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Standard and Itemized Deductions 
 

 
 

This self-study 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 for certain 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 credits 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: 
ω Recall the standard deduction amounts for the current year. 

 

I. Important Changes 
 
Increase in standard deduction. The 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: 
ω Single or married separate ς $12,550 
ω Married joint or qualifying widow(er) ς $25,100 
ω Head of household ς $18,800 

Changes to itemized deductions. For the years 2018 through 2025, your itemized deductions 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, you can no longer deduct job-related expenses or other miscellaneous 
itemized deductions that were subject to the 2%-of-adjusted-gross-income floor. These changes will 
impact your choice of whether to take a standard deduction or to itemize deductions. There may be 
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 
($600 if married filing jointly) if you do not itemize your deductions. 
 

II. Introduction 
 
This chapter discusses: 
ω How to figure the amount of your standard deduction, 
ω The standard deduction for dependents, and 
ω Who should itemize deductions. 

Most taxpayers have a choice of either taking a standard deduction or itemizing their deductions. If 
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 to itemize actual deductions, such as medical expenses, charitable contributions, and taxes, 
on Schedule A (Form 1040). The standard deduction is higher for taxpayers who: 
ω Are 65 or older, or 
ω Are blind. 

 

Note 
The additional standard deduction for age and/or blindness is $1,350 for married individuals, and 
$1,700 for singles and heads of household. If a taxpayer is both 65 or older 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 than the total of your 
allowable itemized deductions. 

 
Persons not eligible for the standard deduction. Your standard deduction is zero and you should 
itemize any deductions you have if: 
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ω Your filing status is married filing separately, and your spouse itemizes deductions on his or 
her return; 

ω You are filing a tax return for a short tax year because of a change in your annual accounting 
period; or 

ω You are a nonresident or dual-status alien during the year. You are considered a dual-status 
alien if you were both a nonresident and 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! 
LŦ ȅƻǳ Ŏŀƴ ōŜ ŎƭŀƛƳŜŘ ŀǎ ŀ ŘŜǇŜƴŘŜƴǘ ƻƴ ŀƴƻǘƘŜǊ ǇŜǊǎƻƴΩǎ ǊŜǘǳǊƴ όǎǳŎƘ ŀǎ ȅƻǳǊ ǇŀǊŜƴǘǎΩ return), your 
standard deduction may be limited. 

 

III. Standard Deduction Amount 
 
The standard deduction amount depends on your filing status, whether you are 65 or older or blind, 
and whether another taxpayer can claim you as a dependent. Generally, the standard deduction 
amounts are adjusted each year for inflation. 
5ŜŎŜŘŜƴǘΩǎ Ŧƛƴŀƭ ǊŜǘǳǊƴΦ ¢ƘŜ ŀƳƻǳƴǘ ƻŦ ǘƘŜ ǎǘŀƴŘŀǊŘ ŘŜŘǳŎǘƛƻƴ ŦƻǊ ŀ ŘŜŎŜŘŜƴǘΩǎ Ŧƛƴŀƭ return is the 
same as it would have been had the decedent continued to live. However, if the decedent was not 65 
or older at 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, you can take a higher standard deduction for 2021 if you 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 
higher standard deduction. 
Not totally blind. If you are not totally blind, you 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 not likely 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 ulcers, you 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 a separate return and can claim an exemption for your spouse because your spouse 

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 yourself and your spouse. 
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IV. Standard Deduction For Dependents 
 
¢ƘŜ ǎǘŀƴŘŀǊŘ ŘŜŘǳŎǘƛƻƴ ŦƻǊ ŀƴ ƛƴŘƛǾƛŘǳŀƭ ǿƘƻ Ŏŀƴ ōŜ ŎƭŀƛƳŜŘ ŀǎ ŀ ŘŜǇŜƴŘŜƴǘ ƻƴ ŀƴƻǘƘŜǊ ǇŜǊǎƻƴΩǎ ǘŀȄ 
return is generally limited to the greater of: 
ω $1,100, or 
ω ¢ƘŜ ƛƴŘƛǾƛŘǳŀƭΩǎ ŜŀǊƴŜŘ ƛƴŎƻƳŜ ŦƻǊ ǘƘŜ ȅŜŀǊ Ǉƭus $350 (but not more than the regular standard 

deduction amount, generally $12,550). 
However, if the individual is 65 or older or blind, the standard deduction may be higher. 
 
CHAPTER 1: TEST 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 and do not need to be submitted in order to receive CE credit. 
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 
(assignment). 
 
1. Which of the following is correct regarding the standard deduction amount: 

A. it is the same for all filing statuses 
B. ƛǘ ƛǎ ǘƘŜ ǎŀƳŜ ǊŜƎŀǊŘƭŜǎǎ ƻŦ ǘƘŜ ǘŀȄǇŀȅŜǊΩǎ ŀƎŜ 
C. ǘƘŜ ŀƳƻǳƴǘ ŘŜǇŜƴŘǎ ƻƴ ǘƘŜ ǘŀȄǇŀȅŜǊΩǎ ŦƛƭƛƴƎ ǎǘŀǘǳǎ 
D. the amount was significantly reduced by the TCJA 

 
2. The standard deduction for an individual who can be claimed as a dependent ƻƴ ŀƴƻǘƘŜǊ ǇŜǊǎƻƴΩǎ 
tax return is generally limited to which of the following: 

A. $1,100 
B. ǘƘŜ ƛƴŘƛǾƛŘǳŀƭΩǎ ŜŀǊƴŜŘ ƛƴŎƻƳŜ ŦƻǊ ǘƘŜ ȅŜŀǊ Ǉƭǳǎ ϷорлΣ ōǳǘ ƴƻǘ ƳƻǊŜ ǘƘŀƴ ǘƘŜ regular standard 

deduction amount 
C. the greater of A and B above 
D. the lesser of A and B above 

 
CHAPTER 1: SOLUTION 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 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 spouses over age 65. 
C. CORRECT. The amounts vary by filing status and are set to adjust annually based on inflation. 
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 the limit, but there is a better answer. 
C. CORRECT. If the individual is 65 or older or blind, the standard deduction may be higher. 
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: 
ω Recognize the deductibility characteristics of medical and dental expenses. 

 

I. Important 
 
Medical expense floor. In 2021, you can deduct only the part of your medical and dental expenses 
that exceed 7.5% of adjusted gross income (AGI). 
Standard mileage rate. The 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. 
 

II. Introduction 
 
This chapter will help you determine: 
ω What medical expenses are, 
ω What expenses you can include this year, 
ω How much of the expenses you can deduct, 
ω Whose medical expenses you can include, 
ω What medical expenses are includible, 
ω How to treat reimbursements, 
ω How to report the deduction on your tax return, 
ω How to report impairment-related work expenses, and 
ω How to report health insurance costs if you are self-employed. 

 

III. What Are Medical Expenses? 
 
Medical expenses are the costs of diagnosis, cure, mitigation, treatment, or prevention 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. 
They include the costs 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 you will receive in a future year. If you pay medical expenses by check, the 
day ȅƻǳ Ƴŀƛƭ ƻǊ ŘŜƭƛǾŜǊ ǘƘŜ ŎƘŜŎƪ ƎŜƴŜǊŀƭƭȅ ƛǎ ǘƘŜ ŘŀǘŜ ƻŦ ǇŀȅƳŜƴǘΦ LŦ ȅƻǳ ǳǎŜ ŀ άǇŀȅ-by-ǇƘƻƴŜέ ƻǊ 
άƻƴƭƛƴŜέ account to pay your medical expenses, the date reported on the statement of the financial 
institution showing when payment was made is the date of payment. You can include medical 
expenses you charge to your credit card in the year the charge is made, not when you actually pay the 
amount charged. 
 

V. How Much Of The Expenses Can Be 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. Whose Medical Expenses Can Be Included? 
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You can generally include medical 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 subject of multiple 
support agreements. 
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 expenses. 
 

Example 1 
Mary received medical treatment before she married Bill. Bill paid for the treatment after they 
married. Bill can include these expenses in figuring his medical expense deduction even if Bill and Mary 
file separate returns. 
If Mary had paid ǘƘŜ ŜȄǇŜƴǎŜǎ ōŜŦƻǊŜ ǎƘŜ ŀƴŘ .ƛƭƭ ƳŀǊǊƛŜŘΣ .ƛƭƭ ŎƻǳƭŘ ƴƻǘ ƛƴŎƭǳŘŜ aŀǊȅΩǎ expenses in 
his separate return. Mary would include the amounts she paid during the year in her separate return. 
If they filed a joint return, the medical expenses both paid during the year would be used to figure 
their medical expense deduction. 

 

Example 2 
This year, John paid medical expenses for his wife, Louise, who died last year. John married Belle this 
year, and they file a joint return. Because John was married to Louise when she received the medical 
services, he can include those expenses in figuring his medical expense deduction for this year. 

 
Dependent. You can include medical expenses you paid for your dependent. To claim these expenses, 
the person must have been 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 person was a qualifying child or a qualifying relative, and 
2. The person was a U.S. citizen or national, or a resident of the United States, Canada, or Mexico. 

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. ¸ƻǳΣ ƻǊ ȅƻǳǊ ǎǇƻǳǎŜ ƛŦ ŦƛƭƛƴƎ ƧƻƛƴǘƭȅΣ ŎƻǳƭŘ ōŜ ŎƭŀƛƳŜŘ ŀǎ ŀ ŘŜǇŜƴŘŜƴǘ ƻƴ ǎƻƳŜƻƴŜ ŜƭǎŜΩǎ 2021 

return. 
Support claimed under a multiple support agreement. A multiple support agreement is used when 
ǘǿƻ ƻǊ ƳƻǊŜ ǇŜƻǇƭŜ ǇǊƻǾƛŘŜ ƳƻǊŜ ǘƘŀƴ ƘŀƭŦ ƻŦ ŀ ǇŜǊǎƻƴΩǎ ǎǳǇǇƻǊǘΣ ōǳǘ ƴƻ ƻƴŜ ŀƭƻƴŜ ǇǊƻǾƛŘŜǎ ƳƻǊŜ 
than ƘŀƭŦΦ LŦ ȅƻǳ ŀǊŜ ŎƻƴǎƛŘŜǊŜŘ ǘƻ ƘŀǾŜ ǇǊƻǾƛŘŜŘ ƳƻǊŜ ǘƘŀƴ ƘŀƭŦ ƻŦ ŀ ǉǳŀƭƛŦȅƛƴƎ ǊŜƭŀǘƛǾŜΩǎ ǎǳǇǇƻǊǘ 
under a multiple 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 unreimbursed amount you paid for medical 
expenses. 
 

Example 
You and your three brothers each provide one-ŦƻǳǊǘƘ ƻŦ ȅƻǳǊ ƳƻǘƘŜǊΩǎ ǘƻǘŀƭ ǎǳǇǇƻǊǘΦ Under a multiple 
support agreement, you claim your mother as a dependent. You paid all of her medical expenses. Your 
brothers repaid you for three-fourths of these expenses. In figuring your medical expense deduction, 
you can include only one-fourth ƻŦ ȅƻǳǊ ƳƻǘƘŜǊΩǎ ƳŜŘƛŎŀƭ ŜȄǇŜƴǎŜǎΦ ¸ƻǳǊ ōǊƻǘƘŜǊǎ Ŏŀƴƴƻǘ ƛƴŎƭǳŘŜ ŀƴȅ 
part of the expenses. However, if you and your brothers share the nonmedical support items and you 
ǎŜǇŀǊŀǘŜƭȅ Ǉŀȅ ŀƭƭ ƻŦ ȅƻǳǊ ƳƻǘƘŜǊΩǎ ƳŜŘƛŎŀƭ ŜȄǇŜƴǎŜǎΣ ȅƻǳ Ŏŀƴ ƛƴŎƭǳŘŜ ǘƘŜ ŀƳƻǳƴǘ you paid for her 
medical expenses in your medical expenses. 
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VII. What Medical Expenses Are Includible? 
 
Use Table 2-1 in this chapter 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 
be included in figuring your medical expenses, see What Are Medical Expenses, earlier. 
 
TABLE 2-1. MEDICAL AND DENTAL EXPENSES CHECKLIST 
 

You can include:  You cannot include: 

ω .ŀƴŘŀƎŜǎ 
ω .ƛǊǘƘ ŎƻƴǘǊƻƭ Ǉƛƭƭǎ ǇǊŜǎŎǊƛōŜŘ ōȅ ȅƻǳǊ ŘƻŎǘƻǊ 
ω .ƻŘȅ ǎŎŀƴ 
ω .ǊŀƛƭƭŜ ōƻƻƪǎ 
ω .ǊŜŀǎǘ ǇǳƳǇ ŀƴŘ supplies 
ω /ŀǇƛǘŀƭ ŜȄǇŜƴǎŜǎ ŦƻǊ ŜǉǳƛǇƳŜƴǘ ƻǊ 
improvements to your home needed for medical 
care (see the worksheet in Publication 502) 
ω 5ƛŀƎƴƻǎǘƛŎ ŘŜǾƛŎŜǎ 
ω 9ȄǇŜƴǎŜǎ ƻŦ ŀƴ ƻǊƎŀƴ ŘƻƴƻǊ 
ω 9ȅŜ ǎǳǊƎŜǊȅ - to promote the correct function of 
the eye 
ω CŜǊǘƛƭƛǘȅ Ŝnhancement, certain procedures 
ω DǳƛŘŜ ŘƻƎǎ ƻǊ ƻǘƘŜǊ ŀƴƛƳŀƭǎ ŀƛŘƛƴƎ ǘƘŜ ōƭƛƴŘΣ 
deaf, and disabled. 
ω IƻǎǇƛǘŀƭ ǎŜǊǾƛŎŜǎ ŦŜŜǎ όƭŀō ǿƻǊƪΣ ǘƘŜǊŀǇȅΣ nursing 
services, surgery, etc.) 
ω [ŜŀŘ-based paint removal 
ω [ŜƎŀƭ ŀōƻǊǘƛƻƴ 
ω [ŜƎŀƭ ƻǇŜǊŀǘƛƻƴ ǘƻ ǇǊŜǾŜƴǘ having children such 
as a vasectomy or tubal ligation 
ω [ƻƴƎ-term care contracts, qualified 
ω aŜŀƭǎ ŀƴŘ ƭƻŘƎƛƴƎ ǇǊƻǾƛŘŜŘ ōȅ ŀ ƘƻǎǇƛǘŀƭ during 
medical treatment 
ω aŜŘƛŎŀƭ ǎŜǊǾƛŎŜǎ ŦŜŜǎ όŦǊƻƳ ŘƻŎǘƻǊǎΣ ŘŜƴǘƛǎǘǎΣ 
surgeons, specialists, and other medical 
practitioners) 
ω aŜŘƛŎŀǊŜ tŀǊǘ 5 ǇǊŜƳƛǳƳǎ 
ω aŜŘƛŎŀƭ ŀƴŘ ƘƻǎǇƛǘŀƭ ƛƴǎǳǊŀƴŎŜ ǇǊŜƳƛǳƳǎ 
ω bǳǊǎƛƴƎ ǎŜǊǾƛŎŜǎ 
ω hȄȅƎŜƴ ŜǉǳƛǇƳŜƴǘ ŀƴŘ ƻȄȅƎŜƴ 
ω tŀǊǘ ƻŦ ƭƛŦŜ-care fee paid to retirement home 
designated for medical care 
ω tƘȅǎƛŎŀƭ ŜȄŀƳƛƴŀǘƛƻƴ 
ω tǊŜƎƴŀƴŎȅ ǘŜǎǘ ƪƛǘ 
ω tǊŜǎŎǊƛption medicines (prescribed by a doctor) 
and insulin 
ω tǎȅŎƘƛŀǘǊƛŎ ŀƴŘ ǇǎȅŎƘƻƭƻƎƛŎŀƭ ǘǊŜŀǘƳŜƴǘ 
ω {ƻŎƛŀƭ ǎŜŎǳǊƛǘȅ ǘŀȄΣ aŜŘƛŎŀǊŜ ǘŀȄΣ C¦¢!Σ ŀƴŘ 
state employment tax for worker providing 

ω .ŀōȅ ǎƛǘǘƛƴƎ ŀƴŘ ŎƘƛƭŘŎŀǊŜ 
ω .ƻǘǘƭŜŘ ǿŀǘŜǊ 
ω /ƻƴǘǊƛōǳǘƛƻƴǎ ǘƻ !ǊŎƘŜǊ a{!ǎ όǎŜŜ 
Publication 969) 
ω 5ƛŀǇŜǊ ǎŜǊǾƛŎŜ 
ω 9xpenses for your general health (even if 
ŦƻƭƭƻǿƛƴƎ ȅƻǳǊ ŘƻŎǘƻǊΩǎ ŀŘǾƛŎŜύ ǎǳŎƘ ŀǎ - 
ω IŜŀƭǘƘ Ŏƭǳō ŘǳŜǎ 
ω IƻǳǎŜƘƻƭŘ ƘŜƭǇ όŜǾŜƴ ƛŦ ǊŜŎƻƳƳŜƴŘŜŘ ōȅ 
a doctor) 
ω {ƻŎƛŀƭ ŀŎǘƛǾƛǘƛŜǎΣ ǎǳŎƘ ŀǎ ŘŀƴŎƛƴƎ ƻǊ 
swimming lessons 
ω ¢ǊƛǇ ŦƻǊ ƎŜƴŜǊŀƭ ƘŜŀƭǘƘ improvement 
ω CƭŜȄƛōƭŜ ǎǇŜƴŘƛƴƎ ŀŎŎƻǳƴǘ ǊŜƛƳōǳǊǎŜƳŜƴǘǎ 
for medical expenses (if contributions were 
on a pre-tax basis) 
ω CǳƴŜǊŀƭΣ ōǳǊƛŀƭΣ ƻǊ ŎǊŜƳŀǘƛƻƴ ŜȄǇŜƴǎŜǎ 
ω IŜŀƭǘƘ ǎŀǾƛƴƎǎ ŀŎŎƻǳƴǘ ǇŀȅƳŜƴǘǎ ŦƻǊ 
medical expenses 
ω hǇŜǊŀǘƛƻƴΣ ǘǊŜŀǘƳŜƴǘΣ ƻǊ ƳŜŘƛŎƛƴŜ ǘƘŀǘ is 
illegal under federal or state law 
ω [ƛŦŜ ƛƴǎǳǊŀƴŎŜ ƻǊ ƛƴŎƻƳŜ ǇǊƻǘŜŎǘƛƻƴ 
policies, or policies providing payment for 
loss of life, limb, sight, etc. 
ω aŀǘŜǊƴƛǘȅ ŎƭƻǘƘŜǎ 
ω aŜŘƛŎŀƭ ƛƴǎǳǊŀƴŎŜ ƛƴŎƭǳŘŜŘ ƛƴ ŀ ŎŀǊ 
insurance policy covering all persons injured 
in or by your car 
ω aŜŘƛŎƛƴŜ ȅƻǳ ōǳȅ ǿƛǘƘƻǳǘ ŀ ǇǊŜǎŎǊƛǇǘƛƻƴ 
ω bǳǊǎƛƴƎ ŎŀǊŜ ŦƻǊ ŀ ƘŜŀƭǘƘȅ ōŀōȅ 
ω tǊŜǎŎǊƛǇǘƛƻƴ ŘǊǳƎǎ ȅƻǳ ōǊƻǳƎƘǘ ƛƴ όƻǊ 
ordered shipped) from another country, in 
most cases 
ω bǳǘǊƛǘƛƻƴŀƭ ǎǳǇǇƭŜƳŜƴǘǎΣ ǾƛǘŀƳƛƴǎΣ ƘŜǊōŀƭ 
supplements, άƴŀǘǳǊŀƭ ƳŜŘƛŎƛƴŜǎΣέ ŜǘŎΦΣ 
unless recommended by a medical 
practitioner as a treatment for a specific 
medical condition diagnosed by a physician 
ω {ǳǊƎŜǊȅ ŦƻǊ ǇǳǊŜƭȅ ŎƻǎƳŜǘƛŎ ǊŜŀǎƻƴǎ 
ω ¢ƻƻǘƘǇŀǎǘŜΣ ǘƻƛƭŜǘǊƛŜǎΣ ŎƻǎƳŜǘƛŎǎΣ ŜǘŎΦ 
ω ¢ŜŜǘƘ ǿƘƛǘŜƴƛƴƎ 



Standard and Itemized Deductions | Page 11 

medical care (see Wages for nursing services, 
below) 
ω {ǇŜŎƛŀƭ ƛǘŜƳǎ όŀǊtificial limbs, false teeth, eye-
glasses, contact lenses, hearing aids, crutches, 
wheelchair, etc.) 
ω {ǇŜŎƛŀƭ ŜŘǳŎŀǘƛƻƴ ŦƻǊ ƳŜƴǘŀƭƭȅ ƻǊ ǇƘȅǎƛŎŀƭƭȅ 
disabled persons 
ω {ǘƻǇ-smoking programs 
ω ¢ǊŀƴǎǇƻǊǘŀǘƛƻƴ ŦƻǊ ƴŜŜŘŜŘ ƳŜŘƛŎŀƭ ŎŀǊŜ 
ω ¢ǊŜŀǘƳŜƴǘ ŀǘ ŀ ŘǊǳƎ ƻǊ ŀƭcohol center (includes 
meals and lodging provided by the center) 
ω ²ŀƎŜǎ ŦƻǊ ƴǳǊǎƛƴƎ ǎŜǊǾƛŎŜǎ 
ω ²ŜƛƎƘǘ-loss, certain expenses for obesity 

ω ²ŜƛƎƘǘ-loss expenses not for the 
treatment of obesity or other disease 
 

 
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 that includes: 
ω Hospitalization, surgical fees, X-rays, 
ω Prescription drugs and insulin, 
ω Dental care, 
ω Replacement of lost or damaged contact lenses, and 
ω Long-term care (subject to additional limitations). 

If you have a policy that provides payments for other than medical 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. 
Long-term care services. Contributions 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 Form W-2. 
Health reimbursement arrangement (HRA). If you have medical expenses that are reimbursed by a 
health reimbursement arrangement, you cannot include those expenses in your medical expenses. 
This is 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 were not a government employee who paid 
Medicare tax), you can voluntarily enroll in Medicare A. In this situation the premiums paid for 
Medicare A can be included as a medical expense. 
Medicare B. Medicare B is a supplemental medical insurance. Premiums you pay for Medicare B are a 
medical expense. Check the information you received from the Social Security Administration to find 
out your premium. 
Medicare D. Medicare D is a voluntary prescription drug insurance program for persons with Medicare 
A or B. You can include 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 
a principal 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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ω Bus, taxi, train, or plane fares, or ambulance service, 
ω Transportation expenses of a parent who must go with a child who needs medical care, 
ω Transportation expenses of a nurse or other person who can give injections, medications, or 

other treatment required by a patient who is traveling to get medical care and is unable to 
travel alone, and 

ω Transportation expenses for regular visits to see a mentally ill dependent, if these visits are 
recommended as a part of treatment. 

Car expenses. You can include out-of-pocket expenses for your car, such as gas and oil, when you use 
your car for medical reasons. You cannot include depreciation, insurance, general repair, or 
maintenance expenses. 
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 can add these fees and tolls to your medical 
expenses whether you use actual expenses or use the standard mileage rate. 
 
DISABLED DEPENDENT CARE EXPENSES 
Some disabled dependent care expenses may qualify as either medical expenses or as work-related 
expenses for purposes of taking a credit for dependent care. You can choose to apply them either way 
as long as you do not use the same expenses to claim both a credit and a medical expense deduction. 
 

VIII. How To Treat Reimbursements 
 
You can include in medical 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 medical expenses 
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 reduce your total medical expenses, including those it does 
not reimburse. 
Health reimbursement arrangement (HRA). A health reimbursement arrangement is an employer-
funded plan 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 
expenses, up to a maximum dollar amount for a coverage period, are not included in your income. 
Premiums paid by you. If you pay either the entire premium for your medical 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 
generally do not include an excess reimbursement in your gross income. 
Medical expenses not deducted. If 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 deductions, do not include the reimbursement up to the amount of the expense 
in income. 
 

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 earlier 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. 



Standard and Itemized Deductions | Page 13 

Future medical expenses. If 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 
medical expenses for these injuries until the amount you received has been completely used. 
 
FIGURE 2-A. IS YOUR EXCESS MEDICAL REIMBURSEMENT 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 TAX FORM DO YOU USE? 
You figure your medical expense deduction on Schedule A (Form 1040). If you need more information 
on itemized deductions, or you are not sure if you can itemize, see Chapter 1. 
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XI. Impairment-Related Work Expenses (Business Or Medical) 
 
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 impairment-related work 
expenses, they are not subject to the 7.5% limit that applies to medical expenses. 
You have a disability if you have: 
ω A physical or mental disability (for example, blindness or deafness) that functionally limits your 

being employed, or 
ω A physical or mental impairment (for example, a sight or hearing impairment) that 

substantially limits one or more of your major life activities, such as performing manual tasks, 
walking, speaking, breathing, learning, or working. 

Impairment-related expenses defined. Impairment-related expenses are those ordinary and 
necessary business expenses that are: 
ω Necessary for you to do your work satisfactorily, 
ω For goods or services not required or used, other than incidentally, in your personal activities, 

and 
ω Not specifically covered under other income tax laws. 

 

XII. Health Insurance Costs For Self-Employed Persons 
 
If you were self-employed and had a net profit for the year, you may be able to deduct, as an 
adjustment to income, amounts paid for medical and qualified long-term care insurance on behalf of 
yourself, your spouse, your dependents, and your children who were under age 27 at the end of 2021. 
For this purpose, you were self-employed if you were a general partner (or a limited partner receiving 
guaranteed payments) or you received wages from an S corporation in which you were 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 month in which you were eligible to 
participate ƛƴ ŀ ƘŜŀƭǘƘ Ǉƭŀƴ ǎǳōǎƛŘƛȊŜŘ ōȅ ȅƻǳǊ ŜƳǇƭƻȅŜǊΣ ȅƻǳǊ ǎǇƻǳǎŜΩǎ ŜƳǇƭƻȅŜǊΣ ƻǊ ŀƴ ŜƳǇƭƻȅŜǊ ƻŦ 
your dependent child or your child under age 27 at the end of 2021. You cannot deduct payments for 
a qualified long-term care insurance contract for any month in which you were eligible to participate 
in a long-term care ƛƴǎǳǊŀƴŎŜ Ǉƭŀƴ ǎǳōǎƛŘƛȊŜŘ ōȅ ȅƻǳǊ ŜƳǇƭƻȅŜǊ ƻǊ ȅƻǳǊ ǎǇƻǳǎŜΩǎ ŜƳǇƭƻȅŜǊΦ 
If you qualify to take the deduction, use the Self-Employed Health Insurance Deduction Worksheet in 
the Form 1040 or 1040-SR instructions to figure the amount you can deduct. But if any of the following 
applies, do not use the worksheet. 
ω You had more than one source of income subject to self-employment tax. 
ω You file Form 2555, Foreign Earned Income. 
ω You are using amounts paid for qualified long-term care insurance to figure the deduction. 

If you cannot use the worksheet in the instructions for Forms 1040 and 1040-SR, use the worksheet in 
Publication 535, Business Expenses, to figure your deduction. 
Use Publication 974 instead of the worksheet in the Form 1040 or 1040-SR instructions if you, your 
spouse, or a dependent enrolled in health insurance through the Health Insurance Marketplace and 
you are claiming the premium tax credit. 
 
CHAPTER 2: TEST 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 and do not need to be submitted in order to receive CE credit. 
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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 
(assignment). 
 
1. In 2021, if your AGI is $60,000, you are able to deduct medical expenses you paid that 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 deduction exclude which of the 
following: 

A. medical and hospital insurance premiums 
B. long-term care contracts 
C. stop-smoking programs 
D. health club dues 

 
CHAPTER 2: SOLUTIONS 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 question to ensure 
comprehension of the material. 
 
1.  

A. Incorrect. You are only able to deduct medical expenses you incurred that are more than 7.5% 
of your AGI. 7.5% of $60,000 is greater than $3,000. 

B. Incorrect. You are only able to deduct medical expenses that are more than 7.5% of your AGI. 
7.5% of $60,000 is greater than $3,750. 

C. CORRECT. If your AGI is $60,000, the first $4,500 of medical expenses are not deductible, 
which is equal to $60,000 x 7.5%. 

D. Incorrect. You are only able to deduct medical expenses that are more than 7.5% of your AGI. 
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 long-term care contracts are deductible as medical expenses in 
the year that the payment was made. 

C. Incorrect. Expenditures for stop-smoking programs are deductible medical expenses. 
D. CORRECT. Health club dues are generally not deductible medical expenses because they do 

not meet the test for such expenses. Specifically, medical care expenses must be primarily to 
alleviate or prevent a physical or mental defect or illness. 
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Chapter 3: Taxes 
 
Chapter Objective 
After completing this chapter, you should be able to: 
ω Recognize what taxes you can deduct if you itemize deductions. 

 

I. Important 
 
Limitation on deduction for state and local taxes. The Tax Cuts and Jobs Act provides for the 
temporary limitation of deductions for state and local taxes. See Limitation on deduction for state and 
local taxes, later. 
No deduction for foreign taxes paid for real estate. You can no longer deduct foreign taxes you paid 
on real estate. 
 

II. Introduction 
 
This chapter discusses which taxes you 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: 
ω Income taxes (federal, state, local, and foreign), 
ω General sales taxes (state and local), 
ω Real estate taxes (state, local, and foreign), 
ω Personal property taxes (state and local), and 
ω Taxes and fees you cannot deduct. 

Use Table 3-1 as a guide to determine which taxes you can deduct. 
At the end of the chapter is a section that explains which form you use to deduct the different types 
of taxes. 
Business taxes. You can deduct certain taxes only if they are ordinary and necessary expenses of your 
trade or business or of producing income. 
State or local taxes. These are taxes imposed by the 50 states, U.S. possessions, or any of their political 
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 as 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 subdivisions that are treated as political subdivisions 
of a state) are deductible. 
General sales taxes. These are taxes imposed at one rate on retail sales of a broad range of classes of 
items. 
Foreign taxes. These are taxes imposed by a foreign country or any of its political subdivisions. 
 

III. 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 you. Generally, you can deduct only taxes that are imposed on you. 
Generally, you can deduct property taxes only if you are the owner of the property. If your spouse 
owns ǇǊƻǇŜǊǘȅ ŀƴŘ Ǉŀȅǎ ǊŜŀƭ ŜǎǘŀǘŜ ǘŀȄŜǎ ƻƴ ƛǘΣ ǘƘŜ ǘŀȄŜǎ ŀǊŜ ŘŜŘǳŎǘƛōƭŜ ƻƴ ȅƻǳǊ ǎǇƻǳǎŜΩǎ ǎŜǇŀǊŀǘŜ 
return or on your joint return. 
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The tax must be paid during your tax year. If you are a cash basis taxpayer, you can deduct only those 
taxes actually paid during your tax year. If you pay your taxes by check, the day you mail or deliver the 
check is generally the date of payment. If you use a pay-by-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 are a cash basis 
taxpayer, you can deduct the tax only in the year you actually pay it (or transfer money or other 
property to provide for satisfaction of the contested liability). 
 
TABLE 3-1. WHICH TAXES CAN YOU DEDUCT? 
 

Type of Tax You Can Deduct You Cannot Deduct 

Fees and 
Charges 

Fees and charges that are 
expenses of your trade or 
business or of producing 
income. 

Fees and charges that are not expenses of 
your trade or business or of producing 
income, such as ŦŜŜǎ ŦƻǊ ŘǊƛǾŜǊΩǎ ƭƛŎŜƴǎŜǎΣ ŎŀǊ 
inspections, parking, or charges for water 
bills. 
Fines and penalties. 

General Sales 
Taxes 

State and local general sales 
taxes, including compensating 
use taxes. 

State and local income taxes if you choose to 
deduct state and local general sales taxes. 

Income Taxes State and local income taxes. 
Foreign income taxes. 
Employee contributions to 
state funds listed under 
Contributions to state benefit 
funds. 

Federal income taxes. 
Employee contributions to private or 
voluntary disability plans. 
State and local general sales taxes if you 
choose to deduct state and local income 
taxes. 

Other Taxes Taxes that are expenses of your 
trade or business. 
Taxes on property producing 
rent or royalty income. 
One-half of self-employment 
tax paid. 

Federal excise taxes, such as tax on gasoline, 
that are not expenses of your trade or 
business or of producing income. 
Per capita taxes. 

Personal 
Property Taxes 

State and local personal 
property taxes. 

Customs duties that are not expenses of your 
trade or business or of producing income 

Real Estate 
Taxes 

State and local real estate 
taxes. 
¢ŜƴŀƴǘΩǎ ǎƘŀǊŜ ƻŦ ǊŜŀƭ ŜǎǘŀǘŜ 
taxes paid by cooperative 
housing corporation. 

Real estate taxes that are treated as imposed 
on someone else (see Division of real estate 
taxes between buyers and sellers). 
Foreign real estate taxes. 
Taxes for local benefits (with exceptions). 
Trash and garbage pick up fees (with 
exceptions). 
Rent increase due to higher real estate taxes. 
HƻƳŜƻǿƴŜǊǎΩ ŀǎǎƻŎƛŀǘƛƻƴ charges. 

 

IV. Income Taxes 
 
This section discusses the deductibility of state and local income taxes (including employee 
contributions to state benefit funds) and foreign income taxes. 
 
STATE AND LOCAL INCOME TAXES 
You can deduct state and local income taxes. 
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Exception 
You cannot deduct state and local income taxes you pay on income that is exempt from federal income 
tax, unless the exempt income is interest income. For example, you Ŏŀƴƴƻǘ ŘŜŘǳŎǘ ǘƘŜ ǇŀǊǘ ƻŦ ŀ ǎǘŀǘŜΩǎ 
income tax that is on a cost-of-living allowance that is 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 from your salary in the year 
they are withheld. Your Form(s) W-2 will show these amounts. Forms W-2G, 1099-B, 1099-DIV, 1099-
G, 1099-K, 1099-MISC, 1099-OID, and 1099-R may also show state and local income taxes withheld. 
Estimated tax payments. You can deduct estimated tax payments you made during the year under a 
pay-as-you-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 faith at the time of payment are not deductible. 
 

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

 
Refund applied to taxes. You can deduct any part of a refund of prior-year state or local income taxes 
that you chose to have credited to your 2021 estimated state or local income taxes. 
Do not reduce your deduction by either of the following items. 
ω Any state or local income tax refund (or credit) you expect to receive for 2021. 
ω Any refund of (or credit for) prior-year state and local income taxes you actually received in 

2021. 
However, part or all of this refund (or credit) may be taxable. 
Separate federal returns. If 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 
income tax that you paid during the tax year. 
Joint state and local returns. If you and 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 
income taxes paid during the tax year. You can deduct only the amount of the total taxes that is 
proportionate to your gross income compared to the combined gross income of you and your spouse. 
However, you cannot deduct more than the amount you actually paid during the year. You can avoid 
this calculation if you and your spouse are jointly and individually liable for the full amount of the state 
and local income taxes. If so, you and your spouse can deduct on your separate federal returns the 
amount you each actually paid. 
Joint federal return. If you file a joint federal return, you can deduct the total of the state and local 
income taxes both of you paid. 
Contributions to state benefit funds. As 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 A (Form 1040), line 5a. 
ω Alaska Unemployment Compensation Fund. 
ω California Nonoccupational Disability Benefit Fund. 
ω New Jersey Nonoccupational Disability Benefit Fund. 
ω New Jersey Unemployment Compensation Fund. 
ω New York Nonoccupational Disability Benefit Fund. 
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ω Pennsylvania Unemployment Compensation Fund. 
ω Rhode Island Temporary Disability Benefit Fund. 
ω ²ŀǎƘƛƴƎǘƻƴ {ǘŀǘŜ {ǳǇǇƭŜƳŜƴǘŀƭ ²ƻǊƪƳŜƴΩǎ Compensation Fund. 

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

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 expenses. Generally, you can deduct the actual state and local general sales taxes (including 
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 the general 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 expenses method, you must 
have receipts to show the general sales taxes paid. Do not include sales taxes paid on items in your 
trade or business on Schedule A (Form 1040). 
Optional sales tax tables. Instead of using your actual expenses, you can figure your state and local 
general sales tax deduction using the state and local sales tax tables in the Instructions for Schedule A 
(Form 1040). You may also be able to add the state and local general sales taxes paid on certain 
specified items. 
Your applicable table amount is 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 
nontaxable items such as the following. 
ω Tax-exempt interest. 
ω ±ŜǘŜǊŀƴǎΩ ōŜƴŜŦƛǘǎΦ 
ω Nontaxable combat pay. 
ω ²ƻǊƪŜǊǎΩ ŎƻƳǇŜƴǎŀǘƛƻƴΦ 
ω Nontaxable part of social security and railroad retirement benefits. 
ω Nontaxable part of IRA, pension, or annuity distributions, excluding rollovers. 
ω Public assistance payments. 

If you lived in different states during the same tax 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. 
 

VI. State And Local Real Estate Taxes 
 
Deductible real estate taxes are 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 property under the 
jurisdiction of the taxing authority. The proceeds must be for general community or 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 
improvements that increase the value of the property. They also do not include itemized charges for 
services (such as trash collection) against specific property or certain people, even if the charge is paid 
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to the taxing authority. For more information about taxes and charges that are not deductible, see 
Real Estate-Related Items You Cannot Deduct, later. 
Tenant-shareholders in a cooperative housing corporation. Generally, if you are a tenant-stockholder 
in a cooperative housing corporation, you can deduct the amount paid to the corporation that 
represents your share of the real estate taxes the corporation paid or incurred for your dwelling unit. 
The corporation should provide you with a statement showing your share of the taxes. 
Division of real estate taxes between buyers and sellers. If you bought 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 which the tax imposed relates) that each owned the property. The 
seller is treated as paying the taxes up to, but not including, the date of sale. The buyer is treated as 
paying the taxes beginning with the date of sale. This applies regardless of the lien dates under local 
law. Generally, this 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 
accounting, and the buyer of your property is personally liable for the tax, you are considered to have 
paid your part of the tax at the time of the sale. This lets you deduct the part of the tax to the date of 
sale even though you did not actually pay it. However, you must also include the amount of that tax 
in the selling price of the property. The buyer must include the same amount in his or her cost of the 
property. 
 
WORKSHEET 23-1. FIGURING YOUR STATE AND LOCAL REAL ESTATE TAX DEDUCTION 
You figure your deduction for taxes on each property bought or sold during the real property tax year 
as follows: 

1. Enter the total state and local real estate taxes for the real 
property tax year _______ 

2. Enter the number of days in the real property tax year 
that ȅƻǳ ƻǿƴŜŘ ǘƘŜ ǇǊƻǇŜǊǘȅΧ _______ 

3. Divide line 2 by 365 (for leap years, divide line 2 by 366) _______ 
4. Multiple line 1 by line 3. This is your deduction. Enter it 

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

Real estate taxes for prior years. Do not divide delinquent taxes between the buyer and seller if the 
taxes are for any real property tax year before the one in which 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 
cost of the property. The seller can deduct these taxes paid by the buyer. However, the seller must 
include them in the selling price. 
Examples. The following examples illustrate how real estate taxes are divided between buyer and 
seller. 
 

Example 1 
5Ŝƴƴƛǎ ŀƴŘ .ŜǘƘ ²ƘƛǘŜΩǎ ǊŜŀƭ ǇǊƻǇŜǊǘȅ ǘŀȄ ȅŜŀǊ ŦƻǊ ōƻǘƘ ǘƘŜƛǊ ƻƭŘ ƘƻƳŜ ŀƴŘ ǘƘŜƛǊ ƴŜǿ home is the 
calendar year, with payment due August 1. The tax on their old home, sold on May 7, was $620. 
The tax on their new home, bought on May 3, was $732. Dennis and Beth are considered to have 
paid a proportionate share of the real estate taxes on the old home even though they did not 
actually pay them to the taxing authority. On the other hand, they can claim only a proportionate 
share of the taxes they paid on their new property even though they paid the entire amount. 
Dennis and Beth owned their old home during the real property tax year for 126 days (January 1 to 
May 6, the day before the sale). They figure their deduction for taxes on their old home as follows. 

Taxes on Old Home 
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1. Enter the total state and local real estate taxes 
for the real property tax year $620 

2. Enter the number of days in the real property 
tax year that you owned the property 126 

3. Divide line 2 by 365 (for leap years, divide line 
2 by 366) .3452 

4. Multiple line 1 by line 3. This is your deduction. 
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 include the $214 in 
the selling price of the old home. (The buyers add the $214 to their cost of the home.) 
Dennis and Beth owned their new home during the real property tax year for 243 days (May 3 to 
December 31, including their date of purchase). They figure their deduction for taxes on their new 
home as follows: 

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

for the real property tax year $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 line 

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

Enter it on Schedule A (Form 1040), line 5b $487 
 
Since Dennis and Beth paid all of the taxes on the new home, they add $245 ($732 paid less $487 
deduction) to their cost of the new home. (The sellers add this $245 to their selling price and deduct 
the $245 as a real estate tax.) 
5Ŝƴƴƛǎ ŀƴŘ .ŜǘƘΩǎ ǊŜŀƭ ŜǎǘŀǘŜ ǘŀȄ ŘŜŘǳŎǘƛƻƴ ŦƻǊ ǘƘŜƛǊ ƻƭŘ ŀƴŘ ƴŜǿ ƘƻƳŜǎ ƛǎ ǘƘŜ ǎǳƳ ƻŦ $214 and 
$487, or $701. They will enter this amount on Schedule A (Form 1040), line 5b. 

 

Example 2 
George and Helen Brown bought a new home on May 3, 2021. Their real property tax year for the 
new home is the calendar year. Real estate taxes for 2020 were assessed in their state on January 
1, 2021. The taxes became due on May 31, 2021 and October 31, 2021. 
The Browns agreed to pay all taxes due after the date of purchase. Real estate taxes for 2020 were 
$680. They paid $340 on May 31, 2021, and $340 on October 31, 2021. These taxes were for the 
2020 real property tax year. The Browns cannot deduct them since they did not own the property 
until 2021. Instead, they must add $680 to the cost of their new home. 
In January 2022, the Browns receive their 2021 property tax statement for $752, which they will 
pay in 2022. The Browns owned their new home during the 2021 real property tax year for 243 days 
(May 3 to December 31). They will figure their 2022 deduction for taxes as follows. 

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

for the real property tax year $752 
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 line 

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

Enter it on Schedule A (Form 1040), line 5b $501 
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The remaining $251 ($752 paid less $501 deduction) of taxes paid in 2022, along with the $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 of sale, the 
seller is entitled to a 2021 tax deduction of $931. This is the sum of the $680 for 2020 and the $251 
for the 122 days the seller owned the home in 2021. The seller must also include the $931 in the 
selling price when he or she figures the gain or loss on the sale. The seller should contact the Browns 
in January 2022 to find out how much real estate tax is due for 2021. 
 

 
Form 1099-S. For certain sales or exchanges of real estate, the person responsible for closing the sale 
(generally the settlement agent) prepares Form 1099-S, Proceeds From Real Estate Transactions, to 
report certain information to the IRS and to the seller of the property. Box 2 of Form 1099-S is for the 
ƎǊƻǎǎ ǇǊƻŎŜŜŘǎ ƻŦ ǘƘŜ ǎŀƭŜ ŀƴŘ ǎƘƻǳƭŘ ƛƴŎƭǳŘŜ ǘƘŜ ǇƻǊǘƛƻƴ ƻŦ ǘƘŜ ǎŜƭƭŜǊΩǎ ǊŜŀƭ ŜǎǘŀǘŜ ǘŀȄ ƭƛŀōƛƭƛǘȅ ǘƘŀǘ 
the buyer will pay after the date of sale. The buyer includes these taxes in the cost basis of the 
property, and the 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 home, any real estate tax the seller paid in advance but 
that is the liability of the buyer appears in box 6 of Form 1099-S. The buyer deducts this amount as a 
real estate tax, and the seller reduces his or her real estate tax deduction (or includes it in income) by 
the same amount. See Refund (or rebate), later. 
Taxes placed in escrow. If 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 
placed in escrow. You can deduct only the real estate tax that the third party actually paid to the taxing 
authority. If the third party does not notify you of the amount of real estate tax that was paid for you, 
contact the third party or the taxing authority to find 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 individuals. 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. 
aƛƴƛǎǘŜǊΩǎ ŀƴŘ ƳƛƭƛǘŀǊȅ ǇŜǊǎƻƴƴŜƭ Ƙƻǳǎƛƴg allowances. If you are a minister or a member of 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). If you received a refund or rebate in 2021 of real estate taxes you paid in 2021, 
you must 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, you generally must include the refund or 
rebate in income in the year you receive it. However, you only need to include the amount of the 
deduction that reduced your tax in the earlier year. 
 
REAL ESTATE-RELATED ITEMS YOU CANNOT DEDUCT 
Payments for the following items generally are not deductible as real estate taxes. 
ω Taxes for local benefits. 
ω Itemized charges for services (such as trash and garbage pickup fees). 
ω Transfer taxes (or stamp taxes). 
ω Rent increases due to higher real estate taxes. 
ω IƻƳŜƻǿƴŜǊǎΩ ŀǎǎƻŎƛation charges. 

Taxes for local benefits. Deductible 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, sewer lines, 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 for maintenance, repair, or interest, none of it is deductible. 
Taxes for local benefits may be included in your real estate tax bill. If your taxing authority (or 
mortgage lender) does not furnish you a copy of your real estate tax bill, ask for it. You should use the 
rules above to determine if the local benefit tax is deductible. 
Itemized charges for services. An 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 real estate tax if it is: 
ω A unit fee for the delivery of a service (such as a $5 fee charged for every 1,000 gallons of 

water you use), 
ω A periodic charge for a residential service (such as a $20 per month or $240 annual fee charged 

to each homeowner for trash collection), or 
ω A flat fee charged for a single service provided by your government (such as a $30 charge for 

mowing your lawn because it was allowed to grow higher than permitted under your local 
ordinance). 

 

Caution! 
You must look at your real estate tax bill to determine if any nondeductible itemized charges, such as 
those listed above, are included in the bill. If your taxing authority (or mortgage lender) does not 
furnish you a copy of your real estate tax bill, ask for it. 

 

Exception 
Service charges used to maintain or improve services (such as trash collection or police and fire 
protection) are deductible as real estate taxes if: 
ω The fees or charges are imposed at a like rate against all property in the taxing jurisdiction, 
ω The funds collected are not earmarked; instead, they are commingled with general revenue 

funds, and 
ω Funds used to maintain or improve services are not limited to or determined by the amount 

of these fees or charges collected. 

 
Transfer taxes (or stamp taxes). Transfer taxes 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 of the property. 
Rent increase due to higher real estate taxes. If your landlord increases your rent in the form of a tax 
surcharge because of increased real estate taxes, you cannot deduct the increase as taxes. 
IƻƳŜƻǿƴŜǊǎΩ ŀǎǎƻŎƛŀǘƛƻƴ ŎƘŀǊƎŜǎ. These charges are not deductible because they are imposed by 
ǘƘŜ ƘƻƳŜƻǿƴŜǊǎΩ ŀǎǎƻŎƛŀǘƛƻƴΣ ǊŀǘƘŜǊ ǘƘŀƴ ǘƘŜ ǎǘŀǘŜ ƻǊ ƭƻŎŀƭ ƎƻǾŜǊƴƳŜƴǘΦ 
 

VII. Personal Property Taxes 
 
Personal property tax is deductible if it is a state or local tax that is: 

1. Charged on personal property, 
2. Based only 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 a 

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 
tax even if it is called a registration fee and is for the privilege of registering motor vehicles or using 
them on the highways. 
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If the tax is partly based on 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 cents per 
hundredweight. You paid $32 based on the value ($1,500) and weight (3,400 lbs.) of your car. You can 
deduct $15 (1% × $1,500) as a personal property tax, since it is based on the value. The remaining $17 
($.50 × 34), based on the weight, is not deductible. 

 

VIII. Taxes And Fees That Cannot Be Deducted 
 
Many federal, state, and local government 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 are generally not deductible include the following items. 
ω Employment taxes. This includes social security, Medicare, and railroad retirement taxes 

withheld from your pay. However, you can take a deduction for the deductible part of self-
employment tax. In addition, the social security and other employment taxes you pay on the 
wages of a household worker may be included in medical expenses that you can deduct or 
child care expenses that allow you to claim the child and dependent care credit. 

ω Estate, inheritance, legacy, or succession taxes. You can deduct the estate tax attributable to 
income in respect of a decedent if you, as a beneficiary, must include that income in your gross 
income. In that case, deduct the estate tax on Schedule A (Form 1040), line 16. 

ω Federal income taxes. This includes taxes withheld from your pay. 
ω Fines and penalties. You cannot deduct fines and penalties paid to a government for violation 

of any law, including related amounts forfeited as collateral deposits. 
ω Foreign personal or real property taxes. 
ω Gift taxes. 
ω License fees. You cannot deduct license fees for personal purposes (such as marriage, ŘǊƛǾŜǊΩǎΣ 

and pet license fees). 
ω Per capita taxes. You cannot deduct state or local per capita taxes. 

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

IX. Where To Deduct 
 
You deduct taxes on the following schedules. 
State and local income taxes. These 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 taxes. The deduction 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 
include on 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.S. possession 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 deduction. See the instructions for 
Schedule 3 (Form 1040), line 1, for details. 
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General sales taxes. Sales taxes are deducted on Schedule A (Form 1040), line 5a. You must check the 
box on line 5a. If you elect to deduct sales taxes, you cannot deduct state and local income taxes on 
Schedule A (Form 1040), line 5a. 
Foreign income taxes. Generally, income taxes you pay to a foreign country or U.S. possession can be 
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 
attach Form 1116. 
Real estate taxes and personal property taxes. These taxes are deducted on Schedule A (Form 1040), 
lines 5b and 5c, respectively, unless they are paid on property used in your business, in which case 
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). 
Self-employment tax. Deduct one-half of the self-employment tax on Schedule 1 (Form 1040), line 14. 
Other taxes. All other deductible taxes are deducted on Schedule A (Form 1040), line 6. 
 
CHAPTER 3: TEST 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 and do not need to be submitted in order to receive CE credit. 
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 
(assignment). 
 
1. Which of the following income taxes are not deductible: 

A. federal income taxes 
B. state income taxes 
C. local income taxes 
D. foreign income taxes 

 
2. Which of the following taxes are generally not deductible: 

A. federal excise taxes 
B. taxes that are expenses of your trade or business 
C. personal property taxes 
D. taxes on property producing rental income 

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

A. true 
B. false 

 
CHAPTER 3: SOLUTIONS 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 question to ensure 
comprehension of the material. 
 
1.  

A. CORRECT. Federal income taxes paid are not deductible on federal personal income tax 
returns ς Form 1040 OR 1040-SR. 

B. Incorrect. State income taxes, among other types of taxes and fees, are deductible for federal 
income tax purposes up to the SALT limitation. 

C. Incorrect. Local income taxes can be deducted up to the SALT limitation. 
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D. Incorrect. Foreign income taxes are generally deductible on a U.S. Form 1040 return up to the 
SALT limitation. This deduction assumes that foreign income taxes were paid on income that 
is not already exempt from U.S. tax under the foreign earned income exclusion or the foreign 
housing exclusion. 

 
2.  

A. CORRECT. These would include taxes such as on gasoline that are not expenses of your trade 
or business or of producing income. 

B. Incorrect. Taxes that are expenses of your trade or business are deductible. 
C. Incorrect. Personal property taxes are deductible. They are lumped in with state and local 

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

 
3.  

A. CORRECT. These include assessments for streets, sidewalks, water mains, sewer lines, public 
parking facilities, and similar improvements. You should increase the basis of your property 
by the amount of the assessment. 

B. Incorrect. Local benefit taxes are deductible only if they are for maintenance, repair, or 
interest charges related to those benefits. 
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Chapter 4: Interest Expense 
 
Chapter Objective 
After completing this chapter, you should be able to: 
ω Recall what types of interest you can and cannot deduct. 

 

I. Reminders 
 
Home equity loan interest. 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 interest. You can deduct 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 harbor. Homeowners who may be affected by the new $10,000 
limitation on deductible property taxes may allocate mortgage payments actually made first to 
deductible mortgage interest, and then use any reasonable method to allocate the remaining balance 
of payments made to real property taxes, mortgage insurance premiums, home insurance premiums, 
and principal. 
Mortgage insurance premiums. The itemized deduction for mortgage insurance premiums had 
expired on December 31, 2020. However, the deduction was extended through 2021 by the Further 
Consolidated Appropriations Act of 2021. 
 

II. Introduction 
 
This chapter discusses what interest expenses you can deduct. Interest is the amount you pay for the 
use of borrowed money. 
The types of interest you can deduct as itemized deductions on Schedule A (Form 1040) are: 
ω Home mortgage interest, including certain points and mortgage insurance premiums, and 
ω Investment interest. 

This chapter explains these deductions. It also explains where to deduct other types of interest and 
lists some types of interest you cannot deduct. 
Use Table 4-1 to find out where to get more information on various types of interest, including 
investment interest. 
 

III. Home Mortgage Interest 
 
Generally, home mortgage interest is any interest you pay on a loan secured by your home (main 
home or 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 all the following conditions. 
ω You file Form 1040 or 1040-SR and itemize deductions on Schedule A (Form 1040). 
ω The mortgage is a secured debt on a qualified home in which you have an ownership interest. 

(Generally, your mortgage is a secured debt if you put your home up as collateral to protect 
ǘƘŜ ƛƴǘŜǊŜǎǘǎ ƻŦ ǘƘŜ ƭŜƴŘŜǊΦ ¢ƘŜ ǘŜǊƳ άǉǳŀƭƛŦƛŜŘ ƘƻƳŜέ ƳŜŀƴǎ ȅƻǳǊ Ƴŀƛƴ ƘƻƳŜ ƻǊ second 
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 of credit are deductible only if the borrowed funds are used 
ǘƻ ōǳȅΣ ōǳƛƭŘΣ ƻǊ ǎǳōǎǘŀƴǘƛŀƭƭȅ ƛƳǇǊƻǾŜ ǘƘŜ ǘŀȄǇŀȅŜǊΩǎ ƘƻƳŜ ǘƘŀǘ ǎŜŎǳǊŜǎ the loan. The loan must be 
ǎŜŎǳǊŜŘ ōȅ ǘƘŜ ǘŀȄǇŀȅŜǊΩǎ Ƴŀƛƴ ƘƻƳŜ ƻǊ ǎŜŎƻƴŘ ƘƻƳŜ (qualified residence), not exceed the cost of 
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 
deduct depends on the date of the mortgage, the amount of the mortgage, and how you use the 
mortgage proceeds. 
Fully deductible 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 debt that fits 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) took out after October 13, 1987, 

and prior to December 16, 2017 (but see binding contract exception below) to buy, build, or 
substantially improve your home (called home acquisition debt), but only if throughout 2021 
these mortgages plus any grandfathered debt totaled $1 million or less ($500,000 or less if 
married filing separately). 
Exception. 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. 

3. Mortgages you (or your spouse if married filing a joint return) took out after December 15, 
2017, to buy, build, or substantially 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 categories apply to the combined mortgages on your main 
home and second home. 
You can use Figure 4-A 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 any of the 
three categories listed above. 
 
FIGURE 4-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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Special Situations 
This section describes certain items that can be included as home mortgage interest and others that 
cannot. It also describes certain special situations that may affect your deduction. 
Late payment charge on mortgage payment. You can deduct as home mortgage interest a late 
payment charge if it was not for a 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 not for a 
specific service performed or cost incurred in connection with your mortgage loan. 
Sale of home. If 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. 
 

Example 
John and Peggy Harris sold their home on May 7. Through April 30, they made home mortgage interest 
payments of $1,220. The settlement sheet for the sale of the home showed $50 interest for the 6-day 
period in May up to, but not including, the date of sale. 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 deduct in each 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 issued a 
mortgage credit certificate (MCC) by a state 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. 
aƛƴƛǎǘŜǊǎΩ ŀƴŘ ƳƛƭƛǘŀǊȅ ƘƻǳǎƛƴƎ ŀƭƭƻǿŀƴŎŜ. If you are a minister or a member of the uniformed 
services and receive a housing allowance that is not taxable, you can still deduct your home mortgage 
interest. 
IŀǊŘŜǎǘ Iƛǘ CǳƴŘ ŀƴŘ 9ƳŜǊƎŜƴŎȅ IƻƳŜƻǿƴŜǊǎΩ [ƻŀƴ tǊƻƎǊŀƳǎ. You can use a special method to 
figure your deduction for mortgage 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 program in which program 

payments could be used to pay mortgage interest, or 
b) !ƴ 9ƳŜǊƎŜƴŎȅ IƻƳŜƻǿƴŜǊǎΩ [ƻŀƴ tǊƻƎǊŀƳ ŀŘƳƛƴƛǎǘŜǊŜŘ ōȅ ǘƘŜ 5ŜǇŀǊǘƳŜƴǘ of Housing 

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 the real estate 

taxes on your main home. 
If you meet these conditions, then you can deduct all of the payments you actually made during the 
year to your mortgage servicer, the State HFA, or HUD on the home mortgage (including the amount 
shown in box 3 of Form 1098-MA, Mortgage Assistance Payments), but not more than the sum of the 
amounts shown 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 amounts paid 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 
deductible amount under this special safe harbor method, any amount allocated to state or local 
property taxes is subject to the limitation on the deduction for state and local taxes. However, you are 
not required to use this special method to figure your deduction for mortgage interest and real estate 
taxes on your main home. 
Mortgage assistance payments. If you qualify for mortgage assistance payments for lower-income 
families under section 235 of the National Housing Act, part or all of the interest on your mortgage 
may be paid for you. You cannot deduct the interest that is paid for you. 
No other effect on taxes. Do 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 individuals. If 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 rents. If you make annual or periodic rental payments on a redeemable ground 
rent, you can deduct them as mortgage interest.  
tŀȅƳŜƴǘǎ ƳŀŘŜ ǘƻ ŜƴŘ ǘƘŜ ƭŜŀǎŜ ŀƴŘ ǘƻ ōǳȅ ǘƘŜ ƭŜǎǎƻǊΩǎ ŜƴǘƛǊŜ ƛƴǘŜǊŜǎǘ ƛƴ ǘƘŜ ƭŀƴŘ ŀǊŜ ƴƻǘ ŘŜŘǳŎǘƛōƭŜ 
as mortgage interest. 
Nonredeemable ground rents. Payments on a nonredeemable ground rent are not mortgage interest. 
You can deduct them as rent if they are a business expense or if they are for rental property. 
Reverse mortgages. A 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 in your home. With 
a reverse mortgage, you retain title to your home. Depending on the plan, your reverse mortgage 
becomes due with interest when you move, sell your home, reach the end of a pre-selected loan 
period, or die. Because reverse mortgages are considered loan advances and not income, the amount 
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you receive is not taxable. Generally, any interest (including original issue discount) accrued on a 
reverse mortgage is considered home equity debt and is not deductible. 
Rental payments. If you live in a house before 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 invested in 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 tax-free income. 
Refunds of interest. If you receive a refund of interest in the same tax year you paid it, you must 
reduce your interest expense by the amount refunded to you. If you receive a refund of interest you 
deducted in an earlier year, you generally must include the refund in income in the year you receive 
it. However, you need to include it only up to the amount of the deduction that reduced your tax in 
the earlier year. This is true whether the interest overcharge was refunded to you or was used to 
reduce the outstanding principal on your mortgage. If you need to include the refund in income, report 
it on Schedule 1 (Form 1040), 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 box 4. For information about Form 1098, 
see Mortgage Interest Statement, later. 
 
POINTS 
¢ƘŜ ǘŜǊƳ άǇƻƛƴǘǎέ ƛǎ ǳǎŜŘ ǘƻ ŘŜǎŎǊƛōŜ ŎŜǊǘŀƛƴ ŎƘŀǊƎŜǎ ǇŀƛŘΣ ƻǊ ǘǊŜŀǘŜŘ ŀǎ ǇŀƛŘΣ ōȅ ŀ ōƻǊǊƻǿŜǊ ǘƻ ƻōǘŀƛƴ 
a home mortgage. Points may also be called loan origination fees, maximum loan charges, loan 
discount, or discount points. 
! ōƻǊǊƻǿŜǊ ƛǎ ǘǊŜŀǘŜŘ ŀǎ ǇŀȅƛƴƎ ŀƴȅ Ǉƻƛƴǘǎ ǘƘŀǘ ŀ ƘƻƳŜ ǎŜƭƭŜǊ Ǉŀȅǎ ŦƻǊ ǘƘŜ ōƻǊǊƻǿŜǊΩǎ ƳƻǊǘƎŀƎŜΦ {ŜŜ 
Points paid by the seller, later. 
General rule. You generally cannot deduct the full amount of points in 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 can use Figure 4-
B as 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 the one you ordinarily live in 
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 means you report income in the year you receive 

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 fees, attorney fees, and 
property taxes. 

6. The funds you provided at or before closing, plus any points the seller paid, were at least as 
much as the points charged. The funds you provided are not 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. You cannot have borrowed these funds 
from your lender or mortgage broker. 

7. You use your loan to buy or build your main home. 
8. The points were figured 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-1) as points charged for the mortgage. The points may be shown as 
paid from either your fǳƴŘǎ ƻǊ ǘƘŜ ǎŜƭƭŜǊΩǎΦ 

 

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

 
FIGURE 4-B. ARE MY POINTS FULLY DEDUCTIBLE THIS YEAR? 
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Home improvement loan. You can 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 home. You cannot fully deduct in the year paid points you pay on loans secured by your second 
home. You can deduct 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 use part 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 the points related to the improvement in the year you paid them with your own funds. You can 
deduct the rest 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 mortgage with a 15-
year $100,000 mortgage loan. The mortgage is secured by his home. To get the new loan, he had to 
pay three points ($3,000). Two points ($2,000) were for prepaid interest, and one point ($1,000) was 
charged for services, in place of amounts that ordinarily are stated separately on the settlement 
statement. Bill paid the points out of his private funds, rather than out of the proceeds of the new 
loan. The payment of points is an established practice in the area, and the points charged are not more 
than ǘƘŜ ŀƳƻǳƴǘ ƎŜƴŜǊŀƭƭȅ ŎƘŀǊƎŜŘ ǘƘŜǊŜΦ .ƛƭƭΩǎ ŦƛǊǎǘ ǇŀȅƳŜƴǘ ƻƴ ǘƘe new loan was due July 1. He made 
six payments on the loan in 2021 and is a cash-basis taxpayer. 
Bill used the funds from the new mortgage to repay his existing mortgage. Although the new mortgage 
ƭƻŀƴ ǿŀǎ ŦƻǊ .ƛƭƭΩǎ ŎƻƴǘƛƴǳŜŘ ƻǿƴŜǊǎƘƛǇ ƻŦ Ƙƛǎ Ƴŀƛƴ ƘƻƳŜΣ it was not for the purchase or improvement 
of that home. He cannot deduct all of the points in 2021. He can deduct two points ($2,000) ratably 
over the life of the loan. He deducts $67 [($2,000 ÷ 180 months) × 6 payments] of the points in 2021. 
The other point ($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 the loan proceeds to improve 
his home and $75,000 to repay his existing mortgage. Bill deducts 25% ($25,000 ÷ $100,000) of the 
points ($2,000) in 2021. His deduction is $500 ($2,000 × 25%). 
Bill also deducts the ratable part of the remaining $1,500 ($2,000 - $500) that must be spread over 
the life of the loan. This is $50 [($1,500 ÷ 180 months) × 6 payments] in 2021. The total amount Bill 
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 points in full in the year paid, you can 
deduct the points 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 the year you receive 
it and deduct expenses in the year you pay them. Most individuals use this method. 

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 same as other loans 

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 discount. If you do not qualify to either deduct the points in the year paid or deduct 
them ratably over the life of the loan, or if you choose not to use either of these methods, the points 
reduce the issue price of the loan. This reduction results in original issue discount. 
Amounts charged for services. Amounts charged by the lender for specific services connected to the 
loan are 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 as points either in the year paid or over the life of the mortgage. 
Points paid by the sellerΦ ¢ƘŜ ǘŜǊƳ άǇƻƛƴǘǎέ ƛƴŎƭǳŘŜǎ ƭƻŀƴ ǇƭŀŎŜƳŜƴǘ ŦŜŜǎ ǘƘŀǘ ǘƘŜ ǎŜƭƭŜǊ Ǉŀȅǎ ǘƻ ǘƘŜ 
lender to arrange financing for the buyer. 
Treatment by seller. The seller cannot deduct these fees as interest. But they are a selling expense 
that reduces the amount realized by the seller. 
Treatment by buyer. The buyer reduces the basis of the home by the amount of the seller-paid points 
and treats the points as if he or she had paid them. If all the 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, the buyer deducts the points over the life of the loan. 
Funds provided are less than points. If you meet 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, you can deduct 
any points paid by the seller. 
 

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

 

Example 2 
The facts are the same as in Example 1, except that the person who sold you your home also paid one 
point ($1,000) to help you get your mortgage. In the year paid, you can deduct $1,750 ($750 of the 
amount you were charged plus the $1,000 paid by the seller). You spread the remaining $250 over the 
life of the mortgage. You must reduce the basis of your home by the $1,000 paid by the seller. 

 
Excess points. If 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 the year paid only 
the points that are generally charged. You must spread any additional points over the life of the 
mortgage. 
Mortgage ending early. If you spread your deduction for points over the life of the mortgage, you can 
deduct any remaining balance in the year 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 prepayment, refinancing, foreclosure, or similar event. 
 

Example 
Dan paid $3,000 in points in 2010 that he had to spread out over the 15-year life of the mortgage. He 
deducts $200 of the points per year. Through 2021, Dan has deducted $2,200 of the points. 
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Dan prepaid his mortgage in full in 2021. He can deduct the remaining $800 of points in 2021. 

 
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 have been issued after 2006. 
Qualified mortgage insurance. Qualified 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 the Homeowners 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 fee. These fees can 
be deducted fully in 2021 if the mortgage insurance contract was issued in 2021. 
Special rules for prepaid mortgage insurance. Generally, if you paid premiums for qualified mortgage 
insurance that are allocable to periods after the close of the tax year, such premiums are treated as 
paid in the period to which they are allocated. You must allocate the premiums over the shorter of 
the stated term of the mortgage or 84 months, beginning with the month the insurance was obtained. 
No deduction is allowed for the unamortized balance if the mortgage is satisfied before its term. This 
paragraph does not apply to qualified mortgage insurance provided by the Department of Veterans 
Affairs or the Rural Housing Service. See the Example below. 
 

Example 
Ryan purchased a home in May of 2021 and financed the home with a 15-year mortgage. Ryan also 
prepaid all of the $9,240 in private mortgage insurance required at the time of closing in May. Since 
the $9,240 in private mortgage insurance is allocable to periods after 2021, Ryan must allocate the 
$9,240 over the shorter of the life of the mortgage or уп ƳƻƴǘƘǎΦ wȅŀƴΩǎ ŀŘƧǳǎǘŜŘ ƎǊƻǎǎ ƛƴŎƻƳŜ ό!DLύ 
for 2021 is $76,000. Ryan can deduct $880 ($9,240 ÷ 84 × 8 months) for qualified mortgage insurance 
premiums in 2021. For 2022, Ryan can deduct $1,320 ($9,240 ÷ 84 × 12 months) if his AGI is $110,000 
or less. 
In this example, the mortgage insurance premiums are allocated over 84 months, which is shorter 
than the life of the mortgage of 15 years (180 months). 

 
Limit on deduction. If your adjusted gross income on Form 1040 or 1040-SR, 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 and may be eliminated. See Line 8d in 
the instructions for Schedule A (Form 1040) and complete the Mortgage Insurance Premiums 
Deduction Worksheet to figure the amount you can deduct. If your adjusted gross income is more 
than $109,000 ($54,500 if married filing 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 Form 1098, 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 
ŦƛƴŀƴŎƛŀƭ ƛƴǎǘƛǘǳǘƛƻƴ ƻǊ ŀ ŎƻƻǇŜǊŀǘƛǾŜ ƘƻǳǎƛƴƎ ŎƻǊǇƻǊŀǘƛƻƴύ ƛƴ ǘƘŜ ŎƻǳǊǎŜ ƻŦ ǘƘŀǘ ǇŜǊǎƻƴΩǎ ǘǊŀŘŜ or 
business. A 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 total interest 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, including seller-paid points 
that are deductible as interest to the extent you do not exceed the home acquisition debt 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, particularly if you are filing married filing 
separately or have mortgages 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 the year paid or over the life of the loan. See Points, earlier, to determine whether you can 
deduct points not shown on Form 1098. 
Prepaid interest on Form 1098. If you prepaid interest in 2021 that accrued in full by January 15, 2022, 
this prepaid interest may 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. You will include the interest for January 
2022 with 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 property 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 
deduct interest you incurred to produce tax-exempt income. Nor can you deduct interest expenses 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 that produces interest, dividends, annuities, or 
royalties not derived in the ordinary course of a trade or business. It also includes property that 
produces gain or 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 materially participate (other than a passive activity). 
Partners, shareholders, and beneficiaries. To determine your investment interest, combine your 
share of investment interest from a partnership, S corporation, estate, or trust with your other 
investment interest. 
 
ALLOCATION OF INTEREST EXPENSE 
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. The allocation 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 
investment income. 
You can carry over the amount of investment interest that 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 
next year. 
You can carry over disallowed investment interest to the next tax year even if it is more than your 
taxable income 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. 
Investment income. This generally includes your gross income from property held for investment 
(such as interest, dividends, annuities, and royalties). Investment income does not include Alaska 
Permanent Fund dividends. It also does not include qualified dividends or net capital gain unless you 
choose to include them. 
Choosing to include qualified dividends. Investment income generally does not include qualified 
dividends. However, you can choose to include all or part of your qualified dividends in investment 
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 
reduce your qualified dividends that are eligible for the lower capital gains tax rates by the same 
amount. 
Choosing to include net capital gain. Investment income generally does not include net capital gain 
from disposing of investment property (including capital gain distributions from mutual funds). 
However, you can choose to include all or part of your net capital gain in investment income. You 
make this choice by 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, you must reduce 
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. Compare your tax if you 
make one or both of these choices with your tax if you do not make either choice. 

 
LƴǾŜǎǘƳŜƴǘ ƛƴŎƻƳŜ ƻŦ ŎƘƛƭŘ ǊŜǇƻǊǘŜŘ ƻƴ ǇŀǊŜƴǘΩǎ ǊŜǘǳǊƴ. Investment income includes the part of your 
ŎƘƛƭŘΩǎ ƛƴǘŜǊŜǎǘ ŀƴŘ ŘƛǾƛŘŜƴŘ ƛƴŎƻƳŜ ǘƘŀǘ ȅƻǳ ŎƘƻƻǎŜ ǘƻ ǊŜǇƻǊǘ ƻƴ ȅƻǳǊ ǊŜǘǳǊƴΦ LŦ ǘƘŜ ŎƘƛƭŘ ŘƻŜǎ ƴƻǘ 
have qualified dividends, Alaska Permanent Fund dividends, or capital gain distributions, this is the 
amount on ƭƛƴŜ с ƻŦ CƻǊƳ уумпΣ tŀǊŜƴǘǎΩ 9ƭŜŎǘƛƻƴ ¢ƻ wŜǇƻǊǘ /ƘƛƭŘΩǎ LƴǘŜǊŜǎǘ ŀƴŘ 5ƛǾƛŘŜƴŘǎΦ LƴŎƭǳŘŜ ƛǘ 
on line 4a of Form 4952. 
/ƘƛƭŘΩǎ ǉǳŀƭƛŦƛŜŘ ŘƛǾƛŘŜƴŘǎ. If part of ǘƘŜ ŀƳƻǳƴǘ ȅƻǳ ǊŜǇƻǊǘ ƛǎ ȅƻǳǊ ŎƘƛƭŘΩǎ ǉǳŀƭƛŦƛŜŘ ŘƛǾƛŘŜƴŘǎΣ ǘƘŀǘ 
part (which is reported on Form 1040, line 3a) generally does not count as investment income. 
However, you can choose to include all or part of it in investment income, as explained under Choosing 
to include qualified dividends, earlier. 
Your investment income also includes the amount on Form 8814, line 12 (or, if applicable, the reduced 
ŀƳƻǳƴǘ ŦƛƎǳǊŜŘ ƴŜȄǘ ǳƴŘŜǊ /ƘƛƭŘΩǎ !ƭŀǎƪŀ tŜǊƳŀƴŜƴǘ CǳƴŘ ŘƛǾƛŘŜƴŘǎύΦ 
/ƘƛƭŘΩǎ !ƭŀǎƪŀ tŜǊƳŀƴŜƴǘ CǳƴŘ ŘƛǾƛŘŜƴŘǎΦ LŦ ǇŀǊǘ ƻŦ ǘƘŜ ŀƳƻǳƴǘ ȅƻǳ ǊŜǇƻǊǘ ƛǎ ȅƻǳǊ ŎƘƛƭŘΩǎ !ƭŀǎƪŀ 
Permanent Fund dividends, that part does not count as investment income. To figure the amount of 
your ŎƘƛƭŘΩǎ ƛƴŎƻƳŜ ǘƘŀǘ ȅƻǳ Ŏŀƴ ŎƻƴǎƛŘŜǊ ȅƻǳǊ ƛƴǾŜǎǘƳŜƴǘ ƛƴŎƻƳŜΣ ǎǘŀǊǘ ǿƛǘƘ ǘƘŜ ŀƳƻǳƴǘ ƻƴ CƻǊƳ 
8814, line 6. Multiply that amount by a percentage that is equal to the Alaska Permanent Fund 
dividends divided by the total amount on Form 8814, line 4. Subtract the result from the amount on 
Form 8814, line 12. 
/ƘƛƭŘΩǎ ŎŀǇƛǘŀƭ Ǝŀƛƴ ŘƛǎǘǊƛōǳǘƛƻƴǎ. If part of ǘƘŜ ŀƳƻǳƴǘ ȅƻǳ ǊŜǇƻǊǘ ƛǎ ȅƻǳǊ ŎƘƛƭŘΩǎ ŎŀǇƛǘŀƭ Ǝŀƛƴ 
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. 



Standard and Itemized Deductions | Page 38 

Exception to use of Form 4952. You do not have to complete Form 4952 or attach it to your return if 
you meet all of the following tests. 
ω Your investment income from interest and ordinary dividends minus any qualified dividends 

is more than your investment interest expense. 
ω You have no other deductible investment expenses. 
ω 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. Items You Cannot Deduct 
 
Some interest payments are not deductible. Certain expenses similar to interest also are not 
deductible. Nondeductible expenses include the following items. 
ω Personal interest (discussed later). 
ω Annual fees for credit cards. 
ω Loan fees. 
ω Credit investigation fees. 
ω VA funding fees. 
ω Interest to purchase or carry tax-exempt securities. 

Penalties. You cannot deduct fines and penalties paid to a government for violations of law, regardless 
of their nature. 
 
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. 
ω Interest on car loans (unless you use the car for business). 
ω Interest on federal, state, or local income tax. 
ω Finance charges on credit cards, retail installment contracts, and revolving charge accounts 

incurred for personal expenses. 
ω 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 the proceeds 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 
mortgage interest if it is fully deductible, regardless of how the funds are used. 
You allocate interest (other than fully deductible home mortgage interest) on a loan in the same way 
as the loan itself is allocated. You do this by tracing disbursements of the debt proceeds to specific 
uses. 
 

VII. How To Report 
 
You must file Form 1040 or 1040-SR 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. 
See Table 4-1 for a summary of where to deduct your interest expense. 
 
TABLE 4-1. 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 20 

Deductible home mortgage interest and points reported on 
Form 1098 

Schedule A (Form 1040), line 8a 

Deductible home mortgage interest not reported on Form 1098 Schedule A (Form 1040), line 8b 

Deductible points not reported on Form 1098 Schedule A (Form 1040), line 8c 

Deductible mortgage insurance premiums Schedule A (Form 1040), line 8d 

Deductible investment interest (other than interest incurred to 
produce rents or royalties) 

Schedule A (Form 1040), line 9 

Deductible business interest (non-farm) 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 points. Generally, you can deduct the home mortgage interest and 
points reported to you on Form 1098 on Schedule A (Form 1040), line 8a. However, any interest 
showing in box 1 of Form 1098 from a home equity loan, or a line of credit or credit card loan secured 
by the property is not deductible if the proceeds were not used to buy, build, or substantially improve 
a qualified home. If you paid more deductible interest to the financial institution than the amount 
shown on Form 1098, show the portion of the deductible interest that was omitted from Form 1098 
on line 8b. Attach a statement explaining the difference and ŜƴǘŜǊ ά{ŜŜ ŀǘǘŀŎƘŜŘέ ƴŜȄǘ ǘƻ ƭƛƴŜ уōΦ 
If you can take a deduction for points that were not reported to you on Form 1098, deduct those 
points on 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 
person received a Form 1098 showing the interest that was paid during 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 address of the person who received the form. Deduct your share of the interest on Schedule A 
(Form 1040), line 8b, and ŜƴǘŜǊ ά{ŜŜ ŀǘǘŀŎƘŜŘέ ƴŜȄǘ ǘƻ ǘƘŜ ƭƛƴŜΦ !ƭǎƻ ŘŜŘǳŎǘ ȅƻǳǊ ǎƘŀǊŜ ƻŦ ŀƴȅ ǉǳŀƭƛŦƛŜŘ 
mortgage insurance premiums 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 deduction for the interest shown on the Form 1098 you received, deduct only your share of the 
interest on Schedule A (Form 1040), line 8a. You should let each of the other borrowers know what 
his or her share is. 
Mortgage proceeds used for business. If your home mortgage interest deduction is limited but all or 
part of the mortgage proceeds were used for business or other deductible activities, see Table 4-1. 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 interest. Deduct interest on a loan for income-producing rental 
or royalty property that is not used in your business in Part I of Schedule E (Form 1040). 
 

Example 
You rent out part of your home and borrow money to make repairs. You can deduct only the interest 
payment for the rented part in Part I of Schedule E (Form 1040). Deduct the rest of the interest 
payment on Schedule A (Form 1040) if it is deductible home mortgage interest. 

 
CHAPTER 4: TEST YOUR KNOWLEDGE 
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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 and do not need to be submitted in order to receive CE credit. 
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 
(assignment). 
 
1. Home mortgage interest is fully deductible if all of the following conditions are met except: 

A. you file Form 1040 or 1040-SR and itemize deductions on Schedule A 
B. both you and the lender must intend that the loan be repaid 
C. the mortgage must be a secured debt on a qualified home 
D. the mortgage(s) have a combined balance exceeding $1 million 

 
2. Why are points paid to obtain a home mortgage generally not deductible in the year paid: 

A. because points are not an established business practice 
B. because points are not computed as a percentage of the principal amount of the mortgage 
C. because points are listed on the Uniform Settlement Statement 
D. because points are prepaid interest and should be deducted over the life of the mortgage 

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

A. your AGI 
B. your taxable income 
C. your net investment income 
D. your net capital gain 

 
CHAPTER 4: SOLUTIONS 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 question to ensure 
comprehension of the material. 
 
1.  

A. Incorrect. You may be able to fully deduct home mortgage interest if certain conditions are 
met. Filing Form 1040 or 1040-SR with itemized deductions is one of the necessary conditions. 

B. Incorrect. The condition of intention of repayment for the home mortgage loan is a necessary 
condition for claiming the home mortgage interest deduction. 

C. Incorrect. The mortgage producing the intended interest expense to be deducted must be 
secured by a qualified home. 

D. CORRECT. Mortgage interest paid resulting from mortgage balances exceeding $1 million 
($500,000 for married filing separately) do not qualify for full deductibility. The $1 million was 
lowered to $750,000 ($375,000 for married filing separately) for new mortgages taken out 
after December 15, 2017. 

 
2.  

A. Incorrect. The deductibility of points is not directly related to a local business practice. 
B. Incorrect. Points are computed as a percentage of the principal amount of the borrowed 

funds, or mortgage. This calculation however has no relationship to the deductibility of these 
costs on a federal tax return. 

C. LƴŎƻǊǊŜŎǘΦ ¢ƘŜ ƭƛǎǘƛƴƎ ƻŦ άǇƻƛƴǘǎέ ƻƴ ŀ ǎǘŀƴŘŀǊŘ ŎƭƻǎƛƴƎ ǎǘŀǘŜƳŜƴǘ όCƻǊƳ I¦5-1) has no 
connection to their deductibility. 

D. CORRECT. The general rule is that points represent prepaid interest and therefore must be 
claimed over the life of the mortgage. However, a nine-point exception test exists that upon 
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meeting all such conditions will allow a taxpayer to fully deduct all points paid in the same 
year as they were paid. 

 
3.  

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

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

C. CORRECT. Your deduction for investment interest expense is limited to the amount of your 
net investment income. You can carry over the amount of investment interest that you could 
not deduct in the current year because of this limit to the next tax year. 

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

  




































































































































































