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Assi stant Chi ef Counsel
(Enpl oyee Benefits and Exenpt Organi zations)
Si gni ficant Service Center Advice
This responds to your request for technical assistance dated

March 31, 1997, in connection with questions posed by the Self-
Enpl oynment Tax Coordi nator of the G ncinnati Service Center.

Di scl osure St at enent

Unl ess specifically marked "Acknow edged Significant Advice,
May Be Di ssem nated" above, this nenorandumis not to be
circul ated or dissem nated except as provided in Paragraphs
[11.D.4 and IV.A 5 of Chief Counsel Notice N (35) 000-143
(2/10/97). This docunment nmay contain confidential information
subject to the attorney-client and deliberative process
privileges. Therefore, this docunent shall not be disclosed
beyond the office or individual (s) who originated the question
di scussed herein and are working the matter with the requisite
"need to know." In no event shall it be disclosed to taxpayers
or their representatives.

| ssues

(1) What is the correct method of taking the deduction provided
by section 1402(a)(12).

(2) Whether the taxpayer has an option in the nmethod used to take
t he deduction provided by section 1402(a)(12).

(3) Whet her section 1402(a)(12) provides an "optional"™ nethod of
cal cul ating self-enploynment tax liability.

(4) Whether the deduction provided by section 164(f) of the
I nternal Revenue Code for one half of self-enploynent tax
liability can be taken in conputing net earnings fromself-
enpl oynment under section 1402.

Concl usi ons
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(1) The deduction provided by section 1402(a)(12) is built into
the cal culation of self-enploynent tax liability on Form 1040
Schedul e SE. The taking of this deduction is reflected in the
step on Schedule SE in which taxpayers multiply trade and

busi ness incone by .9235 to arrive at net earnings from self-
enpl oynent. See line 4 of 1996 Short Schedule SE and |ines 4a
and 5b of 1996 Long Schedul e SE.

(2) The only correct nethod of taking the deduction provided by
section 1402(a)(12) is to conplete the conmputation of self-

enpl oynment tax liability on the Schedule SE. The section
1402(a) (12) deduction cannot be taken as a deduction on Schedul e
C, or as a deduction on Schedule SE additional to the deduction
already built into the self-enploynent cal culati on on Schedul e
SE.

(3) Section 1402(a)(12) does not provide an optional method of
conputing self-enploynent tax liability. Taxpayers nust foll ow
t he conputational method set forth on Schedule SE in cal cul ating
sel f-enpl oynent tax liability.

(4) The deduction provided by section 164(f) cannot be taken

in conputing self-enploynent tax liability. Under section
1402(a) (12), the deduction provided by section 1402(a)(12) is
taken in place of the section 164(f) deduction in cal cul ati ng net
earni ngs fromself-enploynment. The deduction provided by section
164(f) can only be taken as a deduction in calculating income tax
liability as provided on line 25 of 1996 Form 1040.

Facts

According to the information submtted, issues have been
rai sed about the calculation of liability for self-enploynment
tax. Different nmethods of taking the deductions provided by
section 164(f) and section 1402(a)12) have been proposed by
taxpayers that are inconsistent with the forns and instructions
provi ded by the Service. Under the nmethod as set forth in 1996
forms, the deduction provided by section 164(f) is taken on |ine
25 of Form 1040; the deduction provided by section 1402(a)(12) is
built into the calculation of self-enploynent tax liability on
Schedul e SE and is reflected in the conputational step on line 4
(if Short Schedule SE is used) or line 4a or 5b (if Long Schedul e
SE)

The proposed met hods bel ow i ncl ude one nethod rai sed by
anot her service center. W also note that the nunbering of the
met hods bel ow does not correspond to the nunbering used in the
I ncom ng correspondence.
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In one nethod (Proposed Method One), the taxpayer attenpts
to take a deduction equal to the amount of the deduction provided
by section 1402(a)(12) in calcul ating business incone on Schedul e
C for inconme tax purposes. The taxpayer apparently does not take
t he deduction for one-half of self-enploynent tax liability
provi ded by section 164(f) in calculating federal incone tax
liability. The amount cal cul ated under Schedule Cis then
treated as the net profit from Schedule C for purposes Schedul e
SE (i.e., line 2 on Short Schedule SE). The taxpayer then also
takes the conputational step reflected online 4 (i.e.,
mul tiplying the net profit from Schedule C by .9235) in arriving
at self-enploynent tax liability. The taxpayer’s self-enploynent
tax liability is considerably reduced under this nmethod fromthe
met hod permtted by Service forns, and also incone tax liability
may be reduced.

In a second nmethod ( Proposed Method Two), the taxpayer does
not take an additional deduction for incone tax purposes. In
cal cul ating self-enploynent tax liability, the taxpayer reduces
trade or business incone by an anmobunt equal to the anmount of the
deducti on provided by section 1402(a)(12) and al so takes the
conput ati onal step provided by line 4 of Short Schedule SE (1i.e.,
multiplying the net profit from Schedule C by .9235). Under this
met hod, self-enploynment tax liability is considerably reduced
fromthe amount cal cul ated on Service forns.

| n anot her net hod ( Proposed Method Three), a taxpayer has
proposed that, if the taxpayer has no incone tax liability, the
t axpayer should be able to take the deduction allowed by section
164(f) in conmputing self-enploynent tax liability. Under this
nmet hod of conputation, the taxpayer woul d take both the deduction
al l owned by section 164(f) and the deduction all owed by section
1402(a) (12) in computing self-enploynent tax liability. No
deduction woul d be taken in conputing inconme tax liability,
because the section 164(f) deduction does not reduce the
taxpayer’s incone tax liability. This nethod al so reduces self-
enpl oynment tax liability for the taxpayer fromthe anount
cal cul ated on Service forns.

Di scussi on

Section 164(f)(1) provides that, in the case of an
i ndividual, in addition to the taxes described in subsection (a),
there shall be allowed as a deduction for the taxable year an
amount equal to one half of the taxes inposed by section 1401 for
such taxabl e year
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Section 164(f)(2) provides that, for purposes of this
chapter [i.e., Chapter 1 - Normal Taxes and Surtaxes], the
deduction all owed by paragraph (1) shall be treated as
attributable to a trade or business carried on by the taxpayer
whi ch does not consist of the performance of services by the
t axpayer as an enpl oyee.

Before the 164(f) anmount can be determ ned, a taxpayer nust
first conmpute the anount of the self-enploynent taxes inposed.
The sel f-enpl oynent taxes are inposed under section 1401. Self-
enpl oyment taxes are a specified percentage (15.3% for 1996) of
an individual’s "net earnings fromself-enploynent.” Under the
first sentence of section 1402(a), net earnings are generally
conputed by subtracting trade or business deductions attributable
to the business fromthe sel f-enployed individual’s gross incone
derived fromthat trade or business, subject to certain
deductions and adjustments enunerated in section 1402(a).

Section 1402(a)(12) provides that in conmputing gross income
and deductions and distributive share of partnership ordinary
i ncome or |oss for purposes of determ ning net earnings from
sel f - enpl oynent :

in lieu of the deduction provided by section 164(f)
(relating to deduction for one-half of self-enploynent
taxes), there shall be allowed a deduction equal to the
product of --

(A) the taxpayer’s net earnings fromself-
enpl oynent for the taxable year (determ ned w thout regard
to this paragraph), and

(B) one-half of the sumof the rates inposed by
subsections (a) and (b) of section 1401 for such year.

As an initial matter, there seens to be confusi on concerning
whet her the Schedul e SE i ncorporates the deduction provided by
section 1402(a)(12). Therefore, we wll attenpt to show how t he
deduction is built into the Schedule SE. The deduction provided
by section 1402(a)(12) is taken by the taxpayer when the taxpayer
perforns the conmputational step of multiplying .9235 by trade or
busi ness inconme on line 4 of the 1996 Short Schedule SE or on
|l i nes 4a and 5b of Long Schedule SE. The .9235 figure is derived
by subtracting one half of the sumof the rates inposed by
section 1401(a) and (b) from1l. The sumof the section 1401(a)
and (b) rates is 15.3 percent for 1996. One half of that sumis
7.65 percent. To determne the section 1402(a)(12) deducti on,
that 7.65 percent is nmultiplied by the net earnings fromself-
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enpl oynment cal cul ated without regard to the section 1402(a)(12).
After subtracting the deduction allowed by section 1402(a)(12),
the taxpayer is left with his or her net earnings fromself-
enpl oynent, which will equal 92.35 percent of the net earnings
from sel f-enpl oynment cal cul ated without regard to section
1402(a) (12). Thus, the conputational step of multiplying trade
or business income by .9235 provides the taxpayer with the
deduction provided by section 1402(a)(12).

Al gebraically, this can be expressed as foll ows, where m
equal s the taxpayer’s net earnings from self-enploynment wthout
regard to the section 1402(a)(12) deducti on.

Section 1402(a)(12) deduction

m X 1/2 (.1240 + .029)

m X .0765

.0765 m

The taxpayer’s net earnings fromself-enploynment equals mless
the section 1402(a)(12) deduction, since mequals the net

earni ngs fromself-enpl oynent before taking the section
1402(a) (12) deduction. Expressed al gebraically,

Net earnings from sel f-enpl oynent m- .0765m

.9235 m

This is exactly the conputation that is reflected on the Schedul e
SE. Thus, the section 1402(a)(12) deduction is built into the
Schedul e SE conputation, and taxpayers cannot take an additi onal
deduction based on section 1402(a)(12).

The purpose of the section 1402(a)(12) and section 164(f)
deductions is to place individuals who are subject to self-
enpl oynent tax in parity with those who are subject to the
Federal Insurance Contributions Act (FICA) tax.

I n computing "net earnings fromself-enploynent," section
1402(a) (12) of the Code allows a deduction equal to a taxpayer’s
net earnings (disregarding section 1402(a)(12)) multiplied by
one-half of the sum of the ol d-age, survivors, and disability
i nsurance tax rate and the hospital insurance rate. Section
1402(a) (12) provides that the deduction is "in lieu of the
deduction provided by section 164(f)." W interpret this to mean
that solely for purposes of conputing net earnings fromself-
enpl oynent , the section 1402(a)(12) deduction is "in lieu of" the
trade or business deduction (equal to the anobunt conputed under
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section 164(f)) that woul d otherw se have been all owed under the
first sentence of section 1402(a).

Section 1402(a)(12) breaks the circular cal cul ation that
woul d occur if net earnings were initially determ ned for SECA
tax purposes, providing a tentative section 164(f) deducti on,
whi ch, in turn, would be used as a deduction attributable to the
trade or business in the first sentence of 1402(a), generating a
new net earnings figure. The deduction under section 1402(a)(12)
does not cancel the deduction under section 164(f) which is
avai l able for incone tax purposes; instead, it is used nmerely as
a conputational adjustnment to net earnings "in lieu of" using the
section 164(f) amount as a trade or business deduction to adjust
net earni ngs under the first sentence of section 1402(a).

We considered and rejected an alternative interpretation of
the phrase "in lieu of" - that the taxpayer can choose either the
deduction for self-enploynent purposes under 1402(a)(12) or the
i ncone tax deduction under section 164(f). Section 1402(a)(12)
does not give the self-enpl oyed person a choice between the
deductions. It unequivocally provides that section 1402(a)(12)
isin lieu of the section 164(f) deduction. |If the phrase "in
lieu of" is interpreted to cancel the incone tax deduction under
section 164(f), the taxpayer cannot make an el ection to disregard
section 1402(a)(12) in order to take a deduction under section
164(f).

The three proposed nethods as described in the Facts are not
perm ssi bl e net hods of taking the section 164(f) and section
1402(a) (12) deductions. The positions set forth in the Service’'s
publications and fornms as to the conputation of self-enploynment
tax liability are correct.

The first two proposed net hods do not reflect the fact that
t axpayers are getting the benefit of the section 1402(a)(12)
deduction sinply by follow ng the nmethod on the Schedul e SE for
computing liability. These two proposed nethods woul d give
t axpayers the section 1402(a)(12) deduction tw ce.

Under Proposed Method One, the taxpayer proposes to take the
deducti on provi ded by section 1402(a)(12) on Schedule C and for
I ncome tax purposes. However, the deduction provided by section
1402(a) (12) may only be taken in conputing net earnings from
sel f-enpl oynent for self-enploynent tax purposes. This deduction
cannot be taken in conputing inconme tax liability under section
1. The | anguage at the begi nning of section 1402 indicates that
t he paragraphs of section 1402(a), such as section 1402(a)(12),
apply for the conputation of net earnings fromself-enploynent in
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determ ning a taxpayer’s self-enploynent tax liability. Al so,

t he deduction provided by section 1402(a)(12) cannot be taken
twice in conputing self-enploynment tax liability. Under this
nmet hod, the deduction is taken once on Schedul e C and agai n when
doi ng the computation on Schedul e SE as descri bed above (i.e.

mul ti plying trade or business incone by .9235 to arrive at net
earni ngs from sel f-enpl oynent).

Under Proposed Met hod Two, the taxpayer woul d al so be taking
the section 1402(a)(12) deduction twice. There is no authority
provi ding that the taxpayer can take the section 1402(a)(12)
deduction tw ce.

Wth regard to Proposed Method Three, the deduction all owed
by section 164(f) is reflected on line 25 of Form 1040 and
correctly reflects the fact that the deduction may be taken only
in conputing income tax liability. There is no option to deduct
t he deduction provided by section 164(f) in conputing net
earnings fromself-enploynment. The only deduction that nay be
made in conputing net earnings fromself-enploynent is the
deduction provided by section 1402(a)(12).

The section 1402(a)(12) deduction is "in lieu of" the
deduction provided by section 164(f). The words "in lieu of"
mean "in place of" or "instead of." Thus, under section
1402(a) (12) in conputing net earnings fromself-enploynent, in
pl ace of the deduction provided by section 164(f), there "shal
be al |l owed" a deduction conputed under section 1402(a)(12). The
| anguage "in lieu of" neans that the taxpayer does not get the
deduction provided by section 164(f) in cal cul ating net earnings
fromsel f-enploynent, but instead gets the deduction provided by
section 1402(a)(12). The requirenent that, for self-enploynent
tax purposes, the deduction nust be taken as conputed under
section 1402(a)(12) is supported by the | anguage "shall be
allowed." There is nothing in the |anguage of the Code that
gives a taxpayer the option as to whether to take the section
164(f) deduction or the section 1402(a)(12) in conputing net
earnings fromself-enploynent. The taxpayer is required to use
t he deduction cal cul ated under section 1402(a)(12) in conputing
net earnings fromself-enploynent (i.e., the product of the
t axpayer’s net earnings fromself-enploynment and one-half of the
sum of the rates inposed under subsections 1401(a) and (b)).
Proposed Method Three would in effect interpret the section
1402(a) (12) language "in lieu of" as "in addition to", which is
not consistent with the neaning of "in lieu of."

The principle that the deduction provided by section 164(f)
may only be taken in conputing incone tax liability (and not
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sel f-enmpl oynent tax liability) is consistent with the |egislative
hi story of this provision. The Conference Report in connection
with the Social Security Amendnents of 1983, 1983-2 C.B. 309,

whi ch enacted section 164(f) and 1402(a) into the Code, stated as
foll ows:

b. Effective in 1990 and thereafter, the credit [against
sel f-enpl oynment tax liability] would term nate and be
replaced wth a system desi gned to achi eve parity between
enpl oyees and the sel f-enpl oyed. Under this system

1. The base of the self-enploynent tax woul d be adjusted
downward to reflect the fact that enpl oyees do not pay FICA
tax on the value of the enployer’s FICA tax.

2. A deduction would be allowed for inconme tax purposes,
for half of SECA Liability, to allow for the fact that
enpl oyees do not pay incone tax on the value of the
enpl oyer’s FI CA tax.

H R Rep. No. 98-47, 98th Cong., 1st Sess. (1983) at 126, 1983-2
C. B. 342.

This legislative history indicates that the deduction
provi ded by section 164(f) for one half of SECA tax liability was
I ntended to be a deduction for inconme tax purposes only. This
deduction is designed to allow for the fact that enpl oyees do not
pay i ncone tax on the value of the enployer’s FICA tax. An
enpl oyee who owes no inconme tax (or who would owe no income tax
if the value of the enployer’s paynent of FICA tax were added to
his or her gross income) gets no benefit fromthe fact that
enpl oyees do not pay incone tax on the value of the enployer’s
FICA tax. Simlarly, a self-enployed person who owes no incone
tax should derive no benefit fromthe deduction provided by
section 164(f).

In summary, our position is that sections 164(f) and
1402(a) (12) of the Code are separate deductions avail able to al
i ndi vidual s who are subject to self-enpl oynent taxes. The
deduction under section 164(f) is taken above the Iine and is
avai l able for incone tax purposes only. The deduction under
section 1402(a)(12) is available only for determ ning net
earnings fromself-enploynent and is built into the cal cul ation
of self-enploynent tax liability on the current Schedul e SE.

This interpretation is consistent wth current Service
forms, instructions, and other guidance. W find no support for
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t he proposed conputation nethods in the statute or |egislative
hi story.
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If you have any question about this nenorandum pl ease
contact Al Kelley at (202) 622-6040.

MARY E. OPPENHEI MER
Assi st ant Chi ef Counsel

By:

JERRY E. HOLMES

Chi ef, Branch 2

O fice of the Associ ate
Chi ef Counsel

( Enpl oyee Benefits and
Exenpt Organi zati ons)



