Part Two.

Income

The eight chapters in this part discuss many kinds of income. They explain which
income is and is not taxed. See Part Three for information on gains and losses
you report on Schedule D (Form 1040) and for information on selling your home.

S.

Wages, Salaries,
and Other
Earnings

What's New

Elective deferrals. The limit on the amount of
your wages you can elect to defer into certain
retirement plans (such as section 401(k) plans)
increases each year through 2006. If you are
age 50 or older, you may be able to make addi-
tional catch-up elective deferrals. See Elective
deferrals in Retirement Plan Contributions
under Employee Compensation.

Katrina Emergency Tax Relief Act of 2005.
This Act provides tax relief for persons affected
by Hurricane Katrina. Under this Act, you may
be able to exclude from income amounts you
receive as mileage reimbursements from a qual-
ified charitable organization. See Publication
4492,

Reminder

Foreign income. If you are a U.S. citizen or
resident alien, you must report income from
sources outside the United States (foreign in-
come) on your tax return unless it is exempt by
U.S. law. This is true whether you reside inside
or outside the United States and whether or not
you receive a Form W-2, Wage and Tax State-
ment, or Form 1099 from the foreign payer. This
applies to earned income (such as wages and
tips) as well as unearned income (such as inter-
est, dividends, capital gains, pensions, rents,
and royalties).

If you reside outside the United States, you
may be able to exclude part or all of your foreign
source earned income. For details, see Publica-
tion 54, Tax Guide for U.S. Citizens and Resi-
dent Aliens Abroad.

Introduction

This chapter discusses compensation received
for services as an employee, such as wages,
salaries, and fringe benefits. The topics include:
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e Bonuses and awards,
e Special rules for certain employees, and

® Sickness and injury benefits.

The chapter explains what income is included
in the employee’s gross income and what is not
included.

Useful Items
You may want to see:

Publication

1 463 Travel, Entertainment, Gift, and Car

Expenses

1 503 Child and Dependent Care

Expenses
1 505 Tax Withholding and Estimated Tax

1 525 Taxable and Nontaxable Income

Employee
Compensation

This section discusses various types of em-
ployee compensation including fringe benefits,
retirement plan contributions, stock options, and
restricted property.

Form W-2. If you are an employee, you should
receive Form W-2 from your employer showing
the pay you received for your services. Include
your pay on line 7 of Form 1040 or Form 1040A,
or on line 1 of Form 1040EZ, even if you do not
receive a Form W-2.

Child care providers. If you provide child-
care, either in the child’s home or in your home
or other place of business, the pay you receive
must be included in your income. If you are not
an employee, you are probably self-employed
and must include payments for your services on
Schedule C (Form 1040), Profit or Loss From
Business, or Schedule C-EZ (Form 1040), Net
Profit From Business. You generally are not an
employee unless you are subject to the will and
control of the person who employs you as to
what you are to do and how you are to do it.

Baby-sitting. If you baby-sit for relatives or
neighborhood children, whether on a regular
basis or only periodically, the rules for childcare
providers apply to you.

Miscellaneous
Compensation

This section discusses different types of em-
ployee compensation.
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Advance commissions and other earnings.
If you receive advance commissions or other
amounts for services to be performed in the
future and you are a cash-method taxpayer, you
must include these amounts in your income in
the year you receive them.

If you repay unearned commissions or other
amounts in the same year you receive them,
reduce the amount included in your income by
the repayment. If you repay them in a later tax
year, you can deduct the repayment as an item-
ized deduction on your Schedule A (Form 1040),
or you may be able to take a credit for that year.
See Repayments in chapter 12.

Allowances and reimbursements. If you re-
ceive travel, transportation, or other business
expense allowances or reimbursements from
your employer, see Publication 463. If you are
reimbursed for moving expenses, see Publica-
tion 521, Moving Expenses.

Back pay awards. Include inincome amounts
you are awarded in a settlement or judgment for
back pay. These include payments made to you
for damages, unpaid life insurance premiums,
and unpaid health insurance premiums. They
should be reported to you by your employer on
Form W-2.

Bonuses and awards. Bonuses or awards
you receive for outstanding work are included in
your income and should be shown on your Form
W-2. These include prizes such as vacation trips
for meeting sales goals. If the prize or award you
receive is goods or services, you must include
the fair market value of the goods or services in
your income. However, if your employer merely
promises to pay you a bonus or award at some
future time, it is not taxable until you receive it or
it is made available to you.

Employee achievement award. If you re-
ceive tangible personal property (other than
cash, a gift certificate, or an equivalent item) as
an award for length of service or safety achieve-
ment, you generally can exclude its value from
your income. However, the amount you can ex-
clude is limited to your employer’s cost and
cannot be more than $1,600 ($400 for awards
that are not qualified plan awards) for all such
awards you receive during the year. Your em-
ployer can tell you whether your award is a
qualified plan award. Your employer must make
the award as part of a meaningful presentation,
under conditions and circumstances that do not
create a significant likelihood of it being dis-
guised pay.

However, the exclusion does not apply to the
following awards.

e A length-of-service award if you received it
for less than 5 years of service or if you
received another length-of-service award
during the year or the previous 4 years.



e A safety achievement award if you are a
manager, administrator, clerical employee,
or other professional employee or if more
than 10% of eligible employees previously
received safety achievement awards dur-
ing the year.

Example. Ben Green received three em-
ployee achievement awards during the year: a
nonqualified plan award of a watch valued at
$250, and two qualified plan awards of a stereo
valued at $1,000 and a set of golf clubs valued at
$500. Assuming that the requirements for quali-
fied plan awards are otherwise satisfied, each
award by itself would be excluded from income.
However, because the $1,750 total value of the
awards is more than $1,600, Ben must include
$150 ($1,750 — $1,600) in his income.

Government cost-of-living allowances.
Cost-of-living allowances generally are included
in your income. However, they are not included
in your income if you are a federal civilian em-
ployee or a federal court employee who is sta-
tioned in Alaska, Hawaii, or outside the United
States.

Allowances and differentials that increase
your basic pay as an incentive for taking a less
desirable post of duty are part of your compen-
sation and must be included in income. For
example, your compensation includes Foreign
Post, Foreign Service, and Overseas Tropical
differentials. For more information, see Publica-
tion 516, U.S. Government Civilian Employees
Stationed Abroad.

Nonqualified deferred compensation plans.
Your employer will report to you the total amount
of deferrals for the year under a nonqualified
deferred compensation plan. This amount is
shown on Form W-2, box 12, using code Y. This
amount is not included in your income.

However, if at any time during the tax year,
the plan fails to meet certain requirements, or is
not operated under those requirements, all
amounts deferred under the plan for the tax year
and all preceding tax years are included in your
income for the current year. This amount is in-
cluded in your wages shown on Form W-2, box
1. It is also shown on Form W-2, box 12, using
code Z.

For information on the requirements and the
amount to include in income, see Internal Reve-
nue Code section 409A and Notice 2005-1. The
notice is on page 274 of Internal Revenue Bulle-
tin 2005-2 at www.irs.gov/publ/irs-irbs/
irb05-02.pdf.

Note received for services. If your employer
gives you a secured note as payment for your
services, you must include the fair market value
(usually the discount value) of the note in your
income for the year you receive it. When you
later receive payments on the note, a propor-
tionate part of each payment is the recovery of
the fair market value that you previously in-
cluded in your income. Do not include that part
again in your income. Include the rest of the
payment in your income in the year of payment.

If your employer gives you a nonnegotiable
unsecured note as payment for your services,
payments on the note that are credited toward
the principal amount of the note are compensa-
tion income when you receive them.

Severance pay. Amounts you receive as sev-
erance pay are taxable. A lump-sum payment
for cancellation of your employment contract
must be included in your income in the tax year
you receive it.

Accrued leave payment. If you are a fed-
eral employee and receive a lump-sum payment
for accrued annual leave when you retire or
resign, this amount will be included as wages on
your Form W-2.

If you resign from one agency and are reem-
ployed by another agency, you may have to
repay part of your lump-sum annual leave pay-
ment to the second agency. You can reduce
gross wages by the amount you repaid in the
same tax year in which you received it. Attach to
your tax return a copy of the receipt or statement
given to you by the agency you repaid to explain
the difference between the wages on the return
and the wages on your Forms W-2.

Outplacement services. If you choose to
accept a reduced amount of severance pay so
that you can receive outplacement services
(such as training in résumé writing and interview
techniques), you must include the unreduced
amount of the severance pay in income.

However, you can deduct the value of these
outplacement services (up to the difference be-
tween the severance pay included in income
and the amount actually received) as a miscella-
neous deduction (subject to the 2% of adjusted
gross income (AGI) limit) on Schedule A (Form
1040).

Sick pay. Pay you receive from your employer
while you are sick or injured is part of your salary
or wages. In addition, you must include in your
income sick pay benefits received from any of
the following payers.

e A welfare fund.
e A state sickness or disability fund.

e An association of employers or employ-
ees.

e An insurance company, if your employer
paid for the plan.

However, if you paid the premiums on an acci-
dent or health insurance policy, the benefits you
receive under the policy are not taxable. For
more information, see Publication 525.

Social security and Medicare taxes paid by
employer. If you and your employer have an
agreement that your employer pays your social
security and Medicare taxes without deducting
them from your gross wages, you must report
the amount of tax paid for you as taxable wages
on your tax return. The payment is also treated
as wages for figuring your social security and
Medicare taxes and your social security and
Medicare benefits. However, these payments
are not treated as social security and Medicare
wages if you are a household worker or a farm
worker.

Stock appreciation rights. Do not include a
stock appreciation right granted by your em-
ployer in income until you exercise (use) the
right. When you use the right, you are entitled to
a cash payment equal to the fair market value of
the corporation’s stock on the date of use minus
the fair market value on the date the right was
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granted. You include the cash payment in your
income in the year you use the right.

Fringe Benefits

Fringe benefits received in connection with the
performance of your services are included in
your income as compensation unless you pay
fair market value for them or they are specifically
excluded by law. Abstaining from the perform-
ance of services (for example, under a covenant
not to compete) is treated as the performance of
services for purposes of these rules.

Accounting period. You must use the same
accounting period your employer uses to report
your taxable noncash fringe benefits. Your em-
ployer has the option to report taxable noncash
fringe benefits by using either of the following
rules.

e The general rule: benefits are reported for
a full calendar year (January 1— Decem-
ber 31).

e The special accounting period rule: bene-
fits provided during the last 2 months of
the calendar year (or any shorter period)
are treated as paid during the following
calendar year. For example, each year
your employer reports the value of bene-
fits provided during the last 2 months of
the prior year and the first 10 months of
the current year.

Your employer does not have to use the same
accounting period for each fringe benefit, but
must use the same period for all employees who
receive a particular benefit.

You must use the same accounting period
that you use to report the benefit to claim an
employee business deduction (for use of a car,
for example).

Form W-2. Your employer reports your tax-
able fringe benefits in box 1 (Wages, tips, other
compensation) of Form W-2. The total value of
your fringe benefits may also be noted in box 14.
The value of your fringe benefits may be added
to your other compensation on one Form W-2, or
you may receive a separate Form W-2 showing
just the value of your fringe benefits in box 1 with
a notation in box 14.

Accident or Health Plan

Generally, the value of accident or health plan
coverage provided to you by your employer is
not included in your income. Benefits you re-
ceive from the plan may be taxable, as ex-
plained later under Sickness and Injury Benefits.

Long-term care coverage. Contributions by
your employer to provide coverage for long-term
care services generally are not included in your
income. However, contributions made through a
flexible spending or similar arrangement (such
as a cafeteria plan) must be included in your
income. This amount will be reported as wages
in box 1 of your Form W-2.

Contributions you make to the plan are dis-
cussed in Publication 502, Medical and Dental
Expenses.
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