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5 
Interest and Dividend Income 

OVERVIEW 
 

This self-study chapter will show you that wages are not the only source of income for most taxpayers. 
Other types of income must be reported on a taxpayer’s return, unless they are specifically excluded 
by law. The specific focus of this chapter will be interest income and income from qualified dividends 
and/or capital gain distributions that can be reported on Schedule B and filed with Form 1040A. You 
will also be made aware of the items required to be reported and filed with Form 1040. 

OBJECTIVES 

At the conclusion of this chapter, you will be able    to: 

• Classify various types of interest income and accurately report them on the tax   return. 

• Identify various types of dividend income and accurately report them on the tax   return. 

• Prepare the Qualified Dividends and Capital Gain Tax Worksheet accurately to compute the tax 
for taxpayers who receive qualified dividends and/or capital gain  distributions. 

TAX TERMS 

Look up the definitions of the following terms in the glossary: 

• Basis. • Ordinary income (loss). 
• Capital gain distributions. • Qualified dividends. 
• Mutual fund. • Returns of capital. 
• Nontaxable distributions. • Stock dividend. 
• Ordinary dividends. 

INTEREST 

Interest is money paid or received for the use of money. Banks often pay interest on money their cus- 
tomers deposit. Governments and corporations pay interest on bonds they issue. Insurance companies 
pay interest on money left on deposit. The sources of interest income are vast. Most of the interest 
taxpayers receive is taxable, but some is not. Illustration 5.1 on page 5.2 lists some common types of 
interest and shows whether or not the interest is taxable on the federal return. 
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Illustration 5.1 

 
INTEREST INCOME FROM 

 
PAID BY 

 
TAXABLE 

Savings accounts, certificates 
of deposits, checking accounts 

Banks, savings and loan asso- 
ciations, credit unions 

 
Yes, as accrued. 

Certain short-term corporate 
obligations 

Banks and similar organiza- 
tions, and corporations 

 
Yes, at maturity. 

 
 
 
 
Series E or EE Bonds, Series 
I Bonds 

 
 
 
 

U.S. Treasury 

Yes, in the year the of these 
events occurs: 

• Redeem (cash in) the bond. 

• Give up ownership and the 
bond is reissued. 

• The bond reaches final maturi- 
ty and stops earning  interest. 

No, if proceeds from qualified 
bonds are used to pay qualified 
higher education expenses. 

Series H or HH Bonds U.S. Treasury Yes, as accrued. 

Treasury Bills U.S. Treasury Yes, at maturity. 

Treasury Notes/Bonds, 
all others 

 
U.S. Treasury 

 
Yes, as accrued. 

Municipal bonds State/local governments No, but still reportable. 

Exempt-interest dividends Mutual funds No, but still reportable. 

 
Corporate bonds Corporations, including public 

utility companies 

 
Yes, as accrued. 

Other bonds and notes Various Yes, as accrued. 

Personal loans/notes Borrower Yes, as received. 

Sales contracts Purchaser Yes, as accrued. 

Insurance dividends left on 
deposit Insurance company Yes, as accrued. 

Overpaid income tax U.S./state/local government Yes, year received. 
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Generally, interest is taxable in the year received or credited to an account, even if it is not with- 
drawn. Payers of interest of $10 or more to any one person during the year are generally required     
to report such payments to the IRS and furnish the recipient with a Form 1099-INT or an approved 
substitute form. If less than $10 interest was received from any payer, that interest is still taxable to 
the taxpayer, even though a reporting form is not required from the payer. In some cases, especially 
with loans or contracts, the taxpayer must determine the amount of interest received from their own 
records (i.e. an amortization schedule). 

Schedule B 
When the taxpayer receives taxable interest totaling more than $1,500, it must be listed on Schedule 
B. Schedule B is shown in Illustration 5.3 on page 5.4. Interest totaling $1,500 or less can be entered 
directly on Form 1040A, line 8a, or Form 1040EZ, line 2. 

If the taxpayer received any interest on foreign investments, even if total taxable interest income is 
$1,500 or less, Form 1040 and Schedule B must be used. Schedule B also must be filed if the taxpayer 
received any of the following: 

• Interest not properly attributable to the taxpayer. 

• Interest on a seller-financed mortgage. 

• Interest from U.S. savings bonds that is being excluded from income (covered later in this course). 

Illustration 5.2 

B lockWorks Tip: Without regard to dollar limits, Drake will always 
produce a Schedule B available for printing. Tax Professionals have the 

option to force print the Schedule B when it is not required for a specific tax 
return. See Illustration 5.2 below. 
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Illustration 5.3 

 

This is reporting a seller-financed 
mortgage. This is the interest 
Paula received. 

This $300 is nominee interest 
reported to Paula. Notice that it is 
reported, then subtracted. 

Note: There are two reasons this Schedule B cannot be 
filed with Form 1040A: 

• The interest Paula received from the seller-financed 
mortgage exceeds $1,500. 

• The nominee interest is "not attributable to the tax- 
payer." 

Paula's Schedule B must be filed with Form 1040. 



Foreign  Investments 
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Interest on foreign investments is taxed the same as interest received on domestic investments. 
Investing in U.S. mutual funds that hold foreign debt instruments does not constitute an interest in 
a foreign account for this purpose, nor does an account in a U.S. military financial facility. 

When a tax return is filed electronically, Tax Professionals must ask the following questions about 
foreign accounts and foreign trusts: 

• At any time during 2016, did you have any financial interest in or signature authority over a finan- 
cial account (such as a bank account, securities account, or brokerage account) located in a foreign 
country? 

○ Taxpayers who answer “yes” to this question may have to file FinCEN Form 114, Report of 
Foreign Bank and Financial Accounts, and/or Form 8938, Statement of Specified Foreign 
Financial Assets. 

• During 2016, did you receive a distribution from, or were you the grantor of or transferor to, a 
foreign trust? 

○ Taxpayers who answer “yes” to this question may have to file Form 3520, Annual Return To 
Report Transactions With Foreign Trusts and Receipt of Certain Foreign Gifts. 

• During 2016, did you have ownership or authority over foreign financial assets worth $50,000? 

○ Form 8938, Statement of Specified Value of Foreign Financial Assets, is required to be filed if the 
aggregate value of foreign financial assets exceeds $50,000 ($100,000 if MFJ) at the end of the 
year, or exceeds $75,000 ($150,000 MFJ) at any time during the year. The form is required to be 
attached to the tax return. Failure to report can result in a penalty of $10,000. 

A Tax Professional’s due diligence responsibility is to ask the questions and inform taxpayers if and 
when any additional forms are required. These forms should not be completed without the assistance 
of an experienced Tax Professional. 

Not Attributable to the Taxpayer 
There are some circumstances when a taxpayer may receive, in their name, interest income (and often 
a Form 1099-INT) that does not actually belong to them. One example is nominee interest—interest 
that belongs to another person. It is fairly common for a parent to hold a bank account for a minor 
child. If the money in the account actually belongs to the child, so does the interest income it produces. 

The taxpayer should report nominee interest on Schedule B. Then, write “Nominee Distribution,” and 
subtract the amount of such interest. The total on Schedule B, line 2 should represent only taxable 
interest. See Illustration 5.3 for an example that reports a nominee    distribution. 

Note: If nominee interest totals $10 or more, the taxpayer must issue a Form 1099-INT to the rightful 
owner of the income (other than their spouse) by January 31. The IRS’s copy of Form 1099-INT is filed 
along with transmittal Form  1096. 

Other examples of interest not attributable to the taxpayer include certain accrued interest and orig- 
inal issue discounts (OID), which will not be discussed in this course. 


