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Tax Law Class Guidelines

• Questions:

– Will be answered immediately following the Break and at the 
end of the presentation

• In person – use index cards on the table and we will pick them up

• Zoom – use Chat to ask questions

• IRS has not yet sent the 4012’s and 6744’s (certification 
test booklets)

– We will advise when they are available and make 
arrangement for picking them up

• Recording of the Tax Law session will be sent out Friday 
morning



Taxable Income Examples
• Wages, salaries, bonuses and commissions

• Alimony

• Annuities

• Business income

• Debts forgiven

• Dividends

• Employer-funded disability benefits

• Gain from the sale of property or securities

• Gambling winnings

• Interest

• IRA distributions

• Jury duty fees

• Military pay

• Nonemployee compensation

• Pensions

• Punitive damages

• Refund of state taxes (if itemized the prior year and took a deduction for state taxes paid)

• Rents

• Social Security benefits

• Taxable scholarships and grants

• Tips and gratuities

• Unemployment compensation
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Non-Taxable Income Examples

• Child support

• Damages for physical injury

• Federal income tax refunds

• Gifts

• Inheritances

• Insurance proceeds

• Interest on tax-free securities

• Sickness and injury payments

• Supplemental Security Income (SSI)

• Veteran’s benefits

• Welfare payments and food stamps

• Worker’s compensation
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Common Income Items and Forms
Form 1040 – Page 1

• Wage income – Form W-2 (line 1)

• Interest income – Form 1099-INT (line 2b)

• Dividend income – Form 1099-DIV (line 3b)

• IRA distributions – Form 1099-R (line 4b)

• Pension and annuity distribution – Form 1099-R (line 5b)

• Social security benefits – Form 1099-SSA (line 6b)

Schedule 1

• Alimony received – (Part I, line 2a)

– Need date of divorce on line 2b

• Unemployment compensation – (Part I, line 7)

• Other income – (Part I, line 8)
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Retirement Income
Form 1099 Codes

Code Description State and Local Tax

1 Early distribution, no known exception (most cases 

under 59 ½)

Taxable (cost basis is 

recovered first)

2 Early distribution, exception applies (under age 59 ½) Taxable (cost basis is 

recovered first)

3 Disability Not taxable

4 Death Not taxable

6 Tax-free exchange of insurance or annuity Not taxable*

7 Normal distribution Not taxable

G Direct rollover of distribution to a qualified plan Not taxable

H Direct rollover of a designated Roth account Not taxable

Q Qualified distribution from Roth IRA Not taxable

W Purchase of long-term care insurance premiums Not taxable*

7D Earnings on nonretirement annuity Taxable as interest
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Additional Details on Pensions and 

Annuities
• Distribution Code 7D

– Code represents earnings on nonretirement annuity contract.
– These plans are generally purchased from life insurance 

companies as a structured payment plan
– Taxable amounts on line 2a are also taxable for Pennsylvania as 

interest income

• Distribution Code F
– Code represents earnings on charitable gift annuities.
– Taxable amounts on line 2a are also taxable for Pennsylvania as 

interest income

• Distribution Code 4
– Code represents amounts received as a beneficiary
– No early distribution penalty applies even if the recipient is under 

59 ½
– Amount is not taxable for Pennsylvania or local taxes



Additional Details on Insurance 

Contracts
• Distribution Code 6

– Code represents a tax-free exchange of life insurance, 
annuity, long-term care insurance or other endowments under 
Code Sec. 1035

– This code generally arises as taxpayers change insurance 
companies or insurance brokers

– While the amounts should not be taxable for Pennsylvania, 
they may impact Schedule SP and PA-1000

• Distribution Code W
– Code represents charges or payments for purchasing 

qualified long-term care insurance contracts generally arising 
from cash value of annuities or cash surrender value of a life 
insurance contract.

– These amounts are tax-free for federal, state and local 
income purposes.



Additional Details on Pensions and 

Annuities
• Pension and annuity payments include distributions from 401(k), 

403(b) and governmental 457(b) plans
– Distributions from these plans will taxable in full to recipients if no after-

tax contributions were made to the plan or all costs were previously 
recovered.

– Report taxable amount on 1040

• Exclusion for insurance premiums for Retired Public Safety Officers 
(PSO)
– Exception exists for insurance premiums for retired public safety officers 

if part of distribution was used for health, accident or long-term care 
premiums.

– Smaller of premiums paid or $3,000 may be excluded from income. 
– Click on “Calculate your taxable amount” for next screen

• Partially Taxable Annuities
– Payer may show taxable amount on line 2a
– Taxpayer may use either simplified method or general rule method for 

calculation



Retirement Income – Reporting Issues
• Taxable amount reported in Box 2a on Form 1099-R

– The taxable amount will carry to Form 1040, page 1 line 4b or line 
5b

• Taxable amount not reported in Box 2a on Form 1099-R

– If the taxpayer made a contribution with pre-tax dollars (401(k) and 
thrift savings plan), then the distribution is fully taxable

– If the taxpayer made a contribution with after-tax dollars, then the 
distribution is partially taxable*

• Roth IRA distributions are tax free if the following are met

– Distribution is made 5 years after the first contribution was made

– Distribution is after age 59½, due to disability, estate beneficiary or 
to pay certain first-time home buyer amounts

– If tests are not met, the distribution could be partially taxable*

*Taxable calculations are complex and outside scope for VITA



Partially Taxable Pensions and 

Annuities
• Applicable if there is an investment in the contract

– Total premiums, contributions or other amounts paid after tax 
should be reflected on line 9b in first year payments are 
received

• Simplified Method must be used under either circumstance
– Annuity started after July 1, 1986 and the simplified method was 

used to figure taxable amount in a prior tax year
– Annuity started after November 16, 1996 and both the following 

apply:
• Payments are from a qualified employee plan, qualified employee 

annuity or tax-sheltered annuity plan (403(b) plan) AND
• On annuity starting date, recipient was under age 75 or the number of 

guaranteed years is fewer than 5

• If an investment in the contract exists but the simplified rule 
cannot be used, then the general rule method must be 
calculated. Pub. 939



Simplified Method

• Information needed
– Prior Form 1040 if simplified method has been used for taxable 

calculations
– Details of annuity payment program to determine guaranteed 

payments and whether single or joint life annuity
– Age of recipient at start of annuity payments

• Need ages of both recipients if the annuity is based on joint 
lives

– Net investment in annuity (post-tax contributions) generally 
shown on box 9b

• Use of tables for payments over life expectancy
– Single life annuity – use Table 1
– Joint life annuity – use Table 2

• For fixed period annuity (no reference to annuitant’s life), 
use total of monthly annuity payments under the contract



Simplified Method Example

Example. Bill Smith, age 65, began receiving retirement 
benefits in 2021 under a joint and survivor annuity. Bill's 
annuity starting date is January 1, 2021. The benefits are 
to be paid for the joint lives of Bill and his wife, Kathy, 
age 65. Bill had contributed $31,000 to a qualified plan 
and had received no distributions before the annuity 
starting date. Bill is to receive a retirement benefit of 
$1,200 a month, and Kathy is to receive a monthly 
survivor benefit of $600 upon Bill's death. 

- Should simplified method be used?
- What is the taxable amount of the annuity in 2021?



Early Distribution from Retirement Plan

• Indication of early distribution would be total distribution 
box on line 2b checked and code 1 in box 7

• Federal treatment includes total distribution in ordinary 
income plus a 10% early withdrawal penalty.

– Penalty will automatically calculate with entry in TaxSlayer. No 
Form 5329

• Pennsylvania and local will also tax early distribution

– Pennsylvania reports on Form W-2S and flows to compensation

– Local can be reported as other income

– Any employee contributions to the plan are tax-free and deemed 
to be distributed before taxable amounts (cost-recovery method)



Exceptions to Early Withdrawal Penalty

• Common penalty exceptions include:

– Distribution from IRA that was converted to Roth IRA (Code 2)

– Full or partial indirect rollover to a qualified plan (taxpayer received 
fund) within 60 days of initial distribution. Indicate ROLLOVER in 
TaxSlayer

– Payment of IRS levies (Code 2)

– Death of participant/IRA owner (Code 4)

– Total and permanent disability of participant/IRA owner (May need 
Form 5329)

• Entry in TaxSlayer

– From the Federal Section of the program Other Taxes > Tax on 
Early Distribution. 

– Enter the amount that is exempt in the field for "Early Distributions 
that are not subject to 10% tax" under Part 1, and select the reason 
from the drop-down menu for the field "Select the reason for 
exemption"



Using Form 5329 Exceptions to Penalty

• If Form 1099-R shows Code 1 in Box 7, Form 5329 must be 
used to reduce or eliminate penalty

• Codes to be used on Form 5329:

– Code 05 – qualified unreimbursed medical expenses paid during the 
year that exceed 7.5% of AGI

– Code 07 – IRA distributions for health insurance for unemployed 
individuals

– Code 08 – IRA distributions made for qualified higher education 
expenses (tuition, fees, books, supplies, required equipment and 
reasonable room and board)

• Reduce education expenses by any tax-free scholarships, grants 
or employer assistance

– Code 09 – IRA distributions for purchase of first home (up to 
$10,000)

– Code 12 – Other items, such as up to $5,000 for the birth or adoption 
of a child
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COVID-19 Changes to Distributions
• The 10% penalty is waived for 2020 early distributions up to 

$100,000 from 401(k), 403(b) and IRAs

• Eligible criteria includes an individual who:

– is diagnosed, or whose spouse or dependent is diagnosed with 
COVID-19 or

– Experiences adverse financial consequences as a result of the 
individual, individual’s spouse or member of the household:

• Being quarantined, being furloughed or laid off

• Having work hours reduced due to COVID-19

• Being unable to work due to COVID-19

• Closing or reducing hours of a business that they own or operate 
due to COVID-19

• Having pay or self-employment income reduced due to COVID-19

• Having a job offer rescinded or a start date for a job delayed due to 
COVID-19
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COVID-19 Changes to Distributions

• In addition, these distributions may be included in 
income ratably over a three-year period, starting with the 
year in which the distribution is received.

• The distribution may also be repaid in part or full to an 
eligible plan within three years after the distribution was 
received.

– Use Form 8915-F to report any repayment of distributions

• If the taxpayer chose to spread the distribution in their 
income over a three-year period or repaid the distribution 
after the due date for filing the return, the return is out-of-
scope for VITA
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Social Security and Railroad Benefits

• For Social Security Benefits (SSA-1099) and Railroad 
Retirement Benefits Tier 1 (RRB-1099) (Blue form), enter 
the information from the government form into TaxSlayer

– Federal Section>Income>1099-R, RRB-1099, RRB-1099-R, 
SSA-1099>Social Security Benefits/RRB-1099

– Use keyword “SSA”

• For Railroad Retirement Benefits Tier 2 (RRB-1099-R) 
(Green form), enter the information from the government 
form into TaxSlayer

– Federal Section>Income>1099-R, RRB-1099, RRB-1099-R, 
SSA-1099>RRB-1099-R

– Use keyword “RR”
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Capital Gain or Loss

• Capital gains and losses are reported on Schedule D 
and Form 8949

• Transactions within scope for VITA:

– Sale of stock

– Sale of mutual funds

– Sale of principal residence

• The following information is needed to appropriately 
report capital gains and losses:

– Sales price

– Adjusted basis of asset (See Publication 551 for details)

– Short-term or long-term holding period

– Any capital loss carryovers

– Principal residence exclusions
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Capital Gain or Loss
• Proceeds from sale will typically be reported on 1099-B for 

stock and securities and 1099-S for real estate

• Basis determination:

– Original cost of the asset

– Plus any increases or decreases such as commissions, fees, 
depreciation or improvements

– Brokers must report cost or other basis on Form 1099-B unless the 
securities sold were noncovered

– Taxpayers must use the codes on Form 8949 to report if 1099-B 
was received and whether or not it showed basis reported to IRS

• Holding periods:

– Short-term property is held one year or less

– Long-term property is held for more than one year

– Long-term capital gains are taxed at a lower rate than short-term 
capital gains



Sale of a Principal Residence
• Sale of a main home should be reported on Form 8949 and 

Schedule D if the taxpayer does not meet the exclusion or

they received a 1099-S reporting the sale

• Exclusion rules for sale of main home:

– Property must be home where taxpayer lived most of the time

– Taxpayer must have owned the home for 2 of the last 5 years

– Taxpayer must have lived in the home for 2 of the last 5 years

– Maximum exclusion is $250,000 per taxpayer ($500,000 for MFJ)

• Determining gain from sale of main home:

– Selling price is the total amount the seller received for the home

– Amount realized is the selling price less selling expenses 
(commissions, advertising fees, legal fees)

– Basis is the amount that the taxpayer paid to buy or build the home 
plus additions and improvements
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Business Income
• Business income is reported on Schedule C

• Form 8995-A (Simplified QBID 20% deduction)

• The following areas are out of scope for VITA:

– Greater than $10,000 in business expenses

– Have a loss from the business

– Have employees

– Returns and allowances (non-cash method of accounting)

– Cost of goods sold (involves inventory)

– Farm income

– Depreciation of furniture and equipment

– Home office

– Self employment health insurance

• 2-1-1 will screen for these items, but some may slip through
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Business Income

• New Form 1099-NEC for 2020

• Reports amount of nonemployee compensation on line 1 
of the form

• 1099-MISC will still be used for rental income and other 
income

• To enter 1099-NEC in TaxSlayer

– Federal Section>Income>Form 1099-NEC or

– Keyword “SC”

• Income from 1099-NEC can be linked to Schedule C

– See screenshot on D-17
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Business Expenses
• Business expenses within scope for VITA:

– Advertising

– Car and truck expenses based on standard mileage rates

– Commissions and fees

– Insurance

– Other interest

– Legal and professional services

– Office expense (does not include office-in-home)

– Rent or lease of vehicle, machinery and equipment

– Repairs and maintenance

– Supplies

– Taxes and licenses

– Travel

– Meals – subject to limitation

– Utilities
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Uber Drivers
• Drivers for Uber (or other car services) are independent 

contractors for income tax purposes

• Tax returns must be filed if net earnings > $400

• Income is reported to drivers on Form 1099-NEC and/or 
Form 1099-K and reported on Schedule C

• Expenses typically include:

– Car and truck expenses based on standard mileage rates

– Commissions and credit card service fees

– Additional insurance purchased specifically for business

– Business portion of car loan interest

– Office expense (does not include office-in-home)

– Supplies (including items provided to passengers)

– Utilities (business portion of cell phone)

• The client’s Uber page will have a list of expenses, 
clients can often retrieve this from their phone.



COVID-19 Changes to Self-Employed
• Some of the self-employment taxes may have been 

deferred until 2021 and 2022

– The employer’s share of the Social Security is to be paid over 
the next two years

– Applied for income earned from March 27 to December 31, 2020

– Election was made on Schedule SE (See H-1 in Pub. 4012)

• Credits for Sick Leave and Family Leave (Form 7202)

– Can take a credit against Self Employment taxes

– Taxpayer unable to work or telework because:
• Of a required quarantine or isolation order

• Self-quarantined under health care provide advice

• Experienced symptoms of COVID-19 and seeks medical diagnosis

• Is caring for an individual who meets the above conditions

• Is caring for a child when the school or place of care is closed

– Credit is also available for 10 weeks of “qualified family leave”

– See H-9 in Pub. 4012
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Gambling Winnings and Other Income
• Gambling winnings reported on a Form W2-G are 

reported under Federal Section>Income>Less Common 
Income

• Gambling losses are only allowed to the extent of 
gambling winnings and must be reported on Schedule A 
as an itemized deduction

– If the taxpayer cannot itemize, they do not receive benefits for 
the losses

• Additional income to be reported under Other Income 
Not Reported Elsewhere:

– Jury duty pay

– Gambling winnings not reported on Form W2-G

– Other income not entered elsewhere on return

• Form 1099-MISC may report awards and prizes in box 3
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Debt Cancellation

• Personal debts cancelled may be subject to income

• Taxpayer should receive Form 1099-C if the cancelled 
debt exceeds $600

• Debt cancellation within VITA scope:

– Personal debt

– Reported on Form 1099-C

– No interest in connection with debt cancellation

– Not business related

– Not under bankruptcy

– Not claiming insolvency exemption (See D-60)

– Certain student loan debt forgiveness is in scope for 2021

• Amount of debt cancellation should be reported on 
Schedule 1, line 8 (Other income)
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