
Most taxpayers who trade stocks are classified 
as investors for tax purposes. This means 

any net gains are going to be treated as capital 
gains versus ordinary income. That’s good if your 
net gains are long-term from positions held more 
than a year. However, any investment-related 
expenses (such as margin interest, stock tracking 
software, etc.) are deductible only if you itemize 
and, in some cases, only if the total of the expenses 
exceeds 2% of your adjusted gross income.

Traders have it better. Their expenses reduce gross 
income even if they can’t itemize deductions, and 
not just for regular tax purposes, but also for  
alternative minimum tax purposes. Plus, in certain 
circumstances, if they have a net loss for the year, 
they can claim it as an ordinary loss (so it can offset 
other ordinary income) rather than a capital loss, 
which is limited to a $3,000 ($1,500 if married 
filing separate) per year deduction once any capital 
gains have been offset. Thus, it’s no surprise that  
in two recent Tax Court cases the taxpayers were 
trying to convince the court they qualified as  
traders. Although both taxpayers failed, and got  
hit with negligence penalties on top of back taxes, 
the cases provide good insights into what it takes  
to successfully meet the test for trader status.

The answer is pretty simple. A taxpayer’s trading 
must be “substantial.” Also, it must be designed  
to try to catch the swings in the daily market 
movements, and to profit from these short-term 
changes rather than from the long-term holding  
of investments.

So, what counts as substantial? While there’s no 
bright line test, the courts have tended to view more 
than a thousand trades a year, spread over most of  
the available trading days in the year, as substantial. 
Consequently, a few hundred trades, especially when 
occurring only sporadically during the year, are  
not likely to pass muster. In addition, the average 
duration for holding any one position needs to be 
very short, preferably only a day or two. If you satisfy 
all of these conditions, then even though there’s no 
guarantee (because the test is subjective), the chances 
are good that you’d ultimately be able to prove 
trader versus investor status if you were challenged. 
Of course, even if you don’t satisfy one of the tests, 
you might still prevail, but the odds against you are 
presumably higher.

If you have any questions about this area of the tax 
law or any other tax compliance or planning issue, 
please feel free to contact us. n
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For most taxpayers, the amount of federal income 
tax they pay depends on where they fall in the 

federal income tax brackets and the breakdown of 
their taxable income between ordinary (e.g., wages) 
and capital gains from the sale of assets (e.g., common 
stock). Taxpayers eligible for the lower federal income 
tax brackets (those under 25%) on their ordinary 
income can generally expect to be taxed at 0% on their 
long-term capital gains. Taxpayers in the 25% or higher 
federal income tax brackets can generally expect to be 
taxed at either 15% or 20% (again, exceptions apply) 
on at least a portion of their long-term capital gains.

It seems inevitable that as federal taxable income 
increases, the rate we pay on at least a portion of that 
income also increases. The converse should and does 
apply. That is, as federal taxable income decreases, the 
rate of tax we pay on at least a portion of that income 
also decreases. In addition, if a taxpayer has a long-term 

capital gain that, after considering ordinary income, is 
partially taxed at the 0% rate, any additional deduction 
that decreases ordinary income will simultaneously 
decrease the tax rate on a comparable amount of  
long-term capital gain from 15% to 0%. This has the 
effect of producing a double benefit for that deduction, 
as shown in the following example.

Example: Jack and Julie, filing jointly for 2014, 
have net ordinary income of $60,000 and a 
long-term capital gain from the sale of stock of 
$40,000, for total income of $100,000. For 2014, 
the joint rates applicable to ordinary taxable 
income change from 15% to 25% at $73,800. 
Accordingly, $13,800 ($73,800 - $60,000) of 
their long-term capital gain will be taxed at 0% 
and the balance of $26,200 ($40,000 - $13,800) 
is taxable at 15%. All income, both capital and 
ordinary, is taxed at a rate of 15% or less.

If Jack and Julie contribute $11,000 to their 
deductible IRAs ($5,500 each for 2014,  
assuming they are both under age 50), they 
receive a 30% tax rate savings, even though their 
highest tax bracket is 15%. The $11,000 IRA 
deduction reduces ordinary income at the  
15% rate, but also shifts $11,000 of capital gain 
taxation from the 15% to the 0% bracket, for 
another 15% savings. This produces a total tax 
benefit of 30% on the $11,000 reduction.

A similar impact would occur for any  
expenditure or deduction that reduced ordinary 
income (i.e., Section 179 expense, additional 
interest expense, etc.). Conversely, adding  
ordinary income at the 15% bracket would  
cause a 30% impact, as additional ordinary 
income would push a portion of the capital gains 
formerly at 0% upward into the 15% bracket. n

tax calendar

april 15

n		Besides being the last day to file (or extend) your 2013 
personal return and pay any tax that is due, 2014 first 
quarter estimated tax payments for individuals, trusts, 
and calendar-year corporations are due today. So are 
2013 returns for trusts and calendar-year estates,  
partnerships, and LLCs, plus any final contribution  
you plan to make to an IRA or Education Savings 
Account for 2013. SEP and Keogh contributions are  
also due today if your return is not being extended. 

June 16

n		Second quarter 
estimated tax 
payments for 
individuals, trusts, 
and calendar-year 
corporations are 
due today.



college financial aid baSicS

3

After your children have submitted their financial 
aid applications and started receiving award letters 

from various colleges, it may be difficult to interpret 
and compare their offers. The following information 
should be helpful in this regard.

College financial aid is usually characterized as  
either self-help aid or gift aid. It is awarded based  
on either need or merit. Self-help aid must be repaid 
through financial obligation (loans) or service to  
the college (work-study). These offers are awarded  
primarily on the basis of need. Gift aid is financial aid 
that does not require repayment or work (i.e., grants 
and scholarships). It may be awarded based on either 
merit or need. Obviously, gift aid is the most desirable 
form of financial aid.

Merit-based aid is awarded to a student with a  
special talent (e.g., academic, musical, athletic).  
Students who have a high GPA, a high class rank, and 
excellent standardized test scores can earn substantial 
merit scholarships that can cover a significant amount 
of college costs. Heavy involvement in activities that 
colleges are most interested in (athletics, leadership, 
journalism, music, etc.) will help earn even more 
scholarship dollars.

The better college financial aid awards usually are 
given to students with merit. The student’s unique 
skills and abilities and the college’s interest will  
determine the amount of merit-based aid offered. 
Need-based financial aid is awarded solely on the 
financial needs of the family.

Much financial aid awarded comes from the federal 
government. This aid is available to students enrolled  
in an eligible program at a school participating in  
the federal student aid programs. An eligible program  
is a course of study that leads to a degree or certificate 

and meets the U.S. Department of Education’s  
requirements. Eligible schools include four-year or 
two-year public or private educational institutions, 
career schools, or trade schools.

Aid may cover school expenses, including tuition  
and fees, room and board, books and supplies,  
transportation, and some personal expenses. Once  
need has been established, eligible students may be 
offered some combination of the following types of 
federal student aid:

a.  Work-study. The Federal Work-Study Program 
encourages community service and work related 
to each student’s course of study. Students earn at 
least the current federal minimum wage, but the 
amount might be higher depending on the type 
of work and the skills required.

b.  Loans. The federal government offers two 
primary loan programs that may be part of 
a college’s financial aid offer to an eligible 
student: Perkins loans and Stafford loans. These 
loans are desirable because they offer low 
interest rates and generous repayment terms.

c.  Grants. The federal government offers  
several grant programs for certain low-income 
students or students in certain fields of study 
(such as the TEACH grant).

After submitting the financial aid application, the  
student will receive a Student Aid Report that  
indicates the amount of money the family (student  
and parents) is expected to contribute to the student’s 
college expenses for the upcoming school year. This is 
the Expected Family Contribution (EFC). All colleges 
will use this number as the basis for awarding their 
need-based financial aid.

Families will receive college financial aid awards that 
will state the amount and type of financial aid offered. 
Students may accept, decline, or negotiate any part of 
an aid award. The college should not be allowed to 
pressure students into accepting an aid award before 
they have time to receive and compare awards from 
other colleges. Students should request an extension to 
reply if they have not received all aid awards. When a 
particular college will not grant an extension, students 
can accept the aid award to safeguard the award at that 
college. The acceptance does not commit the student 
to attending the college; it merely holds the aid award 
for the student. n
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Monitoring Section 530 eligibility

As the IRS continues to focus on worker classification, 
it has become increasingly important that eligible 

businesses take precautionary steps to ensure compliance 
with Section 530 to avoid a costly reclassification. Section 
530 of the Revenue Act of 1978 (not part of the Internal 
Revenue Code) allows the business to treat a worker as 
an independent contractor (i.e., as not being an employee) 
for employment tax purposes regardless of the worker’s 
status under the common law control rules. Many  
businesses rely on Section 530 relief to provide protection.

Section 530 relief is available only if the business meets all 
the following requirements:

1. Files all information returns (i.e., Form 1099-
MISC) for the workers or classes of workers at 
issue for the current year.

2. Has not and will not treat the workers at issue  
(or classes of workers performing substantially 
similar job positions) as employees on income tax 
returns, payroll tax returns, or other returns filed 
by the business during the year.

3. Has a reasonable basis for treating the workers as 
independent contractors. The law provides certain 
safe harbors to meet this requirement, or the  
business can rely on some other reasonable basis. 

These requirements must be met each year. If the 
company fails to file Form 1099-MISC on a worker, 
it loses Section 530 relief for that worker for that year. 
More importantly, if the business fails to treat the 
worker (and workers performing substantially similar 
job positions) as an independent contractor during a 
particular year, it loses the Section 530 relief (for the 
year of violation and for all subsequent years) for the 
entire class. Thereafter, the company cannot obtain 
Section 530 relief for that class of workers.

Consistency in treatment and information is the key. A 
business that wants to use the Section 530 rules to classify 
workers must be aware of the importance of consistent 
treatment across the years and throughout the ranks of 
workers holding substantially similar positions. Treating 
even one worker as an employee can eliminate Section 
530 treatment for all workers within the same class. n




