Understanding What's Taxable and Non-Taxable in Inheritances: A Comprehensive Guide

When someone passes away and leaves assets to beneficiaries, understanding the tax
implications can be complex. The good news is that most inherited property isn't
immediately taxable, but there are important exceptions and nuances every beneficiary
should understand.

The Basic Rule - Inheritances Are Generally Tax-Free:

The fundamental principle is straightforward: property received as a gift, bequest, or
inheritance is not included in the recipient's income. Whether you inherit a house, stocks,
cash, or personal property, you won't owe federal income tax simply for receiving these
assets. This exclusion applies regardless of whether you're a family member, friend, or even
a corporation receiving the inheritance.

However, while the inheritance itself isn't taxable, any income that inherited property
generates after you receive it is taxable. For example, if you inherit a rental property, the
rent you collect is taxable income. If you inherit stocks, any dividends you receive are
taxable. If you inherit a savings account, the interest it earns after the date of death is
taxable to you.

Income in Respect of a Decedent (IRD) - The Major Exception:

The most significant exception to the tax-free inheritance rule involves what's called
Income in Respect of a Decedent, or IRD. This is income the deceased person had aright to
receive before death but wasn't actually paid until after death.

Common types of IRD include:

Unpaid wages, commissions, and other compensation that the decedent earned but
hadn't received. Traditional IRAs and qualified retirement plans, which represent the
decedent's taxable balance. Accounts receivable if the decedent was a sole proprietor.
Deferred compensation arrangements. The earnings portion of nonqualified annuities.
Accrued interest, dividends, rents, and royalties that hadn't been paid. U.S. Savings Bond
interest that accrued at death but wasn't reported on the decedent's tax returns.
Installment sale payments based on the decedent's profit percentage.

IRD is included in the income of the recipient and is taxable in the year received,
maintaining the same character it would have had for the decedent. This means if the
decedent would have paid ordinary income tax on it, you will too.



Special Considerations for Retirement Accounts:

Inherited IRAs and retirement plans deserve special attention because they're always
taxable as IRD. When you inherit a traditional IRA or 401(k), you'll owe income tax on
distributions. Any nondeductible contributions that gave the IRA a basis remain with the
IRA after it's inherited, though this basis cannot be combined with your own IRA basis
unless you're the surviving spouse and choose to treat the IRA as your own.

One benefit: the 10% early withdrawal penalty doesn't apply to distributions to a
beneficiary on or after the death of the participant. However, if you're a surviving spouse
and roll the decedent's IRA into your own

Understanding Tax Implications When Selling Inherited Property

When you inherit a house or other property and later sell it, the tax treatment is generally
favorable due to special basis rules. Here's what happens:

Stepped-Up Basis:

The basis in a home received as an inheritance is the home's fair market value (FMV) on the
date of the decedent's death or the alternate valuation date, if used !"\. This "stepped-up
basis" is usually a significant tax advantage because any appreciation that occurred during
the decedent's lifetime is never taxed. If you sell the inherited home shortly after inheriting
it, any gain or loss recognized may be minimal [\,

Automatic Long-Term Treatment:

A long-term capital gain is reported for an inherited home sold at a gain ["\. Assets acquired
from a decedent are considered to be held for more than one year (long-term) even if sold
within a year of death ?!. This means you qualify for preferential long-term capital gains
rates regardless of how quickly you sell after inheriting.

Reporting the Sale:

Taxpayers report a long-term capital gain or loss from the sale of an inherited home on
Form 8949, Sales and Other Dispositions of Capital Assets, and enter "INHERITED" in the
column for date the property was acquired !

Claiming Losses:

A long-term capital loss may be claimed for an inherited home thatis not used for personal
use and sold at a loss, subject to loss limitations I'l. However, if you use the property for
personal purposes, you cannot claim a loss on the sale.
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Special Rule for Surviving Spouses in Noncommunity Property States:

The basis in the home for a surviving spouse who owned the home jointly with the
decedent is the total of the basis for the decedent's half interest (one-half of the FMV on
the date of death or alternate valuation date), plus the basis for the surviving spouse's half
interest (one-half of the adjusted basis determined previously) [". This means only half the
property receives a stepped-up basis.

This information is provided to you by Arrowhead Tax Service. We make every effort to
provide honest and accurate tax information. Please use your discretion before making any
decisions based on the information provided, every tax situation is different. If you have any
questions, please visit our office or call us at 937-543-5770.
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