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What's New

Dollar limit increased. For 2004, the maximum credit
increases to $10,390. Also, the maximum exclusion from
income of benefits under your employer’s adoption assis-
tance program increases to $10,390.

Introduction

This publication explains two tax benefits available to off-
set the expenses of adopting a child. The benefits are the
adoption credit and the exclusion from income of benefits
under your employer’s adoption assistance program.

The first part of the publication is for persons who have
recently adopted a child, are in the process of adopting a
child, or are considering adopting a child. The second part
is for employers who provide adoption assistance pay-
ments to workers.

Comments and suggestions. We welcome your com-
ments about this publication and your suggestions for
future editions.

You can write to us at the following address:

Internal Revenue Service

Individual Forms and Publications Branch
SE:W:CAR:MP:T:l

1111 Constitution Ave. NW, IR-6406
Washington, DC 20224

We respond to many letters by telephone. Therefore, it
would be helpful if you would include your daytime phone
number, including the area code, in your correspondence.

You can email us at *taxforms@irs.gov. (The asterisk
must be included in the address.) Please put “Publications
Comment” on the subject line. Although we cannot re-
spond individually to each email, we do appreciate your
feedback and will consider your comments as we revise
our tax products.

Tax questions. If you have a tax question, visit
www.irs.gov or call 1-800-829-1040. We cannot answer
tax questions at either of the addresses listed above.

Ordering forms and publications. Visit www.irs.gov/
formspubs to download forms and publications, call
1-800-829-3676, or write to one of the three addresses
shown under How To Get Tax Help in the back of this
publication.

For Adoptive Parents

You may be able to take a tax credit of up to $10,390 for
qualifying expenses paid to adopt an eligible child. The
adoption credit is an amount that you subtract from your
tax liability.

Also, up to $10,390 paid or reimbursed by your em-
ployer for qualifying adoption expenses under an adoption
assistance program may be excludable from your gross



income. (However, you cannot exclude this adoption as-
sistance if your employer is an S corporation in which you
own more than 2% of the stock or stock with more than 2%
of the voting power.) An adoption assistance program for
this purpose is a separate written plan set up by an em-
ployer to provide adoption assistance to its employees.
See Adoption assistance program under For Employers,
later, for more information.

You may claim both a credit and an exclusion for ex-
penses of adopting an eligible child. For example, you may
be able to claim a credit of up to $10,390 and also exclude
up to $10,390 from your income. However, you cannot
claim both a credit and an exclusion for the same expense.

Qualifying Expenses

Qualifying adoption expenses are reasonable and neces-
sary adoption fees, court costs, attorney fees, traveling
expenses (including amounts spent for meals and lodging)
while away from home, and other expenses directly related
to, and whose principal purpose is for, the legal adoption of
an eligible child.

Nonqualifying expenses. Qualifying adoption expenses
do not include expenses:

¢ That violate state or federal law,

* For carrying out any surrogate parenting arrange-
ment,

¢ For the adoption of your spouse’s child,

¢ Paid using funds received from any federal, state, or
local program,

¢ Allowed as a credit or deduction under any other
federal income tax rule, or

¢ Paid or reimbursed by your employer or otherwise
(except that amounts paid or reimbursed under an
adoption assistance program may be qualifying ex-
penses for the exclusion).

Eligible child. An eligible child must be:
1. Under 18 years old, or

2. Physically or mentally incapable of caring for himself
or herself.

Limits on the Credit or Exclusion

The credit and the exclusion for qualifying adoption ex-
penses are each subject to a dollar limit and an income
limit. These limits apply separately. The credit is also
subject to a limit based on your tax liability. Figure these
limits on Form 8839, Qualified Adoption Expenses.

How the exclusion limits affect your return. Because of
the dollar limit and the income limit, all or part of your
employer’s adoption assistance payments may not qualify
for the exclusion. On your tax return, you must include in
your income any payments that do not qualify for the
exclusion.
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All of the adoption assistance payments will be shown in
box 12 of your Form W-2, identified with the letter “T.” None
of the payments will be included with your taxable wages in
box 1 of your Form W-2. Therefore, if all of the payments
qualify for the exclusion, you will not need to adjust the
amount of wages and other income you report on your tax
return. But if any of the payments do not qualify for the
exclusion, you must include in your income the payments
that do not qualify. See Form 8839 and its instructions.
tax on payments for qualifying expenses under
WD)  an adoption assistance program. If you must in-
clude any of the payments in your income, your withhold-
ing may not be enough to cover the tax on those payments.
Therefore, you may need to give your employer a new
Form W-4 to adjust your withholding, or make estimated

tax payments, to avoid a penalty for underpayment of
estimated tax.

Your employer is not required to withhold income

Dollar Limit

The amount of your adoption credit or exclusion is limited
to $10,390 for each effort to adopt an eligible child. For this
purpose, an attempt that leads to the successful adoption
of a child and any unsuccessful attempt to adopt a different
child are treated as one effort. If you can take both a credit
and an exclusion, the dollar limit applies separately to
each.

If you and another person (other than your spouse if
filing jointly) adopt a child and both claim the credit or
exclusion, the dollar limit applies to your combined credit or
exclusion amounts. You must divide the $10,390 limit
between the two of you. You may divide it in any way you
both agree.

The $10,390 amount is the maximum amount of qualify-
ing expenses taken into account over all tax years. There-
fore, it must be reduced by the amount of qualifying
expenses taken into account in previous years for the
same adoption effort.

Example 1. In 2004, you adopt two brothers, Bobby
and Sam. Your qualifying adoption expenses paid in 2004
are $7,500 for Bobby and $7,500 for Sam. When you figure
the credit, you can take all the expenses into account for
both adoptions because they do not exceed the dollar limit
of $20,780 ($10,390 for each child).

Example 2. You pay $3,000 of qualifying adoption ex-
penses in an effort to adopt an eligible child in 2004.
However, the adoption is not successful. Later in the year,
you pay an additional $9,000 of qualifying adoption ex-
penses for the successful adoption of a different eligible
child. Under your employer's adoption assistance pro-
gram, you are reimbursed for these expenses in 2004. For
the dollar limit, you must treat the $12,000 as paid in one
adoption effort. Your exclusion from income is limited to
$10,390. You must include the remaining $1,610 in your
income.



Income Limit

The income limit on the adoption credit or exclusion is
based on modified adjusted gross income (modified AGI).
For 2004, use the following table to see if the income limit
will affect your credit or exclusion.

IF your modified
AGl is...

$155,860 or less

THEN the income limit...

will not affect your credit or
exclusion.

$155,861 to $195,859 will reduce your credit or

exclusion.

$195,860 or more will eliminate your credit or

exclusion.

Example. In 2004, you adopt an eligible child. Your
qualifying adoption expenses are $12,000 and your modi-
fied AGI is $175,860. After you apply the dollar limit
($10,390), you apply the income limit. You use Form 8839
to figure your credit. The income limit reduces your credit
by 50%. Your adoption credit is $5,195.

Modified AGI. Your modified AGI for purposes of the
exclusion may be different from your modified AGI for
purposes of the credit. To figure your modified AGI for the
purpose of both the credit and the exclusion, add back the
following items to your adjusted gross income (line 37 of
Form 1040 or line 22 of Form 1040A).

* The foreign earned income exclusion.
* The foreign housing exclusion or deduction.

* The exclusion for income earned by bona fide re-
sidents of American Samoa or Puerto Rico.

To figure your modified AGI for purposes of the exclusion,
also add back the student loan interest deduction and the
tuition and fees deduction. Also, your modified AGI for
purposes of the exclusion includes all benefits you re-
ceived from your employer’s adoption assistance program.
Use the worksheet in the Form 8839 instructions to figure
your modified AGI for purposes of the exclusion.

Tax Liability Limit

The amount of your allowable adoption credit for a year
cannot be more than the total of your regular tax (after
reduction by any foreign tax credit) and alternative mini-
mum tax (AMT) for that year, minus the following amounts.
Credit for child and dependent care expenses.

Credit for the elderly or the disabled.

Education credits.

Retirement savings contributions credit.

Child tax credit.

o gk~ w e

Mortgage interest credit.

If your credit is more than this limit, you can carry forward
the unused credit to your next 5 tax years, or until used,
whichever comes first. Use the worksheet in the Form
8839 instructions to figure your credit carryforward.

When To Take the
Credit or Exclusion

The income limit, discussed earlier, does not ap-
ply to a credit carried forward.

When you can take the adoption credit or exclusion de-
pends on whether the eligible child is a citizen or resident
of the United States (including U.S. possessions) at the
time the adoption effort begins.

Child who is a U.S. citizen or resident. If the eligible
child is a U.S. citizen or resident, you can take the adoption
credit or exclusion even if the adoption never becomes
final. Take the credit or exclusion as shown in the following
tables.

IF you pay qualifying

expenses in...

THEN take the credit in...

any year before the year
the adoption becomes
final

the year after the year of the
payment.

the year the adoption
becomes final

the year the adoption
becomes final.

any year after the year
the adoption becomes
final

the year of the payment.

IF your employer pays
for qualifying
expenses under an
adoption assistance
program in...

THEN take the exclusion
in...

any year

the year of the payment.

Foreign child. If the eligible child is not a U.S. citizen or
resident, you cannot take the adoption credit or exclusion
unless the adoption becomes final. Take the credit or

exclusion as shown in the following tables.

IF you pay qualifying
expenses in...

THEN take the credit in...

any year before the year
the adoption becomes
final

the year the adoption
becomes final.

the year the adoption
becomes final

the year the adoption
becomes final.

any year after the year
the adoption becomes
final

the year of the payment.
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Note. For the credit, the amount of expenses paid or
incurred before 2002 that can be taken into account is
limited to the pre-2002 dollar limits. The limit on these
expenses is $5,000 ($6,000 in the case of a child with

special needs).

IF your employer pays
for qualifying
expenses under an
adoption assistance
program in...

THEN take the exclusion
in...

any year before the year
the adoption becomes
final

the year the adoption
becomes final.

the year the adoption
becomes final

the year the adoption
becomes final.

any year after the year | the year of the payment.
the adoption becomes

final

If your employer makes adoption assistance payments
in a year before the adoption of a foreign child is final, you
must include the payments in your income in the year of
payment. Then, on your return for the year the adoption
becomes final, you can make an adjustment to take the
exclusion. See Form 8839 and its instructions.
tax on payments for qualifying expenses under
QULED)  an adoption assistance program. If you must in-
clude the payments in income in the year paid because
your adoption of a foreign child is not final, your withholding
may not be enough to cover the tax on those payments.
You may need to give your employer a new Form W-4 to

adjust your withholding, or make estimated tax payments,
to avoid a penalty for underpayment of estimated tax.

Your employer is not required to withhold income

When adoption is final. When the adoption becomes
final depends on the type of immediate relative (IR) visa
under which the child enters the United States.

¢ |R-3 visa. The adoption of a child who enters the
United States on an IR-3 visa is treated as final in
the year the competent authority enters a decree of
adoption. The competent authority is the court or
other governmental agency of the foreign country
that has jurisdiction and authority to make decisions
in matters of child welfare, including adoption.

e Other IR visas. The adoption of a child who enters
the United States on an IR visa other than an IR-3
visa is treated as final in the year in which a court of
the state in which the child and parents reside enters
a decree of adoption, re-adoption, or otherwise rec-
ognizes the adoption decree of the foreign country.
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How To Take the
Credit or Exclusion

You must file Form 8839 with either Form 1040 or Form
1040A to take the credit or exclusion. You should maintain
records to support any adoption credit or exclusion
claimed.

Married persons. If you are married, you must file a joint
return to take the adoption credit or exclusion.

However, you are not considered married if you are
legally separated under a decree of divorce or separate
maintenance. In that case, you can take the credit or
exclusion on a separate return.

Married and living apart. You can also take the credit
or exclusion on a separate return if all of the following
statements are true.

1. You lived apart from your spouse for the last 6
months of the tax year.

2. Your home is the eligible child’s home for more than
half the year.

3. You pay more than half the cost of keeping up your
home for the year.

Child’s identifying number. You must provide an identi-
fying number for the child on Form 8839, line 1, column (f).
Use whichever of the following numbers is appropriate.

1. A social security number (SSN) if the child has one
or you will be able to obtain one in time to file your
tax return. Apply for an SSN on Form SS-5.

2. An individual taxpayer identification number (ITIN) if
the child is a resident or nonresident alien and not
eligible for an SSN. Apply for an ITIN on Form W-7.

3. An adoption taxpayer identification number (ATIN) if
you are in the process of adopting a child who is a
U.S. citizen or resident and cannot get an SSN for
the child in time to file your return. Apply for an ATIN
on Form W-7A.

If you are not sure whether the child is eligible for a
social security number, contact your local Social Security
Administration office or call 1-800-772-1213. If you need
information about Form W-7 or Form W-7A, contact your
local IRS office or call 1-800-829-1040.

No identifying number. If you cannot provide an iden-
tifying number for a child because you tried to adopt an
eligible child but were unsuccessful or the adoption was
not final by the end of 2004, complete the entries you can
on Form 8839, line 1. See the instructions for line 1 of the
form for additional information you may have to provide.

Special Rule for Adopting
a Child With Special Needs

The maximum credit and exclusion, subject to the income
and tax liability limits discussed earlier, will be allowed for
the adoption of a child with special needs even if you do not



have any qualifying expenses. For 2004, the maximum
amount for each is $10,390.

Child with special needs. An eligible child is a child with
special needs if he or she is a citizen or resident of the
United States (including U.S. possessions) and a state
(including the District of Columbia) determines that the
child cannot or should not be returned to his or her parents’
home and probably will not be adopted unless adoption
assistance is provided to the adoptive parents. Factors
used by states to determine if a child has special needs
could include:

* The child’'s ethnic background,
¢ The child’s age,

* Whether the child is a member of a minority or sib-
ling group, or

* Whether the child has a medical condition or physi-
cal, mental, or emotional handicap.

If your state has determined that the child you are adopting
is a child with special needs, you should keep evidence of
that fact for your records.

For Employers

If you have an adoption assistance program, your employ-
ees may be able to exclude from gross income payments
or reimbursements you make for their expenses to adopt a
child. Your employees cannot exclude payments or reim-
bursements for adoption expenses that were incurred
before the adoption assistance program was in effect. For
more information on this exclusion, see For Adoptive Par-
ents, earlier.

Adoption assistance program. An adoption assistance
program is a separate written plan of an employer that
meets all of the following requirements.

1. It benefits employees who qualify under rules set up
by you, which do not favor highly compensated em-
ployees or their dependents. To determine whether
your plan meets this test, do not consider employees
excluded from your plan who are covered by a col-
lective bargaining agreement, if there is evidence
that adoption assistance was a subject of good-faith
bargaining.

2. It does not pay more than 5% of its payments during
the year for shareholders or owners (or their spouses
or dependents). A shareholder or owner is someone
who owns (on any day of the year) more than 5% of
the stock or of the capital or profits interest of your
business.

3. You give reasonable notice of the plan to eligible
employees.

4. Employees provide reasonable substantiation that
payments or reimbursements are for qualifying ex-
penses.

An adoption assistance program can be part of your
cafeteria plan. An adoption assistance program also in-
cludes programs that reimburse members of the Armed
Forces and Coast Guard for adoption expenses.

Employment taxes. Amounts you pay or incur under your
adoption assistance program for an employee’s qualifying
adoption expenses are not subject to income tax withhold-
ing. However, these amounts are subject to social security,
Medicare, and federal unemployment taxes.

Form W-2. You must report all qualifying adoption ex-
penses you paid or reimbursed under your adoption assis-
tance program for each employee for the year in box 12 of
the employee’s Form W-2. Use Code “T” to identify this
amount. Also include this amount in the totals for social
security wages in box 3 and Medicare wages in box 5.
However, do not include this amount with the employee’s
wages in box 1.

How To Get Tax Help

You can get help with unresolved tax issues, order free
publications and forms, ask tax questions, and get more
information from the IRS in several ways. By selecting the
method that is best for you, you will have quick and easy
access to tax help.

Contacting your Taxpayer Advocate. If you have at-
tempted to deal with an IRS problem unsuccessfully, you
should contact your Taxpayer Advocate.

The Taxpayer Advocate independently represents your
interests and concerns within the IRS by protecting your
rights and resolving problems that have not been fixed
through normal channels. While Taxpayer Advocates can-
not change the tax law or make a technical tax decision,
they can clear up problems that resulted from previous
contacts and ensure that your case is given a complete
and impartial review.

To contact your Taxpayer Advocate:

¢ Call the Taxpayer Advocate toll free at
1-877-777-4778.

e Call, write, or fax the Taxpayer Advocate office in
your area.

¢ Call 1-800-829-4059 if you are a TTY/TDD user.

¢ Visit www.irs.gov/advocate.

For more information, see Publication 1546, The Tax-
payer Advocate Service of the IRS—How To Get Help
With Unresolved Tax Problems.

Free tax services. To find out what services are avail-
able, get Publication 910, IRS Guide to Free Tax Services.
It contains a list of free tax publications and an index of tax
topics. It also describes other free tax information services,
including tax education and assistance programs and a list
of TeleTax topics.
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Internet. You can access the IRS website 24
hours a day, 7 days a week, at www.irs.gov to:

[=]

e E-file your return. Find out about commercial tax
preparation and e-file services available free to eligi-
ble taxpayers.

* Check the status of your 2004 refund. Click on
Where's My Refund. Be sure to wait at least 6 weeks
from the date you filed your return (3 weeks if you
filed electronically). Have your 2004 tax return avail-
able because you will need to know your filing status
and the exact whole dollar amount of your refund.

¢ Download forms, instructions, and publications.
¢ Order IRS products online.

¢ Research your tax questions online.

¢ Search publications online by topic or keyword.

* View Internal Revenue Bulletins (IRBs) published in
the last few years.

e Figure your withholding allowances using our Form
W-4 calculator.

¢ Sign up to receive local and national tax news by
email.

* Get information on starting and operating a small

business.
P
forms and instructions 24 hours a day, 7 days a
week, by fax. Just call 703-368-9694 from the

telephone connected to your fax machine. When you call,
you will hear instructions on how to use the service. The
items you request will be faxed to you.

For help with transmission problems, call
703-487-4608.

Long-distance charges may apply.

E Phone. Many services are available by phone.

¢ Ordering forms, instructions, and publications. Call
1-800-829-3676 to order current-year forms, instruc-
tions, and publications and prior-year forms and in-
structions. You should receive your order within 10
days.

Fax. You can get over 100 of the most requested

¢ Asking tax questions. Call the IRS with your tax
questions at 1-800-829-1040.

¢ Solving problems. You can get face-to-face help
solving tax problems every business day in IRS Tax-
payer Assistance Centers. An employee can explain
IRS letters, request adjustments to your account, or
help you set up a payment plan. Call your local
Taxpayer Assistance Center for an appointment. To
find the number, go to www.irs.gov/localcontacts or
look in the phone book under United States Govern-
ment, Internal Revenue Service.
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e TTY/TDD equipment. If you have access to TTY/
TDD equipment, call 1-800-829-4059 to ask tax
guestions or to order forms and publications.

* TeleTax topics. Call 1-800-829-4477 and press 2 to
listen to pre-recorded messages covering various
tax topics.

¢ Refund information. If you would like to check the
status of your 2004 refund, call 1-800-829-4477 and
press 1 for automated refund information or call
1-800-829-1954. Be sure to wait at least 6 weeks
from the date you filed your return (3 weeks if you
filed electronically). Have your 2004 tax return avail-
able because you will need to know your filing status
and the exact whole dollar amount of your refund.

Evaluating the quality of our telephone services. To
ensure that IRS representatives give accurate, courteous,
and professional answers, we use several methods to
evaluate the quality of our telephone services. One method
is for a second IRS representative to sometimes listen in
on or record telephone calls. Another is to ask some callers
to complete a short survey at the end of the call.

* Products. You can walk in to many post offices,
libraries, and IRS offices to pick up certain forms,
instructions, and publications. Some IRS offices, li-
braries, grocery stores, copy centers, city and county
government offices, credit unions, and office supply
stores have a collection of products available to print
from a CD-ROM or photocopy from reproducible
proofs. Also, some IRS offices and libraries have the
Internal Revenue Code, regulations, Internal Reve-
nue Bulletins, and Cumulative Bulletins available for
research purposes.

Walk-in. Many products and services are avail-
able on a walk-in basis.

¢ Services. You can walk in to your local Taxpayer
Assistance Center every business day to ask tax
guestions or get help with a tax problem. An em-
ployee can explain IRS letters, request adjustments
to your account, or help you set up a payment plan.
You can set up an appointment by calling your local
Center and, at the prompt, leaving a message re-
qguesting Everyday Tax Solutions help. A representa-
tive will call you back within 2 business days to
schedule an in-person appointment at your conve-
nience. To find the number, go to
www.irs.gov/localcontacts or look in the phone book
under United States Government, Internal Revenue

Service.
@ tions, and publications to the Distribution Center

nearest to you and receive a response within 10
business days after your request is received. Use the
address that applies to your part of the country.

Mail. You can send your order for forms, instruc-



* Western part of U.S.:
Western Area Distribution Center
Rancho Cordova, CA 95743-0001

Central part of U.S.:

Central Area Distribution Center
P.O. Box 8903

Bloomington, IL 61702-8903

Eastern part of U.S. and foreign addresses:
Eastern Area Distribution Center

P.O. Box 85074

Richmond, VA 23261-5074

S CD-ROM for tax products. You can order Publi-
@Q cation 1796, IRS Federal Tax Products CD-ROM,
and obtain:

Current-year forms, instructions, and publications.
Prior-year forms and instructions.

Frequently requested tax forms that may be filled in
electronically, printed out for submission, or saved
for recordkeeping.

Internal Revenue Bulletins.

Buy the CD-ROM from National Technical Information
Service (NTIS) at www.irs.gov/cdorders for $22 (no han-
dling fee) or call 1-877-233-6767 toll free to buy the
CD-ROM for $22 (plus a $5 handling fee). The first release
is available in early January and the final release is avail-
able in late February.

K CD-ROM for small businesses. Publication
'@Q 3207, The Small Business Resource Guide,
CD-ROM 2004, is a must for every small busi-
ness owner or any taxpayer about to start a business. This
handy, interactive CD contains all the business tax forms,
instructions, and publications needed to successfully man-
age a business. In addition, the CD provides other helpful
information, such as how to prepare a business plan,
finding financing for your business, and much more. The
design of the CD makes finding information easy and quick
and incorporates file formats and browsers that can be run
on virtually any desktop or laptop computer.
It is available in early April. You can get a free copy by
calling 1-800-829-3676 or by visiting www.irs.gov/
smallbiz.
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