellers).
taxes paid by cooperative Foreign real estate taxes.
housingcorpordion. Taxes for local benefits (with exceptions).
Trash and garbage pick up fees (with
exceptions).
Rent increase due to higher real estate taxe
H2YS2 6y SNE Qcharges.2 OA | (i

IV.Income Taxes

This section discusses the deductibility of state and local income taxes (including employee
contributionsto state benefit funds) and foreign income taxes.

STATE AND LOCAL INCOME TAXES
You can deduct state and logatome taxes.
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Exception

You cannot deduct state and local income taxes you pay on income that is exempedenral income
tax, unless the exempt income is interest income. For exampleQyoy y 2 & RS RdzOUG {(KS
income tax that is on a cosif-living allowance thais exempt from federal income tax.

What to Deduct

Your deduction may be for withheld taxes, estimated tax payments, or other tax payments as follows.
Withheld taxes You can deduct state and local income taxes withheld fyoor salary in the year

they are withheld. Your Form(s) W will show these amounts. Forms-, 10998, 1099DIV, 1099
G,1099K, 1099MISC, 109DID, and 109R may also show state and local income taxes withheld.
Estimated tax paymentsYou can deductstimated tax payments you made during the year unaer
pay-asyou-go plan of a state or local government. However, you must have a reasonable basis for
making the estimated tax payments. Any estimated state or local tax payments that are not made in
good fith at the time of payment are not deductible.

Example

You made an estimated state income tax payment. However, the estimate oftatartax liability
shows that you will get a refund of the full amount of your estimatagiment. You had no reasonahle
basis to believe you had any additional liability ftate income taxes and you cannot deduct the
estimated tax payment.

Refund applied to taxesYou can deduct any part of a refund of prj@ar state or local income taxes
that you chose to have crediteto your 2021 estimated state or local income taxes.
Do not reduce your deduction by either of the following items.

w Any state or local income tax refund (or credit) you expect to receive for 2021.

w Any refund of (or credit for) prieyear state and locahtome taxes you actually received

2021.

However, part or all of this refund (or credit) may be taxable.
Separate federal returnslf you and your spouse file separate state, local, and federal income tax
returns, you each can deduct on your federal return only the amount of your own state and local
incometax that you paid during the tax year.
Joint state and local returndf you ad your spouse file joint state and local returns and separate
federal returns, each of you can deduct on your separate federal return part of the state and local
incometaxes paid during the tax year. You can deduct only the amount of the total taxessthat
proportionateto your gross income compared to the combined gross income of you and your spouse.
However, yowcannot deduct more than the amount you actually paid during the year. You can avoid
this calculation iffou and your spouse are jointly andlimidually liable for the full amount of the state
and local incomeaxes. If so, you and your spouse can deduct on your separate federal returns the
amount you eachactually paid.
Joint federal return.If you file a joint federal return, you can deducktiotal of the state and local
income taxes both of you paid.
Contributions to state benefit fundsAs an employee, you can deduct mandatory contributions to
state benefit funds withheld from your wages that provide protection against loss of wages.
Mandatory payments made to the following state benefit funds are deductible as state income taxes
on Schedule fForm 1040), line 5a.
Alaska Unemployment Compensation Fund.
California Nonoccupational Disability Benefit Fund.
New Jersey Nonoccupational DisabiBgnefit Fund.
New Jersey Unemployment Compensation Fund.
New York Nonoccupational Disability Benefit Fund.

egeegeeg
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w Pennsylvania Unemployment Compensation Fund.
w Rhode Island Temporary Disability Benefit Fund.
w2lakKAay3adz2y {41 4GS { codgdénSavod Fund. £ 2 2 NJ YSy Qa

FOREIGN INCOME TAXES

Generally, you take either a deduction or a credit for income taxes imposed on you by a foreign
countryor a U.S. possession. However, you cannot take a deduction or credit for foreign income taxes
paid onincome that is exempt from U.S. tax under the foreign earned income exclusion or the foreign
housingexclusion.

V.State And Local General Sales Taxes

You can elect to deduct state and local general sales taxes instead of state and local income taxes, as
an itemized deduction on Schedule A (Form 1040), line 5a. You can use either your actual expenses or
the state and local sales tax tables to figure your sales tax deduction.

Actual expensesGenerally, you can deduct the actual state and local general sales(iaciesling
compensating use taxes) if the tax rate was the same as the general sales tax rate. However, sales
taxes on food, clothing, medical supplies, and motor vehicles are deductible as a general sales tax even
if the tax rate was less than tlgeneral sales tax rate. If you paid sales tax on a motor vehicle at a rate
higher than the general sales tax rate, you can deduct only the amount of tax that you would have
paid at the general sales tax rate on that vehicle. If you use the actual expemsthed, you must
havereceipts to show the general sales taxes paid. Do not include sales taxes paid on items in your
trade orbusiness on Schedule A (Form 1040).

Optional sales tax tablednstead of using your actual expenses, you can figure your statéozal

general sales tax deduction using the state and local sales tax tables in the Instructions for S&hedule
(Form 1040). You may also be able to add the state and local general sales taxes paid on certain
specified items.

Your applicable table amotiis based on the state where you live, your income, and the number of
dependents claimed on your tax return. Your income is your adjusted gross income plus any
nontaxableitems such as the following.

Taxexempt interest.

+SGSNIyaQ o60SySFTAatao

Nontaxable corhat pay.

22N] SNEQ O2YLISyaliArAz2yo

Nontaxable part of social security and railroad retirement benefits.

Nontaxable part of IRA, pension, or annuity distributions, excluding rollovers.

Public assistance payments.

If you lived in different states during the sartax year, you must prorate your applicable table amount

for each state based on the days you lived in each state. See the Instructions for Schedule A (Form
1040), line 5a, for details.

e€egegeegee

VI.State And Local Real Estate Taxes

Deductible real estate taxese any state and local taxes on real property levied for the general public
welfare. You can deduct these taxes only if they are assessed uniformly against all propertthander
jurisdiction of the taxing authority. The proceeds must be for general conitjmor governmental
purposes and not be payment for a special privilege granted or service rendered to you.

Deductible real estate taxes generally do not include taxes charged for local benefits and
improvementsthat increase the value of the property. @halso do not include itemized charges for
services (suchs trash collection) against specific property or certain people, even if the charge is paid
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to the taxingauthority. For more information about taxes and charges that are not deductible, see
RealEstateRelateditems You Cannot Deduct, later.

Tenantshareholders in a cooperative housing corporaticd@enerally, if you are a tenastockholder

in a cooperative housing corporation, you can deduct the amount paid to the corporation that
representsyour share of the real estate taxes the corporation paid or incurred for your dwelling unit.
The corporatiorshould provide you with a statement showing your share of the taxes.

Division of real estate taxes between buyers and selldfsyou baight or sold real estate during the
year, the real estate taxes must be divided between the buyer and the seller.

The buyer and the seller must divide the real estate taxes according to the number of days in the real
property tax year (the period to whictie tax imposed relates) that each owned the property. The
selleris treated as paying the taxes up to, but not including, the date of sale. The buyer is treated as
paying thetaxes beginning with the date of sale. This applies regardless of the lienudates local

law. Generallythis information is included on the settlement statement provided at the closing.

If you (the seller) cannot deduct taxes until they are paid because you use the cash method of
accountingand the buyer of your property is pensally liable for the tax, you are considered to have
paid your partof the tax at the time of the sale. This lets you deduct the part of the tax to the date of
sale even thouglyou did not actually pay it. However, you must also include the amount oftaéixat

in the selling price afhe property. The buyer must include the same amount in his or her cost of the

property.

WORKSHEET-23FIGURING YOUR STATE AND LOCAL REAL ESTEIRJTAXON
You figure your deduction for taxes on each property bougtstodd during the real property tax year
asfollows:
1. Enter the total state and local real estate taxes for the r
property tax year
2.  Enter the number of days in the real property tax ye
thaté 2 dz 26y SR (G KS LINRLISNI &
3. Divideline 2 by 365 (for leap years, divide line 2 by 36
4.  Multiple line 1 by line 3. This is your deduction. Ente

on Schedule A (Form 1040), line 5b
Repeat steps 1 through 4 for each property you bought or sold during the real prizpeyar. Your total deduction is the
sumof the line 4 amounts for all of the properties.

Real estate taxes for prior year®o not divide delinquent taxes between the buyer and seller if the
taxes are for any real property tax year before the one/liich the property is sold. Even if the buyer
agrees to pay the delinquent taxes, the buyer cannot deduct them. The buyer must add them to the
costof the property. The seller can deduct these taxes paid by the buyer. However, the seller must
includethem in the selling price.

Examples The following examples illustrate how real estate taxes are divided between buyer and
seller.

Example 1

58yyia FYR . SGK 2KAGSQa NBIf LINE LIS NIname i thd]
calendar year, with pament due August 1. The tax on their old home, smiddMay 7, was $620
The tax on their new home, bought on May 3, was $732. DeamdsBeth are considered to ha
paid a proportionate share of the real estate taxestba old home even though they did ¢
actually pay them to the taxing authority. Gime other hand, they can claim only a proportiong
share of the taxes they paid on theiew property even though they paid the entire amount.
Dennis and Beth owned their old home during the real properyyigar for 126 day&lanuary 1 tq
May 6, the day before the sale). They figure their deduction for taxdka&inold home as follows

Taxes on Old Home
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1. Enter the total state and local real estate taxt

for the real property tax year $620
2. Enter the number of days in the real property

taxyear that you owned the property 126
3. Divide line 2 by 365 (for leap years, divide lir

2 by 366) .3452
4. Multiple line 1 by line 3. This is your deductic

Enter it on Schedule A (Form 1040), line 5b $214

Since the buyers of their old home paid all of the taxes, Dennis and Beth also itteu$i214 in
the selling price of the old home. (The buyers add the $214 to their cabedfome.)
Dennis and Beth owned their new home during the gaperty tax year for 243 day®lay 3 to
December 31, including their date of purchase). They figure their deduitidaxes on their new
home as follows:
Taxes on Old Home
1. Enter the total state and local real estate taxt

for the real property tax gar $732
2. Enter the number of days in the real property

tax year that you owned the property 243
3. Divide line 2 by 365 (for leap years, divide lir

2 by 366) .6658
4. Multiple line 1 by line 3. This is your deductic

Enter it on Schedule @orm 1040), line 5b $487

Since Dennis and Beth paid all of the taxes on the new home, they add $245 ($78%p&#d87
deduction) to their cost of the new home. (The sellers add this $245 totbHing price and dedug
the $245 as a reastate tax.)
58yyAa yR . SGKQa NBIf SadlkdsS (I E RSHRiaGid
$487, or $701. They will enter this amount on Schedule A (Form 1040pline

Example 2
George and Helen Brown bought a new home on Ma&3021. Their real property tayear for the
new home is the calendar year. Real estate taxes for 2020 were asseskeit state on January
1, 2021. The taxes became due on May 31, 2021 and Octob2021,
The Browns agreed to pay all taxes due after date of purchase. Real estate taxes2020 were
$680. They paid $340 on May 31, 2021, and $340 on October 31, P824e taxes were for th
2020 real property tax year. The Browns cannot deduct tisemoe they did not own the propert
until 2021. Instad, they must add $680 to the casttheir new home.
In January 2022, the Browns receive their 2021 property tax statement for $752, theichwill
pay in 2022. The Browns owned their new home during the 2021 real properyear for 243 day
(May 3 b December 31). They will figure their 2022 deductiontdaes as follows.
Taxes on Old Home
1. Enter the total state and local real estate tax

for the real property tax year $752
2. Enter the number of days in the real property

tax year that youowned the property 243
3. Divide line 2 by 365 (for leap years, divide lir

2 by 366) .6658
4. Multiple line 1 by line 3. This is your deductic

Enter it on Schedule A (Form 1040), line 5b $501
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The remaining $251 ($752 paid less $8ediuction) of taxes paid in 2022, along wiitle $680 paid
in 2021, is added to the cost of their new home.

Because the taxes up to the date of sale are considered paid by the seller on the date, dhe
seller is entitled to a 2021 tadeduction of $931. This is the sum of the $6802020 and the $251
for the 122 days the seller owned the home in 2021. The seilet also include the $931 in th
selling price when he or she figures the gain or losthersale. The seller should contdahe Browns
in January 2022 to find out how muosal estate tax is due for 2021.

Form 1099S For certain sales or exchanges of real estate, the person responsible for closing the sale
(generally the settlement agent) prepares Form 1{%roceedsrém Real Estate Transactions, to
report certain information to the IRS and to the seller of the property. Box 2 of Form3@®©%r the
INRPA& LINPOSSRa 2F (GUKS altS FyR akKkz2dZ R Ay Of dzRS
the buyer wil pay after the date of sale. The buyer includes these taxes in the cost basis of the
property, andthe seller both deducts this amount as a tax paid and includes it in the sales price of the
property.

For a real estate transaction that involves a homey ezal estate tax the seller paid in advance but
that is the liability of the buyer appears in box 6 of Form 289 he buyer deducts this amount as a
real estate tax, and the seller reduces his or her real estate tax deduction (or includes it in inmome)
the same amount. See Refund (or rebate), later.

Taxes placed in escravif your monthly mortgage payment includes an amount placed in escrow (put

in the care of a third party) for real estate taxes, you may not be able to deduct the total amount
placedin escrow. You can deduct only the real estate tax that the third party actually paid to the taxing
authority. Ifthe third party does not notify you of the amount of real estate tax that was paid for you,
contact the thirdparty or the taxing authority téind the proper amount to show on your return.

Tenants by the entirety If you and your spouse held property as tenants by the entirety and you file
separate returns, each of you can deduct only the taxes each of you paid on the property.

Divorced individials.If your divorce or separation agreement states that you must pay the real estate
taxes for a home owned by you and your spouse, part of your payments may be deductible as alimony
and part as real estate taxes.

aAyAadSNRa | yR YA galowaneks If hab Hilk 2 yifiSer or K tnemibdr wf the
uniformed services and receive a housing allowance that you can exclude from income, you still can
deduct all of the real estate taxes you pay on your home.

Refund (or rebate)lf you received a refund or rebate in 2021 of real estate taxes you paid in 2021,
youmust reduce your deduction by the amount refunded to you. If you received a refund or rebate in
2021 of real estate taxes you deducted in an earlier year, generally must include the refund or
rebate inincome in the year you receive it. However, you only need to include the amount of the
deduction thatreduced your tax in the earlier year.

REAL ESTARELATED ITEMS YOU CANNOT DEDUCT
Payments for the followig items generally are not deductible as real estate taxes.

w Taxes for local benefits.

w Itemized charges for services (such as trash and garbage pickup fees).

w Transfer taxes (or stamp taxes).

w Rentincreases due to higher real estate taxes.

w | 2YS2gyS NbofRchargesi 2 OA
Taxes for local benefitsDeductible real estate taxes generally do not include taxes charged for local
benefits and improvements that increase the value of your property. These include assessments for
streets, sidewalks, water mains, sewiges, public parking facilities, and similar improvements. You
should increase the basis of your property by the amount of the assessment.
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Local benefit taxes are deductible only if they are for maintenance, repair, or interest charges related
to those benefits. If only a part of the taxes is for maintenance, repair, or interest, you must be able
to show the amount of that part to claim the deduction. If you cannot determine what part of the tax
is formaintenance, repair, or interest, none of it is dedbtd.
Taxes for local benefits may be included in your real estate tax bill. If your taxing authority (or
mortgagelender) does not furnish you a copy of your real estate tax bill, ask for it. You should use the
rules abovedo determine if the local bendfiax is deductible.
Itemized charges for serviceg\n itemized charge for services assessed against specific property or
certain people is not a tax, even if the charge is paid to the taxing authority. For example, you cannot
deduct the charge as a reatate tax if it is:
w A unit fee for the delivery of a service (such as a $5 fee charged for every 1,000 gallons
water you use),
w A periodic charge for a residential service (such as a $20 per month or $240 anralneriped
to each homeowner for trash dection), or
w A flat fee charged for a single service provided by your government (such as a $30fcharge
mowing your lawn because it was allowed to grow higher than permitted under lpcat
ordinance).

Caution!

You must look at your real estate tail bo determine if any nondeductible itemizexharges, such a
those listed above, are included in the bill. If your taxing authoritynfortgage lender) does ng
furnish you a copy of your real estate tax bill, ask for it.

[ )

Exception
Servicecharges used to maintain or improve services (such as trash collection or poticére
protection) are deductible as real estate taxes if:
w The fees or charges are imposed at a like rate against all property in the taxing jurisg
w The funds colleciare not earmarked; instead, they are commingled with general reve
funds, and
w Funds used to maintain or improve services are not limited to or determined by the an|
of these fees or charges collected.

Transfer taxes (or stamp taxeshransfer taxe and similar taxes and charges on the sale of a personal

home are not deductible. If they are paid by the seller, they are expenses of the sale and reduce the
amount realized on the sale. If paid by the buyer, they are included in the cost basis obfieetpr

Rent increase due to higher real estate taxdkyour landlord increases your rent in the form of a tax
surcharge because of increased real estate taxes, you cannot deduct the increase as taxes.

| 2YS26ySNEQ | & aPhésk tharged sfeondduchbl Setause they are imposed by
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VIl.Personal Property Taxes

Personal property tax is deductible if it is a state or local tax that is:

1. Charged on personal property,

2. Basedonly on the value of the personal property, and

3. Charged on a yearly basis, even if it is collected more than once a year, or less than once

year.

A tax that meets the above requirements can be considered charged on personal property even if it is
for the exercise of a privilege. For example, a yearly tax based on value qualifies as a personal property
taxeven if it is called a registration fee and is for the privilege of registering motor vehicles or using
them onthe highways.
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If the tax is partly basedn value and partly based on other criteria, it may qualify in part.

Example
Your state charges a yearly motor vehicle registration tax of 1% of value plus 50 psgnts
hundredweight. You paid $32 based on the value ($1,500) and weight (3,400 jasuy cfr. You can
deduct $15 (1% x $1,500) as a personal property tax, since it is baskd value. The remaining $17
($.50 x 34), based on the weight, is not deductible.

VIll.Taxes And Fees That Cannot Be Deducted

Many federal, state, and local gavenent taxes are not deductible because they do not fall within

the categories discussed earlier. Other taxes and fees, such as federal income taxes, are not deductible
because the tax law specifically prohibits a deduction for them.

Taxes and fees that aigenerally not deductible include the following items.

w Employment taxes This includes social security, Medicare, and railroad retirentaxes
withheld from your pay. However, you can take a deduction for the deductiblegfaself
employment tax. In adition, the social security and other employment taxes yay on the
wages of a household worker may be included in medical expenses thatayodeduct or
child care expenses that allow you to claim the child and dependentccadit.

w Estate, inheritane, legacy, or succession taxesou can deduct the estate takributable to
income in respect of a decedent if you, as a beneficiary, must includentt@nhe in your gross
income. In that case, deduct the estate tax on Schedule A (EGAD), line 16.

Federal income taxesThis includes taxes withheld from your pay.

Fines and penaltiesyou cannot deduct fines and penalties paid to a governmemntidtation

of any law, including related amounts forfeited as collateral deposits.

Foreign personal or regdroperty taxes

Gift taxes.

License feesYou cannot deduct license fees for personal purposes (such as maRibge,d S ND a =
and pet license fees).

w Per capita taxesYou cannot deduct state or local per capita taxes.

Many taxes and fees other than thosadd above are also nondeductible, unless they are ordinary
and necessary expenses of a business or income producing activity. For other nondeductible items,
see RedEstateRelated Items You Cannot Deduct, earlier.

€€

€ €€

IX.Where To Deduct

You deductaxes on the following schedules.

State and local income taxe§ hese taxes are deducted on Schedule A (Form 1040), line 5a even if
your only source of income is from business, rents, or royalties.

Limitation on deduction for state and local taxe$hededuction for state and local taxes is limited to
$10,000 ($5,000 if married filing married separately). State and local taxes are the taxes that you
includeon Schedule A (Form 1040), lines 5a, 5b, and 5c. Include taxes imposed by a U.S. possession
with your state and local taxes on Schedule A (Form 1040), lines 5a, 5b, and 5c. However, do not
include any U.Sossession taxes you paid that are allocable to excluded income.

Tip
You may want to take a credit for U.S. possession tax instead of a dedi@#@nhenstructions for
Schedule 3 (Form 1040), line 1, for details.
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General sales taxesSales taxes are deducted on Schedule A (Form 1040), line 5a. You mugheheck

box on line 5a. If you elect to deduct sales taxes, you cannot deduct state ahihtmrae taxes on
Schedule A (Form 1040), line 5a.

Foreign income taxesGenerally, income taxes you pay to a foreign country or U.S. possessioa can
claimed as an itemized deduction on Schedule A (Form 1040), line 6, or as a credit against your U.S.
income tax on Schedule 3 (Form 1040), line 1. To claim the credit, you may have to complete and
attachForm 1116.

Real estate taxes and personal property taxdhese taxes are deducted on Schedule A (RQ40),

lines 5b and 5c, respectively, unless they paé&l on property used in your business, in whicse

they are deducted on Schedule C (Form 1040) or Schedule F (Form 1040). Taxes on property that
produces rent or royalty income are deducted on Schedule E (Form 1040).

Selfemployment tax Deduct onehalf of the selfemployment tax on Schedule 1 (Form 1040), line 14.
Other taxes. All other deductible taxes are deducted on Schedule A (Form 1040), line 6.

CHAPTER JEST YOUR KNOWLEDGE

The following questions are designed to ensure that you haweraplete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance
your learning experience and do not need to be submitted in order to receiveedit.

We recommend that you answer eachegiion and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter
(assignment).

1. Which of the following income taxes amot deductible:
A. federal income taxes
B. stateincome taxes
C. local income taxes
D. foreign income taxes

2. Which of the following taxes are generalhot deductible:
A. federal excise taxes
B. taxes that are expenses of your trade or business
C. personal property taxes
D. taxes on property producing rentalcome

3. Deductible real estate taxes generally do not include taxes charged for |beslefits and
improvements that increase the value of your property.

A. true

B. false

CHAPTER SOLUTIONS AND SUGGESTED RESPONSES

Below are the solutions ansuggested responses for the questions on the previous page(s). If you
choose an incorrect answer, you should review the pages as indicated for each question to ensure
comprehension of the material.

1.
A. CORRECTederal income taxes paid are not deductible federal personal incoméax
returns¢ Form 1040 OR 1048R.
B. Incorrect. State income taxes, among other types of taxes and fees, are deductitdddral
income tax purposes up to the SALT limitation.
C. Incorrect. Local income taxes can be deductedaifhe SALT limitation.
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. Incorrect. Foreign income taxes are generally deductible on a U.S. Form 1040ugtorthe

SALT limitation. This deduction assumes that foreign income taxes wererpaidome that
is not already exempt from U.S. tax under thesfgn earned incomexclusion or the foreign
housing exclusion.

. CORRECThese would include taxes such as on gasoline that are not expengas dfade
or business or of producing income.

. Incorrect. Taxes that are expenses of your trade or busiaesdeductible.

. Incorrect. Personal property taxes are deductible. They are lumped in with statéoeald
taxes.

. Incorrect. Taxes incurred on property that produces rent or royalty income is deductible.

. CORRECThese include assessments é$treets, sidewalks, water mains, sewiges, public
parking facilities, and similar improvements. You should increase the diagmsir property
by the amount of the assessment.

Incorrect. Local benefit taxes are deductible only if they are for maintemarepair, or
interest charges related to those benefits.

Standard and Itemized DeductiohBage26



Chapter 4 Interest Expense

Chapter Objective
After completing this chapter, you should be able to:
w Recall what types of interest you can and cannot deduct.

. Reminders

Home equity loannterest. No matter when the indebtedness was incurred, you can no longer deduct
the interest from a loan secured by your home to the extent the loan proceeds were not used to buy,
build, or substantially improve your home.

Home mortgage interestYou cardeduct mortgage interest on the first $750,000 ($375,000 if married
filing separately) of indebtedness. However, higher limitations ($1 million ($500,000 if filing
separately))apply if you are deducting mortgage interest from indebtedness incurred before
December 16, 2017.

Modification of Hardest Hit Fund safe harboHomeowners who may be affected by the new $10,000
limitation on deductible property taxes may allocate mortgage payments actually made first to
deductiblemortgage interest, and then use argasonable method to allocate the remaining balance

of paymentsmade to real property taxes, mortgage insurance premiums, home insurance premiums,
and principal.

Mortgage insurance premiumsThe itemized deduction for mortgage insurance premiums had
expired on December 31, 2020. However, the deduction was extended through 2021 by the Further
ConsolidatedAppropriations Act of 2021.

Il. Introduction

This chapter discusses what interest expenses you can deduct. Interest is the amount you pay for the
useof borrowed money.
The types of interest you can deduct as itemized deductions on Schedule A (Form 1040) are:

w Home mortgage interest, including certain points and mortgage insurance premiums, and

w Investment interest.
This chapter explains these deductioftsalso explains where to deduct other types of interest and
listssome types of interest you cannot deduct.
Use Table 41 to find out where to get more information on various types of interest, including
investmentinterest.

[Il.Home Mortgagénterest

Generally, home mortgage interest is any interest you pay on a loan secured by your home (main
homeor a second home). The loan may be a mortgage to buy your home or a second mortgage.
You can deduct home mortgage interest only if you meet allifttiowing conditions.
w You file Form 1040 or 1048R and itemize deductions on Schedule A (Form 1040).
w The mortgage is a secured debt on a qualified home in which you have an owrietshégt.
(Generally, your mortgage is a secured debt if you put yrume up as collaterdab protect
GKS AyGSNBaia 2F (KS fSYRSNX® ¢KS {S8dddnd alj dzl £ A
home.)
Both you and the lender must intend that the loan be repaid.

AMOUNT DEDUCTIBLE

Note ‘
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Interest on home equity loans and lines oédit are deductible only if the borrowefdinds are use

G2 0dz2X o0dzZAf RZ 2NJ &dzoadl yiAl fftheldary ThBaSusiteS G E L
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the home, and meet other requirements.

In most cases, you will be able to deduct all of your home mortgage interest. How much you can
deductdepends on the date of the mortgage, the amount of the mortgage, and how you use the
mortgageproceeds.

Fullydeductible interest If all of your mortgages fit into one or more of the following three categories

at all times during the year, you can deduct all of the interest on those mortgages. (If any one mortgage
fits into more than one category, add the debattfits in each category to your other debt in the same
category.)

The three categories are as follows:

1. Mortgages you took out on or before October 13, 1987 (called grandfathered debt).

2. Mortgages you (or your spouse if married filing a joint return) tookadter October 131987,

and prior to December 16, 2017 (but see binding contract exception belo)ypbuild, or
substantially improve your home (called home acquisition debt), but otiyafighout 2021
these mortgages plus any grandfathered debtated $1 million or les§$500,000 or less if
married filing separately).
Exception A taxpayer who enters into a written binding contract before Decembe57,
to close on the purchase of a principal residence before January 1, 2018, amlvehases
such residence before April 1, 2018, is considered to have incurred the hoouésition debt
prior to December 16, 2017.

3. Mortgages you (or your spouse if married filing a joint return) took out after December 15,
2017, to buy, build, or substaiatly improve your home (called home acquisition debt), but
only if throughout 2021 these mortgages plus any grandfathered debt totaled $750,000 or
less ($375,000 or less if married filing separately).

The dollar limits for the second and third categorégply to the combined mortgages on your main
home and second home.

You can us€&igure 4A to check whether your home mortgage interest is fully deductible.

Limits on deduction You cannot fully deduct interest on a mortgage that does not fit into anyeof th
three categories listed above.

FIGURE-A. IS MY HOME MORTGAGE FULLY DEDUCTIBLE?
(Instructions: Include balances of ALL mortgages secured by your main home and second home.)
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Start Here:

Do you meet the conditions' to deduct home You can’t deduct the interest payments as home
mortgage interest? No » | mortgage interest.?
Ll
l Yes
Yes ) . .
Were all of your home mortgages taken out > Your home mortgage interest is fully deductible. You

on or before October 13, 19877 don’t need to read Part Il of Pub. 936. 4+—

lNo

Were all of your home mortgages taken out after . .
October 13, 1987, used to buy, build, or substantially |No Go to Part Il of _PUb- 936 to determm_e the limits <«
improve the main home secured by that main home on your deductible home mortgage interest.
mortgage or used to buy, build, or substantially
improve the second home secured by that second
home mortgage, or both?

i Yes

A4

Were your (or your spouse’s if married filing a joint Was your (or your spouse’s if married filing a joint

return) mortgage balances $750,000 or less return) grandfathered debt, plus your home acquisition
($375,000 or less if married filing separately) No debt balances, $750,000 or less* ($375,000 or less if No
(or $1 million or less ($500,000 if married filing P married filing separately) (or $1 million or less [
separately) if all debt was incurred prior to ($500,000 if married filing separately) if all debt was
December 16, 2017) at all times during the year?® incurred prior to December 16, 2017) at all times

during the year?®
l Yes Yes
r b

! You must itemize deductions on Schedule A (Form 1040 or 1040-SR). The loan must be a secured debt on a qualified home. See Home Mortgage Interest in
Part | of Pub. 936.

2 See Table 2 in Part Il of Pub. 936 for where to deduct other types of interest payments.

3 A taxpayer who enters into a written binding contract before December 15, 2017, to close on the purchase of a principal residence before January 1, 2018,
and who purchases such residence before April 1, 2018, is considered to have incurred the home acquisition debt prior to December 16, 2017, and may use
the 2017 threshold amounts of $1,000,000 ($500,000 if married filing separately).

4 See Part Il of Pub. 936 for more information about grandfathered debt and home acquisition debt.

Special Situations

This section describes certain items that canrmuded as home mortgage interest and others that
cannot. It also describes certain special situations that may affect your deduction.

Late payment charge on mortgage paymentYou can deduct as home mortgage interest a late
payment charge if it was not f@ specific service performed in connection with your mortgage loan.
Mortgage prepayment penalty If you pay off your home mortgage early, you may have to pay a
penalty. You can deduct that penalty as home mortgage interest provided the penalty is nat for
specific servicperformed or cost incurred in connection with your mortgage loan.

Sale of homeIf you sell your home, you can deduct your home mortgage interest (subject to any
limits that apply) paid up to, but not including, the date of sale.

Exampe

John and Peggy Harris sold their home on May 7. Through April 30, they madeootgage interest
payments of $1,220. The settlement sheet for the sale of the hehwsved $50 interest for the-Bay
period in May up to, but not including, the date sdle. Their mortgage interest deduction is $1,270
($1,220 + $50).
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Prepaid interest If you pay interest in advance for a period that goes beyond the end of the tax year,
you must spread this interest over the tax years to which it applies. You can dadwath year only
the interest that qualifies as home mortgage interest for that year. However, see Points, later.
Mortgage interest credit.You may be able to claim a mortgage interest credit if you were isaued
mortgage credit certificate (MCC) bystate or local government. Figure the credit on Form 8396,
Mortgage Interest Credit. If you take this credit, you must reduce your mortgage interest deduction
by the amount of the credit.
aAyAaidSNREQ | yR YAf. AflybuNake a knihidigr bayraembert of esunifoidn&d
servicesand receive a housing allowance that is not taxable, you can still deduct your home mortgage
interest.
I FNRS&ad 1 A0 CdzyR I'yYR 9YSNHSYd&an use ¥ Spramyn®edd@® [ 2 Y
figure your deduction for magage interest and real estate taxes on your main home if you meet the
following two conditions.
1. You received assistance under:
a) A State Housing Finance Agency (State HFA) Hardest Hit Fund progtsiohiprogram
payments could be used to pay mortgageeisst, or
by 'y 9YSNHEHSyOe 12YS26ySNRBRQ [ 2y t NEHaAuwihgY | RYA"
and Urban Development (HUD) or a state.
2. You meet the rules to deduct all of the mortgage interest on your loan and all of thestadé
taxes on your main home.

If you meet these conditions, then you can deduct all of the payments you actually made during the
yearto your mortgage servicer, the State HFA, or HUD on the home mortgage (including the amount
shownin box 3 of Form 10981A, Mortgage Assistance Payments)t not more than the sum of the
amountsshown on Form 1098, Mortgage Interest Statement, in box 1 (mortgage interest received
from payer(s)/borrower(s)), box 5 (mortgage insurance premiums), and box 10 (real property taxes).
You may first allocate amoungsid to mortgage interest up to the amount shown on Form 1098. You
may then use any reasonable method to allocate the remaining balance of the payments to real
property taxes, mortgage insurance premiums, and principal. Regardless of how you determine the
deductibleamount under this special safe harbor method, any amount allocated to state or local
property taxes isubject to the limitation on the deduction for state and local taxes. However, you are
not required to usehis special method to figure yodieduction for mortgage interest and real estate
taxes on your maihome.
Mortgage assistance paymentsf you qualify for mortgage assistance payments for leiweome
families under section 235 of the National Housing Act, part or all of the interegp@nmortgage
maybe paid for you. You cannot deduct the interest that is paid for you.
No other effect on taxesDo not include these mortgage assistance payments in your income. Also,
do not use these payments to reduce other deductions, such as real estate taxes.
Divorced or separated individualdf a divorce or separation agreement requires you or your spouse
or former spouse to pay home mortgage interest on a home owned by both of you, the payment of
interest may be alimony.
Redeemable ground rentdf you make annual or periodic rental payments on a redeemable ground
rent, you can deduct them as mortgage intste
treySyida YFRS G2 SyR GKS tSI1asS yR G2 o0dz2 (GKS S
asmortgage interest.
Nonredeemable ground rentPayments on a nonredeemable ground rent are not mortgage interest.
You can deduct them as rent ifdy are a business expense or if they are for rental property.
Reverse mortgages\ reverse mortgage is a loan where the lender pays you (in a lump sum, a monthly
advance, a line of credit, or a combination of all three) while you continue to live inhgooe. With
areverse mortgage, you retain title to your home. Depending on the plan, your reverse mortgage
becomesdue with interest when you move, sell your home, reach the end of asplected loan
period, or die Because reverse mortgages are considdoan advances and not income, the amount
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you receive iqot taxable. Generally, any interest (including original issue discount) accrued on a
reverse mortgage isonsidered home equity debt and is not deductible.

Rental paymentsIf you live in a housedfore final settlement on the purchase, any payments you
make for that period are rent and not interest. This is true even if the settlement papers call them
interest. You cannot deduct these payments as home mortgage interest.

Mortgage proceeds investedni tax-exempt securities You cannot deduct the home mortgage
interest on grandfathered debt or home equity debt if you used the proceeds of the mortgage to buy
securities or certificates that produce tdvee income.

Refunds of interest If you receive aefund of interest in the same tax year you paid it, you must
reduceyour interest expense by the amount refunded to you. If you receive a refund of interest you
deductedin an earlier year, you generally must include the refund in income in the year geivee

it. However,you need to include it only up to the amount of the deduction that reduced your tax in
the earlier yearThis is true whether the interest overcharge was refunded to you or was used to
reduce the outstandingrincipal on your mortgagef you need to include the refund in income, report

it on Schedule 1 (Fori040), line 8.

If you received a refund of interest you overpaid in an earlier year, you generally will receive a Form
1098, Mortgage Interest Statement, showing the refund in bokat.information about Form 1098,
seeMortgage Interest Statement, later.

POINTS

¢KS GSN)Y aLRAYyGaé A& dzZaSR (G2 RSAONAROGS OSNIFAY OK
a home mortgage. Points may also be called loan origination feeximum loan charges, loan
discount,or discount points.

I 02NNRGSNI Aa GNBFGSR Fa LI &Ay3 lye LRAydGa GKIFG
Points paid by the seller, later.

General ruleYou generally cannot deduct the full amount of gsim the year paid. Because they are

prepaid interest, you generally must deduct them over the life (term) of the mortgage. If the loan is a

home equity, line of credit, or credit card loan and the proceeds from the loan are not used to buy,

build, or substantially improve the home, the points are not deductible.

Deduction Allowed in Year Paid
You can fully deduct points in the year paid if you meet all the following tests. (You ckiguse 4
Bas a quick guide to see whether your points are fully deductible in the year paid.)

1. Your loan is secured by your main home. (Your main home is thganerdinarily livein
most of the time.)

2. Paying points is an established business practice in the area where the loan was made.

3. The points paid were not more than the points generally charged in that area.

4. You use the cash method of accounting. This mgaru report income in the year yoeceive
it and deduct expenses in the year you pay them.

5. The points were not paid in place of amounts that ordinarily are stated separately on the
settlement statement, such as appraisal fees, inspection fees, title emney feesand
property taxes.

6. The funds you provided at or before closing, plus any points the seller paid, were aadeast

much as the points charged. The funds you provided are not required to haveappted to

the points. They can include @wn payment, an escrow deposit, earnesbney, and other
funds you paid at or before closing for any purpose. You cannot bhawewed these funds
from your lender or mortgage broker.

You use your loan to buy or build your main home.

8. The points were figurd as a percentage of the principal amount of the mortgage.

~
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9. The amount is clearly shown on the settlement statement (such as the Uniform Settlement
Statement, Form HUD) as points charged for the mortgage. The points may be skasvn
paid from eitheryourdzy Ra 2 NJ 4 KS &Sttt SNRao®

Note
If you meet all of these tests, you can choose to either fully deduct the points in thepgéiror
deduct them over the life of the loan.

FIGURE-B. ARE MY POINTS FULLY DEDUCTIBLE THIS YEAR?

Start Here:

Is the loan secured by your main home? 4

¢ Yes
No

Is the payment of points an established >
business practice in your area?

¢ Yes

Were the points paid more than the amount >
generally charged in your area?

I

Do you use the cash method of accounting? »

¢ Yes

Were the points paid in place of amounts that Yes
ordinarily are separately stated on the | 4
settlement sheet?

Yes

¥y _No

Were the funds you provided (other than those
you borrowed from your lender or mortgage

broker), plus any points the seller paid, at least g
as much as the points charged?*

l Yes

Yes | Did you take out the loan to substantially
improve your main home?

v Mo

Did you take out the loan to buy or build No >

your main home?

l Yes

Were the points figured as a percentage of the No

principal amount of the mortgage? >
¢ Yes
Is the amount paid clearly shown as points on No >

the settlement statement?

l Yes v

Ly You can fully deduct the points this year on You can't fully deduct the points this year. See
Schedule A (Form 1040). the discussion under Points.

* The funds you provided aren’t required to have been applied to the points. They can include a down payment, an escrow deposit, earnest money, and
other funds you paid at or before closing for any purpose.
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Home improvement loan Youcan also fully deduct in the year paid points paid on a loan to improve

your main home, if tests (1) through (6) are met.

Caution!
Second homeYou cannot fully deduct in the year paid points you pay on Ilsatosred by your second
home. You cadeduct these points only over the life of the loan.

Refinancing Generally, points you pay to refinance a mortgage are not deductible in full in the year

you pay them. This is true even if the new mortgage is secured by your main home.

However, if you useart of the refinanced mortgage proceeds to improve your main home and you
meet the first six tests listed under Deduction Allowed in Year Paid, earlier, you can fully deduct the

part of thepoints related to the improvement in the year you paid them wittur own funds. You can
deduct therest of the points over the life of the loan.

Example 1
In 1999, Bill Fields got a mortgage to buy a home. In 2021, Bill refinanced that montghge 15
year $100,000 mortgage loan. The mortgage is secured by his.nboget the new loan, he had to

pay three points ($3,000). Two points ($2,000) werepi@paid interest, and one point ($1,000) was
charged for services, in place of amouthst ordinarily are stated separately on the settlement

statement. Billpaid the pointsout of his private funds, rather than out of the proceeds of the new
loan. The payment gdoints is an established practice in the area, and the points charged are notmore
thani KS | Y2dzyd 3ISYSNIffe OKLI Na®Rloan waS e dbly HeinbdeQa T A N.

six payments on the loan in 2021 and is a eaa$is taxpayer.
Bill used the funds from the new mortgage to repay his existing mortgage. Althougbwhmortgage
f2FLy gl a F2NI . AftQa 02y litwysdzdt Rrthe gurcHaseripioledeht

of that home. He cannot deduct all of the points in 20B&. can deduct two points ($2,000) ratably

KAa Y

over the life of the loan. He deducts $f%$2,000 + 180 months) x 6 payments] of the points in 2021.

The other pint ($1,000)was a fee for services and is not deductible.

Example 2

The facts are the same as in Example 1, except that Bill used $25,000 of tipedoas&ds to improve
his home and $75,000 to repay his existing mortgage. Bill de@%éts ($25,000 + $D,000) of the
points ($2,000) in 2021. His deduction is $%88,000 x 25%).

Bill also deducts the ratable part of the remaining $1,500 ($2;0R800) that must bespread over
the life of the loan. This is $50 [($1,500 + 180 months) x 6 paymer2§ih The total amount Bil
deducts in 2021 is $550 ($500 + $50).

Deduction Allowed Ratably

If you do not meet the tests listed under Deduction Allowed in Year Paid, earlier, the loan is not a

home improvement loan, or you choose not to deduct your pointdulh in the year paid, you can
deduct thepoints ratably (equally) over the life of the loan if you meet all the following tests.
1. You use the cash method of accounting. This means you report income in thgoyeaceive
it and deduct expenses in the yeawu pay them. Most individuals use thigethod.
2. Your loan is secured by a home. (The home does not need to be your main home.)
3. Your loan period is not more than 30 years.
4. If your loan period is more than 10 years, the terms of your loan are the saméadadns
offered in your area for the same or longer period.
5. Either your loan amount is $250,000 or less, or the number of points is not more than:
a) 4, if your loan period is 15 years or less, or
b) 6, if your loan period is more than 15 years.
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Special Situations
This section describes certain special situations that may affect your deduction of points.
Original issue discountlf you do not qualify to either deduct the points in the year paid or deduct
them ratably over the life of the loan, df you choose not to use either of these methods, the points
reduce theissue price of the loan. This reduction results in original issue discount.
Amounts charged for servicedmounts charged by the lender for specific services connected to the
loanare not interest. Examples of these charges are:

1. Appraisal fees,

2. Notary fees,

3. Preparation costs for the mortgage note or deed of trust,

4. Mortgage insurance premiums, and

5. Department of Veterans Affairs (VA) funding fees.
You cannot deduct these amounts agrge either in the year paid or over the life of the mortgage.
Points paid by the selleb ¢ KS GSN) aLRAYyGa¢ AyOfdzRSa t2Fy LI I (
lender to arrange financing for the buyer.
Treatment by seller The seller cannot deduct éise fees as interest. But they are a selling expense
that reduces the amount realized by the seller.
Treatment by buyerThe buyer reduces the basis of the home by the amount of the sadlier points
and treats the points as if he or she had paid thenalllithe tests under Deductible Allowed in Year
Paid,earlier, are met, the buyer can deduct the points in the year paid. If any of those tests are not
met, thebuyer deducts the points over the life of the loan.
Funds provided are less than point$f youmeet all the tests in Deduction Allowed in Year Paid,
earlier, except that the funds you provided were less than the points charged to you (test 6), you can
deduct the points in the year paid, up to the amount of funds you provided. In addition, yowedaoctd
any points paid by the seller.

Example 1

When you took out a $100,000 mortgage loan to buy your home in December, yolchanged one|
point ($1,000). You meet all the tests for deducting points in the year paagpt the only funds you
provided were a $750 down payment. Of the $1,000 charémdpoints, you can deduct $750 in the
year paid. You spread the remaining $250 dberlife of the mortgage.

Example 2

The facts are the same as in Example 1, except that the person who sold ydwogmalso paid one
point ($1,000) to help you get your mortgage. In the year paid, yoweanct $1,750 ($750 of th
amount you were charged plus the $1,000 paid bydéker). You spread the remaining $250 over the
life of the mortgage. You must reduttee basis of your home by the $1,000 paid by the seller.

1%}

Excess pointslf you meet all the tests in Deduction Allowed in Year Paid, earlier, except that the
points paid were more than are generally paid in your area (test 3), you deduct in thepg&honly

the pointsthat are generally charged. You must spread any additional points over the life of the
mortgage.

Mortgage ending earlylf you spread your deduction for points over the life of the mortgage, you can
deduct any remaining balance in tigear the mortgage ends. However, if you refinance the mortgage
with the same lender, you cannot deduct any remaining balance of spread points. Instead, deduct the
remaining balance over the term of the new loan.

A mortgage may end early due to a prepaymeafinancing, foreclosure, or similar event.

Example
Dan paid $3,000 in points in 2010 that he had to spread out over thee&blife of themortgage. He|
deducts $200 of the points per year. Through 2021, Dan has ded$2t2a0 of the points.

Standard and Itemized DeductiohBage34



Dan prepa his mortgage in full in 2021. He can deduct the remaining $800 of poiat21.

Limits on deduction You cannot fully deduct points on a mortgage unless the mortgage fits into one
of the categories listed earlier under Fully deductible interest.

MORTGAGE INSURANCE PREMIUMS

You can treat amounts you paid during 2021 for qualified mortgage insurance as home mortgage
interest. The insurance must be in connection with home acquisition debt and the insurance contract
must havebeen issued after 2006.

Qualfied mortgage insuranceQualified mortgage insurance is mortgage insurance provided by the
Department of Veterans Affairs, the Federal Housing Administration, or the Rural Housing Service, and
private mortgage insurance (as defined in section 2 of thmétmwners Protection Act of 1998 as in
effect on December 20, 2006).

Mortgage insurance provided by the Department of Veterans Affairs is commonly known as a funding
fee. If provided by the Rural Housing Service, it is commonly known as a guarantee $esfeEsecan

be deducted fully in 2021 if the mortgage insurance contract was issued in 2021.

Special rules for prepaid mortgage insuranéeenerally, if you paid premiums for qualified mortgage
insurance that are allocable to periods after the close ofttheyear, such premiums are treated as
paidin the period to which they are allocated. You must allocate the premiums over the shorter of
the statedterm of the mortgage or 84 months, beginning with the month the insurance was obtained.
No deductionis alowed for the unamortized balance if the mortgage is satisfied before its term. This
paragraph doesiot apply to qualified mortgage insurance provided by the Department of Veterans
Affairs or the RuraHousing Service. See the Example below.

Example

Ryan purchased a home in May of 2021 and financed the home withyadkSmortgageRyan alsg
prepaid all of the $9,240 in private mortgage insurance required at the ¢idosing in May. Since
the $9,240 in private mortgage insurance is alloeabl periodsafter 2021, Ryan must allocate the
$9,240 over the shorter of the life of the mortgageyon Y2y G Ka® weél yQa | Ra2dza (SR
for 2021 is $76,000. Ryan can ded$880 ($9,240 + 84 x 8 months) for qualified mortgage insurance
premiuns in 2021For 2022, Ryan can deduct $1,320 ($9,240 + 84 x 12 months) if his AGl is $110,000

or less.

In this example, the mortgage insurance premiums are allocated over 84 months, istsbbrter
than the life of the mortgage of 15 years (180 months).

Limit on deduction If your adjusted gross income on Form 1040 or 1880 line 11, is more than
$100,000 ($50,000 if your filing status is married filing separately), the amount of your mortgage
insurance premiums that are otherwise deductible is reduced may be eliminated. See Line 8d in

the instructions for Schedule A (Form 1040) and complete the Mortgage Insurance Premiums
DeductionWorksheet to figure the amount you can deduct. If your adjusted gross income is more
than $109,000($54,500 if marriediling separately), you cannot deduct your mortgage insurance
premiums.

FORM 1098, MORTGAGE INTEREST STATEMENT

If you paid $600 or more of mortgage interest (including certain points) during the year on any one
mortgage, you generally will receive a Forg®&, Mortgage Interest Statement, or a similar statement

from the mortgage holder. You will receive the statement if you pay interest to a person (including a
FAYEFYOALE AyadAaddziazy 2N I O22LISNI A QDS Ko2dzaiy3
businessA governmental unit is a person for purposes of furnishing the statement.

You should receive the statement for each year by January 31 of the following year. A copy of this
form will also be sent to the IRS.
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The statement will show the totahierest you paid during the year, and if you purchased a principal
residence during the year, it will also show the points paid during the year, includingpsatigooints

that are deductible as interest to the extent you do not exceed the home acomsitebt limit.
However,it should not show any interest that was paid for you by a government agency.

As a general rule, Form 1098 will include only points that you can fully deduct in the year paid.
However,it may report points that you cannot deduct, gigularly if you are filing married filing
separately or havenortgages for multiple properties. You must take care to deduct only those points
legally allowable Additionally, certain points not included on Form 1098 also may be deductible,
either in theyear paid omover the life of the loan. See Points, earlier, to determine whether you can
deduct points not shown oRorm 1098.

Prepaid interest on Form 1098f you prepaid interest in 2021 that accrued in full by January 15, 2022,
this prepaid interesmay be included in box 1 of Form 1098. However, you cannot deduct the prepaid
amount for January 2022 in 2021. (See Prepaid interest, earlier.) You will have to figure the interest
that accrued for 2022 and subtract it from the amount in box 1. Wiblunclude the interest for January
2022with the other interest you pay for 2022. See How to Report, later.

IV.Investment Interest

This section discusses the interest expenses you may be able to deduct as an investor.

If you borrow money to buy propty you hold for investment, the interest you pay is investment
interest.You can deduct investment interest subject to the limit discussed later. However, you cannot
deductinterest you incurred to produce taexempt income. Nor can you deduct interesperses on
straddles.

Investment interest does not include any qualified home mortgage interest or any interest taken into
account in computing income or loss from a passive activity.

INVESTMENT PROPERTY

Property held for investment includes property thptoduces interest, dividends, annuities, or
royaltiesnot derived in the ordinary course of a trade or business. It also includes property that
produces gaimr loss (not derived in the ordinary course of a trade or business) from the sale or trade
of property producing these types of income or held for investment (other than an interest in a passive
activity).Investment property also includes an interest in a trade or business activity in which you did
not materiallyparticipate (other than a passive adty).

Partners, shareholders, and beneficiarie$o determine your investment interest, combine your
share of investment interest from a partnership, S corporation, estate, or trust with your other
investmentinterest.

ALLOCATION OF INTERESHENSE

If you borrow money for business or personal purposes as well as for investment, you must allocate
the debt among those purposes. Only the interest expense on the part of the debt used for investment
purposes is treated as investment interest. Tdication is not affected by the use of property that
secures the debt.

LIMIT ON DEDUCTION

Generally, your deduction for investment interest expense is limited to the amount of your net
investmentincome.

You can carry over the amount of investment irtstrthat you could not deduct because of this limit

to the next tax year. The interest carried over is treated as investment interest paid or accrued in that
nextyear.

You can carry over disallowed investment interest to the next tax year even if itres tfman your
taxableincome in the year the interest was paid or accrued.
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Net Investment Income

Determine the amount of your net investment income by subtracting your investment expenses (other
than interest expense) from your investment income.

Investmernt income. This generally includes your gross income from property held for investment
(suchas interest, dividends, annuities, and royalties). Investment income does not include Alaska
PermanentFund dividends. It also does not include qualifittddends or net capital gain unless you
choose tanclude them.

Choosing to include qualified dividend$nvestment income generally does not include qualified
dividends. However, you can choose to include all or part of your quadifiedends in inveshent
income.

You make this choice by completing Form 4952, line 4g, according to its instructions.

If you choose to include any amount of your qualified dividends in investment income, you must
reduceyour qualified dividends that are eligible for the loweapital gains tax rates by the same
amount.

Choosing to include net capital gairinvestment income generally does not include net capital gain
from disposing of investment property (including capital gain distributions from mutual funds).
However,you @n choose to include all or part of your net capital gain in investment income. You
make this choicéy completing line 4g of Form 4952 according to its instructions.

If you choose to include any amount of your net capital gain in investment income, ysiureduce

your net capital gain that is eligible for the lower capital gains tax rates by the same amount.

Tip
Before making either choice, consider the overall effect on your tax liability. Corgpardax if you
make one or both of these choices witbuyr tax if you do not make eithehoice.

Ly@SadyYSyid AyoO02YS 27T OK ArvéstmaidBindaneinSubes the partdf Wi y (i Q &
OKAf RQa AYiSNBald YR RAGARSYR AyO0O2YS GKIG &2dz Of
have qualified dividends, Alaska Permanent Fund dividends, or capital gain distributions, this is the
amountonf AYS ¢ 2F C2N¥Y yywmnI tIFINByldaQ 9ftSOGAz2zy ¢2 w
on line 4a ofForm 4952.

/| KAt RQ&A | dzl fIfAp@rtAoBiFK SRA YRRIBVIR® 2dz NBLIZ NI A& &2dz2N) OK
part (which is reported on Form 1040, line 3a) generally does not count as investment income.
Howeveryou can choose to include all or part of it in investment income, as explained undesi@o

to includequalified dividends, earlier.

Your investment income also includes the amount on Form 8814, line 12 (or, if applicable, the reduced

' Y2dzy G FAIdzNBR ySEG dzy RSN/ KAfRQa !'fFa1l t SNXIyYS
/ KAfRQ& ! fFall t SNYILYFSyLdl Ndidzy2RF RIAKA RISWRdzy G & 2 dz NI
Permanent Fund dividends, that part does not count as investment income. To figure the amount of
yourOKAf RQa AyO02YS {(KIG @&2dz Oy O2yaARSNI @2dzNJ Ay D
8814, line 6. Multiply that amount by a percentage that is equal to the Alaska Permanent Fund
dividends divided byhe total amount on Form 8814, line 4. Subtract the result from the amount on

Form 8814, line 12.

/| KAft RQA OFLAGHIIf pAt KYK SRAIAYINdO ozt 2 2 9z NBLI2 NI Aada &2
distributions, that part (which is reported on Schedule D (Form 1040), line 13, or Form 1040, line 6)
generally does not count as investment income. However, you can choose to include all or part of it

in investment income. Your investment income also includes the amount on line 12 of Form 8814.

Form 4952

Use Form 4952, Investment Interest Expense Deduction, to figure your deduction for investment
interest.
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Exception to use of Form 495X ou do not havéo complete Form 4952 or attach it to your return if
you meet all of the following tests.
w Your investment income from interest and ordinary dividends minus any quatifiédiends
is more than your investment interest expense.
w You have no other deductiblavestment expenses.
w You have no carryover of investment interest expense from 2020.
If you meet all of these tests, you can deduct all of your investment interest.

V.Iltems You Cannot Deduct

Some interest payments are not deductible. Certain expensedlas to interest also are not
deductible.Nondeductible expenses include the following items.

Personal interest (discussed later).

Annual fees for credit cards.

Loan fees.

Credit investigation fees.

VA funding fees.

Interest to purchase or carry teexenpt securities.

Penalties You cannot deduct fines and penalties paid to a government for violations of law, regardless
of their nature.

€egegeee

PERSONAL INTEREST
Personal interest is not deductible. Personal interest is any interest that is not home mortgage
interest, investment interest, business interest, or other deductible interest. It includes the following
items.

w Interest on car loans (unless you use the car for business).

w Interest on federal, state, or local income tax.

w Finance charges on credit cards, iktastallment contracts, and revolving chargecounts

incurred for personal expenses.
w Late payment charges by a public utility.

Tip
You may be able to deduct interest you pay on a qualified student loan.

VI.Allocation Of Interest

If you use theoroceeds of a loan for more than one purpose (for example, personal and business), you
must allocate the interest on the loan to each use. However, you do not have to allocate home
mortgageinterest if it is fully deductible, regardless of how the funds ased.

You allocate interest (other than fully deductible home mortgage interest) on a loan in the same way
asthe loan itself is allocated. You do this by tracing disbursements of the debt proceeds to specific
uses.

VIl.How To Report
You must fileForm 1040 or 1048R to deduct any home mortgage interest expense on your tax
return. Where you deduct your interest expense generally depends on how you use the loan proceeds.

SeeTable 41 for a summary of where to deduct your interest expense.

TABLE4. WHERE TO DEDUCT YOUR INTEREST EXPENSE
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IF you have... THEN deduct it on...
Deductible student loan interest Schedule 1 (Form 1040), line 2
Deductible home mortgage interest and points reported on | Schedule A (Form 1040), line §
Form 1098
Deductible home mortgage interest not reported on Form 1( Schedule A (Form 1040), line §
Deductible points not reported on Form 1098 Schedule A (Form 1040), line §
Deductible mortgage insurance premiums Schedule A (Form 1040), line §
Deductible investment interest (other than interest incurred § Schedule A (Form 1040), line ¢
produce rents or royalties)

Deductible business interest (ndarm) Schedule C (Form 1040)
Deductible farm business interest Schedule F (Form 1040)
Deductible interest incurred to produce rents or royalties Schedule E (Form 1040)
Personal interest Not Deductible

Home mortgage interest and pointsGenerally, you can deduct the home mortgage interest and
points reported to you on Form 1098 on ScheeliA (Form 1040), line 8a. However, any interest
showing in box of Form 1098 from a home equity loan, or a line of credit or credit card loan secured
by the property iswot deductible if the proceeds were not used to buy, build, or substantially improve

a qualified home. lfyou paid more deductible interest to the financial institution than the amount
shown on Form 1098, shothie portion of the deductible interest that was omitted from Form 1098

on line 8b. Attach a statememixplaining the differenceany 4§ SNJ a { SS | GGl OKSRé¢ y S
If you can take a deduction for points that were not reported to you on Form 1098, deduct those
pointson line 8c of Schedule A (Form 1040).

Deduct mortgage insurance premiums on Schedule A (Form 1040), line 8d.

More than one borrower If you and at least one other person (other than your spouse if you file a
joint return) were liable for and paid interest on a mortgage that was for your home, and the other
personreceived a Form 1098 showing the interest that was jhidng the year, attach a statement

to your return explaining this. Show how much of the interest each of you paid, and give the name
and addres®f the person who received the form. Deduct your share of the interest on Schedule A
(Form 1040), lin8b,andSy 4 SNJ a { SS GGl OKSR¢ ySEG (G2 GKS fAySd
mortgage insuranceremiums on Schedule A (Form 1040), line 8d.

Similarly, if you are the payer of record on a mortgage on which there are other borrowers entitled to
a deducton for the interest shown on the Form 1098 you received, deduct only your share of the
intereston Schedule A (Form 1040), line 8a. You should let each of the other borrowers know what
his or hershare is.

Mortgage proceeds used for businedsyour homemortgage interest deduction is limited but all or
part of the mortgage proceeds were used for business or other deductible activitieSabbe41. It

shows where to deduct the part of your excess interest that is for those activities.

Investment interest Deduct investment interest, subject to certain limits, on Schedule A (Form 1040),
line 9.

Amortization of bond premium There are various ways to treat the premium you pay to buy taxable
bonds.

Income-producing rental or royalty interst. Deduct interest on a loan for incoapgoducing rental

or royalty property that is not used in your business in Part | of Schedule E (Form 1040).

Example

You rent out part of your home and borrow money to make repairs. You can dedlyctheinterest
payment for the rented part in Part | of Schedule E (Form 10a8dluct the rest of the interest
payment on Schedule A (Form 1040) if it is deductiblme mortgage interest.

CHAPTER ZEST YOUR KNOWLEDGE
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The following questions are designed ¢éasure that you have a complete understanding of the
information presented in the chapter (assignment). They are included as an additional tool to enhance

your learning experience and do not need to be submitted in order to recefoeedit.

We recommendhat you answer each question and then compare your response to the suggested
solutions on the following page(s) before answering the final exam questions related to this chapter

(assignment).

1. Home mortgage interest is fully deductible if all of thellimwving conditionsare metexcept

A.
B.
C.
D.

you file Form 1040 or 1048R and itemize deductions on Schedule A
both you and the lender must intend that the loan be repaid

the mortgage must be a secured debt on a qualified home

the mortgage(s) have @ombined balance exceeding $1 million

2. Why are points paid to obtain a home mortgage generallyt deductible inthe year paid:

A.
B.
C.
D.

because points are not an established business practice

because points are not computed as a percentage of the principal antdthe mortgage
because points are listed on the Uniform Settlement Statement

because points are prepaid interest and should be deducted over the life ohdngage

3. Generally, what is your deduction for investment interest expense limited to:

A.
B.
C.
D.

your AGI

your taxable income

your net investment income
your net capital gain

CHAPTER &OLUTIONS AND SUGGESTED RESPONSES
Below are the solutions and suggested responses for the questions on the previous page(s). If you

choose an incorrect answer, youaHhd review the pages as indicated for each question to ensure

comprehension of the material.

1.

A.

Incorrect. You may be able to fully deduct home mortgage interest if certain condéiens
met. Filing Form 1040 or 104R with itemized deductions is oakthe necessargonditions.
Incorrect. The condition of intention of repayment for the home mortgage loamecassary
condition for claiming the home mortgage interest deduction.

Incorrect. The mortgage producing the intended interest expense to beicted mustbe
secured by a qualified home.

. CORRECMortgage interest paid resulting from mortgage balances exceedinmifibn

($500,000 for married filing separately) do not qualify for full deductibility. §hmillion was
lowered to $750,00q$375,000 for married filing separately) for nemortgages taken out
after December 15, 2017.

Incorrect. The deductibility of points is not directly related to a local business practice.
Incorrect. Points are computed as a percentage of the prin@pabunt of the borrowed
funds, or mortgage. This calculation however has no relationship to the deductibittig s
costs on a federal tax return.

LYO2NNBOld ¢KS fAadAy3a 2F aLRAylaE hadyo |

connection to theideductibility.
CORRECThe general rule is that points represent prepaid interest and therefuust be
claimed over the life of the mortgage. However, a Rpant exception tesexists that upon
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meeting all such conditions will allow a taxpayer to falduct allpoints paid in the same
year as they were paid.

Incorrect. Generally, your deduction for investment interest expense is not limited to the
amount of your AGI, but rather your net investment income.

Incorrect. Generally, your deduction famvestment interest expense is not limited to the
amount of your taxable income, but rather your net investment income.

. CORRECTour deduction for investment interest expense is limited to the amouryoof

net investment income. You can carry over tmeaant of investment interest thayou could

not deduct in the current year because of this limit to the next tax year.

. Incorrect. Generally, your deduction for investment interest expense is not limited to the
amount of your net capital gain, buather your net investment income.
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