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Take your VITA/TCE training online at www.irs.gov (keyword: 
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experience using tax software and take the certification test 
online, with immediate scoring and feedback.



How to Get Technical Updates?

Updates to the volunteer training materials will be contained in Publication 4491X, VITA/TCE 
Training Supplement mid-December. To access this publication, in the upper right hand corner of 
www.irs.gov, type in “Pub 4491X” in the search field. 

During the tax season, Volunteer Tax Alerts will be issued periodically. Type “volunteer alerts” in 
the search field to access all tax alerts.

Volunteer Standards of Conduct

VITA/TCE Programs

The mission of the VITA/TCE return preparation programs is to assist eligible taxpayers in  
satisfying their tax responsibilities by providing free tax return preparation. To establish the 
greatest degree of public trust, volunteers are required to maintain the highest standards of ethical 
conduct and provide quality service.

All VITA/TCE volunteers must complete the Volunteer Standards of Conduct Training and sign 
Form 13615, Volunteer Standards of Conduct Agreement prior to working at a VITA/TCE site. In 
addition, return preparers, quality reviewers, and VITA/TCE tax law instructors must certify in tax 
law prior to signing this form. This form is not valid until the site coordinator, sponsoring partner, 
instructor, or IRS contact confirms the volunteer’s identity and signs the form. 

As a volunteer participant in the VITA/TCE Programs, I will: 

1) Follow the Quality Site Requirements 
(QSR).

2) Not accept payment or solicit donations for 
federal or state tax return preparation.

3) Not solicit business from taxpayers I 
assist or use the knowledge I gained (their 
information) about them for any direct or 
indirect personal benefit for me or any 
other specific individual.

Failure to comply with these standards could result in, but is not limited to, the following: 

•  Removal from the VITA/TCE Programs and inclusion on volunteer registry;

•  Deactivation of your Partner’s VITA/TCE EFIN (electronic ID number);

•  Removal of all IRS products, supplies, loaned equipment, and taxpayer information; 

•  Termination of the sponsoring organizations partnership with IRS;

•  Termination of sponsoring organization grant funds; and

•  Subjection to criminal investigations. 

4) Not knowingly prepare false returns. 

5) Not engage in criminal, infamous, 
dishonest, notoriously disgraceful 
conduct, or any other conduct deemed 
to have a negative effect on the VITA/TCE 
Programs.

6) Treat all taxpayers in a professional, 
courteous, and respectful manner.

Tax Wise® is a copyrighted software program owned by CCH Small Firm Services (CCH). All screen 
shots that appear throughout the official Volunteer Income Tax Assistance (VITA) and Tax Counseling for 
the Elderly (TCE) training materials are used with the permission of CCH. The screen shots used in this 
publication—or any other screen shots from Tax Wise or its affiliated programs—may not be extracted, 
copied, or distributed without written approval from the IRS SPEC Office of Education and Product 
Development.

Confidentiality Statement:

All tax information you receive from taxpayers in your VOLUNTEER capacity is strictly confidential and 
should not, under any circumstances, be disclosed to unauthorized individuals.

All persons, scenarios, and addresses appearing in this product are fictitious. Any resemblance to persons 
living or dead is purely coincidental.
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Cancellation of Debt (COD)

Introduction 

The Cancellation of Debt course is optional specialty training for volunteers with an Advanced, Military, or 
International Certification. A separate certification is required for volunteers on cancellation of debt issues. 
Check with your Site Coordinator to determine whether you should be certified in this topic.

This course will help you recognize when you can help taxpayers who have a canceled debt and when you 
must refer them elsewhere for help with their tax returns.

Objectives

At the end of this lesson, using your resource materials, you will be able to:

• Identify the difference between recourse and nonrecourse debt

• Identify the exceptions and exclusions to the general rule for the cancellation of debt income

• Determine when cancellation of debt for principal residence or credit card is within scope for the VITA/TCE 
program

• Determine the filing requirements for recipients of Form 1099-A and Form 1099-C

• Determine if a taxpayer may exclude from taxable income certain debt 
forgiven or canceled on a principal residence

• Determine when canceled credit card debt is included in gross income on 
Form 1040

Cancellation of Debt – Basics 

Cancellation of indebtedness can involve auto loans, credit card debt, medi-
cal care, professional services, installment purchases of furniture or other 
personal property, mortgages, and home equity loans. A debt includes any 
indebtedness for which a taxpayer is liable or which attaches to the taxpay-
er’s property. Generally, if a debt for which a taxpayer is personally liable 
is canceled or forgiven, other than as a gift or bequest, the taxpayer must 
include the canceled amount in income.

What is in scope for VITA/TCE?

Only two types of cancellation of debt issues are in scope for VITA/TCE: 

• Qualified principal residence debt, and

• Nonbusiness credit card debt

For all other cancellation of debt issues, refer the taxpayer to a professional 
tax preparer. 

What do I need?

□ Intake and Interview Sheet 
□ Publication 4012, Volunteer 

Resource Guide
□ Publication 17
□ Publication 4731
Optional
□ Publication 4491-W
□ Publication 4681
□ Publication 523
□ Publication 525
□ Publication 544
□ Publication 551
□ Form 982
□ Form 1040 and Instructions
□ Form 1099-A and 

Instructions
□ Form 1099-C and 

Instructions
□ Form 8949
□ Schedule D and 

Instructions
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Taxability of Canceled Debt

Taxpayers often question the taxability of canceled debt because they did not receive money in hand. In situ-
ations where property is surrendered, such as a foreclosure, taxpayers feel that, by giving up the property, 
they are relieved from any further obligation. Explain that the benefit to the taxpayer is the relief from personal 
liability to pay the debt. Information in Publication 17 can assist with the explanation. 

Additional resources include:

• Publication 523, Selling Your Home

• Publication 525, Taxable and Nontaxable Income

• Publication 544, Sales and Dispositions of Assets

• Publication 4681, Canceled Debts, Foreclosures, Repossessions, and Abandonments

• Publication 4731, Screening Sheet for Form 1099-C, Cancellation of Debt

Generally, when debt is canceled, the lender will issue Form 1099-C, Cancellation of Debt, which is then 
reported by the recipients on their tax return. Exceptions and exclusions to the general rule that canceled debt 
is included in income are discussed later in this course.

Recourse vs. Nonrecourse Debt

Debt for which a borrower is personally liable is referred to as recourse debt. 
All other debt is considered nonrecourse debt. Whether a debt is recourse or 
nonrecourse may vary from state to state, depending on state law.

If a lender cancels a debt and issues Form 1099-C, the lender will indi-
cate on the form in box 5 if the borrower was personally liable (recourse) 
for repayment of the debt. The tax impact depends on the type of debt – 
recourse or nonrecourse . 

Recourse debt holds the borrower personally liable for any amount not satisfied by the surrender of secured 
property. 

• If a lender forecloses on property subject to a recourse debt and cancels the portion of the debt in excess 
of the fair market value (FMV) of the property, the canceled portion of the debt is treated as ordinary 
income from cancellation of indebtedness. This amount must be included in gross income unless it quali-
fies for an exception or exclusion. 

• In addition to this cancellation of indebtedness income, the taxpayer may realize a gain or loss on the 
disposition of the property; this amount is generally the difference between the FMV of the property at the 
time of the foreclosure and the taxpayer’s adjusted basis in the property. 

If property securing the debt 
was foreclosed on or aban-
doned, the taxpayer may need 
to report the disposition (sale) 
on Form 8949 and Schedule 
D. This is covered in more 
detail later in this course. 

Generally, if the taxpayer abandons property that secures debt for which the taxpayer is personally liable, the 
taxpayer does not have gain or loss until the later foreclosure is completed.

If the taxpayer abandons property that secures debt for which the taxpayer is not personally liable, the abandon-
ment is treated as a sale or exchange.

For more information on abandonments see Publication 4681.
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Nonrecourse debt is satisfied by the surrender of the secured property regardless of the FMV at the time of 
surrender, and the borrower is not personally liable for the debt. 

• If property that is subject to nonrecourse debt is abandoned, foreclosed upon, subject of a short sale, or 
repossessed by the lender, the circumstances are treated as a sale of the property by the taxpayer.

• In determining the gain or loss on the disposition of the property, the balance of the nonrecourse debt at 
the time of the disposition of the property is included in the amount realized (generally the selling price). 
Since the borrower is not personally liable for the debt, the difference between the FMV of the property and 
the balance of the loan is not included in gross income.

Recourse Debt Nonrecourse Debt
Borrower is… Personally liable Not personally liable
Canceled portion of 
debt is generally…

Treated as ordinary income and 
included in gross income (unless 
it qualifies as an exception or 
exclusion)

Not applicable. Nonrecourse debt is satis-
fied by the surrender of the secured prop-
erty regardless of the FMV at the time of 
surrender.

Gain or loss on dispo-
sition of the property

Generally determined by the 
difference between the FMV of 
the property and the adjusted 
basis 

The amount realized includes the balance 
of the nonrecourse debt at the time of the 
disposition of the property. This is true even 
if the FMV of the property is less than the 
outstanding debt.

Exceptions and Exclusions 

Some canceled or forgiven debts may be eliminated from income by applying exceptions, or reduced by 
applying exclusions to the general rule. Exceptions are applied before exclusions.

Exceptions

There are several exceptions to the inclusion of canceled debt in income. Exceptions may allow the taxpayer 
to eliminate the following types of canceled debt from income:

• Amounts otherwise excluded from income (e.g., gifts and bequests) 

• Certain student loans (e.g., doctors, nurses, and teachers serving in rural or low-income areas)

• Deductible debt (e.g., home mortgage interest that would have been deductible on Schedule A) 

• Price reduced after purchase (e.g., debt on solvent taxpayer’s property is reduced by the seller; basis of 
property must be reduced) 

For more information on exceptions, refer to Publication 4681, Canceled Debts, Foreclosures, 
Repossessions, and Abandonments.

example

Jason lost his home to foreclosure because he could no longer make his mortgage payments. At the 
time of foreclosure, he owed a balance of $170,000 to the lender and the FMV of the property was 
$140,000. 

If Jason is personally liable for the debt (recourse loan), the selling price would be $140,000. 

If Jason is not personally liable for the debt (nonrecourse loan), the selling price would be $170,000.
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Exclusions

There are several exclusions from the general rule for reporting canceled debt as income. 

Form 982, Reduction of Tax Attributes Due to Discharge of Indebtedness, must be filed with the taxpayer’s 
return to show the amount of the canceled debt excluded. 

The exclusions are:

• Discharge of debt through bankruptcy 

• Discharge of debt of insolvent taxpayer

• Discharge of qualified farm indebtedness 

• Discharge of qualified real property business indebtedness 

• Discharge of qualified principal residence indebtedness 

Cancellation of Debt—Principal Residence

Mortgage Forgiveness Debt Relief Act 2007

Under the Mortgage Forgiveness Debt Relief Act of 2007, taxpayers may exclude from income certain debt 
forgiven or canceled on their principal residence. This exclusion is applicable to the discharge of “qualified 
principal residence indebtedness.” If the canceled debt qualifies for exclusion from gross income, the debtor 
may be required to reduce tax attributes (certain credits, losses, and basis of assets) by the amount excluded. 

If a property was taken by the lender (foreclosure) or given up by the borrower (abandonment), the lender 
usually sends the taxpayer Form 1099-A, Acquisition or Abandonment of Secured Property. Form 1099-A will 
have information needed to determine the gain or loss due to the foreclosure or abandonment. 

If the debt is canceled, the taxpayer will receive Form 1099-C, Cancellation of Debt. If foreclosure/abandon-
ment and debt cancellation occur in the same calendar year, the lender may issue only Form 1099-C, includ-
ing the information otherwise reported on Form 1099-A. 

What is qualified principal residence indebtedness?

Only the exclusion involving cancellation of debt for qualified principal residence indebtedness is within scope 
for the VITA/TCE program. Qualified principal residence indebtedness includes: 

• Any debt incurred in acquiring, constructing, or substantially improving a 
principal residence and which is secured by the principal residence

• Any debt secured by the principal residence resulting from the refinancing 
of debt incurred to acquire, construct, or substantially improve a principal 
residence, but only to the extent the amount of the debt does not exceed 
the amount of the refinanced debt 

Exclusion Limit

The maximum amount that can be treated as qualified principal residence indebtedness is $2 million ($1 million 
if Married Filing Separately). 

Canceled qualified principal residence indebtedness cannot be excluded from income if the cancellation was 
for services performed for the lender or because of any factor not directly related to a decline in the value of 
the residence or the taxpayer’s financial condition.

The issues involved in exclu-
sions can be complex. Only 
cancellation of qualified princi-
pal residence indebtedness is 
within the scope of VITA/TCE.

A principal residence is gener-
ally the home where the 
taxpayer lives most of the 
time. A taxpayer can have only 
one principal residence at a 
time.
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Applicable Tax Years

The Mortgage Forgiveness Debt Relief Act of 2007 allows for the exclusion of discharged qualified principal 
residence indebtedness canceled in 2007, 2008, and 2009. 

The Emergency Economic Stabilization Act of 2008 extended the exclusion for tax years 2010 through 2012.

Criteria for VITA/TCE Program

Volunteers may assist taxpayers who meet the following requirements for excluding canceled principal resi-
dence debt from income:

• The home was never used in a business or as rental property

• The debt was not canceled because the taxpayer filed bankruptcy (Form 1099-C, box 6 is not checked)

• The taxpayer is not in bankruptcy when he/she comes to the site for assistance

• Form 1099-C, box 3 does not include an amount for interest

• The debt must be a mortgage used only to buy, build, or substantially improve the taxpayer’s primary resi-
dence, i.e., this money was not used to pay off credit cards, medical/dental expenses, vacations, etc.

• The mortgage was secured by the taxpayer’s primary residence

• The mortgage was not more than $2 million ($1 million if Married Filing Separately)

If the taxpayers do not meet these requirements, they may still qualify for the exclusion. However, the issues 
may be complex and beyond the scope of VITA/TCE. Such taxpayers should be referred to a professional tax 
preparer. 

Publication 4731, Screening Sheet for Form 1099-C, Cancellation of Debt, provides step-by-step guidance 
for the volunteer tax-return preparer to determine if the cancellation of debt is within scope. Part I addresses 
home mortgage loans. A copy of the screening sheet can be found in the Volunteer Resource Guide (Tab D).

The intake and interview sheet includes a question specifically related to canceled debts and foreclosures. 
Be sure to ask taxpayers if they underwent foreclosure or if their financial institution canceled a portion of the 
debt on their home. If so, continue your probing interview guided by Publication 4731, Screening Sheet for 
Form 1099-C, Cancellation of Debt, to identify taxpayers with cancellation of debt issues that are within the 
scope of the VITA/TCE programs.

example

Bob refinanced his personal residence and used the loan proceeds from the equity in his home to build 
a new master bedroom suite on the main level of his house. This debt is qualified principal residence 
indebtedness. 

example

Tom refinanced his personal residence and used the loan proceeds from the equity in his home to pay off 
credit cards and buy a car. This debt is not qualified principal residence indebtedness.
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ExErcisEs

Use Publication 4731, Screening Sheet for Form 1099-C, Cancellation of Debt to answer the following 
questions. The answers appear at the end of the lesson.

Question 1: A volunteer with Cancellation of Debt Certification is working with taxpayer Angie. Angie 
confirmed that she had to give up her principal residence and produced Form 1099-C for the cancellation 
of the mortgage loan. Angie explains that she did not file for bankruptcy, even though she experienced 
hardship due to the loss of income from no longer being able to rent out an upstairs bedroom and bath. 
Angie also verified that the mortgage loan was used entirely to purchase the home and was secured by 
the home. Her Form 1099-C lists the amount of debt canceled as $60,000. 

Should the volunteer assist Angie with her return?    ¨ Yes   ¨ No

Question 2: Fred went to his local VITA site to have his tax return prepared. The volunteer went through 
Fred’s records and noticed Form 1099-C reflecting a canceled debt of $50,000. 

Using Publication 4731 as a guide, the volunteer learned Fred lost his job and could no longer make his 
mortgage payments. The bank foreclosed on Fred’s home. Due to the housing market slump, the value of 
Fred’s home had declined, and his mortgage balance was more than the fair market value of the home. 
The bank sold Fred’s home and canceled the remaining debt ($50,000) not covered by the sale price.

Upon further questioning, the volunteer learned Fred had refinanced his home two years ago and used 
the equity in the home to pay off some credit cards and take a trip to Las Vegas. 

Should the volunteer assist Fred with the preparation of his return at the VITA site?    ¨ Yes   ¨ No

Tax Issues Outside the Scope of the VITA/TCE Program

If the cancellation of debt issue is not within the scope of the VITA/TCE program, the taxpayer may still qualify 
to exclude all or part of the discharged debt. In these instances, the volunteer should provide the taxpayer 
with:

• The resources and possible referrals that are provided in Step 6 of Publication 4731, Screening Sheet for 
Form 1099-C, Cancellation of Debt

• A referral based on the taxpayer’s need; one of many options includes referring the taxpayer to a profes-
sional tax preparer

IRS References and Tools for Taxpayers with Canceled Mortgage Debt

Some taxpayers may want to research tax topics on their own. Refer them to www.irs.gov for the most up-to-
date information on tax issues. To find information on canceled debt, advise the taxpayer to type, “cancellation 
of debt” in the website’s search box. 

Interactive Tax Assistant (ITA)

Another referral option is the Interactive Tax Assistant (ITA), an online resource that takes the taxpayer 
through a series of questions and provides responses to questions on a number of tax law topics. To access 
this interactive tool, advise the taxpayer to go to www.irs.gov and type “ITA” in the website’s search box.
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One topic covered by ITA is, “Do I Have Cancellation of Debt Income on My Personal Residence?” The ITA 
application helps taxpayers determine if they have to report income from the cancellation of debt on their prin-
cipal residence. In order to use this application, the taxpayer will need information about the canceled debt, 
including the outstanding balance, fair market value of the property, and reason the debt was canceled. Much 
of this information can be found on Form 1099-C, received from their creditor.

The ITA conducts an interactive interview addressing tax issues for the cancellation of a principal residence. 
After all the questions are answered, ITA provides a response screen and a simple way to print the entire 
interview and the final response. 

Foreclosures and Capital Gain or Loss

If a taxpayer does not make payments owed on a loan secured by property, the lender may foreclose on the 
loan or repossess the property. The foreclosure or repossession is treated as a sale from which the taxpayer 
may realize gain or loss. This is true even if the taxpayer voluntarily returns the property to the lender. 

Figure the gain or loss from a foreclosure or repossession the same way as the gain or loss from a sale. The 
gain is the difference between the amount realized and the adjusted basis of the transferred property (amount 
realized minus adjusted basis). The loss is the difference between the adjusted basis in the transferred prop-
erty and the amount realized (adjusted basis minus amount realized).

When a residence that is security for a mortgage is abandoned or foreclosed upon, the gain or loss that must 
be reported on the return is subject to the rules for a Sale of Residence. 

Generally, the amount realized on a foreclosure is considered to be the sell-
ing price. But this selling price depends, in part, on whether the debt was 
recourse debt or nonrecourse debt. In addition, the taxpayer may also have 
ordinary income from the cancellation of debt. 

Use the Worksheet for Foreclosures and Repossessions in Publication 4681 
to figure the ordinary income from the cancellation of debt and the gain or 
loss from a foreclosure or repossession.

Generally, the taxpayer’s gain or loss from a foreclosure or abandonment is 
reported on Form 8949 and Schedule D. 

If the taxpayer is personally liable for the debt (recourse debt), and the amount of outstanding debt (mort-
gage) is more than the home’s FMV, the difference is treated as cancellation 
of debt income. 

• If the canceled debt qualifies as excludable from gross income, the exclu-
sion is reported on Form 982 

• Otherwise, the canceled debt is reportable as ordinary income on Form 
1040, line 21 and is beyond the scope of VITA/TCE

Form 1099-A

When a personal residence is foreclosed upon, and the lender cancels a portion of the debt, the taxpayer 
will generally receive Form 1099-A, Acquisition or Abandonment of Secured Property, and Form 1099-C, 
Cancellation of Debt. If, in the same calendar year, the debt is canceled in connection with a foreclosure of 
secured property, the lender has the option of issuing Form 1099-C only. 

A loss on the sale or disposi-
tion of a personal residence 
is not deductible. A gain 
may qualify for the Section 
121 exclusion ($250,000 or 
$500,000 for Married Filing 
Jointly taxpayers) for a gain 
on the sale of a personal 
residence.

If the canceled debt is report-
able on Form 1040, line 21 or 
the canceled debt is not fully 
excludable from gross income, 
the issue is beyond the scope 
of the VITA/TCE program.
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The filing requirements of Form 1099-A are met by the lender completing the following boxes on Form 1099-C:

• Box 4 (debt description)

• Box 5 (if checked, the debtor was personally liable for the repayment of the debt), 

• Box 7 (fair market value of property) 

Verify with the taxpayer that the information on Form 1099-A and Form 1099-C is correct. Pay particular atten-
tion to the amount of debt forgiven and the fair market value reported. Advise the taxpayer to contact the 
lender immediately if any of the information is not correct. 

Form 1099-A, issued by the lender, reports the outstanding debt and the fair market value of the property. 
This form provides information needed to determine the amount of any gain or loss due to foreclosure or 
abandonment. Report the gain or loss from Form 1099-A on Form 8949 and Schedule D.

The sale price (amount realized) is based on whether the taxpayer is personally liable (recourse loan) or not 
personally liable (nonrecourse loan) for the debt. 

• If the taxpayer is personally liable, the sale price is the lesser of the balance of the principal mortgage debt 
outstanding or the fair market value 

• If the taxpayer is not personally liable, then the sale price is the full amount of the outstanding debt, as 
reflected in Form 1099-A, box 2

• For both recourse and nonrecourse loans, add any proceeds the taxpayer received from the foreclosure 
sale to the amount realized 

Generally, if there is a loss on the sale of a principal residence or the entire 
gain is excluded under the Section 121 exclusion ($250,000 or $500,000 
for Married Filing Jointly), the sale does not have to be reported. However, 
taxpayers who receive Form 1099-A should report the sale to account for the 
basis in the property. 

Gain or Loss Reported on Form 8949 and Schedule D

NEW  Schedule D, Capital Gains and Losses: Individual transactions are no longer listed on Schedule D. 
Subtotal amounts from Form 8949 are carried over to both the short and long-term sections of Schedule D.

Form 8949, Sales and Other Dispositions of Capital Assets: Includes all capital gain and loss transactions. 
The subtotals from Form 8949 are carried over to Schedule D where gain or loss is calculated in aggregate. 

• A checkbox at the top of Form 8949 identifies the type of transaction reported  

• Column (b) is for a code used to indicate various adjustments to gain or loss 

• Column (g) indicates the amount of the adjustment to gain or loss 

Losses on a personal residence are never deductible. Gains (all or part) may be excluded under the rules 
regarding the sale of a personal residence (Section 121 exclusion).

Failure to report a foreclosure 
or abandonment transaction 
on Form 8949 and Schedule 
D may result in an IRS notice 
to the taxpayer.
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DRAFT

The following is a sample of some of the more common Form 8949 codes you might use and how to complete 
columns (b) and (g) of Form 8949. The codes and explanations below are from the DRAFT Instructions for 
Schedule D (and Form 8949). For a complete listing of the FINAL codes, see the Instructions for Schedule D 
(and Form 8949) posted on www.irs.gov.

If… Then enter in Form 
8949 column (b)…

And…

You sold your main home at a gain, must 
report the sale on Form 8949, and can 
exclude some or all of the gain from the 
sale…

A Enter the amount of excluded (nontax-
able) gain as a negative number (in 
parentheses) in column (g).

You have a nondeductible loss from the 
sale or exchange of a capital asset you 
held for personal use…

E Enter the amount of the nondeductible 
loss as a positive number in column (g).

You have a nondeductible loss other than 
a loss indicated by code AR, PA, W, or E…

F Enter the amount of the nondeductible 
loss as a positive number in column (g).  

You received a Form 1099-B (or substitute 
statement) and the type of gain or loss 
indicated in box 8 is incorrect…

D Enter -0- in column (g) unless an 
adjustment is required because of 
another code. Report the gain or loss in 
the correct Part of Form 8949.

You received a Form 1099-B (or substitute 
statement), the basis shown in box 3 is 
incorrect, and the correct basis is higher 
than the basis shown in box 3 of Form 
1099-B (or substitute statement)…

B Enter the difference between the two 
amounts as a negative number (in 
parentheses) in column (g). 

You received a Form 1099-B (or substitute 
statement), the basis shown in box 3 is 
incorrect, and the correct basis is lower 
than the basis shown in box 3 of Form 
1099-B (or substitute statement)…

C Enter the difference between the 
two amounts as a positive number in 
column (g).

You have an adjustment not explained 
above in this column…

M Enter the appropriate adjustment in 
column (g). Attach an explanation.

The following examples show three different versions of Form 8949 and Schedule D reporting information 
from Form 1099-A.
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Example 1: Foreclosure results in loss (nondeductible)
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Example 2: Foreclosure results in gain - Section 121 Exclusion applied to total gain
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Example 3: Foreclosure results in gain - Section 121 Exclusion applied to part of gain



Cancellation of Debt (COD) 1-13

Form 1099-C 

Lenders or creditors are required to issue Form 1099-C if they cancel a debt owed to them of $600 or more. 
Generally, an individual taxpayer must include all canceled amounts (even if less than $600) on the “Other 
Income” line of Form 1040. 

However, under certain circumstances, a taxpayer may not have to include canceled debt in income. For 
example, if the canceled debt is related to the taxpayer’s principal residence, the taxpayer may be able to 
exclude all or a portion of canceled debt if it is “qualified principal residence indebtedness.” The amount 
excluded due to the “discharge of qualified principal residence indebtedness” is reported on Form 982.

In addition to debtor information, Form 1099-C reports the amount of debt canceled and the date canceled. If 
box 6 for bankruptcy is checked, or if an amount is included in box 3 for interest, refer the taxpayer to 
a professional tax preparer.

Form 982 must be filed with the taxpayer’s return to report the excluded amount of discharge indebtedness 
and the reduction of certain tax attributes. Taxpayers excluding discharged debt from “qualified principal 
residence indebtedness” must complete only a few lines on Form 982; check box 1e and include the amount 
from Form 1099-C, box 2, on Form 982, line 2. If the taxpayer kept ownership of the home, line 10b must be 
completed to reflect the basis adjustment to the principal residence for the excluded canceled debt.

Coordination with Form 1099-A

As mentioned earlier, if a personal residence is foreclosed upon, and the debt is canceled in the same year, 
the taxpayer may receive Form 1099-C only. The required filing information from Form 1099-A will be shown 
in Form 1099-C, boxes 4, 5, and 7. 

Generally, the gross foreclosure bid price is considered to be the FMV. For an abandonment or voluntary 
conveyance in lieu of foreclosure, the FMV is generally the appraised value of the property. 

For a recourse loan, the sale price is the lesser of the balance of the principal debt (mortgage) outstanding or 
fair market value (Form 1099-C, box 7). 

Mortgage Workouts and Form 1099-C

Homeowners whose mortgage debt is partly forgiven through a loan modification, or “workout,” which allows 
them to continue owning their residence, will receive Form 1099-C reporting the debt canceled in box 2. 
Because the taxpayer kept ownership of the home, there is no gain or loss to be reported. 

However, if the canceled debt meets the requirements of “qualified principal residence indebtedness,” Form 
982 must be completed to report the amount excluded from gross income and the reduction of tax attributes. 
Check box 1e on Form 982. The amount from Form 1099-C, box 2, should be entered on line 2. In addition, 
the amount on line 2 should be entered on line 10b to report the reduction to the basis of the taxpayer’s 
home.

Taxpayers who are not personally liable for the debt (nonrecourse debt) do not have ordinary income from the 
cancellation of the debt unless the lender:

• Offered a discount for the early payment of the debt or 

• Agreed to a loan modification that resulted in the reduction of the principal balance of the debt 

If a lender offers to discount (reduce) the principal balance of a loan that is paid off early, or agrees to a loan 
modification (“workout”) that includes a reduction in the principal balance of a loan, the amount of the discount 
or the amount of the principal reduction is canceled debt whether or not the taxpayer is personally liable for 
the debt. The amount of the canceled debt must be included in income unless the exceptions or exclusions 
discussed earlier apply. 
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Case Study – Foreclosure 

Frank bought his home on May 14, 2003. His basis in the home was $200,000. After he lost his job last 
year, he was not able to make the payments. The bank foreclosed in June 2011, and Frank moved out. At 
the time of the foreclosure, the fair market value of the home was $125,000 and the principal balance of the 
mortgage was $195,000. All of the debt was incurred to purchase the home. Frank received Form 1099-C 
for the amount of debt canceled by his bank.

Frank has qualified principal residence indebtedness. His tax return should include Form 8949 and 
Schedule D to show the basis of the home disposed of through foreclosure, and Form 982 to exclude the 
debt cancellation from income.
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Case Study Alternative – Mortgage Workout 

If Frank had been able to negotiate a workout with his mortgage lender (reducing the amount he owed on 
the mortgage and staying in the home), he would not have completed Form 8949 and Schedule D because 
he had not disposed of the asset.

Assume Frank’s lender agreed to reduce his mortgage debt from $195,000 to $175,000. The lender issued 
Frank a Form 1099-C showing $20,000 of canceled debt. Frank’s Form 982 would be similar in that lines 1(e) 
and 2 would be completed, but the amount of debt forgiven (or his basis in the home, whichever was smaller) 
would need to be entered on line 10b, and his basis in the home would be decreased by that amount.
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ExErcisEs (continued)

Question 3: A volunteer with Cancellation of Debt Certification is working with Robert, a taxpayer. The 
volunteer asks Robert if he underwent foreclosure or had to give up his home during the tax year. Robert 
confirmed that he did, and produced Form 1099-A. The volunteer asked Robert if he had received Form 
1099-C, and Robert replied that he did not. Examining the form, the volunteer noted the balance of princi-
pal outstanding was $234,000. What should the volunteer do next?

A. Ask the questions on Publication 4731, Screening Sheet for Form 1099-C, Cancellation of Debt

B. Ask enough probing questions to determine if Robert had a gain or loss on the foreclosure

C. Refer Robert to a professional tax preparer

D. Complete Form 982

Question 4: Mary purchased her main home in June 2004 for $175,000. In 2011, she lost her job and 
was no longer able to make her mortgage payments. In July, Mary moved out of the home to live with 
relatives. On July 15, 2011, the bank foreclosed on the home. On November 15, 2011, the bank discontin-
ued its collection activity and canceled the remaining debt. The fair market value at the time of foreclosure 
was $100,000 because of the poor housing market, but Mary still owed $150,000 on the mortgage. None 
of the loan proceeds were used for any purpose other than to buy, build, or substantially improve the 
principal residence. Mary never used the home for business or rental purposes and has not filed for bank-
ruptcy. Based on this information, what should the volunteer do?

A. Refer Mary to another source for tax return preparation

B. Report a loss of $50,000 on Schedule D

C. Report $50,000 debt canceled on Form 982

D. Include the debt cancellation amount in income 
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ExErcisEs (continued)

Question 5: After Tom became ill and could not work full time, he and his wife, Grace, were having 
difficulty making their mortgage payments. Rather than go through the expense of a foreclosure, the 
lender agreed to reduce the principal on their loan and refinance it with a better interest rate and lower 
payments. The principal balance before the November 1, 2011 workout was $130,000, and the lender 
reduced the loan to $110,000. None of the loan proceeds were used for any purpose other than to buy, 
build, or improve the principal residence. The home has never been used for business or as rental prop-
erty, and the taxpayers have not filed for bankruptcy. 

Based on this information, what should the volunteer do?

A. Refer Tom and Grace to another source for tax return preparation

B. Report the reduction in the basis of the home on line 10b of Form 982 

C. Report the $20,000 as a loss on Schedule D

D. Include the debt cancellation amount in income 
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ExErcisEs (continued)

Question 6: Gene bought his home in 2001. His basis in the home was $210,000. He lost his job in 2011 
and was not able to make the mortgage payments. The bank foreclosed in August 2011 and Gene moved 
out. At the time of the foreclosure, the fair market value was $145,000 and the principal balance of the 
mortgage was $185,000. All of the debt was incurred to purchase the home, it was never used for busi-
ness or as a rental, and Gene has not filed for bankruptcy. Gene has a Form 1099-C. Gene is personally 
liable for repayment of the debt.

How should the foreclosure and loss be reported?

A. Report the $40,000 debt cancellation on Form 982, line 10b 

B. Report the $40,000 debt cancellation on Form 982, line 2, only

C.  Report the $40,000 debt cancellation on Form 982, line 2, and the foreclosure on Form 8949 and 
Schedule D

D. Report the $40,000 debt cancellation on Form 1040, line 21 
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Cancellation of Debt – Nonbusiness Credit Card Debt Cancellation

Generally, if a taxpayer receives Form 1099-C for canceled credit card debt and was solvent immediately 
before the debt was canceled, all the canceled debt will be included on Form 1040, line 21, Other Income.  
No additional supporting forms or schedules are needed to report canceled credit card debt.

Lenders and creditors are required to issue Form 1099-C if they cancel a debt of $600 or more. If the debt 
canceled is less than $600, some lenders or creditors may send a letter or some other form of notification to 
the taxpayer. Generally, taxpayers must include all canceled amounts (even if less than $600) on the Other 
Income line of Form 1040. 

Taxpayers who had nonbusiness credit card debt canceled may be able to exclude the canceled debt from 
income if the cancellation occurred in a bankruptcy or if the taxpayer was insolvent immediately before 
the cancellation. These situations are outside the scope of the VITA/TCE program. Refer taxpayers with 
bankruptcy and insolvency issues to a professional tax preparer.

Insolvency (Out of Scope for VITA/TCE)

Insolvency is a condition in which the FMV of all assets is less than one’s liabilities. The amount or level of 
insolvency is expressed as a negative net worth.

For purposes of determining insolvency, assets include the value of everything owned (including assets that 
serve as collateral for debt and exempt assets which are beyond the reach of creditors under the law, such as 
an interest in a pension plan and the value of a retirement account). 

Liabilities are amounts owed, and include:

• The entire amount of recourse debts 

• The amount of nonrecourse debt that is not in excess of the FMV of the 
property that is security for the debt

• The amount of nonrecourse debt in excess of the FMV of the property 
subject to the nonrecourse debt to the extent nonrecourse debt in excess 
of the FMV of the property subject to the debt is forgiven

Publication 4731, Screening Sheet for Form 1099-C, Cancellation of Debt, 
provides step-by-step guidance for the volunteer tax return preparer to deter-
mine if the cancellation of debt is within scope. Part II addresses credit card 
debt.

Taxpayer Interview and Tax Law Application

Here is how a volunteer advised Mary regarding her canceled credit card debt. 

example

John made a deal with his credit card company to pay $2,000 on his $7,000 balance, and the company 
agreed to take it as payment in full. In January 2012, John received a Form 1099-C from his credit card 
company reporting $5,000 in box 2 (the amount of debt canceled). John was solvent (assets greater than 
liabilities) immediately before the debt was canceled. John would include the entire $5,000 in income on 
Form 1040, line 21. 

If the taxpayer had nonbusi-
ness credit card debt 
canceled, all or part of the 
debt may be excluded if the 
cancellation occurred in bank-
ruptcy, or if the taxpayer was 
insolvent immediately before 
the cancellation. These situ-
ations are beyond the scope 
of VITA/TCE. If any of these 
situations apply, refer the 
taxpayer to a professional tax 
preparer. See IRS Publication 
4681 for more information.
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ExErcisEs (continued)

 
Question 7: Greg was released from his obligation to pay $5,000 of personal credit card debt. The credit 
card company sent Form 1099-C showing canceled debt of $5,000 in box 2. Greg is fairly certain he has 
more debt than he has assets. 

Can the VITA/TCE site provide tax return preparation assistance to Greg?

A.  Yes, since the entire $5,000 in canceled debt is considered income and reported on Form 1040,  
line 21 .

B.  No, because it appears Greg is insolvent, which might mean some of the canceled credit card debt 
would be nontaxable and beyond the scope of the VITA/TCE program. 

sample IntervIeW. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
volunteer says… mary responds…

I notice you received a 1099-C from a credit card company. 

Yes, that’s indicated in box 2. 

Do you think your debts at the time exceeded your assets?

If that is the case, some of the canceled debt might not be 
taxable.

Yes, but I’m afraid I will not be able to help you with this –  
VITA/TCE volunteers are not trained to compute the nontax-
able portion of canceled credit card debt. 

I suggest you seek assistance from a professional tax 
preparer.

Yes, I negotiated with them to cancel 
$3,000 of my debt. 

I could only afford to pay them $1,000, 
so it really helped me.

I’m not sure, but it’s certainly possible.

That sounds like a good thing! 

Oh, I understand. 
 

I will, thank you.
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ExErcisEs (continued)

Question 8: Kay was released from her obligation to pay personal credit card debt. She owed $10,000 to 
her credit card company, which agreed to accept $2,500 as payment in full. Before paying the credit card 
company, it was determined Kay was solvent (assets greater than liabilities) and not in bankruptcy. The 
credit card company issued Kay a Form 1099-C, reporting $7,500 in box 2.

Based on the information above, can Kay be assisted at her local VITA/TCE site?     ¨ Yes   ¨ No

Question 9: Review the information in Question 8 about Kay’s canceled debt. If the VITA/TCE site is able 
to assist Kay, what amount would be reported on Kay’s Form 1040, line 21?

A. $0

B. $10,000

C. $2,500

D. $7,500

Summary

Cancellation of Debt is an optional specialty course. Check with your Site Coordinator to determine whether 
you should be certified in this topic.

This course covered cancellation of debt issues that are both within scope and out of scope for the VITA/TCE 
program.

Cancellation of debt can be complex. VITA/TCE volunteers may assist a taxpayer with issues related to 
cancellation of debt as long as the taxpayer meets all the criteria for discharge of qualified principal residence 
indebtedness or if all debt canceled and reported on Form 1099-C was nonbusiness credit card debt. 

Under the Mortgage Forgiveness Debt Relief Act of 2007, taxpayers may exclude certain debt forgiven or 
canceled on their principal residence. This exclusion is applicable to the discharge of “qualified principal 
residence indebtedness.” If the canceled debt qualifies for exclusion from gross income, the debtor may be 
required to reduce tax attributes (certain credits, losses, and basis of assets) by the amount excluded.

Refer taxpayers who were insolvent immediately before the credit card debt was canceled to a professional 
tax preparer—all or part of the canceled debt might not be considered taxable income. (An insolvent taxpayer 
has liabilities that exceed the FMV of all assets.)

VITA/TCE tax preparers with Advanced, Military, or International Certification and who are certified in this 
module may assist taxpayers with canceled or forgiven mortgage debt issues on a limited basis. Use 
Publication 4731, Screening Sheet for Form 1099-C, Cancellation of Debt, which provides questions and 
step-by-step guidance for the volunteer tax-return preparer.

What situations are out of scope for the VITA/TCE program? 

The following are out of scope for this lesson. While this list may not be all inclusive, it is provided for your 
awareness only.

• Cancellation of debt for issues other than qualified principal residence or nonbusiness credit card

• Cancellation of debt for a principal residence that was used in a business or as rental property

• Cancellation of debt when Form 1099-C, box 3 includes an amount for interest

• Debt was canceled because the taxpayer filed bankruptcy or was insolvent immediately before the 
cancellation
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ExErcisE answErs

Answer 1: No. Because Angie used part of the home as rental property, all the canceled debt may not 
qualify to be excluded from income. The rules involving mortgage debt exclusions are complex. Angie 
should be referred to a professional tax preparer.

Answer 2: No. Fred’s situation is outside the scope of the volunteer program since a portion of his refi-
nanced debt was used for purposes other than to buy, build, or substantially improve his principal resi-
dence. Fred should be referred to a professional tax preparer, per the guidance on Publication 4731. 

Answer 3: B. The volunteer should ask questions to determine if Robert had a gain or loss on the foreclo-
sure. If the taxpayer receives a Form 1099-C, the volunteer would use the screening sheet to determine if 
the related tax issues are within scope.

Answer 4: C. The volunteer would need to complete Form 8949, Schedule D, and Form 982. Although 
there is a loss, it cannot be deducted. The mortgage debt cancellation is not included in income on the tax 
return because it is covered by the qualified principal residence indebtedness exclusion on Form 982.

Answer 5: B. The volunteer would complete Form 982. The $20,000 in debt cancellation can be excluded 
as qualified principal residence indebtedness on Form 982 and is not counted as income on the tax 
return. In addition to completing Form 982, box 1e and line 2, the volunteer would also need to complete 
line 10b to report the reduction in the basis of the home. Form 8949 and Schedule D are not required 
because Tom and Grace did not dispose of the home.

Answer 6: C. Form 982, Form 8949, and Schedule D should be completed. When a residence that is 
security for a mortgage is abandoned or foreclosed upon, it is treated as having been sold. This results in 
the foreclosure being reported on Form 8949 and Schedule D as sale of home. Failure to file Form 8949 
and Schedule D may result in an IRS notice to the taxpayer.

Answer 7: B. Greg is fairly certain that he has more debt than he has assets, which means he is insol-
vent. This situation is beyond the scope of the VITA/TCE program.

Answer 8: Yes. Kay was solvent and not in bankruptcy, and the credit card company issued her a Form 
1099-C.

Answer 9: D. Kay would report $7,500 on line 21 of her Form 1040.
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Cancellation of Debt – Practice Scenarios
Now that you have completed the Cancellation of Debt course, let’s practice. Five practice scenarios are 
provided to help you apply what you have learned.

Scenarios 1, 2, and 3 involve cancellation of debt issues on the taxpayer’s principal residence. The first 
scenario does not require you to prepare a tax return. For practice using the tax preparation software, review 
the interview notes and taxpayer documents in order to complete a tax return for scenarios 2 and 3.

Scenarios 4 and 5 involve canceled debt from a credit card. Scenario 4 does not require you to prepare a tax 
return. For practice using the tax preparation software, review the interview notes and taxpayer documents in 
order to complete a tax return for scenario 5.

To answer the questions, complete Form 1040 through line 37, and the appropriate forms and schedules.

The Practice Lab on Link & Learn Taxes is available for you to complete the returns using tax preparation soft-
ware. After you answer the questions, you can check your answers, which are listed at the end of this course.  

Practice Scenario 1 – Mike and Marilyn Albion

Mike and Marilyn owned and lived in their home since 2001. They could not make the mortgage payments, so 
they moved out of their home in July 2011. In January 2012, they received Form 1099-C from their mortgage 
company. Box 2 showed canceled debt of $75,000 and box 5 indicated that they were personally liable for the 
debt. Their home was never used in a business or as a rental property. The mortgage was used to purchase 
the home and was secured by the home. They did not file bankruptcy.

Scenario Questions

Answers appear at the end of the lesson.

1-1 Mike and Marilyn’s debt is referred to as nonrecourse debt.     ¨ True      ¨ False

1-2 Mike and Marilyn will not have to report the canceled debt as income because it meets one of the exclu-
sions to the general rule .     ¨ True      ¨ False

1-3 The canceled debt will be reported on:

A. Form 1040, line 21

B. Form 982, line 2

C. Form 982, line 10b

D . All of the above 

1-4 VITA/TCE volunteers can assist taxpayers who lose their home during bankruptcy. 
¨ True      ¨ False

Practice Scenario 2 – Larry and Donna Rusk

Review the following taxpayer documents.
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Interviewer Notes

• Larry and Donna are married and want to a file a joint return.

• Larry is a middle school art teacher.

• Donna lost her job in May 2011 and received unemployment.

• They stopped making their house payments in December 2010, and the bank foreclosed on July 15, 2011. 
They had owned and lived in the home since June 10, 2000. The cost of the home was $150,000. The 
home was never used for business or rental purposes. The balance of the mortgage principal at the time of 
foreclosure was $133,000.

• The bank issued a 1099-C for debt canceled.

• They want to have their refund direct deposited: Routing #062005690 Acct. #123876-4.
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For practice using the tax preparation software, complete the Rusks’ tax return using the Practice Lab on Link 
& Learn Taxes and answer the following questions.

Scenario Questions

2-1 What is the amount of canceled debt excluded from gross income on Form 982, line 2?

A. $0

B. $21,000

C. $112,000

D. $133,000

2-2 What is the net long-term capital gain or loss shown on Schedule D, line 15?

A. ($21,000)

B. $0

C. $17,000

D. $21,000

2-3 Which of the following would cause the Rusks’ return to be out of scope for VITA/TCE volunteers?

A. They filed bankruptcy 

B. They rented out the basement apartment

C. They took out a home equity loan and used the proceeds to pay off credit card debt

D . All of the above

2-4 What is the amount of canceled debt the Rusks will report as income on Form 1040, line 21? $______

2-5 What is the Rusks’ total income on Form 1040, line 22?

A. $36,459

B. $40,959

C. $50,559

D. $60,959 

Practice Scenario 3 – Tibbit Johnson

Review the following taxpayer documents. 
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Interview Notes:

• Tibbit Johnson is a retired school teacher and a widower with two adult children. His wife, Sasha, passed 
away in 2010. At the time of his wife’s death, she was employed full-time as a bank teller.

• He has not remarried.

• After the death of his wife, he was struggling to make the mortgage payment on his residence on his 
teacher’s pension alone. In November 2011 he worked out a loan modification agreement with his lender, 
reducing his monthly payment by $200, which allowed him to keep his home.

• Tibbit received a Form 1099-R for his teacher’s pension and his only other source of income was $7 in 
interest on a savings account he had with Teachers Credit Union. He did not receive a Form 1099-INT from 
the credit union.

• The mortgage breakdown was: 

– Year 1992, mortgage secured to buy the house: $175,000

– Year 2000, second mortgage loan to replace the roof and windows: $25,000

• The home’s fair market value (FMV) had fallen to $160,000 when the mortgage workout with his lender 
occurred. Tibbit owed $173,000 on the combined first and second mortgage loans before the mortgage 
workout with his lender. The lender agreed to refinance the two loans into one and reduce the mortgage 
principal balance to the current fair market value. 

• Tibbit received Form 1099-C reflecting $13,000 in cancellation of debt. He was solvent at the time the 
debt was canceled and was not in bankruptcy. The house has never been rented or used for any business 
purpose.

• Tibbit and Sasha itemized on their joint 2010 return and did not receive a refund on their state return. Tibbit 
is wondering if he should itemize on his 2011 return.

• Tibbit wants to know if he can still deduct the $1,200 in mortgage interest. He has no other deductible 
expenses.

• He would like any refund to be direct deposited into his checking account. Routing #062005690 and 
Account #123967-3.

For practice using the tax preparation software, complete Tibbit’s tax return using the Practice Lab on Link & 
Learn Taxes and answer the following questions.

Scenario Questions

3-1 Tibbit’s debt is referred to as recourse debt.     ¨ True      ¨ False

3-2 Tibbit’s adjusted gross income is $33,007.     ¨ True      ¨ False

3-3 How should the workout with the mortgage lender be reported on Tibbit’s tax return?

A. Report the $13,000 debt cancellation on Form 982, line 2 only.

B. Report the $13,000 debt cancellation on Form 982, line 2, and Form 8949 and Schedule D.

C. Report the $13,000 debt cancellation on Form 982, line 2, and on Form 1040, line 21.

D. Report the $13,000 debt cancellation on Form 982, line 2, and line 10b.
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Practice Scenario 4 – Jay Smith

Jay incurred $15,000 in credit card debt. He was unable to pay the monthly payments. In September 2011, 
the credit card company agreed to accept $8,000 from Jay as full payment. Jay received a Form 1099-C from 
the credit card company for $7,000. He was also personally liable for the payment of the debt. Jay was not 
insolvent immediately before the cancellation of debt, nor has he filed for bankruptcy. 

Scenario Questions

4-1 What is the taxable portion of Jay’s canceled debt that will be reported on Form 1040? $______

4-2 If the fair market value of Jay’s assets were less than his liabilities, this is what is referred to as being 
solvent .     ¨ True      ¨ False

Practice Scenario 5 – Lee Sussex

Review the following taxpayer documents. 
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Interview Notes:

• Lee is single with no children.

• She did not itemize last year.

• She received Form 1099-C for the cancellation of her nonbusiness credit card debt.

• Lee was not insolvent at the time the credit card debt was canceled, nor has she filed for bankruptcy.

• She wants her refund to be direct deposited to Routing #062005690, Account # 07131968.

For practice using the tax preparation software, complete Lee’s tax return using the Practice Lab on Link & 
Learn Taxes and answer the following questions.

Scenario Questions

5-1 Lee can exclude from income the entire amount of canceled debt.     ¨ True      ¨ False

5-2 If it were determined Lee was insolvent at the time of the cancellation of debt, could a VITA/TCE volun-
teer still assist her?     ¨ Yes      ¨ No

5-3 What is Lee’s adjusted gross income?

A. $30,000

B. $32,500

C. $36,500

D. $39,000

Answers to Practice Scenarios

1-1: False

1-2: True

1-3: B

1-4: False

2-1: B

2-2: B

2-3: D

2-4: 0

2-5: B

3-1: True

3-2: False

3-3: D

4-1: 7,000

4-2: False

5-1: False

5-2: No

5-3: C
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Test Answer Sheet
 
Name 

Instructions: Volunteers with an Advanced, Military, or International 
Certification may proceed to a certification for Cancellation of Debt (COD). 
COD is an optional specialty training and certification test available on Link & 
Learn Taxes. Volunteers must achieve a minimum of 80% to be certified.

CAUTION: The Test/Retest scenarios are provided electronically in a PDF 
format for information purposes only. The questions on the online test 
may be either from the test or retest. Students should read each question 
on the online test very carefully before answering.

Privacy Act Notice 

The Privacy Act of 1974 requires that 
when we ask for information we tell you 
our legal right to ask for the information, 
why we are asking for it, and how it will 
be used. We must also tell you what 
could happen if we do not receive it, 
and whether your response is voluntary, 
required to obtain a benefit, or mandatory.

Our legal right to ask for information is  
5 U.S.C. 301. 

We are asking for this information to assist 
us in contacting you relative to your inter-
est and/or participation in the IRS volun-
teer income tax preparation and outreach 
programs. The information you provide 
may be furnished to others who coordi-
nate activities and staffing at volunteer 
return preparation sites or outreach activi-
ties. The information may also be used to 
establish effective controls, send corre-
spondence and recognize volunteers. 

Your response is voluntary. However, if 
you do not provide the requested informa-
tion, the IRS may not be able to use your 
assistance in these programs.

Question Answer
COD Scenario 1
 1 . 
 2 . 
 3 . 
COD Scenario 2
 4 . 
 5 . 
 6 . 
COD Scenario 3
 7 . 
 8 . 
COD Scenario 4
 9. 
 10. 
 11 . 
 12 . 
COD Scenario 5
 13 . 
 14 . 
COD Scenario 6
 15 . 
 16 . 
 17 . 
COD Scenario 7
 18 . 
 19. 
 20. 
Total Answers Correct:
 Total Questions: 20
 Passing Score: 16 of 20

Cancellation of Debt – Qualified Principal Residence Indebtedness  
Test Questions
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Directions
The first three scenarios do not require you to prepare a tax return. Read the interview notes for each 
scenario carefully and use your training and resource materials to answer the questions after each scenario.

COD Scenario 1: Mark and Valerie Smith 

Interview Notes

• Mark and Valerie received Form 1099-A reporting the foreclosure on their principal 
residence in 2011.

• At the time of foreclosure, they owed a balance of $150,000 to the lender (box 2) 
and the FMV of the property was $120,000 (box 4).

• Mark and Valerie had owned and lived in the home since 1999.

• They moved out of their home on August 15, 2011.

• Their residence was never used as a business or as rental property.

• Mark and Valerie have not filed for bankruptcy.

• Mark and Valerie were personally liable for the debt.

• The debt has not been canceled by the creditor.

COD Scenario 1: Test Questions

1. How should Mark and Valerie report the foreclosure on their 2011 Form 1040?

a. Report the foreclosure on Form 8949 and Schedule D.

b. Report the foreclosure on Form 1040, Schedule A.

c. They do not need to report the foreclosure on their tax return.

d. Report the foreclosure on Form 982.

2. Since Mark and Valerie have a recourse loan, they will report the sales price of the 
home on Form 8949 and Schedule D as $120,000.

a. True

b. False

3. A lender can use Form 1099-A to report both a foreclosure and cancellation of debt 
if they occur in the same year.

a. True

b. False
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COD Scenario 2: Frank and Kathy Howell

Interview Notes

• Frank and Kathy Howell owned and lived in their home since 2000.

• They could not make the mortgage payments and moved out of their home in 
January 2011.

• In October 2011, they received Form 1099-C from the mortgage company showing 
they were personally liable for the debt (box 5). Box 2 indicated canceled debt of 
$75,000. Box 3 indicated no interest.

• The home was never used in a business or as rental property.

• The original mortgage of $250,000 was used to purchase and was secured by the 
home.

• They did not file bankruptcy.

COD Scenario 2: Test Questions

4. Frank and Kathy’s canceled mortgage debt is an exclusion to the general rule that 
cancellation of debt is reported as income on the tax return.

a. True

b. False

5. Frank and Kathy are personally liable for the debt. Another way of saying they are 
personally liable is to say they have a _____ loan.

a . Nonrecourse

b. Recourse

c. Home equity

d. Debt consolidation

6. Exceptions to the general rule for reporting cancellation of debt as income are 
applied before exclusions.

a. True

b. False
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COD Scenario 3: Wanda Cobb

Interview Notes

• Wanda owned and lived in her home since 2006.

• In 2008, Wanda lost her high paying job. She started a second career as a middle 
school teacher in 2010.

• In February 2011, she was struggling to make the mortgage payment on her home. 
She worked out a loan modification agreement with her lender and was able to 
reduce her monthly mortgage payment by $500, allowing her to stay in her home.

• Wanda purchased the home in 2006 for $400,000. In February 2011, at the time of 
her mortgage workout, the balance owed on her mortgage was $350,000. Due to the 
real estate market in her area, the fair market value (FMV) of her home had declined 
to less than what she currently owed on the mortgage.

• Wanda’s lender issued a Form 1099-C, showing $40,000 in box 2. Box 3 indicated 
no interest .

• Form 1099-C, box 5 is checked “yes” indicating that she is personally liable for the 
loan .

• The home was never used in a business or as rental property.

• The mortgage was used to purchase and was secured by the home.

• Wanda has not filed for bankruptcy.

COD Scenario 3: Test Questions

7. How will Wanda report the Form 1099-C information on her 2011 Form 1040?

a. She will report it on Form 982, lines 1e, 2, and 10b.

b. She will report the transaction on Form 8949, Schedule D, and Form 982.

c. She will report it on Form 982, lines 1e and 2.

d. She does not have to report it since there was no foreclosure on her home.

8. The basis of Wanda’s home is reduced by $ _____
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COD Scenario 4: John and Mary Bates

Taxpayer Documents

• Completed intake and interview sheet

• Social security cards for John and Mary Bates

• Form W-2 for Mary Bates

• Form 1099-R for John Bates

• Form 1099-A from Statewide Mortgage Company

• Form 1099-C from Statewide Mortgage Company

Interview Notes

• John and Mary Bates want to file a joint return.

• Mary lost her job in 2010 and they got behind on their mortgage payments.

• Mary started working for a flower shop in 2011 but they still struggled to meet all 
their financial obligations.

• Their mortgage company foreclosed on their principal residence in May 2011.

• The mortgage was used to purchase the home, and was secured by the home. 
There was no business or rental use of the property. Their records show the follow-
ing information:

– Fair Market Value: $175,000

– Purchase date: August 16, 1999

– Cost basis: $275,000

– Mortgage balance at the time of foreclosure: $225,000

• They did not file for bankruptcy.

• They want to know if they can exclude the canceled debt by the mortgage company 
under the qualified principal residence indebtedness exclusion.

• John and Mary will not itemize for 2011.

• If they have a refund, they want the check mailed to them.
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COD Scenario 4: Test Questions

Directions

Using the interview notes, taxpayer documents, and reference material, prepare John and Mary’s tax return 
through line 22 of Form 1040 including the appropriate forms, schedules or worksheets to answer each of the 
following questions. 

Note: When using the Link & Learn Taxes Practice Lab, complete the social security numbers and employer 
identification numbers by replacing the Xs with your User ID.

9. What is the selling price of the home shown on Part II of Form 8949? $_____

10. What is the long-term capital gain (or loss) that is reported on Schedule D? 

a. ($100,000)

b. $0

c. $50,000

d. $175,000

11. What is the total amount of canceled debt excluded from gross income on Form 
982, Part I, line 2? 

a. $0

b. $50,000

c. $175,000

d. $225,000

12. Which of the following would cause John and Mary’s return to be out of scope?

a. They took out a home equity loan in 2007 to vacation in Peru.

b. John and Mary filed for bankruptcy.

c. They had an interest amount in box 3 of their Form 1099-C.

d. All of the above.
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Directions
The next two scenarios do not require you to prepare a tax return. Read the interview notes for each scenario 
carefully and use your training and resource materials to answer the questions after each scenario.

COD Scenario 5: Cynthia Gilmer 

Interview Notes

• In 2011, Cynthia Gilmer negotiated with her credit card company to pay them $4,500 
on her $12,000 balance. The company agreed to accept it as payment in full.

• At the end of the year, she received Form 1099-C from the credit card company with 
$7,500 in box 2. Box 3 indicated no interest.

• It was determined that she was solvent immediately before the cancellation of debt 
and she was not in bankruptcy.

• Cynthia was personally liable for the payment of the debt.

COD Scenario 5: Test Questions

13. What is the taxable portion of Cynthia’s cancellation of debt shown in the Income 
section of Form 1040? $_____

14. Which forms and/or schedules will Cynthia need to attach to Form 1040 to report 
the cancellation of debt income?

a. No additional forms or schedules are needed

b. Form 982

c. Form 8949 and Schedule D

d. Form 8949, Schedule D, and Form 982

Cancellation of Debt – Nonbusiness Credit Card Indebtedness  
Test Questions



Cancellation of Debt (COD) 1-55

COD Scenario 6: James Baxter

Interview Notes

• James Baxter borrowed $4,000 on his bank credit card in 2009 to go to Italy.

• After paying $1,000 of the bank credit card debt, James lost his job and was unable 
to pay the balance of $3,000. The debt was canceled by the bank credit card 
company in 2011 and they issued a Form 1099-C indicating no interest in box 3.

• James also had a letter from a department store stating that it had canceled his 
store credit card debt of $400. The amount canceled did not include interest.

• Immediately before the debt was canceled, James was solvent.

• James was personally liable for the debt.

• James has not filed for bankruptcy.

COD Scenario 6: Test Questions

15. What is the taxable amount of canceled debt from the bank credit card reported in 
the Income section of Form 1040?

a. $1,000

b. $3,000

c. $3,400

d. $4,000

16. Is James required to file Form 982, Reduction of Tax Attributes Due to Discharge of 
Indebtedness (and Section 1082, Basis Adjustment), with his 2011 Form 1040?

a. Yes

b . No

17. James is not required to report the $400 of canceled credit card debt because he 
did not receive a Form 1099-C from the department store.

a. True

b. False
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COD Scenario 7: Debbie and Jeff Yamhill

Taxpayer Documents

• Social security cards for Debbie and Jeff Yamhill

• Completed intake and interview sheet

• Form W-2 for Debbie Yamhill

• Form W-2 for Jeff Yamhill

• Form 1099-C from National Credit Card Co.

Interview Notes

• Debbie and Jeff Yamhill want to file a joint tax return.

• They have no dependents.

• Debbie and Jeff settled their $9,000 personal credit card debt by paying $5,000. 
They received a Form 1099-C.

• It was determined that Debbie and Jeff were solvent at the time the credit card debt 
was canceled, and they have not filed for bankruptcy.

• Debbie and Jeff will not itemize for 2011.

• If they are due a refund, they would like it direct deposited into their checking 
account:

– Routing number: 111993776

– Account number: 43243
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COD Scenario 7: Test Questions

Directions
Using the interview notes, taxpayer documents, and reference material, prepare Debbie and Jeff’s tax return 
through line 37 of Form 1040 including the appropriate forms, schedules or worksheets to answer each of the 
following questions.

Note: When using the Link & Learn Taxes Practice Lab, complete the social security numbers and employer 
identification numbers by replacing the Xs with your User ID.  

18. On which schedule or form is the excluded portion of their canceled credit card 
debt reported?

a. Debbie and Jeff cannot exclude the debt. No additional schedule or form is filed 
with Form 1040.

b. Schedule A

c. Schedule D

d. Form 982

19. If the Yamhills were insolvent immediately before their non-business credit card 
debt was canceled, ___________

a. part or all of the canceled debt may be excluded from income.

b. their return would be out of scope for the volunteer program.

c. the volunteer should prepare their tax return.

d. part or all of the canceled debt may be excluded from income, and their return 
would be out of scope for the volunteer program. (Both answers A & B.)

20. What is the Yamhills’ adjusted gross income? 

a. $35,500

b. $40,500

c. $41,500

d. $45,000 
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Retest Answer Sheet
 
Name 

Instructions: Volunteers with an Advanced, Military, or International 
Certification may proceed to a certification for Cancellation of Debt (COD). 
COD is an optional specialty training and certification test available on Link & 
Learn Taxes. Volunteers must achieve a minimum of 80% to be certified.

CAUTION: The Test/Retest scenarios are provided electronically in a 
PDF format for information purposes only. The questions on the online 
test may be either from the test or retest. Students should read each 
question on the online test very carefully before answering.

Privacy Act Notice 

The Privacy Act of 1974 requires that 
when we ask for information we tell you 
our legal right to ask for the information, 
why we are asking for it, and how it will 
be used. We must also tell you what 
could happen if we do not receive it, 
and whether your response is voluntary, 
required to obtain a benefit, or mandatory.

Our legal right to ask for information is  
5 U.S.C. 301. 

We are asking for this information to assist 
us in contacting you relative to your inter-
est and/or participation in the IRS volun-
teer income tax preparation and outreach 
programs. The information you provide 
may be furnished to others who coordi-
nate activities and staffing at volunteer 
return preparation sites or outreach activi-
ties. The information may also be used to 
establish effective controls, send corre-
spondence and recognize volunteers. 

Your response is voluntary. However, if 
you do not provide the requested informa-
tion, the IRS may not be able to use your 
assistance in these programs.

Question Answer
COD Scenario 1
 1 . 
 2 . 
 3 . 
COD Scenario 2
 4 . 
 5 . 
 6 . 
COD Scenario 3
 7 . 
 8 . 
COD Scenario 4
 9. 
 10. 
 11 . 
 12 . 
COD Scenario 5
 13 . 
 14 . 
COD Scenario 6
 15 . 
 16 . 
 17 . 
COD Scenario 7
 18 . 
 19. 
 20. 
Total Answers Correct:
 Total Questions: 20
 Passing Score: 16 of 20

Cancellation of Debt – Retest Questions
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Directions
The first three scenarios do not require you to prepare a tax return. Read the interview notes for each 
scenario carefully and use your training and resource materials to answer the questions after each scenario.

COD Scenario 1: Mark and Valerie Smith

Interview Notes

• Mark and Valerie received Form 1099-A reporting the foreclosure on their principal 
residence in 2011.

• At the time of foreclosure, they owed a balance of $150,000 to the lender (box 2) 
and the FMV of the property was $120,000 (box 4).

• Mark and Valerie had owned and lived in the home since 1999.

• They moved out of their home on August 15, 2011.

• Their residence was never used as a business or as rental property.

• Mark and Valerie have not filed for bankruptcy.

• Mark and Valerie were personally liable for the debt.

• The debt has not been canceled by the creditor.

COD Scenario 1: Retest Questions

1. Mark and Valerie should report the foreclosure of their home on Form 8949 and 
Schedule D.

a. True

b. False

2. If Mark and Valerie had a nonrecourse loan, they would report the sales price of the 
home on Form 8949 and Schedule D as $150,000.

a. True

b. False

3. Can the lender report both a foreclosure and cancellation of debt on Form 1099-C 
if they occur in the same year?

a. Yes 

b . No
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COD Scenario 2: Frank and Kathy Howell

Interview Notes

• Frank and Kathy Howell owned and lived in their home since 2000.

• They could not make the mortgage payments and moved out of their home in 
January 2011.

• In October 2011, they received Form 1099-C from the mortgage company showing 
they were personally liable for the debt (box 5). Box 2 indicated canceled debt of 
$75,000. Box 3 indicated no interest.

• The home was never used in a business or as rental property.

• The original mortgage of $250,000 was used to purchase and was secured by the 
home.

• They did not file bankruptcy.

COD Scenario 2: Retest Questions

4. Which of the following is not an exception to the general rule that cancellation of 
debt is income to the taxpayer?

a. Gifts

b. Insolvency

c. Deductible debt

d. Certain student loans

5. If Frank and Kathy were personally liable for the debt, their loan would be a 
recourse loan .

a. True

b. False

6. Which of the following is an exclusion to the general rule that cancellation of debt is 
income to the taxpayer?

a. Discharge of debt of an insolvent taxpayer 

b. Discharge of debt through bankruptcy

c. Discharge of qualified principal residence indebtedness

d. All of the above 
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COD Scenario 3: Wanda Cobb

Interview Notes

• Wanda owned and lived in her home since 2006.

• In 2008, Wanda lost her high paying job. She started a second career as a middle 
school teacher in 2010.

• In February 2011, she was struggling to make the mortgage payment on her home. 
She worked out a loan modification agreement with her lender and was able to 
reduce her monthly mortgage payment by $500, allowing her to stay in her home.

• Wanda purchased the home in 2006 for $400,000. In February 2011, at the time of 
her mortgage workout, the balance owed on her mortgage was $350,000. Due to the 
real estate market in her area, the fair market value (FMV) of her home had declined 
to less than what she currently owed on the mortgage.

• Wanda’s lender issued a Form 1099-C, showing $40,000 in box 2. Box 3 indicated 
no interest .

• Form 1099-C, box 5 is checked “yes” indicating that she is personally liable for the 
loan .

• The home was never used in a business or as rental property.

• The mortgage was used to purchase and was secured by the home.

• Wanda has not filed for bankruptcy.

COD Scenario 3: Retest Questions

7. Line ___ of Form 982 is used to report the reduction in basis of Wanda’s home.

a . 1e

b . 2

c. 10a

d. 10b

8. What is the amount reported on Form 982, line 2? $_____
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COD Scenario 4: Retest Questions

Directions
Refer to the scenario information for John and Mary Bates beginning on page 1-46. 

Using the interview notes, taxpayer documents, and reference material, prepare John and Mary’s tax return 
through line 22 of Form 1040 including the appropriate forms, schedules or worksheets to answer each of the 
following questions.

Note: When using the Link & Learn Taxes Practice Lab, complete the social security numbers and employer 
identification numbers by replacing the Xs with your User ID.

9. What is the selling price of the home shown on Part II of Form 8949?

a. $50,000

b. $175,000

c. $225,000

d. $275,000

10. What is the long-term capital gain (or loss) that is reported on Schedule D? $______

11. What is the total amount of canceled debt John and Mary can exclude from gross 
income on Form 982, Part I, line 2?  $_____

12. John and Mary’s return would be out of scope for the VITA/TCE program if:

a. They used the proceeds from a home equity loan to pay off their credit card 
debt

b. They had someone rent an apartment in their basement

c. They filed for bankruptcy

d. All of the above
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Directions
The next two scenarios do not require you to prepare a tax return. Read the interview notes for each scenario 
carefully and use your training and resource materials to answer the questions after each scenario.

COD Scenario 5: Cynthia Gilmer

Interview Notes

• In 2011, Cynthia Gilmer negotiated with her credit card company to pay them $4,500 
on her $12,000 balance. The company agreed to accept it as payment in full.

• At the end of the year, she received Form 1099-C from the credit card company with 
$7,500 in box 2. Box 3 indicated no interest.

• It was determined that she was solvent immediately before the cancellation of debt 
and she was not in bankruptcy.

• Cynthia was personally liable for the payment of the debt.

COD Scenario 5: Retest Questions

13. What taxable amount of canceled debt, if any, is included in the Income section of 
Form 1040?

a. $0

b. $4,500

c. $7,500

d. $12,000

14. Cynthia will need to attach Form 982, Reduction of Tax Attributes Due to Discharge 
of Indebtedness, to her 2011 Form 1040.

a. True

b. False
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COD Scenario 6: James Baxter

Interview Notes

• James Baxter borrowed $4,000 on his bank credit card in 2009 to go to Italy.

• After paying $1,000 of the bank credit card debt, James lost his job and was unable 
to pay the balance of $3,000. The debt was canceled by the bank credit card 
company in 2011 and they issued a Form 1099-C indicating no interest in box 3.

• James also had a letter from a department store stating that it had canceled his 
store credit card debt of $400. The amount canceled did not include interest. 

• Immediately before the debt was canceled, James was solvent.

• James was personally liable for the debt.

• James has not filed for bankruptcy.

COD Scenario 6: Retest Questions

15. What is the taxable amount of canceled debt from the bank credit card reported in 
the Income section of Form 1040? $_____.

16. How much should be reported on Form 982 as discharged indebtedness excluded 
from gross income?

a. $3,000

b. $3,400

c. $4,000

d. Nothing, Form 982 is not required

17. James is still required to report the $400 of canceled credit card debt even if the 
department store credit card company fails to send a Form 1099-C.

a. True

b. False
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COD Scenario 7: Retest Questions

Directions
Refer to the scenario information for Debbie and Jeff Yamhill beginning on page 1-56. 

Using the interview notes, taxpayer documents, and reference material, prepare Debbie and Jeff’s tax return 
through line 37 of Form 1040 including the appropriate forms, schedules or worksheets to answer each of the 
following questions.

Note: When using the Link & Learn Taxes Practice Lab, complete the social security numbers and employer 
identification numbers by replacing the Xs with your User ID.

18. Debbie and Jeff should not file Form 982 with their 2011 Form 1040.

a. True

b. False

19. In general, if the Yamhills were solvent immediately before their non-business credit 
card debt was canceled, ___________

a. the entire amount of canceled debt would be reported on Form 1040, line 21. 

b. the volunteer would have to exclude part of the canceled debt from income.

c. the return would be in scope for the volunteer program.

d. the entire amount of canceled debt would be reported on Form 1040, line 21, 
and the return would be in scope for the volunteer program. (Both answers A 
and C.)

20. What is the Yamhills’ adjusted gross income on their 2011 Form 1040? 
$_____
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Notes
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Health Savings Accounts (HSAs)

Introduction   

NEW  Health Savings Accounts (HSAs) is now an optional course for volunteers with Intermediate certifica-
tion or higher. Check with your Site Coordinator to determine if you should seek certification in this topic. 

This course was developed to help volunteers assist taxpayers who have an HSA. HSAs allow individuals 
with high-deductible health insurance to use tax-deductible contributions to pay qualified medical expenses. 
The course covers HSA eligibility, contributions, and distributions. In addition, it covers reporting HSA 
activity on Form 8889, Health Savings Accounts . 

Objectives

At the end of this lesson, using your resource materials, you will be able to:

• Define an HSA  and other tax-favored arrangements

• Determine eligibility to contribute to an HSA

• Calculate the limits on contributions to an HSA

• Identify information documents, Forms 5498-SA, W-2 and 1099-SA, used 
in reporting contributions and distributions

• Determine when and how to report HSA contributions on Form 8889 and 
calculate the tax deduction, if any

• Determine when and how to report HSA distributions on Form 8889

• Explain the effects of losing HSA eligibility

What is out of scope for VITA/TCE?

Some aspects of HSAs are complex and are out of scope for VITA/TCE. Refer taxpayers with these issues to 
a professional tax preparer: 

• Excess contributions to an HSA that are not withdrawn in a timely fashion

• Qualified HSA funding distributions from an IRA

• Qualified HSA distributions from a health Flexible Spending Arrangement (FSA) or a Health 
Reimbursement Arrangement (HRA)

• Death of an HSA holder

• Form 8889, Part III, Income and Additional Tax for Failure to Maintain HDHP Coverage 

• Deemed distributions from an HSA due to prohibited transactions, such as using an HSA as a security for a 
loan

For more information, see Publication 969, Health Savings Accounts and Other Tax-Favored Health Plans.

What do I need?

□ Intake and Interview Sheet 
□ Publication 17
□ Publication 502
□ Publication 969
□ Publication 4885, HSA 

Screening Sheet
□ Form 1040
□ Form 8889 and Instructions
□ Form 5498-SA and 

Instructions
□ Form 1099-SA and 

Instructions
□ Form W-2 and Instructions 
Optional:
□ Form 1040 Instructions
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The Background on HSAs

Congress authorized the creation of health savings accounts (HSAs) in 2003. An HSA is a tax-favored medi-
cal savings account available to taxpayers. HSAs enable taxpayers to pay for current medical expenses and 
save for future qualified medical expenses on a tax-free basis.

HSAs are owned by individuals, but contributions may be made by an employer or any other person. Amounts 
in an HSA may be accumulated over the years or distributed on a tax-free basis to pay for or reimburse quali-
fied medical expenses.

As the number of HSAs continues to increase, having this training available 
for volunteers will be a benefit to the program. 

Intake/Interview Process

Use the interview techniques and tools discussed in the Screening and 
Interviewing lesson. Use Form 13614-C, Intake/Interview & Quality Review 
Sheet to determine if the taxpayer had HSA contributions or distributions, 
addressed in Question 1 of the Life Events section. The intake and interview 
sheet is a starting point for a comprehensive interaction with the taxpayer. This interaction, along with the 
source documents provided by the taxpayer, will help you prepare an accurate return. 

Form 5498-SA is used to report HSA contributions and Form 1099-SA is used to report HSA distributions. 
These information documents are issued by the HSA trustee to taxpayers who have HSA contributions or 
distributions, for use in tax return preparation.

Confirm each item on the intake and interview sheet to make sure you and the taxpayer have considered all 
the necessary information. If items are incorrect or incomplete, revisit the issue and make corrections to the 
return, as needed. 

HSA Helpful Hints and HSA Screening Sheet

The HSA Helpful Hints document was developed to provide an at-a-glance summary of the HSA topic. 
Publication 4885, HSA Screening Sheet, was developed to help volunteers determine if the HSA issue was 
within the scope of the volunteer program. Use these references if HSA questions arise during the interview 
with the taxpayer.   

The HSA Helpful Hints and the HSA Screening Sheet are included in Publication 4012, the Volunteer 
Resource Guide (Tab E). You can download and print a copy of Publication 4885, HSA Screening Sheet, from 
www.irs.gov.  

New Legislation and HSAs

The Affordable Care Act (ACA) was passed in March 2010.  

The IRS’s role is to administer the various tax provisions included in the new law. The Department of Health 
and Human Services (HHS) has the lead in all health insurance and health care policy provisions of the new 
legislation .  

NEW  The Affordable Care Act made the following changes to HSAs: 

• Beginning in 2011, taxpayers must have a prescription for over-the-counter medicine in order to pay for 
over-the-counter medicine with a distribution from a health savings account (HSA) and have that distribu-
tion be tax-free. This change does not apply to insulin.

• The additional tax increased. For HSA purposes, the additional tax on distributions not used for qualified 
medical expenses is increased to 20%. This applies to distributions after 2010.

These changes are covered in detail in the course.  

HSAs are similar to Individual 
Retirement Accounts (IRAs). 
Qualified taxpayers can make 
contributions to a designated 
account that may be deduct-
ible, and there are rules 
related to distributions. 
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Types of Tax-Favored Arrangements 

What are tax-favored arrangements?

Various programs are designed to give individuals tax advantages to offset health care costs. This section 
provides general definitions of other tax-favored arrangements. These definitions will help you distinguish the 
differences in these programs and help with your overall understanding of tax-favored arrangements. While 
these programs may have features similar to an HSA, it is important to know they are different.  

Types of tax-favored arrangements are:

• Archer Medical Savings Accounts

• Medicare Advantage MSAs

• Health Reimbursement Arrangements

• Flexible Spending Arrangements 

Archer Medical Savings Accounts (MSAs)

The Archer MSA represents the first generation of HSAs. MSA contributions may be received from either an 
eligible individual or his or her employer but not in the same tax year. Contributions by the individual are taken 
as an adjustment to income and are deductible whether or not the individual itemizes deductions. Employer 
contributions are not included in taxable income. As long as distributions from an MSA are used to pay quali-
fied medical expenses, they are not taxed. But MSA eligibility is restricted to employees of small employers 
and the self-employed, which rules out participation for many taxpayers.  

Medicare Advantage MSAs

A Medicare Advantage MSA is an Archer MSA designated by Medicare to be used solely to pay the qualified 
expenses of the account holder who is enrolled in Medicare. Contributions can only be made by Medicare. 
The contributions are not included in the individual’s income. Distributions from a Medicare Advantage MSA 
that are used to pay qualified medical expenses are not taxed.  

Health Reimbursement Arrangements (HRAs) 

An HRA must receive contributions from the employer only. Employees may not contribute. Contributions are 
not includible in income. Reimbursements from an HRA that are used to pay qualified medical expenses are 
not taxed. 

Flexible Spending Arrangements (FSAs) 

A health Flexible Spending Arrangement (FSA) allows an employee to be reimbursed for medical expenses. 
An FSA is usually funded through a voluntary salary reduction agreement with the employer. No employ-
ment tax or federal income tax is deducted from an employee’s contribution. The employer may also contrib-
ute. The FSA is not a health plan but only a means of reimbursing the FSA participant for qualified medical 
expenses. Unused funds will be lost if not spent by the end of the qualifying period. Do not confuse FSAs with 
HSAs; FSA activity is not reported on an individual tax return. 

Refer taxpayers with an Archer Medical Savings Account, Medicare Advantage MSA, or a Health Reimbursement 
Arrangement to a professional tax preparer. These topics are out of scope and the information is provided for your 
awareness only. 
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ExErcisEs

What is an HSA?

An HSA is the newest of all tax-favored medical savings plans. An HSA is a tax-exempt trust or custodial 
account that a taxpayer sets up with a qualified HSA trustee. Distributions from an HSA are nontaxable if the 
funds are used for qualified medical expenses. A taxpayer must be an eligible individual to qualify for an HSA.

No permission or authorization from the IRS is necessary to establish an HSA. To set up an HSA a taxpayer 
will need to work with a trustee. A qualified HSA trustee can be a bank, an insurance company, or anyone 
already approved by the IRS to be a trustee of individual retirement arrangements (IRAs) or Archer MSAs. 
The HSA can be established through a trustee that is different from the taxpayer’s health plan provider.   

An HSA is created by:  

• Enrolling in a High-Deductible Health Plan (HDHP) and then 

• Opening a tax-exempt trust or custodial account, with a qualified HSA trustee, to pay for qualified medical 
expenses  

HSA Benefits

There are several benefits from having an HSA including the following:

• The taxpayer can claim a tax deduction for contributions made by the taxpayer or someone other than an 
employer, even if the taxpayer does not itemize deductions on Form 1040.

• Contributions to an HSA by an employer may be excluded from gross income; this includes contributions 
made through a Section 125 cafeteria plan.

• The contributions remain in the account from year to year until the taxpayer uses them.

• The interest and other earnings on the assets in the account are tax-free.

• Distributions may be tax-free if used to pay unreimbursed qualified medical expenses.

• An HSA is portable, so it stays with taxpayers even if they change employers or leave the work force.

Answers are at the end of the lesson.

Question 1: Does an HSA stay with the taxpayer even if the taxpayer changes employers? 
¨ Yes   ¨ No

Question 2: Which of the following statements is false? 

A. Taxpayers’ contributions to an HSA are tax deductible.

B. Interest earned on an HSA is tax-free if used for unreimbursed qualified medical expenses.

C.  Taxpayers pay taxes on HSA earnings when they take distributions for unreimbursed qualified medical 
expenses.

D. Unused funds and interest are carried over, without limit, from year to year.
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Individuals Who Qualify for an HSA

To be an eligible individual and qualify for an HSA, taxpayers must meet the 
following requirements:

• Be covered by a high-deductible health plan (HDHP) on the first day of the 
month

• Not be covered by other health insurance (see Publication 969 for 
exceptions)

• Not be enrolled in Medicare (the individual can be HSA-eligible for the 
months before being covered by Medicare)

• Not be eligible to be claimed as a dependent on someone else’s tax 
return (see Caution) 

Rules for Married Individuals

In the case of married individuals, each spouse who is an eligible individual 
who wants to have an HSA must open a separate HSA. Married couples 
cannot have a joint HSA, but distributions can be used to cover the qualified 
expenses of the other spouse.

High-Deductible Health Plan

Taxpayers must be covered by a high-deductible health plan (HDHP) to take advantage of HSAs. An HDHP 
generally costs less than traditional health care coverage. These cost savings can then be put into the HSA. 

An HDHP is health coverage with a:

• Higher annual deductible than typical health plans and 

• Maximum limit on the sum of the annual deductible and out-of-pocket medical expenses that the taxpayer 
must pay for covered expenses. Out-of-pocket expenses include co-payments and other amounts but do 
not include premiums.

The IRS has ruled that an HDHP can cover certain types of preventive care without a deductible, or with a 
deductible that is less than the annual deductible applicable to all other services. Generally, preventive care 
services do not include any service, benefit, or medication to treat an existing illness, injury, or condition. In 
situations where the treatment is incidental or ancillary to a preventive care service or screening, the treat-
ment may fall within the safe-harbor for preventive care. See IRS Notice 2004-50, Internal Revenue Bulletin 
2004-33, available on www.irs.gov, for details on these situations.

If an HDHP has a deductible for preventive care expenses, those expenses, 
up to the deductible, are qualified medical expenses for HSA purposes. If 
the HDHP has no deductible for these preventive services, the plan – not the 
HSA – covers the expenses.

If another taxpayer is entitled 
to claim an exemption for 
the individual, the individual 
cannot claim a deduction for 
an HSA contribution. This is 
true even if the other person 
does not actually claim the 
exemption.

An employee covered by an 
HDHP and a health FSA or an 
HRA that pays or reimburses 
qualified medical expenses 
generally cannot make contri-
butions to an HSA .

In addition to preventive care, 
the high deductible require-
ments are not necessary for 
dental or vision coverage.
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ExErcisEs (continued)

HDHP Deductible Limits

There are limits for annual deductible and out-of-pocket expenses for HDHPs. 

HDHP Deductible Limits for 2011
Self-Only Coverage Family Coverage

Minimum Annual Deductible $1,200 $2,400
Maximum Annual Deductible and 
Other Out-of-Pocket Expenses $5,950 $11,900

For more information, refer to Publication 969.

Question 3: An HDHP must have a minimum and maximum annual deductible along with other out-of-
pocket expenses. 

For 2011 what are the limits for self-only coverage for minimum annual deductible and maximum annual 
deductible and other out-of-pocket expenses for HDHPs?

A. $1,150 and $5,800

B. $1,200 and $5,950

C. $2,400 and $11,900

Question 4: Frank is retired and has no other health coverage except for Medicare. He would like to open 
an HSA to cover his additional medical expenses. He’s been shopping for high-deductible health plans. 
Provided he gets an HDHP, is he eligible for an HSA?   ¨ Yes   ¨ No

Question 5: Bill and Ann are married. They are both self-employed, and each is enrolled in a self-only 
HDHP. Can Bill and Ann set up a joint HSA?   ¨ Yes   ¨ No

Question 6: John is 18 years old and a full-time student. He also works and is covered under his employ-
er’s HDHP (self-only). John’s parents are eligible to claim him as a dependency exemption on their tax 
return, but they choose not to claim him. Does John qualify for an HSA?   ¨ Yes   ¨ No

Contributions to HSAs

Any eligible individual can contribute to an HSA. For an employee’s HSA, the employee, employer, or both 
may contribute to the employee’s HSA in the same year. For an HSA established by a self-employed (or 
unemployed) individual, the individual can contribute.  

Family members or any other person may also contribute on behalf of an eligible individual. Contributions to 
an HSA must be made in cash. Contributions of stock or property are not allowed.

Employer Contributions 

Taxpayers must reduce the amount they, or any other person, can contribute to their HSA by the amount of 
any contributions made by the taxpayer’s employer that are excludable from income. This includes amounts 
contributed to the taxpayer’s account by the employer through a cafeteria plan. 
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ExErcisEs (continued)

Question 7: Arnold has a high-deductible health plan with an HSA with his company. His mother contrib-
uted to his HSA as a gift on his 40th birthday. Is this an allowable contribution?   ¨ Yes   ¨ No

HSA Limits on Contributions

The amount that can be contributed to an HSA depends on the type of HDHP coverage, the taxpayer’s 
age, the date the taxpayer became an eligible individual, and the date the taxpayer ceases to be an eligible 
individual. 

For 2011, if the taxpayer has self-only HDHP coverage, the contribution limit is $3,050. If the taxpayer has 
family HDHP coverage, the contribution is limited to $6,150. 

Employer contributions (including an employee’s contribution through a cafeteria plan) are allowed to be 
made to an employee’s HSA. Generally, employer contributions are excludable from an employee’s income. 
Taxpayers must reduce the amount that they or any other person can contribute to their HSA by the amount of 
any employer contributions that are excludable from income. For example, if the employer contributed $1,000 
to a taxpayer’s HSA who had a self-only HDHP, the remaining contribution limit would be $2,050. 

Eligible individuals who are 55 or older by the end of the tax year can increase their contribution limit up to 
$1,000 a year for 2011. For example, an eligible individual who is 55 or older with self-only coverage can 
contribute up to $4,050. This extra amount is the catch-up contribution allowed for HSAs.  

The table below provides the 2011 HSA contribution limits established by the IRS. Remember these are maxi-
mum allowable contribution amounts. Confirm with the taxpayer the amounts actually contributed to the HSA. 

2011 HSA Contribution Limits 
Self-Only Coverage Family Coverage

Annual Contribution Limit $3,050 $6,150
Catch-up Contribution (55 or older)* $1,000 $1,000
*Spouses 55 or older each make the additional contribution to their own HSA.

Taxpayers with excess contributions (contributions over the limits) must withdraw the excess to avoid an additional 
tax. If the excess was not timely withdrawn, refer the taxpayer to a professional tax preparer. Review Form 8889 
Instructions, line 13 and Publication 969 for details.
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ExErcisEs (continued)

Question 8: What is the maximum amount an eligible taxpayer under age 55 can contribute if the 
taxpayer has a self-only HDHP?

A. $4,050

B. $1,000

C. $3,050

D. $6,150

Question 9: Marie is 56 years old. She wants to contribute as much as she can to her HSA. She had self-
only coverage for the entire year of 2011. What is the maximum amount that Marie can contribute to her 
HSA?

A. $4,050

B. $1,000

C. $3,050

D. $6,150

Rules for Married People

The rules for married people apply only if both spouses are eligible individuals. If either spouse has family 
HDHP coverage and the family contribution limit of $6,150 applies, both spouses are treated as having family 
HDHP coverage. If each spouse has family coverage under a separate plan, the contribution limit remains at 
$6,150.

If both spouses are 55 or older and not enrolled in Medicare:

• Each spouse is entitled to increase his or her contribution limit with an additional contribution.

• Their maximum total contributions under family HDHP coverage cannot be more than $8,150 ($6,150 + 
[$1,000 x 2] = $8,150). This rule applies regardless of whether each spouse’s family coverage covers the 
other spouse. 

• The contribution limit is divided between the spouses by agreement. If there is no agreement, the contribu-
tion limit is split equally between the spouses. 

• Any additional contribution for age 55 or over must be made by each spouse to his or her own HSA. 

 
 Tax Software Hint: A manual calculation will be needed for Forms 8889 line 6 for a married couple 

with separate HSAs. The manual calculation is based upon equal amounts or the amounts agreed upon by 
the taxpayers. Remember the additional contributions for 55 or over must go into the HSA belonging to the 
person who meets the age requirement.

example

For 2011, Mr. Auburn and his wife are both eligible individuals. They each have family coverage under 
separate HDHPs. Mr. Auburn is 58 years old and Mrs. Auburn is 53. Mr. and Mrs. Auburn can split the 
family contribution limit ($6,150) equally, or they can agree on a different division. If they split it equally, 
Mr. Auburn can contribute $4,075 to an HSA (one-half the maximum contribution for family coverage 
$3,075 + $1,000 additional contribution), and Mrs. Auburn can contribute $3,075 to an HSA.
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ExErcisEs (continued)

Case Study

Harry and Wilma are married and both are 45 years old. Harry and Wilma are otherwise eligible individu-
als. Harry has self-only HDHP coverage, and Wilma has an HDHP with family coverage for Wilma and their 
two children. In 2011, their combined family contribution limit is $6,150. Harry and Wilma can split the family 
contribution limit ($6,150) equally or they can agree on a different division.

If Harry and Wilma each have family coverage HDHPs, the contribution limit for their HSAs would still be 
$6,150. They could split this equally or agree on a different division.

Question 10: The HSA contribution limit is $7,150 for a married couple when both spouses have family 
HDHP coverage and one spouse is age 55 or older.   ¨ True   ¨ False

Contribution Rule Limits

While most taxpayers may not contribute the maximum amount allowed to their HSA, you may need to 
explain these limits to taxpayers. The amount that can be contributed to an HSA depends on the:

• Type of HDHP coverage (self-only or family coverage)

• Taxpayer’s age

• Date the taxpayer became an eligible individual, and

• Date the taxpayer ceases to become an eligible individual. 

If the taxpayer is an eligible individual on the first day of every month with the same coverage for the entire 
year, the full contribution amount is allowed. 

If the taxpayer was not an eligible individual for the entire year or changed his or her coverage during the 
year, the contribution limit is the greater of the:

• Last-month rule (also known as the full contribution rule). Maximum annual HSA contribution is based on 
the first day of the last month of the person’s taxable year (December 1 for most taxpayers) plus catch-
up contributions. The taxpayer is considered to have been an eligible individual for the entire year. The 
taxpayer is treated as enrolled in the same HDHP coverage for the entire year. A testing period (covered 
later in this lesson) applies to this rule. 

 OR

• Sum of the monthly contribution limits rule (use Line 3 Limitation Chart and Worksheet in Form 8889 
Instructions). This is the amount determined separately for each month based on eligibility and HDHP 
coverage on the first day of each month plus catch-up contributions. 

A taxpayer who cannot use the last-month rule must use the sum of the monthly contribution limits rule to 
determine the maximum HSA contribution. 

 Tax Software Hint: The Line 3 Limitation Worksheet is at the bottom of Form 8889, page 1. You will 
also need the Instructions for Form 8889. To view the instructions, click anywhere on the form to access the 
help feature.
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Last-Month Rule

A taxpayer may contribute the full amount to an HSA using the last-month rule if the taxpayer was an eligible 
individual on the first day of the last month of the tax year (December 1 for most taxpayers).

If the taxpayer does not qualify to contribute the full amount for the year, the contribution is determined by 
using the sum of the monthly contribution limits rule. 

Full Contribution for Last-Month Rule

The last-month rule allows eligible individuals to make a full contribution for the year even if they were not an 
eligible individual for the entire year. They can make the full contribution for the year if:

• They are eligible individuals on the first day of last month of their taxable year. For most people this would 
be December 1, and

• They remain eligible individuals during the testing period. The testing period runs (for calendar taxpayers) 
from December 1 of the current year through December 31 of the following year. 

Sum of the Monthly Contribution Limits 

Under the sum of the monthly contribution limits rule, the maximum contribution is determined monthly based 
on eligibility and HDHP coverage on the first day of each month. For this purpose, the monthly limit is 1/12 of 
the annual contribution limit, as calculated on the Limitation Chart and worksheet.  

For more information, refer to the Limitation Chart and Worksheet in the instructions for Form 8889.

Case Study

Erika, age 39, had self-only HDHP coverage on January 1, 2011. She changed to family HDHP coverage on 
August 1, 2011. Erika lost HDHP coverage as of October 31, 2011. She will use the Line 3 Limitation Chart 
and Worksheet in Form 8889 Instructions to determine her HSA contribution limit. See Erika’s completed Line 
3 Limitation Chart and Worksheet on the next page.

example

Chris, age 53, became an eligible individual on December 1, 2011. He has family HDHP coverage on that 
date. He fully expects to meet the testing period by remaining eligible through December 31, 2012. Under 
the last-month rule, he can contribute up to $6,150 for the 2011 tax year.  

example

Maria, age 48, was an eligible individual with self-only HDHP coverage. She was covered from January 
through September. She was not an eligible individual for the remaining months of October, November, 
and December 2011. Her maximum contribution allowed is $2,287.50 [($3,050 x 9) divided by 12].
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Erika’s Line 3 Limitation Chart and Worksheet from Form 8889 Instructions
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ExErcisEs (continued)

Question 11: From January through June 2011, Peggy, age 30, participated in her employer’s HDHP 
(with self-only coverage) and made monthly contributions to her HSA. Peggy was laid off in July and 
remained unemployed and without health insurance for the remainder of 2011. When completing Form 
8889, line 3, Peggy will enter $3,050.   ¨ True   ¨ False

HSA Contribution Timeframe

The taxpayers can make contributions to their HSA for 2011 by April 17, 2012. If they were not eligible indi-
viduals for the entire year in 2011, they can still make contributions up by April 17, 2012, for the months they 
were eligible individuals.

Employers can also make 2011 HSA contributions for their employees by April 17, 2012. The employer must 
notify the taxpayer and the trustee that the HSA contribution is for 2011. The contribution will be reported on 
the taxpayer’s 2011 Form W-2.

HSA Rollovers or Transfers

Rollover Contributions

Generally, a rollover is a tax-free distribution to the taxpayer of cash or other assets from one HSA that the 
taxpayer contributes to another HSA. The contribution to the second HSA is called a rollover contribution. 
These contributions: 

• Are not included in taxpayers’ income

• Are not deductible 

• Do not reduce taxpayers’ contribution limit

Taxpayers can also roll over amounts from Archer MSAs into an HSA. They do not have to be eligible indi-
viduals to make a rollover contribution from their existing HSA to a new HSA. 

Rollovers are not subject to annual contribution limits and a rollover contribution is not always cash; for exam-
ple, it could be a Certificate of Deposit (CD). The taxpayer must roll over the amount within 60 days after the 
date of receipt, and may only make one rollover contribution to an HSA during a one-year period.

See Publication 969 for more information on rollover contributions.  

example

Mary became unemployed in 2011. She was required by her previous employer to move her HSA. She 
rolled over the amount within 60 days to a new HSA.

Remember, Archer MSAs are out of scope for VITA/TCE. Refer taxpayers who have issues that involve Archer MSA to 
a professional tax preparer. The following are also out of scope: 

•  Qualified HSA funding distributions made from traditional IRAs or Roth IRAs

•  Qualified HSA distributions from a health FSA or HRA that is transferred to an HSA
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ExErcisEs (continued)

Question 12: Doris moved to a new job. She asked the HSA trustee to transfer her funds into the new 
HSA. Is this allowable?   ¨ Yes   ¨ No

Distributions from an HSA

Distributions for Qualified Medical Expenses 

Generally, taxpayers will pay medical expenses during the year without being reimbursed by the HDHP until 
the plan’s annual deductible is reached. When the taxpayer pays these medical expenses that are not reim-
bursed by the HDHP, the taxpayer can request a distribution from the HSA trustee. The taxpayer can receive 
tax-free distributions from an HSA to pay or be reimbursed for qualified medical expenses incurred after the 
taxpayer establishes the HSA.

Qualified medical expenses are expenses that generally would qualify for the 
medical and dental expenses deduction. Examples include unreimbursed 
expenses for doctors, dentists, and hospitals. See Publication 502, Medical 
and Dental Expenses, for more information. 

Taxpayers must keep records to show that HSA distributions were used to 
pay or reimburse qualified medical expenses, that these expenses had not 
been paid or reimbursed from another source, and the medical expense had 
not been taken as an itemized deduction in any year. For recordkeeping 
requirements on HSA distributions see Publication 969, Distributions from an 
HSA. Taxpayers are not required to take annual distributions from their HSA.

Over-the-counter and Prescription Medicines

NEW  For 2011, over-the-counter medicines or drugs without a prescription, except for insulin, are no longer 
qualified medical expenses for HSA purposes. For HSA purposes, a medicine or drug will be a qualified medi-
cal expense only if the medicine or drug:

• Requires a prescription 

• Is available without a prescription (an over-the-counter medicine or drug) 
and the taxpayer gets a prescription for it, or

• Is insulin

If the taxpayers have their HSA funds transferred directly into another HSA in a trustee-to-trustee transfer, this is not 
considered a rollover. There is no limit on the number of these transfers. Do not include the amount transferred in 
income, deduct it as a contribution or include it as a distribution on Form 8889, line 14a.

Expenses incurred before 
establishing an HSA are not 
qualified medical expenses. 
If a taxpayer is considered 
to be an eligible individual 
for the entire year under the 
last-month rule, only those 
expenses incurred after actu-
ally establishing the HSA are 
qualified expenses.

example

Laura established an HSA in July 2011. She incurred medical expenses in May 2011 and wants to pay 
those from her HSA. The expenses incurred in May before she established her HSA are not qualified 
medical expenses for purposes of her HSA.

This applies to amounts paid 
after 2010. However, it does 
not apply to amounts paid in 
2011 for medicines or drugs 
purchased before January 1, 
2011. 
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ExErcisEs (continued)

ExErcisEs (continued)

Question 13: Mariah purchased over-the-counter medicine (without a prescription) in June 2011. Can 
she request funds from her HSA to pay for this?   ¨ Yes   ¨ No

Qualified Insurance Premiums for HSA Purposes

Qualified insurance premiums for HSA purposes are different than premiums that qualify as a medical 
expense on Schedule A. 

A taxpayer cannot treat insurance premiums as qualified medical expenses unless the premiums are for:

• Long-term care insurance based on the following premium limits (also shown in the Instructions for 
Schedule A, Itemized Deductions)

– Age 40 or less: $340

– More than age 40 but not more than 50: $640

– More than age 50 but not more than 60: $1,270

– More than age 60 but not more than 70: $3,390

– More than age 70: $4,240

• Health care continuation coverage, such as coverage under COBRA

• Health care coverage while receiving unemployment compensation

• Medicare and other health care coverage if the taxpayer was 65 or older (other than premiums for a 
Medicare supplemental policy, such as Medigap)  

Question 14: Johnnie, who is 49 years old, wants to use funds from her HSA to pay her long-term care 
insurance premiums. She can use HSA funds to pay a portion of her long-term care insurance premiums. 
¨ True   ¨ False

example

Vikki purchased $300 of over-the-counter medicine without a prescription 
on December 29, 2010. This qualifies as an HSA medical expense, even 
if she received an HSA distribution for the reimbursement in 2011. If Vikki 
buys more over-the-counter medicine without a prescription in April 2011, 
it will not qualify as a medical expense for HSA purposes. The new rules 
apply to over-the-counter medicines without a prescription, purchased 
after December 31, 2010. 

Preventive services, not reim-
bursed by the HDHP, can be 
paid from an HSA.
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Whose medical expenses qualify?

Qualified medical expenses are those incurred by the following persons:

• The taxpayer and spouse

• All dependents claimed on the tax return

• Any other person who could have been claimed as a dependent on the 
taxpayer’s return except that:

– The person filed a joint return

– The person had gross income of $3,700 or more, or 

– The taxpayer or spouse (if filing jointly) could be claimed as a depen-
dent on someone else’s 2011 tax return

Out of Scope HSA Distributions

The following are out of scope for the VITA/TCE program. The information is provided for awareness 
purposes only. Taxpayers with these issues should be referred to a professional tax preparer.

• Deemed distributions from HSAs: 

– Engaging in prohibited transactions; see Publication 969 for details

– Using an HSA as security for a loan

Also, a taxpayer cannot claim the health coverage tax credit for premiums paid with a tax-free distribution 
from an HSA. As stated in the Payments lesson, Form 8885, Health Coverage Tax Credit, is out of scope for 
the VITA/TCE program. 

Reporting Contributions and Distributions

Form 8889, Health Savings Accounts (HSAs)

A taxpayer must file Form 8889 with Form 1040 if the taxpayer (or spouse if filing a joint return) had any activ-
ity in an HSA. This is true even if only the taxpayer’s employer or the spouse’s employer made contributions 
to the HSA . 

Taxpayers who are filing jointly and who each have separate HSAs will each complete a separate Form 8889. 
Married taxpayers cannot have a joint HSA. 

Ask taxpayers during the interview process if their HDHP coverage is “self-only” or “family,” and check the 
corresponding box on Form 8889, line 1.  

Form 8889, Part I

Form 8889, Part 1, is used to report all HSA contributions and to compute the allowable HSA deduction. 
This includes contributions made by April 17, 2012, that are designated for 2011. Contributions made by an 
employer are also shown in Part I, but are not included in the deductible amount.

Taxpayers cannot deduct qualified medical expenses as an itemized deduc-
tion on Form 1040, Schedule A, that are equal to the tax-free distribution from 
their HSAs. Since the medical expenses have been paid from HSA funds, the 
taxpayers cannot include the same expenses on Schedule A. 

A child of parents who are 
divorced, separated, or living 
apart for the last six months of 
the calendar year is treated as 
the dependent of both parents 
whether or not the custodial 
parent releases the claim to 
the child’s exemption. 

Even taxpayers who have a 
self-only HDHP may use the 
money in their HSA to pay 
the unreimbursed medical 
expenses for their spouse 
or other family members (as 
described previously). 
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ExErcisEs (continued)

An HSA may receive contributions from an eligible individual or any other person, including an employer or a 
family member, on behalf of an eligible individual.  

 
 Tax Software Hint: The entry of code W and the amount in box 12 of Form W-2 will generate Form 

8889 with employer contributions reflected on line 9. After all other entries have been completed on Part I, the 
HSA deduction will be carried from Form 8889 to line 25 in the Adjusted Gross Income section of Form 1040.

Form 5498-SA

Form 5498-SA shows the amount contributed during the year for any HSA, Archer MSA, or Medicare 
Advantage MSA. Generally, contributions made by the taxpayer or someone other than the taxpayer’s 
employer are deductible on the taxpayer’s tax return. In addition to being 
included on Form 5498-SA, employer contributions will also be shown on 
Form W-2, box 12, with code W. Contributions made by an employer are 
not included in the income of the taxpayer. Contributions to an employee’s 
account by an employer using the amount of an employee’s salary reduc-
tion through a cafeteria plan (also known as a “125 plan”) are treated as 
employer contributions. HSA contribution limits are reduced by employer 
contributions .

Excess contributions will be included in income and are also subject to a 6% 
excise tax. Excess contributions that are not withdrawn in a timely fashion are 
out of scope for the VITA/TCE program. Refer taxpayers in this situation to a 
professional tax preparer. 

2011 HSA Contribution Limits 
Self-Only Coverage Family Coverage

Annual Contribution Limit $3,050 $6,150
Catch-up Contribution (55 or older)* $1,000 $1,000
*If a spouse is 55 or older, a second HSA must be established and a second 
contribution of $1,000 could be made to that account.

Question 15: Audrey has HDHP coverage for herself only. She contributed $2,000 to her HSA. Her 
employer also contributed $1,000 to her HSA. Using Form 8889, what is her HSA deduction?  

A. $1,000

B. $2,000

C. $3,000

Question 16: Form 8889, Part I, is used to report HSA contributions made by _____. 

A. An employer

B. A taxpayer 

C. A person on behalf of the taxpayer

D . All of the above

Question 17: Employer contributions to an HSA will be included in the taxpayer’s HSA deduction on Form 
1040, line 25.   ¨ True   ¨ False

Form 5498-SA is issued by 
the HSA Trustee showing the 
amount of HSA contributions.

Taxpayers may not receive 
Form 5498-SA before April 17, 
but they should have the infor-
mation regarding contributions 
to their HSA . 
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Form 8889, Part II

Form 1099-SA, Distributions from an HSA, Archer MSA, or Medicare Advantage MSA, reports distributions to 
a taxpayer. Box 5 will indicate whether the distribution is from an HSA, Archer MSA, or a Medicare Advantage 
MSA. The code in Form 1099-SA, box 3, identifies the distribution the taxpayer received. Code 1 is a normal 
distribution. Refer to Form 1099-SA for an explanation of the other codes.

Form 8889, Part II, is used by taxpayers to report distributions from an HSA. Taxpayers receive tax-free distri-
butions from an HSA to pay or be reimbursed for qualified medical expenses. The taxpayer will have to tell 
you what types of expenses were paid or reimbursed with the distribution.

If distributions are received for reasons other than qualified medical expenses, the amount withdrawn will be 
included in income and reported on Form 1040, line 21. NEW  Beginning in 2011, the additional tax for HSA 
distributions not used for qualified medical expenses increased to 20%.This tax is computed on Form 8889 
and reported on Form 1040, line 60.

Taxpayers do not have to make distributions from their HSA each year.

 
 Tax Software Hint: Amounts entered on Form 8889 are automatically carried over to the applicable 

lines of Form 1040. The amount of HSA distributions not used for qualified medical expenses will carry over 
to line 21. On the line for “Type,” enter HSA. If you have more than one item to enter on line 21, see the 
Volunteer Resource Guide, (Tab 2), How/Where to Enter Income, for guidance. 

Unreimbursed Medical Expenses

If unreimbursed qualified medical expenses were paid with the distribution, the taxpayer does not pay tax 
on the distribution, but it is reported on Form 8889, Part II, line 14a; the unreimbursed qualified medical 
expenses are reported on line 15. If the taxpayer does not use the distribution for qualified medical expenses, 
it must be included in income and the taxpayer must pay tax on the distribution. 

HSA distributions included in income (line 16) are subject to an additional 20% tax unless the account 
beneficiary:

• Dies

• Becomes disabled (see Form 8889 Instructions, page 2)

• Turns age 65 
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ExErcisEs (continued)

Question 18: Vikki incurred $3,000 of unreimbursed qualified medical expenses. She received a $2,000 
distribution from her HSA to pay for these medical expenses. Using Form 8889, determine Vikki’s taxable 
HSA distribution. 

A. $0

B. $2,000

C. $3,000

D. $5,000

Question 19: Joe paid $4,000 in unreimbursed qualified medical expenses. He received an HSA distribu-
tion of $4,000. Where is this reported on his tax return?

A. Form 8889, Part II, line 14a

B. Form 8889, Part II, line 15

C. Does not need to be reported

D. Both A and B

Question 20: Assume Joe paid $3,000 in unreimbursed qualified medical expenses and received an HSA 
distribution of $4,000. What amount is reported on Form 8889, Part II, line 15?

A. $4,000

B. $3,000

C. $1,000

D. $0

Form 8889, Part III

There are consequences when a taxpayer fails to maintain HDHP coverage. Form 8889, Part III, Income and 
Additional Tax for Failure to Maintain HDHP Coverage, is used to figure amounts that must be reported on 
Form 1040 for failure to be an eligible individual during the testing period for:

• A qualified HSA distribution (see Form 8889 Instructions, page 2)

• Last-month rule (see Form 8889 Instructions, page 1)

• A qualified HSA funding distribution (see Form 8889 Instructions, page 5)

See the discussions on the pages indicated and refer affected taxpayers to a professional tax preparer. This 
information is provided for your awareness. Form 8889, Part III, is out of scope for the VITA/TCE program. 
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Summary 

Health savings accounts (HSAs) are the newest of all tax-favored medical savings accounts. An HSA is a tax-
exempt trust or custodial account that a taxpayer sets up with a qualified HSA trustee to pay for or reimburse 
certain medical expenses a taxpayer incurs.

Eligibility

A taxpayer must be an eligible individual to qualify for an HSA. See specific qualifications outlined earlier.  
A high-deductible health plan (HDHP) is health coverage with: 

• A higher annual deductible than typical health plans, and 

• A maximum limit on the sum of the annual deductible and out-of-pocket medical expenses that the 
taxpayer must pay for covered expenses. Out-of-pocket expenses include co-payments and other 
amounts, but do not include most premiums.

An HSA is created by: 

• Enrolling in an HDHP, and 

• Establishing the HSA 

Contributions, Distributions, and Form 8889

The amount the taxpayer or any other person can contribute to the taxpayer’s HSA depends on the type 
of HDHP coverage, the taxpayer’s age, the date the taxpayer became an eligible individual, and the date 
the taxpayer is no longer an eligible individual. In addition, the contribution limit for an HSA is reduced by 
employer contributions.

HSAs enable taxpayers to pay for current medical expenses and save for future qualified medical expenses 
on a tax-free basis. The following forms are used to report HSA activities:

• Form 5498-SA to report contributions to a taxpayer’s HSA. Employer contributions will also be shown 
in Form W-2, box 12 – may include employee contributions under a Section 125 Cafeteria Plan (pretax 
dollars).

• Form 1099-SA to report HSA distributions for the year.  

• Form 8889, Health Savings Accounts, Part I, to report contributions and calculate the HSA deduction. 

• Form 8889, Health Saving Accounts, Part II, to report HSA distributions and report qualified medical 
expenses. Amounts that are taxable are calculated, and the 20% additional tax is also shown here.  

• Form 8889, Health Savings Accounts, Part III, is Income and Additional Tax for Failure to Maintain HDHP 
Coverage. This part of the form is out of scope. Refer taxpayers with these issues to a professional tax 
preparer.  

Funds in an HSA can remain in the account from year to year until the taxpayer uses them.  Interest or other 
earnings on the assets in the account are tax-free.

Taxpayers can receive tax-free distributions from their HSA to pay or be reimbursed for qualified medical 
expenses that are incurred after establishing the HSA.  

Qualified medical expenses are those expenses that would generally qualify for the medical and dental 
expense deduction on Schedule A of Form 1040.  

There are recordkeeping requirements for HSA distributions. See Publication 969 for additional information.   
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ExErcisE answErs

Answer 1: Yes. An HSA is portable, so it stays with the taxpayer even if the taxpayer changes employers 
or leaves the work force.

Answer 2: C. With an HSA, distributions for unreimbursed qualified medical expenses are tax-free.  

Answer 3: B. The minimum annual deductible is $1,200, and the maximum annual deductible and other 
out-of-pocket expense is $5,950.

Answer 4: No. To set up and contribute to an HSA, an individual must not be enrolled in Medicare.

Answer 5: No. Spouses cannot have a joint HSA. Each spouse who is an eligible individual must open a 
separate HSA.

Answer 6: No. Any person eligible to be claimed as an exemption by another individual does not qualify 
for an HSA. This is true even if the person is not actually claimed.

Answer 7: Yes. Family members or any other person may also contribute on behalf of an eligible 
individual. 

Answer 8: C. The annual contribution limit for an eligible individual under age 55 is $3,050.

Answer 9: A. The annual contribution limit for an eligible individual over age 55 is $4,050.

Answer 10: True. The contribution limit is $7,150 for a married couple when both spouses have family 
HDHP coverage and one spouse is age 55 or older.

Answer 11: False. Peggy was not an eligible person all year, so the Line 3 Limitation Worksheet must be 
completed to determine the amount to enter on Line 3. 

Answer 12: Yes. This is allowed because Doris transferred her HSA funds directly into another HSA in 
a trustee-to-trustee transfer. This is not considered a rollover; there is no limit on the number of these 
transfers. 

Answer 13: No. Nonprescription medicines (other than insulin) do not qualify for HSA purposes. See 
Publication 969 for more information. 

Answer 14: True. Qualifying long-term care insurance premiums are limited, based on age. A taxpayer 
cannot treat insurance premiums as qualified medical expenses unless the premiums are for long-term 
care insurance, health care continuation coverage (such as coverage under COBRA), health care cover-
age while receiving unemployment compensation, or Medicare and other health care coverage if the 
taxpayer is 65 or older (other than premiums for a Medicare supplemental policy, such as Medigap).  
For more information see Publication 969.

Answer 15: B. Employer contributions are not deductible.

Answer 16: D. Form 8889, Part I, is used to report contributions made by taxpayers, contributions made 
by any other person on behalf of the taxpayer, and the contributions made by the taxpayer’s employer. 

Answer 17: False. Only contributions made by the taxpayer or by any other person, other than the 
employer, can be included in the taxpayer’s HSA deduction on Form 1040, line 25.

Answer 18: A. If the HSA distribution is for qualified medical expenses it is tax-free. If the distribution is 
more than the amount of qualified expenses, the difference is then taxable income.

Answer 19: D. Total distributions are reported on Form 8889, Part II, line 14a, and unreimbursed qualified 
medical expenses are reported on Form 8889, Part II, line 15. 

Answer 20: B. The unreimbursed qualified medical expenses of $3,000 are reported on line 15. 
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Health Savings Accounts – Practice Scenarios
Three practice scenarios are provided to help you apply what you have learned in the Health Savings 
Accounts course .

The first scenario does not require you to prepare a tax return. The next two scenarios require you to review 
the interview notes and taxpayer documents in order to complete the practice exercise. In order to answer the 
questions, you need to complete Form 1040 through line 37, and the appropriate forms and schedules.

The Practice Lab on Link & Learn Taxes is available for you to complete the returns using tax preparation 
software. After you answer the questions, you can check your answers, which are listed on the last page of 
the HSA course .

Practice Scenario 1 – Lucy Hildago 

This scenario does not require you to prepare a tax return. Review Form 8889 and use your resource materi-
als and the interview notes to answer the questions below. 

Interview Notes 
• Lucy is a single mother, age 35. Lucy’s 2-year-old daughter, Carmen, lives with her. 

• Lucy is enrolled in an HDHP with family coverage and had the same coverage for all of 2011. She estab-
lished an HSA two years ago. 

• Lucy put $1,200 of her own money in the HSA. She also tells you that her grandmother deposited $3,000 
in that account for her during 2011. 

• Lucy’s Form W-2 shows $1,020 in box 12 with code W. She has Form 5498-SA showing $5,220 in box 2. 

Scenario Questions
1-1 Lucy can identify the employer’s HSA contribution by the information in box 12 on her Form W-2.

A. True

B. False

1-2 What amount will be entered on Form 8889, line 2?

A. $1,200

B. $3,000

C. $4,200

D. $5,220

1-3 After completing Form 8889, Part I, what is Lucy’s HSA deduction?

A. $3,000

B. $4,200

C. $5,130

D. $5,220

Practice Scenario 2 – Andrew Noble

Use the taxpayer documents and interview notes to complete this practice exercise. Complete Form 1040 
through line 37, and the appropriate forms and schedules, to answer the questions.

For practice using the tax preparation software, complete this scenario using the Practice Lab on Link & Learn 
Taxes. 
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Interview Notes:

• Andrew is 60 years old.

• Andrew was not on Medicare at any time in 2011.

• Andrew was enrolled the entire year of 2011 in an HDHP with self-only coverage. 

• During 2011, Andrew contributed $3,500 to his HSA.

• Andrew took a distribution from his HSA to pay the following unreimbursed expenses:

– Urgent care bill: $375

– Hospital bill: $1,200

– Prescription medicine: $578

– Dental bills for routine exams: $168

– Nonprescription medication: $79

Scenario Questions

2-1 What is the amount of Andrew’s HSA deduction on Form 1040, line 25?

A. $3,050

B. $3,500

C. $4,050

D. $6,150

2-2 Did Andrew make an excess contribution to his HSA?

A. Yes. The contribution is over the $3,050 limit for self-only HDHP coverage.

B. No. Andrew can make catch up contributions because he is 55 or older.

2-3 Is the urgent care bill a qualified medical expense for HSA purposes?

A. Yes

B . No

2-4 What is the total unreimbursed qualified medical expenses reported on Form 8889, Part II, line 15?

A. $1,946

B. $2,025

C. $2,321

D. $2,400

Practice Scenario 3 – James and Diana Calhoun 

Use the taxpayer documents and interview notes to complete this practice exercise. Complete Form 1040 
through line 37, and the appropriate forms and schedules, to answer the questions.

For practice using the tax preparation software, complete this scenario using the Practice Lab on Link & Learn 
Taxes.
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Interview Notes 

• James and Diana want to file a joint tax return.

• James works as an accountant and Diana is a nurse. They have no children.

• Diana Calhoun is enrolled in an HDHP with family coverage. She has an HSA through her employer. As 
part of her benefit program, the employer contributed $1,000 to her HSA during 2011. In addition, Diana 
made a contribution of $2,000.

• Diana received a distribution from her HSA of $1,900.  

• James and Diana did not itemize last year and do not plan to itemize this year.

• Diana checked the unsure box on Part III, question 14 on the intake and interview sheet, since she is not 
sure she has to include the HSA distribution in her income.  

• Medical bills for James:

– Over-the-counter medication (no prescription): $400

– Unreimbursed doctor bills: $300

– Unreimbursed expense for eyeglasses (needed for medical reasons): $425

– Unreimbursed prescription drugs: $657

• Medical bills for Diana:

– HDHP insurance premium: $1,500

– Unreimbursed doctor bills: $195

– Unreimbursed prescription drugs: $128

– Unreimbursed lab work (routine blood tests): $250

Scenario Questions

3-1 The HSA deduction on the Calhouns’ tax return (Form 1040, line 25) is:

A. $0

B. $1,000

C. $2,000

D. $3,000

3-2 What is the Calhouns’ Adjusted Gross Income as shown on Form 1040?

A. $39,746

B. $40,746 

C. $42,746

D. $44,646

3-3 What is the total of unreimbursed qualified medical expenses on Form 8889, Part II, line 15?

A. $1,955

B. $2,355

C. $3,455

D. $3,855  

3-4 Did the Calhouns receive distributions in excess of their unreimbursed, qualified medical expenses?

A. Yes

B . No
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Answers to Practice Scenarios

1-1: A

1-2: C

1-3: B

2-1: B

2-2: B

2-3: A

2-4: C

3-1: C

3-2: B

3-3: A

3-4: B
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Test Answer Sheet
 
Name 

Instructions: Volunteers with an Intermediate certification or higher may 
proceed to a certification for Health Savings Accounts (HSA). HSA is an 
optional specialty training and certification test available on Link & Learn Taxes. 
Volunteers must achieve a minimum of 80% to be certified.

CAUTION: The Test scenarios are provided electronically in a PDF format 
for information purposes only. The questions on the online test may be 
either from the test or retest. Students should read each question on the 
online test very carefully before answering.

Privacy Act Notice 

The Privacy Act of 1974 requires that 
when we ask for information we tell you 
our legal right to ask for the information, 
why we are asking for it, and how it will 
be used. We must also tell you what 
could happen if we do not receive it, 
and whether your response is voluntary, 
required to obtain a benefit, or mandatory.

Our legal right to ask for information is  
5 U.S.C. 301. 

We are asking for this information to assist 
us in contacting you relative to your inter-
est and/or participation in the IRS volun-
teer income tax preparation and outreach 
programs. The information you provide 
may be furnished to others who coordi-
nate activities and staffing at volunteer 
return preparation sites or outreach activi-
ties. The information may also be used to 
establish effective controls, send corre-
spondence and recognize volunteers. 

Your response is voluntary. However, if 
you do not provide the requested informa-
tion, the IRS may not be able to use your 
assistance in these programs.

Question Answer
HSA Scenario 1
 1 . 
 2 . 
 3 . 
HSA Scenario 2
 4 . 
 5 . 
HSA Scenario 3
 6 . 
 7 . 
 8 . 
HSA Scenario 4
 9. 
 10. 
 11 . 
HSA Scenario 5
 12 . 
 13 . 
 14 . 
 15 . 
Total Answers Correct:
 Total Questions: 15
 Passing Score: 12 of 15

Health Savings Accounts – Test Questions
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Directions
The first four scenarios do not require you to prepare a tax return. Read the interview notes for each scenario 
carefully and use your training and resource materials to answer the questions after each scenario.

HSA Scenario 1: Jason Grant 

Interview Notes

• Jason Grant is single and 46 years old. 

• Jason works as an office manager and his Form W-2 shows wages of $48,000.

• Jason participated in his employer’s self-only coverage High Deductible Health Plan 
(HDHP) all year.

• Jason does not have any other health coverage.

• Jason has had an HSA for three years.

• Jason’s employer contributed $1,000 in 2011 to his HSA.

• In 2011, Jason contributed $1,500 to his HSA.

• Jason is a U.S. citizen and has a valid social security number.

HSA Scenario 1: Test Questions

1. Jason is an eligible individual for HSA purposes because: 

a. He cannot be claimed as a dependent on someone else’s return.

b. He has an HDHP and is not on Medicare.

c. He does not have any other health coverage.

d. All the above.

2. How much can Jason take as an HSA deduction on Form 1040?

a. $0

b. $1,000

c. $1,500

d. $2,500

3. As a volunteer, where would you find the employer contributions made to Jason’s 
HSA?

a. Form 1099-SA

b. Form W-2, box 12, code W

c. Form 1099-MISC, box 3

d. No form is required; the employee needs to keep records
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HSA Scenario 2: Sidney and Mary Allen

Interview Notes

• Sidney and Mary Allen are married and will file a joint return.

• Sidney is 60 years old, and Mary is 53 years old.

• Both were enrolled in self-only coverage High Deductible Health Plans (HDHPs) 
through their employers for the entire year of 2011.

• Sidney and Mary each have an HSA.

• Both have contributed the maximum amounts to their HSAs in 2011.

• Sidney and Mary are both U.S. citizens and have valid social security numbers.

HSA Scenario 2: Test Questions

4. What is the maximum amount of contributions to their HSAs? 

a. Sidney – $3,050; Mary – $3,050

b. Sidney – $4,050; Mary – $3,050

c. $6,150

d. $11,900

5. Sidney and Mary will each need to complete a separate Form 8889 when filing their 
joint return.

a. True

b. False
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HSA Scenario 3: Penny Cook

Interview Notes

• Penny Cook is 35 years old.

• Penny is single and has no dependents.

• In 2011, she had earnings from her job of $43,000.

• Penny has participated in her employer’s self-only HDHP coverage all year.

• Penny has had an HSA for the past three years, including all of 2011.  

• Penny contributed the maximum amount allowed to her HSA in 2011.

• In 2011, Penny took funds from her HSA to pay the following expenses:

– Eyeglasses (needed for medical reasons)—$250

– Over-the-counter medication for a skin condition (no prescription from a doctor)—
$120

– Co-payments for doctor office visits—$80

– Dental checkup—$75

– Swimming lessons—$112

• Penny is a U.S. citizen and has a valid social security number.

HSA Scenario 3: Test Questions

6. What is the amount of Penny’s HSA contribution reported on Form 8889, line 2?

a. $3,000

b. $3,050

c. $5,950

d. $6,150

7. What is the amount of total distributions reported on Form 8889, line 14a?

a. $515

b. $525

c. $562

d. $637

8. What is the amount of unreimbursed qualified medical expenses reported on Form 
8889, line 15?

a. $405

b. $517

c. $525

d. $637
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HSA Scenario 4: Charles and Hazel Rowan

Interview Notes

• Charles, age 42, and Hazel, age 40, are married and will file a joint return.

• They have two children, Jessica and Robert, whom they will claim as dependents on 
their joint return.

• Hazel’s cousin, George (age 30), came to live with them in August 2011. George’s 
gross income was $4,000. Hazel and Charles did not provide over one-half of 
George’s support for the year but did pay $500 of George’s medical bills in October 
2011.

• Charles was enrolled all of 2011 in an HDHP with family coverage.

• Charles has had an HSA for five years.

• In 2011, Charles made regular contributions to his HSA totaling $2,500.  

• In 2011, Charles took funds from his HSA to pay numerous medical expenses 
including:

– $100 for over-the-counter allergy medicine for their daughter, Jessica (no 
prescription from doctor)

– $200 in co-payments for office visits to the pediatrician for Jessica and Robert

– $150 to purchase Hazel’s contact lenses (needed for medical reasons)

– $1,000 for long-term care insurance for Charles

• Charles, Hazel, Jessica, Robert, and cousin George are all U.S. citizens and have 
valid social security numbers.

HSA Scenario 4: Test Questions

9. The amount of Charles’ HSA deduction on Form 1040 is:

a. $1,500

b. $2,500

c. $3,050

d. $6,150

10. For HSA purposes, Charles can include qualified medical expenses for which of the 
following people?

a. Charles and Hazel

b. Jessica and Robert

c. Charles, Hazel, Jessica, and Robert

d. Charles, Hazel, Jessica, Robert, and George
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11. On his 2011 Form 8889, Charles can include the $100 paid for Jessica’s 
nonprescription allergy medicine as a qualifying medical expense for HSA purposes.

a. True

b. False
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HSA Scenario 5: Thomas Franklin 

Taxpayer Documents

• Social security cards for Thomas Franklin and James Franklin

• Completed intake and interview sheet

• Form W-2 for Thomas Franklin

• Form 1099-SA, Distributions from an HSA, Archer MSA, or Medicare Advantage MSA

Interview Notes

• Thomas Franklin, age 44, is a single parent raising his 17-year-old son, James.

• Thomas qualifies to file as Head of Household.

• For the last three years, Thomas has had family health coverage through a High 
Deductible Health Plan (HDHP) from his employer.

• Thomas has had an HSA for several years.

• In 2011, he contributed $2,000 to his HSA.

• Thomas’ mother helped him out and contributed $3,000 to his HSA in 2011.

• Thomas’ employer also contributed $500 to his HSA in 2011.

• Thomas paid the following expenses in 2011 using money from his HSA:

– $575 for doctor visits for Thomas

– $250 for prescription medicine for Thomas

– $300 for doctor visits for James

– $100 for toiletries for the family
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HSA Scenario 5: Test Questions

Directions
Use the interview notes, taxpayer documents, and reference materials needed for this scenario. Please 
complete Form 1040 through line 61, and the appropriate forms, schedules, or worksheets to answer each 
of the following questions.

Note:  When using the Link and Learn Taxes Practice Lab, complete the social security numbers and 
employer identification numbers by replacing the Xs with your User ID. 

12. What is the amount of Thomas Franklin’s health savings account deduction on 
Form 1040, page 1?

a. $2,000

b. $4,500

c. $5,000

d. $5,500

13. What is Thomas Franklin’s adjusted gross income (AGI) on Form 1040?

a. $24,922

b. $25,022

c. $25,522

d. $30,022

14. What is the amount of unreimbursed qualified medical expenses reported on Form 
8889, line 15?

a. $0

b. $500

c. $675

d. $1,125

15. What is the amount of additional tax reported on Form 1040, line 60?

a. $10

b. $20

c. $123

d. $245
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Question Answer
HSA Scenario 1
 1 . 
 2 . 
 3 . 
HSA Scenario 2
 4 . 
 5 . 
HSA Scenario 3
 6 . 
 7 . 
 8 . 
HSA Scenario 4
 9. 
 10. 
 11 . 
HSA Scenario 5
 12 . 
 13 . 
 14 . 
 15 . 
 Total Answers Correct:
 Total Questions: 15
 Passing Score: 12 of 15

Retest Answer Sheet
 
Name 

Instructions: Volunteers with an Intermediate certification or higher may 
proceed to a certification for Health Savings Accounts (HSA). HSA is an 
optional specialty training and certification test available on Link & Learn Taxes. 
Volunteers must achieve a minimum of 80% to be certified.

CAUTION: The Test scenarios are provided electronically in a PDF format 
for information purposes only. The questions on the online test may be 
either from the test or retest. Students should read each question on the 
online test very carefully before answering.

Privacy Act Notice 

The Privacy Act of 1974 requires that 
when we ask for information we tell you 
our legal right to ask for the information, 
why we are asking for it, and how it will 
be used. We must also tell you what 
could happen if we do not receive it, 
and whether your response is voluntary, 
required to obtain a benefit, or mandatory.

Our legal right to ask for information is  
5 U.S.C. 301. 

We are asking for this information to assist 
us in contacting you relative to your inter-
est and/or participation in the IRS volun-
teer income tax preparation and outreach 
programs. The information you provide 
may be furnished to others who coordi-
nate activities and staffing at volunteer 
return preparation sites or outreach activi-
ties. The information may also be used to 
establish effective controls, send corre-
spondence and recognize volunteers. 

Your response is voluntary. However, if 
you do not provide the requested informa-
tion, the IRS may not be able to use your 
assistance in these programs.

Health Savings Accounts – Retest Questions
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Directions
These first four scenarios do not require you to prepare a tax return. Read the interview notes for each 
scenario carefully and use your training and resource materials to answer the questions after each scenario.

HSA Scenario 1: Jason Grant

Interview Notes

• Jason Grant is single and 46 years old. 

• Jason works as an office manager and his Form W-2 shows wages of $48,000.

• Jason participated in his employer’s self-only coverage High Deductible Health Plan 
(HDHP) all year.

• Jason does not have any other health coverage.

• Jason has had an HSA for three years.

• Jason’s employer contributed $1,000 in 2011 to his HSA.

• In 2011, Jason contributed $1,500 to his HSA.

• Jason is a U.S. citizen and has a valid social security number.

HSA Scenario 1: Retest Questions

1. Based on the information provided, Jason is an eligible individual for HSA 
purposes.

a. True

b. False

2. Jason’s HSA deduction on Form 1040, line 25 is ______.

3. The employer contributions to Jason’s HSA are reported on Form 1099-MISC. 

a. True

b. False
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HSA Scenario 2: Sidney and Mary Allen

Interview Notes

• Sidney and Mary Allen are married and will file a joint return.

• Sidney is 60 years old, and Mary is 53 years old.

• Both were enrolled in self-only coverage High Deductible Health Plans (HDHPs) 
through their employers for the entire year of 2011.

• Sidney and Mary each have an HSA.

• Both have contributed the maximum amounts to their HSAs in 2011.

• Sidney and Mary are both U.S. citizens and have valid social security numbers.

HSA Scenario 2: Retest Questions

4. Sidney can contribute a maximum of $4,050 to his HSA and Mary can contribute a 
maximum of $3,050 to her HSA for 2011.

a. True

b. False

5. Which form or schedule will Sidney and Mary each use to calculate their HSA  
deductions?

a. Schedule A

b. Form 8853

c. Form 8889

d. Form W-2
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HSA Scenario 3: Penny Cook

Interview Notes

• Penny Cook is 35 years old.

• Penny is single and has no dependents.

• In 2011, she had earnings from her job of $43,000.

• Penny has participated in her employer’s self-only HDHP coverage all year.

• Penny has had an HSA for the past three years, including all of 2011.  

• Penny contributed the maximum amount allowed to her HSA in 2011.

• In 2011, Penny took funds from her HSA to pay the following expenses:

– Eyeglasses (needed for medical reasons)—$250

– Over-the-counter medication for a skin condition (no prescription from a doctor)—
$120

– Co-payments for doctor office visits—$80

– Dental checkup—$75

– Swimming lessons—$112

• Penny is a U.S. citizen and has a valid social security number.

HSA Scenario 3: Retest Questions

6. Penny’s HSA deduction on Form 8889, line 13 is $_____.

7. The amount of total distributions reported on Penny’s Form 8889, line 14a is 
_______.

8. Which item is not included on Form 8889, line 15?

a. Dental checkup – $75 

b. Eyeglasses needed for medical reasons – $250

c. Co-payments for doctor office visits – $80

d. Over-the-counter medicine for a skin condition (no doctor’s prescription)  – $120
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HSA Scenario 4: Charles and Hazel Rowan

Interview Notes

• Charles, age 42, and Hazel, age 40, are married and will file a joint return.

• They have two children, Jessica and Robert, whom they will claim as dependents on 
their joint return.

• Hazel’s cousin, George (age 30), came to live with them in August 2011. George’s 
gross income was $4,000. Hazel and Charles did not provide over one-half of 
George’s support for the year but did pay $500 of George’s medical bills in October 
2011.

• Charles was enrolled all of 2011 in an HDHP with family coverage.

• Charles has had an HSA for five years.

• In 2011, Charles made regular contributions to his HSA totaling $2,500.  

• In 2011, Charles took funds from his HSA to pay numerous medical expenses 
including:

– $100 for over-the-counter allergy medicine for their daughter, Jessica (no 
prescription from doctor)

– $200 in co-payments for office visits to the pediatrician for Jessica and Robert

– $150 to purchase Hazel’s contact lenses (needed for medical reasons)

– $1,000 for long-term care insurance for Charles

• Charles, Hazel, Jessica, Robert, and cousin George are all U.S. citizens and have 
valid social security numbers.

HSA Scenario 4: Retest Questions

9. Charles’ HSA deduction amount on Form 1040 is $6,150.

a. True

b. False

10. The $500 that Charles paid for cousin George’s medical bill is a qualified medical 
expense for HSA purposes.

a. True

b. False

11. For HSA purposes, what is the total amount of qualified medical expenses paid by 
Charles?

a. $350

b. $990

c. $1,350

d. $1,450
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HSA Scenario 5: Retest Questions

Directions
Refer to the scenario information for Thomas Franklin beginning on page 2-40. Use the interview notes, 
taxpayer documents, and reference materials needed for this scenario. Please complete Form 1040 through 
line 61, and the appropriate forms, schedules, or worksheets to answer each of the following questions.

Note: When using the Link and Learn Taxes Practice Lab, complete the social security numbers and employer 
identification numbers by replacing the Xs with your user ID. 

12. The amount shown on Form 1040, line 25, comes from Form 8889, line 13.

a. True

b. False

13. Thomas Franklin’s adjusted gross income (AGI) is $_____.

14. The expenses reported on Form 8889, line 15, should be: 

a. Qualified medical expenses

b. Reimbursed qualified medical expenses

c. Unreimbursed qualified medical expenses

d. Unreimbursed qualified medical expenses in excess of 7.5% of Adjusted Gross 
Income (AGI)

15. What is the percentage of the additional tax that Thomas must pay on the HSA 
distribution that was not used for unreimbursed qualified medical expenses?

a. 5%

b. 10%

c. 20%

d. 50%
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