
Module 3: INCOME
Special thanks to: Bonnie Weber, Kathy Holka, and Matt Hetherwick for their 
contributions to this module. 



Understand income as it pertains to the VITA tax return

Understand the use of each VITA-used form in the Form 1040

Learn the corresponding forms to each line

Be able to calculate Total Income

By the end of this module you will…



Form 1040 – Income
This submodule covers income reported on lines 1 through 7 on Form 1040



What is income?



Gross income is all income received in the form of money, goods, property, and 
services that is not exempt from tax. It includes income from sources outside the 
U.S. or from the sale of a primary residence, even if part or all of that income can 
be excluded. Gross income may include part of Social Security benefits received 
and certain scholarship and fellowship grants. 

 Income that is taxable must be reported on a taxpayer’s return and is subject to 
tax. 
 Income that is nontaxable may have to be shown on a taxpayer’s return but is 

exempt from tax.

Gross Income



Earned income is any income received for work, such as wages or 
business/self-employment income

Unearned income is any income not earned from work, such as 
unemployment income or income produced by investments, such as 
interest on savings, dividends on stocks, or rental income.

Unless there is an exception in the tax law, all income is taxable.

Income



What is considered taxable income?
This chart is from IRS Publication 4012, page D-1, Volunteer Resource Guide.



Wages, Salaries, Tips, etc.

(Form 1040 - Line 1)



Wages, salaries and tips are reported to the taxpayer on Form W-2

Wages, Salaries, Tips – Form W-2



Examples:
Employer Compensation (Form W-2, Box 1)
Tips (waiter/waitress, bellhop, or motel/hotel housekeeper, etc.) – requires 

VITA Advanced Certification even with unreported tips!
Allocated tips - are amounts your employer assigned to employees in addition 

to the tips reported (Form W-2, Box 8)
Scholarship and fellowship grants reported on a W-2(See Module 8, Tax 

Benefits for Education, for more information.)

What to do:
Enter the total of wages, salaries, tips, etc.
 If a joint return, also include the spouse’s income. 
The amount on Form 1040, line 1a should be the total of Box 1 of all W-2 

forms
Always enter all amounts shown on the W-2, including federal and state tax 

withholding and any entries in Box 12.

Wages, Salaries, Tips, etc.



Taxable Interest & Tax-exempt 
Interest

(Form 1040 - Line 2a & 2b)



Interest income is reported to the taxpayer on Form 1099-INT

Interest Income – Form 1099-INT



Interest (Dividend) Income on Broker Statement

Example: statement and their associated forms (Form 1099-
DIV & Form 1099-INT)



Reported to taxpayer on Form 1099-INT, Box 1, on a consolidated statement 
from a Broker or a note from a payer to taxpayer. 

Examples of taxable interest income include:
 Checking and Savings accounts
 CDs,
 savings certificates,
 interest on insurance dividends, or
 US government bonds

Total taxable interest income is reported on Form 1040, Line 2b

 If total taxable interest is over $1,500, the tax software will add a Schedule B to 
taxpayer’s tax return. 
 If a taxpayer received less than $10 in interest, the financial institution may not 

issue Form 1099-INT. Even if the taxpayer did not receive the form, they must 
still report all taxable income, including any interest paid by the IRS. 

Taxable interest

https://www.irs.gov/pub/irs-pdf/f941.pdf


Reported to taxpayer on Form 1099-INT, Box 8

Examples of tax-exempt interest income include:
Bonds that are exempt such as:
State political subdivisions
District of Columbia
Port authorities 

Total tax-exempt interest income is reported on Form 1040, Line 2a

Note: Boxes 10-13 are now in scope for the program, with 
exceptions. Check Publication 4012 before entering to determine if 
return is in scope. 

Tax-exempt interest



Ordinary Dividends & Qualified 
Dividends
(Form 1040 - Line 3a & 3b)



Dividend income is reported to the taxpayer on Form 1099-DIV

Dividend Income – Form 1099-DIV



Reported to taxpayer on Form 1099-DIV, Box 1a

Corporate distributions paid out of the earnings and profits of the 
corporation

Total Ordinary Dividends are reported on Form 1040, Line 3b
Also reported on a broker statement

Ordinary Dividends



Qualified Dividends are generally dividends from shares in domestic 
corporations and certain qualified foreign corporations which you have 
held for a specified minimum period of time, known as a holding period.  

Reported to taxpayer on Form 1099-DIV, Box 1b

Qualified Dividends are eligible for a lower tax rate than ordinary income

Total Qualified Dividends are reported on Form 1040, Line 3a
Also reported on a broker statement

Qualified Dividends



Capital Gain Distributions are the owner’s portion of the capital gains that 
were realized when a mutual fund or real estate investment trusts (REIT) 
sold assets. 

Reported to taxpayer on Form 1099-DIV, Box 2a

Be sure to enter this amount onto a Schedule D – your software 
should do it for you automatically! 

Capital Gain Distributions



IRAs, Pensions, and Annuities
(Form 1040 - Line 4a & 4b or 5a & 5b)



“Distributions from IRAs, pensions, and annuities are reported to the 
taxpayer on Form 1099-R.”

IRAs, Annuities, and Pensions– Form 1099-R

Note: Taxpayers may also receive Form CSA-
1099-R, CSF-1099-R or RRB-1099-R reporting 

retirement income.



Distributions from an Individual Retirement Account, annuity, or pension, might be fully 
taxable or partially taxable. The distribution code from Line 7 defines the type of payment. 
Check page 15 of Publication 4012 for scope qualifications. 

Gross Distributions: 
 The total amount the taxpayer received in the tax year 
 Reported to taxpayer on Form 1099-R, Box 1
 IRA distributions amount reported on Form 1040, Line 4a
 Pensions and annuities amount reported on Form 1040, Line 5a

Taxable Amount
 The part of the distribution that is taxable 
 Reported to taxpayer on Form 1099-R, Box 2a
 Also reported on Form 1040, Line 4b
 IRA taxable amount reported on Form 1040, Line 4b
 Pensions and annuities taxable amount reported on Form 1040, Line 5b

IRAs, Annuities, and Pensions

NOTE:  If there is no entry in this Box 2a, the payer may not have all the facts needed to figure the 
taxable amount. In that case, the first box in box 2b: “Taxable amount not determined” should be 
checked. 
**Preparing returns with the taxable amount not determined requires Advanced certification**

https://www.irs.gov/pub/irs-pdf/p4012.pdf


 Look at the Distribution Code in Box 7 to make sure the return is in scope! 
 You can check the code on the Publication 4012 on Page D-43 for a full breakdown.  

Key Item: Retirement

Note: Qualified disability income reported on Form 1099-R with a Distribution 
Code 3 in Box 7, is reported as earned income wages on Form 1040 until the 
minimum retirement age is met.



Social Security Benefits

(Form 1040 - Line 6a & 6b)



Social Security Benefits are reported to the taxpayer on Form SSA-1099

Social Security Benefits – Form SSA-1099



Reported to taxpayer on Form SSA-1099, Box 5
Box 5 is pink.

Social Security benefits are reported on Form 1040, Line 6a

Be sure to also enter any income tax withheld from Form SSA-1099, Box 
6, and any Medicare withheld premiums shown in the Description box.

Add any information on Medicare for the Schedule A.  

A portion of the benefits is taxable if total income (including tax-exempt 
interest), plus one-half of the benefits received, is more than certain base 
income amounts, which vary upon the taxpayer’s filing status.
The taxable portion of Social Security benefits is never more than 85% of the 

net benefits the taxpayer received.

Social Security benefits

https://www.irs.gov/pub/irs-pdf/f1040sa.pdf


 The calculation is rather complex and is different depending on the filing 
status. To see how it works, go to the worksheet on page 30 of the 1040 
instructions.

Fortunately, the tax software will calculate the taxable amounts for 
you.

Taxable Social Security benefits will appear on Form 1040, Line 6b

Social Security Benefits – What’s Taxable?



Capital Gain or (Loss)
(Form 1040 – Line 7)



Forms of capital assets might include:
Sale of home
Mutual Funds
Stocks
Bonds

 If the taxpayer sold a capital asset, Form 8949 and Schedule D must be 
completed and attached.
Form 8949 contains capital gain and loss transactions
The subtotals from Form 8949 are carried over to Schedule D, where the total 

gain or loss is calculated
The total gain or loss from Schedule D is reported on Form 1040, line 7.
Transactions involving digital assets (virtual currency) such as sale, exchange or 

transfer are out of scope. 

Capital gain or (loss)
Preparing a return with capital gains or (loss) requires Advanced level certification 

https://www.irs.gov/pub/irs-pdf/f8949.pdf
https://www.irs.gov/pub/irs-pdf/f1040sd.pdf


Long- and Short-Term Capital Gains –The Holding Period
 Long-term capital gain: an asset owned for more than one year before it is sold
Short-term capital gain: an asset owned for one year or less before it is sold
 Different holding periods will be taxed at different rates in the software! 

Cost-Basis
 Taxpayers will have cost-basis totals either from their own brokerage firm or the Form 1099-

B which will be used to complete the Form 8949. 

Capital Loss Carryovers
 If there are capital losses more than gains, the amount of loss that can be claimed on line 21 

of Schedule D is the lesser of $3,000 ($1,500 if Married Filing Separately) 
 If your loss is more than this limit, then you can carry forward to later years – use the worksheet in 

Publication 550 for more information!
 Check with the taxpayer if they have carryovers from last year – if they are not sure, you will need last 

year’s tax return. Carryovers must be reported every year, or they are lost. 
 Print out the Capital Loss Carryover Worksheet in Schedule D for the taxpayer’s records next year. 

Capital gain (or loss)

https://www.irs.gov/pub/irs-pdf/p550.pdf
https://www.irs.gov/pub/irs-pdf/i1040sd.pdf


Up Next…
Module 3B: Additional Income

• Publication 4012: Tab D

• Form 1040

• Schedule D

• Publication 4491

Additional Resources

https://www.irs.gov/pub/irs-pdf/p4012.pdf
https://www.irs.gov/pub/irs-dft/f1040--dft.pdf
https://www.irs.gov/pub/irs-pdf/i1040sd.pdf
https://www.irs.gov/pub/irs-pdf/p4491.pdf


Module 3B: ADDITIONAL 
INCOME (SCHEDULE 1)



Additional Income
(Form 1040 – Line 8)



 If a taxpayer has additional income, a Schedule 1 must be completed.
Don’t worry, the tax software you are using will automatically add Schedule 1 if you indicate 

there is additional income

The additional income reported on Schedule 1 includes:
Taxable refunds, credits, or offsets of state and local income taxes
Alimony (received for divorce and legal separation before 2019)
Business income or (loss) (Schedule C)
Other gains or (losses)
Rental real estate, royalties, partnerships, S corporations, trusts, etc. (Schedule E)
Gambling
Cancellation of Debt
 Jury Duty pay
Unemployment compensation
Other income (Publication 4012, 10-20)

Some of these income items are out of scope, so please reference Publication 4012 p.6-. 
The total of all additional income reported on Schedule 1, is transferred to Line 8 on Form 

1040

Additional Income

https://www.irs.gov/pub/irs-dft/f1040s1--dft.pdf
https://www.irs.gov/pub/irs-pdf/p4012.pdf
https://www.irs.gov/pub/irs-dft/f1040--dft.pdf
https://www.irs.gov/pub/irs-dft/f1040--dft.pdf


Form 1040, line 8



Schedule 1



Taxable Refunds, Credits, Offsets 
of State and Local Income Taxes
(Schedule 1 - Line 1)



When a taxpayer received a state income tax refund and took state 
income tax as an itemized deduction in the prior year, the preparer needs 
a copy of the prior year return to determine how much is taxable.

If the taxpayer did not itemize deductions on the prior year return, or did 
not receive a state income tax refund, there is no need to report any of 
the state income tax refund as income on the federal return.

Generally taxpayers receive Form 1099-G that reports their state and 
local tax refund

Taxable refunds, credits, or offsets of state and local 
income taxes

https://www.irs.gov/pub/irs-pdf/f1099g.pdf


Alimony Received
(Schedule 1 – Line 2a)



Alimony (court-ordered provision for a spouse after separation or 
divorce) is no longer reportable/deductible for divorce decrees that are 
executed or revised after December 31, 2018
Only the maintenance/alimony as ordered by the court is reportable – child 

support is not reportable! 

If the divorce decree was executed before December 31, 2018, the 
receiving spouse reports the amount received on line 2a of Schedule 1 
and the paying spouse is allowed to deduct the amount paid on line 19a 
of Schedule 1

Note: you’ll need to input the date of the divorce decree on the 
1040, Schedule 1. 

Line 2a – Alimony received



Business Income
(Schedule 1 – Line 3)



If the taxpayer operated a business or practiced a 
profession as a sole proprietor, income and expenses 
should be reported on Schedule C

Business income may be reported on the following 
forms:
Form 1099-NEC, nonemployee compensation
Forms 1099-K, Merchant Card and Third Party 
Payments
Form W-2, Wage and Tax statement with statutory 
employee (checked in box 13)
Taxpayer’s books and records
This also includes cash from side jobs! 

Business income
Preparing a return with business income requires Advanced level certification 

https://www.irs.gov/pub/irs-dft/f1040sc--dft.pdf
https://www.irs.gov/pub/irs-pdf/f1099nec.pdf
https://www.irs.gov/pub/irs-pdf/f1099k.pdf


Rental Real Estate, Royalties, 
Partnerships, S Corporations, Trusts, 
Etc. 

(Schedule 1 - Line 5)



If a taxpayer receives money from renting out property, receiving 
royalties, income from partnerships, S corporations, or trust, it is required 
to be reported as income

This income is reported on line 5 Schedule 1.

Royalty Income without expenses is reported on Schedule E and is in 
scope if there are no other associated expenses. 

** rental income is in scope for VITA volunteers with a military 
certification, but only for military families or individuals renting their 
primary residence due to a permanent change of duty station **

Rental real estate, royalties, partnerships, S 
corporations, trusts, etc. 

Preparing a return with these types of income is OUT OF SCOPE for VITA*Generally preparing a return with these types of income is OUT OF SCOPE for 
VITA*

https://www.irs.gov/pub/irs-pdf/f1040se.pdf


Note: some of these estate, trusts, partnerships, and S-Corporation 
returns are in scope in certain situations – you’ll need to check the 
Scope of Service Chart in the Publication 4012! 

These items can be found on Schedule K-1: 
Estates and Trusts: Form 1041
Partnership: Form 1065
S-Corp: Form 1120-S

** rental income is in scope for VITA volunteers with a military 
certification, but only for military families or individuals renting their 
primary residence due to a permanent change of duty station **

Rental real estate, royalties, partnerships, S 
corporations, trusts, etc. 

Generally preparing a return with these types of income is OUT OF SCOPE for 
VITA*

https://www.irs.gov/pub/irs-pdf/p4012.pdf


Unemployment Compensation

(Schedule 1 - Line 7)



• Money paid to unemployed workers who lost their jobs due to layoffs or retrenchment (the 
reduction of costs or spending in response to economic difficulty.)

• Taxpayers should receive a Form 1099-G
• Box 1 shows the total unemployment compensation paid to the taxpayer
• Enter any state or federal income tax withholding

Unemployment compensation

https://www.irs.gov/pub/irs-pdf/f1099g.pdf


Other Income
(Schedule 1 – Line 8a-z)



A Note on Other Income

There are a lot more 
items on the 2022 
Schedule 1, line 8 so 
keep in mind these 
new items as you 
prepare your returns! 



Gambling Income (line 8b): Gambling winnings include lotteries and raffles. These 
winnings are reported to the taxpayer via the Form W-2G. 

Cancellation of Debt (line 8c): this is only in scope for nonbusiness credit card debt 
cancellation, discharge of qualified principal residence indebtedness, and discharge of 
certain student loan debt in 2021 through 2025. 
Check your Publication 4012 for more information – all the above topics require 

Advanced level certification! 

 Jury Duty Pay (line 8h): this is the jury duty pay that the taxpayer gave to their employer if 
the employer covered the taxpayer’s salary during their jury duty service. 

Key Lines on Schedule 1, Line 8

https://www.irs.gov/pub/irs-pdf/p4012.pdf


 Income the taxpayer received in the year that does not have a place elsewhere 
on their tax return beyond those in lines 8a – 8u on Schedule 1. 

 Individuals who have received a 1099-MISC with income in Box 3 should 
generally report this as Other Income on Line 8 of Form 1040, Schedule 1.

Line 8 may also include income that is not included in 1099-MISC, such as:

Nonbusiness debt cancellation from Form 1099-C. This requires an Advance 
Certification

Coverdell Education Savings Account or 529 distributions from Form 1099-Q

Gambling winnings from Form W-2G

See the next module for more information about other income and Form 1099-MISC.

Other Income



In addition to income reported directly on Form 1040, several types of income are 
reported on the following lines on Schedule 1, lines 1-7

Basic Level Certification
 Line 1 - Taxable refunds, credits, or offsets of state and local income taxes
 Line 2a – Alimony
 Line 7 – Unemployment compensation

Advanced Level Certification
 Line 3 - Business income or (loss)

Out of Scope for VITA
 Line 4 – Other gain or (loss) Form 4797
 Line 5  - Rental real estate, royalties, partnerships, S corporations, trusts, etc.* 
 Line 6  – Farm income

Re-Cap



Module 3C: OTHER 
INCOME
Schedule 1, Line 8



Understand what Other Income is

Understand Form 1099-MISC, 1099-NEC, 1099-K

Understand where to report Other Income

Understand how Other Income affects the tax return

By the end of this module you will…



Other Income



While most people are aware they must include wages, salaries, interest, 
dividends, tips and commissions as income on their tax returns, many don’t 
realize that they must also report most other income, such as:
cash earned from side jobs,
barter exchanges of goods or services,
awards, prizes, contest winnings and
gambling proceeds.

A Form 1099-MISC will be issued if the taxpayer has $600 or more from the 
pay. This 1099-MISC will also be sent to the IRS.
 Income not reported on 1099-MISC because it is less than $600 still needs to 

be reported on the tax return, even though there is no form for it.

Some examples include:
Prizes and awards
Hobby income
Rental income

What is considered Other Income? 



Miscellaneous Income:  Form 1099-MISC
Miscellaneous Income may be reported to the taxpayer on Form 1099-MISC



Box 1:  Includes any rental income the taxpayer may have received 
Rents are reported on Schedule E, which VITA only prepares at 

the Military Certification Level

Box 2: Includes any royalty income the taxpayer may have received
Example:  John receives royalties from a song he wrote that is used 

in several commercials, so is receiving royalty income 

Preparing returns with Royalty income requires an Advanced 
Certification

Box 3:  All other income, which includes income not listed elsewhere 
on a 1099-MISC
Example:  Amber received a $3,000 cash prize from her local 

grocery store from a contest she entered. Amber chose to use this 
prize to get ahead on her bills. This will be reported as other 
income. 

Understanding Form 1099-MISC



Box 4: Includes any income tax withholding
Example: Brian received a payment in which the payer withheld 

federal income tax. Brian would receive this 1099-MISC regardless 
of how much the payment was

Box 6: Medical and Health Care Payments
 These are payments of $600 or more made in the course of business or trade 

to physician, supplier, or any provider of medical or health care services. These 
services include charges for injections, drugs, dentures, etc. 

Both these topics require Advanced level certification! 

Understanding Form 1099-MISC



Boxes 5 and 7 through 15 (various unusual kinds of income): Out of scope for VITA

Box 16: Includes any state tax withheld – this is reported on the Schedule A if the 
taxpayer is itemizing deductions.

Box 17: The state abbreviation followed by the State Tax Identification Number of the 
payer

Box 18: Includes the amount of the state payment

Understanding Form 1099-MISC



Impact on the tax return



Business Income 
When a taxpayer has business income (generally income reported in Form 1099-K and 1099-
NEC):
The return requires that the preparer and reviewer be certified at the Advanced level.
Requires preparation of Schedule C.
 The taxpayer can claim a wide variety of business expenses.
 Increases taxable income and, therefore, income tax.
 If net income is more than $400, the taxpayer must pay self-employment tax (social security 

and Medicare tax) and must file Schedule SE, Self-Empl.
The taxpayer must file a Schedule 1 with the return.

Other Income
When a taxpayer has other income (generally reported in box 3 of Form 1099-MISC or Form 
W-2G):
 Increases taxable income and, therefore, income tax.
 If there is gambling income and the taxpayer is going to itemize deductions to claim gambling 

expenses, the return must be prepared by a volunteer with at least Advanced level 
certification.
The taxpayer must file a Schedule 1 with the return.

Impact on the tax return



Other Income is income generally reported on Form 1099-MISC.

 Income reported in box 3, Other Income.
 This income is reported on line 8 of Schedule 1.
The taxpayer cannot claim expenses related to this income. 
This issue is Basic certification level.

Scholarship Income is covered in Module 8!  

Re-Cap
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