




Unless you’re affluent enough to pay for the full cost of your children’s college education
without any type of financial aid, hold off on contributing to an ESA until it’s clearer how
financial aid offices are going to treat them. If you’re affluent, you may not be eligible to con-
tribute to one anyway. The full $2,000 per child contribution to an ESA may be made only by
couples with AGIs less than $190,000 and single taxpayers with AGIs less than $95,000. The
$2,000 limit is reduced for married taxpayers with AGIs of more than $190,000 ($95,000 if
single) and eliminated if the AGI is more than $220,000 ($110,000 for singles).

If you earn more than these thresholds and want your kids to have ESAs, there’s a loophole.
Simply have someone else who isn’t earning more than the threshold amounts, such as a
grandparent, make the ESA contribution on your behalf.

Here are some other ESA rules and regulations that you need to be aware of:

� The tax-free exclusion of the earnings isn’t available on a distribution from the ESA in
the same year you claim a Hope Scholarship or Lifetime Earning Credit.

� Contributions to the account must be made before the child reaches 18 unless the
child is considered special needs, which is defined as “an individual who, because of a
physical, mental, or emotional condition (including learning disability), requires addi-
tional time to complete his or her education.”

� The money in the account can’t be used to invest in a life insurance policy.

� When the beneficiary reaches age 30, any balance must be distributed to him or her,
and he or she must include any earnings in his or her income (unless the account
holder is considered special needs). However, prior to reaching 30, the beneficiary may
transfer or roll over the balance to another beneficiary who is a member of his or her
family. The distribution must be made within 30 days of the beneficiary’s 30th birthday,
or within 30 days of his or her death.

� Any part of a distribution that must be included in income because it wasn’t used to
pay college expenses is subject to a 10 percent penalty, unless the distribution is paid
as a result of death or disability, or the amount distributed would have been used for
educational expenses except for the fact that your student received a scholarship or
some other sort of award.

Here’s an example of how the earnings on an ESA get taxed: Grandma and Grandpa con-
tributed $600 over the years to Chloe’s account. It’s now worth $1,000; thus the investment
earnings total $400 ($1,000 – $600). Because Chloe withdraws the $1,000 but uses only $750
(75 percent) to pay college expenses, of the $400 in earnings, only 75 percent, or $300, is
exempt from tax. Chloe must pay tax on the $100 balance. If she had used the entire $1,000
to pay her college expenses, the entire $400 of earnings would be exempt from tax. One
additional point: The $100 on which Chloe had to pay tax is also subject to a 10 percent
penalty.

Chloe can elect to waive the exclusion from tax on her withdrawal from her ESA if she
claims the Hope Scholarship or Lifetime Learning Credits instead. In this case, the 10 per-
cent penalty in the preceding example doesn’t apply because Chloe includes the earnings
from her ESA in her income.

Section 529 plans — state tuition plans
Section 529 plans (named after Internal Revenue Code section 529), also known as qualified
state tuition plans, are among the newer tax-advantaged college savings plans around. And
recent tax law changes made them even better.
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A parent or grandparent can put more than $100,000 (in some states, the limits on accounts
size are more than $250,000 per qualifying student!) into one of these plans for each child.
You can put up to $60,000 into a child’s college savings account immediately, and that
counts for the next five years’ worth of $12,000 tax-free gifts (actually, a couple can immedi-
ately contribute $120,000 per child) allowed under current gifting laws (see Chapter 25).
Money contributed to the account isn’t considered part of the donor’s taxable estate
(although if the donor dies before five years are up after gifting $60,000, a prorated amount
of the gift is charged back to the donor’s estate).

Section 529 plan investment earnings can be withdrawn tax-free (that’s right — completely
free of taxation) as long as the withdrawn funds are used to pay for qualifying higher educa-
tional costs. In addition to paying college costs (tuition, room and board, or other related
expenses), you can use the money in Section 529 plans to pay for graduate school and for
the enrollment and attendance expenses of special-needs students.

Some states provide tax benefits on contributions to their state-sanctioned plans, whereas
other states induce you to invest at home by taxing profits from out-of-state plans.

Unlike contributing money to a custodial account with which a child may do as he or she
pleases when he or she reaches the age of either 18 or 21 (it varies by state), these state
tuition plans must be used for higher education expenses. Some state plans even allow you
to change the beneficiary or take the money back if you change your mind. (If you do with-
draw the money, however, you owe tax on the withdrawn earnings, plus a penalty —
typically 10 percent.)

A big potential drawback — especially for families hoping for some financial aid — is that
college financial aid offices may treat assets in these plans as the child’s, which, as dis-
cussed earlier in the chapter, can greatly diminish financial aid eligibility.

Another potential drawback is that you have limited choices and control over how the
money in state tuition plans is invested. The investment provider(s) for each state plan gen-
erally decides how to invest the money over time within given investment options. In most
plans, the more years your child is away from college, the more aggressive the investment
mix is. As your child approaches college age, the investment mix is tilted more to conserva-
tive investments. Most state plans have somewhat high investment management fees, and
some plans don’t allow transfers to other plans.

Please also be aware that a future Congress could change the tax laws affecting these plans
and diminish the tax breaks or increase the penalties for nonqualified withdrawals. 

Clearly, there are pros and cons to Section 529 plans. They generally make the most sense for
affluent parents (or grandparents) of children who don’t expect to qualify for financial aid.

Do a lot of research and homework before investing in any plan. Check out the investment
track record, allocations, and fees for each plan, as well as restrictions on transferring to
other plans or changing beneficiaries. These plans are relatively new, and the market for
them is changing quickly, so take your time before committing to one of them. 

The rules and regulations surrounding Section 529 and ESAs are complex. To find out more,
check out Margaret’s book 529 & Other College Savings Plans For Dummies (Wiley).

Hope Scholarship and Lifetime Learning Credits
Tax credits assist some parents with the often high costs of education. We say some
because the credits are phased out for single tax filers with AGIs between $45,000 and
$55,000 and married couples filing jointly with AGIs between $90,000 and $110,000 (these
phase-out ranges annually increase with inflation).
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The first of the two credits — the Hope Scholarship Credit — allows up to a $1,500 tax
credit toward tuition and fees in each of the first two years of college.

The second credit — the Lifetime Learning Credit — allows a credit for up to 20 percent of
$10,000 in tuition and fee expenses (worth $2,000) per taxpayer. The Lifetime Learning
Credit can be used toward undergraduate and graduate education and toward coursework
that upgrades job skills.

If you, as a taxpayer, claim either of these credits in a tax year for a particular student, you
aren’t eligible to withdraw money without taxation from an ESA or a Section 529 plan
account for that same student, nor can you take the new college cost tax deduction. Also,
you can’t take the Hope Scholarship Credit in the same year that you use the Lifetime
Learning Credit for the same student; if you have more than one student who qualifies,
though, you may be able to take the Hope credit for one, and the Lifetime Learning Credit
for the other(s).

Minimizing your taxes and paying for college
Socking money away into your tax-sheltered retirement accounts helps you reduce your tax
burden and may help your children qualify for more financial aid. However, accessing retire-
ment accounts before age 591⁄2 incurs tax penalties.

So how do you pay for your children’s educational costs? There isn’t one correct answer,
because the decision depends on your overall financial situation. Here are some ideas that
can help you meet expected educational expenses and minimize your taxes:

� Don’t try to do it all yourself. Unless you’re affluent, don’t even try to pay for the full
cost of a college education for your children. Few people can afford it. You and your
children will, in all likelihood, have to borrow some money.

� Apply for aid, regardless of your financial circumstances. A number of loan pro-
grams, such as Unsubsidized Stafford Loans and Parent Loans for Undergraduate
Students (PLUS), are available even if your family isn’t deemed financially needy. Only
Subsidized Stafford Loans, on which the federal government pays the interest that
accumulates while the student is still in school, are limited to those students deemed
financially needy.

In addition to loans, a number of grant programs are available through schools, the
government, and independent sources. Specific colleges and other private organiza-
tions (including employers, banks, credit unions, and community groups) also offer
grants and scholarships. Some of these have nothing to do with financial need.

� Save in your name, not in your children’s. If you’ve exhausted your retirement
account contributions, saving money that you’re earmarking to pay for college is okay.
Just do it in your name. If your children’s grandparents want to make a gift of money to
them for college expenses, keep the money in your name; otherwise, have the grand-
parents keep the money until the kids are ready to enter college.

� Get your kids to work. Your child can work and save money to pay for college costs
during junior high, high school, and college. In fact, if your child qualifies for financial
aid, he or she is expected to contribute a certain amount to his or her educational
costs from money earned from jobs held during the school year or summer breaks and
from his or her own savings. Besides giving the student a stake in his or her own
future, this training encourages sound personal financial management down the road.

� Borrow against your home equity. If you’re a homeowner, you can borrow against the
equity (market value less the outstanding mortgage loan) in your property. Doing so is
usually wise because you can borrow against your home at a reasonable interest rate,
and the interest is generally tax-deductible. (Refer to Chapter 9 for information about
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tax-deductibility rules.) Be careful to borrow an amount you can afford to repay and
that won’t cause you to default on your loan and lose your home. Mortgages For
Dummies, which Eric Tyson co-wrote (Wiley), can help you with such borrowing
decisions.

� Borrow against your company retirement plans. Many retirement savings plans, such
as 401(k)s, allow borrowing. Just make sure that you’re able to pay back the money.
Otherwise, you’ll owe big taxes for a premature distribution.

Taxes on Your Kids’ Investments
Parents of all different financial means need to be aware of the financial aid implications of
putting money into an account bearing a child’s name. Read the section “Educational Tax
Breaks and Pitfalls” earlier in this chapter before investing money in your children’s names.
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Double-what bonds?
Among the many forms of bonds (debt) that our fine gov-
ernment issues are Series EE (double “E”) and Series I
bonds. These are one of the many classes of Treasury
bonds issued by that national organization with a pen-
chant for borrowing money. You may hear about these
bonds as a suggested investment for children’s college
expenses.

EE bonds purchased after 1989 and all I bonds have a
unique tax twist if you use the proceeds to pay for edu-
cational tuition and fees. (Room and board and other
education-related costs aren’t covered.) The interest
earned on the bonds is fully exempt from federal taxa-
tion (interest on the Treasury bonds is already state
tax–free) as long as two other requirements are met:

� The purchaser of the bond must be at least 24 years
of age.

� At the time the bonds were redeemed to pay for edu-
cational tuition and fees, the holder of the bond may
not have an AGI in excess of $78,100 if single or
$124,700 if married and filing a joint return. (For single
filers with an AGI between $63,100 and $78,100 and
married couples between $94,700 and $124,700, a
partial interest–tax exemption applies.)

Even if you’re somehow able to know years in advance
what your income will be when your toddler has grown
into a college-bound 18-year-old, you’ve gotta file yet
another tax form, Form 8815, to claim the exclusion of the
interest of EEs and Is from federal taxation. And don’t
forget that not a year goes by without Congress messing
with the federal tax laws. So the income requirements
for the tax exemptions can change.

You also need to know that EE and I Bonds often pay a
lower rate of interest than other, simpler comparable
bonds. The yield or interest rate on EE and I bonds is also
a chore to understand. You must hold these bonds for at
least five years in order to receive the return. The return
is equal to 85 percent of the average yield payable on
five-year Treasury notes during the period held, or 4 per-
cent, whichever is higher.

Regardless of how you use the EE and I bond proceeds,
you may defer taxation of the interest on them until you
cash them, or you may choose to pay tax on each year’s
interest in the year it’s earned. If you’re planning on using
these bonds to pay qualified higher education expenses,
make sure you don’t pay the tax on a yearly basis — after
you’ve paid the tax, you can’t get a refund even if you do
eventually use these bonds to pay for Junior’s college
tuition.

Don’t waste your time on these complicated bonds. They
are testimony to the absurdly complex tax code and gov-
ernment rules. You’re better off investing in mutual funds
that offer some growth potential. But if we haven’t dis-
suaded you, make sure that you buy these bonds from
the Federal Reserve Bank in your area and hold them in
an account with the Federal Reserve, or you can pur-
chase them online at www.treasurydirect.gov.
Doing so ensures that you’ll always get a statement on
your account and won’t lose track of the bonds when
you’re no longer being paid interest!
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Taxes for kids under 18
Prior to tax year 2006, prior to reaching the magical age of 14, kids had a special tax system
that applied to them. Effective in 2006, kids can still be kids in the eyes of the IRS for tax
purposes until they turn 18. Specifically, the first $850 of unearned income (income from
interest and dividends on investments) that a child earns isn’t taxed at all. It’s tax-free! In
contrast, earned income is considered income earned from work. Refer to Chapter 8 to find
out when you need to file a tax return for your child.

The next $850 of unearned income for this age set is taxed at the federal level at 10 percent.
Everything higher than $1,700 is taxed at the parents’ income tax rate. The system is set up
in this fashion to discourage parents from transferring a lot of assets into their children’s
names, hoping to pay lower taxes.

Because the first $1,700 of unearned income for the child is taxed at such a low rate, some
parents are tempted to transfer money into the child’s name to save on income taxes. Quite
a number of financial books and advisors recommend this strategy. Consider this passage
referring to transferring money to your children, from a tax book written by a large account-
ing firm: “Take advantage of these rules. It still makes sense to shift some income-producing
assets to younger children.” Wrong! As we discuss in “The (hidden) financial aid tax
system,” earlier in this chapter, this shortsighted desire to save a little in taxes today can
lead to your losing out on significant financial aid later. And what about your limited discre-
tionary income? You don’t want to put money in your child’s name if it means that you
aren’t fully taking advantage of your retirement accounts.

Consider putting money into an account bearing your child’s name only if

� You expect to pay for the full cost of a college education and won’t apply for or use any
financial aid, including loans that aren’t based on financial need.

� You’re comfortable with the notion that your child will have legal access to the money
at age 18 or 21 (depending on the state in which you live) if the money is in a custodial
account in the child’s name. At that age, the money is legally your child’s, and he or
she can blow it on something other than a college education.

After all the caveats and warnings, if you’re still thinking about putting money into an
account bearing your child’s name, consider buying tax-friendly investments that won’t gen-
erate significant tax liabilities until after the child turns 18. (See Chapter 22 for tax-friendly
investment ideas.) As we discuss in the following section, after your kids turn 18, all income
they earn is taxed at their rate, not yours.

You also can buy investments in your name and then transfer them to your child after
Junior turns 18. (Each parent is limited to giving $12,000 to each child per year before you
have to start worrying about preparing and filing a gift tax return.) That way, if the invest-
ment declines in value, you can take the tax loss; if the investment turns a profit, you can
save on your taxes by transferring the investment to your child and having your child pay
tax on it after turning 18. This strategy won’t work if your child is a movie or kidband star
and in a higher tax bracket than you are!

Tax-wise and not-so-wise investments 
for educational funds
You hear many sales pitches for “tax-wise” investments to use for college savings. Most aren’t
worthy of your consideration. Here’s our take on the best, the mediocre, and the worst.
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Mutual funds are ideal
Mutual funds, which offer investors of all financial means instant diversification and low-cost
access to the nation’s best money managers, are an ideal investment when you’re saving
money for educational expenses. See Chapter 22 for a discussion of the tax-wise ways to
invest in funds.

Think twice about Treasury bonds
Many tax and financial books recommend investing college funds in Treasury bonds issued
by the federal government. We aren’t enthusiastic about some of these (see the sidebar
“Double-what bonds?”). Zero-coupon Treasuries are particular tax headaches. They are sold
at a discount to their value at maturity instead of paying you interest each year. Guess
what? You still have to report the effective interest you’re earning each year on your tax
return. And just to give you a headache or pad your tax preparer’s bill, you or your preparer
have to calculate this implicit interest. Yuck!

Don’t bother with cash-value life insurance
Life insurance policies that have cash values are some of the most oversold investments to
fund college costs. The usual pitch is this: Because you need life insurance to protect your
family, why not buy a policy that you can borrow against to pay for college? Makes sense,
doesn’t it? Insurance agents also emphasize that the cash value in the policy is growing
without taxation over time. Although this part of their sales pitch is true, you have better
alternatives.

The reason you shouldn’t buy a cash-value life insurance policy is that, as we discuss earlier
in this chapter, you’re better off contributing to retirement accounts. These investments
give you an immediate tax deduction that you don’t receive when you save through life
insurance. Because life insurance that comes with a cash value is more expensive, parents
are more likely to make a second mistake — not buying enough life insurance coverage.
When you need life insurance, you’re better off buying lower-cost term life insurance. 

Make sure your money grows
An investment that fails to keep you ahead of inflation, such as a savings or money market
account, is another poor investment for college expenses. The interest on these accounts is
also taxable, which doesn’t make sense for many working parents. You need your money to
grow so you can afford educational costs down the road.
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Chapter 25

Estate Planning
In This Chapter
� Arriving at the ultimate and final insult — taxes for dying?!?

� Reviewing strategies for reducing estate taxes

� Utilizing trusts, wills, and more trusts

� Finding places where you can find help if you need it

Among the dreariest of tax and financial topics is the issue of what happens to your
money when you die. Depending on how your finances are structured and when you

pass on, you (actually, your estate) may get stuck paying estate taxes when you die.

Unfortunately, you can’t predict when the grim reaper will pay you a visit. This scenario
doesn’t mean that we all need to participate in complicated estate planning. On the con-
trary, if your assets aren’t substantial, a few simple moves may be all you need to get your
affairs in order.

Estate planning takes time and money, which are precious commodities for most people.
Whether spending your time and money on estate planning is worthwhile depends on your
personal and financial circumstances, both now and in the near future.

Figuring Whether You May Owe Estate Taxes
With all the warnings about the enormous estate taxes that you may owe upon your death,
you may think that owing estate taxes is a common problem. It isn’t, and with recent tax law
changes, paying estate taxes will become far less common in the years ahead. But some
insurance agents, attorneys, and estate-planning “specialists” use scare tactics to attract
prospective clients, often by luring them to free estate-planning seminars. What better way
to find people with money to invest!

Understanding the federal estate tax exemption
In tax year 2006, an individual at his or her death can pass $2 million to beneficiaries with-
out paying federal estate taxes. On the other hand, a couple, if they have their assets, wills,
and trusts properly structured (as discussed later in this chapter), can pass $4 million to
beneficiaries without paying federal estate taxes. Because most people still are trying to
accumulate enough money to retire or take a trip around the world someday, most folks
typically don’t have this problem and have this much money around when they die.
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In 2009, the amount that a deceased person may leave to his or her heirs increases to $3.5
million. Thus married couples making use of bypass trusts eventually will be able to shield
$7 million from federal estate taxes. (See “Establishing a bypass trust” later in this chapter
for more info.)

In 2010, your estate could be worth billions of dollars and be passed on to your heirs with-
out any estate tax. In that year and that year alone, the estate tax vanishes. However, in the
next year — 2011 — the allowable amount that can be passed on free of estate tax reverts
back to $1 million. Does that sound ridiculous or what?

Although we can’t and don’t want to predict future tax laws, we believe that you can proba-
bly count on the higher exemption amounts in large part sticking around. However, we don’t
think that you should count on the complete repeal of estate taxes in 2010 being made per-
manent. (Ultimately, what happens with future changes in the estate tax laws will be driven
by the composition of Congress and which party holds the presidency. The repeal will be
more likely to stick if Republicans have firm control of these branches of government.) We
discuss a variety of estate tax–reduction strategies later in this chapter, but first we talk
about how the IRS figures your taxable estate.

Determining your taxable estate
Unless you die prematurely, whether your assets face estate taxes depends on the amount
of your assets that you use up during your retirement, unless you already possess great
wealth. How much of your assets you use up depends on how your assets grow over time
and how rapidly you spend money.

To calculate the value of your estate upon your death, the IRS totals up your assets and sub-
tracts your liabilities. Assets include your personal property, home and other real estate,
savings and investments (such as bank accounts, stocks, bonds, and mutual funds held
inside and outside of retirement accounts), and life insurance death benefits (unless prop-
erly placed in a trust, as we describe later in this chapter). Your liabilities include any
outstanding loans (such as a mortgage), bills owed at the time of your death, legal and
other expenses to handle your estate, and funeral expenses.

If you’re married at the time of your death, all assets that you leave to your spouse are
excluded from estate taxes, thanks to the unlimited marital deduction (which we discuss
later in this chapter). The IRS also deducts any charitable contributions or bequests that
you dictate in your will from your assets before calculating your taxable estate.

How High Are Estate Taxes?
Under current tax law, if your estate totals more than $2 million at your death, you may owe
federal estate taxes. The top federal estate tax rate for 2006 is a hefty 46 percent.

In addition to raising the amounts that can be passed on free of federal estate taxes, as dis-
cussed in the prior section, tax law changes lower the tax rates that apply to estates large
enough to be subject to estate taxes (see Table 25-1). As we discuss earlier in the chapter,
the reason for the abrupt change in 2010 is the repeal of the estate tax that year, but the
2001 tax bill also includes a provision for its reinstatement in 2011. We think that some of
the reduction in estate tax rates will stick around for the long term, but for planning pur-
poses, don’t count on the repeal of the estate tax.
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Table 25-1 Top Federal Estate Tax Rate
Year Tax Rate

2006 46%

2007–2009 45%

2010 None — estate tax repealed!

2011 55%

States also can levy additional estate (levied on the estate) and inheritance (charged to the
recipient) taxes. With the elimination in 2005 of the provision that allowed states to share in
federal estate taxes collected, more states are imposing their own estate or inheritance tax,
or are choosing to calculate the tax due to the state on the basis of the share of federal
estate taxes they would have received under the pre-2001 federal law.

Reducing Expected Estate Taxes
(If You’re Rich)

You have your work cut out for you as you try to educate yourself about estate planning.
You can find many attorneys and non-attorneys selling estate-planning services, and you
can encounter many insurance agents hawking life insurance. All are pleased to sell you
their services. Most people don’t need to do fancy-schmancy estate planning with high-cost
attorneys. We give you the straight scoop on what, if anything, you need to be concerned
with now and at other junctures in your life, and we tell you the conflicts of interest that
these “experts” have in rendering advice.

Thanks to all the changes in the tax laws and the thousands of attorneys and tax advisors
working to find new ways around paying estate taxes, a dizzying array of strategies exist to
reduce estate taxes — including taking up residence in a foreign country! We start with the
simpler stuff and work toward the more complex.

Remember, as we discuss earlier in this chapter, new tax laws substantially increase the
amount of assets that you can pass on to your heirs free of estate taxes. Thus, far fewer
people will need to engage in complicated or even any estate planning (beyond preparing
a will).

Giving it away
Nothing is wrong with making, saving, and investing money. But someday, you have to look
in the mirror and ask, “For what purpose?” You can easily rationalize hoarding money —
you never know how long you’ll live or what medical expenses you may incur. Besides, your
kids still are paying off their credit cards and don’t seem to know a mutual fund from an
emergency fund. (Not that you’d want to be judgmental of your kids or anything!)

How much can you give?
Current tax law allows you to gift up to $12,000 per individual each year to as many people —
such as your children, grandchildren, or best friends — as you desire without any gift tax
consequences or tax forms required. If you’re married, your spouse can do the same. The
benefit of gifting is that it removes the money from your estate and therefore reduces your
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estate taxes. Even better is the fact that all future appreciation and income on the gifted
money also is removed from your estate, because the money now belongs to the gift recipi-
ent. (The current annual tax-free gifting limit of $12,000 per recipient will increase in future
years with inflation.)

Upon your death, your money has to go somewhere. By directing some of your money to
people and organizations now, you can pass on far more now because you’ll be saving
nearly 50 percent in estate taxes. Plus, while you’re alive, you can experience the satisfac-
tion of seeing the good that your money can do.

You can use gifting to remove a substantial portion of your assets from your estate over
time. Suppose that you have three children. You and your spouse each can give each of
your children $12,000 per year for a total gift of $72,000 per year. If your kids are married,
you can make additional $12,000 gifts to their spouses for another $72,000 per year. You also
can gift an unlimited amount to pay for current educational tuition costs and medical
expenses. Just be sure to make the payment directly to the institution charging the fees.

Yet another tax — the generation-skipping transfer tax — can be assessed on a gift. This tax
applies if the gift giver is a grandparent making a gift to a grandchild (and the grandparent’s
son or daughter is still alive) or in the case of a gift made to an unrelated individual who is
more than 371⁄2 years younger. See the advice of a qualified tax advisor if this tax may apply.

What should you give?
You have options in terms of what money or assets you gift to others. Start with cash or
assets that haven’t appreciated since you purchased them. If you want to transfer an asset
that has lost value, consider selling it first; then you can claim the tax loss on your tax
return and transfer the cash.

Rather than giving away assets that have appreciated greatly in value, consider holding
onto them. If you hold such assets until your death, your heirs receive what is called a
stepped-up basis. That is, the IRS assumes that the effective price your heirs “paid” for an
asset is the value on your date of death — which wipes out the capital gains tax that other-
wise is owed when selling an asset that has appreciated in value. (Donating appreciated
assets to your favorite charity can make sense because you get the tax deduction for the
appreciated value and avoid realizing the taxable capital gain.)
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Making gifts greater than $12,000 per year
You can make gifts of greater than $12,000 per year to an
individual; however, you have to prepare and file Form
709, United States Gift (and Generation-Skipping
Transfer) Tax Return. Chances are good that you won’t
have to pay any tax on the transfer, but when giving gifts
that large, the IRS does want to have a record.

You’re allowed to make gifts larger than $12,000 per year
to pay for another person’s tuition or medical expenses
without filing a Form 709. If you decide you want to pay
your beloved niece’s tuition to her Ivy League college
(how nice of you), just make sure that you write the
check directly to the school. Likewise, in the case of
paying someone else’s medical expenses, send your
check directly to the medical care provider or institution. 

If you make a large gift of cash or property to charity, and
you otherwise aren’t required to file Form 709, you don’t
need to report this gift, even if its value is in excess of
$12,000, provided that you gave up all interest in the prop-
erty you transferred. Don’t forget to include your gift on
Schedule A of your Form 1040 — even though the prop-
erty you’re gifting may not be part of this year’s income,
you’re still entitled to an income tax deduction. Check out
Chapter 9 for all the rules.

Gifts to political organizations aren’t really gifts at all. If
you’re so inclined and make large payments to political
organizations, you don’t trigger a requirement to file a
Form 709, even if your gift is greater than $12,000. What
a deal!
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Because there won’t be any estate tax in 2010, a so-called carry-over basis will apply to your
assets if you die in that year, and you won’t be able to wipe out capital gains on inherited
assets. The inheritor’s (heir’s) tax basis is the lesser of the deceased’s cost basis and the
asset’s fair market value at the date of death. At this time, an estate’s executor will have the
power to step up the basis of the estate’s assets by up to $1.3 million ($3 million for assets
left to a spouse).

One other little detail worth noting for year 2010 changes: An estate or heir still may sell the
deceased’s primary residence and qualify for the capital gains tax exclusion for sale of pri-
mary residence discussed in Chapter 23.

A more complicated way to gift money to your heirs and still retain some control over the
money is to set up a Crummey Trust. (Its name has nothing to do with the quality of the
trust!) Although the beneficiary has a short window of time (a month or two) to withdraw
money that’s contributed to the trust, you can verbally make clear to the beneficiary that, in
your opinion, leaving the money in the trust is in his or her best interest. You also can spec-
ify in the trust document itself that the trust money be used for particular purposes, such
as tuition. Some of the other trusts we discuss later in the “Setting up trusts” section may
meet your needs if you want more control over the money you intend to pass to your heirs.

Leaving all your assets to your spouse
Tax laws wouldn’t be tax laws without exceptions and loopholes. Here’s another one: If
you’re married at the time of your death, any and all assets that you leave to your spouse
are exempt from estate taxes normally due upon your death. In fact, you may leave an
unlimited amount of money to your spouse, hence the name unlimited marital deduction.
Assets that count are those willed to your spouse or for which he or she is named as benefi-
ciary (such as retirement accounts).

Although leaving all your assets to your spouse is a tempting estate-planning strategy for
married couples, this strategy can backfire. The surviving spouse may end up with an estate
tax problem upon his or her death because he or she will have all the couple’s assets. (See
the following section for a legal way around this issue, appropriately called a bypass trust.)
You face three other less likely but potential problems:

� You and your spouse could die simultaneously.

� The unlimited marital deduction isn’t allowed if your spouse isn’t a U.S. citizen.

� Some states don’t allow the unlimited marital deduction, so be sure to find out about
the situation in your state.

Establishing a bypass trust
A potential estate tax problem is created upon the death of a spouse if all of his or her
assets pass to the surviving spouse. When the surviving spouse dies, $2 million (for tax year
2006) can be passed on free of federal estate taxes.

If you have substantial assets, both you and your spouse can take advantage of the $2 mil-
lion estate-tax-free rule and pass to your heirs a total of $4 million estate-tax-free. By
shielding an additional $2 million from estate taxes, you save your heirs more than $900,000
in estate taxes. Thanks to recent tax law changes, the value of this strategy mushrooms as
the amount you can pass on free of estate taxes greatly increases. How? Each of you can,
through instructions in your will, direct assets to be placed into a bypass trust (also known
as credit shelter or exemption equivalent).
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Upon the death of the first spouse, assets equal in value to the amount that can be passed
tax-free (the exemption amount) held in that spouse’s name go into a trust. The surviving
spouse and/or other heirs still can use the income from those assets and even some of the
principal. They can receive 5 percent of the value of the trust or $5,000, whichever is
greater, each year. They also can draw additional principal if they need it for educational,
health, or living expenses. Ultimately, the assets in the bypass trust pass to the designated
beneficiaries (usually, but not limited to, children).

For a bypass trust to work, you likely will need to rework how you hold ownership of your
assets (for example, jointly or individually). You may need to individually title your assets
so that each spouse holds $2 million in assets and so that each can take full advantage of
the $2 million estate tax–free limit.

Remember, in the years ahead, bypass trusts will become even more valuable. As the
amount that an individual can pass on free of estate taxes rises to $3.5 million in 2009, a
married couple will be able to pass on a total of $7 million free of estate taxes when they use
a bypass trust.

Our attorney friends tell us that you need to be careful when setting up a bypass trust so
that it’s funded up to the full amount of the current federal tax–free exemption amount. The
reason: The surviving spouse may otherwise end up with less than what would’ve been
desired. Be sure to read the section “Getting advice and help,” later in this chapter, for how
to obtain good legal and tax advice.

Buying cash-value life insurance
Two major types of life insurance exist. Most people who need life insurance — and who
have someone dependent on their income — need to buy term life insurance, which is pure
life insurance: You pay an annual premium for which you receive a predetermined amount
of life insurance protection. If the insured person passes away, the beneficiaries collect;
otherwise, the premium is gone. In this way, term life insurance is similar to auto or home-
owner’s insurance.

The other kind of life insurance, called cash-value life insurance, is probably one of the most
oversold financial products in the history of Western civilization. Cash-value policies
(whole, universal, variable, and so on) combine life insurance with a supposed savings fea-
ture. Your premiums not only pay for life insurance, but some of your dollars also are
credited to an account that grows in value over time, assuming that you keep paying your
premiums. On the surface, a cash-value life policy sounds potentially attractive.

When bought and placed in an irrevocable life insurance trust (which we discuss later in
this chapter), life insurance, it’s true, receives special treatment with regard to estate taxes.
Specifically, the death benefit or proceeds paid on the policy upon your death can pass to
your designated heirs free of estate taxes. (Some states, however, don’t allow this.)

People who sell cash-value insurance — that is, insurance salespeople and other life insur-
ance brokers masquerading as estate-planning specialists and financial planners — too
often advocate life insurance as the best, and only, way to reduce estate taxes. But the other
methods we discuss in this chapter are superior in most cases.

Insurance companies aren’t stupid. In fact, they’re quite smart. If you purchase a cash-value
life insurance policy that provides a death benefit of, say, $1 million, you have to pay sub-
stantial insurance premiums, although far less than $1 million. Is that a good deal for you?
No, because the insurance company invests your premium dollars and earns a return the
same way as you otherwise would have, had you invested the money instead of using it to
buy the life insurance.
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Through the years, between the premiums you pay on your life policy and the returns the
insurance company earns investing your premiums, the insurance company is able to come
up with more than $1 million. Otherwise, how could it afford to pay out a death benefit of $1
million on your policy?

Using life insurance as an estate-planning tool is beneficial if your estate includes assets
that you don’t want to subject to a forced sale to pay estate taxes after you die. For exam-
ple, small-business owners whose businesses are worth millions may want to consider
cash-value life insurance under special circumstances. If your estate will lack the other nec-
essary assets to pay expected estate taxes and you don’t want your beneficiaries to be
forced to sell the business, you can buy life insurance to pay expected estate taxes.

For advice on whether life insurance is an appropriate estate-planning strategy for you,
don’t expect to get objective information from anyone who sells life insurance. Please see
the section “Getting advice and help,” later in this chapter.

Among the best places to shop for cash-value life insurance policies are Ameritas Direct
(800-552-3553; www.ameritasdirect.com) and USAA (800-531-8000). 

Setting up trusts
If estate planning hasn’t already given you a headache, understanding the different types of
trusts should. A trust is a legal device used to pass to someone else the management
responsibility and, ultimately, the ownership of some of your assets. We discuss some
trusts, such as bypass, Crummey, and life insurance trusts, earlier in this chapter; in this
section, we talk about other trusts you may hear about when planning your estate.
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Don’t get seduced into buying cash-value life insurance
for the wrong reasons

Some insurance salespeople aggressively push cash-
value policies because of the high commissions (50
percent to 100 percent of the first year’s premium paid
by you) that insurance companies pay their agents.
These policies are expensive ways to purchase life
insurance. Because of their high cost (about eight times
the cost of the same amount of term life insurance),
you’re more likely to buy less life insurance coverage
than you need, which, unfortunately, is the sad result of
the insurance industry pushing this stuff. The vast major-
ity of life insurance buyers need more protection than
they can afford to buy in cash-value coverage.

Agents know which buttons to push to get you interested
in buying the wrong kind of life insurance. Insurance
agents show you all sorts of projections implying that after
the first 10 or 20 years of paying your premiums, you won’t
need to pay more premiums to keep the life insurance in
force. The only reason you may be able to stop paying pre-
miums is that you’ve poured too much extra money into the
policy in the early years of payment. Remember that cash-
value life insurance costs eight times as much as term.

Insurance agents also argue that your cash value grows
tax-deferred. But if you want tax-deferred retirement sav-
ings, you first need to take advantage of retirement
savings plans such as 401(k)s, 403(b)s, SEP-IRAs, and
Keoghs. These plans, which will have even greater con-
tribution limits in the years ahead thanks to recent tax law
changes, give you an immediate tax deduction for your
current contributions in addition to growth without taxa-
tion until withdrawal. Money paid into a cash-value life
policy gives you no upfront tax breaks. When you’ve
exhausted the tax-deductible plans, then variable annu-
ities or a nondeductible IRA can provide tax-deferred
compounding of your investment dollars (see Chapter 22).

Life insurance tends to be a mediocre investment
anyway. The insurance company quotes you an interest
rate for the first year only. After that, the rate is at the
company’s discretion. If you don’t like the future interest
rates, you can be penalized for quitting the policy. Would
you invest your money in a bank account that quoted an
interest rate for the first year only and then penalized you
for moving your money in the next seven to ten years?
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Living trusts
A living trust effectively transfers assets into a trust. When you use a revocable living trust,
you control those assets and can revoke the trust whenever you desire. The advantage of a
living trust is that upon your death, assets can pass directly to your beneficiaries without
going through probate, the legal process for administering and implementing the directions
in a will.

Living trusts keep your assets out of probate but in and of themselves do nothing to help
you deal with estate taxes. Living trusts can contain bypass trusts and other estate
tax–saving provisions.

Property and assets that are owned by joint tenants with a right of survivorship (owned by
two or more individuals, with the deceased owner’s share passing upon death to the surviv-
ing owner(s)) or inside retirement accounts — such as IRAs or 401(k)s — and have
designated beneficiaries generally pass to heirs without going through probate. (Many
states also allow a special type of revocable trust for bank accounts called a Totten trust,
which also insulates the bank accounts from probate. Such trusts are established for the
benefit of another person, and the money in the trust is paid to that beneficiary upon the
account holder’s death.)

Probate can be a lengthy, expensive hassle for your heirs. Attorney probate fees may
approach 5 percent to 7 percent of the estate’s value. In addition, the details of your assets
become public record because of probate. In addition to saving you on probate fees and
maintaining your financial privacy, living trusts are useful in naming someone to administer
your affairs in the event you become incapacitated.
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Wills
Wills — legal documents that detail your instructions for
what you want done with your personal property and
assets upon your death — won’t save you on taxes or on
probate. Wills are, however, an estate-planning basic
that most people should have but don’t. Most of the
world doesn’t bother with wills, because laws and cus-
toms divvy up a person’s estate among the spouse and
children or other close relatives.

The main benefit of a will is that it ensures that your
wishes for the distribution of your assets are fulfilled. If
you die without a will (known in legalese as intestate),
your state decides how to distribute your money and other
property, according to state law. Therefore, your friends,
more-distant relatives, and favorite charities will probably
receive nothing. For a fee, the state appoints an adminis-
trator to supervise the distribution of your assets.

If you have little in the way of personal assets and don’t
really care who gets your possessions and other assets
(state law usually specifies the closest blood relatives),
you can forget about creating a will. You can save yourself

the time and depression that inevitably accompanies this
gloomy exercise.

When you have minor (dependent) children, a will is nec-
essary to name a guardian for them. In the event that you
and your spouse both die without a will, the state (courts
and social service agencies) decides who raises your
children. Therefore, even if you can’t decide at this time
who would raise your children, you at least need to
appoint a trusted guardian who can decide for you.

Living wills, medical powers of attorney, and durable
powers of attorney are useful additions to a standard
will. A living will tells your doctor what, if any, life-support
measures you would accept. A medical power of attor-
ney grants authority to someone you trust to make
decisions with a physician regarding your medical
options. A durable power of attorney gives someone else
the authority to act for you in other legal transactions if
you’re away or incapacitated, including signing your tax
returns. These additional documents usually are pre-
pared when a will is drawn up.
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You can’t escape the undertaker or the lawyers. Setting up a trust and transferring property
in and out costs money and time. Thus living trusts are likely to be of greatest value to
people who are age 60 and older, are single, and own assets worth more than $100,000 that
must pass through probate (including real estate, nonretirement accounts, and businesses).
Small estates are often less expensive to probate in some states than the cost and hassle of
setting up a living trust. (The key is to maintain an independent administration, which is
when the probate court trusts the executor to make most of the decisions without the
court’s supervision.)

Charitable trusts
If you’re feeling philanthropic, charitable trusts may be for you. With a charitable remainder
trust, you or your designated beneficiary receives income from assets that you donate to a
charity. At the time of your death, or after a certain number of years, the principal is
donated to the charity and is thus removed from your taxable estate. A charitable remain-
der trust makes especially good sense in cases where a person holds an asset that he or she
wants to donate that has greatly appreciated in value. By not selling the asset before the
donation, a hefty tax on the profit is avoided.

In a charitable lead trust, the roles of the charity and beneficiaries are reversed. The charity
receives the income from the assets for a set number of years or until you pass away, at
which point the assets pass to your beneficiary. You get a current income tax deduction for
the value of the expected payments to the charity.

Getting advice and help
The number of people who happily will charge you a fee for or sell you some legal advice or
insurance far exceeds the number actually qualified to render objective estate-planning
advice. Attorneys, accountants, financial planners, estate-planning specialists, investment
companies, insurance agents, and even some nonprofit agencies stand ready to help you
figure out how to dispense your wealth.
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Estate planning from the grave
It goes without saying that not everyone does the right
type of estate planning before passing on. Some people
die before their time, and others just can’t seem to get
around to the planning part, even when they’re in failing
health.

Although further planning after you’re dead and gone is
impossible, your heirs may legally take steps that can, in
some cases, dramatically reduce state taxes. Some legal
folks call these steps postmortem planning. Here’s an
example of how it works.

Suppose that Peter Procrastinator never got around to
planning for the distribution of his substantial estate. When
he died, all of his estate was to go to his wife. No dummy,
his wife hired legal help so that she could disclaim, or

reject, part of Peter’s big estate. Why would she do that?
Simple, so that part of the estate could immediately go to
their children. If she hadn’t disclaimed, Peter would have
missed out on his $2 million estate tax exclusion. By dis-
claiming, she possibly saved her heirs more than $900,000
in estate taxes.

The person doing the disclaiming, in this case Peter’s
wife, may not direct to whom the disclaimed assets will
go. Peter’s will or other legal documents specify who is
second in line. Disclaimers are also irrevocable, must be
made in writing, and are subject to other IRS rules and
regulations. A knowledgeable executor and attorney can
help you with disclaiming.
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Most of these people and organizations have conflicts of interest and lack the knowledge
necessary to do sound estate planning for you. Attorneys are biased toward drafting legal
documents and devices that are more complicated than may be needed. Insurance agents
and financial planners who work on commission try to sell cash-value life insurance.
Investment firms and banks encourage you to establish a trust account that requires them
to manage the assets in the future. Although the cost of free estate-planning seminars is
tempting, you get what you pay for — or worse.

Start the process of planning your estate by first looking at the big picture. Talk to your
family members about your financial situation. Many people never take this basic but criti-
cal step. Your heirs likely have no idea what you’re considering or what you’re worried
about. Conversely, how can you develop a solid action plan without understanding your
heirs’ needs and concerns? Be careful not to use money to control or manipulate other
family members.

For professional advice, you need someone who can look objectively at the big picture.
Attorneys and tax advisors who specialize in estate planning are a good starting point. Ask
the people you’re thinking of hiring whether they sell life insurance or manage money. If
they do, they can’t possibly be objective and likely aren’t sufficiently educated about estate
planning, given their focus.

For preparation of wills and living trusts, check out the high-quality software programs on
the market. Legal software may save you from the often-difficult task of finding a competent
and affordable attorney. Preparing documents with software also can save you money.

Using legal software is generally preferable to using fill-in-the-blank documents. Software
has the built-in virtues of directing and limiting your choices and keeping you from making
common mistakes. Quality software also incorporates the knowledge and insights of the
legal eagles who developed the software. As for the legality of documents that you create
with software, remember that you and your witnesses properly signing the document, for
example, make a will, legal and valid. An attorney preparing a document isn’t what makes it
legal. If your situation isn’t unusual, legal software may work well for you. 

For will and living trust preparation, check out WillMaker Plus by Nolo Press. In addition to
enabling you to prepare wills (in every state except Louisiana), WillMaker Plus can help you
create a living will, medical power of attorney (as we discuss in the sidebar “Wills” earlier in
the chapter), and a living trust. Living trusts are fairly standard legal documents that serve
to keep property out of probate in the event of your death (remember that it doesn’t
address the issue of estate taxes). The software package advises you to seek professional
guidance for your situation, if necessary.

If you want to do more reading on estate planning, pick up a copy of Plan Your Estate by
attorneys Denis Clifford & Cora Jordan (Nolo Press). When you have a large estate that may
be subject to estate taxes, consulting an attorney or tax advisor who specializes in estate
planning may be worth your time and money. Get smarter first and figure out the lingo
before you seek and pay for advice.
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Part VI
The Part of Tens
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In this part . . .
You can read these short chapters just about anytime

you have a few spare minutes, and they’re packed
with information that needs to stand out. We highlight
the ten best ways to avoid an audit, the top ten ways to
reduce your taxes that you or your friends may overlook,
ten tax tips for members of the military and their loved
ones, and ten interview questions you should be sure to
ask a tax advisor you’re considering hiring.
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Chapter 26

Ten Tips for Reducing Your Chances
of Being Audited

If you’ve never been audited, you probably fall into one of these categories: You’re still
young, you haven’t made gobs of money, or you’re just plain lucky. The fact is that many

taxpayers are audited during their adult lives. It’s just a matter of time and probability.

You can take some common-sense steps (honesty being the star of the show) to reduce
your chances of having to face an audit. So here are our top tips for lessening your chances
of being audited and avoiding all the time and associated costs of an audit.

Double-check your return for accuracy
Review your own return before you send it in. If the IRS finds mistakes through its increas-
ingly sophisticated computer-checking equipment, you’re more likely to be audited. They
figure that if they find obvious errors, some not-so-obvious ones lurk beneath the surface.

Have you included all your income? Think about the different accounts you had during the tax
year. Do you have interest and dividend statements for all your accounts? Finding these state-
ments is easier if you’ve been keeping your financial records in one place. Check your W-2s
and 1099s against your tax form to make sure that you wrote the numbers down correctly.

Don’t forget to check your math. Have you added, subtracted, multiplied, and divided cor-
rectly? Are your Social Security number and address correct on the return? Did you sign
and date your return?

Such infractions won’t, on their own, trigger an audit. In some cases, the IRS simply writes
you a letter requesting your signature or the additional tax you owe (if the math mistake isn’t
too fishy or too big). In some rare instances, the IRS even sends a refund if the mistake it
uncovers is in the taxpayer’s favor — really! Regardless of how the IRS handles the mistake,
it can be a headache for you to clear up, and, more important, it can cost you extra money.

Declare all your income
When you prepare your return, you may be tempted to shave off a little of that consulting
income you received. Who will miss it, right? The IRS, that’s who.

Thanks largely to computer cross-checking, the IRS has many ways of finding unreported
income. Be particularly careful if you’re self-employed; anyone who pays you more than
$600 in a year is required to file a Form 1099, which basically tells the IRS how much you
received.

When you knowingly hide income, you face substantial penalties and, depending on the
amount, criminal prosecution. That wouldn’t be a picnic, especially if you can’t afford to
hire a good defense attorney.

35_079010 ch26.qxp  11/10/06  2:30 PM  Page 475



Don’t itemize
People who itemize their deductions on Schedule A are far more likely to be audited
because they have more opportunity and temptation to cheat. By all means, if you can
legally claim more total deductions by using Schedule A than you can with the standard
deduction (this deduction stuff is all spelled out in Chapter 9), we say “itemize, itemize,
itemize.” Just don’t try to artificially inflate your deductions.

On the other hand, if it’s basically a toss-up between Schedule A and your standard deduc-
tion, taking the standard deduction is safer, and the IRS can’t challenge it.

Earn less money
At first glance, earning less money may seem like an odd suggestion, but there really are costs
associated with affluence. One of the costs of a high income — besides higher taxes — is a
dramatic increase in the probability of being audited. If your income is more than $100,000,
you have about a 1 in 20 chance each year of being audited. But your chance is less than 1 in
100 if your income is less than $50,000. You see, there are advantages to earning less!

If you manage to pile up a lot of assets and don’t enjoy them in retirement, your estate tax
return — your final tax return — is at great risk of being audited. Do you think a 1 in 20 or 1
in 100 chance is bad in the audit lottery? Uncle Sam audits about 1 in 7 estate tax returns.
Nearly half of estate tax returns for estates valued at more than $5 million are audited
because big bucks are at stake. The IRS collects an average of more than $100,000 for each
estate tax return it audits! So enjoy your money while you’re alive or pass it along to your
heirs in the here and now — otherwise, your heirs may have trouble getting it in the there
and later!

Don’t cheat
It may have taken the IRS a while to wise up, but now the government is methodically figur-
ing out the different ways that people cheat. The next step for the IRS — after they figure
out how people cheat — is to come up with ways to catch the cheaters. Cheaters beware!

The IRS also offers rewards for informants. If you’re brazen enough to cheat and the IRS
doesn’t catch you, you may not be home-free yet. Someone else may turn you in. So be
honest — not only because it’s the right thing to do but also because you’ll probably sleep
better at night knowing that you aren’t breaking the law.

Tax protesters, take note. The IRS may flag returns that are accompanied by protest notes.
Threats are bad, too — even if they’re meant in fun (humor isn’t rife at the IRS, we suspect).
The commandment to follow is: Thou shalt not draw attention to thyself. The protest issue
is interesting. During congressional hearings, tax protesters stand up and tell members of
Congress that the income tax is unconstitutional. They say they have proof. If we can get
our hands on the proof, we’ll include it in the next edition of this book. In the meantime, pay
your taxes and resist the temptation to send along a cranky letter with your tax returns and
payments. To read the IRS’s take on the typical tax protester’s arguments, point your Web
browser to www.irs.gov/pub/irs-utl/friv_tax.pdf for 66 action-packed pages, includ-
ing legal citations.

Stay away from back-street refund mills
Although this advice doesn’t apply to the majority of tax-preparation firms, unfortunately,
some firms out there fabricate deductions. Run away — as fast as you can — from tax pre-
parers who tell you, after winking, that they have creative ways to reduce your tax bill, or
those who base their fees on how many tax dollars they can save you. 
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Also beware of any preparer who promises you a refund without first thoroughly reviewing
your situation. Please refer to Chapter 2 and Chapter 29 for how to find a top-quality tax
preparer.

Be careful with hobby losses
Some people who have full-time jobs also have sideline businesses or hobbies with which
they try to make a few bucks. But be careful if you report the avocation as showing a loss
year after year on your tax forms. Filers of Schedule C, Profit or Loss from Business, are at
greatest risk for audits.

Here’s an example. You like to paint surreal pictures, and you even sold one in 2004 for $150.
But since then, you haven’t sold any paintings (the surreal market has faded). Nevertheless,
you continue to write off your cost for canvas and paint. The IRS will take a close look at
that record, and you may be a candidate for an audit.

Don’t be a non-filer
The IRS has a special project with a mission to go after the millions of non-filers. Lest you
think that the IRS does things in small ways, the IRS assigned hundreds of agents to this
project. Again, when you get caught — which is just a matter of time — in addition to owing
back taxes, interest, and big penalties, you may also face criminal prosecution and end up
serving time in the slammer. So keep a clear conscience, continue to enjoy your freedom,
and file your tax returns. And remember, better late than never!

Don’t cut corners if you’re self-employed
People who are self-employed have more opportunities to make mistakes on their taxes — or
to creatively take deductions — than company-payroll wage earners. As a business owner,
you’re responsible for self-reporting not only your income but also your expenses. You have
to be even more honest when dealing with the tax authorities, because the likelihood of
being audited is higher than average.

Don’t disguise employees as independent contractors. This maneuver is covered by another
IRS project. Remember the old barb: You can’t put a sign around the neck of a cow that
says, “This is a horse.” You don’t have a horse — you have a cow with a sign around its
neck. Just because you call someone an independent contractor doesn’t mean that person
isn’t your employee. If you aren’t sure about the relationship, refer to Chapter 21.

Nothing is wrong with being self-employed. But resist the temptation to cheat because
you’re far more likely to be scrutinized and caught as a self-employed worker.

Carry a rabbit’s foot
Try as you may to be an obedient taxpayer, you can be audited simply because of bad luck.
Every year, the IRS audits some taxpayers at random. Although such an undertaking may
seem like a colossal waste of time to a tax neophyte like yourself, this effort provides the
IRS with valuable information about the areas of tax returns where people make the most
mistakes — and about the areas where people cheat!

So, if you do get an audit notice, don’t assume that you did anything wrong. However, be
prepared for your audit — see Part IV of this book.
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Chapter 27

Ten (or So) Often-Overlooked 
Tax-Reduction Opportunities

This chapter presents the more commonly overlooked opportunities to reduce individual
income taxes. The income tax you pay is based on your taxable income minus your

deductions. We start first with overlooked ways to minimize your taxable income. Then we
move on to often-ignored deductions. We don’t want you to be like all those people who
miss out on perfectly legal tax-reduction strategies simply because they don’t know what
they don’t know.

Move extra savings out of the bank
Out of apathy or lack of knowledge of better options, far too many people keep extra cash
dozing away in their neighborhood bank. Yes, the bank has a vault and sometimes-friendly
tellers who may greet you by name, but banks also characteristically pay relatively low
rates of interest. Keeping your household checking account at the local bank is fine, but
you’re generally throwing away free interest if you keep your extra savings money there.

The better money market mutual funds often pay substantially greater interest than bank
savings accounts and offer equivalent safety. And if you’re in a high tax bracket, money
market funds come in tax-free flavors. Please see Chapter 22 to find out more about tax-
friendly investments.

Invest in wealth-building assets
During your working years, while you’re earning employment income, you probably don’t
need or want taxable income from your investments because it can significantly increase
your income tax bill. Real estate, stocks, and small-business investments offer the best long-
term growth potential, although you need to be able to withstand dips and sags in these
markets.

Most of the return that you can earn with these wealth-building investments comes from
appreciation in their value, making them tax-friendly because you’re in control and can
decide when to sell and realize your profit. Also, as long as you hold onto these investments
for more than one year, your profit is taxed at the lower, long-term capital gains tax rate.
(Stock dividends are also now subject to lower tax rates—see Chapter 22.)

Fund “tax-reduction” accounts
When you funnel your savings dollars into retirement accounts, such as a 401(k), 403(b),
SEP-IRA, Keogh, or IRA, you can earn substantial upfront tax breaks on your contributions. If
you think that saving for retirement is boring, consider the tens of thousands of tax dollars
these accounts can save you during your working years. 
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If you don’t use these accounts to save and invest, you may very well have to work many
more years to accumulate the reserves necessary to retire. Refer to Chapter 20 to find out
more, including how recent tax law changes significantly increased the benefits of these
accounts.

Work overseas
You’ve always wanted to travel overseas. When you go to work in a foreign country with low
income taxes, you may be able to save big-time on income taxes. For tax year 2006, you can
exclude $82,400 of foreign-earned income (whether working for a company or on a self-
employed basis) from U.S. income taxes. To qualify for this income tax exclusion, you must
work at least 330 days (about 11 months) of the year overseas or be a foreign resident. You
claim this income tax exclusion on IRS Form 2555, Foreign Earned Income Exclusion.

If you earn more than $82,400, don’t worry about being double-taxed on the income above
this amount. You get to claim credits for foreign taxes paid on your U.S. tax return on Form
1116, Foreign Tax Credit. Perhaps to give you more time to fill out this form and others, the
IRS gives Americans working abroad two extra months (until June 15) to file their tax
returns.

As with many things in life that sound too good to be true, this pot of overseas gold has
some catches. First, many of the places you’ve romanticized about traveling to and perhaps
living in — such as England, France, Italy, Sweden, Germany, and Spain — have higher
income tax rates than the ones in the United States. Also, this tax break isn’t available to
U.S. government workers overseas.

Look at the whole package when deciding whether to work overseas. Some employers
throw in a housing allowance and other benefits. Some companies understand the tax
breaks and reduce your pay accordingly. Be sure to consider all costs of living overseas,
both financial and emotional.

Check whether you can itemize
The IRS gives you two methods of determining your total deductions. Deductions are just
what they sound like: You subtract them from your income before you calculate the tax you
owe. So the more deductions you take, the smaller your taxable income — and the smaller
your tax bill. You get to pick the method that leads to the largest total deductions — and thus
a lower tax bill. But sometimes the choice isn’t so clear, so be prepared to do some figuring.

Taking the standard deduction usually makes sense if you have a pretty simple financial life —
a regular paycheck, a rented apartment, and no large expenses, such as medical bills, moving
expenses, or loss due to theft or catastrophe. Single folks qualify for a $5,150 standard deduc-
tion, and married couples filing jointly get a $10,300 standard deduction for tax year 2006.

The other method of determining your allowable deductions is to itemize them on your tax
return. This painstaking procedure is definitely more of a hassle, but if you can tally up
more than the standard deduction amounts, itemizing saves you money. Schedule A of your
1040 is the page for summing up your itemized deductions, but you won’t know whether
you have enough itemized deductions unless you give this schedule a good examination
(refer to Chapter 9).

If you currently don’t itemize, you may be surprised to discover that your personal prop-
erty and state income or sales taxes are itemizable. If you pay a fee to the state to register
and license your car, you can itemize the expenditure as a deduction (line 8 “Other Taxes”
on Schedule A). The IRS allows you to deduct only the part of the fee that relates to the
value of your car, however. The state organization that collects the fee should be able to tell
you what portion of the fee is deductible. If it’s a user-friendly organization, it even shows
this figure on your invoice. What service!
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When you total your itemized deductions on Schedule A and that amount is equal to or less
than the standard deduction, take the standard deduction without fail (unless you’re mar-
ried filing separately, and your spouse is itemizing — then you have to itemize). The total
for your itemized deductions is worth checking every year, however, because you may have
more deductions in some years than others, and you may occasionally be able to itemize.

Because you can control when you pay particular expenses for which you’re eligible to
itemize, you can shift or bunch more of them into selected years when you know that you’ll
have enough deductions to take full advantage of itemizing. For example, suppose that
you’re using the standard deduction this year because you just don’t have many itemized
deductions. Late in the tax year, though, you feel certain that you’ll buy a home sometime
during the next year. Thanks to the potential write-off of mortgage interest and property
taxes, you also know that you’ll be able to itemize next year. It makes sense, then, to shift as
many deductible expenses as possible into the next year.

Trade consumer debt for mortgage debt
Suppose that you own real estate and haven’t borrowed as much money as a mortgage
lender currently allows (given the current market value of the property and your financial
situation). And further suppose that you’ve run up high-interest consumer debt. Well, you
may be able to trade one debt for another. You probably can refinance your mortgage and
pull out extra cash to pay off your credit card, auto loan, or other expensive consumer
credit lines. You usually can borrow at a lower interest rate for a mortgage, thus lowering
your monthly interest bill. Plus, you may get a tax-deduction bonus, because consumer 
debt — auto loans, credit cards, credit lines — isn’t tax-deductible, but mortgage debt gen-
erally is. Therefore, the effective borrowing rate on a mortgage is even lower than the
quoted rate suggests.

Don’t forget, however, that refinancing your mortgage and establishing home equity lines
involve application fees and other charges (points, appraisals, credit reports, and so on).
You must include these fees in the equation to see whether it makes sense to exchange con-
sumer debt for more mortgage debt.

Swapping consumer debt for mortgage debt involves one big danger: Borrowing against the
equity in your home can be an addictive habit. We’ve seen cases in which people run up sig-
nificant consumer debt three or four distinct times and then refinance their homes the same
number of times over the years so they can bail themselves out. At a minimum, continued
expansion of your mortgage debt handicaps your ability to work toward other financial
goals. In the worst case, easy access to borrowing encourages bad spending habits that can
lead to bankruptcy or foreclosure on your debt-ridden home.

Consider charitable contributions and expenses
When you itemize your deductions on Schedule A, you can deduct contributions made to
charities. For example, most people already know that when they write a check for $50 to
their favorite church or college, they can deduct it. Yet many taxpayers overlook the fact that
they can also deduct expenses on work done for charitable organizations. For example, when
you go to a soup kitchen to help prepare and serve meals, you can deduct your transporta-
tion costs to get there. You just need to keep track of your bus fares or driving mileage.

You can also deduct the fair market value of donations of clothing, household appliances,
furniture, and other goods to charities — many of these charities will even drive to your
home to pick up the stuff. Just make sure to keep some documentation: Write a detailed list
and get it signed by the charity. Please see Chapter 9 for more on writing off charitable con-
tributions and expenses.
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Maximize miscellaneous expenses
A number of so-called miscellaneous expenses are deductible on Schedule A. Most of these
relate to your job or career and managing your finances. These expenses are deductible to
the extent that, in sum, they exceed 2 percent of your adjusted gross income (see Chapter 9):

� Educational expenses: You may be able to deduct tuition, books, and travel costs to and
from classes if your education is related to your career. Specifically, you can deduct these
expenses if your coursework improves your work skills. Continuing education classes for
professionals may be deductible. When the law or your employer requires you to take
courses to maintain your position, these courses are also deductible. But educational
expenses that enable you to change careers or to move into a new field or career aren’t
deductible.

� Investment and tax-related expenses: Investment and tax-advisor fees are deductible,
and so are subscription costs for investment-related publications. Accounting fees for
preparing your tax return or conducting tax planning during the year are deductible, as
are legal fees related to your taxes. If you purchase a home computer to track your
investments or prepare your taxes, you may be able to deduct part of that expense, too.

� Job search and career counseling: After you obtain your first job, you may deduct legiti-
mate costs related to finding another job within your field. For example, suppose that
you’re a gym teacher in Boston, and you decide you want to become a health club fitness
instructor in Philadelphia. You take a crash course in yoga and then fly to Philly a couple
of times for interviews. You can deduct the cost of the course and your trips — even if
you don’t ultimately change jobs. If you hire a career counselor to help you figure every-
thing out, you can deduct that cost, too. On the other hand, if you’re burned out on
cooking and decide that you want to become a professional volleyball player in L.A.,
that’s a new career. You may get a better tan, but you won’t generate deductions from
changing jobs.

� Unreimbursed expenses related to your job: If you pay for your own subscriptions
to trade journals to keep up-to-date in your field, or if you buy a new desk and chair to
ease back pain, you can deduct these costs. If your job requires you to wear special
clothes or a uniform, you can write off the cost of purchasing and cleaning them, as
long as the clothes aren’t suitable for wearing outside of work.

If you buy a computer for use outside the office at your own expense, you may be able
to deduct the cost of the computer if it’s for the convenience of your employer, or if it’s
a condition of your employment (and is used more than half the time for business).
Union dues and membership fees for professional organizations are also deductible.

Scour for self-employment expenses
If you’re self-employed, you already deduct a variety of expenses from your income before
calculating the tax that you owe. When you buy a computer or office furniture, you can
deduct those expenses (sometimes they need to be gradually deducted or depreciated over
time). Salaries for your employees, office supplies, rent or mortgage interest for your office
space, and phone expenses are also generally deductible.

Although more than a few business owners cheat on their taxes, some self-employed folks
don’t take all the deductions they should. In some cases, people simply aren’t aware of the
wonderful world of deductions. For others, large deductions raise the concern of an audit.
Taking advantage of deductions for which you’re eligible makes sense and saves you money.
Hiring tax help is worth the money — either by using a book like this one and/or by paying a
tax professional to review your return one year.
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Chapter 28

Ten (Plus One) Tax Tips for Military
Members (and Their Families)

Members of the military and their families have always received special consideration
from all branches of the U.S. government, and tax relief is no exception. This chapter

highlights important elements of the Military Family Tax Relief Act, together with some
other factors you may want to consider if you or your spouse is a member of the armed
forces (including the reserves).

This chapter only provides some of the basics. If you or your spouse is in the military, you
need to explore further. You can find additional information regarding paying income tax
while you’re in the military in IRS Publication 3, Armed Forces Tax Guide, which is avail-
able online at www.irs.gov, or by phone by calling 800-829-3676.

Not all of your income from the military may be taxable
In fact, if you’re serving in a combat zone or a qualified hazardous duty area, all your com-
pensation from active duty while you’re stationed there is exempt from taxation unless
you’re a commissioned officer. Commissioned officers’ pay earned while in a combat zone
or a qualified hazardous duty area may be partially taxed. In addition, if you’re hospitalized
due to an injury in a combat zone, or because of disease that you caught there, your pay
continues to be tax-exempt.

Even if you’re not stationed in a combat zone, much of your military compensation is tax-
exempt. For example, living allowances, including the Basic Allowance for Housing and the
Basic Allowance for Subsistence, the Overseas Housing Allowance, and other housing costs,
whether paid by the U.S. government or a foreign government, are exempt. So are moving
allowances and travel allowances, including an annual round-trip for dependent students
and leave between consecutive overseas tours of duty.

Even though you can exclude some or all of the income you’ve earned while serving in a
combat zone or qualified hazardous duty area, you may still use these nontaxable amounts
when calculating your earned income credit (EIC), child tax credit, or additional child tax
credit in order to give yourself a bigger credit. Remember, making the election to include
nontaxable combat pay when calculating these credits doesn’t mean you have to include
this income when calculating your tax. This income remains nontaxable!

Rules surrounding the sale of your home have been modified
Chapter 12 covers in great detail the sale of your principal residence and the exclusion of
$250,000 of capital gain if single and $500,000 if married filing joint. One of the requirements
to obtain this capital gains break is that you must be living in that house for at least two of
the previous five years. Fortunately, someone somewhere realized that this created a hard-
ship for members of the military, and the Military Family Tax Relief Act has addressed this
rule. Now (and retroactive to the sale of your principal residence after May 6, 1997) if you
or your spouse serve on qualified official extended duty as a member of the armed forces
during any part of the five-year qualifying period, you may choose to exclude your period of
service from the five years.
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The provisions here are quite extensive, but they’re clearly laid out in Publication 3. Check
it out if you think this rule may apply to you.

Payments to your family increase if you’re killed in action
The Military Family Relief Act increased from $6,000 to $12,000 the amount of benefits paid
to the family of any member of the armed forces in the case of that member’s death. The full
death benefit paid isn’t taxed to anyone. If you previously received a $6,000 benefit for a
family member’s death after September 10, 2001, that was partially taxed, you may be enti-
tled to a refund. You need to file a Form 1040X for the year in which you received the
formerly taxable benefit to obtain that refund.

Tax is forgiven if you’re killed in a combat zone or in any terrorist or military action
In addition to the $12,000 tax-free gratuity a family receives when a member of the military
is killed in combat, any income tax liability due to that person’s income for the year of death
and for any earlier tax years that the member served in a combat zone is forgiven. This
means that any unpaid tax liability no longer needs to be paid, and any liability for these
periods that was already paid will be refunded.

In addition, if the decedent, whether a military or civilian U.S. employee, is killed or later
dies from wounds received in a military or terrorist attack, even if it does not happen in
a designated combat zone, income tax is forgiven for the year of the attack and the year
immediately prior for that person’s income tax liability. Refunds will be given for taxes
already paid that are later forgiven.

For couples filing jointly, and surviving spouses, even though the decedent’s tax liability is
forgiven, yours isn’t. For any income-producing assets that you held jointly with your
spouse, only one-half of the income will be excluded, and only one-half of the deductions
will be allowed.

IRS Publication 3920, Tax Relief for Victims of Terrorist Attacks, gives you clear examples of
how to calculate the amount of tax forgiveness. It also tells you which income is included in
the forgiveness, and which isn’t. However, the rules are complex; you may wish to consult a
professional tax preparer before filing the necessary documents to obtain your refunds.

Filing and payment deadlines are automatically 
extended during combat and qualifying service
If you’re currently stationed in a combat zone or you have qualifying service outside a
combat zone, the deadlines for filing your tax returns, paying your taxes, filing claims for
refunds, or taking any other actions with the IRS are automatically extended. The deadline 
for the IRS to take action against you in an audit or in collections is also extended. Whew!
What a relief.

Extensions are extensions only, not a forgiveness of any tax owed. After you’re no longer on
active duty in a qualifying area (or no longer hospitalized continuously because of an injury
or illness that resulted from duty in one of those areas), the clock begins to run again. You
have 180 days after you’re no longer stationed in a combat zone or a qualifying hazardous
duty area plus the number of days that were left for you to take action with the IRS before
you were sent to that combat zone or other qualifying area. For example, if you were
deployed to Iraq on January 5, 2005, and return on November 30, 2006, your 2004 and 2005
income tax returns are automatically extended by 280 days (182 days plus the 102 days
from January 6 through April 17, 2005), or September 8, 2007. Your 2006 return is also
extended.
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Deferring income tax payments because of military service
Even if you’re not serving in a combat zone or other qualifying area, you may elect to delay
the payment of your income tax that is due either before or during your period of military
service. In order to defer payments, though, you must be performing active military service
(part-time reserve service doesn’t qualify), and you must notify the IRS, in writing, that you
can’t pay because you’re in the military.

This provision is clearly intended for reservists and National Guard members with higher-
paying jobs who have been called up for a period of active duty. In order to qualify for this
deferral, your period of active service must be longer than 30 consecutive days, and must
be mandated by either the president or the secretary of defense.

After you’re no longer on active duty, you have 180 days to pay the amount of tax you
deferred. After that point, the IRS will begin to charge you interest and penalties on any
unpaid balance you have.

Deducting overnight travel expenses for members 
of the National Guard and the Reserves
If you fall into this category and you had to travel more than 100 miles from home for a
meeting or a drill, you’re now allowed to deduct unreimbursed expenses for transportation,
meals, and lodging as a deduction on your Form 1040. You’ll need to complete Form 2106 to
calculate this deduction, but you’ll take it on line 24 of your 1040. Look in Chapter 7 for
more about this deduction.

No 10 percent penalty for early distributions from IRA, 401-K and 403-B plans for
reservists called to active duty
As a result of the Pension Protection Act of 2006, qualified military reservists may now take
distributions from their IRA, 401k, or 403b plan without paying the 10 percent penalty for
early distributions. All reservists qualify who were called to active duty for at least 180 days
or for an indeterminate time between September 11, 2001 and December 31, 2007. If that
describes you and your situation, while your distributions are still subject to income tax,
you won’t be charged the additional 10 percent tax for taking an early distribution from
your IRA (whether traditional, non-deductible, or Roth), your 401k plan, or your 403b plan.

This relief is retroactive to September 11, 2001. So, if you took a distribution after that date,
and have already paid the penalty, guess what? You need to file an amended Form 1040X and
get a refund for the penalty amount. Just write “Active Duty Reservist” on the top of the form.
In Part II, Explanation of Changes, give the date you were called to active duty, the amount of
the distribution you took, and the amount of the penalty you were charged. It’s that simple! 

If you want to re-contribute all or part of any distribution you took back to an IRA, you can.
Normally, you’d have to re-contribute the money within two years after your active duty ends.
Because this law was made retroactive to September 11, 2001, though, Congress has stretched
that rule a bit to include those who’ve already completed their service. If your active duty
ended before August 17, 2006 (the day after the bill was enacted), you have until August 17,
2008 to put the money back. Remember, though, that a re-contribution is not tax-deductible.

No 10 percent penalty for nonqualifying distributions from Coverdell 
ESAs or Section 529 plans for military academy students
If you’ve been fortunate enough to obtain one of the coveted spots at West Point, the U.S.
Naval Academy, the U.S. Air Force Academy, the U.S. Coast Guard Academy, or the Merchant
Marine Academy, you’re in luck. The taxpayer is paying for all of your tuition, room, board,
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books, and so on. But what happens to the money your parents or other friends and rela-
tives scrimped and saved and put into either an ESA or a Section 529 plan? Are you, or they,
now going to be penalized because you don’t need that money for your education?

In a word, no. Although the income portion of distributions will still be taxed to you, there
will be no 10 percent penalty on top of the ordinary income tax, provided that you don’t take
more in distributions each year than the amount that your qualified educational expenses
would cost if you had to pay for them. These amounts should be readily available from the
financial offices of the military academy. Trust us, you’re not the only one in this boat.

Military base realignment and closure benefits are excludable from income
If you receive payment for moving and storage services due to a permanent change of sta-
tion, you’re entitled to exclude these amounts from your income to the extent that your
expenses involved in that move don’t exceed the amount of the payment. In addition, don’t
include in income any amounts you receive as a dislocation allowance, a temporary lodging
expense, temporary lodging allowance, or a move-in housing allowance.

Obviously, allowances are never as accurate as reimbursements (but are much easier for
the government to administer), so the amounts that you spend on your move may be more
or less than the amounts you actually receive. If you receive more than you spent, you must
report the excess on line 7 of your Form 1040 or 1040A. If you received less than the actual
costs of your move, you are, of course, entitled to deduct the nonreimbursed portion of
your moving costs. Complete Form 3903, Moving Expenses, to determine the total amount
of your deduction.

Beware of tax scams aimed at members of the military and their families
The existence of con artists is as old as the wheel, and the emergence of new technologies
just makes it easier for them to scam unsuspecting taxpayers into paying them money,
releasing personal information, or both.

Be wary of two current scams targeting military members and their families:

� One offers refunds in exchange for a hefty “postage fee.”

� The other asks for personal information such as Social Security numbers, dates of
birth, and credit card information (which they then use to tap into all your financial
dealings and steal your identity).

You may even find “tax collectors” at your door, demanding payment now!

The IRS doesn’t ever ask you for any sensitive information, such as personal identifying
information or credit card numbers, by e-mail. It never charges you to process a refund
request, and any IRS agent who visits your home will carry a picture ID with him or her
(plus the agent will normally contact you prior to visiting). If you run across one of these
situations, run, don’t walk, away. Contact your local IRS office as soon as possible to notify
them of the situation. They’ll let you know if what you’re looking at is legitimate or a scam.
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Chapter 29

Ten Interview Questions
for Tax Advisors

When you believe that your tax situation warrants outside help, be sure to educate
yourself as much as possible beforehand. Why? The more you know, the better able

you’ll be to evaluate the competence of someone you may hire.

Make sure that you ask the right questions to find a competent tax practitioner whose skills
match your tax needs. We recommend that you start with the questions discussed in the fol-
lowing sections.

What tax services do you offer?
Most tax advisors prepare tax returns. We use the term tax advisors because most tax folks
do more than simply prepare returns. Many advisors can help you plan and file other impor-
tant tax documents throughout the year. Some firms also assist your small business with
bookkeeping and other financial reporting, such as income statements and balance sheets.
These services can be useful when your business is in the market for a loan, or if you need
to give clients or investors detailed information about your business.

Ask tax advisors to explain how they work with clients. You’re hiring the tax advisor
because you lack knowledge of the tax system. If your tax advisor doesn’t prod and explore
your situation, you may be walking into a situation where “the blind are leading the blind.”
A good tax advisor can help you make sure that you aren’t overlooking deductions or
making other costly mistakes that may lead to an audit, penalties, and interest. Beware of
tax preparers who view their jobs as simply plugging into tax forms the information that
you bring them.

Do you have areas that you focus on?
This question is important. For example, if a tax preparer works mainly with people who
receive regular paychecks from an employer, that tax preparer probably has little expertise
in helping small-business owners best complete the blizzard of paperwork that the IRS
requires.

Find out what expertise the tax advisor has in handling whatever unusual financial events
you’re dealing with this year — or whatever events you expect in future years. For example,
if you need help completing an estate tax return for a deceased relative, ask how many of
these types of returns the tax preparer has completed in the past year. About 15 percent of
estate tax returns are audited, so you don’t want a novice preparing one for you.

What other services do you offer?
Ideally, you want to work with a professional who is 100 percent focused on taxes. We know
it’s difficult to imagine that some people choose to work at this full time, but they do — and
lucky for you!

38_079010 ch29.qxp  11/10/06  2:31 PM  Page 487



A multitude of problems and conflicts of interest crop up when a person tries to prepare tax
returns, sell investments, and appraise real estate — all at the same time. That advisor may
not be fully competent or current in any of these areas.

By virtue of their backgrounds and training, some tax preparers also offer consulting and
financial planning services for business owners and other individuals. Because he or she
already knows a great deal about your personal and tax situation, a competent tax profes-
sional may be able to help in these areas. Just make sure that this help is charged on an
hourly consulting basis. Avoid tax advisors who sell financial products that pay them a com-
mission — this situation inevitably creates conflicts of interest.

Who will prepare my return?
If you talk to a solo practitioner, the answer to this question should be simple — the person
you’re talking to should prepare your return. But if your tax advisor has assistants and
other employees, make sure that you know what level of involvement these different people
will have in the preparation of your return.

It isn’t necessarily bad if a junior-level person does the preliminary tax return preparation
that your tax advisor will review and finalize. In fact, this procedure can save you money in
tax-preparation fees if the firm bills you at a lower hourly rate for a junior-level person. Be
wary of firms that charge you a high hourly rate for a senior tax advisor who then delegates
most of the work to a junior-level person.

How aggressive or conservative are you regarding the tax law?
Some tax preparers, unfortunately, view their role as enforcement agents for the IRS. This
attitude often is a consequence of one too many seminars put on by local IRS folks, who
admonish (and sometimes intimidate) preparers with threats of audits.

On the other hand, some preparers are too aggressive and try tax maneuvers that put their
clients on thin ice — subjecting them to additional taxes, penalties, interest, and audits.

Assessing how aggressive a tax preparer is can be difficult. Start by asking what percentage
of the tax preparer’s clients gets audited (see the next question). You can also ask the tax
advisor for references from clients for whom the advisor helped unearth overlooked oppor-
tunities to reduce tax bills.

What’s your experience with audits?
As a benchmark, you need to know that about 1 percent of all taxpayer returns are audited.
For tax advisors working with a more affluent client base or small-business owners, expect a
higher audit rate — somewhere in the neighborhood of 2 percent to 4 percent.

If the tax preparer proudly claims no audited clients, be wary. Among the possible explana-
tions, any of which should cause you to be uncomfortable in hiring such a preparer: He or
she isn’t telling you the truth, has prepared few returns, or is afraid of taking some legal
deductions, so you’ll probably overpay your taxes.

A tax preparer who has been in business for at least a couple of years will have gone
through audits. Ask the preparer to explain his or her last two audits, what happened, and
why. This explanation not only sheds light on a preparer’s work with clients, but also on his
or her ability to communicate in plain English.

How does your fee structure work?
Tax advisor fees, like attorney and financial planner fees, are all over the map — from $50 to
$300 or more per hour. Many preparers simply quote you a total fee for preparation of your
tax return.
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Ultimately, the tax advisor charges you for time, so you should ask what the hourly billing
rate is. If the advisor balks at answering this question, try asking what his or her fee is for a
one-hour consultation. You may want a tax advisor to work on this basis if you’ve prepared
your return yourself and want it reviewed as a quality-control check. You also may seek an
hourly fee if you’re on top of your tax preparation in general but have some very specific
questions about an unusual or one-time event, such as the sale of your business.

Clarify whether the preparer’s set fee includes follow-up questions that you may have
during the year, or if this fee covers IRS audits on the return. Some accountants include
these functions in their set fee, but others charge for everything on an as-needed basis. The
advantage of the all-inclusive fee is that it removes the psychological obstacle of your feel-
ing that the meter’s running every time you call with a question. The drawback can be that
you pay for additional services (time) that you may not need or use.

What qualifies you to be a tax advisor?
Tax advisors come with a variety of backgrounds. The more tax and business experience
they have, the better. But don’t be overly impressed with credentials. As we discuss in
Chapter 2, tax advisors can earn certifications such as CPAs and EAs. Although gaining 
credentials takes time and work, these certifications are no guarantee that you get quality,
cost-effective tax assistance or that you won’t be overcharged.

Generally speaking, more years of experience are better than less, but don’t rule out a
newer advisor who lacks gray hair or who hasn’t yet slogged through thousands of returns.
Intelligence and training can easily make up for less experience.

Newer advisors also may charge less so they can build up their practices. Be sure, though,
that you don’t just focus on each preparer’s hourly rate. Ask each practitioner that you
interview how much total time he or she expects your tax return to take. Someone with a
lower hourly fee can end up costing you more if he or she is slower than a more experi-
enced and efficient preparer with a higher hourly rate.

Do you carry liability insurance?
If a tax advisor makes a major mistake or gives poor advice, you can lose thousands of dol-
lars. The greater your income, assets, and the importance of your financial decisions, the
more financial harm that can be done. We know that you aren’t a litigious person, but your
tax advisor needs to carry what’s known as errors and omissions, or liability insurance. You
can, of course, simply sue an uninsured advisor and hope the advisor has enough personal
assets to cover a loss, but don’t count on it. Besides, you’ll have a much more difficult time
getting due compensation that way!

You may also ask the advisor whether he or she has ever been sued and how the lawsuit
turned out. It doesn’t occur to most people to ask this type of question, so make sure that
you tell your tax advisor that you’re not out to strike it rich on a lawsuit! Another way to 
discover whether a tax advisor has gotten into hot water is by checking with appropriate
professional organizations to which that preparer may belong. You can also check whether
any complaints have been filed with your local Better Business Bureau (BBB), although this
is far from a foolproof screening method. Most dissatisfied clients don’t bother to register
complaints with the BBB, and you should also know that the BBB is loath to retain com-
plaints on file against companies who are members.

Can you provide references of clients similar to me?
You need to know that the tax advisor has handled cases and problems like yours. For
example, if you’re a small-business owner, ask to speak with other small-business owners.
But don’t be overly impressed by tax advisors who claim that they work mainly with one
occupational group, such as physicians. Although there’s value in understanding the
nuances of a profession, tax advisors are ultimately generalists — as are the tax laws.
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When all is said and done, make sure that you feel comfortable with a tax advisor. We’re not
suggesting that you evaluate an advisor the way you would a potential friend or spouse! But
if you’re feeling uneasy and can’t understand what your tax advisor says to you in the early
stages of your relationship, trust your instincts and continue your search. Remember that
you can be your own best tax advisor — finding out the basics will pay you a lifetime of divi-
dends and can save you tens of thousands of dollars in taxes and tax advisor fees!
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Here we provide a list of common tax-related terms that you’ll find useful when
preparing your taxes or speaking to a tax professional.

• A •
Accelerated Cost Recovery System (ACRS): A little tax history here. The ACRS method of
depreciation lets you claim larger depreciation deductions for business property in the
early years of ownership. It was replaced by the MACRS (Modified Accelerated Cost
Recovery System), effective tax year 1987. (See Modified ACRS.)

accelerated depreciation: This depreciation method yields larger deduction amounts for
you — as opposed to the straight-line depreciation method. Depreciation amounts are
larger in the early years and lesser in the later years. (See straight-line depreciation.)

accrual method: This accounting method lets you report income in the year it has been
earned, even if not yet received, and expenses when incurred, even if not yet paid. (See cash
method.)

active participation: This term is used to indicate whether you’re eligible to participate in
your employer’s retirement savings or pension plan. If you’re eligible, then your ability to
deduct a regular Individual Retirement Account (IRA) contribution is based on your income
(actually, your adjusted gross income).

adjusted basis: The adjusted basis reflects your cost of property (see basis) plus the cost of
improvements minus depreciation. You calculate your property’s adjusted basis when you
sell your property so that, for tax purposes, you can figure your profit or loss. If you acquire
the property by inheritance, the property’s adjusted basis is its fair market value on the
deceased’s date of death. If you acquire the property by gift, the property’s adjusted basis
is the donor’s adjusted basis plus any gift tax paid by the donor on its transfer to the
recipient.

adjusted gross income (AGI): AGI consists of all your income (including wages, salaries,
tips, and taxable interest) minus allowable adjustments. You calculate your AGI before sub-
tracting itemized deductions and personal exemptions. You arrive at this figure at the
bottom of the front side of your Form 1040.

after-tax contributions: Some retirement plans allow you to contribute money that has
already been taxed. Such contributions are known as after-tax contributions.

alimony: Payments to a divorced or separated spouse that meet a number of IRS require-
ments and are then deductible by the payer and taxable to the recipient. Receiving alimony
qualifies you to make an IRA contribution.

alternative minimum tax (AMT): AMT is a second federal tax system designed to prevent
higher-income people from taking too many deductions and paying too little in taxes. Keep
calculating!
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amended return: Your chance to file another form — 1040X — within three years of the
original return, correcting a mistake or making a change in your tax return for that year.
Kind of like correcting an exam you’ve already turned in to the professor — neat, huh?

amortization: Similar to depreciation but relating to the deduction for using up intangible
assets (such as goodwill). This is a way of writing off (depreciating) these assets over their
projected lives.

annual gift tax exclusion: Each year, you may gift up to $12,000 per recipient to as many
recipients as your heart desires. The gift isn’t taxable to the recipient (also not tax-
deductible to the donor, unless given to a qualifying charity).

annuity: An investment product that is essentially a contract backed by an insurance com-
pany, and is frequently purchased for retirement purposes. Its main benefit is that it allows
your money to compound and grow until withdrawal without taxation. Selling annuities is 
a lucrative source of income for insurance agents and “financial planners” who work on
commission, so don’t buy one until you’re sure that it makes sense for your situation.

assessment: An assessment of tax is a bill for additional tax made when a return is filed that
shows a balance due or when the IRS determines, after reviewing your return, that you owe
additional tax. Unless the collection of tax is in jeopardy (see jeopardy assessment) or a
mathematical error has been made, the IRS can’t collect an assessment until you have
exhausted all your administrative and legal avenues. When the IRS assesses additional tax
beyond the amount shown on the original return, it must send you a Statutory Notice of
Deficiency. If you choose not to challenge this determination, the IRS may collect the
amount of the assessment after 90 days (or 150 days if the notice is sent abroad).

asset: A property or investment, such as real estate, stock, mutual fund, equipment, and so
on, that has monetary value that could be realized if sold.

at-risk rules: Rules that limit your loss deductions to the cash amount you have invested.

audit: IRS examination and inquisition, generally at the IRS offices, of your financial records
that back up what you declare and claim on portions of, or your entire tax return. One of
life’s ten worst experiences.

Automated Collection System (ACS): The IRS’s “collection agency.” If, after receiving three
notices generated by an IRS service center, you haven’t paid what is owed, your delinquent
account is sent to the ACS. The ACS has the authority to enter into an installment agree-
ment, and its contact with you is exclusively by telephone (hence the automation portion of
its name). If the ACS can’t collect from you, a revenue officer at a district office takes over
your account.

away from home: Specific IRS guidelines that determine your ability to deduct business
travel expenses.

• B •
backup withholding: When you fail to give your Social Security or other Taxpayer
Identification number to the person or organization that pays you interest, dividends,
royalties, rents, or a consulting fee, or when you fail to furnish the payer with a statement
that you aren’t subject to backup withholding, the payer must withhold federal income tax
at the rate of 20 percent of the income received. The IRS, for example, notifies the payers
of interest and dividends to begin backup withholding when you fail to report and pay tax
on interest and dividend income on your tax return.
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bad debt: Money that you’re owed that you probably won’t get. May be tax-deductible.

bankruptcy: Legal action that stops IRS and other creditors’ collection actions against you.

basis: The tax basis of property (such as stock and real estate) used for determining the
gain or loss on its sale or for claiming a depreciation, casualty loss, or other tax deduction.
The tax basis is usually the property’s cost to you. (See also adjusted basis.)

below-market-rate loan: A loan generally made between family members or friends at an
interest rate lower than comparable loans available from financial institutions. The party
making the loan, if audited, may be forced to pay income tax on the extra loan income they
should have been receiving.

beneficiaries: The people to whom you desire to leave your assets. For each retirement
account, for example, you denote beneficiaries.

boot: A term used to describe the receipt of cash, or its equivalent, in the tax-free exchange
of investment real estate (known as a 1031 or Starker exchange). A tax-free exchange of real
estate allows you, subject to IRS guidelines, to avoid paying tax on your profit when selling a
rental property by rolling over that profit into another rental property. Boot is taxable when
you’re doing such a tax-free exchange, so if you don’t want to owe any tax from a tax-free
exchange of real estate, don’t receive any boot!

business interest: The tax deduction that businesses may take for interest paid on business
loans.

business meal: The closest thing to a free lunch you’ll get from the IRS. Fifty percent of the
cost of IRS-allowable business meals is deductible.

business use (of an automobile): If you use your car for noncommuting business purposes,
you may deduct the actual costs of usage or claim the standard mileage rate. If you work for
an employer, you take this deduction on Schedule A (Itemized Deductions).

bypass trust: Also known as credit shelter or exemption equivalent trust. A trust designed to
provide benefits to a surviving spouse, and increased shelter from estate taxes for more of
your estate.

• C •
C Corporation: A business entity taxed according to the corporate, not individual, income
tax rate schedule. Income, known as dividends, paid out to the corporation’s shareholders
is taxed on each shareholder’s own tax return.

calendar year: A 12-month period ending on December 31. In contrast, some companies use
a fiscal calendar that ends during another time of the year.

capital expenditures or expenses: Expenses that you may not immediately deduct but that
you can depreciate over time by adding them to the basis of the property. For example, if
you put a new roof on your investment real estate property, that expense is depreciated
over time because the roof increases the usefulness/value of the property.

capital gain or loss: A taxable gain or loss effected through the sale of a property or finan-
cial asset, such as a stock, bond, or mutual fund held outside of a retirement account. The
gain or loss is calculated by subtracting the adjusted basis from the sale price of the asset.
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capital gains distribution: Taxable distribution by a mutual fund or a real estate investment
trust (REIT) caused by securities that are sold at a profit. This distribution may be either
short term (assets held a year or less) or long term (assets held more than 12 months).

capital loss carryover: If you sell stocks, bonds, or other securities with net losses totaling
more than $3,000 in a year, for tax purposes you must “carry over” the losses in excess of
$3,000 to the subsequent tax year(s). Only $3,000 may be taken as a tax loss on your tax
return.

cash method: Business accounting method by which you report income when the income is
actually received, and expenses when actually paid. This method gives you more control
over when income and expenses are recognized for tax purposes than the accrual method.
(See accrual method.)

casualty loss: A deductible loss resulting from an unexpected cause, such as an earthquake,
fire, or flood. These losses on your personal income tax return are deductible on Schedule A
to the extent that they exceed 10 percent of your AGI (after a $100 deductible).

charitable contribution: Allowable deduction taken on Schedule A for donation of cash or
property to IRS-approved/qualified charities.

child and dependent care credit: Tax credit taken off Form 2441 for expenses you incur for
the care of a dependent (a child under the age of 13, or someone who is physically or men-
tally handicapped) in order to allow you to work.

child support: Payment specifically designated under a divorce decree. Child support pay-
ments aren’t tax-deductible.

The Code: The Internal Revenue Code, or IRC; the verbiage that makes up the wonderfully
complex tax laws.

Cohan Rule: Based on an actual case that George M. Cohan won against the IRS in the 1920s,
the Cohan Rule allows deductions based on estimates rather than receipts for certain, pri-
marily smaller, expenses such as taxi fares, tips, and cleaning and maintenance costs.

Collection Information Statement (CIS): A detailed financial and income statement (Form
433-A and Form 433-B) required by individuals and businesses applying for an 
installment agreement to pay delinquent taxes over a period of time.

community property: Property equally owned by husband and wife for which each spouse
must, for state income tax purposes, report one-half of the joint income. Community prop-
erty states include Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas,
Washington, and Wisconsin.

consumer interest: The interest incurred on personal and consumer debt (such as credit
cards and auto loans). This interest isn’t tax-deductible.

correspondence audit: IRS audit conducted entirely by mail. (See audit.)

cost of goods sold: In businesses such as retailing and manufacturing, the term applies to
the cost of products sold or manufactured. Cost of goods sold includes such items as raw
materials, wholesale prices paid for finished goods, labor costs, and so on.

credit: A tax credit reduces your tax bill dollar-for-dollar.
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credit for the elderly or the permanently and totally disabled: If you’re 65 or older, or if
you’re disabled, you may be able to claim this credit, but don’t count on it. This credit has
stringent requirements.

credit shelter trust: See bypass trust.

• D •
declining-balance method: An aggressive depreciation method that allows faster writing off
of business assets.

deduction: An expense you may subtract from your income so as to lower your taxable
income. Examples include mortgage interest, property taxes (itemized deductions), and
most retirement account contributions.

deficiency: The difference between the tax you originally reported as owing on your tax
return and the amount of tax you actually owed as determined by the IRS. You may be noti-
fied by mail of additional tax that you owe, or this amount may be determined by an audit.
(See assessment.)

defined-benefit plan: A company-based retirement plan that pays you a monthly income
based on how long you worked (your years of service) for that company or nonprofit
agency.

defined-contribution plan: Increasingly common type of company-based retirement plan,
such as a 401(k) plan, whereby you contribute money into an individual account and the
future value of that account depends on how well the investments you choose perform.

dependent: A person whom you support (such as a child) and whom you may claim as an
exemption on your tax return, thus saving you tax dollars.

dependent-care credit: See child and dependent-care credit.

depletion: Deduction reflecting the decrease of a depletable natural resource, such as oil
and gas, timber, minerals, and so on.

depreciation: Allowable tax deduction for writing off the cost of business assets, such as
cars, computers, and cellular phones. Each type of property is depreciated over a certain,
IRS-approved number of years. The term also applies to the allowable deduction for the
wear and tear on investment real estate over time.

depreciation recapture: That portion of a capital gain attributable to depreciation taken
during the years that the untaxed income sheltered by the depreciation deduction was taxed
at ordinary income tax rates rather than the potentially more-favorable capital gains rates.

directly related meals and entertainment: Deductions you can take if you’re entertaining
clients immediately before, during, or after a business discussion.

dividend: Income from your stock and/or mutual fund holdings. For assets held outside
retirement accounts or in tax-free money market and tax-free bond funds, dividends are 
taxable (although stock dividends are taxed at a lower rate than ordinary income).
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dividend reinvestment plan: Plan by which you purchase additional shares of stock or
mutual funds using dividends. Reinvestment doesn’t impact whether or not these dividends
are taxable.

double-declining-balance method: An aggressive depreciation method that allows for faster
writing off of business assets.

• E •
earned income: Money that you receive for doing work. Earned income is taxable and quali-
fies you to make a retirement account contribution that may be tax-deductible.

earned income credit: If your income is in the lower income brackets (for example, federal
10 and 15 percent tax brackets), you may qualify for this special and not-so-small tax credit.

effective marginal tax rate: See marginal tax rate.

enrolled agent: Licensed tax preparer who can represent you before the IRS.

equity: The difference between the market value of an asset and the loan amount owed on
that asset. For example, if you own real estate worth $225,000 and have a $100,000 mortgage
outstanding on it, your equity is $125,000 ($225,000 – $100,000).

estate: The value, at the time of your death, of your assets minus your loans and liabilities.
Estates in excess of certain amounts are taxable at the federal and state level (see 
Chapter 25).

estimated tax: Tax payments you make to the IRS either through regular payroll withholding
or on a quarterly basis if you’re self-employed or retired. For most people, these estimated
tax payments must total at least 90 percent of their actual tax bill; otherwise, penalties and
interest are incurred.

exemption: A personal deduction amount that you’re allowed to deduct on your tax return
for yourself and each of your dependents.

• F •
fair market value (FMV): The price at which an asset, such as stock or real estate, is being
traded (that is, bought and sold) or is estimated to be worth by an independent, objective
third party, such as an appraiser.

federal short-term rate: The interest rate that the IRS uses in computing interest owed on
tax underpayments and overpayments. This rate is determined every calendar quarter by
computing the average yield on U.S. Treasury bonds having a maturity of less than three
years and adding 3 percent for tax underpayments and 2 percent for tax overpayments.

fiduciary: A person or organization (such as an executor, trustee, or administrator) respon-
sible for managing assets for someone else.

field audit: An audit in which the IRS makes a house call, likely at your own business, to
examine your records.
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filing status: The applicable category, such as single, married filing jointly, married filing
separately, head of household, and qualifying widow(er) with dependent child, that deter-
mines your tax rates.

fiscal year: Twelve-month accounting period for a business that may end on the last day of
any month. Contrast with calendar year, which must end on December 31.

foreign tax credit: Put on your reading glasses to figure this credit. The instructions alone
take the better part of a day to wade through. Applies to taxes paid to foreign countries.
(This may apply to you — even if you didn’t work overseas — if you own international
mutual funds outside of a retirement account.)

401(k) plan: Type of retirement savings plan offered by many for-profit companies to their
employees. Your contributions are exempt (yes!) from federal and state income taxes until
you withdraw the funds, presumably in retirement.

403(b) plan: Similar to a 401(k) plan but for employees of nonprofit organizations.

• G •
GAO: General Accounting Office. Congress’s auditing and investigation arm.

goodwill: Purchase price paid for a business in excess of the business’s assets minus its lia-
bilities (net worth). Goodwill is depreciated or amortized over the years.

gross income: Your total taxable income before subtracting deductions.

gross receipts: The total revenue received by a business before subtracting cost of goods
sold, returns, and so on.

• H •
half-year convention: A tax law that specifies claiming half a year’s worth of depreciation
for assets the first year that those assets are used or placed in service in the business.

head of household: Filing status under which you’re unmarried — or considered to be
unmarried — and are paying for more than 50 percent of the household costs in the place
where you live with a relative whom you can claim as a dependent. (Whew!)

hobby losses: Losses arising from enjoyable activities that aren’t conducted for profit.
These losses can’t be used to offset or reduce other taxable income.

holding period: The period of time for which you hold an asset (from date purchased until
date sold).

home equity loan: Mortgage loan that allows you to borrow against the equity in your
home. Generally, interest on the amount borrowed, up to $100,000, is tax-deductible.

home office: Tax deductions are allowed if your home is your principal place of business.
These deductions lead to a fair number of audits, so make sure that you’re entitled to the
deduction.
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• I •
IDRS: Integrated Data Retrieval System. Computer system that allows IRS employees instan-
taneous visual access to a taxpayer’s tax account information.

imputed interest: Interest amount considered to have been earned on certain debts whose
interest rates are below the applicable federal rate — that is, the rate set by the law. For
example, if you get a loan at, say, 3 percent, the IRS says, not surprisingly, this is a below-
market interest rate.

incentive stock option: Option allows for key company employees to exercise the right to
buy stock in the company, typically at an attractive price. As a company grows and pros-
pers, these options can end up being a significant portion of an employee’s total
compensation. Tax on the profit on this stock isn’t triggered until the stock is sold.

independent contractor: Status defined by (more!) IRS rules, allowing an employed person
to be treated as self-employed. Among other criteria, self-employed people are expected to
maintain their own work area, work for multiple employers, and have control over their
work and hours. People who qualify are responsible for paying their own estimated taxes.

Individual Retirement Account (IRA): A retirement account into which anyone with suffi-
cient employment income or alimony may contribute up to $4,000 per year. There are now
two types of IRAs — regular and Roth. Contribution may or may not be tax-deductible on a
regular IRA.

information release (IR): The IRS issues these releases to clarify a point of law or an IRS
procedure.

information returns: IRS forms (such as 1099, W-2, 1065) that are required to be filed with
the IRS by the payers of interest, dividends, pensions, and freelance income stating the
amount of income that was paid to a taxpayer in a given year. The IRS uses this “informa-
tion” to nail people who don’t report all of their income.

installment agreement: An arrangement whereby an individual or business can pay delin-
quent taxes over a period of time. This agreement must be negotiated with the IRS.

installment sale: When property is sold and a portion of the sale price is paid in two differ-
ent years, the profits from the sale may be taxable over a period of time as well.

intangible assets: Nonphysical property, such as patents and notes receivable. Compare to
tangible assets.

Internal Revenue Service (IRS): A service or not, this is the U.S. Treasury agency that
enforces the tax laws and collects taxes.

intestate: Means you die without a will. Dying intestate generally isn’t a good idea because
state law determines what happens to your worldly possessions and assets as well as who
cares for your minor children.

investment interest: Yes, investments pay in more ways than one; among them is your abil-
ity to borrow against your securities in a (nonretirement) margin account and to claim the
interest of that loan as a deduction. A margin account is simply a type of brokerage account
in which you may borrow money from the brokerage firm against the value of your securi-
ties held in the brokerage account. These write-offs are limited to the amount of investment
income you earn.
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IRC: Internal Revenue Code of 1986.

IRM: Internal Revenue Manual. Procedural reference guide that IRS employees follow in
administering the Internal Revenue Code.

IRS personnel: Revenue agents — that is, IRS employees assigned to the examination divi-
sion of the IRS who are responsible for auditing tax returns. Revenue officers are
responsible for collecting delinquent taxes.

itemized deductions: Expenditures such as mortgage interest, property taxes, state and
local taxes, and so on that are deductible on Schedule A to the extent that they exceed your
standard deduction.

• J •
jeopardy assessment: Has nothing to do with Alex Trebek or the game show. When the
Commissioner of the Internal Revenue Service — or his or her delegate — believes that the
collection of tax is in danger of not being collected at all, the IRS may bypass the normal
assessment process as required by law and make an immediate assessment. A taxpayer may
protest a jeopardy assessment administratively and by court action.

joint return: Filing status for legally married people. This is usually, but not always, cheaper
than filing separate returns. In unusual cases where one spouse has high allowable deduc-
tions, filing as married-filing-separately may save the couple tax dollars. Filing individually
may also make sense when marital problems cause a lack of trust in a spouse’s keeping cur-
rent with taxes.

joint tenants: A method of ownership of property. Each party is considered the co-owner of
a one-half interest unless it is specifically stated otherwise. Creditors of one tenant may
attach that tenant’s interest. Either tenant or their creditors may petition a court to divide
the property so it can be sold. (See also tenants by the entirety.)

• K •
Keogh plan: A retirement savings plan available to self-employed individuals, which allows
for substantial tax-deductible contributions.

kiddie tax: The relatively low rate of tax on the first $1,700 of unearned income, such as
interest and dividends from investments, for children under 18 years of age. Income higher
than $1,700 for these children is taxed on the parent’s income tax return.

• L •
levy (Notice of Levy): Means by which a delinquent taxpayer’s employment income or prop-
erty is seized in order to satisfy the amount of tax that is owed to the government. A levy
isn’t how you want to pay your back taxes.

lien for taxes: A legal claim attaching to property (including bank and other accounts) of an
individual who is delinquent in tax payments. The filing of a lien prohibits the sale or trans-
fer of the property without satisfying the amount of the lien.
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like-kind exchange: A tax-free exchange of real estate. Normally when you sell an asset,
such as stock and mutual funds, that has appreciated in value, you owe tax on the profits
realized. As long as you comply with the specific IRS rules, you may defer paying tax on the
profits from investment real estate if you purchase another property. These exchanges are
called 1031 or Starker exchanges.

long-term capital gain or loss: Gain or loss on the sale or exchange of an asset held for
more than 12 months. For your pleasure, the IRS makes you complete Schedule D to report
these gains or losses.

lump-sum distribution: The entire amount in your employer’s retirement plan that is paid to
you within one tax year. Among the qualifications are reaching age 591⁄2, having become dis-
abled or passed away, having left the employer, and so on. Such distributions often may be
rolled over into a retirement account so that tax owed on the distribution can be deferred.

• M •
marginal tax rate: Not all income is treated equally. In fact, the IRS tax laws treat your first
dollars of taxable income differently than your last ones. Specifically, lower tax rates apply
to lower income amounts. Your marginal tax rate is the combined federal and state tax rates
that you paid on your highest or last dollars of earnings.

marital deduction: This deduction allows unlimited asset transfers from one spouse to
another without having to pay any estate or gift taxes. If your spouse is a Scrooge or wants
to leave someone else a lot of money, you’re outta luck to take full advantage of this.

medical expense: A deduction you can take if you itemize your expenses on Schedule A,
and your medical expenses exceed 7.5 percent of your AGI. You probably won’t qualify, but
checking it out may be worthwhile if you have a large amount of unreimbursed medical
expenses.

miscellaneous itemized deduction: Expenses you can claim on Schedule A, such as job
expenses, to the extent that they exceed 2 percent of your AGI.

Modified ACRS (MACRS): This term refers to the entire depreciation system, modified in
1986 by Congress. This depreciation is less favorable to businesses than the ACRS and
stretches out the number of years during which business assets must be depreciated. (See
Accelerated Cost Recovery System.)

money-purchase plan: A type of Keogh plan where your annual contribution is a fixed per-
centage of your self-employment income.

mortgage interest: A tax cut for you, unless the politicians in Congress take it away with a
flat tax. Mortgage interest on your primary and secondary residence is deductible on the
first $1 million of mortgage debt and $100,000 of home equity debt.

mutual fund: A professionally managed, diversified fund that enables you to pool your
money with that of many other investors. The three major types of funds are money market
(which are similar to savings accounts), bond, and stock.

• N •
negligence: Negligence is a failure to make a reasonable attempt to comply with the tax
laws. That portion of a tax underpayment attributable to negligence is subject to the negli-
gence penalty.
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net income: Business income left over after all deductions and expenses.

net operating loss (NOL): A loss from your business that exceeds your other income for the
year. NOLs may be carried back three years to offset prior years’ taxable income and then, 
if losses still remain, may be forwarded for the next 15 years until they are used up. A tax-
payer may elect to forgo the carryback and elect to carry the NOL forward to future years.

Nonresident alien: A person who is neither a U.S. citizen nor a permanent resident or green
card holder. As far as the IRS is concerned, nonresident aliens usually must pay tax only on
income from U.S. sources.

notice status: Reference to those taxpayers who are receiving tax notices demanding pay-
ment of unpaid taxes.

• O •
offer-in-compromise: A formal application that you, or your tax advisor acting on your
behalf, make to the IRS requesting that it accept less than full payment for what you owe for
taxes, interest, and penalties. Offers may be made if there is doubt as to either collectibility
of the tax or liability for the tax.

office audit: This examination of your tax records takes place at a local IRS office. The most
common type of audit.

ordinary income: Income, such as from employment or investment interest and dividends,
that isn’t derived from the sale or exchange of an asset. In other words, income other than
that from capital gains.

original issue discount (OID): Debt instruments (that is, bonds) that don’t pay interest but
that should increase in value over time. The discounted price at which the bond is issued
relative to its face value at maturity is considered taxable interest income to be reported on
your tax return annually (if you hold the bond outside a retirement account).

• P •
partnership: An unincorporated business entity that isn’t itself taxable. Instead, tax obliga-
tions lie with the individual partners to whom the business’s net profit (revenue minus
expenses) is distributed annually.

passive activity: A business deal or venture in which you’re a silent partner (that is, not
actively involved in the management of the venture). Losses from these passive activities
are limited in their deductibility to offset income from other passive activities.

passive-activity interest: This interest isn’t considered investment-interest expense. The
cost of this interest for tax purposes can be deducted only from passive-activity income.

payroll withholding: Withholding of taxes from your paycheck that your employer should
perform.

pension: See defined-benefit plan.

personal exemption: It’s great to be alive! Even the IRS acknowledges that and allows you a
deduction on your tax return for yourself and your dependents.

personal interest: See consumer interest.
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personal property: Includes your boat, plane, and car, but not real estate. Taxes on per-
sonal property may be deductible if the assets are used for business purposes. Auto
registration fees based on the value of your car and paid to your state are deductible on
your personal tax return.

points: The generally deductible prepaid interest that a borrower pays to obtain a mortgage.

probate: The legal process for administering and implementing the directions in your will.
Makes probate attorneys wealthy. Minimize their income and maximize your estate by
investigating living trusts, which keep your nonretirement assets out of probate.

profit-sharing plan: Type of an employer Keogh plan where the annual contribution made
to the plan for employees may vary from year to year as a percentage of the employer’s
profits or each individual employee’s salary.

• Q •
qualified plan: A government-approved retirement plan (such as a pension plan, Keogh
plan, or employee stock ownership plan) that allows for the tax-deferred compounding of
your investment dollars over the years until withdrawal.

qualifying widow(er): A special tax filing status that allows a surviving spouse with depend-
ents to use the same tax rates applicable to joint filers in the two years following the year of
the first spouse’s death.

• R •
Real Estate Investment Trust (REIT): An investment similar to a mutual fund but that
invests in real estate properties. Provides you the benefits of property ownership without
the burden of landlording.

real property: Real estate, such as land and buildings.

refund: Great feeling to get money back, isn’t it? In this case, though, the money was yours
in the first place, and you gave the government too much of it and didn’t figure it out until
you filed your annual tax return! Take a look at adjusting your withholding (get a copy of
Form W-4).

residential rental property: Investment real estate from which at least 80 percent of the
total rental income comes from dwelling units. Such property that you own and purchased
after May 12, 1993, is depreciated over 39 years.

revenue agents: IRS employees assigned to the Examination Division of the IRS who are
responsible for auditing tax returns.

revenue officers: IRS collection agents in the IRS’s Collection Division who are responsible
for collecting delinquent taxes.

revocable trust: A trust you set up to keep your nonretirement assets out of probate. These
trusts can be changed or ended if you so desire.
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rollover: The term used to describe moving money from your employer’s retirement plan,
for example, into your own IRA. Just make sure that you never take personal possession of
the money. If you do take possession of the money, your employer is required to withhold
20 percent for federal income tax.

royalty: You may not be a member of the nobility, but receiving income from the licensing
or sale of intellectual and material property that you own, such as books, movies, patents,
natural resources, and so on, is a nice way to make up for that. This income is taxable as
ordinary income.

• S •
S Corporation: A business entity that enjoys the benefits, such as limited legal liability, of
being incorporated, but the income from which is taxed on a person’s individual income tax
return.

salvage value: The estimated value of a depreciable asset at the end of its useful life.

Section 179 deduction: The IRS allows you to write off or deduct a certain amount a year
for the cost of tangible business equipment (such as computers and office furniture) in the
year it was placed in service.

self-employment tax: The Social Security and Medicare taxes paid by self-employed people.
If you work for an employer, your employer pays half of these taxes. If you’re self-employed,
you get to deduct half of the total self-employment taxes you pay.

separate returns: Individual tax returns filed by married people who aren’t filing jointly.
Normally, filing separately when you’re married doesn’t make sense, because it leads to the
payment of higher total taxes by the couple.

short-term capital gain or loss: The gain or loss that derives from selling or exchanging an
asset, such as a stock, bond, mutual fund, or real estate, held for 12 months or less.

SIMPLE: A newer small-business retirement plan (see Chapter 20).

Simplified Employee Pension (SEP-IRA): An easily established retirement plan for self-
employed individuals under which you can put away a significant portion of your income on
a tax-deductible basis.

single: Required tax-filing status for a person with no dependents who is not legally married.

standard deduction: Rather than spelling out (itemizing) each individual deduction, the IRS
offers you the option of taking a flat deduction amount that depends on your filing status. If
you don’t own real estate or pay a lot in state income taxes, odds are you’ll take the stan-
dard deduction.

statute of limitations: The period beyond which the government may not assess or collect a
tax. Unless waived in writing, no tax may be assessed after three years from the date a
return was filed, nor may the tax be collected more than ten years after the assessment.
From your perspective, no refund claims may be made after three years from the filing date
or two years after the date the tax was paid, whichever is later.
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straight-line depreciation: A method of depreciation in which the deduction is taken in
equal amounts each year in the life of an asset.

surviving spouse: A special tax filing status that allows the widow or widower to file a joint
income tax return in the year of his or her spouse’s death.

• T •
tangible assets: Physical property or equipment such as computers, cars, manufacturing
assembly-line equipment, and so on. Compare also to intangible assets.

tax account: Means by which the IRS records all tax information for a taxpayer. Every tax-
payer is assigned a tax account under a Social Security or other Taxpayer Identification
number.

tax deferral: The legally allowed delay in paying tax. For example, contributions to retire-
ment accounts may grow and accumulate earnings, and the tax on these earnings is
deferred until the money is withdrawn.

tax year: Usually a period of 12 months, beginning on January 1 and ending on December
31, for summarizing your income and expenses. Some businesses utilize tax years that start
and end at some other time of the year, such as October 1 through September 30 or July 1
through June 30.

taxable income: The amount on which you actually pay tax. Not every dollar of your
income is taxable. You are taxed on the amount left after having subtracted whatever deduc-
tions, exemptions, and credits apply from your AGI.

Taxpayer Bill of Rights: These may not be inalienable rights, but Congress rolled out this
bill in 1988 to help you cope with the IRS.

Taxpayer Identification Number (TIN): For individuals, this number is their Social Security
number; for businesses, it’s the Employer Identification Number. A TIN is also issued to tax-
payers who don’t have or aren’t qualified to have a Social Security number.

tax-sheltered annuity (TSA): Annuities (offered by insurance companies) that are specific
to nonprofit organizations. TSAs offer tax incentives to save and invest for retirement; how-
ever, TSAs do carry higher fees than no-load (commission-free) mutual funds, which are a
better alternative for nonprofit 403(b) programs.

tenants by the entirety: A method of recording the ownership of property where each party
is considered to have an interest in the entire property. Only a husband and wife may hold
property in this manner. Without the consent of both parties, a creditor of one can’t attach
or force the partitioning of the property so that a sale can be made. (See also joint tenants.)

tenants in common: Real estate ownership by two or more people; the share of property
owned by one of the tenants goes into his or her estate upon his or her death.

Totten trust (“in trust for” account): Bank accounts you control during your lifetime but
that, upon your death, go to a named beneficiary without having to go through probate.

trust: A legal arrangement that passes ownership of your assets to someone else. There are
many types of trusts.

200 percent-declining-balance method: An aggressive, fast method of depreciating busi-
ness assets.
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• U •
unified estate and gift tax credit: A huge tax credit, worth hundreds of thousands of dollars
in tax savings, that allows a person to pass substantial assets free of estate taxes on to
others. Also known as the applicable credit.

useful life: The amount of time a depreciable asset is expected to be in business use.

• W •
waiver: A taxpayer’s consent to give up a right possessed under the law. A taxpayer can
waive or consent to extending the statute of limitations pertaining to when an assessment
may be made and the time frame in which a tax may be collected. A taxpayer can also waive
the right that a Statutory Notice of Deficiency be issued so that an immediate assessment
may be made.

will: A legal document stating your wishes regarding your assets and care of your minor
children and requiring that your wishes be heeded when you die.

withholding: Amount withheld during the tax year from your income as a prepayment of
your tax liability.

• Z •
zero-coupon bond: This bond doesn’t pay annual interest but is purchased at a discount to
its face value, which is paid at maturity. This increased value over time represents income
on which taxes must be paid for nonretirement account
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• A •
accounting methods (cash or

accrual), 219–220, 243, 409
active participation, 393, 448
Additional Child Tax Credit, 

290
adjusted gross income (AGI)

ceilings for deductible IRA
contributions, 393, 395

comparing itemized
deductions to, 201–202

definition, 13
entering on Form 1040, 137
medical/dental as percentage

of, 174
adjustments to income, 117
adoption of dependent, 52, 55,

150–151, 167, 292–294, 453
advertising as business

expense, 223, 274
advertising by financial

planners, 382
advisers. See financial

planners, brokers, etc.; tax
advisors; tax attorneys

after-tax returns, 420
age test, qualifying dependent

child, 56
AGI. See adjusted gross income

(AGI)
air conditioners, medically

recommended, 174
aircraft, 185–186, 232
Alaska Permanent Fund

dividends, 74–75, 114
alien, spouse as, 45, 126
alimony. See also divorce

deductible, 124–127
reportable, 86, 93

allocated tips, 88
allowable deductions, 9
Alternate Depreciation System

(ADS), 234, 244–245
Alternative Minimum Tax

(AMT)
calculating, 144–146
getting caught by, 79

installment sales of farms or
farm equipment, 146, 248

purpose, 17, 144
Alternative Motor Vehicle

Credit, 152, 235, 248, 294,
295

Alternative Trade Adjustments
Assistance (ATAA), 157

amending return, 353–356
American Institute of Certified

Public Accountants, 26
American Jobs Creation Act of

2004, 135
Ameritas Direct (life

insurance), 469
AMT. See Alternative Minimum

Tax (AMT)
annuities. See pensions and

annuities
apartment buildings,

depreciation, 277
appealing IRS decisions, 319,

322, 324, 333, 335, 364–366
Applicable Federal Rate (AFR)

(interest), 259
appreciated value of charitable

gifts, 186
approximation, rule of (Cohan

Rule), 39–40
Archer MSAs, 114, 118–119
armed forces. See military

services, members of
assessed values, property, 35
assisted-living facilities,

173–174
at-risk rules

passive activity, 281
for self-employed persons,

239–240
attorneys, tax. See tax

attorneys
audit request letter, 332
audit trail, 407
audits by IRS

appealing results, 333, 335
of estate tax returns, 476
experience of tax advisors

with, 488
getting ready for, 331–332

how to handle, 327–328
how to win, 333
income verification and

lifestyle questions, 329
informants, 476
likelihood related to income

level, 476
never mail original

documents, 329, 330
questioning repetitive, 331
reasons for, 327–328
reducing chances of

avoid hobby losses, 477
avoid refund mills, 61,

476–477
carry a rabbit’s foot, 477
declare all income, 475
don’t be a nonfiler, 477
don’t cheat, 476
don’t cut self-employment

corners, 477
don’t itemize, 476
double-check return for

accuracy, 475
earn less money, 476

reports of findings and
changes (30-day letters),
335

representation in, 332
requesting change of location,

330
statute of limitations, 333–335
Statutory Notice of Deficiency

(90-day letter), 318, 324,
333, 335–336

travel expenses’ deductibility,
198

types of
by correspondence, 330
in field, 329–330
in office, 328–329
random statistical, 331

authors
as audit targets, 331
first-time, tax breaks for, 273

automobiles. See car expenses;
cars

average cost method, 431–432
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average tax rate, 14
awards, employee

achievement, 115

• B •
babysitters. See child care

expenses
bad debts

business, writing off, 221
nonbusiness, deducting, 271

bank accounts
compared to money market

funds, 90, 479
direct deposit by IRS of

refunds, 70, 83, 158–159
savings account dividends,

215
savings accounts, 124

bank statements, duplicates 
of, 38

bankruptcy, 359–360
Bankruptcy Abuse Prevention

and Consumer Protection
Act of 2005, 359

Bankruptcy: Is It the Right
Solution to Your Debt
Problems?, 359

bartering, 113
basis

property valuation, 252–254
stepped up, 466
as total investment, 37

beneficiaries (IRAs), 100–101,
400

Bethlehem Steel pension
credits, 156–157

birth of dependent, 52, 57
blind taxpayers, 65, 78, 138, 164
boats, 232

donated to charity, 185–186
bond funds, tax-free, 421–423,

424
bonds. See securities (stocks

and bonds)
borrowing. See debt
brackets and rates (Federal

income tax)
best investments by income

level, 421–423
estate taxes, 464–465

examples from Year 2006, 13
fairness issues of U.S. tax

rates, 12
possibility of year-to-year

change, 438
brokers and financial planners.

See financial planners,
brokers, etc.

Brown, Ray, 443
burden of proof, 30
business expenses, records or

receipts for, 32
business income

net operating losses (NOL),
115, 240–241

reporting on Form 1040, 93
business use of home, 235,

265–266, 307–310
bypass trusts, 464, 467–468

• C •
C Corporations, 409
California residents, deductible

disability fund payments,
175

Canadian Registered
Retirement Savings Plans,
216

canceled debt, 113–114
capital gains and losses

calculating adjusted basis,
252–255

collectibles, 249
definition, 249
distributions, 259
dividend reinvestment plans,

253–254
on Form 1040A, 73–74
inherited or gifted property,

253
interpreting Form 1099-DIV,

213
long-term, 256–260
loss carryover, 256
minimizing distributions,

423–424
nonbusiness bad debts, 271
real estate

improvements made,
casualty losses, 254

purchased property, 253

rate for depreciable, 250
on sale of home, 261–266,

436–437, 445–446
reported on 1099-DIV, 91
reporting on Form 1040, 93–94
short-term, 255–256
short-term compared to long-

term, 250–251
stocks or bonds

appreciated employer
securities, 270

day traders, 271–272
discounts on bonds, 254
dividends, splits, returns of

capital, 254
employee stock purchase

plans, 268–269
expired options, 269
incentive stock options

(ISOs), 268
nonstatutory stock options,

269
sales of partial holdings, 254
for services, 270
short sales, 269–270
small business stock (Code

Section 1244 stock), 267
undistributed, 254
wash sales, 267
worthless securities,

266–267
summarizing, 260–261
taxable, 420
unrecaptured Section 1250,

213
Capone, Al, 60, 334
car expenses. See also travel

expenses
charitable-related work,

mileage deduction, 180
charity, donated to, 185–186
depreciation, 225
fuel tax credits for off-highway

use, 156, 247
leasing versus purchase, 410
luxury car depreciation,

232–233, 236
records or receipts for, 32
registration fees, 176
rental property-related, 275
saving on, 9
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for self-employed, 223
standard mileage rate, 224

career counseling, 482
cars

hybrids or electric, 152, 235,
248, 294

as listed property, 232
cash accounting method,

219–220, 243, 409
cash basis, 243
cash-value life insurance, 

426, 468–469
casualty or theft losses, 

31, 187–90, 254
CCH Inc., 23, 24, 266–267
cellular phones, 193
Certificate of Occupancy, 37
Certificates of Deposit (money

market)
compared to bank accounts,

90, 479
deducting early withdrawal

penalties, 76
Certified Public Accountants

(CPAs), 26
chairlifts, 174
charities

charitable donations, 31, 180,
182–187, 466, 481

charitable trusts, 471
work for, mileage deduction,

180, 481
checks for payment of taxes

do not staple to return, 71, 84
lost, 344
payable to United States

Treasury, 71
Social Security numbers on,

71, 83, 160, 300
child care expenses

employer-provided, 288
entering on Form 1040, 147
entering on Form 1040A, 79
filling out forms/schedules,

287–288
nanny tax (household

employment), 154, 311–312
qualifying for, 286
state allowances for, 288

child support, 54–55, 126
child tax credit

qualifying dependent child,
52–57

taking, 80, 150, 156, 290–291,
453

children. See also child care
expenses; child tax credit;
dependent care; dependent
exemptions; education

adoption of dependent, 52, 55,
150–151, 167, 292–294, 453

filing return for, 206, 306–307
guardian for, naming in will,

470
interest income, 208
Kiddie Tax, 56, 306–307
Social Security number for,

451–452
with special needs, 150
and stay-at-home parent, 454
taxes on investments in kids’

names, 460–2
teaching about taxes and

money, 452
church donations, 183. See also

charities
citizenship, required for

dependents, 53
civil unions, 44, 173
claim of right, 109, 113, 200
cleaning and maintenance

expenses, rental property-
related, 275

Clifford, Denis, 472
closed-end funds, 428
clothing donations to charity,

184–185
Cohan, George M., 39
Cohan Rule, 39–40
collectibles, 249
collection due process hearing,

324–326
college financial aid, 380,

455–456. See also education
combat pay, including for

earned income credit (EIC),
69, 82, 155, 295, 296, 483

commercial property. See
rental real estate

commissions and fees
of financial planners, brokers,

etc., 381–382, 428, 430,
471–472

rental property-related, 275
self-employment business

income, 225
community property states, 369

capital gains on sale of house,
262

married-filing separately in, 48

Community Renewal Tax Relief
Act of 2000, 231

commuter passes or van pools,
employer-provided, 89

commuting expenses for self-
employed, 223

compensatory damages,
taxability, 107

computers. See also software
as job expense, 193
as listed property, 232

Congress, U.S., tax bills Web
site, 23

conservation expenses (farms),
244

consultants. See financial
planners, brokers, etc.; tax
advisors; tax attorneys

Consumer Price Index (CPI), 
34, 36

continuity of life, 416
contract labor compared to

employees, 225, 411–412,
477

conventions, 195
cooks, 452
cooperative apartments, 175
copies of tax returns,

requesting, 38–39
correspondence audits, 330
cost considerations. See also

tax-reducing strategies
hiring help, 25–27, 29
questions for tax advisors,

488–9
self-preparation of tax 

return, 20
software purchase, 22
tax attorneys’ high fees, 27

cost of goods sold, 221–222
Coverdell Education Savings

Accounts, 149, 210, 456,
485–486

CPAs (certified public
accountants), 26, 332

credit agencies and IRS liens,
324

credit cards
business separate from

personal, 407
paying off with refinanced

home loan, 444
for paying taxes, pros and

cons, 70–71
(continued)
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credit cards (continued)
percentages to charity, 182
recognition date of charge,

not of payment, 409
record of business expenses,

407
timing use for tax advantage,

381
trading consumer debt for

mortgage debt, 481
credit shelter (bypass trust),

467
Crummey Trusts, 467
custom hire or machine work

expenses (farms), 244

• D •
day traders, capital gains and

losses, 271–272
daycare

deducting, 79, 147
expense credit, 147
expenses, 286–288
reimbursement/cost reported

on W-2, 88
spending accounts, 453
tax credit, 452–453
taxable benefits, 79, 88

death benefits of life insurance,
107

death of dependent, 52
death of spouse, 44. See also

inheritance; surviving
spouse

death of taxpayer. See deceased
taxpayers

debt. See also credit cards;
interest expense; loans

canceled, 113–114
consumer, for mortgage debt,

481
high-interest, paying off,

420–421
deceased taxpayers. See also

inheritance
intestate, 470
leaving assets to spouse, 467
probate costs, 470
refunds to, 350
tax on savings bonds, 207
tax returns for, 57–58

deductions. See also tax credits
allowable, 9
compared to tax credits, 146
dependent exemptions. See

dependent exemptions
failure to take, 379
itemized. See itemized

deductions
personal exemptions. See

personal exemptions
planning ahead for home

purchase, 438
standard. See standard

deductions
timing for tax advantage,

380–381, 438
defined-benefit plans, 392
defined-benefit retirement

plans, 123–124
delinquent tax returns, 327, 477

can’t pay taxes, 355–360
dental expenses. See medical

and dental expenses
Department of Housing and

Urban Development (HUD),
231

dependent care
deducting, 79, 147
expenses, 286–288
reimbursement/cost reported

on W-2, 88
spending accounts, 453
tax credit, 452–453

dependent exemptions
child tax credit, 80, 150, 156,

290–291, 453
by divorced or separated

parents, 54–55
entering on Form 1040, 85–86
entering on Form 1040A, 78
filing by dependents, 55–56
for qualifying children or

relatives, 52–55
records or receipts for, 32
reduced as income rises, 53
tests defining qualifying child,

56–57
dependents. See also children

multiple-support agreements,
171

standard deductions for,
164–165

depletion
rental property-related,

276–277
for self-employed persons,

226
depreciation

apartment buildings, 277
cars or trucks, for self-

employed, 225
definition, 226
equipment and structures

(farms), 244–245
home office, 309–310
IRS percentages, 227–229
rental property-related,

276–277, 446, 448, 449
Section 179, 227, 231
for small businesses, 409
useful life, 226

depreciation recapture, 258
diesel fuel, dyed or undyed, 247
direct deposit by IRS of refunds

pros and cons, 70
requesting, 83, 158–159

directly related or associated
test (entertainment
deduction), 195–196

directories, tax returns, self-
preparation, 23

disability income, pensions as,
107

disabled dependents
credit for, on Form 1040, 147
credit for, on Form 1040A, 79
home improvements,

medically related, 174
no age test, 56
special schooling, 173

disabled taxpayers
blind, 65, 78, 138, 164
child care expenses, 286
credit for, 288–289
home improvements

medically related, 174
impairment-related work

expenses, 200
disallowed losses, 279
disaster areas, presidentially

declared, net operating
losses (NOL), 115, 187

District of Columbia First-Time
Homebuyer Credit, 151
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dividend income
advantages of reporting on

schedules, 91
backup withholding, 323
checking for correctness,

waiting for corrected, 212
on joint accounts, 208, 212
qualified, 91, 206, 214–215
reduced tax rates, 214–215
reporting on Form 1040,

90–91, 142–144
taxable, 206, 419, 424

dividend reinvestment plans,
253–254

divorce. See also alimony
avoiding marriage penalty, 50
capital gains on property

received, 253
capital gains on sale of house,

262, 446
considerations for itemized

deductions, 166
considerations for medical

expenses of dependents,
170

dependent exemptions, 
54–55

disputed refunds, 350
filing status, 45
incipient, 45
innocent spouse relief,

368–371
IRA transfers pursuant to, 98
multiple-support agreements,

171
property settlements, 127
real estate taxes, 177

documentation. See record
keeping

domestic partners, medical
costs for, 173

domestic production activities,
deductible, 135–136

double-deducting, 196
due dates, errors in, 342–344
durable powers of attorney, 470

• E •
E and EE Savings bonds,

206–207, 210, 460
earned income, 286

earned income credit (EIC)
advance payments, 154
credits and limits, 68, 81–82
entering on Form 1040A,

80–81
penalties for fraudulent

claims, 68, 82, 297
phaseouts, 295–296
purposes and restrictions,

294–295
EAs (enrolled agents), 25–26
education. See also students

advantages of retirement
accounts, 456

claiming credits, 79, 147–149,
289–290

claiming credits for prior
years, 148

college financial aid, 380,
455–456

Coverdell Education Savings
Accounts, 149, 210, 456,
485–486

employer-paid expenses, 89
hidden financial aid tax

system, 455
Hope Scholarship Credit, 

79, 147–148, 193, 210,
289–290, 455–459

how to pay for college,
459–460

investments for, good and
bad, 461–462

for job, unreimbursed,
192–193

Lifetime Learning Credit, 79,
148, 193, 210, 289–290,
455–459

maximizing deductible
expenses, 482

problems of education
savings accounts, 456–457

Section 529 Plans, 115,
457–458, 485–486

strategies for deductibility,
149

tax issues for minors, 461
U.S. Savings Bonds for, 210
use of IRA for, 97–98, 106, 396

Education IRAs. See Coverdell
Education Savings
Accounts

education savings accounts
(ESAs), 456–457, 485–486

EIC. See earned income credit
(EIC)

elderly
credit for, 79, 288–289
lower taxes for working

seniors, 399
standard deduction, 164

electric or hybrid cars, 152,
235, 248, 294

electronic filing, 60–61, 71–72,
160

employee achievement awards,
115

employee expenses,
unreimbursed. See job
expenses

employee stock purchase
plans, 268–269

employees
compared to independent

contractors, 225, 411–412,
477

not qualifying as dependent
member of household, 52

Employer ID Numbers, 219
employers. See also self-

employed persons; small
businesses

daycare, expense credit, 
147, 453

daycare, taxable benefits, 
79, 88

domestic production
activities, 135–136

general business credits,
151–152

hiring family members, 412
medical costs for domestic

partners, 173
retirement accounts for

employees, 129, 389–390
withholding and remitting

income and payroll taxes,
407–408

Empowerment Zone small
business startups, 
213, 231, 247
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ending inventory, 221
energy credits, 149–150, 156,

247, 291–292
enrolled agents (EAs), 25–26
entertainment expenses

for self-employed persons,
238

and travel, as job expense,
194–198

equity, borrowing against, 178,
179, 439, 444, 459–460

equity offers (of partial
payment of taxes), 358

errors made by IRS. See IRS
mistakes, how to respond

ESA
estate planning

bypass trusts, 464, 467–468
cash-value life insurance, 

426, 468–469
charitable trusts, 471
Crummey Trusts, 467
deductibility of some fees for,

199
determining taxable estate,

463–464
federal and state estate taxes,

464–465
giving money away, 465–467
leaving assets to spouse, 467
living trusts, 470–471
postmortem, 471
wills, 470

estate taxes
challenging valuation of

inherited property, 34
exemption, 463–464
federal and state, 464–465
found by IRS audit, 476
on inheritance, 200
tax returns for deceased

taxpayers, 57–58
estates

capital gains and losses, 256
supplemental income and

loss, 282–283
estimated tax payments

farm income, 246
Form 1040A (Short Form), 81
for individuals, 155, 299–301
joint, 350

refunds applied to next year’s,
350

underestimating, 358
exchange traded funds, 425
excise taxes, records or

receipts for, 30
executors, tax returns for

deceased taxpayers, 57–58
exemption equivalent (bypass

trust), 467–468
exemptions

dependent. See dependent
exemptions

justifying claim to IRS, 311
personal. See personal

exemptions

• F •
Fahlund, Christine, 422
fair market value (FMV), 

34, 184
fairness issues of U.S. tax 

rates, 12
family members, hiring, 412
farm income, 108

AMT exclusions of installment
sales, 146, 248

cash or accrual accounting
methods, 243

depreciation of equipment
and structures, 243–245

employee meals expense, 245
estimated tax payments, 246
on Form 1040, 108
fuel tax credits for off-highway

use, 247
hired labor (less employment

credits), 245
investment credits, 247
losses at risk, 246
net operating losses (NOL),

115
operating losses and

carryover, 246–247
sale of farm or equipment, 

248
Social Security (self-

employment) tax, 247
wages paid to children, 245
withholding reporting, 245

FDIC (Federal Deposit
Insurance Corporation)
insurance, 423

Federal Employees’
Compensation Act (FECA),
taxability, 107

Federal Tax Reporter, 8
federal telephone excise tax

credit, 69, 82, 157, 297
fee basis, 382
Fidelity, 423
field audits, 329–330
FIFO method of inventory

valuation, 222
50 Percent Joint and Survivor

Option (pension
payments), 402

filing returns
electronically, 60–61, 71–72,

160
extensions of deadlines for

military, 484
by mail or private delivery

service, 61, 361
filing status, 43–51. See also

head of household;
married-filing jointly;
married-filing separately;
qualifying widow(er)s;
singles

filing systems for record
keeping, 32

Final Notice of Intent to Levy
and Notice of Your Right to
a Hearing, 319

financial illiteracy, 383
financial planners, brokers, etc.

example of poor advice, 10
interview questions for tax

advisors, 487–490
life insurance as poor

investment, 403, 468, 469
managers of “active”

portfolios with capital
gains, 425

problem of fees/commissions
and conflict of interest,
381–382, 428, 430, 471–472

professional estate planning,
472

financially disabled, 351
fishermen. See farm income
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529 & Other College Savings
Plans For Dummies, 458

FMV (fair market value), 184
foreign bank accounts,

203, 215–216
foreign countries

spouse from, 45, 126
working in, 480

foreign earned income and
housing exclusion, 116

foreign income taxes, 177, 214,
480

foreign tax credit, 146–147
foreign trusts, 203, 215–216
Form 53, 357
Form 433-A, 357
Form 433-B, 357
Form 656, 358
Form 668 (F), 323–324
Form 668-W(c), 325–326
Form 668-W(c), Part 6, 325–326
Form 709, 466
Form 843, 311
Form 900, 334
Form 911, 345
Form 926, 216
Form 940, 408
Form 941, 408
Form 943, 245
Form 944, 408
Form 1040. See also tax returns;

tax returns, fixing mistakes
on; tax returns, self-
preparation

adjustments to income
section

alimony, 124–127
Archer MSAs, 118–119
domestic production

activities, 135–136
early saving withdrawal

penalty, 124
health savings accounts, 120
illustration, 118
IRAs, 127–133
jury pay returned to

employer, 135
moving expenses, 120
reservists, performing

artists, and fee-basis
officials, 119

resulting in adjusted gross
income (AGI), 117–118, 136

self-employed health
insurance, 124

self-employed SEP, SIMPLE,
Keogh, and qualified plans,
121–124

Self-Employment Tax, 121
student loan interest,

133–135
amount you owe section

amount and penalty for
underpayment, 159–160

income section
alimony, 86, 93
business income, 93
capital gains or losses, 

93–94
disability income, 107
farm income, 108
foreign earned income and

housing exclusion, 116
illustration, 85
interest and dividends,

90–91
IRA distributions, 94–101
net operating losses (NOL),

115
other gains or losses, 94
other income, 113–115
pensions and pensions and

annuities, 101–106
property sale gains or

losses, 94
rental real estate, royalties,

partnerships, trusts, 108
Social Security benefits,

109–113
tax refunds, credits, or

offsets, 86–90, 91–92
unemployment

compensation, 108–109
other taxes section

household employment, 154
illustration, 158
retirement accounts and

plans, 153
self-employment tax, 153
on unreported tip income,

153
payments section

can’t pay taxes, 355–360
earned income credit (EIC),

155
estimated payments, 155

Excess Social Security and
RRTA tax withheld, 156

illustration, 158
nontaxable combat pay, 

69, 82, 155, 295, 296, 483
other payments, 156–157
withheld, 154

refund section, 157–159
rounding to nearest dollar, 69
signing, attaching forms and

schedules, 160
tax and credits section

age checkbox, 138
AGI, entering, 137
Alternative Minimum Tax

(AMT), 144–146
capital gains and qualified

dividends, 142–144
choosing standard or

itemized deductions,
138–139

exemptions and phase-out
amounts, 139–140

filing status, 138
illustration, 138
tax, 140–141

tax credit section
child and dependent care

expenses, 147
child tax credit, 150
education, 147–149
elderly or disabled, 147
foreign taxes paid, 146–147
general business credits,

151–152
mortgage interest, 150
residential energy, 149–150
retirement savings

contribution, 149
where to obtain, 24
who should choose, 43

Form 1040A (Short Form), 
24, 42, 69, 72–82

Form 1040-ES, 71, 155, 299–301,
408

Form 1040EZ, 24, 42, 65–72, 75.
See also Schedule C-EZ

Form 1040-V, 160
Form 1040X, 130, 167, 350, 353,

355
Form 1041, 57
Form 1045, 355
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Form 1066, 283
Form 1098, 178, 235, 275
Form 1098-E, 76–77, 134
Form 1098-T, 148
Form 1099, 411

erroneous, 346
Form 1099-B, 113, 250, 252
Form 1099-DIV, 73–74, 90–91,

206, 212–214
Form 1099-G, 67, 68, 74, 91–92,

108
Form 1099-INT, 67, 68, 90, 124,

203, 205, 283
Form 1099-MISC, 114
Form 1099-OID, 283
Form 1099-Q, 115
Form 1099-R, 74, 87, 94, 96–97,

101, 105, 106
Form 1099-S, 176, 265, 445
Form 1116, 146–147, 177, 480
Form 1310, 58, 350
Form 1902-B, 335
Form 2106, 120, 192, 197, 198,

224
Form 2106-EZ, 120, 192, 198
Form 2120, 54, 55
Form 2210, 83, 159, 358
Form 2210-F, 246
Form 2350, 116
Form 2439, 156, 254, 257
Form 2441, 88, 147, 286–288,

452
Form 2555, 116, 480
Form 2555-EZ, 116
Form 3468, 247
Form 3520, 216
Form 3800, 235
Form 3903, 120, 301–303, 486
Form 3911, 349
Form 4136, 156
Form 4137, 88, 153
Form 4506, 38–39
Form 4549-A, 335
Form 4562, 217, 227, 276
Form 4562, Part VI, 240
Form 4684, 187
Form 4797, 94, 248, 257–258,

266
Form 4822, 328, 329
Form 4852, 87
Form 4868, 71
Form 4952, 181

Form 4972, 144
Form 5329, 95, 97, 106, 153
Form 5498, 95
Form 5500, 121
Form 5500EZ, 121
Form 5695, 150, 291–292
Form 6198, 240
Form 6251, 144
Form 6252, 255, 258–259
Form 6355, 311
Form 6781, 255
Form 8283, 184, 185
Form 8332, 54
Form 8379, 350, 351
Form 8396, 150
Form 8582, 277–280
Form 8606, 74, 96, 97, 130, 131,

303–306, 394
Form 8615, 143, 306–307
Form 8812, 80, 156
Form 8814, 143–144, 306–307
Form 8815, 210
Form 8822, 348, 371
Form 8824, 255, 347
Form 8829, 235, 238, 239,

307–310
Form 8839, 150–151, 292–294
Form 8850, 247
Form 8853, 114, 119
Form 8857, 369
Form 8859, 151
Form 8863, 79, 147, 289–290
Form 8880, 80, 149, 291
Form 8885, 156–157
Form 8888, 70, 83, 159
Form 8889, 120
Form 8901, 290
Form 8910, 152, 235, 294
Form 8913, 82, 157, 297
Form 9465, 356
Form 12153, 324, 357
Form CP-13, 318
Form CP-503, 318
Form CP-504, 319
Form CP-2000, 318
Form I-9, 312
Form SS-4, 219
Form SS-5, 452
Form SS-8, 412
Form SSA-1099, 76, 109
Form TD F 90-22.1, 215–216

Form W-2, 67, 71, 86–90, 312
Form W-4, 310–311
Form W-4V, 67, 82
Form W-5, 81, 88, 296
Form W-7A, 55
forms, where to find, 24
foster care of dependent, 52
401(k) plans, 389, 390, 485. 

See also IRAs (Individual
Retirement Accounts)

403(b) plans, 389–390, 485. 
See also IRAs (Individual
Retirement Accounts)

frequent-flier miles, 115
fuel tax credits for off-highway

use, 156, 247

• G •
gambling winnings or losses,

114, 200
gasohol fuel tax credit, 156
General Depreciation System

(GDS), 244–245
General Rule, for

pension/annuity tax
calculation, 103

gifts
canceled debt as, 113–114
to family, 149
giving money away, 465–467
for opening bank account, 206
to political organizations, 466
reconstructing records for

property or securities,
34–36

tax consequences of interest-
free loans, 211

Gordon, Catharine, 422
government officials, fee-basis,

119
graduated income tax, 12
Griswold, Robert, 449
group life insurance premiums,

reported on Form W-2, 89

• H •
H and HH Savings bonds, 207
H&R Block, 24, 61
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half-year convention for
depreciation, 227, 230–231,
232

handicapped. See disabled
(taxpayers); disabled
dependents

hardship offers (of partial
payment of taxes), 358

head of household (filing
status)

AMT trigger amount, 146
choosing, 44–46, 48–49
earned income credit

phaseout, 295
education credits, phaseouts,

290
income minimums by age, 59
IRA contribution deductibility

limits and phaseouts, 129
standard deduction amount,

163
standard deduction for over-

65 or blind, 164
tax rate schedules for 2006,

141
Health Coverage Tax Credit

(HCTC), 157
health insurance

premiums, 172
for self-employed, 124
tax credit for TAA or PBGC

recipients, 156–157
Health Savings Accounts

(HSAs), 120
high-income earners, as audit

targets, 328
high-low method, 196
hiring family members, 412
hobby losses, 241, 246, 406, 477
home equity loans, 178, 179,

439, 444, 459–460
home improvement loans, 178
home improvements

capital gains, 254
contractor’s labor versus DIY,

441
definition and examples, 264
for medical reasons, 174
record keeping for, 37, 263,

436, 440
to rental property, 276

home mortgage interest,
178–180

home office, 265–266, 307–310,
410–411

home ownership
business use of (home office),

265–266, 307–310, 410–411
deciding how much to spend,

439
mortgage decisions, 442–443
ownership versus rental, 441
record keeping, 32, 440–441
refinance decisions, 179, 444
renting out, 446
reporting revenue on

occasional rental, 441
selling

capital gains and losses,
261–266, 436–437, 445

considerations for home
office or rental, 265–266

in divorce situations, 446
by military personnel,

263–264, 483–484
profit exceeding exclusion,

265
reportable, 445

stay 3-5 years, 438–439
tax advantages of owning,

379–380, 438–439
vacation homes, 247, 274, 

280, 440
Hope Scholarship Credit, 79,

147–148, 193, 210, 289–290,
455–459

horse breeders, trainers, 246
household, head of. See head of

household
household, member of, 52
household employment

housekeepers, 452
nanny tax, 154, 311–312

household goods donated to
charity, 184–185

HSAs (Health Savings
Accounts), 120

HUD (Department of Housing
and Urban Development),
231

Hurricane Katrina victims
charitable-related work,

mileage deduction, 180
sheltering, deduction for, 

78, 139
hybrids or electric cars, 152,

235, 248, 294

• I •
I Savings bonds, 207–208, 210
illiquid investments, 426
immigration checks on

domestic employees, 312
imputed interest, 211
incentive stock options (ISOs),

268, 432
inclusion amount for leased

cars, 236–237
income

advantages of earning less,
476

declaring all, to avoid audit,
475

definition, 86
exemptions for military, 483
maximum required for

dependents, 53
in respect of a decedent, 200
second, costs and benefits of,

454
timing events for tax

advantage, 380–381
income, taxable

by age and marital status,
58–59

brackets and rates for singles
compared to married-filing
jointly, 13

definition, 11
mistakes by IRS, 343
repayment, credit for, 200

income averaging, 241
income taxes. See taxes
incorporation

continuity of life, 416
expert advice on, 416
liability protection, 413–414
limited liability companies

(LLCs), 416
(continued)
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incorporation (continued)
S corporations, 415
stockholders, 416
tax issues, 414–415

independent administration of
estates, 470

independent contractors
versus employees, 225,
411–412, 477

index funds, 425
informants, 476
inheritance

capital gains and losses, 
253, 256

challenging valuation, 34
IRAs as, 20, 98–101
reconstructing records for

property or securities,
34–36

tax on savings bonds, 207
injury benefits, 107
in-kind payment, 245
Innocent Spouse Rule, 44, 324,

368–372
installment payments of taxes

owed, 356–357
installment sales (farms or farm

equipment), 146, 248
insurance. See also health

insurance; life insurance
caution! on advice from

financial planners, brokers,
etc., 468–469

casualty losses, 188
coverage for domestic

employees, 312
coverage for employees,

412–413
FDIC (Federal Deposit

Insurance Corporation), 423
liability, for tax advisors, 488
long-term care, 114, 124, 172
on property, as alimony, 126
rental property-related, 275
self-employed persons, 

235, 413
interest

due on overdue refunds, 350
interest expense

on additional tax, 326–327
home mortgage, 178–180
late payment charges, 178

personal, 177
on rental property, 275–276
for self-employed persons, 235

interest income
backup withholding, 323
checking 1099-INTs for

correctness, 205
imputed on interest-free

loans, 211
on joint accounts, 208
nominee distribution, 208
reporting on Form 1040, 90
reporting on Schedule B, 205
on tax refunds, 209
taxable, 206–210, 419
on U.S. Savings Bonds,

206–208, 210
interest-free loans, 211
Internet resources. See Web

sites
Intuit (Quicken), 33
inventory

calculating cost of goods sold,
221–222

ending, 221
investigatory expenses

compared to start-up, for
self-employed persons, 240

investment brokers, 10
investment credits (farms), 247
investments. See also capital

gains and losses; dividend
income; interest income;
real estate

to avoid
annuities, 428
cash-value life insurance,

426, 468–469
limited partnerships,

425–426, 447
load mutual funds, 427–428

dollar-cost averaging, 427
illiquid, 426
interest paid, 181–182
maximizing deductible

expenses, 482
outside of retirement

accounts, 419–420
selling

considerations  for, 379
mutual funds and average

cost method, 431–432

securities at loss, 431
securities of unknown cost,

433
securities with large capital

gains, 430
selected shares, 429–430
stock options, 432–433

in someone else’s small
business, 417

stocks or bonds, 422–425
tax-friendly

examples, 9
index funds, 424
long-term capital gains, 420
paying off debt, 420–421
retirement accounts, 421
tax-free funds, 421–424

wealth-building assets, 479
IRA Calculator (T. Rowe Price),

396
IRAs (Individual Retirement

Accounts). See also Roth
Individual Retirement
Accounts

advantages and purposes, 
10, 11, 127, 379, 385–388,
419, 421, 479

advantages for child’s
education, 456

beneficiaries, 100–101, 400
contributions

AGI ceilings for, 393
compound earnings, 387
correcting over-contribution,

130
correcting underpayment of

tax, 153
credit for, 149
deductible, 76, 386
excessive, 388
to ex-spouse’s, as alimony, 93
limits, 128
nondeductible, 74, 130
prioritizing, 397
spouse’s, 132–133

contributions credit, 80, 291
converting traditional to Roth,

130–132, 305
deductibility

income phaseouts and
limits, 128–129

of spouse’s contribution,
132–133
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distributions
before age 591⁄2, 97–98
breaks for reservists, 485
figuring your needs, 388
mandatory, 402
mandatory at age 701⁄2, 

94, 399, 402
reporting on Form 1040A, 74
of savings bonds, 207
taxed as ordinary income,

215
donating to charity, 186–187
inherited, 98–101, 200
losses on, 101
naming beneficiaries, 400
nonqualified plans (W-2

detail), 89
qualifying types of

compensation, 128
recharacterizing IRA

conversions, 305
reporting lump-sum

distributions, 144
tax credit for low-income

earners, 386
transferring (rolling over) to

another, 397–398
transfers pursuant to 

divorce, 98
trustee-to-trustee transfer, 132
types

employer-sponsored, 129,
389–390

nondeductible, 303–306
Roth, 127, 394–396
for self-employed persons,

390–392
SIMPLE, 121–124, 236, 305,

390
traditional deductible, 

127, 392–393
traditional nondeductible,

127, 394
withdrawals

“borrowing” from, 387
computing amounts, 95
donating to charity, 400
need to plan for, 399
of nondeductible

contributions, 101, 303–305
penalties for early, 387
penalty-free, 97–98, 387, 396
timing, 399–400

IRD (income in respect of a
decedent) deductions, 200

IRS (Internal Revenue Service)
addresses for service 

centers, 84
appeals of decisions by, 319,

322, 324, 333, 335, 364–366
Appeals Office, 335
audits. See audits by IRS
forms. See Forms
on lack of tax-saving advice

from, 20, 21
life expectancy tables, 402
mistakes made by. See IRS

mistakes, how to respond
notices sent by. See IRS,

notices from
phone numbers, 20, 21, 39, 71
on possible wrong answers

from, 20, 363
publications. See IRS

Publications
Taxpayer Advocate, 323,

347–348
Web site, 20

IRS, notices from
assessment notices

backup withholding, 322–323
change to tax return, 323
general, CP series, 321
income verification, 321–322
overview, 320
request for tax return, 322

audits
audit request letter, 332
correspondence audits, 330
field audits, 329–330
office audits, 328–329
random statistical audits,

331
reports of findings and

changes (30 day letters),
335

Statutory Notice of
Deficiency (90-day letter),
318, 324, 333, 335–336

collection due process
hearing

appeals, 324
property levy notice,

324–325
wage levy notice, 325–326

deciphering, 319–320

liens or levies
appealing notice of, 319
federal statutory, 323–324
levy source information, 

319, 356
property levy notice,

324–325
wage levy notice, 325–326

likelihood of receiving, 317
nonassessment notices

delinquent tax return notice,
327

paying interest on additional
tax, 326–327

typical situations, 326
penalties following failure to

respond, 318, 319
prior notices not received,

346–347
recommended response to,

318, 319
requesting IRS records of your

tax account, 39, 320, 347
typical notices, 318–319

IRS mistakes, how to respond
advantages of short, factual

responses, 339–340
all-purpose form letter for

typical errors, 341
data processing error, 346
double-counted income, 343
erroneous refund, 345–346
exempt income, 343
incorrect 1099, 346
lost check, 344
lost return, 344
misapplied payments, 341
misunderstood due date,

341–343
never received prior notices,

346–347
partially corrected error, 

345
tax assessed after statute of

limitations, 345
wrong income, 343
wrong year, 346

balance due notice, 340
likelihood, 337
Taxpayer Advocate,

requesting help from, 323,
347–348

types of goofs, 338–339
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IRS Publications
3, Armed Forces Tax Guide,

188, 483
5, Your Appeal Rights and

How To Prepare a Protest If
You Don’t Agree, 335

17, Your Federal Income 
Tax, 21

51 Circular A, Agricultural
Employer’s Tax Guide, 245

78, Cumulative List of
Organizations, 182

225, Farmer’s Tax Guide, 
241, 244

334, Tax Guide for Small
Business, 21, 225

463, Travel, Entertainment,
Gift, and Car Expenses, 
224, 237

501, Exemptions, Standard
Deduction, and Filing
Information, 57

502, Medical and Dental
Expenses, 167

505, Tax Withholding and
Estimated Tax, 358

533, Self-Employment Tax, 
314

534, Depreciating Property
Placed in Service before
1987, 229

535, Business Expenses, 226
555, Federal Tax Information

on Community Property,
177

561, Determining the Value of
Donated Property, 184

575, Pension and Annuity
Income, 102

587, Business Use of Your
Home, 309, 310

590, Individual Retirement
Arrangements, 95

901, U.S. Tax Treaties, 126
907, Tax Highlights for

Persons with Disabilities,
200

939, General Rule for Pensions
and pensions and
annuities, 103

946, How To Depreciate
Property, 229

954, Tax Incentives for
Empowerment Zones and
Other Distressed
Communities, 231, 247

971, Innocent Spouse Relief,
368, 369

1450, A Certificate of Release
of Federal Tax Lien, 324

1494, Table for Figuring
Amount Exempt From Levy
on Wages, Salary, and
Other Income, 325

1542, 197
3920, Tax Relief for Victims of

Terrorist Attacks, 107, 188,
484

4303, A Donor’s Guide to Car
Donations, 186

itemized deductions
advantages, 480
casualty and theft losses,

187–90
compared to standard, 

42, 138–139, 165, 476
comparing to AGI, 201–202
gifts to charity, 182–187
income-based reduction, 13
interest paid, 177–182
job travel and entertainment,

194–198
medical and dental, 167–174
miscellaneous, 200
other expenses, 199–200
records or receipts for, 30–31
separate returns and limits on

deductions, 166–167
tax preparation fees, 198
taxes paid, 174–177
terrorist attacks or military

action, victims of, 188–190
totaling and limiting to

percentage of AGI, 201–202
unreimbursed employee

expenses, 191–193

• J •
jewelry, casualty losses, 38–39
job expenses

records or receipts for, 31
search
for second job, commuting to,

223
unreimbursed employee

expenses
conventions, 195
entertainment, 195–196
forms to use, 198
job education, 192–193

job search, 191–192, 482
meal and hotel allowance,

196–198
miscellaneous, 193, 482
tax home and travel, 194
travel and entertainment,

194
travel for business plus

pleasure, 194–195
travel for personal reasons,

195
job loss. See unemployment

compensation
job relocation, moving

expenses, 120
job search expenses, 191–192,

482
joint and survivor pensions and

annuities, 103
Jordan, Cora, 472
jury pay

deductible, 135
reportable, 75, 77, 115

• K •
Katrina, hurricane victims,

deduction for sheltering,
78, 139

Keogh plans. See also pensions
and annuities

deductibility, 121–124
for self-employed persons,

236, 391–392
kerosene, 247
KIA (killed in action), benefits

to military families, 484
Kiddie Tax, 56, 306–307
kidnap of dependent, 57

• L •
land clearing (farms), 244
leasing cars, 410
legal and professional services.

See also tax advisors; tax
attorneys

deductibility, 199–200
rental property-related, 275
for self-employed persons,

236
Leonard, Robin, 359
levy source information, 319,

356
liability protection, 413–414
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liens and levies by IRS, 319,
323–326

life expectancy tables (IRS), 402
life insurance. See also

insurance
advance payments made to

terminally or chronically ill,
114

cash-value, 426, 468–469
certain payments as alimony,

125
dividends, 215
group premiums on Form W-2,

10, 89
as poor investment, 403, 462,

468, 469
taxability of death benefits,

107
taxable interest on dividends,

206
term, 468

Lifetime Learning Credit, 
79, 148, 193, 210, 289–290,
455–459

LIFO method of inventory
valuation, 222

limited liability companies
(LLCs), 416

limited partnerships (LPs),
425–426, 447

Link2Gov Corp., 70
liquidation distributions, 214
listed property, 232–235
living trusts, 470–471
living wills, 470
load mutual funds, 427–428
loan brokers, 439
loan origination fees, 179
loans. See also debt

at below-market interest, 
114, 211

calculating affordability of
new home, 439

high cost for cars, 442
home equity, 178, 179, 439,

444, 459–460
home improvement, 178
interest-free, 211
refund anticipation, 

61, 476–477
local income taxes, deductible,

175

lodging and meals. See travel
expenses

long distance telephone calls,
federal excise tax on, 69,
82, 157, 297

long-term capital gains and
losses, 250–251, 256–259

long-term care insurance, 
114, 124, 172

lottery winnings, 86, 114
Louis, Joe, 358
luxury car limits for

depreciation deduction,
232–233, 236

• M •
machine work expenses

(farms), 244
mailing returns, 323, 347–348
management fees, rental

property-related, 275
marginal tax rate, 12–14
mark-to-market traders, capital

gains and losses, 272
marriage penalty, 45–47, 50, 448
married—filing jointly

caution! choice as
irreversible, 44, 48

AMT example, 145
brackets and rates for 2006, 13
choosing as filing status,

44–45
comparison to filing

separately, 47
earned income credit, 155
earned income credit

phaseout, 295
education credits, phaseouts,

289–290
exemptions and phaseout

amounts, 140
income minimums by age, 59
Innocent Spouse Rule, 44, 324,

368–371, 372
IRA contribution deductibility

limits and phaseouts, 129
marginal tax rates by state,

14–16
spouses who are aliens, 45
standard deduction amount,

163

standard deduction for over-
65 or blind, 164

student loan interest
deduction, 133

tax credit for IRA
contributions, 386

tax rate schedules for 2006,
140

married—filing separately
AMT trigger amount, 146
choosing as filing status,

44–48
in community property states,

48
comparison to filing jointly, 47
exemptions and phase-out

amounts, 140
income minimums by age, 59
IRA contribution deductibility

limits and phaseouts, 129
spouses who are aliens, 45
standard deduction amount,

163–164
standard deduction for over-

65 or blind, 164
tax rate schedules for 2006,

141
taxability of Social Security

benefits, 113
Martindale-Hubbell attorney

database, 359
material participation

requirement, 219, 281
maximum loan charges, 179
meal and hotel allowance,

196–198
meals and lodging. See travel

expenses
medical and dental expenses

deductibility as percent of
AGI, 174

health insurance for self-
employed, 120, 124

health insurance premiums,
172

home improvements, 174
list of deductible items,

167–168
not deductible, 170
nursing homes, 173–174
records or receipts for, 30

(continued)
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medical and dental expenses
(continued)

reimbursements and
damages, 173

special expense situations,
171–172

special schooling, 173
travel expenses, 171, 172

medical powers of attorney, 470
medical savings account

contributions, 89, 118–119
Medicare taxes

for self-employed persons,
313–314

on unreported income, 153
Medicare wages and tips 

(W-2 detail), 89
Microsoft Money, 33
mid-quarter convention for

depreciation, 227, 230–231
mileage rate, standard, 224, 225
Military Families Relief Act,

263–264, 483, 484
military services, members of

automatic extension of filing
deadlines, 484

breaks on base
realignment/closure
benefits, 486

breaks on early IRA
distributions, 485

breaks on ESAs or Section 529
plans, 485–486

breaks on sale of home,
483–484

deferring tax payments, 485
disability pensions, 107
KIA, death benefits to families,

484
moving expenses, 301
National Guard and Reserves

forces, 485
nontaxable combat pay

election, 69, 82, 155, 295,
296, 483

reservists, 119
scams targeting military

members/families, 486
tax-exempt income, 483

minimum retirement age, 107
mistakes made by IRS. See IRS

mistakes, how to respond
mixed-use mortgages, 179

money market funds (CDs)
compared to bank accounts,

90, 479
deducting early withdrawal

penalties, 76
tax-free, 421–423, 424

mortgage agents, 439
mortgage interest

deductibility, 11, 178–180, 436
records or receipts for, 30
rental property-related, 275
for self-employed persons,

235
mortgage payments, as

alimony, 126
mortgages

calculating affordability of
new home, 439

down payment, 443
increasing to cover consumer

debt, 481
on interest-only, 443
paying off, advantage of, 421
refinancing decisions, 179, 444
term (15 or 30 years), 

442–443
Mortgages For Dummies, 

443, 460
motor vehicles. See cars
moving expenses, 120, 301–303
multiple-support agreements,

171
municipal bonds, 90, 209–210
Munro, Margaret Atkins, 1, 458
mutual funds, 423–425, 427–428
Mutual Funds For Dummies, 398

• N •
nanny tax (household

employment), 154, 311–312
National Association of

Enrolled Agents, 25
National Guard, 485
National Research Program, 331
National Viatical Association,

114
net income, 273
net operating losses (NOL),

115, 140, 187, 240–241,
354–356

New Jersey residents,
deductible disability fund
payments, 175

New York residents, deductible
disability fund payments,
175

90-day letter, 335–336
NOL (net operating losses),

115, 140, 187, 240–241,
354–356

no-loss test for depreciation
deduction, 231

noncompliance, 331
nondividend/nontaxable

distributions, 213
nonqualified plans (W-2 

detail), 89
nonstatutory stock options,

267–269, 432
nontaxable combat pay

election, 69, 82, 155, 295,
296, 483

Notice 904, 329
Notice of Levy (by IRS), 

319, 324
nursing homes, 173–174

• O •
Offers in Compromise (for

partial payment of taxes
owed), 358–359

office audits, 328–329
office equipment, 193
office expense, for self-

employed persons, 236
office in home, 265–266,

307–310, 410–411
Official Payments Corp., 70
100 Percent Joint and Survivor

Option (pension
payments), 403

online resources. See Web 
sites

operating losses and carryover
for farmers, 246–247
for self-employed persons,

240–241
ordinary income property, 184
original issue discount (OID),

208
other income, reporting on

Form 1040, 113–115
overspending, avoiding, 9, 377,

383

520 Taxes 2007 For Dummies 

40_079010 bindex.qxp  11/10/06  2:32 PM  Page 520



• P •
parking, employer-provided, 89
partial payments of taxes, 

356, 358
partnerships

capital gains and losses, 256
Form 1040 for, 108
supplemental income and

loss, 281–282
passive activity, 181, 278, 279
pass-through entities, 281
payroll companies, advantages

of, 408
penalties by IRS

abating, 360–366
abating interest, 366–368
innocent spouse relief, 44,

324, 368–372
reasons for, 9–11, 60, 68, 82,

297, 327
Pension Benefit Guarantee

Corporations (PBGC),
156–157

pensions and annuities
annuities, pros and cons, 396
being wary of financial

planners, brokers, etc., 
403, 428

capital gains treatment of
lump-sum distribution,
104–105

decedent’s, unrecovered cost
on, 103, 200

as disability income, 107
on Form 1040, 101–106
on Form 1040A, 74
403(b) tax-sheltered annuities,

389–390
IRA contributions as

possibility, 129
joint and survivor, 103
keeping track of earned

benefits, 400
lump-sum distribution and tax

treatments, 103–105
minimum distributions, 107
minimum retirement age, 107
money-purchase plans, 392
payment options, 401–403
pension benefits, 400
for self-employed persons,

236

special averaging, 105
tax on early distributions
ten-year averaging, 103–105
trustee-to-trustee transfers,

104
unrecovered investment in,

200
when to start, 401

per diem rates, 197
performing artists, 119
personal exemptions

eligibility of self and 
spouse, 51

entering on Form 1040, 85–86
reduced as income rises, 

14, 53
Personal Finance For Dummies,

360, 388
personal property taxes, 

30, 176
physical presence test for

foreign earnings exclusion,
116

placed in service (property),
229

Plan Your Estate, 472
points (home loans), 179–181
political organizations, gifts to,

466
politicized viewpoints on 

taxes, 12
postmortem estate planning,

471
premium charges (home loans),

179
preparers of tax returns. See

also tax advisors
beware of refund mills, 

61, 476–477
fees, 31, 198, 236, 476, 488
professional, 24–27
tax advisors for first-time

preparation, 381
primary beneficiaries, 400
prize winnings, 86, 114
probate costs, 470
processing fees (home loans),

179
profits, 86, 420. See also capital

gains and losses
profit-sharing plans, 236, 392.

See also pensions and
annuities

property
additions or improvements to,

229–230
assessed values, 35
capital gains or losses on. See

capital gains and losses
challenging valuation, 34
contributions, deducting,

184–186
as defined by IRS, 249
depreciating. See depreciation
depreciation recapture, 258
determining acquisition date

of gift or inheritance, 36
home ownership. See home

ownership
IRS liens and seizure of, 319,

323–326
listed, 232–235
real. See real estate
reconstructing records of gifts

or inheritance, 34–36
sales of. See capital gains and

losses
property levy notice, 324–325
property taxes

as alimony, 126
deductibility, 11, 435–436
rebates and refunds,

downside, 176
records or receipts for, 30
rental property-related, 276

protective claims, statute of
limitations, 351

Prudential-American Securities
Inc., 36

Publications from IRS. See IRS
Publications

• Q •
qualified charities, 182–184. 

See also charities
qualified dividend income

compared to nonqualified,
214–215

definition, 91
reporting on Form 1040, 91,

142–144, 213
taxed as interest, 206

qualified higher education
costs, 396

qualified plan (retirement), 102
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qualified state tuition (Section
529) plans, 115, 457–458,
485–486

qualifying children, 52–57
qualifying widow(er)s (filing

status)
AMT trigger amount, 146
choosing, 44, 50–51
earned income credit

phaseout, 295
education credits, phaseouts,

290
exemptions and phaseout

amounts, 140
income minimums by age, 59
IRA contribution deductibility

limits and phaseouts, 129
standard deduction amount,

163
standard deduction for over-

65 or blind, 164
tax rate schedules for 2006,

140
Quicken, 33

• R •
real estate. See also home

ownership; property; real
estate taxes; rental real
estate

depreciation recapture, 258
investing in, 435–437, 446–449
researching property values,

34–36
use of IRA for purchase,

97–98, 106
vacation homes, 247, 274, 280,

440
real estate corporations, 449
Real Estate Investing For

Dummies, 449
real estate investment trusts

(REITs), 447
Real Estate Mortgage

Investment Conduits
(REMICs), 283

real estate taxes
deducting, 166
for married-filing separately,

177

records or receipts for, 30
sale of property, 176
special assessments, 175

recapture
of alimony, 126
of depreciation, 258

receipts. See record keeping
recharacterizing IRA

conversions, 132, 305
record keeping. See also

records, reconstructing
missing

for car, home, and business
expenses, 32

of car’s business use, 223
for charitable donations, 185
Cohan Rule, 39–40
for dependent’s expenses, 31
for home expenditures, 

32, 440–441
for home improvements, 

37, 263, 436, 440
importance of, 29–30
for itemized deductions,

30–31
never mail original

documents, 329, 330
retention considerations, 

32, 33, 160
software packages, 32–33
system setup, 31–32
for travel and entertainment

expenses, 196
Record of Tax Account

Information, 39, 320, 347
records, reconstructing missing

business transactions, 38
casualty losses, 37–38, 189
improvements to 

residence, 36
past years’ tax returns, 38–39
property received by

inheritance or gift, 34–36
reasons for, 33–34
securities received by

inheritance or gift, 36
refinancing your home, 179, 444
reforestation credits, 247
refund anticipation loans, 

61, 476–477
refund mills, 61, 476–477

refund offset program, 351
refunds

of education credits, 148
from IRS

applying to next year’s tax,
83

beware of refund mills, 
61, 476–477

direct deposit, 158–159
direct deposit by IRS, 70, 83
downside, 11, 82, 439
from electronic filing, 61
erroneous, 345–346
finding lost, 348–351
requesting, 158–159

joint, 350
from state or local

governments
possibly taxable, 91–92
property taxes, 176

relationship test, qualifying
dependent child, 57

relatives
as dependents, 52, 57
as employees, 412
giving money to, 465–467

rental real estate. See also real
estate

adjustments to basis, 254
commercial property,

depreciation schedule, 229
converting to primary

residence, 437
deductible loss reporting

(Form 8582), 277–280
depreciation, 276–277, 446,

449
disadvantages, 436, 445, 447
Form 1040 for, 108
home ownership versus

rental, 441. See also home
ownership

income-based reduction, 14
low-income housing and old

buildings, 449
real estate corporations, 449
reporting income from,

273–280
reporting sale, 94
rollover of capital gains,

448–449
1031 exchanges, 449
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vacation homes, 247, 274, 280,
440

write-offs, 448
rented or leased equipment, 

for self-employed persons,
236

repairs and maintenance
rental property-related, 276
for self-employed persons,

237
Reservists, 119, 485. See 

also military services,
members of

residency test, qualifying
dependents, 53, 57

residential energy credits,
149–150, 156, 247, 291–292

residential property,
depreciation schedule, 228

resources. See also IRS
Publications; tax advisors

guides and advice books, 21
software, 21–22

rest homes, 173–174
retention of records, 32, 33, 160
retirement planning, 

calculating future needs,
388. See also IRAs
(Individual Retirement
Accounts)

returns, tax returns. See tax
return preparation 
options; tax returns, self-
preparation

returns and allowances, 221
Rhode Island residents,

deductible disability fund
payments, 175

Rich, Marc, 334
rollovers (IRAs), 397–398
Roth Individual Retirement

Accounts. See also IRAs
(Individual Retirement
Accounts)

advantages as savings vehicle,
76, 94

comparison to traditional
IRAs, 395

contributions after age 701⁄2,
128

converting traditional IRAs to,
130–132, 305, 394

definition, 127
distributions from, 305–306,

396
income-based reduction in

contributions, 14
no withdrawal requirement,

396
undoing conversion

(recharacterizing), 132
when to choose, 395–396

rounding to nearest dollar, on
all Form 1040 versions, 69

royalties
Form 1040 for, 108
reporting income from,

273–280
Schedules C or E for, 273

RRTA tax, figuring excess, 156
rule of approximation (Cohan

Rule), 39–40

• S •
S Corporations

advantages, 415
capital gains and losses, 256
domestic production

activities, 135
Form 1040 for, 108
self-employed health

insurance deduction, 124
supplemental income and

loss, 281–282
safe deposit boxes, 31, 33
Safe Harbor rule, 69, 83,

299–300
sales taxes, 9
Salvation Army Valuation Guide,

The, 185
same-sex marriages, 44, 173
savings accounts. See bank

accounts
Schedule 1 (Form 1040A), 24,

42, 69, 72–82, 91
Schedule 2, 88
Schedule 1065-K-1, 281, 286–288
Schedule 1120S K-1, 281
Schedule A, 32, 168. See also

itemized deductions
Schedule B, 32, 91, 204. See also

dividend income; interest
income

Schedule C, 218–241. See also
self-employment business
income

Schedule C-EZ, 89–90, 217–218
Schedule D, 32, 142, 213, 252,

445. See also capital gains
and losses

Schedule E, 273–284. See also
supplemental income and
loss

Schedule F, 241–248, 242. See
also farm income

Schedule H, 154, 311–312
Schedule J, 241
Schedule K-1, 256, 281, 282
Schedule R, 147
Schedule SE, 114, 121, 153,

313–314
Schell, Jim, 417
Schmidt, Dennis, 23
schooling. See education;

students
second income (vacation

home), 247, 274, 280, 440,
454

secondary beneficiaries, 400
Section 83(b) election, 270
Section 179 depreciation, 227,

231, 244–245, 409
Section 529 Plans, 115, 457–458
Section 1244 stock, 267
securities (stocks and bonds)

basis adjustments, 254
be wary of employer’s stock,

433
be wary of financial planners,

brokers, etc., 381–382, 430
dividends, 215
employer, appreciated, 270
foreign income taxes, 177
index funds, 425
as part of divorce property

settlement, 127
premiums and discounts, 

209
reconstructing records of 

gifts or inheritance, 36
sale at loss, 431
sales and purchases between

interest dates, 208–209
(continued)
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securities (stocks and bonds)
(continued)

sales of partial holdings, 
254, 429–430

sales with large capital gains,
430

sales with unknown cost, 433
Series EE, E, H, HH, and I

Savings, 206–208, 460
for services, 270
settlement date, 251
splits, 215
stock options, 432–433
tax-exempt, municipal, 

90, 209–210
timing purchase for tax

advantage, 424
undistributable gains, 156
undistributed capital gains,

254
worthless, capital gains on,

266–267
zero-coupon, 208

self-employed persons. See also
small businesses

as audit targets, 328, 477
declaring all income, 475
deductions from AGI, 121–124
home office, 265–266, 307–310,

410–411
IRA-qualified earnings, 128
maximizing expenses, 482
moving expenses, 301
retirement accounts, 390–392
self-employment tax (Social

Security and Medicare),
313–314

withholding at sufficient level,
378

self-employment business
income

advertising, 223
at-risk rules, 239–240
car and truck expenses,

223–225
cash and accrual accounting

methods, 219–220
commissions and fees, 225
contract labor, 225, 411–412,

477
cost of goods sold, 221–222
depletion, 226
depreciation, 226–235

employee benefit programs,
235

gross income, 222
gross receipts or sales,

220–221
insurance (other than health),

235
interest expense, 235
investigatory expenses

compared to start-up, 240
legal and professional

services, 236
listed property depreciation,

232–235
material participation

requirement, 220
miscellaneous other

expenses, 239
mortgage interest, 235
office expense, 236
operating losses and

carryover, 240–241
pension and profit-sharing

plans, 236
providing 1099s to service

providers, 236
rented or leased equipment,

236
repairs and maintenance, 237
returns and allowances, 221
Schedule C required for, 93, 217
standard mileage rate, 224
start-up expenses, amortizing,

240
statutory employees, 89–90,

93, 220–221
supplies, 238
taxes and licenses, 238
totaling for net profit/loss, 239
travel, meals, and

entertainment, 238
utilities, 238
wages paid employees, 238
writing off bad debts, 221

Self-Employment Tax, 121
seller-paid points, 180
senior citizens. See elderly
SEPs. See also pensions and

annuities
converting to Roth, 305
deductibility, 121–124
for self-employed persons,

236, 391

September 11, 2001. See also
terrorist attacks, tax relief
for victims of

insurance, property
replacement period, 188

net operating losses resulting
from, 115

settlement date for securities,
251

settlement statement, 441
70 Percent Joint and Survivor

Option (pension
payments), 403

short sales, 269–270
short-term capital gains and

losses, 250–251
sick pay, reported on Form 

W-2, 89
sickness benefits, taxability,

107
Silverman, David J., 1
SIMPLE (Savings Incentive

Match Plan for Employees)
plans, 121–124, 236, 305,
390

single filing status
AMT trigger amount, 146
choosing, 43–44
earned income credit

phaseout, 295–296
education credit phase-outs,

290
exemptions and phase-out

amounts, 140
income minimums by age, 

58, 59
IRA contribution deductibility

limits and phaseouts, 129
marginal tax rates by state,

14–16
standard deduction amount,

163
student loan interest

deduction, 133
tax credit for IRA

contributions, 386
tax rate schedules for 2006,

13, 141
Single Life Option (pension

payments), 402
Small Business For Dummies,

417
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small businesses. See also
employers; self-employed
persons

accounting systems
advantages, 405–406
audit trail, 407
business separate from

personal, 407
as audit targets, 328
buying or selling, 417
incorporation

continuity of life, 416
expert advice on, 416
liability protection, 413–414
limited liability companies

(LLCs), 416
S corporations, 415
stockholders, 416
tax issues, 414–415

investing in someone else’s,
417

minimizing taxes
beware of overspending, 408
depreciation versus

deductions, 409
hiring family members, 412
independent contractors

versus employees, 225,
411–412, 477

insurance and other
benefits, 412–413

office space, 410–411
reducing car expenses, 410
retirement plans, 413
shifting income and

expenses, 409
travel expenses, 410

personal and emotional
challenges, 405

real business compared to
hobby, 241, 246, 406, 477

record keeping, importance
of, 405

startups, 213
stock (Code Section 1244

stock), 267
Small Employer Pension Plan

Start Up Costs Credit, 152
Social Security benefits

claims, legal fees for, 200
figuring taxable amount,

109–112

on Form SSA-1099, 109
lump-sum payments for

multiple years, 112
repayment, 112–113
reporting on Form 1040,

109–113
reporting on Form 1040A,

75–76
spousal entitlement to, 50

Social Security numbers
for dependents, 55–56, 85–86,

451–452
on EIC form, 297
for ex-spouses receiving

alimony, 125
for payers of taxable income,

323
providing to payers of interest

or dividends, 203
on tax payment check, 71, 83,

160, 300
Social Security taxes

for farmers, 247
rental property-related, 276
for self-employed persons,

238, 313–314
on unreported income, 153

Social Security wages and tips
(W-2 detail), 89

Social Security withholding,
figuring excess, 156

software
electronic filing options, 60
for estimated tax calculation,

160
for living trusts and wills, 472
for record keeping, 32–33
for tax return preparation,

21–22
Solo (k) retirement plan, 122
special needs children, 150
spending, cutting back on, 

9, 377, 383
standard deductions

based on filing status and
income, 163–164

calculating for Form 1040A,
77–78

calculating for Form 1040EZ,
67–68

compared to itemized, 42,
138–139, 163, 165, 476

definition, 11
for dependents, 164–165
for over-65 or blind, 164

standard mileage rate, 224, 225
staples

for attaching W-2s, 1099s, etc.,
71, 84

not for checks, 71, 84
start-up expenses, amortizing,

240
state income taxes

deductible, 175
marginal tax rates by state,

14–16
records or receipts for, 31
varying records retention

requirements, 32
state tuition (Section 529)

plans, 115, 457–458,
485–486

statute of limitations
on claims for lost refunds,

350–351
protective claims, 351
on tax audits, 33, 333–335
on tax fraud, 33

statutory employees, 89–90, 93,
220–221

statutory liens by IRS, 
319, 323–326

Statutory Notice of Deficiency
(90-day letter), 318, 324,
333, 335–336

statutory stock options,
267–269

stay-at-home parents, 454
stock options, 267–269, 432–433
stocks. See securities (stocks

and bonds)
straight-line method of

depreciation, 234
student loans

cancellation, 114
deductibility, 133–135, 455
delinquent, recovery by IRS,

351
interest, 76, 181–182
tax advantages, 380
from tax-exempt charities, 114
tuition program payments,

115
vocational schools, 133
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students, qualifying as
dependents, 53

substitute returns (prepared by
IRS), 327

supplemental income and loss
definition, 273
estates and trusts, 282–283
partnerships and S

corporations, 280–282
Real Estate Mortgage

Investment Conduits
(REMICs), 283

rental real estate and
royalties, 273–280

supplies
rental property-related, 276
for self-employed persons, 238

support, provided to
dependents, 54

support test, qualifying
dependent child, 57

surviving spouse. See also
deceased taxpayers;
inheritance; qualifying
widow(er)s

capital gains on sale of house,
262

IRAs as inheritance, 98–101
military, 484
tax rate schedules for 2006,

140
SUVs, 233
swimming pools, medically

recommended, 174

• T •
T. Rowe Price, 396, 422
T. Rowe Price’s IRA Calculator,

396
TAA (Trade Adjustments

Assistance), 157
TAOs (Taxpayer Assistance

Order), 345, 348
tax advisors. See also financial

planners, brokers, etc.;
preparers of tax returns;
tax attorneys

interview questions for,
487–490

issues to consult on
buying or selling business,

417
estate planning, 472
first-time preparation of

returns, 381
incorporation of business,

416
before making major

decisions, 378
tax issues of having

employees, 408
Tax and Accounting Sites

Directory, 23
tax attorneys

emphasis on legal documents,
472

high fees for expertise, 27
incorporation of business, 416
representation at IRS audit,

332
tax audits. See audits by IRS
tax basis, 34
tax benefit rule, 355
tax brackets. See brackets and

rates (Federal income tax)
Tax Court, 191, 333
tax credits. See also deductions

child- and dependent-care
expenses, 286–288

compared to deductions, 285
purposes, 285
refundable and

nonrefundable, 285
tax evasion, 60, 114, 475–477
Tax Foundation, 8
tax fraud, 33, 60, 475
tax home, 194
tax laws. See also brackets and

rates, Federal income tax
aggressiveness or

conservativeness of tax
advisors, 488

changing investment
strategies for, 422

Congressional tax bills Web
site, 23

tax protesters, 476
tax return preparation options

doing it yourself, 19–24. See
also tax returns, self-
preparation

hiring help, 24–27. See also
preparers of tax returns

Tax Return Transcript, 38
tax returns. See also Form 1040

for deceased taxpayer, 57–58
importance of filing, 477
IRS lost returns, lost checks,

344
mistakes, avoiding by double-

checking for accuracy, 475
mistakes on. See tax returns,

fixing mistakes on
past years, requesting copies

of, 38–39
penalties for failure to file, 

60, 327
penalties for late filing and

payment, 327
requirements by age, income,

and marital status, 58–59
signing, 84
substitutes prepared by IRS,

327
underpayment of taxes, 

83, 153, 159–160, 358
when to file, 59, 61
where and how to file, 60–61
where to find, 24

tax returns, fixing mistakes on
abating interest

18-month rule, 368
erroneous refunds, 366–367
incorrectly charged, 366
IRS billing, 368
IRS delays, 367–368

abating penalties
defining reasonable cause for

mistake, 361–364
erroneous advice from IRS,

363
excuses that won’t fly,

362–363
IRS-acceptable reasons to,

360–361
types, 360

amending return
with net operating losses

(NOL), 354–355
tax benefit rule, 355
time limit for submitting, 353

appealing penalties, 364–366
can’t pay taxes

declaring bankruptcy,
359–360

installment agreement,
356–357
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making an offer, 358–359
options, 355
penalty for failure to file, 356
planning ahead to avoid, 360

innocent spouse relief
eligibility, 369
equitable relief, 370
separation of liability, 370
types available, 369

underestimating estimated
taxes, 358

tax returns, self-preparation
advantages, 20
choosing among 1040 forms,

40–43
choosing filing status, 43–51
dependent exemptions, 52–55
dependents, qualifying

children, 56–57
dependents’ Social Security

numbers, 55–56
directories, 23
guides and advice books, 21
IRS publications. See IRS

Publications
IRS Web site, 22–23
keeping copy, 19
personal exemptions, 51
software, 21–22
tax preparation sites, 23–24
U.S. Tax Code Online, 23

tax shelters. See also tax-
reducing strategies; tax-
wise personal finance
decisions

farming and accrual
accounting method, 243

rental property, 279–280
tax treaties, 126
taxable income. See income,

taxable
TaxCut, 22
taxes. See also tax returns

assessed after statute of
limitations, 345

availability of rules
summaries, 8

fairness issues, 12
history and costs of, 8, 9, 

12, 20
paid, as itemized deductions,

174–177

as painful, ubiquitous, and
confusing, 7

penalties of ignorance of
rules, 9

penalties of poor advice
(example), 10–11

penalties of procrastination
(example), 10

politically conservative
versus liberal views, 12

pre-paying next year’s, 159
state and local as itemized

deductions, 175
tax-exempt bonds, 90
Taxpayer Advocate, 323,

347–348
Taxpayer Bill of Rights, 324,

332, 345, 371–374
tax-reducing strategies. See

also tax-wise personal
finance decisions

checking qualified dividend
income, 91

deferring deductions
triggering AMT, 145

delaying invoicing or
deferring sales, 243, 380,
409

donating to and working for
charities, 481

filing on time, 59
filing your return, 60
foregoing dependent’s

deduction in favor of
learning credits, 149

fund “tax reduction”
(retirement) accounts, 
127, 479–480

importance of knowing
marginal tax rate, 14

importance of knowledge, 
8–10

investing in wealth-building
assets, 479

IRA beneficiaries, 100–101
itemizing deductions, 42,

480–481
keeping good records, 29–30
maximizing miscellaneous

expenses, 482

maximizing self-employment
expenses, 482

moving savings out of bank,
479

paying estimated taxes
correctly, 159

pensions, decedent’s,
unrecovered cost on, 103

residential energy credit,
149–150

taking required IRA
distributions, 94

trading consumer debt for
mortgage debt, 481

U.S. Savings Bonds —
education program, 210

working overseas, 480
tax-wise personal finance

decisions. See also estate
planning

become financially literate,
383

buy a home, 379–380
consider tax consequences

for investments, 379
cut back on spending, 9, 377,

383
education credits, phaseouts,

380
with financial planners,

brokers, etc., 381–382, 403,
425, 428, 430, 468, 469, 472

fund retirement accounts, 
377, 379, 386

get advice before making
major decisions, 378

invest in securities or real
estate, 377

protect assets, 377
take all legal deductions, 379
use tax advisors, 381
withhold enough taxes, 378

telephone, paying by, 71
telephone excise tax, 69, 82,

157, 297
temporary absences of

dependents, 52, 57
Ten Years’ Certain Option

(pension payments), 402
1031 exchanges, 449
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1040 Forms. See Form 1040;
Form 1040A (Short Form);
Form 1040EZ

1099 Forms. See Form 1099
term life insurance, 468
terrorist attacks, tax relief for

victims of, 107, 188–190.
See also September 11,
2001

theft or casualty losses, 
31, 187–90, 254

30-day letters, 335
time-shares, 447
tips

as audit targets, 328, 331
from Form W-2, 87–88
taxes on unreported income,

153
tithes, 182
total tax, as sum of state and

federal, 11
Totten trusts, 470
tours, free
Trade Adjustments Assistance

(TAA), 157
transfer agents for 

securities, 36
transportation industry

employees, meal and
lodging expenses, 197

travel expenses. See also car
expenses

frequent-flier miles, 115
as job expense, 194–198
for medical and dental

treatment, 172
for medical treatment, 171
rental property-related, 275
for self-employed persons,

238, 410
Treasury bills, 207
trucks, 233. See also car

expenses; cars
trustee-to-trustee transfer

(IRAs), 132
trusts

bypass, 464, 467–468
capital gains and losses, 256
charitable, 471
Crummey, 467
Form 1040 for, 108
living, 470–471

supplemental income and
loss, 282–283

Totten, 470
tuition program payments, 115
TurboTax, 22
1244” stock, corporations, or

losses, 267
Two-Thirds Joint and Survivor

Option (pension
payments), 402

Tyson, Eric, 1, 383, 388, 398,
417, 443, 449, 460

• U •
uncollected tax on tips, 89
underpayment of taxes, 83, 153,

159–160, 358. See also
audits by IRS; tax returns,
fixing mistakes on

unemployment compensation,
67, 108–109

TAA (Trade Adjustments
Assistance), 157

unemployment taxes
deductible for self-employed

persons, 238
paid (rental property-related),

276
universal life insurance, 

426, 468
unrecovered cost, on

decedent’s pension, 103
U.S. Treasury, 460
U.S. Treasury bills, 207
USAA, 423, 469
utilities

rental property-related, 276
for self-employed persons,

238

• V •
vacation homes, 247, 274, 280,

440
Value Line Investment Survey, 36
van pools, employer-

provided, 89
Vanguard, 423
vans, 233
variable life insurance, 468
vehicles. See car expenses; cars

vesting, 129, 392
Viatical Association of America,

114
viatical settlements, 114
vocational schools, 133
voluntary disclosure, 327

• W •
W-2 Forms, 67, 71, 86–90, 312
W-4 Forms, 310–311
wage levy notice, 325–326
wages, tips and other

compensation, 87–88
wash sales, 267, 431
Washington state residents,

deductible workers’ comp
fund payments, 175

Web sites
American Institute of Certified

Public Accountants, 26
Ameritas Direct (life

insurance), 469
Bureau of Labor Statistics, 36
CCH Inc., 23
Congressional tax bill

information, 23
Consumer Price Index, 36
Department of Housing and

Urban Development (HUD),
231

directories, 23
Employer ID Numbers, 219
Federal Emergency

Management Agency
(FEMA), 190

Fidelity, 423
H&R Block, 24
Health Coverage Tax Credit

(HCTC), 157
IRS, 22–23
IRS and tax protester

arguments, 476
IRS publications, 182, 186
Link2Gov Corp., 70
Martindale-Hubbell attorney

database, 359
National Association of

Enrolled Agents, 25
Official Payments Corp., 70
per diem rates, 197
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Prudential-American
Securities Inc., 36

Salvation Army Valuation
Guide, 185

Solo (k) retirement plan, 122
T. Rowe Price’s IRA Calculator,

396
Tax and Accounting Sites

Directory, 23
tax preparation services,

23–24
Taxpayer Advocate, 348
U.S. Tax Code Online, 23
U.S. Treasury, 460
USAA, 423

Vanguard, 423
“Where’s My Refund”, 349

whole life insurance, 426, 468
widow(er)s. See qualifying

widow(er)s
WillMaker Plus, 472
wills, 470
winnings in lottery, 86, 114
withholding

appealing hardship, 322
avoiding for dependents, 56
backup, 322, 323
definition, 299

IRS challenges to
overstatement of
exemptions, 311

IRS’s W-4 Calculator, 311
requesting additional, 67,

310–311
at sufficient level, 378

workers’ compensation,
taxability, 107

working overseas, 480
workout rooms, 174

• Z •
zero-coupon bonds, 208
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