SUMMARY OF CHANGES AND CLARIFICATIONS

2002 TAX RETURNS

Purpose.  This document summarizes the significant changes and clarifications made to the law and rules affecting 2002 tax returns.  Using numbered paragraph format, each change or clarification is identified and, where necessary, a brief explanation of the impact is provided.  The order of their presentation does not reflect any assignment of priority or importance.  Please disseminate this information in your legal offices and among your tax program volunteers, as you deem appropriate.

1) Exemption and Standard Deduction Amounts.  Each increased due to annual adjustments for inflation.


a)  Exemption amount increased to $3000 for each taxpayer and his or her dependents (from $2900 for 2001 returns).  High income earners may have their exemption(s) subject to reduction.  Phase-out of the exemption available to the taxpayer starts after the following income levels:  $206,000 for Married Filing Jointly, $171,650 for Head of Household, $137,300 for Single, and $103,650 for Married Filing Separately.


A taxpayer may NOT claim an exemption for a dependent if that person had gross income of $3000 or more in 2002 UNLESS that person is the taxpayer’s “child” and is either under 19 at the end of the year or a student under age 24 at the end of the year. “Child” for this purpose means son, stepson, daughter, stepdaughter, a legally adopted child, or a child placed in the taxpayer’s home by an authorized placement agency for the child’s legal adoption.  A foster child who was a member of the taxpayer’s household for the entire tax year is also considered a “child.”


b)  For those who do not itemize deductions, the standard deduction increased in each filing status.  



Filing Status



Standard Deduction



Married Filing Jointly


$7850




(or Qualified Widow(er))



Head of Household


$6900



Single




$4700



Married Filing Separately

$3925


For those filing as Single or Head of Household, increase the standard deduction by $1150 if the taxpayer is 65 or older; by $1150 if the taxpayer is blind; and by $2300 if the taxpayer is 65 or older and blind.


For married filers, increase the standard deduction by $900 if the taxpayer is 65 or older; by $900 if the taxpayer is blind; by $1800 if the taxpayer is 65 or older and blind; by $1800 if both spouses are 65 and older; and by $3600 if both spouses are 65 or older and blind.


Finally, if the taxpayer can be claimed as a dependent on another person’s return, that taxpayer’s standard deduction is the greater of $750 or the taxpayer’s earned income plus $250 (but not more than the standard deduction amount of $4700 for 2002).  Note - this standard deduction may be higher for if the individual is 65 or older.

2) Reduction in Itemized Deductions.  Higher income earners are subject to reduction of the total amount of itemized deductions.  Otherwise allowable itemized deductions are reduced if adjusted gross income exceeds $68,540 for married taxpayers filing separately and $137,300 for all other filers.

3)  Schedule 1/Schedule B.  A taxpayer must file Schedule 1 with Form 1040A or Schedule B with Form 1040 to report interest income only if the amount of interest earned in the year exceeds $1500.

4)  Terrorist or Military Action.  Do not include in gross income disability payments received for injuries incurred as a direct result of terrorist or military action, regardless of the location at which the action and injuries occurred.

5)  Additions to Designated Combat Zones/Qualified Hazardous Duty Areas.  Added to the list in 2002 because of direct support of military operations in Afghanistan are:


- Personnel deployed to Incirlik AB, Turkey, in support of OPERATION ENDURING FREEDOM (designated 22 January 2002 with an effective date of 21 September 2001);

- Yemen (effective 10 April 2002);

- the Philippines (effective date of 9 January 2002); and 

- Djibouti (effective date of 1 July 2002).

The complete list of current CZ and QHDA follows.  The income exclusions and filing deadline extensions afforded personnel who serve in CZ and QHDA are discussed thoroughly in the Tax Implications of Deployment, originally forwarded to tax program managers in January 2002 with this document.

CURRENT COMBAT ZONES (CZ) AND 

QUALIFIED HAZARDOUS DUTY AREAS (QHDA)

As of 31 December 2002

For each of the areas described below, the CZ or QHDA includes the land and sea areas described and the airspace above them.

(1)  Persian Gulf Area CZ (OPERATION DESERT STORM) - Designated by Executive Order 12744, 21 January 1991, covering the Persian Gulf; Red Sea; Gulf of Oman; Gulf of Aden; that portion of the Arabian Sea that lies north of 10 degrees north latitude and west of 68 degrees east longitude; and the total land areas of Iraq, Kuwait, Saudi Arabia, Oman, Bahrain, Qatar, and the United Arab Emirates.

(2)  Bosnia, Herzegovina, Croatia, and Macedonia QHDA (OPERATION JOINT FORGE) - Legislatively designated by Public Law 104-117 in 1996.

(3)  Federal Republic of Yugoslavia (Serbia/Montenegro) and Albania CZ (OPERATION ALLIED FORCE) - Designated by Executive Order 13119, 13 April 1999, covering the Federal Republic of Yugoslavia (Serbia/Montenegro), Albania, the Adriatic Sea, and the Ionian Sea north of the 39th parallel.

(4)  Federal Republic of Yugoslavia (Serbia/Montenegro) and Albania QHDA (OPERATION ALLIED FORCE) - Legislatively designated by Public Law 106-21, with an effective date of 24 March 1999, covering the Federal Republic of Yugoslavia (Serbia/Montenegro), Albania, the Adriatic Sea, and the Ionian Sea north of the 39th parallel.  This QHDA provides the same tax benefits as the CZ for the same area described immediately above with one notable exception - members performing services outside the QHDA but still a part of OPERATION ALLIED FORCE qualify for suspension of time to file returns and take other actions pertaining to income taxes during periods in which they are not paid hostile fire pay or imminent danger pay provided the services occurred outside the United States and while deployed away from the member’s permanent duty station.

(5)  Afghanistan CZ (OPERATION ENDURING FREEDOM) - Designated by Executive Order 13239, dated 14 December 2001, covering the following areas:

(a)  Afghanistan, Pakistan, Tajikistan, and Jordan (effective 19 September 2001); 

(b)  Kyrgystan and Uzbekistan (effective 1 October 2001 because personnel deployed to these locations were not eligible for imminent danger pay in September 2001);

(c)  2002 Addition:  Personnel deployed to Incirlik Air Base, Turkey, in support of OPERATION ENDURING FREEDOM (designated 22 January 2002 with an effective date of 21 September 2001);

(d)  2002 Addition:  Yemen (effective 10 April 2002);

(e)  2002 Addition:  On 31 October 2002, all military personnel deployed to the Philippines in conjunction with OPERATION ENDURING FREEDOM became eligible for combat zone income exclusion and tax return filing extension benefits due to their service in direct support of military operations in the Afghanistan CZ with an effective date of 9 January 2002; and 

(f)  2002 Addition:  On 21 November 2002, all military personnel in Djibouti became eligible for combat zone income exclusion and tax return filing extension benefits due to their service in direct support of military operations in Afghanistan with an effective date of 1 July 2002.

6)  Student Loan Interest Deduction.  More taxpayers are eligible this year.


- The limitation on this deduction to interest paid only during the first 60 months of repayment has been repealed.


- The income levels at which phase-out of this deduction takes place have been increased.  The deduction now phases out at the $100,000 to $130,000 range for joint filers and from $50,000 to $65,000 for all other filers.


- The maximum deduction allowed is $2500.

7)  Clean Fuel Vehicle Deduction.  A deduction of up to $2,000 is now available for certain hybrid gas-electric motor powered vehicles that have been certified by the IRS as meeting the provisions of the clean-fuel vehicle deduction section of the tax code.  The IRS has announced that three Toyotas - the 2001, 2002 and 2003 Prius models - and four Hondas - the 2000, 2001 and 2002 Insight and the 2003 Civic Hybrid - qualify for this tax deduction.  The deduction is taken in the year the car is placed into service.  

Previously, taxpayers were uncertain about the amount of the deduction and whether they qualified.  Those who purchased the above noted hybrid cars in past years may be eligible to claim the deduction in a prior year by filing an amended return. 

8)  IRA Contribution Limits.  Increased in 2002.


- For persons under 50, the maximum annual contribution is the lesser of $3000 (to either traditional or Roth IRAs) or the total compensation included in gross income for the year.


- For persons 50 and older, the maximum annual contribution is the lesser of $3500 (to either traditional or Roth IRAs) or the total compensation included in gross income for the year.


- If a person is covered by a retirement plan at work, the deduction available for contributions to IRAs will be reduced (phased out) if the person's modified adjusted gross income is between:

· $54,000 and $64,000 for Married Filing Jointly and Qualified Widow(er)

· $34,000 and $44,000 for Head of Household and Single

· $0 and $10,000 for Married Filing Separately

-  Reminder:  Contributions to a traditional IRA cannot be made for the year in which a person reaches age 70-1/2 or for any later year.  However, that person can continue to make contributions to a Roth IRA.  

9)  IRA Rollovers.  Beginning in 2002, taxpayers may withdraw part or all of the funds in a traditional IRA and within 60 days transfer those funds to a qualified retirement plan without incurring tax liability.  Additionally, beginning in 2002, the IRS may waive the 60-day rollover period if doing so is consistent with "equity" or "good conscience," including cases of casualty, disaster, or other events beyond the reasonable control of the taxpayer.

10)  IRA Distributions.  For distributions after 2001, a taxpayer can rollover both the taxable and nontaxable parts of a distribution from a qualified retirement plan into a traditional IRA without incurring tax liability.  The taxpayer must keep track of the deductible and nondeductible contributions to the IRA to ensure he or she can determine the taxable amount once distributions from the IRA begin.  The same 60-day time period as described above applies, with the IRS able to waive that period if doing so is consistent with "equity" or "good conscience," including cases of casualty, disaster, or other events beyond the reasonable control of the taxpayer.


- Similarly, for distributions after 2001, taxpayers can rollover, tax-free, a distribution from a traditional IRA into a qualified retirement plan.  The part of the distributions that can be rolled over is the part that would otherwise be taxable.

11)  Retirement Savings Contributions Credit.  Beginning in 2002, a taxpayer may take a tax credit of up to $2000 for Married Filing Jointly and $1000 for all other filers for making eligible contributions to an employer-sponsored retirement plan or to an IRA.  An employer-sponsored retirement plan includes the Thrift Savings Plan available to federal employees and, for the first time in 2002, military personnel.  A taxpayer cannot take this credit if any of the following applies:


- the amount of adjusted gross income is more than $50,000 for Married Filing Jointly, $37,500 for Head of Household, and $25,000 for Single filers.  In figuring the adjusted gross income, to the amount on line 36 of Form 1040 or line 22 on Form 1040A, the taxpayer must add any amount excluded or deducted for foreign earned income, foreign housing costs, income for residents of American Samoa, or income from Puerto Rico.  Important - income and housing costs of military personnel and federal civilian employees serving overseas are NOT foreign; OR


- the taxpayer was born after 1 June 1985; OR


- the taxpayer can be claimed as a dependent on another's return; OR


- the taxpayer was a full-time student in 2002.

The amount of credit available will be 50%, 20%, or 10% of eligible contributions, to a maximum credit of $2000 for Married Filing Jointly and $1000 for all others, depending upon the filing status and adjusted gross income of the taxpayer.  Please see the chart at page 261 of Publication 17.

12)  Earned Income Credit (EIC).  Changes for 2002 will make more military taxpayers eligible for this credit.  


- Only income included in gross income and self-employment income are considered in determining eligibility for EIC.  Thus, BAH and BAS are no longer included in this calculation.  Nor is military compensation excluded from gross income due to service in a designated combat zone or qualified hazardous duty area.  These excluded amounts should be reflected on Form W-2 in Box 12, Code Q.


- Phase-out of eligibility for EIC is determined by adjusted gross income only (as opposed to the modified adjusted gross income used earlier, requiring calculations beyond the usual determination of adjusted gross income in preparing a taxpayer's return).


- The qualifying child test has been relaxed, both simplifying the determination and expanding the class of persons eligible for "child" status.  Now, in addition to natural or adopted children, a stepchild, eligible foster child, or grandchild qualify.  Additionally, a brother, sister, stepbrother, stepsister, or the child or grandchild of the taxpayer’s brother, sister, stepbrother and stepsister whom the taxpayer cares for as his or her own child will qualify in the EIC calculation - even though these persons may not have lived with the taxpayer for the entire year.

-- An eligible foster child is one placed with the taxpayer by an authorized placement agency AND one the taxpayer cared for as his or her own.  Beginning in 2002, an eligible foster child need only live with the taxpayer for more than half the year, as opposed to the previous rule requiring full year residency.  

-- A grandchild means any descendent of a son, daughter, stepchild, or adopted child.  Thus, great-grandchildren or great-great grandchildren could qualify.


- A new tie-breaking rule applies if an individual is a child of more than one taxpayer (e.g., children of divorced parents or children in blended families).  In this situation, the child can be treated as a "qualifying child" for EIC determination by:

· The parent, if only one of the taxpayers who could claim the child for EIC purposes is the parent; OR

· The parent with whom the child lived for the longest period of time during the tax year, if two of the taxpayers who could claim the child for EIC purposes are the parents; OR

· The parent with the highest adjusted gross income, if the child lived with each parent for the same amount of time during the tax year; OR

· The person with the highest adjusted gross income, if none of the taxpayers who could claim the child for EIC persons is a parent of the child.

- The maximum EIC available for 2002:

· $2506 if the taxpayer has one qualifying child

· $4140 if the taxpayer has two or more qualifying children

· $376 if the taxpayer has no qualifying child

13)  Child Tax Credit.  The definition of a qualifying child for figuring this credit has been expanded to include the taxpayer's brother or sister and the children of these siblings (nephews and nieces), whom the taxpayer cares for as his or her own child.

14)  Frequent Flyer Mile Exclusion.  Military personnel and federal civilian employees may now receive and use for personal travel frequent flyer miles earned in official government travel.  On 21 February 2002, in IRS Announcement 2002-18, the IRS stated it will not assert a taxpayer owes income tax because of receipt or personal use of frequent flyer miles or other in-kind promotional benefits attributable to business or official travel.

15)  Educator Expenses.  For 2002, a new deduction of up to $250 is available for unreimbursed expenses incurred by an educator for books, supplies, computer equipment, and other equipment and materials used in the classroom.  Unreimbursed expenses beyond this $250 deduction may be claimed as an itemized deduction for unreimbursed employee business expenses.  Important:  Home-schooling parents are NOT eligible for this deduction.

16)  Education Credits/Deduction.  Three programs are available in this area - the Hope Scholarship Credit, the Lifetime Learning Credit, and the College Tax Deduction.


- Hope Scholarship Credit.  For 2002 returns, a taxpayer may claim a credit of up to $1500 for qualified tuition and related expenses paid for each eligible student.  The credit may only be taken twice for each eligible student and applies only to the first two years of post-secondary education (generally, the freshman and sophomore years of college).  The student must be enrolled at least half-time in a degree program for at least one academic period in 2002.  The student must also not have a felony conviction for possession or distribution of a controlled substance as of the end of 2002.



- The credit is calculated as 100% of the first $1000 in tuition and fees and 50% of the next $1000 in tuition and fees, to reach the maximum credit of $1500.  Note - in tax year 2003, the maximum credit will increase to 20% of the first $10,000 of tuition and fees, to a maximum credit of $2000.


- Lifetime Learning Credit.  For 2002 returns, a taxpayer may claim a credit of up to $1000 for qualified tuition and related expenses for all eligible students enrolled in eligible educational institutions.  The Lifetime Learning Credit is not based on the student's workload.  It is allowed for one or more courses.  There is no limitation to the first two years of post-secondary education.  This credit applies to expenses for undergraduate and graduate courses as well as non-degree courses taken to acquire or improve job skills.  Finally, there is no limit on the number of years for which the Lifetime Learning Credit can be claimed for each student.

- The credit is calculated as 20% of the first $5000 of qualified tuition and related expenses the taxpayer paid for all eligible students.  Thus, the credit is limited to a total of $1000 for the entire family's students.  It is not a credit of $1000 per student.  


- Income Phase-Out Ranges.  Beginning in 2002, the income ranges used to phase out eligibility for both the Hope Scholarship Credit and the Lifetime Learning Credit become subject to adjustment upward for inflation each year.  In 2002, the credit phases out for married couples at a modified adjusted gross income of $82,000 to $102,000 (up from $80,000 to $100,000 for 2001 returns) and a modified adjusted gross income of $41,000 to $51,000 for single persons (up from $40,000 to $50,000 for 2001 returns).


- College Tax Deduction.  The Tax relief Act of 2001 created a new tax deduction that can be claimed in lieu of the Hope Scholarship or Lifetime Learning tax credits.  Important:  A taxpayer cannot claim this deduction and the Hope Scholarship Credit or Lifetime Learning Credit for the same student.



- The maximum deduction for 2002 is $3000.  The same maximum will apply for tax year 2003.  The deduction will increase to a maximum of $4000 for tax years 2004 and 2005.



- Adjusted Gross Income Limitations.  Married taxpayers filing jointly cannot take the deduction if their adjusted gross income exceeds $130,000.  All other taxpayers cannot take the deduction if their adjusted gross income exceeds $65,000.  With these higher income levels for phase-out, taxpayers not eligible for either the Hope Scholarship or Lifetime Learning tax credits may be able to take the College Tax Deduction.


- Credit v. Deduction.  The education credits will reduce the taxpayer's federal income tax liability dollar for dollar.  The College Tax Deduction will provide only a partial reduction of tax liability by reducing the income subject to taxation.

17)  Coverdell Education Savings Accounts (ESA).  Formerly called Education IRAs.  


- Beginning in 2002, qualified education expenses include elementary and secondary public and private or religious school tuition and expenses and computer technology expenses for internet access and related services for use by the beneficiary and family during any year the beneficiary is in school.  A distribution from a Coverdell ESA, including any earned interest, is tax-free if used for these expenses.


- Beginning in 2002, the Hope Scholarship or Lifetime Learning tax credits can be taken in the same year a tax-free ESA distribution for that student was taken.  The expenses used to calculate the education credit cannot include any expenses paid for by the ESA distribution.


- Beginning in 2002, contributions can be made to an ESA and a so-called 529 Plan (Qualified Tuition Program) during the same year for the same student.

18)  Qualified Tuition Programs.  Also known as 529 Plans, these programs allow for tax-free savings to pay for qualified higher education expenses.  Beginning in 2002, they have been expanded to include programs established and maintained by one or more eligible educational institutions.  These programs were formerly limited to plans established and maintained by states.


- A distribution from a plan established and maintained by a state, or an agency or instrumentality of a state (e.g., a state university), can be excluded from income provided the amount distributed is not more than the taxpayer's qualified higher education expenses.


- Amounts in a Qualified Tuition Program can be rolled over tax-free to another Qualified Tuition Program set up for the same beneficiary provided only one such transfer takes place in any 12-month period.


- The definition of family members eligible for tax-free distributions under these programs has been expanded to include the first cousins of the designated beneficiaries.


- The definition of qualified higher education expenses has been expanded to include expenses of a special needs beneficiary necessary for enrollment or attendance at an eligible institution.  See IRS Publication 970 for more details.

19)  Employer-Provided Educational Assistance.  The exclusion from income of amounts paid by an employer for undergraduate courses has been extended through 2010.  Beginning in 2002, the exclusion also applies to employer-provided benefits for graduate level courses.

20)  Archer Medical Savings Accounts (MSA).  Originally, a pilot program scheduled to end in 2000, it has again been extended to apply through 2002.  Taxpayers generally do not include in income amounts withdrawn from Archer MSAs if the funds are used for qualified medical expenses (of the type a taxpayer may deduct on Schedule A with Form 1040).

21)  Standard Mileage Rates.  Rates have been increased for 2002 returns for business use of a vehicle, use of a vehicle to obtain medical care, use of a vehicle in moving, and charitable use of a vehicle.

· Business Use - increased to 36.5 cents per mile

· To Obtain Medical Care - increased to 13 cents a mile

· In Moving - increased to 13 cents a mile (Note - military personnel in a PCS move may only deduct moving expenses if they exceed all the non-taxable payments they receive in connection with the PCS)
· Charitable Use - increased to 14 cents a mile

22)  Social Security and Medicare Taxes.  For 2002, the maximum amount of income subject to social security component of FICA is $84,900.  There is no longer a cap for the Medicare component of this tax.

23)  "Nanny" Tax - For 2002, a $1300 annual wage threshold exists for social security taxes on wages earned by a domestic service employee.

24)  Foreign Tax Liability - A taxpayer may exclude up to $80,000 of income earned outside the United States.  Important - Income earned by military personnel and federal civilian employees overseas is NOT income earned outside the United States.  This income exclusion rule would, however, benefit a retiree, or the spouse or dependent of an active duty member or federal civilian employee, employed overseas by a foreign entity.  Report foreign earned income tax on Form 2555.

25)  Form 1040A, Line 10.  With the revision of Form 1040A, Line 10, a recipient of a Form 1099-DIV with an amount reported in Box 2a may be able to file with Form 1040A.  The 2002 instructions for Form 1040A include a capital gains tax worksheet to figure the tax.

26)  Child or Dependent Filing.  A child or dependent must file if UNEARNED INCOME exceeds $750 OR total gross income is more than the standard deduction ($4700 for 2002).

27)  Filing a Return for a Deceased Person.  A return must be filed if gross income exceeds:

· $13,850 for a joint return where both spouses are under age 65

· $3000 if married filing separately

· $7700 if filing a single return (under age 65)

Note - A return should also be filed to obtain a refund, if available.

Important - Tax forgiveness rules apply to persons killed in a combat zone or qualified hazardous duty area, or who die from wounds, injury, or illness sustained in these areas, and to persons killed or who die from injuries sustained in the terrorist attacks at Oklahoma City (19 April 1995); the terrorist attacks on 11 September 2001; and the terrorist attacks involving anthrax occurring after 10 September 2001 and before 2 January 2002.

