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Introduction
This publication explains how the federal tax
laws apply to the fishing industry. It is written
for the individual who is a sole proprietor and
reports profit or loss from fishing on Schedule
C (Form 1040).

The discussions in this publication do not
cover the corporate or partnership form of bus-
iness operation. If you have questions about
corporations or partnerships, you should get:

• Publication 541, Tax Information on
Partnerships;

• Publication 542, Tax Information on
Corporations; or

• Publication 589, Tax Information on
S Corporations.

You may use this publication as a guide to
fill out your tax return. If you need more infor-
mation on any subject, you should get the spe-
cific IRS publication that deals with that topic.
Many of these publications are referred to at
the beginning of each chapter. See the list of
‘‘IRS Publications,’’ which is located near the
end of this publication, for other IRS publica-
tions you may need.



Ordering publications and forms.  To order Limits on depreciation of business cars. Federal unemployment (FUTA) tax rate.
The total section 179 deduction and deprecia- The gross FUTA tax rate remains at 6.2%free publications and forms, call our toll-free
tion you can take on a car that you use in your through 1995.telephone number 1–800–TAX–FORM (1–
business and first place in service in 1994 is800–829–3676). You can also write to the IRS Payment voucher for Forms 940 and 940–$2,960. Your depreciation cannot exceedForms Distribution Center nearest you. EZ.  For 1994, if you are required to make a$4,700 for the second year of recovery, $2,850

Telephone help.  You can call the IRS with payment of federal unemployment tax withfor the third year of recovery, and $1,675 for
your tax question Monday through Friday dur- Form 940 or 940–EZ, use the paymenteach later tax year. See Chapter 7.
ing regular business hours. Check your in- voucher at the bottom of the form. For more in-

Electronic deposit of taxes.  You may enrollcome tax package or telephone book for the formation, see the form instructions.
in a system that will allow you to make tax de-local number or you can call toll-free 1–800–

Health insurance for self-employed per-posits through direct electronic funds trans-829–1040.
sons.  The 25% deduction for health insur-fers, without the need for coupons, paper

Telephone help for hearing-impaired per- ance costs for self-employed persons expiredchecks, or visits to an authorized depositary.
sons.  If you have access to TDD equipment, for tax years beginning after 1993. However,For more information, call 1–800–829–5469,
you can call 1–800–829–4059 with your tax as this publication was being prepared foror write to:
question or to order forms and publications. print, Congress was considering legislation to
See your tax package for the hours of IRS extend the provision. See Publication 553.
operation. Cash Management Site Office

Waiver of estimated tax penalty.  If you have
Atlanta Service Center an underpayment of tax for a period before
P.O. Box 47669 April 16, 1994, any estimated tax penalty will
Stop 295Important Changes for 1994 be waived to the extent it was created or in-
Doraville, GA 30362 creased by any provision of the Revenue Rec-

The following list highlights a number of ad- onciliation Act of 1993. See Publication 505.
ministrative and tax law changes for 1994. A

New publication on employer identification Contributions to qualified retirement plan.second list of items under Important Remind-
numbers (EIN).  Publication 1635, Under- The amount of a participant’s compensationers contains information that may be helpful in standing Your EIN, provides general informa- that can be taken into account for computingpreparing your tax return for 1994. tion on employer identification numbers. Top- contributions to a Keogh or SEP plan is gener-Legislation.  For information on any legisla- ics include how to apply for an EIN and how to ally limited to $150,000 for plan years begin-

tive changes, see Publication 553, Highlights complete Form SS–4. See Ordering publica-
ning on or after January 1, 1994. See Chapter

of 1994 Tax Changes. tions and forms, at the beginning of this
6.

publication.Higher earned income credit.  The maximum
General business credit.  The following cred-New Form 1099–C.  Beginning in 1994, cer-earned income credit has been increased from
its are part of the general business credit.tain financial entities, including financial insti-$2,364 in 1993 to $2,528 in 1994. To claim the

Targeted jobs credit. This credit cannottutions, credit unions, and federal governmentcredit, you must have earned income (includ-
be claimed on wages paid to individuals hiredagencies, are required to report on Forming net earnings from self-employment) and
after December 31, 1994.1099–C, Cancellation of Debt, any canceledadjusted gross income of less than $25,296

Research credit. This credit has been ex-debt of $600 or more. The form must be filedand meet certain other requirements.
tended from July 1, 1992, through June 30,even though the debtor may not be subject toOther earned income credit changes.
1995.tax on the debt. For more information on can-The earned income credit has been expanded

Low-income housing credit. This creditceled debt, see Chapter 7 in Publication 334.to include those who earn under $9,000 and
was permanently extended for all tax yearsdo not have a qualifying child. The health in- Tax rates and maximum net earnings for ending after June 30, 1992.surance credit and the extra credit for a child self-employment taxes.  The self-employ- See Form 3800, General Business Credit,born during the year are no longer available. ment tax rate on net earnings from self-em- and its instructions.More information. For more information, ployment for 1994 is 15.3%. This rate is a total

see Publication 596, Earned Income Credit. of 12.4% for social security (old-age, survi-
Important Remindersvors, and disability insurance) and 2.9% forPayment voucher for Form 1040.  To help

Medicare (hospital insurance). In 1994, themodernize the federal tax payment system, The explanations and examples in this publi-maximum amount subject to the social secur-the IRS is sending Form 1040–V, Payment cation reflect the interpretation by the Internality tax (12.4%) is $60,600. There is no maxi-Voucher, to certain taxpayers this year. IRS Revenue Service of tax laws enacted by Con-mum limit on the amount subject to the Medi-plans to eventually send preprinted vouchers gress, Treasury regulations, and court deci-care tax (2.9%).to all Form 1040 filers in order to process pay- sions. However, the information given doesFor 1995, the tax rate will remain at 15.3%.ments more accurately and efficiently. not cover every situation and is not intended toHowever, the maximum amount subject to theIf you receive Form 1040–V and have a replace the law or change its meaning. Thissocial security part (12.4%) increases tobalance due on Form 1040, use the voucher to publication covers some subjects on which a$61,200. See Chapter 15.make your payment. Follow the instructions court may have made a decision more
that come with the voucher. Tax rates and wage maximums for social favorable to taxpayers than the interpretation

security and Medicare taxes.  The tax rate of the Service. Until these differing interpreta-Deferral of additional 1993 taxes.  If you filed
for social security and Medicare taxes for 1994 tions are resolved by higher court decisions orForm 8841, Deferral of Additional 1993 Taxes,
is 7.65% for both the employee and the em- in some other way, this publication will con-with your 1993 tax return, the second install-
ployer (a total of 15.3%). The 7.65% tax is a to- tinue to present the interpretation of thement is due April 17, 1995. If you are due a re-
tal of 6.2% for social security (old-age, survi- Service.fund on your 1994 tax return, you can apply
vors, and disability insurance) and 1.45% forpart or all of the refund to the second install- Alternative minimum tax.  Changes to alter-Medicare (hospital insurance). In 1994, thement. See the Form 1040 instructions for more native minimum tax for 1993 include:maximum amount subject to the social secur-

information.
ity part (6.2%) is $60,600. There is no ceiling Tax rates and exemption amounts. For

Standard mileage rate.  The standard mile- on the amount subject to the Medicare tax. tax years beginning after 1992, the alternative
age rate for 1994 is 29 cents a mile for all busi- minimum tax rate for taxpayers other than cor-For 1995, the maximum wage amount sub-
ness miles put on a passenger automobile (in- ject to the social security tax (6.2%) is porations has been increased and graduated.
cluding vans, pickups, or panel trucks). See $61,200. All covered wages are subject to the The exemption amounts have also been
Chapter 5. Medicare tax. See Chapter 12. increased.
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Energy items. New alternative minimum May 12, 1993, has been lengthened from 31.5 Free tax help.  Publication 910, Guide to Free
tax rules for tax years beginning after 1992 ap- to 39 years. See Chapter 7. Tax Services, provides information on where
ply to independent oil and gas owners or roy- to get help in preparing tax returns. It de-

Section 179 deduction.  For property placed
alty owners. scribes the kind of year-round services availa-

in service in tax years beginning after Decem-Charitable contributions. The treatment ble to resolve questions on bills, letters, and
ber 31, 1992, the limit on the section 179 de-

of a charitable contribution of certain appreci- notices received from Internal Revenue Ser-
duction is increased from $10,000 to $17,500.

ated tangible personal property as a tax prefer- vice Centers, as well as questions on the sta-
See Chapter 7.

ence item was repealed for contributions of tus of tax refunds. This publication lists free
tangible personal property made after June taxpayer information publications, with briefDeductions for clean-fuel vehicles and cer-
30, 1992, and for contributions of other prop- descriptions of their content along with a list oftain refueling property.  Deductions are al-
erty made after December 31, 1992. related tax forms and schedules that you maylowed for clean-fuel vehicles and certain

See Form 6251 and its instructions for need to complete your returns. For informationclean-fuel vehicle refueling property placed in
more information on alternative minimum tax. on how to order Publication 910, see Orderingservice after June 30, 1993. For more informa-

publications and forms, at the beginning of thistion, see Chapter 15 in Publication 535.Earned income credit.  You, as an employer,
publication.must notify employees who worked for you Credit for qualified electric vehicles.  A tax

and from whom you did not withhold income Written tax questions.  You can send writtencredit is available for qualified electric vehicles
tax about the earned income credit. If your em- tax questions to your IRS District Director. Ifplaced in service after June 30, 1993. For
ployees are eligible to receive advance pay- you do not have the address, you can get it bymore information, see Chapter 15 in Publica-
ment of the earned income credit, have them calling the toll-free number. The IRS is workingtion 535.
complete Form W–5, Earned Income Credit to decrease the time it takes to respond to your

Penalties.  There are various penalties youAdvance Payment Certificate. See Chapter correspondence. If you write, the IRS can usu-
should be aware of when preparing your re-12. ally reply within approximately 30 days.
turn. You may be subject to penalties if you:

Form W–4 for 1995.  You should make new Tele-Tax.  The IRS has a telephone service
1) Do not file your return by the due date.Forms W–4 available to your employees and called Tele-Tax. This service provides re-

This penalty is 5% for each month or partencourage them to check their income tax corded tax information on approximately 140
of a month that your return is late, up towithholding for 1995. Those employees who topics covering such areas as filing require-
25%.owed a large amount of tax or received a large ments, employment taxes, taxpayer identifica-

refund for 1994 may need to file a new Form tion numbers, and tax credits. Recorded tax in-2) Do not pay your tax on time. This penalty
W–4. See Chapter 12. formation is available 24 hours a day, 7 days ais 1/2 of 1% of your unpaid taxes for each

week, to taxpayers using push-button tele-month, or part of a month after the dateChildren employed by parents.  Wages you
phones, and during regular working hours tothe tax is due, up to 25%.pay to your children age 18 and older for ser-
those using dial telephones. The topics cov-vices in your trade or business are subject to 3) Substantially understate your tax. This ered and telephone numbers for your area aresocial security taxes. See Chapter 12. penalty is 20% of the underpayment. listed in the Form 1040 instructions.

Change of address.  If you change your home 4) File a frivolous tax return. This penalty is Unresolved tax problems.  IRS has a Prob-or business address, you should use Form $500. lem Resolution Program for taxpayers who8822, Change of Address, to notify IRS. Be
have been unable to resolve their problems5) Fail to supply your social security number.sure to include your suite, room, or other unit
with the IRS. If you have a tax problem youThis penalty is $50 for each occurrence.number. Send the form to the Internal Reve-
have been unable to resolve through normalnue Service Center for your old address.
channels, write to your local IRS District Direc-Tax shelter penalties. Tax shelters, theirForm 1099–MISC.  If you make total pay- tor or call your local IRS office and ask fororganizers, their sellers, or their investors mayments of $600 or more during the year to an- Problem Resolution assistance.be subject to penalties for such actions as:other person, other than an employee or a cor- Although the Problem Resolution Office

poration, in the course of your f ishing 1) Failure to furnish tax shelter registration cannot change the tax law or technical deci-
business, you must file information returns to number. The penalty for the seller of the sions, it can frequently clear up misunder-
report these payments. See Chapter 1. tax shelter is $100; the penalty for the in- standings that resulted from previous con-

vestor in the tax shelter is $250. tacts. For more information, see PublicationRounding off to whole dollars.  You may
1546, How to Use the Problem Resolution Pro-round off cents to the nearest whole dollar on 2) Failing to register a tax shelter. The pen-
gram of the IRS.your return and schedules. To do so, drop alty for the organizer of the tax shelter is

Hearing-impaired taxpayers who have ac-amounts under 50 cents and increase the greater of 1% of the amount invested
cess to TDD equipment may call 1–800–829–amounts from 50 to 99 cents to the next dollar. in the tax shelter, or $500.
4059 to ask for help from Problem Resolution.For example, $1.49 becomes $1 and $2.50 be-

3) Not keeping lists of investors in potentiallycomes $3. Overdue tax bill.  If you receive a bill for over-abusive tax shelters. The penalty for theIf you do round off, do so for all amounts. due taxes, do not ignore the tax bill. If you owetax shelter is $50 for each person requiredHowever, if you have to add two or more the tax shown on the bill, you should make ar-to be on the list, up to a maximum ofamounts to figure the total to enter on a line, in- rangements to pay it. If you believe it is incor-$100,000.clude cents when adding the amounts and rect, contact the IRS immediately to suspend
round off only the total. action until the mistake is corrected. See Publi-

Fraud penalty. The fraud penalty for un- cation 594, Understanding the Collection Pro-Business codes for fishermen.  You must derpayment of taxes is 75% of the part of the cess, for more information.enter on line B of Schedule C (Form 1040) a underpayment due to fraud.
code that identifies your principal business or Reminders—Criminal penalties. You may be subject to
professional activity. It is important to use the Before you file your tax return, be sure to:criminal prosecution (brought to trial) for ac-
correct business code, since this information Use address label. Transfer the addresstions such as:
will identify market segments of the public for label from the tax return package you received

1) Tax evasion.IRS Taxpayer Education Programs. This infor- in the mail to your tax return, and make any
mation is also used by the U.S. Census Bu- necessary corrections.2) Willful failure to file a return, supply infor-
reau for its economic census. See the sample Claim payments made. Be sure to includemation, or pay any tax due.
records and forms in Chapter 16. on the appropriate lines of your tax return any

3) Fraud and false statements.Depreciation.  The recovery period for non- estimated tax payments and federal tax de-
residential real property placed in service after 4) Preparing and filing a fraudulent return. posit payments you made during the tax year.
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Also, you must file a return to claim a refund of detail in Publication 509, Tax Calendars for the year in full and on time. If not, the return
any payments you made, even if no tax is due. 1995. The dates listed here are for monthly de- was due January 31.

posits. See Publication 509 for the rules andAttach all forms. Attach all forms and
due dates for semiweekly deposits.schedules in sequence number order. The se- February 15

quence number is just below the year in the Social security, Medicare, and withheld in-
upper right corner of the schedule or form. At- Fiscal year taxpayers.  Generally, the due come tax.  Deposit the tax for payments in
tach all other statements or attachments last, dates listed apply to all taxpayers whether they January if you are subject to the monthly
but in the same order as the forms or sched- use a calendar year or a fiscal year. However, deposit rule.
ules they relate to. Do not attach these other fiscal year taxpayers should refer to Publica-
statements to the related form or schedule. tion 509 for certain exceptions that apply to February 28

them.Complete Schedule SE. Fill out Schedule
Fishing boat operators.  File a Form 1099–SE (Form 1040) if you had net earnings from

MISC (Copy A) for each crew member con-self-employment of $400 or more.
sidered self-employed. Form 1099–MISCUse correct lines. List income, deduc- 1995—Calendar Year is used to show the member’s crew sharestions, credits, and tax items on the correct
for 1994. Use Form 1096 to summarizelines.
and transmit the Forms 1099–MISC.Sign and date return. Make sure the tax During January

All employers.  File Form W–3, Transmittal ofreturn is signed and dated. Employers.  Give each employee a Form W–
Wage and Tax Statements, along withSubmit payment. Enclose a check for any 2 showing income, social security, and
Copy A of all the Forms W–2 you issued fortax you owe. Write your social security number Medicare information for 1994 as soon as
1994.on the check. Also include the telephone num- possible. The due date for giving Form W–

ber and area code where you can be reached 2 to your employees is January 31, 1995. March 1during the day. If you receive a Form 1040–V, Copy A of Form W–2 must be filed by Feb-
Payment Voucher, follow the instructions for Fishermen.  File your 1994 income tax returnruary 28, 1995.
completing and sending in the voucher. (Form 1040) and pay any tax due. How-

ever, you have until April 17 if you paid yourElectronic filing.  You may be able to have January 17
1994 estimated tax by January 17, 1995.your tax return filed electronically instead of on Fishermen.  You may elect to pay your 1994

a paper form. This method can be used by estimated tax in full. You can then file your March 15many tax return preparers and other profes- 1994 income tax return (Form 1040) by
sional filers who do not prepare returns but use Social security, Medicare, and withheld in-April 17. If you do not pay your estimated
this method to file returns already completed come tax.  Deposit the tax for payments intax at this time, your 1994 return will be due
by taxpayers. These preparers and filers send February if you are subject to the monthlyMarch 1.
tax return information over telephone lines to deposit rule.Social security, Medicare, and withheld in-an Internal Revenue Service Center. They will

come tax.  Deposit the tax for payments incharge you for this service. However, by filing April 17December 1994 if you are subject to theelectronically, you can have your refund de-
Fishermen.  File an income tax return (Formmonthly deposit rule.posited directly into your savings or checking

1040) for 1994 and pay any tax due. Seeaccount.
Chapter 1.January 31Electronic filing of federal tax returns is

available to preparers in all 50 states. Also, in Social security, Medicare, and withheld in-Social security, Medicare, and withheld in-
some states, preparers can file an electronic come tax.  Deposit the tax for payments income tax.  File Form 941 for the fourth
state tax return simultaneously with the federal March if you are subject to the monthly de-quarter of 1994. Deposit any undeposited
return. Federal/state electronic filing is offered posit rule.tax. (If the total is less than $500 and not a
statewide in Colorado, Connecticut, Idaho, In- shortfall, you can pay it with the return.) If
diana, Iowa, Kansas, Louisiana, Maine, Michi- May 1you have deposited the tax in full and on
gan, Mississippi, Missouri, New Mexico, New time, you have until February 10 to file the Social security, Medicare, and withheld in-
York, North Carolina, Oklahoma, Oregon, return. come tax.  File Form 941 for the first quar-
South Carolina, Utah, West Virginia, and Wis- ter of 1995. Deposit any undeposited tax.Federal unemployment (FUTA) tax.  File
consin. It is also offered in limited programs in (If the total is less than $500 and not aForm 940 (or 940–EZ) for 1994. If your un-
Arizona, Arkansas, Delaware, Georgia, Ken- shortfall, you can pay it with the return.) Ifdeposited tax is $100 or less, you can ei-
tucky, Montana, Nebraska, New Jersey, you have deposited the tax in full and onther pay it with your return or deposit it. If it
Rhode Island, and Virginia. In these states, time, you have until May 10 to file theis more than $100, you must deposit it.
check with your preparer to see if you can par- return.However, if you have deposited the tax for
ticipate in the program. the year in full and on time, you have until Federal unemployment tax.  If you are liable

February 10 to file the return. for FUTA tax (see Chapter 12), deposit the
tax owed through March. No deposit is nec-Fishing boat operators.  Give every crew
essary if the liability for the quarter does notmember who is considered self-employed
exceed $100.a Form 1099–MISC showing informationDates To Remember

on crew shares. See also February 28.
You should take the action indicated on or May 10
before the date listed. Saturdays, Sundays, February 10 Social security and Medicare taxes andand legal holidays have been taken into ac-

withheld income tax.  File Form 941 forSocial security, Medicare, and withheld in-count, but local banking holidays have not. A
the first quarter of 1995. This due date ap-come tax.  File Form 941 for the fourthstatewide legal holiday delays a due date only
plies only if you had deposited the tax forquarter of 1994. This due date applies onlyif the IRS office where you are required to file is
the quarter in full and on time. If not, the re-if you had deposited the tax for the quarterlocated in that state.
turn was due May 1.in full and on time. If not, the return was dueUnder the new deposit rules for withheld in-

January 31.come taxes, social security taxes, and Medi- May 15care taxes, you generally deposit taxes Federal unemployment tax.  File Form 940
monthly or semiweekly. The rules and due (or 940–EZ) for 1994. This due date ap- Social security, Medicare, and withheld in-
dates for each type of deposit are explained in plies only if you had deposited the tax for come tax.  Deposit the tax for payments in
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April if you are subject to the monthly de- liability for the quarter, plus undeposited Useful Items
posit rule. federal unemployment tax for previous You may want to see:

quarters, does not exceed $100.
June 15 Publication

November 13Social security, Medicare, and withheld in- ❏ 505 Tax Withholding and Estimated
come tax.  Deposit the tax for payments in TaxSocial security, Medicare, and withheld in-
May if you are subject to the monthly de- come tax.  File Form 941 for the third quar- ❏ 937 Employment Taxesposit rule. ter of 1995. This due date applies only if

you had deposited the tax for the quarter in Form (and Instructions)July 17 full and on time. If not, the return was due This chapter discusses various forms you
October 31.Social security, Medicare, and withheld in- may have to file with the IRS. We have not

come tax.  Deposit the tax for payments in listed them separately at the beginning of the
June if you are subject to the monthly de- November 15 chapter.
posit rule.

Social security, Medicare, and withheld in-
come tax.  Deposit the tax for payments inJuly 31
October if you are subject to the monthly

Social security, Medicare, and withheld in- deposit rule. Filing Requirements come tax.  File Form 941 for the second
quarter of 1995. Deposit any undeposited If you are a citizen or resident of the UnitedDecember 15
tax. (If the total is less than $500 and not a States, single or married, and your gross in-

Social security, Medicare, and withheld in-shortfall, you can pay it with the return.) If come for the tax year is at least the amount
come tax.  Deposit the tax for payments inyou have deposited the tax in full and on shown in the category below that applies to
November if you are subject to the monthlytime, you have until August 10 to file the you, you must file a 1994 federal income tax
deposit rule.return. return even if no tax is due. This also applies to

minor children. Gross income is discussed inFederal unemployment tax.  If you are liable
Chapter 4.for FUTA tax, deposit the tax owed through

The filing requirement amounts below areJune. No deposit is necessary if the liability
the exemption amount ($2,450) plus the stan-for the quarter, plus undeposited federal
dard deduction for the filing status and age.unemployment tax for the first quarter, 1.

does not exceed $100.

Who Must FileFiling RequirementsAugust 10
Filing Status Is: Income At Least: Social security, Medicare, and withheld in- and Return Forms Singlecome tax.  File Form 941 for the second

Under 65 . . . . . . . . . . . . . . . . . $ 6,250quarter of 1995. This due date applies only
65 or older . . . . . . . . . . . . . . . . 7,200if you had deposited the tax for the quarter

Head of Householdin full and on time. If not, the return was due
Under 65 . . . . . . . . . . . . . . . . . $ 8,050July 31. Important Reminders 65 or older . . . . . . . . . . . . . . . . 9,000

Married, Joint ReturnAugust 15 Schedule C–EZ (Form 1040).  You may be
Both under 65 . . . . . . . . . . . . $ 11,250able to use Schedule C–EZ, Net Profit FromSocial security, Medicare, and withheld in-
One spouse 65 or older 12,000Business, if you had gross receipts from yourcome tax.  Deposit the tax for payments in
Both 65 or older . . . . . . . . . . 12,750business of $25,000 or less and business ex-July if you are subject to the monthly de-
Not living with spouse atpenses of $2,000 or less. Other requirementsposit rule.

end of year (or on datethat must be met are listed on Schedule C–EZ.
spouse died) . . . . . . . . . . . 2,450September 15

Married, Separate ReturnForm 1099–MISC.  If you make total pay-Social security, Medicare, and withheld in- All (regardless of age) . . . . $ 2,450ments of $600 or more during the year to an-come tax.  Deposit the tax for payments in Qualifying Widow(er) withother person, other than an employee or a cor-August if you are subject to the monthly de- Dependent Childporat ion, in the course of your f ishingposit rule. Under 65 . . . . . . . . . . . . . . . . . $ 8,800business, you must file Form 1099–MISC to
65 or older . . . . . . . . . . . . . . . . 9,550report these payments.October 16

Social security, Medicare, and withheld in- Estimated tax.  When you figure your esti- Dependent’s return.  If you can claim some-
come tax.  Deposit the tax for payments in mated tax for 1995, you must include any alter- one as a dependent on your tax return (for ex-
September if you are subject to the monthly native minimum tax you expect to owe. See ample, your son or daughter), that person
deposit rule. Publication 505, Tax Withholding and Esti- must generally file his or her own tax return if

mated Tax. he or she:October 31
1) Had only earned income, such as salarySocial security, Medicare, and withheld in- Topics or wages, and the total is more thancome tax.  File Form 941 for the third quar- This chapter discusses: $3,800, orter of 1995. Deposit any undeposited tax.

• Filing requirements 2) Had only unearned income, such as inter-(If the total is less than $500 and not a
est and dividends, and the total is moreshortfall, you can pay it with the return.) If • Identification number
than $600, oryou have deposited the tax in full and on

• Estimated tax and return due datestime, you have until November 13 to file the 3) Had both earned and unearned income,
return. and the total is more than $600.• Other filing information

Federal unemployment tax.  If you are liable
• Information returnsfor FUTA tax, deposit the tax owed through See the Form 1040 instructions for more infor-

September. No deposit is necessary if the • Return forms mation on who must file a return for 1994.
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Self-employed.  If you are self-employed, you services, not from the trade or business ofGross Income 
must file a return if you had net earnings of fishing.

Gross income is all income you receive in the
$400 or more from self-employment, even form of money, property, and services that is
though you are not otherwise required to file not exempt from tax. It is the total income you Qualified Fisherman
an income tax return. See Chapter 11. receive before allowable deductions. For a Due Dates 

business, gross income is total receipts minus
If at least two-thirds of your total gross incomeEarned income credit refund.  You must also cost of goods sold.
for 1993 or 1994 is from fishing, you have onlyfile a return to receive a refund from the earned The amount of your gross income is used
one payment due date for estimated tax —income credit. See the instructions for Form to determine if you must file a return. It is also
January 17, 1995.1040. used to determine if you qualify as a fisher-

For your 1994 tax, you can either:man. To see if you qualify as a fisherman, fig-
ure the amount of your total gross income and

1) Pay all your estimated tax by January 17,
then determine what percentage of this total is

1995, and file your Form 1040 by April 17,Identification Number from fishing.
1995, or

You must show your taxpayer identification
Joint return.  On a joint return, you must add 2) File your Form 1040 by March 1, 1995,number (social security or employer identifica-
your spouse’s gross income to your own gross and pay all the tax that is due. You are nottion number) on all returns, statements, or doc-
income to determine if at least two-thirds of the required to make an estimated tax pay-uments you are required to file. For example, it total is from fishing. ment. If you pay all the tax due, you willmust be shown on your federal income tax re-

not receive a penalty for not paying esti-turn, your estimated tax payment voucher, and
More information.  For more information mated tax.all information returns, such as Forms 1096 about figuring gross income, see Publication

and 1099. A penalty of $50 may be levied for 505. Fiscal year.  If you qualify as a fisherman buteach failure to show the number.
your tax year does not start on January 1, you

Gross Income from Fishing can file your return and pay the tax on orWhich number to use.  If you have to file an
before the first day of the 3rd month after theGross income from fishing includes amountsexcise, alcohol, tobacco, firearms, or employ-
close of your tax year. Or you can pay your re-you receive from catching, taking, harvesting,ment tax return, you should have an employer
quired estimated tax within 15 days after thecultivating, or farming any kind of fish, shellfishidentification number and use that number on
end of your tax year. Then file your return and(clam, mussel, etc.), crustacean (lobster, crab,Schedule C for your fishing business. Other-

shrimp, etc.), sponge, seaweed, or other pay any balance due on or before the 15th daywise, use your social security number. On your
aquatic form of animal and vegetable life. of the 4th month after the end of your tax year.individual income tax return (Form 1040),

You receive gross income from fishing ifcomputation of self-employment tax (Schedule
you conduct your fishing business for a profit. Penalty.  If you do not pay all your required es-SE), and estimated tax payment voucher
Your gross income from farming also includes timated tax by January 17, 1995, and do not(Form 1040–ES), you should use your social
your share of a partnership’s or S corporation’s file your return or pay the tax by March 1, 1995,security number regardless of the number
gross income from fishing. use Form 2210–F, Underpayment of Esti-used on your business returns.

You receive gross income from fishing if mated Tax by Farmers and Fishermen, to de-If you are married, show social security you are an officer or crew member of a boat termine if you owe a penalty. If you owe a pen-numbers for both you and your spouse on your whose crew normally consists of fewer than 10
alty but do not pay it and file Form 2210–F withForm 1040, whether you file jointly or sepa- individuals and you do not receive any cash
your return, you will get a penalty notice fromrately. If you are filing a joint return, list the so- pay other than:
the IRS. You should pay the penalty as in-cial security numbers in the same order that

1) A share of the boat’s catch, and structed by the notice.you show your first names. Also show both so-
If you file your return by April 17 and paycial security numbers on your Form 1040–ES if 2) Your share depends on the amount of the

the bill within 10 days after the notice date, theyou make joint estimated tax payments. catch.
IRS will not charge you interest.

Occasionally, you may get a penalty noticeYour share can be from the catch of more thanApplication for identification number.  To
even though you filed your return on time, at-one boat involved in a fishing operation, pro-apply for a social security number, use Form

vided the crew of each boat in the operation tached Form 2210–F, and met the gross in-SS–5. You can get this form from any social
normally consists of fewer than 10 individuals. come test. If you receive a penalty notice forsecurity office. If you are under 18 years of
For more information, see Certain Crew Mem- underpaying estimated tax that you think is inage, you must furnish evidence of age, iden-
bers Considered Self-Employed in Chapter error, write to the address on the notice andtity, and U.S. citizenship with your Form SS–5.
12. explain why you think the notice is in error. In-If you are 18 or older, you must appear in per-

If you are an officer or member of a crew clude a computation showing that you meetson with this evidence at a social security
and meet these qualifications, you are treated the gross income test. Do not ignore a penaltyoffice.
as self-employed and must pay estimated in- notice even if you think it is in error.To apply for an employer identification
come, social security, and Medicare taxes andnumber, use Form SS–4. You can get this
report your income on Schedule C or Scheduleform from any social security or IRS office or Nonqualified FishermanC–EZ (Form 1040). Your fishing services in-

by calling IRS at 1–800–829–3676.
clude those ordinarily related to fishing, such Due Dates 
as shore service that includes cleaning, icing,

If you did not qualify as a fisherman in 1994 be-and packing fish.
cause less than two-thirds of your total grossIf you are an officer or crew member, but doEstimated Tax and income was from fishing and you do not expectnot meet these qualifications, you may be
to qualify in 1995, you do not qualify for thetreated instead as an employee. Any wagesReturn Due Dates 
special estimated tax payment and return dueyou receive are then subject to income tax, so-
dates. You generally must make quarterly esti-When you must pay estimated tax and file your cial security, and Medicare tax withholding by
mated tax payments on April 17, June 15, andreturn depends on whether you qualify as a your employer. It does not matter whether your
September 15, 1995, and on January 16,fisherman. To qualify as a fisherman you must wages depend upon the catch of a boat. You
1996. You must file your tax return by April 15,receive at least two-thirds of your total gross do not qualify as a fisherman because your in-
1996.income from fishing in the current or prior year. come is from wages for the performance of
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crew member considered self-employed re- Schedule C.  This schedule is used to list
all income and deductions and determine netceives, as well as payments for rents, commis-Other Filing Information 
profit or loss from a business, including fishing.sions, fees, prizes, and awards. Form 1099–

Schedule C–EZ.  This schedule can beMISC is also used to report other payments
Payment date on a holiday or weekend.  If used in place of Schedule C if gross receiptsand compensation, including payments to sub-
the last day for filing your return or making a from a business are $25,000 or less and busi-contractors and payment for services provided
payment falls on a Saturday, Sunday, or legal ness expenses are $2,000 or less.by nonemployees. Royalty payments of $10 or
holiday, your return or payment will be on time Schedule SE.  This schedule is used to fig-more are also reported on Form 1099–MISC.
if it is filed or made on the next business day. ure self-employment tax.Payments for merchandise, freight and

Other schedules for Form 1040.  Usesimilar charges, and for rental payments to
Automatic extension of time to file Form Schedule A to list nonbusiness itemized de-real estate agents need not be reported. How-

ductions and Schedule B to report interest and1040.  If you do not choose to file your return ever, if you pay a contractor who is not a dealer
dividend income of over $400. Use Scheduleon March 1, 1995, the due date for your 1994 in supplies for both supplies and services, in-
D to report gains and losses from sales of capi-return will be April 17, 1995. However, you can clude the payment for supplies used to per-
tal assets. Use Schedule E to report income orget an automatic 4-month extension of time to form the services as long as providing the sup-
loss from rents, royalties, partnerships, es-file your return. Your Form 1040 would then be plies was incidental to providing the service.
tates, trusts, and S corporations.due by August 15, 1995. To get this extension, Payments for compensation to employees

file Form 4868, Application for Automatic Ex- are reported on Form W–2, not Form 1099–
Form 1040–ES.  This form is used to figuretension of Time To File U.S. Individual Income MISC.
and pay estimated tax.Tax Return, by April 17, 1995.

This extension does not extend the March Preparation of returns.  You must prepare
Form 2210–F.  Form 2210–F, Underpayment1, 1995, filing date for fishermen who did not separate copies of Form 1099–MISC for each
of Estimated Tax by Farmers and Fishermen,make an estimated tax payment and who want person. A statement showing the information
is used to figure any underpayment of esti-to avoid an estimated tax penalty. Therefore, if reported on Copy A of Form 1099–MISC must
mated tax and the underpayment penalty.you did not make an estimated tax payment by be furnished to each crew member considered

January 17, 1995, and you file your tax return self-employed, and to each other person to
Form 4562.  Form 4562, Depreciation andafter March 1, 1995, you will be subject to a whom you made a payment that must be re-
Amortization, is used to explain the deductionspenalty for underpaying your estimated tax, ported. You must do this by January 31 follow-
for depreciation and amortization.even if you filed Form 4868. ing the end of the calendar year. Copy B of

You must make a tentative estimate of tax Form 1099–MISC can be used for this
Form 4797.  Form 4797, Sales of Businessfor the year for which you file Form 4868. You purpose.
Property, is used to report gains and lossescan file Form 4868 and get an automatic 4- Because these forms are read by machine,
from the sale or exchange of business prop-month extension even though you cannot pay there are very specific instructions for their
erty and from certain involuntary conversions.the estimated tax in full. No filing penalty will be preparation and submission. You may be sub-
For example, gain or loss on the sale of a fish-assessed under these circumstances. If the to- ject to a penalty for each incorrectly filed docu-
ing boat is reported on Form 4797.tal tentative tax paid is less than the final tax ment. See the Instructions for Forms 1099,

shown on your Form 1040, interest from the 1098, 5498, and W–2G for information on
original due date will apply on the amount of completing these forms.
the difference. Other Forms  

The late payment penalty of one-half of 1% Penalty.  Information returns filed late, without
The following is a list of other forms a fisher-a month up to a maximum of 25% will apply un- all information required to be on the return, or
man may use.less there is reasonable cause for the delay. with incorrect information may be subject to a

Reasonable cause will be presumed if the penalty. See the Instructions for Forms 1099,
Form 8822.  Form 8822, Change of Address,amount you owe on Form 1040 is no more 1098, 5498, and W–2G for information on the
is used to notify IRS of a change in home orthan 10% of the total tax for the year and this penalty.
business address. The suite, room or otheramount is paid with Form 1040. For more infor-
unit number should be included if it is requiredmation, see the instructions to Form 4868. Filing the returns.  Copy A of Forms 1099
in the mailing address. The form must be sentForm 9465.  If you are unable to pay the must be sent with Form 1096, Annual Sum-
to the Internal Revenue Service Center for thetax owed on or before the end of the automatic mary and Transmittal of U.S. Information Re-
old address.4-month extension period, you can attach turns, to the IRS at the address shown in the

Form 9465, Installment Agreement Request, Form 1096 instructions by February 28 follow-
Form 1099–MISC.  Form 1099–MISC, Miscel-to your income tax return. IRS encourages you ing the end of the calendar year.
laneous Income, is an information return usedto make installment payments as large as pos-
to report the amount of crew shares receivedsible in order to reduce the interest and penal-
by each crew member considered self-em-ties required by law.
ployed, as discussed in Chapter 12. It is alsoReturn Forms  
used to report certain other payments madeWhere to file.  File your return with the Internal When filing your income tax return, arrange during the year in the course of business. See

Revenue Service Center for the place where your forms and schedules in the correct order Information Returns, earlier. Form 1099–MISC
you live. Use the envelope mailed to you or using the Attachment Sequence Number lo- is illustrated in Chapter 16.
see the list of Service Center addresses in the cated in the upper right corner of each form or Fishermen use Form 1099–MISC most fre-
instructions for your tax return. schedule. Attach all other statements last, ar- quently. However, there are other forms in the

ranged in the same order as the forms or 1099 series. Information all Forms 1099 can
schedules they support. be found in the Instructions for Forms 1099,

A fisherman may use the following forms 1098, 5498, and W–2G.Information Returns when preparing a tax return. Form 1096.  Form 1096, Annual Summary
If, in the course of your fishing business, you and Transmittal of U.S. Information Returns, is
make payments of $600 or more during the Form 1040.  List taxable income from all used to summarize and transmit Forms 1099
calendar year to another person, other than a sources on Form 1040, including profit or loss to the IRS.
corporation, you generally must file Form from fishing operations as figured on Schedule

C or Schedule C–EZ (Form 1040). Figure the1099–MISC to report these payments. It is Form 941.  Form 941, Employer’s Quarterly
tax on this form, also.used to report the amount of crew shares each Federal Tax Return, must be filed quarterly if
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income tax is withheld from wages of employ- Form (and Instructions) about depreciation. If you make capital im-
ees or if you are liable for social security and provements to your assets, only a permanent❏ W–2 Wage and Tax Statement
Medicare taxes. The form is due one month af- record will show how much of their cost you

❏ W–4 Employee’s Withholdingter the calendar quarter ends. If you deposit have recovered.
Allowance Certificatethe tax in full and on time, you have an addi- This information is also needed to correctly

tional 10 days to file the form. ❏ 8824 Like-Kind Exchanges report the gain or loss from the sale or other
disposition of an asset on your tax return. Also,

Form W–2.  Form W–2, Wage and Tax State- if you exchange property for the same kind ofYou must keep records to correctly figure
ment, is prepared for each employee from your taxes. Your records must be permanent, property, these permanent records will help
whose wages income tax has been withheld or accurate, complete, and clearly establish your you complete and file Form 8824. You must
would have been withheld if the employee had income, deductions, credits, and employee in- file this form with your tax return to report the
claimed no more than one withholding exemp- formation. The law does not require you to like-kind exchange of any business or invest-
tion, or to whom you paid wages subject to so- keep your records in any particular way. You ment property. For more information, see
cial security and Medicare taxes. The Form can choose any system suited to your busi- Chapter 8.
W–2 must show the total wages and other ness that will clearly show your income.
compensation paid, whether or not they are Figure earnings for self-employment tax.
subject to withholding, and the amounts de- Travel expenses.  You are required to support The self-employment tax is part of the system
ducted for income tax, social security, and your expenses for travel in connection with for providing social security coverage for peo-
Medicare taxes. In addition, the W–2 must your business with adequate records or suffi- ple who work for themselves. The social secur-
show the value of any payment for services cient evidence to prove your own statements. ity benefits you receive when you retire or be-
that was not made in cash. This includes expenses for local travel, gifts, come disabled, or the benefits your family

Send Copy A of each Form W–2 to the So- entertainment, and the business use of certain receives in case of your death, depend on the
cial Security Administration (SSA) with a com- listed property. amount you contributed to your social security
pleted Form W–3, Transmittal of Income and Adequate records include account books, account based on your net earnings. The self-
Tax Statements, by February 28. If the due diaries, trip sheets, or similar items. Records employment tax also provides medical insur-
date for filing a return falls on a Saturday, Sun- written at or near the time you have the ex- ance (Medicare) benefits. Your records should
day, or legal holiday, you can file the return on penses have more value than oral statements show how much of your earnings are subject
the next business day. The correct mailing ad- or written records reconstructed much later. to self-employment tax.
dress for your area’s SSA office can be found See Publications 463 and 917 for more
in the instructions for Form W–3. Copies B and information. Support items reported on tax return.  IfC of Form W–2 must be given to the employee Listed property includes all passenger your income tax return is examined by the IRS,by January 31. automobiles; entertainment, amusement or you may be asked to explain and support the

recreation type property; and computer equip- items reported. Adequate and complete
ment not used exclusively at a regular busi- records should be supported by sales slips, in-
ness location. For more information on listed voices, receipts, canceled checks, certain fi-
property, see Chapter 4 in Publication 534. nancial account statements, and other

documents.2.
Checkbook.  Your business checkbook is

the basic source for keeping a record of yourHow To KeepImportance of Good
business expenses. It is recommended that allRecords  daily receipts be recorded in your checkbook.Records

You should use a checkbook that providesGood records are needed for efficient man-
enough space to enter sufficient information toagement, to apply for credit, and to support all
determine later which receipts represent taxa-items of income and expense reported on your
ble income to be reported on your tax returntax return. The following suggestions are pro-
and which represent nontaxable transfers ofImportant Reminder vided to help you maintain good records and
personal funds, reimbursements, or loans.show you ways in which they may help.Recordkeeping requirements.  IRS accepts

Deposits.  You should deposit all businesscertain financial account statements as proof
receipts in a business bank account and set upIdentify the source of income.  The moneyof payment made by check, credit card, or
a petty cash fund for small expenses. All busi-or property you receive can come from manyelectronic funds transfer. See Financial ac-
ness expenses paid by cash should be sup-sources. Your records should identify thecount statements, later.
ported by cash receipts, invoices markedsource of your income so you can show if the
‘‘paid,’’ or other documents that clearly showincome is taxable or nontaxable.Topics the expenses incurred were for business

This chapter discusses: purposes.Maintain a record of deductible expenses.
• How to keep records Pay by check.  You should pay all busi-You may forget your deductible expenses

ness expenses by check. Do not write busi-when you prepare your tax return unless you• How long to keep records
ness checks payable to cash or to yourself un-record them when they occur. You should also
less they are drawn for personal reasons. Ifretain the invoice, paid receipt, or canceledUseful Items
you must write a check for cash to pay a busi-check that supports the item of expense.You may want to see:
ness expense, include the receipt for the pay-
ment in your records. If you cannot get a re-Figure depreciation.  You should keep a per-Publication
ceipt for a cash payment, you should record anmanent record of the depreciable assets used

❏ 463 Travel, Entertainment, and Gift adequate explanation at the time of payment.in your fishing business. Depreciation allows
Expenses Financial account statements.  If youyou to recover the cost of your business prop-

cannot provide a canceled check to prove pay-❏ 534 Depreciation erty by deducting part of it each year of its de-
ment of an expense item, you may be able topreciable life on your tax return. You must❏ 917 Business Use of a Car
prove it with certain financial account state-keep a record of the cost and any other infor-

❏ 937 Employment Taxes ments. This includes account statements pre-mation about the basis of your assets. This in-
pared by a third party who is under contract to❏ 946 How To Begin Depreciating Your formation is needed to figure your depreciation
prepare statements for the financial institution.Property deduction. See Chapter 7 for more information
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To be acceptable, the statement must meet bills, canceled checks, etc., that support en- 1) Purchase for cash, or for a cash down-
tries in your books should be maintained in a payment plus your note for the rest of thethe following requirements:
safe, well-organized file. purchase price,

1) An account statement showing a check
2) Purchase as described in (1) except thatclearing is accepted as proof if it shows

Employment taxes. If you are an employer, you also trade in a used asset,the check number, amount, payee name,
you must keep all your employment taxand the date the check amount was 3) Inheritance,records for at least 4 years after the date theposted to the account by the financial
tax becomes due or is paid, whichever is later. 4) Gift,institution.
This includes copies of Form W–4, undeliv-

5) Conversion of property held for personalered employee copies of Form W–2, and all2) An account statement prepared by a fi-
use to a business asset, andpayroll records. For more detailed informationnancial institution showing an electronic

6) Exchange of other assets.on employment tax records, see Recordkeep-funds transfer is accepted as proof if it
ing in Publication 937.shows the amount transferred, payee

Basis is the amount of your investment inname, and the date the transfer was
property for tax purposes. The basis of prop-posted to the account by the financial Cost basis. Keep records that support your
erty you buy is usually its cost to you. How-institution. cost basis in property for as long as they are
ever, if you get the property in some other way,needed to figure the basis of the original or re-

3) An account statement prepared by a fi- such as by gift or inheritance, you normallyplacement property ( inc luding capi ta l
nancial institution showing a credit card must use a basis other than cost. You mustimprovements).
charge (an increase to the cardholder’s know the basis of the property to figure your
loan balance), is accepted as proof if it depreciation on it and your gain or loss on itsTax returns. Keep copies of your tax returns.shows the amount charged, payee name, sale or other disposition.They will help in preparing future tax returnsand the date charged (transaction date). While you own the property, various eventsand in making computations if you later file a

may take place that change your original basisclaim for refund. They may also be helpful to
These account statements must show a in the property. These events increase or de-the executor or administrator of your estate, or

high degree of legibility and readability. For crease the original basis. The result is calledto the IRS, if your original return is not
this purpose, legibility is the quality of a letter ‘‘adjusted basis.’’available.
or number enabling it to be identified positively To figure depreciation, use ‘‘unadjusted
excluding all other letters and numbers. Read- basis.’’ For information on depreciation, see
ability is the quality of a group of letters or num- Chapter 7.
bers enabling it to be recognized as words or
complete numbers. However, this does not 3.mean the information must be typed or printed. Cost Basis Proof of payment alone does not establish
that you are entitled to a tax deduction. You The basis of property you buy is usually itsBusiness Assets
should also keep other documents as dis- cost. The cost usually is the amount you pay
cussed in Support items reported on income for it in cash, other property, or debt obliga-
tax return, earlier. tions. Your cost includes amounts you pay for:Topics

1) Sales tax,This chapter discusses:Recordkeeping.  You must keep the books
2) Freight,• Cost basisand records of your business available at all

times for inspection by the IRS. Your records 3) Installation and testing charges,• Adjusted basis
must be kept as long as they may be needed in

4) Excise tax,• Other basisthe administration of any Internal Revenue
law. 5) Legal fees (when required to be

Useful Items capitalized),
You may want to see:Illustrated records.  For an illustration of a 6) Revenue stamps,

sample recordkeeping system, see Chapter
7) Recording fees, andPublication16.
8) Real estate taxes if assumed for the❏ 504 Divorced or Separated Individuals

seller.
❏ 525 Taxable and Nontaxable Income

How Long To ❏ 544 Sales and Other Dispositions of
Assets Settlement fees or closing costs. Legal andKeep Records  

recording fees are some of the settlement fees❏ 551 Basis of Assets
or closing costs included in the basis ofKeep records that support items of income or
property.expenses reported on your tax return until the

period of time for the statute of limitations for
Assumption of a mortgage.  If you buy prop-that tax return runs out. Usually, this is the later An individual engaged in a business activ-
erty and assume an existing mortgage on theof: ity usually has property used in the business.
property, your basis includes the amount youThis property contributes directly or indirectly1) 3 years after the date your return is due or pay for the property plus the amount to be paidtoward earning the income of the business.filed, or on the mortgage you assume.Property used in a business is a business

2) 2 years after the tax is paid. Example.  If you buy a fishing vessel forasset.
$20,000, and assume a mortgage of $80,000A business asset may be tangible property,

Your permanent books must show your on it, your basis is $100,000.such as a fishing vessel or fishing gear, or in-
gross receipts, as well as your deductions and tangible property such as a franchise right.
credits. In addition, you must keep other The amount paid for a business asset is usu- Constructing assets.  If you construct real or
records and data you need to support the en- ally a capital expenditure. tangible personal property for use in your busi-
tries in your records and for all tax or informa- You may get business assets in several ness, you must add to the basis (capitalize) di-
tion returns. Worksheets, logs, diaries, paid ways. These include, but are not limited to: rect costs, such as labor and materials, and an
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allocable part of most indirect costs that bene- property by the amount of any insurance or 3) Qualified real property indebtedness (pro-
fit the property. Indirect costs include depreci- vided you are not a C corporation).other reimbursement you receive and by any
ation, taxes, interest, and general administra- deductible loss not covered by insurance.
t i ve  cos ts .  I f  p roper ty  i s  p roduced However, increase your basis by amounts you If your canceled debt exclusion relates to 1) or
(constructed, built, installed, etc.) for you spend after a casualty to restore the damaged 2), you must apply the amount excluded to re-
under a contract, treat it as produced by you to property. For more information, see Chapter 9. duce, in a prescribed order, certain of your tax
the extent that you make payments or other- Depreciation.  Decrease the basis of your attributes (including the basis of property,
wise incur costs for the property. property by the amount of depreciation you which is 5th in order). However, you can

could have deducted for the property on your choose to first reduce the basis of depreciable
More information. For more information, see tax returns under the method of depreciation property.
Business Assets in Publication 551. you selected. If you deducted more deprecia- If your canceled debt exclusion relates to

tion than you should have, decrease your ba- 3), you must apply the amount excluded to re-
sis as follows. Decrease it by an amount equal duce the basis of your depreciable real
to the depreciation you should have deducted property.Adjusted Basis 
as well as by that part of the excess deprecia- For more information on canceled debt in a

Before figuring any gain or loss on a sale, ex- tion you deducted that actually reduced your bankruptcy case or during insolvency, see
change, or other disposition of property, or fig- tax liability for any year. If you did not deduct Publication 908, Tax Information on Bank-
uring allowable depreciation, depletion, or any depreciation that you could have taken, ruptcy. For information on canceled debt that
amortization, you must usually make certain then decrease the basis for depreciation you is qualified farm debt, see Chapter 4 in Publi-
adjustments (increases and decreases) to the

could have taken as explained in Chapter 7. cation 225, Farmer’s Tax Guide. For informa-
basis of the property. The result of these ad-

tion on the cancellation of qualified real prop-Gas-guzzler tax. Decrease the basis injustments to the basis is the adjusted basis.
er ty  indebtedness,  see Chapter  7  inyour car by the gas-guzzler (fuel-economy) tax
Publ icat ion 334,  Tax Guide for  Smal lif you begin using the car within 1 year of theIncreases to basis.  Increase the basis of any
Business.date of its first sale for ultimate use. This ruleproperty by all items properly added to a capi-

applies to someone who later buys the car andtal account. This includes the cost of any im-
begins using it not more than 1 year after the Adjusted basis example.  In 1990, you paidprovements having a useful life of more than
original sale for ultimate use. If the car is im- $40,000 for a used fishing boat. You also paidone year and amounts spent after a casualty to
ported, the one-year period begins on the date commissions of $2,000 and transportationrestore the damaged property. One of the
of entry or withdrawal of the car from the ware- charges of $1,600 for a total cost of $43,600.items added to the basis of property is legal

You spent $14,200 to make the boat ready forhouse if that date is later than the date of thefees, such as the cost of defending and
sea and placed the boat in service in 1990. Infirst sale for ultimate use.perfecting title.
July 1993, you had a $2,000 casualty loss onDiesel-powered vehicle. If you receivedIf you make additions or improvements to
the boat from a fire. The loss was not coveredan income tax credit or refund for buying a die-business property, keep separate accounts for
by insurance and you claimed it as a deduc-sel-powered highway vehicle, reduce your ba-them. Also, depreciate the basis of each ac-
tion. You spent $2,500 to repair the fire dam-cording to the depreciation rules in effect when sis in that vehicle by the credit or refund allow-
age. You were allowed depreciation ofyou place the addition or improvement in ser- able. For more information about this credit or
$31,266 for the years 1990 through 1993. Thevice. For more information,  see Additions or refund, see Publication 378.
adjusted basis of the boat as of January 1,improvements to property in Chapter 3 of Pub- Credit for qualified electric vehicles. If
1994, is figured as follows:lication 946. you claim the credit for qualified electric vehi-

cles, you must reduce the basis of the property
Original cost, including fees andDecreases to basis.  Decrease the basis of on which you claimed the credit. For more in-

transportation . . . . . . . . . . . . . . . . . . . . . . . . . . $43,600your property by any items that represent a re- formation on this credit, see Chapter 15 in
Adjustments to basis:turn of capital. These include: Publication 535.

Add:1) The section 179 deduction, Deduction for clean-fuel vehicles and
Improvements . . . . . . . . . . . . . . . . . . . . . . . 14,200clean-fuel vehicle refueling property. If you2) Recognized losses on involuntary Repair of fire damage . . . . . . . . . . . . . . . . 2,500take either the deduction for clean-fuel vehi-exchanges,

$60,300cles or clean-fuel vehicle refueling property, or
3) Casualty losses,

Subtract:both, you must decrease the basis of the prop-
4) Deductions previously allowed (or allowa- Depreciation . . . . . . . . . . . . . . $31,266erty by the amount of the deduction. For more

ble) for amortization, depreciation, and information on these deductions, see Chapter Casualty loss . . . . . . . . . . . . . 2,000 33,266
depletion, 15 in Publication 535. Adjusted basis January 1, 1994 $27,034

5) The credit for qualified electric vehicles, Exclusion from income of subsidies for
energy conservation measures. If you re-6) The deduction for clean-fuel vehicles, and For more information about basis, seeceived a subsidy from a public utility companyclean-fuel vehicle refueling property, Publication 551. For more information about
for the purchase or installation of any energy

depreciation, see Publication 534.7) Exclusions from income of subsidies for
conservation measure, you can exclude it from

energy conservation measures,
income. If you exclude the subsidy from in-

8) Investment credit (part or all of credit) come, reduce the basis of the property on
taken, which you received the subsidy, by the amount Other Basis

9) Casualty and theft losses, and of the subsidy. For more information on this
There are many times when you cannot usesubsidy, see Publication 525.10) Certain canceled debt excluded from
cost as basis. In these cases, the fair marketCanceled debt excluded from income.income.
value of the property, or the adjusted basis ofYou may be required to reduce the basis of
certain property may be important.your property if you exclude canceled debtSection 179 deduction.  If you take the

from income. You can exclude your canceledsection 179 deduction for any part of the cost
Fair market value (FMV).  FMV is the price atdebt from income if the debt is:of property, decrease the basis of the property
which the property would change hands be-by the amount of the section 179 deduction. 1) Canceled in a title 11 bankruptcy case or tween a buyer and a seller, neither being re-For more information, see Chapter 7. when you are insolvent, quired to buy or sell, and both having a reason-Casualties and thefts.  If you have a casu-
able knowledge of all necessary facts.alty or theft loss, decrease the basis of your 2) Qualified farm debt, or
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investment for property of a like kind. Depre- $3,000. You have a gain of $1,500 recognizedProperty Received
ciable tangible personal property may be ei- on the exchange. The basis of the propertiesfor Services ther ‘‘like kind’’ or ‘‘like class.’’ you received is:

If you receive property for services, include its Example.  You exchange real estate (ad- Adjusted basis of real estate transferred $15,000FMV in income. The amount you include in in- justed basis $50,000, FMV $80,000) held for Minus: Cash received . . . . . . . . . . . . . . . . . . . . 1,000come becomes your basis. investment for other real estate (FMV
$14,000$80,000) held for investment. Your basis in the

Plus: Gain recognized . . . . . . . . . . . . . . . . . . . . 1,500Restricted property.  If you receive property new property is the same as the basis of the
for your services and the property is subject to Total basis of properties received $15,500old property ($50,000).
certain restrictions, your basis in the property For more information, see Nontaxable Ex-
is its FMV when it becomes substantially Allocate the total basis of $15,500 betweenchanges in Publication 544.
vested. Property becomes substantially the boat and the real estate. The basis of the
vested when you can transfer it or it is not sub- boat is its FMV, $3,000, and the basis of theProperty plus cash.  If you trade property in a
ject to a substantial risk of forfeiture. For more real estate is the remainder, $12,500.nontaxable exchange and pay money, the ba-
information, see the discussion on Restricted sis of the property you receive is the same as
Property Received for Services in Publication Trade-in or sale and purchase.  If a sale andthe basis of the property you exchanged in-
525. purchase are a single transaction, you cannotcreased by the money you paid.

increase the basis for depreciation of propertyExample. You trade in a truck (adjusted
by selling your old property outright to a dealerTaxable Exchanges basis $3,000) for another truck (FMV $7,500)
and then buying the new property from theand pay $4,000. Your basis in the new truck isA taxable exchange is one on which the gain is
same dealer. If the sale to the dealer of your$7,000 ($3,000 basis of old truck plus $4,000taxable or the loss is deductible. If you re-
old property and your purchase from thatpaid).ceived property in exchange for other property
dealer of the new property are dependent onin a taxable exchange, the basis of the prop-
each other, you are considered to have tradedRelated parties.  There are special rules forerty you received is usually its FMV at the time
in your old property. Treat the transaction asexchanges of like-kind property between re-of the exchange.
an exchange no matter how it is carried out.lated persons. See Special rules for related

persons under Nontaxable Exchanges in Pub-Involuntary Exchanges Exchange—loss not recognized.  If youlication 551.
If you acquire property as a result of an invol- have an exchange that results in an unrecog-
untary exchange, such as a casualty, theft, or nized loss, the basis of the new property is thePartially nontaxable exchange.  A partially
condemnation, you may figure the basis of the same as the basis of the old property, de-nontaxable exchange is an exchange in which
replacement property you acquire using the creased by any money received. Allocate thisyou receive unlike property or money in addi-
basis of the property exchanged. basis among the properties, other than money,tion to like property. The basis of the property

received in the exchange. In making this allo-you receive is the same as the basis of the old
cation, the basis of unlike property is its FMVSimilar or related property.  If you receive property:
on the date of the exchange. The remainder isproperty that is similar or related in service or

1) Decreased by— the basis of the like property.use to the property exchanged, the new
a) Any money received, andproperty’s basis is the same as the old Example.  You exchanged a fishing boat

property’s basis on the date of the exchange (adjusted basis $18,000) used in your busi-b) Any loss recognized on the exchange.
with the following adjustments: ness for a smaller fishing boat (FMV $14,000)

2) Increased by—
to be used in your business, a truck (FMV1) Decreased by—

a) Any additional costs incurred, and $2,500) for personal use, and $500. Do not
a) Any loss recognized on the exchange, recognize the loss of $1,000 ($17,000 minusb) Any gain recognized on the exchange.and $18,000) on the exchange. Your basis of the
b) Any money received that was not spent properties you received is:If the other party to the transaction as-

on similar property. sumes your liabilities (including a nonrecourse
Adjusted basis of your old boat . . . . . . . . . . . $18,000

obligation), treat them as money transferred to2) Increased by— Minus: Cash you received . . . . . . . . . . . . . . . . 500
you on the exchange.

a) Any gain recognized on the exchange, Total basis of the properties youAllocate the basis among the properties,
and received $17,500other than money, you received in the ex-

b) Any cost of acquiring replacement change. In making this allocation, the basis of
Of the total basis of $17,500, $2,500 is forproperty. the unlike property is its FMV on the date of the

the truck you received and the remainingexchange. The remainder is the basis of the
$15,000 is the basis of your new boat.like property.Not similar or related property.  If you re-

ceive money or other property not similar or re- Example 1.  You exchange a truck (ad-
lated in service or use to the old property and Propertyjusted basis $6,000) for a new, smaller truck
you buy new property that is similar or related (FMV $5,200) and $1,000. You have a recog- Received as a Gift 
in service or use to the old property, the basis nized gain of $200 ($6,200 minus $6,000) and To figure the basis of property you receive as aof the new property is its cost, decreased by your basis in the new truck is: gift, you must know its adjusted basis to thethe amount of gain not recognized on the ex-

donor just before it was given to you, its FMVAdjusted basis of old truck . . . . . . . . . . . . . . . . . $6,000change. See Replacement Property in Chap-
at the time it was given to you, any gift tax paidMinus: Cash you received . . . . . . . . . . . . . . . . . 1,000ter 9.
on it, and the date it was given to you.

$5,000
Plus: Gain recognized . . . . . . . . . . . . . . . . . . . . . 200Nontaxable Exchanges FMV less than donor’s adjusted basis.  If
Basis of new truck $5,200A nontaxable exchange is an exchange in the FMV of the property was less than the do-

which any gain is not taxed and any loss can- nor’s adjusted basis, your basis for gain on its
not be deducted. If you receive property in a Example 2.  You had an adjusted basis of sale or other disposition is the same as the do-
nontaxable exchange, its basis is usually the $15,000 in real estate you held for investment. nor’s adjusted basis plus or minus any re-
same as the basis of the property you ex- You exchange it for $1,000, other real estate to quired adjustment to basis during the period
changed. This rule applies to exchanges of be held for investment with an FMV of you held the property (see Adjusted Basis,
property used in a trade or business or held for $12,500, and a pleasure boat with an FMV of earlier). Your basis for loss on its sale or other
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disposition is its FMV at the time of the gift plus Fair market value . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 Useful Items
Minus: Adjusted basis . . . . . . . . . . . . . . . . . . . . 20,000or minus any required adjustment to basis dur- You may want to see:

ing the period you held the property (see Ad- Net increase in value . . . . . . . . . . . . . . . . . . . . . $30,000
justed Basis, earlier). Publication

Gift tax paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000If you use the donor’s adjusted basis for fig- ❏ 378 Fuel Tax Credits and RefundsMultiplied by ($30,000 ÷ $50,000) . . . . . . . . .60uring a gain and get a loss, and then use the
❏ 538 Accounting Periods and MethodsGift tax due to net increase in value . . . . . . . $ 5,400FMV for figuring a loss and get a gain, you

Adjusted basis of property to your mother 20,000 ❏ 541 Tax Information on Partnershipshave neither gain nor loss on its sale or other
Your basis in the property $25,400disposition. ❏ 915 Social Security Benefits and

Business assets. If you hold the gift as Equivalent Railroad Retirement Benefits
business property, your basis for figuring any
depreciation, depletion, or amortization de- Form (and Instructions)Property Transferredduction is the same as the donor’s adjusted

❏ Sch C (Form 1040) Profit or Loss FromFrom a Spousebasis plus or minus any required adjustments Business
to basis while you hold the property (see Ad- The basis of property transferred to you or ❏ Sch C–EZ (Form 1040) Net Profit Fromjusted Basis, earlier). transferred in trust for your benefit by your Business

spouse, or former spouse if the transfer is inci-
❏ 1128 Application To Adopt, Change, ordent to divorce, is the same as the transferor’s

FMV equal to or greater than donor’s ad- Retain a Tax Yearadjusted basis.
justed basis.  If the FMV of the property was ❏ 3115 Application for Change inAdjust your basis for any gain recognized
equal to or greater than the donor’s adjusted Accounting Methodby the transferor on a property transferred in
basis, your basis is the donor’s adjusted basis trust. This rule applies only to a property trans-
at the time you received the gift. Increase your ferred in trust in which the sum of the liabilities
basis by all or part of the gift tax paid, depend- assumed, plus the liabilities to which the prop-
ing on the date of the gift. This chapter discusses accounting periodserty is subject, are more than the adjusted ba-

Also, for figuring gain or loss from a sale or and methods, and how to figure gross income.sis of the property transferred.
other disposition of the property or figuring de- Every person who is subject to federal incomeThe transferor must supply you with

tax must have an accounting period and an es-preciation, depletion, or amortization deduc- records necessary to determine the adjusted
tablished accounting method. After you havetions on business property, you must increase basis and holding period of the property as of
selected your accounting period and method,the date of transfer.or decrease your basis (the donor’s adjusted
you must use them to figure your gross in-For more information, see Publication 504.basis) by any required adjustments to basis
come. For more information on accounting pe-while you held the property.
riods and methods, see Publication 538.Gift received before 1977.  If you received Inherited Property a gift before 1977, increase your basis in the

gift by the gift tax paid on it. (Your basis in the Your basis in property you inherit is usually its
gift is the donor’s adjusted basis.) However, do FMV at the date of the decedent’s death. If a Accounting Periods 
not increase your basis above the FMV of the federal estate tax return has to be filed, your

Every taxpayer must figure taxable income,basis in property you inherit can be its FMV atgift when it was given to you.
and file a tax return, on the basis of an annualthe alternate valuation date, if the estate quali-
accounting period called a tax year.fies and elects to use alternate valuation. If aExample 1.  You were given a fishing boat

federal estate tax return does not have to bein 1976 that had an FMV of $21,000. The do- Calendar or fiscal year.  A tax year is usuallyfiled, your basis in the property is its appraisednor’s adjusted basis was $20,000. The donor 12 consecutive months. It may be a calendarvalue at the date of death for state inheritancepaid a gift tax of $500. Your basis is $20,500, year or a fiscal year. A calendar year is 12 con-or transmission taxes.the donor’s adjusted basis plus the gift tax secutive months ending on December 31.Your basis in inherited property may alsopaid. Most fishermen use the calendar year. A fiscalbe figured under the special farm or closely
year is 12 consecutive months ending on theheld business real property valuation method,

Example 2.  If, in Example 1, the gift tax last day of any month other than December.if elected for estate tax purposes.
Partnerships.  A partnership must con-paid had been $1,500, your basis would be For more information, see Inherited Prop-

form its tax year to the tax year of either its ma-$21,000. This is the donor’s adjusted basis erty in Publication 551.
jority partners, its principal partners, or a taxplus the gift tax paid, limited to the FMV of the
year that results in the ‘‘least aggregate defer-boat at the time you received the gift.
ral of income’’ to the partners. It must be in thatGift received after 1976.  If you received a
order, unless the partnership can establish agift after 1976, increase your basis in the gift
business purpose for using a different tax year,by the part of the gift tax paid that is due to the
or makes a section 444 election. See Publica-4.net increase in value of the gift. (Your basis in
tion 541.the gift is the donor’s adjusted basis.) Figure

the increase by multiplying the gift tax paid on Determining Your Establishing the tax year.  If you have neverthe gift by a fraction, the numerator (top part)
filed an income tax return before, you mayof which is the net increase in value of the gift, Income adopt either a calendar or a fiscal year. In cer-and the denominator (bottom part) is the
tain situations, however, you will have to adoptamount of the gift. The net increase in value of
the calendar year as your tax year. For exam-

the gift is the FMV of the gift minus the donor’s
ple, if you do not maintain a set of books and

adjusted basis. Topics records, you must use the calendar year. You
This chapter discusses: also must use the calendar year if you have no

Example.  In 1994, you received a gift of annual accounting period or the one you have
• Accounting periodsproperty from your mother that had an FMV of does not qualify as a fiscal year. The first tax

$50,000. Her adjusted basis was $20,000. year must be adopted by the time set by law,• Accounting methods
She paid a gift tax of $9,000. Your basis, not including extensions, for the filing of a re-
$25,400, is figured as follows: • Gross income turn for that tax year.
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Changing your tax year.  You must, with cer- on January 3, 1995. The payment is included
tain exceptions, get the approval of the Internal in your gross income for 1994 because it was Gross Income 
Revenue Service (IRS) to change your tax available to you in that year.

Any income you receive, regardless of itsyear by filing Form 1128. This form must be Delaying receipt of income.  You cannot
source or whether it is in the form of cash,filed by the 15th day of the second calendar hold checks or similar property from one tax
property, or services, must be reported on yourmonth after the close of the short tax year. This year to another to avoid paying the tax on the tax return (Form 1040), unless it is specificallyshort tax year begins with the first day after the income. You must report the income in the excluded by law.end of your present tax year and ends on the year the property is received or available to

day before the opening date of your new tax you without restriction. If you authorize some- Trades and exchanges.  If you exchangeyear. For more information, see the instruc- one to be your agent and receive income for property for services, services for services, ortions to Form 1128.
you, you are treated as having received that in- services for property, you must report the fairIf your application is approved, you must
come when your agent receives it. market value of the property or services youfile an income tax return for the short tax year.

Expenses paid in advance.  Expenses receive. This is called barter income. It in-There are special rules for figuring the tax for a
you pay in advance can be deducted only in cludes such exchanges as fish for services orshort tax year caused by a change in your tax
the year to which they apply. groceries, or the exchange of your services foryear. See Tax for short tax year under Short

fish or the services of another.Tax Year, in Publication 538. Example.  You are a calendar year tax-
payer and you pay $1,000 for an insurance Reporting income.  Report on Form 1040
policy that is effective on July 1, 1994, for a your net profit from your fishing business and
one-year period. You may deduct $500 inAccounting Methods any compensation received for services, inter-
1994, and $500 in 1995. est, dividends, rents, or royalties. Also, reportThe purpose of an accounting method is to Two or more businesses.  If you own any income from partnerships, estates, orclearly show income and expenses accurately. more than one business, you may use a differ- trusts, and profits from the sales or exchangesIf this is achieved, it is a satisfactory method of ent accounting method for each separate and of property that you may have received. Youaccounting for income tax purposes. You must
distinct business if the method you use for may also have to include a refund of excisefile your tax return using the same method as
each business clearly shows its income. No taxes in income, as discussed in Publicationyou use in keeping your records. The most
business will be considered separate and dis- 378.common accounting methods are:

One important source of income for you istinct if you do not keep a complete and sepa-
1) The cash method, and from your fishing business (net profit shown onrate set of books and records for that business.

Schedule C or C–EZ (Form 1040)). Your gross2) The accrual method.
Example.  You operate a fishing vessel sales or gross receipts is the first figure you

and a retail grocery. You may use the cash must determine for your fishing business. Usu-You may also use any combination of
method for the fishing business, but you must ally the sales figure on your income tax returnthese methods that meets the needs of your
use an accrual method for the grocery busi- will be taken from your annual summary forbusiness as long as your income is clearly
ness because inventories are necessary in ac- Schedule C entries. See Chapter 16.shown. However, if inventories are necessary
counting for income in this kind of business.in accounting for your income, you must use

Limits on use of cash method.  Gener- Gross income from fishing.  Your gross in-an accrual method for your sales and
ally, the cash method of accounting may not come from fishing includes any income you re-purchases. Only the cash method of account-

ceive from the catching, taking, harvesting,be used by:ing is discussed here. See Accounting Meth-
cultivating, or farming of any kind of fish, shell-ods in Publication 538 for information on ac-

1) Corporations (other than S corporations), fish (such as clams and mussels), crustaceacrual methods and other accounting methods.
(such as lobsters, crabs, and shrimp),

2) Partnerships having a corporation (other
sponges, seaweeds, or other aquatic forms ofChoosing your accounting method.  In filing than an S corporation) as a partner, and animal and vegetable life.your first return, you may adopt any permissi-

ble accounting method without the consent of 3) Tax shelters.
Exclusions.  Some items specifically ex-the IRS. You must use the same method from
cluded from gross income are:year to year and figure your taxable income

following the accounting method you use to 1) The increase in the value of business as-Note:  An exception allows entities, exceptkeep your books if that method clearly shows sets, if no sale or exchange takes place,tax shelters, with average annual gross re-your income. except for items included in inventories.ceipts of $5,000,000 or less over the last 3 tax
2) Interest on tax-exempt obligations of anyyears to continue using the cash method. ThisCash method.  With the cash method, you in-

state, possession of the United States, orexception does not apply to a tax shelter.clude in your gross income all items of income
any political subdivision of the Unitedyou actually or constructively receive dur-
States, or of the District of Columbia. Pri-ing the year. Usually, you must deduct ex-

Changing your method of accounting. vate activity bonds, arbitrage bonds, andpenses in the tax year in which you actually
When you file your first return, you may, with- bonds not in registered form are not in-pay them. However, if you pay expenses in ad-

cluded as tax-exempt bonds. Interest onout the consent of the IRS, choose any appro-vance, see Expenses paid in advance, later.
U.S. Savings Bonds is not tax-exempt.priate method of accounting. The method youYou may also have an expense that you may

choose must clearly show your income and 3) Loans from banks or individuals andneed to capitalize. For information on this and
this same method must be used from year to money, other than interest, that you re-other business expenses, see Chapter 5.
year. After that, if you want to change your ceive from others in repayment of loansYou have constructive receipt of income
method of accounting, you must first get the receivable. However, this does not applywhen an amount is credited to your account or
consent of the IRS. if you previously charged off the loan andmade available to you without restriction as to

A change in the method of accounting in- the charge-off resulted in a decrease inthe time or manner of payment. You do not
your tax for any year.cludes a change not only in your overall sys-need to have possession of it.

tem of accounting but also in the treatment ofExample.  You sell fish daily to a local fish 4) Social security benefits from the federal
any material item. For examples of changeshouse and you receive the payment on Tues- government or from a state under the fed-
requiring consent and the rules on how to getday of each week. On Tuesday, December 27, eral social security program if they are
consent, see Publication 538. Also, see Form1994, you did not pick up the payment and the under a certain amount. See Publication
3115.fish house ticket. You picked up the payment 915.
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5) War veterans’ pensions and certain kinds • Insurance limits, and only if you itemize them on Sched-
of compensation received for personal in- ule A (Form 1040).• Interest
juries or sickness. Retirement pay based

1) Deductions you can take for personal as• Losses from a fishing businesson age or length of service is not
well as for business activities are allowedexcluded. • Nondeductible expenses in full.

2) Deductions that do not result in an adjust-Payments for alleged negligence.  Amounts Useful Items
ment to the basis of property are allowedpaid to commercial fishing boat owners, oper- You may want to see:
next, but only to the extent your gross in-ators, and crew members as compensation for
come from the activity is more than thelosses suffered because of alleged negligence Publication
deductions you take (or could take) for itare included in gross income. They may also

❏ 463 Travel, Entertainment, and Gift under the first category.be subject to self-employment tax. For more
Expensesinformation on self-employment tax, see 3) Business deductions that decrease the

Chapter 11. ❏ 529 Miscellaneous Deductions basis of property are allowed last, but only
❏ 535 Business Expenses to the extent the gross income from the

activity is more than deductions you take❏ 536 Net Operating Losses
(or could take) for it under the first two

❏ 587 Business Use of Your Home categories.
❏ 917 Business Use of a Car5.

See Not-for-Profit Activities in Chapter 1 of❏ 925 Passive Activity and At-Risk Rules
Publication 535 for more information.Business Expenses

Form (and Instructions)
Presumption an activity is for profit.  Your❏ 1040 U.S. Individual Income Tax
fishing activity is presumed carried on for profitReturn
if it produced a profit in at least 3 of the last 5

❏ 1040X Amended U.S. Individual tax years. The 5-year period includes the cur-Important Changes
Income Tax Return rent year. If your activity passes this test, thefor 1994 ❏ Sch A (Form 1040) Itemized limits discussed here do not apply. You can
Deductions deduct all your business expenses from theStandard mileage rate.  The standard mile-

fishing activity, even for the years you have aage rate for 1994 is 29 cents a mile for all busi- ❏ 1045 Application for Tentative Refund
loss. See Presumption of Profit in Chapter 1 ofness miles put on a light truck or car.

❏ 5884 Jobs Credit Publication 535 for more information.
❏ 8829 Expenses for Business Use ofMeal and entertainment expenses.  Begin-

Your Homening in 1994, you can deduct only 50% of the
cost of your business meal and entertainment Taxes A person who operates a fishing businessexpenses.

for profit can deduct the ordinary and neces- You can deduct various taxes imposed by fed-
sary expenses of carrying on the fishing busi-Health insurance for self-employed per- eral, state (including certain Indian tribal gov-
ness. Ordinary means the expense is a com-sons.  The 25% deduction for health insur- ernments), local, and foreign governments
mon and accepted practice in the commercialance costs for self-employed persons expired that:
fishing industry. Necessary means the ex-for tax years beginning after December 31,
pense is appropriate and helpful in developing 1) You incur in the ordinary course of your1993.
and maintaining your fishing business. Some fishing business, andCaution. At the time this publication was
of the most common business expenses for abeing prepared for print, Congress was con- 2) Are directly attributable to the business.fishing business are discussed later in thissidering legislation to extend this provision.
chapter. For a discussion of depreciation, seeSee Publication 553, Highlights of 1994 Tax

You can deduct other taxes not related to yourChapter 7.Changes, for information on late legislative
fishing business only if you itemize deductionsWhether a fishing business is being oper-changes.
on Schedule A (Form 1040). If you use theated for profit must be determined from all the
cash method of accounting, deduct taxes onlyfacts and circumstances in each case. How-
in the year you pay them.ever, you will not ordinarily be considered toImportant Reminder  operate a fishing business for profit if you fish
Deductible taxes.  Some taxes you can de-mainly for personal consumption, but deriveAmortization of goodwill and certain other
duct are briefly discussed below.some income from incidental sales. If you dointangibles.  You may be able to amortize

not engage in fishing for profit, you must still in- Real property taxes.  You can usually de-goodwill and certain other intangible property
clude any income you have from that activity duct all taxes imposed on real property youheld in connection with your trade or business
on your return. own (such as a gear shed or net loft). How-or income-producing activity. The amortization

ever, fishermen who have only personal prop-is taken over a period of 15 years.
erty for business assets (a boat, etc.) pay no
real property tax on business property. TheseTopics Not-for-Profit Fishing  fishermen cannot deduct real property taxes

This chapter discusses: as a business expense. If you own your home,If your fishing activity is not carried on to make
• Not-for-profit fishing however, you can deduct the real estate taxesa profit, the deductions you can take for it are

you pay on Schedule A (Form 1040) if youlimited and no loss is allowed to offset other in-• Taxes
itemize your deductions.come. In determining whether you carry on

• Capital expenses State or local income taxes.  If you oper-your fishing activity for profit, your intentions
ate your fishing business as a sole proprietor-• Repairs are important, but all factors relating to your
ship, the state income taxes you pay are notactivity must be taken into account. No one• Salaries, wages, etc.
deductible as business expenses. You can de-factor or group of factors is decisive.

• Truck and car expenses duct them as itemized deductions on ScheduleIf you do not fish for profit, take deductions
A (Form 1040).• Travel expenses only in the following order, subject to certain
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However, you can deduct a state tax on the engine has a major overhaul, capitalize As a sole proprietor, you cannot deduct
gross income directly attributable to your fish- and depreciate the expense. your own salary or any other withdrawals you
ing business as a business expense. make for your personal use. However, wages

Employment taxes.  You can deduct fed- paid to your relatives, including a minor child,Improvements. The costs of making improve-
eral unemployment taxes and the employer’s are deductible if the four requirements abovements to a business asset are capital ex-
part of social security and Medicare taxes as are met.penses if the improvements add to the value of
business expenses. For more information on property, lengthen its life, or adapt it to a differ- Reduce your deduction for salaries and
employment taxes, see Chapter 12. ent use. They cannot be deducted in full as wages by the jobs credit determined for the tax

Other taxes.  A fisherman can deduct as a current business expenses. Ordinarily, the year. See Form 5884 for more information.
business expense any tax imposed by a state cost of the improvement is added to the basis
or local government on personal property used of the improved property and depreciated. Ex- Noncash payments.  You do not have to pay
in the fishing business. Personal property amples of improvements are a new refrigera- compensation in cash. It may be in the form of
taxes are based on the value of the property. tion unit or a new engine for your boat. meals, lodging, or part of the catch. If your
However, they may be based on weight or Capitalize the cost of reconditioning, im- crew members receive part of the catch for
some other measure and still be deducted as proving, or altering your property as part of a their services, you can deduct the fair market
business expenses. general restoration plan to make it suitable for value of the fish on the date given. Your crewAlthough the itemized deduction for state your business. This applies even if some of the members include this amount in their incomes.and local sales taxes on Schedule A (Form work would by itself be classified as repairs. You also must include in your gross income1040) has been eliminated, you can still de- Example.  You bought a fishing boat that the fair market value of the fish given to yourduct any sales tax you pay in your fishing activ-

needed extensive repairs. To meet safety re- crew members. If your crew members receiveity to the extent you can deduct the expense it-
quirements and to make the boat usable in a part of the catch for their services, the valueself. For example, you can deduct any sales
your business, you spent $10,000 repairing or of their part may be subject to income tax with-tax paid on a business meal as part of the meal
replacing old engine parts, worn-out equip- holding, FICA, and FUTA. See Chapter 12.expense subject to limits, discussed later, on
ment, and deteriorated sections of the hull.

meals in general. Any sales tax you pay to buy
You must capitalize the $10,000. Meals and lodging. Generally, you can de-or sell depreciable property must be either in-

duct all of the costs you incur in furnishingcluded in the basis of the property or deducted
Business motor vehicles.  Capitalize the meals and lodging to your employees if thefrom the amount realized for the property.
cost of a motor vehicle you buy to use in your costs must be included in your employees’
business. You recover its cost through annual pay. However, if you reimburse your employ-Nondeductible taxes.  Federal income, es-
depreciation deductions, as discussed in ees for the costs they incur for meals and en-tate, and gift taxes and state inheritance, leg-
Chapter 7. tertainment, you can deduct only 50% of theacy, and succession taxes are not deductible.

You can deduct repairs you make to your reimbursement (see Crew meals, next), and
business vehicles. However, amounts you pay only if the expense would otherwise be deduct-
for reconditioning and overhaul of business ible as a trade or business expense.
vehicles are capital expenses.Capital Expenses Crew meals.  The 50% limit does not apply

to the expense for food or beverages an em-The cost of repairing, replacing, or improving
Tools.  Unless the uniform capitalization rules ployer provides to crew members of certainproperty used in your fishing business is either
apply, you can deduct amounts spent for toolsa deductible or capital expense. A capital ex- commercial vessels if federal law requires the
used in your business as business expenses ifpense is an investment of capital either to get meals (or would require them if the vessel op-
the tools have a life expectancy of less thanproperty with a useful life of more than one erated at sea). This exception does not apply
one year.year or to make permanent improvements that to vessels usually used for luxury water trans-

increase the value of the property or apprecia- portation, such as cruise ships or passenger
bly prolong its life. Included in capital ex- liners.
penses are such things as commissions paid Exclusion from income.  If the meals andRepairs to acquire property and court costs in perfect- lodging you furnish your employees without
ing title. Repairs neither add to the value or usefulness charge meet the following three special rules,

of property nor appreciably lengthen its life. you can exclude their value from your employ-Example.  You maintain a slip and dock for
They merely maintain the property in a normal ee’s gross income. The value is not subject toyour ships. When it was built, the sides of the
efficient operating condition. You can deduct FICA, FUTA, and income tax withholding.dock were riprapped. Later you discovered
the cost of repairs, including labor, supplies,that because of the propeller action of the 1) The meals or lodging are furnished onand certain other items, as a business ex-ships using the slip, the riprap did not stay in

your business premises.pense. However, you cannot deduct the valueplace, requiring substantial annual expenses
of your own labor.for maintenance of the dock. 2) The meals or lodging are furnished for

Examples of common repairs are the costTo correct the situation and to eliminate the your convenience.
of material and labor to paint your boat, mendannual maintenance costs, you had the slip on

3) For lodging (but not meals), the employ-your nets, or replace a deck plank.the dock side sheet piled. The cost of the sheet
ees must accept it as a condition of theirpiling was three times the annual maintenance
employment. This means acceptance ofcost. The sheet piling was a permanent im-
the lodging is required to allow them toprovement to the dock and a capital expense,
properly perform the duties of their em-Salaries, Wages, Etc. as distinguished from an annual maintenance
ployment, such as when they must becost. You recover the cost by annual deprecia- You can generally deduct salaries, wages, and available for duty at all times.tion allowances for real property. See Chapter other forms of compensation paid to employ-

7. ees as business expenses if they are all of the
following.

Replacements. You cannot deduct the cost of
1) Ordinary and necessary expenses of car-a replacement that stops deterioration and Truck and Carrying on your fishing business.adds to the life of your property. Capitalize and

depreciate it. 2) Reasonable in amount. Expenses  
Amounts you pay to replace parts of an en-

3) For personal services performed. You can deduct the cost of operating a truck,gine to keep it in normal operating condition
van, or car in your fishing business. You canare deductible business expenses. However, if 4) Paid or incurred during the tax year.
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deduct only the expenses for business use, in- 1) Air, rail, bus, and car transportation.
cluding gasoline, oil, repairs, license tags, in- Insurance 2) Meals and lodging.surance, and depreciation.

You can generally deduct the cost of insurance
3) Cleaning and laundry expenses. premiums for your fishing business as anStandard mileage rate. You can use the stan-

expense.dard mileage rate instead of deducting the ac- 4) Telephone and telegraph expenses.
Some deductible insurance premiums are:tual expenses for your vehicle. The standard

5) Transportation charges from where youmileage rate for 1994 is 29 cents a mile for all 1) Fire, theft, flood, and other casualty insur-
obtain your meals and lodging to yourbusiness miles put on your light truck or car. ance on your business property (for ex-
boat.If you want to use the standard mileage ample, hull insurance).

rate for a car in any year, you must choose to
2) Liability insurance (protection and6) Other similar ordinary and necessary ex-use the standard mileage rate in the first year

indemnity).penses related to travel.you place the car in service in your business.
3) Workers’ compensation insurance.In later years, you can use the standard mile- 7) Tips incident to any of the above

age rate or actual expenses. 4) State unemployment insurance fundexpenses.
If you use the standard mileage rate in the contributions.

first year, you have made an election not to
5) Car and other vehicle insurance premi-Recordkeeping requirements.  You mustuse the modified accelerated cost recovery

ums on policies covering vehicles used inprove your deductions for travel, entertain-system (MACRS). You also cannot claim the
your fishing business. If you use the vehi-ment, and gift expenses. You should keep ad-section 179 deduction. If you change to the ac-
cles only partly for business, you can de-tual cost method in a later year, but before equate records or have sufficient evidence to
duct only the part of your insurance premi-your car is considered fully depreciated, you support your statement. Estimates or approxi-
ums for the business use of the vehicle.have to estimate the useful life of the car and mations are not proof of an expense.

use straight line depreciation. Adequate records.  You should keep the
Business insurance premiums are ordina-To use the standard mileage rate, you proof you need for travel, entertainment, and

rily deducted in the tax year to which they ap-must: business gift expenses in an account book, di-
ply. Premiums you pay in advance can be de-ary, statement of expenses or similar record,1) Own the vehicle, ducted only in the tax years to which theyand keep adequate documentary evidence

2) Not use the vehicle for hire (such as a apply.that together support each element of an
taxi), and Example.  You operate your own fishingexpense.

boat and file your returns on a calendar year3) Not use more than one vehicle at the Instead of deducting the cost of meals and
basis. You purchased a fire insurance policysame time for business. incidental expenses while traveling away from
on your boat effective October 1, and paid inhome for business, you can choose to deduct
advance a premium of $1,500 for 3 years. YouRecordkeeping.  You must prove your de- a standard meal allowance. If you choose this
can deduct $125 for the 3 months of insuranceductions for operating a vehicle by adequate option, you do not have to keep records to
expense in the first year (1/4 of 1/3 of $1,500),records or by sufficient evidence that cor- prove the amount spent for meals. However,
$500 in the 2nd year, $500 in the 3rd year, androborates your own statement. you must still prove the actual cost of other
$375 for the 9 months of insurance expense inYour records must show when you started travel expenses as well as the time, place, and
the 4th year.using your vehicle for business and the cost or business purpose of your travel.

other basis of the vehicle. Your records must
show the business miles and total miles you

Reimbursements to employees.  You candrove your vehicle during the year. The level of Interest deduct as business expenses reimbursementsdetail for recording mileage may vary depend-
and allowances to your employees for traveling on the facts and circumstances. Interest is the amount you pay for the use of
and transportation expenses they incur in theFor more information on the standard mile- borrowed money. You can generally deduct all
conduct of your business. If you require yourage rate, see Publication 917. interest you pay or accrue during the tax year
employees to account to you and return any on debts related to your fishing business. The
excess reimbursements, keep the recordsCommuting.  You cannot deduct commuting interest must be on a debt under which you
your employees give you to prove the ex-expenses for travel between your home and have a legal obligation to pay a fixed or deter-
penses. In addition, you are subject to a 50%the place where you regularly dock your boat. minable sum of money. For more information,
limit on the deduction for reimbursement of see Chapter 8 of Publication 535.
meals and entertainment expenses. For more
information, see Chapter 16 of Publication Prepaid interest.  Under the cash method,Travel Expenses 535. you cannot generally deduct any interest paid

You can deduct ordinary and necessary ex- before the year it is due. Charge interest youExample.  You take your boat and crew
penses you have in traveling away from home pay that is properly allocable to a later tax year200 miles from your home port to another port
for your fishing business. However, you can- to a capital account. Treat an advance pay-from which you intend to fish for 6 weeks.
not deduct lavish or extravagant expenses. ment as paid in the period covered by the pre-While in port, you and your crew stay in a motel
Your home, for tax purposes, is usually your paid interest.and eat your meals in a restaurant. The crew
home port where you begin and end your fish- Under the accrual method, if you pay inter-members give you their receipts for meals and
ing trips. You are away from home if you are est in advance, deduct it only as it accrues.lodging. In this case you can deduct the meals,
absent from your home port substantially This rule also applies to the amount subtractedlodging, and other incidental expenses for
longer than an ordinary work day and your du- on a discounted loan.yourself and amounts paid to your crew to
ties require you to sleep or rest while away cover these expenses as travel expenses
from home port. (subject to the limits discussed earlier), if they

If you meet these requirements and can are not lavish or extravagant. Other Businessprove the time, place, and business purpose of
the travel, you can deduct your reasonable Expenses  Additional information.  For additional infor-and necessary expenses for travel, meals, and

mation on travel and entertainment, includinglodging. See Meals and lodging, earlier, for The following are some of the other business
recordkeeping and the standard meal allow-limits on your deduction. expenses you may have in your fishing
ance amounts, see Publication 463.Travel expenses include: business.
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Business start-up costs. If you set up or ac- Example.  In May 1994, you leased moor- and deduct it from income in those years.
age space for your fishing boat for 5 years be- There are rules for figuring how much of thequire an active fishing business, you can
ginning July 1, 1994, and ending June 30, NOL you use in each tax year and how muchchoose to amortize certain amounts you
1999. You will pay a yearly rental of $360. You you carry to the next tax year. These rules arespend in setting up the business or investigat-
paid the first year’s rent ($360) on June 1, explained under When To Use an NOL in Pub-ing the creation or acquisition of the business.
1994. On your income tax return for calendar lication 536.You can amortize these costs over a period of
year 1994, you can deduct only 6/12 of $360, or Unless you choose to forgo the carryback60 months or longer, starting with the month
$180, for the rent applicable to 1994. period (as discussed later), first carry youryou begin the business. If you dispose of the

NOL to the third tax year before the NOL year.entire fishing business before the end of the
If it is not all used that year, carry the unusedLegal and professional fees.  You can de-60-month (or longer) period, you can deduct
part to the next year, the second year beforeduct as business expenses legal and profes-the unamortized costs to the extent they qual-
the NOL year. If it is not all used in the secondsional fees, such as fees charged by account-ify as a business loss. See Chapter 12 of Publi-
year, carry the remaining unused part to theants, that are ordinary and necessarycation 535 for more information.
next tax year, the year before the NOL year.expenses of operating your fishing businessAmortization of goodwill and certain

Refigure your deductions, credits, and taxand directly related to your business. How-other intangibles.  You can amortize goodwill
for each of the 3 carryback years to which youever, if the charges include payments for workand certain other intangible property held in
carried an NOL. If your refigured tax is lessof a personal nature, such as making a will,connection with your trade or business or in-
than the tax you originally paid, you can applyyou can take a business deduction only for thecome-producing activity. The amortization is
for a refund by filing Form 1040X for each yearpart of the fee related to your business. Legaltaken over a period of 15 years. This rule ap- affected or by filing Form 1045. You will usu-fees for producing or collecting taxable in-plies to property acquired after August 10, ally get a refund faster by filing Form 1045, andcome, doing or keeping your job, or for tax ad-

1993 (or earlier, if elected). This property is you can use one Form 1045 to figure the over-vice may be deductible on Schedule A (Form
called section 197 property. For more informa- payment of tax for all 3 carryback years.1040) if you itemize deductions. See Publica-
tion on section 197 intangible property, see Carryovers.  If you do not use the entiretion 529.
Chapter 12 in Publication 535. NOL in the 3 carryback years, carry what re-Tax preparation fees. You can deduct as

mains forward to the next 15 tax years follow-a business expense on Schedule C (Form
Business use of your home.  If you use part ing the NOL year. Carry it to the first tax year1040) the cost of preparing that part of your tax
of your home exclusively and regularly as after the NOL year and continue to carry overreturn relating to your fishing business. The re-
the principal place of business for your trade or any unused part of the NOL until you completemaining cost is deductible on Schedule A
business or as a place where you meet or deal the 15-year carryforward period.(Form 1040) if you itemize your deductions.
with clients or customers, you can deduct the Forgoing the carryback period.  You canYou can also take a business deduction on
expenses for the business part of your home. choose not to carry back your NOL. If youSchedule C for the amount you pay or incur in

A structure not attached to your home, make this choice, you may then use your NOLresolving asserted tax deficiencies for your
such as a garage, may qualify if it is used ex- only in the 15-year carryforward period. Tofishing business.

make this choice, attach a statement to yourclusively and regularly for your business.
tax return for the year you have the NOL show-The deductions for operating expenses, Miscellaneous expenses.  Miscellaneous
ing you choose to forgo the carryback period.depreciation, etc., for the business use of your business expenses, such as galley supplies,
For more information about making the choice,home are limited. The total of your deductions bait, ice, and fuel for your boat, are deductible
see Forgoing the carryback period underfor otherwise nondeductible expenses, such business expenses. Licenses and regulatory
When To Use an NOL in Publication 536.fees you pay annually to state or local govern-as utilities, insurance, and depreciation (with

Partnerships and S corporations.  Part-ments also are deductible business expenses.depreciation taken last), cannot be more than
nerships and S corporations cannot take anthe gross income from the business use of
NOL deduction. Each partner or shareholderyour home minus the sum of:
figures his or her individual NOL based on a

1) The business percentage of the otherwise Losses From separate share of the partnership’s or S corpo-
deductible mortgage interest, real estate ration’s loss.a Fishing Business  taxes, and casualty and theft losses, and

At-risk limits. Rules that limit your deductionIf you have a loss in the operation of your fish-2) The business expenses not attributable to
for losses apply to most business or income-ing business during the year, or you had a cas-the business use of your home (for exam-
producing activities. Fishing is one of the activ-ualty or theft loss that was more than your in-ple, salaries or supplies).
ities covered. The at-risk rules limit the losscome, you may have a net operating loss
you can deduct when figuring your taxable in-(NOL). You can use an NOL to reduce your in-You do not have to use a particular method
come or an NOL. The deductible loss from ancome (and tax) in other years by carrying it toof recordkeeping. However, you must keep
activity is limited to the amount you have at riskthose years and deducting it from income.records that provide the information needed to
in the activity.However, the at-risk limits, discussed later,

figure your deduction for the business use of
You are generally at risk up to the amountmay limit how much of your NOL you can carry

your home. of money and property you contribute to an ac-to the other years.
If you file as a sole proprietor and use part tivity, plus certain amounts borrowed for use in

of your home for business, figure the deduc- the activity. You are at risk for amounts bor-Net operating losses.  If your deductions for
tion on Form 8829 and attach it to your Form rowed for use in the activity if you are person-the year are more than your gross income, you
1040 along with the Schedule C (Form 1040). ally liable for repayment of the amounts bor-may have an NOL. However, there are rules
For additional information, see Publication rowed or if the amounts borrowed are securedthat limit what you can deduct when figuring an
587. by property not used in the activity. You are notNOL. These rules are discussed under How

at risk, however, for amounts borrowed for useTo Figure an NOL in Publication 536.
Rent. Rent is an amount you pay for the use of in a fishing activity from a person who has anIt is important for you to determine whether
property you do not own. You can generally interest in the activity or a person related toyou have an NOL. If you have an NOL this
deduct rent as an expense only for property someone (other than you) having such an in-year, you may be able to get part or all of the
you use in your business. If you pay rent in ad- terest. For more information, see Publicationincome tax you paid for the past 3 tax years re-
vance, you can deduct in the year paid only the 925.funded or you may be able to reduce your tax
amount that applies to your use of the rented in future years.
property during that tax year. Deduct the re- Carrybacks.  You generally carry an NOL Passive activity limits. If you are involved in
mainder over the period it covers. back to the 3 tax years before the NOL year a passive activity, special rules limit the loss
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you can deduct in the tax year. Generally you Employer contributions  to an employer-Topics
cannot deduct losses from passive activities in sponsored retirement plan are generally de-This chapter discusses:
the tax year that exceed income from all other ductible as discussed later under Deduction

• Qualified planspassive activities. Credits are similarly limited. Limits.
A passive activity is generally any activity • Kinds of qualified plans

involving the conduct of any trade or business Kinds of plans.  Employer retirement plans• Plans for the self-employedin which you do not materially participate. A are either:
rental activity is also a passive activity unless • Keogh plans

• Qualified plans (includes retirement plansyou materially participate in a real property
• Simplified employee pensions (SEPs) for the self-employed, such as HR–10 (Ke-t rade  o r  bus iness  and  meet  ce r ta in

ogh) plans and simplified employee pen-qualifications. • Salary reduction arrangements
sions (SEPs)), orFor more information, read Publication

• Nonqualified plans
925. • Nonqualified plans.

• Individual retirement arrangements
(IRAs) Also, in general, individuals who are employed

can set up and contribute to individual retire-Nondeductible Useful Items ment arrangements (IRAs).
You may want to see:Expenses 

You cannot deduct the following: Publication Qualified Plans  
❏ 533 Self-Employment TaxFines and penalties.  You cannot deduct

A qualified retirement plan is a written plan that
fines and penalties for violating federal or state ❏ 560 Retirement Plans for

you can establish for the exclusive benefit of
laws, even if they are called adjustments or the Self-Employed

your employees and their beneficiaries.
any other name or if the violations are inadver-

❏ 590 Individual Retirement Contributions to the plan may be made bytent. You also cannot deduct fines and penal- Arrangements (IRAs) you, or by both you and your employees. Ifties paid to a foreign government for violating
your plan meets the qualification require-

❏ 937 Employment Taxesits laws.
ments, you can generally deduct your contri-
butions to the plan when you make them, ex-

Form (and Instructions)Bribes and kickbacks. You cannot deduct cept for any amount capitalized. For more
bribes, kickbacks, or similar payments if they information, get Publication 560.❏ W–2 Wage and Tax Statement
are either of the following: Your employees generally are not taxed on

❏ 5305–SEP Simplified Employee your contributions or increases in the plan’s1) Payments made directly or indirectly to an Pension–Individual Retirement Accounts
assets until they are distributed to them. How-official or employee of any government or Contribution Agreement
ever, certain loans made from qualified em-an agency or instrumentality of any gov-

❏ 5305A–SEP Salary Reduction and ployer plans are treated as taxable distribu-ernment in violation of the law. If the gov-
Other Elective Simplified Employee tions. For more information, get Publicationernment is a foreign government, the pay-
Pension–Individual Retirement Accounts 575.ments are not deductible if they are
Contribution Agreementunlawful under the Foreign Corrupt Prac-

tices Act of 1977. Qualification rules.  To be a qualified plan,❏ 5500–EZ Annual Return of
the plan must meet many requirements.One-Participant (Owners and Their2) Payments made directly or indirectly to a
Among these are rules concerning:Spouses) Pension Benefit Planperson in violation of any federal or state

law (but only if that state law is generally • Who must be covered by the plan,
Retirement plans are savings plans that of-enforced) that provides for a criminal pen-

• How contributions to the plan are to befer you tax advantages to set aside money foralty or for the loss of a license or privilege
invested,your own and your employees’ retirement.to engage in a trade or business.

In general, a sole proprietor or a partner • How contributions to the plan and benefits
is considered an employee for purposes of under the plan are to be determined, and
participating in a retirement plan.

• How much of an employee’s interest in the
plan must be guaranteed (vested).Funding the plan.  A retirement plan you es-

tablish as an employer can be funded entirely6. For more information, get Publication 560.by employer contributions or by a mix of em-
ployer and employee contributions. Employee

Nondiscrimination rules.  To prevent dis-contributions may not satisfy the minimumRetirement Plans
crimination in a plan caused by using separatefunding requirements for your plan. Employee
businesses (and separate plans), all employ-contributions can be voluntary or mandatory.

For example, a retirement plan can require af- ees of certain related employers are treated as
ter-tax employee contributions that do not by if employed by a single employer. For exam-
themselves meet the minimum funding ple, employees of commonly controlled busi-Important Change requirements. nesses or affiliated service groups are treated

Although they are considered employer as working for a single employer.for 1994
contributions, a plan can allow your employ-

New compensation limit.  Compensation of a ees to make elective deferrals. This allows Kinds of Qualified Plans  participant that can be taken into account for employees (including yourself) to elect to have
There are two basic kinds of qualified retire-computing contributions to a Keogh or SEP you contribute part of their current compensa-
ment plans:plan is generally limited to $150,000 for plan tion (pay) to a retirement plan. Only the re-

years beginning on or after January 1, 1994. maining portion of their pay is currently taxa- 1) Defined contribution plans, and
See Deduction Limits under Keogh Plans for ble. The income tax on the contributed pay
more information. (and earnings on it) is deferred. 2) Defined benefit plans.
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Table 6-1. Key Retirement Plan Rules

Type
of Last Date for Time Limit to Begin
Plan Contribution Maximum Contribution Distributions1

Due date of income tax Smaller of $2,000 or taxable compensation April 1 of year after year youIRA
return (NOT including reach age 701/2
extensions)

Due date of employer’s Smaller of $30,000 or 15%2 of participant’s taxable April 1 of year after year youSEP–
return (Plus extensions) compensation3 reach age 701/2IRA

Due date of employer’s April 1 of year after year youDefined Contribution PlansKeogh
return (plus extensions). (To reach age 701/2 (unless the
make contributions for a participant reached age 701/2Employee Self-Employed Individual
year to a new plan, the plan before 1988, in which case
must be set up by the last the distributions must begin

Money Purchase–Smaller Money Purchase–Smallerday of the employer’s tax by the year he or she retires)
of $30,000 or 25% of of $30,000 or 20% of self-year.)
employee’s taxable employed participant’s
compensation taxable compensation4

Profit-Sharing– Smaller of Profit-Sharing– Smaller of
$30,000 or 15% of $30,000 or 13.0435% of
employee’s taxable self-employed participant’s
compensation taxable compensation4

Defined Benefit Plans

Amount needed to provide an annual retirement benefit no
larger than the smaller of $118,800 or 100% of the
participant’s average taxable compensation for his or her
highest 3 consecutive years

1 Distributions of at least the required minimum amount must be made each year i
f the entire balance is not distributed.
2 13.0435% of the self-employed participant’s taxable compensation before adjust
ment for this contribution.
3 Contributions are made to each participant’s IRA (SEP-IRA) including that of
 any self-employed participant.
4 Compensation is before adjustment for this contribution.

employee’s compensation. Your contributions Master and prototype plans.  It may be eas-Defined Contribution Plans 
ier for you to adopt an existing IRS-approvedto the plan are not based on your profits.These are plans that provide for a separate ac-
master or prototype retirement plan than to setcount for each person covered by the plan.
up your own original plan. Master and proto-Benefits are based only on amounts contrib- Defined Benefit Plans type plans can be provided by the followinguted to or allocated to each account.
sponsoring organizations:There are three types of defined contribu- These are any plans that are not defined con-
• Trade or professional organizations,tion plans: tribution plans. In general, a qualified defined

benefit plan must provide for set benefits. Your • Banks (including some savings and loan as-1) Profit-sharing plans,
contributions to the plan are based on actuarial sociations and federally insured credit

2) Stock bonus plans, and assumptions. You may need continuing pro- unions),
fessional help to have a defined benefit plan.3) Money purchase pension plans. • Insurance companies, or

• Mutual funds.
Profit-sharing plan. This is a plan that lets Plan Approval  
your employees or their beneficiaries share in Adoption of a master or prototype plan does
the profits of your business. The plan must The Internal Revenue Service (IRS) will issue not mean that your plan is automatically quali-
have a definite formula for allocating the contri- a determination or opinion letter regarding a fied. It must still meet all of the qualification re-
butions to the plan among the participating plan’s qualification. The determination or opin- quirements stated in the tax law.
employees and for distributing the funds in the ion of the IRS will be based on how the plan is
plan. written, not on how it operates.

You are not required to request a determi-
nation or opinion letter to get all the tax bene-Stock bonus plan. This plan is similar to a Retirement Plans for
fits of a plan. But, if your plan does not have aprofit-sharing plan, but it can only be set up by the Self-Employed a corporation. Benefits are payable in the form determination letter, you may want to request

of the company’s stock. one to ensure that your plan meets the require- If you are a self-employed person, you can set
ments for tax benefits. up certain qualified retirement plans. See

Because requesting a determination, opin-Money purchase pension plan. Under this Qualified Plans, earlier. These plans are gen-
ion, or ruling letter can be complex, you mayplan, your contributions are a stated amount, erally called HR–10 or Keogh plans. You can
need professional help. Also, the IRS chargesor are based on a stated formula that is not also set up a less complicated tax-advantaged
a fee for issuing these letters. For more infor-subject to your discretion. For example, your retirement plan. See Simplified Employee
mation, get Publication 1380, User Fees.formula could be 10% of each participating Pension (SEP), later.
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Net earnings.  Your net earnings must be Step 2Keogh Plans 
Enter your net earnings from: from self-employment in a trade or business

Only a sole proprietor or a partnership (not a
line 31, Schedule C (Form 1040); where your personal services are a material in-partner) can set up a Keogh plan. For plan pur-
line 3, Schedule C–EZ (Form 1040); come-producing factor. Therefore, if you are aposes, a self-employed person is both an em-
line 36, Schedule F (Form 1040); or partner who only contributed capital, and whoployer and an employee. It is not necessary to
line 15a, Schedule K–1 (Form 1065). $did not perform personal services, you cannothave employees besides yourself to set up a

participate in the partnership’s plan. Your net Step 3Keogh plan. The plan must be for the exclusive
earnings do not take into account tax-exempt Enter your deduction for self-benefit of employees or their beneficiaries.
income (or deductions related to that income) employment tax from line 25, FormYou can generally deduct contributions to the
other than foreign earned income and foreign 1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $plan. Contributions are not taxed to your em-
housing cost amounts.ployees until plan benefits are distributed to Step 4

Your net earnings is your business grossthem. Subtract Step 3 from Step 2 and
income minus allowable deductions from that enter the result . . . . . . . . . . . . . . . . . . . . . . $
business. Allowable deductions include contri-Certain boat crew members treated as self- Step 5butions to the plan for your common-law em-employed.  A crew member will be considered Multiply Step 4 by Step 1 and enterployees along with your other business ex-self-employed if he or she serves on a fishing the result . . . . . . . . . . . . . . . . . . . . . . . . . . . . $penses. If you are a partner, other than aboat under an arrangement providing pay only

Step 6limited partner, your net earnings include yourin the form of a share of the boat’s catch. This
Multiply $150,000 by your plandistributive share of the partnership income oralso applies if the operation involves more
contribution rate. Enter the result butloss (other than separately computed itemsthan one boat’s catch, or a share of the pro-
not more than $30,000 . . . . . . . . . . . . . . $such as capital gains and losses) and anyceeds from the sale of the catch. The share

guaranteed payments you receive from themust depend on the size of the boat’s (or Step 7
partnership. If you are a limited partner, yourboats’) catch. Also, the operating crew of the Enter the smaller of Step 5 or Step 6.
net earnings include only guaranteed pay-boat (or each boat from which the member This is your maximum deductible
ments you receive for services rendered to orgets a share) must normally be made up of contribution. Enter your deduction
for the partnership. For more information, seefewer than 10 persons. See Chapter 12. on Line 27, Form 1040 . . . . . . . . . . . . . . $
Partners under Self-Employment Income, in
Publication 533.Deduction Limits Example.  You are a sole proprietor and

Adjustments.  You must reduce your netThe limits differ depending on the kind of plan have employees. The terms of your plan pro-
earnings by the income tax deduction you areyou have. If your plan is a defined contribu- vide that you contribute 101/2% (.105) of your
allowed for one-half of the self-employmenttion plan, the limit for each employee gener- compensation (defined earlier), and 101/2% of
tax. Also, net earnings must be reduced by theally is the lesser of $30,000 or your common-law employees’ compensation.
deduction for employer contributions made for Your net earnings from line 31, Schedule C• 15% of the employee’s taxable compensa- your benefit. This reduction is made indirectly, (Form 1040) is $200,000. In figuring thistion (pay) if your plan is a profit-sharing plan, as explained next. amount, you deducted your common-law em-or

Net earnings reduced by adjusting con- ployees’ pay of $100,000 and contributions for
• 25% of the employee’s taxable compensa- tribution rate. To reduce net earnings by the them of $10,500 (101/2% × $100,000). You fig-

tion, if your plan is a money purchase pen- employer deduction for contributions for your- ure your self-employed rate and maximum de-
sion plan. self presents a problem. This is because the duction for employer contributions for your

deduction and net earnings depend on each benefit as follows:
The maximum compensation that can be other. You can make this adjustment to your
taken into account for these limits is generally net earnings indirectly by, in figuring your max-

Self-Employed Person’s Rate Worksheet$150,000 for plan years beginning in 1994. imum deduction, reducing the contribution rate
called for in the plan. 1) Plan contribution rate as a decimal

Note:  For employees in a collective bar-
(for example, 101/2% would be 0.105) 0.105

gaining unit covered by a plan for which the Figuring your deduction.  Use the following 2) Rate in line 1 plus one (for example,$150,000 limit is not effective for the plan year worksheet to find the reduced contribution 0.105 plus one would be 1.105) . . . . . 1.105beginning in 1994, the compensation limit is
rate. Make no reduction to the contribution rate

$242,280. 3) Self-employed rate as a decimalfor any common-law employees.
(divide line 1 by line 2) . . . . . . . . . . . . . . 0.0950The deduction limit for contributions to a

defined benefit plan may be greater than the
Self-Employed Person’s Rate Worksheetdefined contribution plan limits just described,

but actuarial calculations are needed to deter- Self-Employed Person’s Deduction Worksheet1) Plan contribution rate as a decimal
mine the amount. For more information, see (for example, 101/2% would be 0.105)

Step 1Kinds of Plans in Publication 560.
2) Rate in line 1 plus one (for example, Enter the contribution rate shown in

0.105 plus one would be 1.105) . . . . . line 3 above . . . . . . . . . . . . . . . . . . . . . . . . . 0.0950Deduction of contributions for yourself. To
3) Self-employed rate as a decimaltake a deduction for employer contributions Step 2

(divide line 1 by line 2) . . . . . . . . . . . . . .made for your benefit to a plan, you must have Enter your net earnings from: 
net earnings from the trade or business for line 31, Schedule C (Form 1040); 
which the plan was established. line 3, Schedule C–EZ (Form 1040); Now that you have your self-employed

Limit on deduction.  If the Keogh plan is a line 36, Schedule F (Form 1040); or rate, you can figure your maximum deduction
profit-sharing plan, your deduction of em- line 15a, Schedule K–1 (Form 1065). $200,000for contributions for yourself by completing the
ployer contributions for yourself is limited to following steps: Step 3
the smaller of $30,000 or 13.0435% (15% re- Enter your deduction for self-
duced as discussed below) of your net earn- employment tax from line 25, FormSelf-Employed Person’s Deduction Worksheetings from the trade or business that has the 1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,435
plan. If the plan is a money purchase pen-

Step 1 Step 4sion plan, the deduction is limited to the
Enter the contribution rate shown in Subtract Step 3 from Step 2 andsmaller of $30,000 or 20% (25% reduced as
line 3 above . . . . . . . . . . . . . . . . . . . . . . . . . enter the result . . . . . . . . . . . . . . . . . . . . . . $193,565discussed below) of your net earnings.
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Step 5 you must reduce the 15% deductible limit for Reporting SEP Contributions on
Multiply Step 4 by Step 1 and enter that plan by the allowable deduction for contri- Form W–2 
the result . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 18,389 butions to the SEP–IRAs of those participating

in the profit-sharing plan.Step 6 Your SEP contributions are excluded from
Multiply $150,000 by your plan your employees’ income. Therefore, unless

SEP and other qualified plans.  If you alsocontribution rate. Enter the result but there are contributions in excess of the appli-
contributed to any other type of qualified plan,not more than $30,000 . . . . . . . . . . . . . . $ 15,750 cable limit, or unless there are contributions
treat the SEP as a separate profit-sharing plan under a salary reduction arrangement, do notStep 7
for purposes of applying the overall 25% de-Enter the smaller of Step 5 or Step 6. include these contributions in your employees’
duction limit described in section 404(h)(3) ofThis is your maximum deductible wages on Form W–2 for income, social secur-
the Internal Revenue Code.contribution. Enter your deduction ity or Medicare tax purposes. Your SEP contri-

on Line 27, Form 1040 . . . . . . . . . . . . . . $ 15,750 butions under a salary reduction arrange-
Employee contributions.  Participants can ment are included in your employees’ Form
also make contributions of up to $2,000 to their

W–2 wages for social security and Medicare
SEP–IRAs independent of your SEP contribu-When to make contributions.  To take a de- tax purposes only.tions. The portion of the contributions that isduction for contributions for a particular year,
deductible may be reduced or eliminated be-you must make the contributions not later than Example.  In 1994, Jim chooses to havecause the participant is covered by an em-the due date (plus extensions) of your return $4,500 taken out of his pay to fund employerployer retirement plan (the SEP plan). Seefor that year. contributions to his SEP–IRA. His compensa-Publication 590 for details.

tion for the year is $30,000. On Jim’s Form W–
Additional information  on retirement plans 2, his employer will show total wages ofSalary Reduction Arrangement  for the self-employed and on the reporting $25,500 ($30,000 minus $4,500) for income
forms that must be filed for these plans can be A SEP can include a salary reduction (elective tax and $30,000 for social security and Medi-
found in Publication 560. deferral) arrangement. Under the arrange- care wages. Jim will report $25,500 as wages

ment, employees can elect to have you con- on his tax return.
tribute part of their pay to their SEP–IRAs. TheSimplified Employee For more information on employer with-
tax on the part contributed is deferred. This holding requirements, get Publication 937.Pension (SEP) choice is called an elective deferral. This elec-

For more information on SEPs, get Publi-tion is available only if:A simplified employee pension (SEP) is a writ-
cation 560.ten plan that allows you to make deductible • At least 50% of your employees eligible to

contributions toward your own and your em- participate choose the salary reduction
ployees’ retirement, without getting involved in arrangement,
more complex retirement plans. A corporation

• You had no more than 25 employees whocan have a SEP. But some advantages availa- Nonqualified Plans 
were eligible to participate in the SEP (orble to Keogh and other qualified plans, such as
would have been eligible to participate if youthe special averaging treatment that may ap- You can deduct contributions made to a non-
had maintained a SEP) at any time duringply to lump-sum distributions, do not apply to exempt trust or premiums paid under a non-the preceding year, andSEPs.

qualified annuity plan. Your employees gener-
Under a SEP, you make the contributions • The deferral each year by each eligible al ly must include the contr ibut ions orto an individual retirement arrangement (called highly compensated employee (as de- premiums in their gross income.a SEP–IRA in this chapter), which is owned by fined in Publication 560) as a percentage of Deduct your contributions to the plan in theyou or your common-law employee. pay (deferral percentage) is no more than tax year in which any of your employees mustSEP–IRAs are set up for, at a minimum, 125% of the average deferral percentage include an amount attributable to the contribu-each qualifying employee. A SEP–IRA may (ADP) of all nonhighly compensated em- tions in their gross income. You can deducthave to be set up for a leased employee, but ployees eligible to participate (the ADP contributions only if you maintain separate ac-need not be set up for an excludable em- test). For plan years beginning in 1994, you counts for each participating employee.ployee. For more information, get Publication generally cannot consider compensation of

560. an employee in excess of $150,000 in figur-
You may be able to use Form 5305–SEP ing an employee’s deferral percentage. Transferable interest.  When an employee’sin setting up your SEP.

interest in your contributions or premiums for
that employee is transferable, the employeeEmployer contributions.  You can contribute Note: For employees in a collective bar- must include those amounts in gross incomeeach year to each employee’s SEP–IRA up to gaining unit covered by a SEP for which the for the tax year in which you make them. Thisthe smaller of $30,000 or 15% of the employ- $150,000 limit is not effective, the compensa- rule also applies if the employee’s interest isee’s compensation (determined without re- tion limit is $242,280. not subject to a substantial risk of forfeituregard to your contributions to the employee’s
(that is, there is not much of a risk that the em-SEP–IRA). If you are self-employed, SEP con-
ployee will lose his or her interest) when youLimits on deferrals.  In general, the total in-tributions you make to your SEP–IRA, be-
make contributions or pay premiums for thatcome an employee can defer under a salarycause a special computation is required, are
employee.reduction arrangement included in a SEP andlimited to 13.0435% of your compensation.

certain other elective deferral arrangementsSee Figuring your deduction under Retirement
for 1994 is limited to $9,240. This limit appliesPlans for the Self-Employed, earlier. Make no

Nontransferable interest.  If, when you makeonly to the amounts that represent a reductionreduction to the contribution rate for any com-
the contributions, the employee’s interest inmon-law employees. from the employee’s pay, not to any contribu-
the trust or in the value of the annuity contracttions from employer funds.Your contributions are not included in a
is not transferable and is subject to a substan-participant’s income when contributed.
tial risk of forfeiture, the employee does not in-Your employees cannot take a deduction Employment taxes.  Elective deferrals, not
clude that interest in gross income until the taxfor your SEP contribution. exceeding the ADP test, are not subject to in-
year in which the interest becomes transfera-come tax in the year of deferral, but are in-
ble or is no longer subject to a substantial riskcluded in wages for social security, Medicare,SEP and profit-sharing plans. If you also
of forfeiture.contributed to a qualified profit-sharing plan, and unemployment (FUTA) tax purposes.
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If you buy business property that has a
useful life of more than a year, you generallyIndividual Retirement 7. cannot deduct its entire cost in one year. In-
stead, you must spread the cost over moreArrangements (IRAs) 
than one year and deduct a part of it each year.DepreciationYou can set up and make contributions to an For most types of property, this is called

individual retirement arrangement (IRA) if you ‘‘depreciation.’’
received taxable compensation during the This chapter gives you basic information
year and have not reached age 701/2 by the end on depreciation, the section 179 deduction,
of the year. You can have an IRA whether or the Modified Accelerated Cost Recovery Sys-Important Change
not you are covered by any other retirement tem (MACRS), and the rules that apply to

for 1994  plan. However, you may not be able to deduct listed property. MACRS is the depreciation
any or some of your contributions if you or your system that applies to property placed in ser-Limits on depreciation for business cars.
spouse are covered by an employer’s retire- vice after 1986. If you need information on theThe total section 179 deduction and deprecia-

depreciation methods for property used beforement plan. tion you can take on a car that you use in your
1987, see Publication 534.business and first place in service in 1994 is

$2,960. Your depreciation cannot exceedCompensation.  Compensation includes tax-
Form 4562. Use Form 4562 to report your de-$4,700 for the second year of recovery, $2,850able wages, salaries, commissions, bonuses,
preciation deduction, including the section 179for the third year of recovery, and $1,675 fortips, professional fees, self-employment in-
deduction.each later tax year. See Publication 917.come (subject to certain adjustments, dis-

File Form 4562 only if:cussed below, and providing your personal
services are a material income-producing fac- 1) You are claiming depreciation on property
tor), other amounts received for personal ser- placed in service this year,Important Reminders vices, and taxable alimony and separate main-

2) You are claiming a section 179 deduction,tenance payments. Deductions for clean-fuel vehicles and cer-
If you are an employee,  compensation in- tain refueling property.  Deductions are al- 3) You are beginning to claim amortization

cludes any amount properly shown in box 1 lowable for clean-fuel vehicles and certain this tax year,
(wages, tips, other compensation) of Form W– clean-fuel vehicle refueling property placed in

4) You are claiming depreciation on any2, provided that amount is reduced by any service after June 30, 1993. For information on
listed property, oramount shown in box 11 (nonqualified plans). the deductions, see Chapter 15 in Publication

535.If you are self-employed  (a sole proprie- 5) You are filing a corporate tax return.
tor or partner), compensation is the net earn-

Tax credit for qualified electric vehicles.  Anings of your trade or business (self-employ- If you do not have to file Form 4562, claim de-
electric vehicle tax credit is available for quali-ment income) reduced by the deduction for preciation on the appropriate line of your tax
fied electric vehicles placed in service aftercontributions on your behalf to retirement return.
June 30, 1993. For more information, seeplans and the deduction allowed for one-half of
Chapter 15 in Publication 535.your self-employment tax. Dispositions.  If you dispose of depreciable

Compensation does not include: property at a profit, you may have to report, as
Topics ordinary income, all or part of the profit. See• Income received from property, such as This chapter discusses: Chapter 8.rental, interest, or dividend income, or

• General information on depreciation
Alternative minimum tax.  If you use acceler-• Any amounts received as a pension or an- • The section 179 deduction
ated depreciation, you may need to figure al-nuity, or as deferred compensation.

• The Modified Accelerated Cost Recovery ternative minimum tax. For more information,
System (MACRS) see Form 6251, Alternative Minimum Tax–Foreign income.  Foreign earned income

Individuals.• Listed propertyand other amounts that are excluded from
gross income are not compensation for IRA

Useful Itemspurposes.
You may want to see: General Information

Contributions.  The most you can contribute Publication on Depreciation  for any year to your IRA is the smaller of:
❏ 534 Depreciation The first part of this chapter provides basic in-• $2,000, or
❏ 535 Business Expenses formation on what property you can and can-

no t  deprec ia te ,  and  when to  c la im• Your taxable compensation. ❏ 544 Sales and Other Dispositions of
depreciation.Assets

❏ 551 Basis of Assets
What Can Be Depreciated  Deductible and nondeductible contribu- ❏ 587 Business Use of Your Home

tions.  Generally, you can take a deduction for Many different kinds of property can be depre-
❏ 917 Business Use of a Carthe contributions you are allowed to make to ciated. For example, machinery, buildings, ve-

your IRA. However, if you or your spouse is ❏ 946 How To Begin Depreciating Your hicles, furniture, equipment, and certain pat-
covered by an employer retirement plan at any Property ents and copyrights.
time during the year, your IRA deduction may Property is depreciable if it meets these
be reduced or eliminated, depending on your Form (and Instructions) tests:
filing status and the amount of your income. ❏ 1040X Amended U.S. Individual 1) It must be used in business or held for theWhether or not your allowable contributions Income Tax Return production of income (for example, toare deductible, you can choose to make non-

earn rent or royalty income),❏ 4562 Depreciation and Amortizationdeductible contributions to your IRA. For de-
tails on these and other rules, as well as gen- ❏ 4797 Sales of Business Property 2) It must have a determinable useful life
eral information on IRAs, get Publication 590. longer than one year, and
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3) It must be something that wears out, de- for sale to customers in the ordinary course of the year they place it in service, instead of tak-
business. ing depreciation deductions over a specifiedcays, gets used up, becomes obsolete, or

recovery period. There are limits, however, onloses value from natural causes.
the amount you can deduct in a tax year.Rented property.  Generally, a person who
These limits are discussed in Deduction Limitsuses property subject to depreciation in a tradeDepreciable property may be tangible or
under How To Figure the Deduction, later.or business or holds it for producing income isintangible.

entitled to the depreciation deduction for the
property. Usually, this is the owner of the prop-Tangible Property  What Costs Can and
erty. For rented property, this is usually the les-

Tangible property can be seen or touched and Cannot Be Deducted  sor. An owner or lessor is the person who gen-
includes both real and personal property. Per- You can claim the section 179 deduction onlyerally bears the burden of exhaustion of capital
sonal property is property, such as machinery on qualifying property purchased for use ininvestment in the property. This means the
or equipment, that is not real estate. Real your trade or business. You cannot claim theperson who retains the incidents of ownership
property is land and generally anything that is deduction on property you hold only for thefor the property. The incidents of ownership
erected on, growing on, or attached to land. production of income.include:
However, land itself is never depreciable.

1) The legal title,
Acquired by Purchase  Pots, traps, and nets. You can depreciate 2) The legal obligation to pay for it,
Only the cost of property you purchase for usepots, traps, and nets if they can be used for 3) The responsibility to pay its maintenance in your business qualifies for the section 179more than one year in your business. In most and operating expenses, deduction. However, the cost of property pur-cases, you should capitalize and depreciate
chased from a related person or group may not4) The duty to pay any taxes, andnets. Because the type and usage of pots and
qualify. See Nonqualifying Property, later.traps varies considerably from one fishery to 5) The risk of loss if the property is de-

another, no single rule can be made that will stroyed, condemned, or diminished in
Acquired by Trade   apply to all fishermen. You will have to use value through obsolescence or

your own experience to determine if it is proper If you purchase an asset with cash and aexhaustion.
to capitalize and depreciate the cost of this trade-in, part of the basis of the asset you re-
equipment, or to deduct it as a business ceive is the basis of the trade-in. You cannotEquipment used to build capital improve-
expense. claim the section 179 deduction on this part ofments.  You cannot deduct depreciation on

the basis of the asset. For example, if you buyequipment that you are using to build your own
(for cash and a trade-in) a new truck to use incapital improvements. Depreciation on thisIntangible Property  
your business, your cost for the section 179equipment during the period of constructionIntangible property includes property such as
deduction does not include the adjusted basismust be added to the basis of the improve-a copyright or franchise that is not tangible. It
of the truck you trade for the new vehicle. Forments. See Uniform Capitalization Rules inmay qualify for amortization. Amortization is a
more information on adjusted basis, see Ad-Publication 551.method that permits you to deduct certain cap-
justed Basis in Chapter 3.ital expenditures in a way similar to deprecia-

Repairs.  You cannot deduct, in one tax year, Example.  In 1994, Mr. Oak, who operatestion. For more information on amortization,
the entire cost of repairs or replacements you a fishing business named Oak Seafood,see Chapter 12 in Publication 535.
make to depreciable property if it increases the traded a used van with an adjusted basis of
value of the property, makes it more useful, or $4,500 for a new van costing $9,000. The newPartial Business/Investment Use lengthens its life. You must capitalize these van was placed in service in 1994. Oak Sea-

If you use property for business, investment, costs and depreciate them. food was given a $4,800 trade-in and paid
and personal purposes, you can only depreci- $4,200 cash for the new van.
ate the business/investment part. If you use Oak Seafood’s basis in the new propertyWhen To Claimpart of your home for business, you may be includes both the adjusted basis of the prop-
able to take a depreciation deduction for this Depreciation  erty traded and the cash paid. However, only
use. For information on business use of your You can only claim depreciation on a tax return the portion of the basis paid by cash qualifies
home, see Publication 587. For a discussion of for the tax year to which it applies. You cannot for the section 179 deduction. The portion of
car expenses, see Publication 917. deduct unclaimed depreciation in the current the adjusted basis of the property traded that

year or any later tax year. However, you can carries over to the basis of the new property is
claim the depreciation on a timely fi led not treated as business cost for purposes ofWhat Cannot Be
amended return for the earlier year. You must section 179. Oak Seafood has business costsDepreciated  file an amended return within 3 years from the that qualify for a section 179 deduction of

To determine if you are entitled to deprecia- date you filed your original return, or within 2 $4,200, the part of the cost of the new property
tion, you must know not only what you can de- years from the time you paid your tax, which- not determined by the property traded.
preciate but what you cannot depreciate. ever is later. A return filed early is considered
Some property, although used in your busi- filed on the due date. Qualifying Property ness or held to produce income, can never be If, in an earlier year, you did not claim de-

Property qualifying for the section 179 deduc-depreciated. preciation you were entitled to deduct, you
tion is depreciable property and includes:must still reduce your property’s basis by the

Land. Land can never be depreciated be- amount of depreciation you were entitled to 1) Tangible personal property,
cause it does not wear out or become obsolete deduct. If you deduct more depreciation than 2) Other tangible property (except most
and it cannot be used up. Land generally in- you should, you must decrease your basis by buildings and their structural compo-
cludes the cost of clearing, grading, planting, the amount deducted to the extent of any ben- nents), used as:
and landscaping because these expenses are efit from excess depreciation claimed.

a) An integral part of manufacturing, pro-all part of the cost of the land itself. Some land
duction, or extraction, or of furnishingpreparation costs, however, may be deprecia-
transportation, communications, electri-ble. For information on these costs, see Chap- Section 179 Deduction  cal energy, gas, water, or sewage dis-ter 1 in Publication 534.
posal services, orSection 179 of the Internal Revenue Code per-

Inventory.  You can never depreciate inven- mits certain taxpayers to elect to deduct all or b) A research facility used in connection
tory. Inventory is any property held primarily part of the cost of certain qualifying property in with any of the activities in (a), or
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c) A facility used in any of the activities in While the maximum dollar amount that canElecting the Deduction  
be deducted is $17,500, there are certain rules(a) for the bulk storage of fungible

You must make an election to take the section that can reduce this amount.commodities.
179 deduction. You can make this election
only in the first tax year the property is placed3) Single purpose agricultural (livestock) or

Joint returns.  A husband and wife who file ain service.horticultural structures, and
joint return are treated as one taxpayer in de-

4) Storage facilities (excluding buildings and termining any reduction to the $17,500 maxi-
Placed in Service Rule  their structural components) used in dis- mum dollar limit, regardless of which spouse
For the section 179 deduction, your property is purchased the property or placed it in service.tributing petroleum or any primary product
considered placed in service in the tax year it isof petroleum. Example 1.  The Elms file a joint return. In
first made ready and available for a specific 1994, Jack Elm bought and placed in service
use. Such use can be in a trade or business,The determination of whether property is $200,000 of qualifying section 179 property.
the production of income, a tax-exempt activ-qualifying property is made in the first tax year His wife placed in service $5,000 of qualifying
ity, or a personal activity. Property placed inthe property is placed in service. Therefore, if property she bought. Their 1994 maximum
service that does not qualify for the sectionyou place property in service in a tax year and dollar limit is $12,500 ($17,500 − $5,000) be-
179 deduction cannot later qualify in anotherit does not qualify for the section 179 deduc- cause they exceeded the $200,000 invest-
tax year even if its use changes to business.tion, no section 179 deduction is ever allowed ment limit by $5,000. See Investment limit,

for it even though it becomes qualifying prop- later.
How To Make the Election  erty in a later tax year.
You make the election by taking the deduction Married individuals filing separate returns. Example.  In 1993, you bought a new car
on Form 4562 filed with your original tax return A husband and wife filing separate returns forand used it entirely for personal purposes. In
(whether or not you file it timely) or on an a tax year are treated as one taxpayer for the1994, you begin to use the car in your busi-
amended return. You cannot make the elec- $17,500 maximum dol lar l imit  and theness. You are not allowed a section 179 de- tion on an amended return filed after the due $200,000 investment limit that applies to theduction for the car in 1994. date (including extensions). Once made, the reduction of the maximum dollar limit. Unless
election can be revoked only with the consent they elect otherwise, 50% of the maximum dol-

Partial business use.  When you use prop- of the Internal Revenue Service (IRS). lar limit (after applying the investment limit) will
erty for both business and nonbusiness, you be allocated to each spouse. If the percent-
can elect the section 179 deduction only if ages elected by each spouse do not totalHow To Figuremore than 50% of the property’s use in the tax 100%, 50% will be allocated to each spouse.
year it is placed in service is for trade or busi- the Deduction  

Example 2.  Jack Elm is married and heness purposes. You must allocate the cost of For 1994, the maximum section 179 deduction and his wife file separate returns for 1994. Hethe property to reflect only the business use of is $17,500 of the business cost of property you bought and placed in service $200,000 of qual-the property. You do this by multiplying the buy for use in your trade or business. You de- ified machinery in 1994. His wife had her owncost of the property by the percentage of busi- cide how much of the cost of property you want business and she placed in service $5,000 of
ness use. You use this business cost to figure to deduct under section 179. You do not have qualified business equipment. If Mr. and Mrs.
your section 179 deduction. to claim the full $17,500. Any cost you do not Elm had filed a joint return for 1994, their maxi-

deduct under section 179 can be depreciated. mum dollar limit would have been $12,500.
If you purchase and place in service moreNonqualifying Property  This is because their $17,500 maximum dollar

than one item of qualifying property during the limit would have been reduced by $5,000 (theYou cannot claim the section 179 deduction
year, you can allocate the deduction between excess over the $200,000 investment limit).on:
the items in any way, as long as the total is not They elect to allocate $9,375 (75%) to Mr.
more than the limits. If you have only one item1) Property held only for the production of Elm’s machinery and $3,125 (25%) to Mrs.
of qualifying property and that item costs lessincome, Elm’s equipment. If they did not make an elec-
than $17,500, such as $10,200, and you meet tion to allocate their costs, they would be lim-2) Real property including buildings and their the taxable income limit (discussed later), your ited to the $12,500 multiplied by 50% orstructural components, and deduction is limited to the lesser of your taxa- $6,250 each on their separate returns.
ble income or $10,200.3) Property acquired from certain groups or

Subtract the amount you elect to deductpersons. Joint return after filing separate returns.  If
from the business/investment cost of the quali- a husband and wife elect to file a joint return af-
fying property. You use this unadjusted basis ter the due date for filing the return, the maxi-Acquired from certain groups or persons.
to compute your depreciation deduction. mum dollar limit on the joint return is the lesserThe following property does not qualify for the

of:section 179 deduction:
Note:  You cannot take depreciation to the

1) The maximum dollar limit (after applying1) Property acquired by one member of a extent that you elect to directly expense the
the investment limit), orcontrolled group from another member of cost of property under section 179.

the same controlled group, 2) The total cost of section 179 property they
elected to expense on their separate2) Property you acquire if the basis of the Deduction Limits   returns.property is determined in whole or in part

In figuring your section 179 deduction, youby its adjusted basis in the hands of the
must apply the following limits: Example 3.  Assume Jack Elm and his wifeperson from whom you acquired it or is
1) Maximum dollar limit, in Example 1 had filed separate returns. Ondetermined under stepped-up basis rules

their separate tax returns, Jack elected to ex-for property acquired from a decedent 2) Investment limit, and
pense $4,000 of section 179 property and his(see  Publication 448), or

3) Taxable income limit. wife elected to expense $2,000. If they subse-
3) Property you acquire from a related quently file a joint return after the due date for

person. that return, their maximum dollar limit for sec-Maximum dollar limit.  The total cost you can
tion 179 is $6,000, the lesser of the maximumelect to deduct in 1994 cannot exceed

For this purpose, a list of related persons is dollar limit after applying the investment limit or$17,500. The $17,500 maximum dollar limit
available in Chapter 2 of Publication 946 or $6,000 (the total amount they elected to ex-applies to you as a taxpayer and not to each
Chapter 2 of Publication 534. pense on their separate returns).business you operate.
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Investment limit.  For each dollar of business using the Section 179 Deduction Worksheet Recordkeeping requirements.  You must
cost over $200,000 for section 179 property keep records that show the specific identifica-also in Chapter 2 of Publication 534.
placed in service in a tax year, the $17,500 tion of each piece of section 179 property.Basis adjustment.  Generally, upon a sale
maximum dollar limit is reduced (but not below These records must show how the propertyor other disposition of section 179 property, or
zero) by one dollar. was acquired, the person it was acquired from,a transfer of section 179 property involving a

and when it was placed in service. You musttransaction whereby gain or loss is not recog-Example.  In 1994, James Smith placed in
stay with your selection of section 179 propertynized in whole or in part (including transfers atservice machinery with a cost of $207,000.
for which you claim a deduction when comput-death), the adjusted basis of the property is in-Since the cost of the machinery exceeds
ing your taxable income for the tax year thecreased before the sale or other disposition by$200,000 by $7,000, he must reduce the maxi-
election is made and for all later tax years.the amount of disallowed section 179 deduc-mum dollar limit ($17,500) by $7,000. There-

tion. This carryover of disallowed deduction isfore, if he meets the taxable income limit, he is
not available to the transferor or the transfereeentitled to a section 179 deduction for 1994 of When To Recapture
of the property.$10,500. the Deduction  

Example.  In 1994, you bought a $32,000
If you claim a section 179 deduction for theTaxable income limit.  The total cost you can boat and a dinghy for $7,300 for use in your
cost of qualifying property placed in service af-deduct each tax year is limited to your taxable fishing business. You placed both items in ser-
ter 1986 and the property is not used moreincome from the active conduct of any trade or vice in 1994. If you meet the taxable income
than 50% in a trade or business for any taxbusiness during the tax year. limit, you can elect to deduct the entire $7,300
year before the end of the property’s recoveryTaxable income for this purpose is figured for the dinghy and $10,200 for the boat, a total
period, you may have to recapture (include inby aggregating the net income (or loss) from of $17,500. This is the most you can deduct in
income) part of the deduction.all trades and businesses you and your 1994. Your election of $7,300 deduction for the

If you elect the section 179 deduction, thespouse (if filing a joint return) actively con- dinghy has completely recovered the cost of
amount deducted is treated as depreciation forducted during the tax year. Items of income that item. Your election of $10,200 for the boat
purposes of the recapture rules. Thus, anyderived from a trade or business actively con- reduces the basis by this amount. Its unad-
gain you realize from a sale, exchange, orducted by you include section 1231 gains (or justed basis for depreciation is $21,800. This is
other disposition of property may have to belosses) as listed in the instructions to Form figured by subtracting the amount of your sec-
treated as ordinary income to the extent of the4797, and interest from working capital of your tion 179 deduction for the boat, $10,200, from
section 179 and depreciation deductions youtrade or business. Also include in aggregate its cost, $32,000.
claimed.taxable income any wages, salaries, tips, or

Report any recapture of the section 179 de-other compensation earned as an employee. Two different taxable income limits.  As just duction on Form 4797.When figuring taxable income, do not take into discussed, the section 179 deduction is sub- You figure the amount to include in incomeaccount any unreimbursed employee busi- ject to a taxable income limit. You also may by subtracting the depreciation that wouldness expenses you may have as an employee. have to figure another deduction that has a have been allowable on the section 179In addition, you figure taxable income with- limit based on taxable income. The limit for this amount for prior tax years and the tax year ofout regard to: other deduction may have to be figured taking recapture from your section 179 deduction.
into account the section 179 deduction. If so,1) The section 179 expense deduction,

Example.  Paul Lamb, a calendar year tax-complete the steps discussed next.
2) The self-employment tax deduction, and payer, bought and placed in service on August

Step 1. Figure taxable income without ei- 1, 1992, an item of 3–year property costing3) Any net operating loss carryback or ther a section 179 deduction or the $10,000. The property is not listed property.carryforward. other deduction. He used the property only for business in 1992
and 1993. He elected a section 179 deductionStep 2. Figure a hypothetical section 179Example.  Joyce Jones places in service in of $5,000 for this property. During 1994, hededuction using the taxable income fig-1994 a machine that cost $8,000. The taxable used the property 40% for business and 60%ured in Step 1.income from her business for 1994 (deter- for personal use. He figures his recapture

mined without the cost of the machine or the Step 3. Subtract the hypothetical section amount as follows:
deduction for half the self-employment tax) is 179 deduction figured in Step 2 from
$6,000. Her section 179 deduction is limited to Section 179 Deduction Claimed (1992) $5,000.00the taxable income figured in Step 1.
$6,000. The $2,000 cost that is not allowed be- Allowable Depreciation

Step 4. Figure a hypothetical amount forcause of the taxable income limit can be car- (Instead of Section 179):
the other deduction using the amountried to 1995.
figured in Step 3 as taxable income. 1992 —

$5,000 × 33.33%* $1,666.50Carryover of disallowed deduction.  Any Step 5. Subtract the hypothetical other de-
1993 —cost that is not deductible in one tax year duction figured in Step 4 from the taxa-

$5,000 × 44.45%* 2,222.50under section 179 because of this limit can be ble income figured in Step 1.
1994 —carried to the next tax year.

Step 6. Now figure your actual section 179 $5,000 × 14.81%* × 40%The amount you carry over will be taken
deduction using the taxable income fig- (Business) 296.20 4,185.20into account in determining the amount of your
ured in Step 5.section 179 deduction in the next year. You  1994 —

can select the properties for which costs will be Recapture Amount $ 814.80Step 7. Subtract your actual section 179
carried forward and you can allocate the por- deduction figured in Step 6 from the
tion of the costs to these properties. taxable income figured in Step 1. *Rates from 200% Table (3–Year

If you do not make a selection, the total Property), later.Step 8. Figure your actual other deductioncarryover will be allocated equally among the
using the taxable income figured in Paul must include $814.80 in income forproperties you elected to expense for the tax
Step 7. 1994, the excess of $5,000 over $4,185.20year. If you can deduct all or a portion of your

($1,666.50 + $2,222.50 + $296.20).total carryover in a subsequent year, you must
Passenger automobiles. For passenger au-deduct the costs being carried from the earliest
tomobiles placed in service in 1994, your totaltax year first. Dispositions.  If you dispose of qualifying
section 179 deduction and depreciation can-See Carryover of disallowed deduction in property, the amount you elected to deduct is
not exceed $2,960 in 1994. See PublicationChapter 2 of Publication 534 for information on subject to recapture as ordinary income. See
917 for more information.figuring the carryover or figure your carryover Publication 544.
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election not to apply the uniform capitali- Basis  
zation rules to certain farming costs.Modified Basis is a measure of your investment in prop-

erty for tax purposes. When you depreciateAccelerated property, a certain percentage of your basis in
it is deducted each year.What CannotCost Recovery

For property that you buy, your original ba-Be Depreciated sis is usually its cost to you. For property thatSystem (MACRS)  
you acquire in some other way, such as by in-Under MACRS  The Modified Accelerated Cost Recovery Sys- heriting it, receiving it as a gift, building it your-You cannot use MACRS for certain propertytem (MACRS) generally applies to all tangible self, or getting it in a tax-free exchange, you

because of special rules that exclude it fromproperty placed in service after 1986. MACRS figure your original basis in some other way.
MACRS. You can elect to exclude certainprovides two systems for depreciating prop- While you own the property, various events

erty. The main system is called the General property from being depreciated under may take place that will change your basis.
Depreciation System (GDS) and the second MACRS. Some events, such as additions or permanent
system is called the Alternative Depreciation No depreciation deduction is allowed for improvements to the property, increase basis.
System (ADS). Unless ADS is specifically re- property placed in service and disposed of dur- Others, such as casualty losses and the sec-
quired by law or you elect it, GDS is generally ing the same tax year. tion 179 deduction, decrease basis. See
used to figure your depreciation deduction. Property that you cannot depreciate using Chapter 3 for more information on how to fig-

MACRS includes: ure basis.
What Can Be 1) Intangible property,

Nonbusiness property changed to busi-Depreciated 2) Any motion picture film or video tape, ness or investment use.  When you changeUnder MACRS  property that was not used for business or in-3) Any sound recording,
MACRS applies to most tangible depreciable vestment to a business or income-producing

4) Certain real and personal property placedproperty placed in service after 1986. Property use, you must determine your basis in the
in service before 1987, andthat you cannot use MACRS for is discussed in property for figuring depreciation. You deter-

What Cannot Be Depreciated Under MACRS. mine this amount as of the date of the change.5) Property you elect to exclude from
It is the lesser of your property’s fair marketMACRS that is properly depreciated
value or the adjusted basis of your property onUse of real property changed.  All real prop- under a method of depreciation that is not
that date.erty acquired before 1987 that was changed based on a term of years.

from personal use to a business or income-
producing use after 1986 must be depreciated Property Classes and

Property placed in service before 1987.under MACRS. Recovery Periods  There are special rules that prevent you from
Each item of property depreciated under GDSusing MACRS for certain property originallyWhen To Use GDS  is assigned to a property class. The propertyplaced in service before 1987 (before August

Most tangible depreciable property falls within class of an item of property establishes the1, 1986, if a special election was made). If you
the general rule of MACRS, also called the number of years over which the basis of thehave depreciable property that was placed in
General Depreciation System (GDS). The ma- property is recovered. This period of time isservice (by anyone and for any purpose)
jor differences between GDS and ADS are the called the recovery period.before 1987, see What Cannot Be Depreci-
recovery period and method of depreciation Under GDS, most tangible property thatated Under MACRS in Chapter 3 of Publica-
you use to figure the deduction. Because GDS you place in service after 1986, or after Julytion 534.
permits use of the declining balance method 31, 1986, if elected, falls into one of the follow-
over a shorter recovery period, the deduction ing classes.

Election to exclude property from MACRS.is greater in the earlier years. 3–year property. This class includes trac-If you properly depreciate any property under aHowever, the law requires the use of ADS tor units for use over the road.method not based on a term of years, such asfor certain property as discussed under When
the unit-of-production method, you can elect to 5–year property. This class includesTo Use ADS, next.
exclude that property from MACRS. You must trucks, computers and peripheralAlthough your property may qualify for
make this election by the tax return due date equipment, office machinery (typewrit-GDS, you can elect to use ADS. If you make

ers, calculators, etc.), and any(including extensions) for the tax year yourthis election, you can never revoke it. How to
automobile.property is placed in service. You make it bymake this election is discussed later in How to

reporting your depreciation for the property onelect ADS, under Depreciation Methods. 7–year property. This class includes of-
Line 17 of Part III of Form 4562 and attaching a fice furniture and fixtures (desks, files,
statement as described in the Instructions for etc.). This class also includes any prop-When To Use ADS  
Form 4562. erty that does not have a class life andUnder ADS, you determine your deduction by

that has not been designated by law asusing the straight line method over a recovery
being in any other class, such as nets,period that generally is longer than the recov- How To Figure
pots, traps, and boats used in commer-ery period under GDS. This system is required the Deduction cial fishing.for:

Under MACRS  10–year property. This class includes1) Any tangible property used predominantly
vessels, barges, tugs, and similar waterBefore figuring depreciation deductions, yououtside the United States during the year,
transportation equipment.must know the following information about

2) Any tax-exempt use property, your property: 15–year property. This class includes
3) Any tax-exempt bond-financed property, wharves and docks.1) Its basis,
4) Any imported property covered by an ex- 20–year property. This class includes any

2) Its property class and recovery period,ecutive order of the President of the municipal sewer.
United States, and 3) Its placed-in-service date, Residential rental property. This class

5) Any property used predominantly in a includes any real property that is a4) What convention to use, and
farming business and placed in service rental building or structure (including

5) Which method of depreciation to use.during any tax year in which you make an mobile homes) for which 80% or more
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of the gross rental income for the tax placed in service, or disposed of, at the mid- 150% declining balance method.  You use
year is rental income from dwelling point of that tax year. the 150% declining balance method for prop-
units. If you occupy any part of the erty in the 15– or 20–year class over the GDS
building or structure, the gross rental recovery period of 15 or 20 years and applyMid-quarter convention.  If during any tax
income includes the fair rental value of the half-year or mid-quarter convention.year the total depreciable bases of MACRS
the part you occupy. The recovery pe- For these classes of property, you changeproperty placed in service during the last 3
riod for this property is 27.5 years. to the straight line method for the first tax yearmonths of that tax year exceeds 40% of the to-

for which that method when applied to the ad-tal depreciable bases of all MACRS propertyNonresidential real property. This class
justed basis at the beginning of such year willplaced in service during that tax year, you useincludes any real property that is not:
yield a larger deduction. You always use thethe mid-quarter convention. In determining the

a) Residential rental property, or straight line method for residential rental andtotal bases of property, do not include the ba-
nonresidential real property.b) Property with a class life of less than sis of:

27.5 years.
Residential rental property,

Election of straight line method.  Instead of
Nonresidential real property, orThe recovery period for nonresidential real using the declining balance method, you can

property is: elect to use the straight line method with the
Property placed in service and disposed of

half-year or mid-quarter convention over the31.5 years for property you placed in ser- in the same tax year.
GDS recovery period. The election to use thevice before May 13, 1993, or
straight line method for one item in a property

To determine whether you must use the39 years for property you placed in service class applies to all property in that class placed
mid-quarter convention, the depreciable basisafter May 12, 1993. in service in the year of the election. However,
of property is your original basis multiplied by this election can be made each year for each
the percentage of business or investment useHowever, property you placed in service property class.
and then reduced by:before January 1, 1994, will not be subject to The election is made by entering ‘‘S/L’’ in

the longer recovery period if you or a ‘‘qualified column (f) of Part II of Form 4562. The election1) The amount of amortization taken on the
person’’ entered into a binding written contract must be made by the tax return due date (in-property,
to purchase or construct the property before cluding extensions) for the tax year the prop-

2) Any section 179 deduction claimed on theMay 13, 1994, or you (or a qualified person) erty for which you make the election is placed
property, andbegan construction of the property before May in service.

13, 1993. A qualified person is anyone who Once made, the election to use the straight3) Any deduction claimed for clean-fuel vehi-
transfers a contract or property to you so long line method over the GDS recovery periodcles or for clean-fuel vehicle refueling
as the property was not placed in service by cannot be changed (see also How to electproperty.
the transferor. ADS, later).

The class lives and recovery periods for
Under the mid-quarter convention, youmost assets are listed in The Table of Class

Election of 150% declining balancetreat all property placed in service, or disposedLives and Recovery Periods in Appendix B of
method.  Under MACRS, you can elect to useof, during any quarter of a tax year as placed inPublication 534.
the 150% declining balance method over theservice, or disposed of, at the midpoint of the
ADS recovery period. If the property does notquarter.Placed-in-Service Date  have a class life assigned to it, the ADS recov-To figure your MACRS deduction for prop-

Depreciation begins when your property is ery period is 12 years. A half-year or mid-quar-erty subject to the mid-quarter convention, first
placed in service in a trade or business or for ter convention is used, and there is a changefigure your depreciation for the full tax year.
the production of income. For example, if prop- to the straight line method when that methodThen multiply by the following percentages for
erty is placed in service for personal use, de- will give a larger deduction. The election to usethe quarter of the tax year the property is
preciation is not allowable. If the property use the 150% declining balance method for oneplaced in service.
changes to a business or income-producing item in a property class applies to all property
activity, depreciation begins at the time of the Quarter of tax year Percentage in that class placed in service in the tax year of
change in use. the election.First 87.5%

Example.  On November 22, 1993, Donald The election is made by entering ‘‘150 DB’’Second 62.5%
Steep bought a boat for his business. It was in column (f) of Part II of Form 4562. The elec-Third 37.5%
delivered on December 7, 1993. However, it tion must be made by the tax return due dateFourth 12.5%
was not installed and operational until January (including extensions) for the tax year the
3, 1994. Since it was not operational until property for which you make the election isSee Chapter 3 of Publication 534 for more
1994, it is considered placed in service in placed in service.information, including percentage tables
1994. If the boat had been ready for use when Once made, the election to use the 150%based on the mid-quarter convention.
it was delivered in 1993, it would be consid- declining balance method over the ADS recov-
ered placed in service in 1993 even if it was not ery period cannot be changed.Mid-month convention.  Under the mid-
actually used until 1994. month convention, you treat all property

ADS method.  Under MACRS, you can electplaced in service, or disposed of, during any
Conventions  to use the ADS method for most property.month as placed in service, or disposed of, at

Under the ADS method, you figure your depre-Generally, you use the half-year convention to the midpoint of that month.
ciation deduction using the straight linefigure the deduction for property other than
method over the ADS recovery period. Someresidential rental and nonresidential real prop- Depreciation Methods  of the ADS recovery periods are as follows:erty. Under a special rule, you may be required

Under MACRS, there are five ways to depreci-to use the mid-quarter convention. For resi-
Recoveryate your property.dential rental and nonresidential real property,

Property Period you use the mid-month convention in all
Nonresidential real and 200% declining balance method.  You usesituations.

residential rental property . . . . . . . . . . . . . 40 yearsthe 200% declining balance method for prop-
erty in the 3–, 5–, 7–, or 10–year class over the Automobiles and light duty trucks . . . . . . . . 5 yearsHalf-year convention.  Under the half-year
GDS recovery period of 3, 5, 7, or 10 years and Computers and peripheral equipment . . . 5 yearsconvention, you treat all property placed in ser-
apply the half-year or mid-quarter convention.vice, or disposed of, during a tax year as Furniture and fixtures . . . . . . . . . . . . . . . . . . . . 10 years

Chapter 7 DEPRECIATION Page 27



 The ADS recovery period for most types of Percentage tables.  The percentage tables 24.49% to get your depreciation deduction of
property can be found in The Table of Class are based on the depreciation method, recov- $2,449. For later tax years, you multiply
Lives and Recovery Periods, in Appendix B of ery period, and convention. The percentages $10,000 each year by the applicable 7–year
Publication 534. in the tables are applied to the unadjusted ba- percentage to get your depreciation deduction.

sis of the property each year of the recoveryHow to elect ADS.  Although your property
period. Unadjusted basis is the same amountmay qualify under GDS, you can elect to use Figuring deductions without the tables.  In-
you would use to compute a gain on a sale butthe ADS method. You make the election to use stead of using the percentage tables to figure
it is figured without taking into account any de-the ADS method by completing line 15 of Part depreciation, you can actually compute your
preciation taken in earlier years. However, youII of Form 4562. You must make the election depreciation deduction each year. For more
do reduce your basis by:by the tax return due date (including exten- information on this, see Figuring MACRS De-

sions) for the year the property is placed in ductions Without Tables in Chapter 3 of Publi-1) The amount of amortization taken on the
service. cation 534.property,

The election of the ADS method for one
2) Any section 179 deduction claimed, anditem in a property class generally applies to all
3) Any deduction claimed for clean-fuel vehi-property in that class placed in service in the

cles and clean-fuel vehicle refuelingtax year of the election. However, you can Listed Property  
property.make the election on a property-by-property

There are limits on the depreciation deduc-basis for residential rental and nonresidential
tions you can claim on listed property. If yourAlso, if the business property is a vehicle, youreal property.
listed property is not used more than 50% inmust reduce the basis by any qualified electricThe election to use the ADS method, once
business use during any tax year, the sectionvehicle credit.made, cannot be changed.
179 deduction is not allowable and you mustHowever, you cannot continue to use the
depreciate the property using the ADStables if there are any adjustments to the basisDepreciation methods chart.  To help you method.of your property for reasons other than:determine the method to use for a specific ADS uses the straight line method and is1) Depreciation allowed or allowable, orproperty class, the following depreciation discussed earlier. Limitations are also im-

methods chart is provided. The declining bal- 2) An addition or improvement to that prop- posed on lessees that are similar to those im-
ance method is abbreviated as DB and the erty depreciated as a separate item of posed on owners. See Chapter 4 of Publica-
straight line method is abbreviated as SL. property. tion 534.

In addition to the rules for all listed prop-Depreciation Methods Chart For example, if the basis of your property is erty, there is a special dollar limit on the depre-
reduced as a result of a casualty, you cannot ciation and section 179 deduction you canMethod-
continue to use the tables. For the year of ad- claim each year for passenger automobiles.Property Class Recovery Period
justment and the remainder of the recovery pe-

3, 5, 7, 10–Year 200% DB-GDS riod, you must figure your depreciation based
Passenger automobiles. For passenger au-(Nonfarm) 150% DB-ADS* on the adjusted basis of the property at the end
tomobiles placed in service in 1994, your total

SL-GDS* of the tax year of adjustment and the remain-
section 179 deduction and depreciation can-ing recovery period. For more information, seeSL-ADS*
not exceed $2,960. For the second year, itFiguring MACRS Deductions Without Tables3, 5, 7, 10–Year (Farm) 150% DB-GDS cannot exceed $4,700. It cannot exceedin Chapter 3 of Publication 534.150% DB-ADS* $2,850 in the third year and $1,675 each laterIn addition, you cannot use the tables if you

SL-GDS* year. For more information, see Publicationhave a short tax year. If this occurs, see
917.SL-ADS* MACRS Deduction in Short Tax Year in Chap-

15, 20–Year (Farm or 150% DB-GDS ter 3 of Publication 534.
Listed property. Listed property includes: Nonfarm) 200% table.  The following table has the

SL-GDS* percentages for 3–, 5–, and 7–year property. 1) Any passenger automobile.
SL-ADS* The percentages are based on the 200% de-

2) Any other transportation vehicle (includ-clining balance method over GDS recoveryNonresidential Real SL-GDS
ing boats).periods and apply a half-year convention withProperty SL-ADS*

a change to the straight line method. See Pub- 3) Any property of a type generally used forResidential Rental
lication 534 for complete tables, including ta- entertainment, recreation, or amusement.Property
bles for the mid-quarter convention.

Trees or Vines Bearing 4) Any computer and related peripheral
Fruit or Nuts Year 3–Year 5–Year 7–Year equipment (except computers used at a

Tax-Exempt Use SL-ADS 1 33.33% 20% 14.29% regular business establishment and
Property 2 44.45% 32% 24.49% owned or leased by the person operating

3 14.81% 19.2% 17.49% the establishment).Tax-Exempt Bond-
4 7.41% 11.52% 12.49%Financed Property 5) Any cellular telephone (or similar telecom-
5 11.52% 8.93%Imported Property munication equipment) placed in service
6 5.76% 8.92%Foreign Use Property or leased in a tax year beginning after
7 8.93%(Used Outside U.S.) 1989.
8 4.46%

*Elective Method

Example.  You buy and place in service on
August 11, 1994, an item of 7–year property What RecordsMACRS Deductions  that cost $10,000. You do not elect a section Must Be Kept  You may determine your MACRS depreciation 179 deduction. The unadjusted basis of the

deduction in one of two ways. You can use the property is $10,000. You use the percentages You cannot take any depreciation or section
percentage tables, or you can actually com- for 7–year property to figure your depreciation. 179 deduction for the use of listed property (in-
pute the deduction using the applicable depre- You multiply the property’s unadjusted ba- cluding passenger automobiles) unless you
ciation method and convention over the recov- sis, $10,000, by 14.29% to get your deprecia- can prove business or investment use by ade-
ery period. The deduction is the same under tion for 1994 of $1,429 for this item of 7–year quate records or sufficient evidence to support
both methods. property. For 1995, you multiply $10,000 by your own statements.
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Form (and Instructions) If the liabilities relate to an exchange ofAdequate Records  
multiple properties, see Multiple Property Ex-

❏ Sch D (Form 1040) Capital Gains andTo meet the adequate records requirement,
changes, and its discussion, Treatment of lia-you must maintain an account book, diary, log, Losses
bilities, in Chapter 1 of Publication 544.statement of expense, trip sheet, or similar re-

❏ 4684 Casualties and Thefts
cord or other documentary evidence that, to-

❏ 4797 Sales of Business Propertygether with the receipt, is sufficient to establish
each element of an expenditure or use. It is not Table 8-1. How to Figure a Gain or❏ 8824  Like-Kind Exchanges
necessary to record information in an account Loss
book, diary, or similar record if the information

During the year, you may have sold or ex-is already shown on the receipt. However, your
changed some business assets. The rules for If: Then:records should back up your receipts in an or-
correctly reporting these transactions are dis-derly manner.
cussed in this chapter.

Adjusted basis is more You have a
than amount realized lossHow Long To

Keep Records  
Sales and Exchanges  Amount realized is You have aFor listed property, records must be kept as far

more than adjusted gainback as any tax year for which excess depreci- Sales and exchanges of property generally re- basisation can be recaptured (included in income). sult in taxable gains or deductible losses. How-
For property placed in service after 1986, ever, some exchanges of property are nontax-

recapture can occur in any tax year of the ADS able. An exchange of property for like property
recovery period. is the most common type of transaction in Fair market value (FMV).  The price atFor more information, see Publication 534. which no gain or loss is recognized. which the property would change hands be-

tween a buyer and a seller, when both are
Sale.  A sale is a transfer of property for money aware of all the necessary facts and neither
or a mortgage, note, or other promise to pay is required to buy or sell, is the fair market
money. value. If parties with adverse interests place

a value on property in an arm’s-length trans-8.
Exchange.  An exchange is a transfer of prop- action, that is strong evidence of fair market
erty for other property or services, and may be value. If there is a stated price for services,Gains and Losses taxed in the same way as a sale. However, see this price is treated as the fair market value,
Nontaxable Like-Kind Exchanges, later. unless there is evidence to the contrary.

Example. In your fishing business, you
Involuntary exchanges (conversions).

used a boat that you bought for $30,000. You
These occur when your property is destroyed, made certain permanent improvements at aImportant Reminders stolen, condemned, or disposed of under cost of $10,000. Depreciation had been de-
threat of condemnation, and other property or ducted in the amount of $31,600. You soldInvesting in small business. Beginning in
money, such as insurance proceeds or a con- the boat for $20,000, plus other property1998, investments in certain small business
demnation award, is received in payment. having a fair market value of $2,000. Thestock held more than 5 years will qualify for a

buyer assumed your note of $17,000. Yourspecial tax benefit. If you sell or exchange the
selling expenses were $1,000. Your gain onstock at a gain, only one-half of the gain will be Determining
the sale is figured as follows:subject to federal income tax. For information Gain or Loss  

on qualifying stock, see Chapter 4 of Publica-
Gain or loss is usually realized when propertytion 550, Investment Income and Expenses. Amount realized:
is sold or exchanged. A gain is the excess of Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
the amount you realize from a sale or ex- Other property (fair market value) . . . . . . 2,000Form 8824.  If you exchange property in a like-
change of property over its adjusted basis. A Note (assumed by buyer) . . . . . . . . . . . . . . . 17,000kind transaction, you must file Form 8824 in
loss is the excess of the adjusted basis of theaddition to Schedule D (Form 1040) or Form Amount realized $39,000
property over the amount you realize.4797. Adjusted basis:

Cost of boat . . . . . . . . . . . . . . . . . $30,000
Basis.  The cost or purchase price of property Improvements . . . . . . . . . . . . . . . 10,000Topics is usually its basis for figuring the gain or loss

Total . . . . . . . . . . . . . . . . . . . . . . . . . $40,000This chapter discusses: from its sale or other disposition.
Minus: Depreciation . . . . . . . . . 31,600Adjusted basis.  The adjusted basis of•  Sales and exchanges
Adjusted basis . . . . . . . . . . . . . . . $ 8,400property is your original cost or other basis,

•  The treatment of gain or loss as ordinary Plus: Selling expenses . . . . . . 1,000 9,400plus certain additions, such as improvements,
or capital Gain on sale $29,600and minus certain deductions, such as depre-

ciation and casualty losses. See Adjusted Ba-
sis in Chapter 3. In determining gain or loss,Useful Items
the cost of transferring property to a newYou may want to see: Amount recognized.  Generally, realized
owner, such as selling expenses, is added to gains from the sale, exchange, or other dispo-
your adjusted basis.Publication sition of the property must be recognized (in-

cluded in gross income). Realized losses from
❏ 544 Sales and Other Dispositions of Amount realized.  The amount you realize these transactions are recognized (deductedAssets from a sale or exchange is the total of all from gross income).  However, there are ex-

money you receive plus the fair market value❏ 547 Nonbusiness Disasters, ceptions to this rule, as discussed next under
(FMV) of all property or services you receive.Casualties, and Thefts Nontaxable Like-Kind Exchanges. For other
The amount you realize also includes any of exceptions, see Other Nontaxable Exchanges

❏ 550 Investment Income and Expenses your liabilities that are to be paid by the buyer, under Nontaxable Exchanges in Chapter 1 of
such as real estate taxes or a mortgage.❏ 537 Installment Sales Publication 544.
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Like-kind exchanges between related par- Unlike property given up.  If you give up un-Nontaxable Like-Kind
like property in addition to like property, youties.  Special rules apply to like-kind ex-Exchanges  must recognize gain or loss only on the unlikechanges made between related parties. These

Certain exchanges are nontaxable. This property you give up. The gain or loss is therules affect both direct and indirect exchanges.
means that any gain from the exchange is not difference between the adjusted basis of theUnder these rules, if either party disposes of
taxed, and any loss cannot be deducted. In unlike property and its fair market value.the property within 2 years after the exchange,
other words, even though you may realize a then the exchange is disqualified from nonrec-
gain or loss on the exchange, it will not be rec- Money or unlike property received.  If youognition treatment. The gain or loss on the
ognized until you sell or otherwise dispose of receive cash or unlike property in addition tooriginal exchange must be recognized as of
the property you receive. like property, and the preceding conditions arethe date of that later disposition. The 2-year

The exchange of property for the same met, you are taxed on the gain you realize, butholding period begins on the date of the last
kind of property is the most common type of only to the extent of the cash and the fair mar-transfer of property which was part of the like-
nontaxable exchange. To be nontaxable, a ket value of the unlike property you receive. Akind exchange.
like-kind exchange must involve qualifying, loss is never deductible in a nontaxable ex-Related parties.  Under these rules, re-
like property. change, even though you receive cash or un-lated parties generally include you and a mem-

like property. The basis of your new property isber of your family (spouse, brother, sister, par-
Qualifying property.  The property must be discussed in Chapter 3.ent, child, etc.), you and a corporation in which
business or investment property. Both the Example.  You exchange real estate youyou have more than 50% ownership, you and
property you trade and the property you re- held for investment that has an adjusted basisa partnership in which you directly or indirectlyceive must be held by you for business or in- of $8,000, for other real estate to be held for in-own more than a 50% interest of the capital orvestment purposes. Neither property may be vestment. The real estate you receive has aprofits, and two partnerships in which you di-property used for personal purposes, such as fair market value of $10,000. You also receiverectly or indirectly own more than 50% of theyour family car. $1,000 in cash. Although the total gain realizedcapital interests or profits interests. For moreThe property must not be property you pri- on the transaction is $3,000, only $1,000 (cashinformation on related parties, see Nondeduct-marily hold for sale. The property you trade received) is recognized (included in yourible Loss, under Sales and Exchanges Be-and the property you receive must not be prop- income).tween Related Parties in Chapter 2 of Publica-erty you sell to customers, such as merchan- Assumption of liabilities.  You must treattion 544.dise. It must be property held for use in your the assumption of your liabilities by the other
business and classified as a fixed asset or party or your transfer of property subject to a li-

Money paid.  If, in addition to giving up likeproperty held for investment. Fishing vessels, ability as the receipt of cash.
engines, radar, trucks, and rental houses are property, you pay money in a like-kind ex-

Example.  If, in the preceding example, theexamples of property to which the rule applies. change, you still have no taxable gain or de-
property you transfer is subject to a $3,000The like-kind exchange rules do not apply ductible loss. See Chapter 3 to determine the
mortgage, figure the gain realized and theto exchanges of accounts receivable, stocks, basis of your new property.
amount of gain to be taxed as follows:bonds, notes, choses in action, certificates of Example.  A fisherman trades an old fish-

trust or beneficial interest, or other securities FMV of like property received . . . . . . . . . . . . . $10,000ing vessel for a new one. The new one costsor evidences of indebtedness or interest, or Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000$9,800. He is allowed $1,000 for the old fishingthe exchange of partnership interests. Mortgage assumed on property given up 3,000vessel and pays $8,800. He has no taxableFor the rules regarding the exchange of
Total received . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,000gain or deductible loss on the transaction re-partnership interests, see Publication 541.
Less: Adjusted basis of property yougardless of the adjusted basis of the old ves-

transferred . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000sel. If the fisherman sold the old fishing vesselLike property.  There must be an exchange of
to a third party for $1,000 and bought a new Realized gain $ 6,000like property. The exchange of real estate for
one, he would have a recognized gain or lossreal estate and the exchange of personal prop-
on the sale of the old vessel, measured by the The realized gain is recognized (taxed)erty for similar personal property are ex-
difference between the amount realized and only to the extent of $4,000, the sum of thechanges of like property. For example, the
the adjusted basis of the old fishing vessel. cash ($1,000) and the mortgage ($3,000).trade of an apartment house for a store build-

ing or a panel truck for a pickup truck is a like-
Sale and purchase.  If you sell property and Reporting the exchange.  Report the ex-kind exchange. The exchanges of city real

change of like-kind property on Form 8824.buy similar property in two mutually dependentproperty for farm real property and improved
The instructions for the form explain how to re-transactions, you may be required to treat thereal property for unimproved real property are
port the details of the exchange. Report the ex-exchanges of property for like property. An ex- sale and purchase as a single nontaxable
change even though no gain or loss ischange of personal property for real property is exchange.
recognized.not an exchange of like property. Example.  You used a pickup truck in your If you have any taxable gain because youPersonal property.  Depreciable tangible business for four years. Its adjusted basis is received money or unlike property, report it onpersonal property may be either ‘‘like kind’’ or $500 and its trade-in value is $1,000. You are Schedule D (Form 1040) or Form 4797, which-‘‘like class’’ to qualify for nonrecognition treat-

interested in a new truck that has a cash price ever applies. You may also have to report ordi-ment. Like-class properties are depreciable
of $10,500. Ordinarily, you would trade your nary income because of depreciation on Formtangible personal properties within the same
old truck for the new one and pay the dealer an 4797. See Gain on Disposition of DepreciableGeneral Asset Class or Product Class. Prop-
additional $9,500. Your basis for depreciation Property, later, and its discussion on like-kinderty classified in any General Asset Class may
for the new truck would be $10,000 ($9,500 exchanges or involuntary conversions undernot be classified within a Product Class. Gen-
paid plus $500 basis for the old truck). How- Other Dispositions.eral Asset Classes describe the types of
ever, you arrange to sell your old truck to theproperty frequently used in many businesses.
dealer for $1,000 and buy the new truck fromProduct Classes include property listed in a Exchanges of multiple properties.  Under
the same dealer for $10,500. You will still be4-digit product class (except any ending in ‘‘9,’’ the like-kind exchange rules, you must gener-
considered to have exchanged your old trucka miscellaneous category) in Division D of the ally make a property-by-property comparison
for the new one, because the sale andStandard Industrial Classification codes of the to figure your recognized gain and the basis of
purchase were reciprocal and mutually depen-Executive Office of the President, Office of the property you receive in the exchange.
dent. Your basis for depreciation for the newManagement and Budget, Standard Industrial However, for exchanges of multiple properties,
truck is $10,000, the same as if you traded theClassification Manual (SIC Manual). For more you do not make a property-by-property com-
old truck.information, see Chapter 1 of Publication 544. parison if you:
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Transfer and receive properties in two or For individuals, net capital gains may not Noncapital Assets 
more exchange groups, or be taxed at the same rate as ordinary income. An asset is a noncapital asset if it is excluded

Your deduction for capital losses may be lim-Transfer or receive more than one property from the definition of capital assets. A list of
ited. See Chapter 10.within a single exchange group. properties excluded from the definition of capi-

Generally, you will have a capital gain or tal assets appears in the Schedule D (Form
loss if you sell or exchange a capital asset. 1040) instructions.In this situation, you figure your recognized
You may also have a capital gain or loss if yougain and the basis of the property received by
sell or exchange a noncapital asset that is sec- Property held for sale in the ordinarycomparing the properties within each ex-
tion 1231 property, described later. course of your fishing business.  Propertychange group.

See Chapter 2 of Publication 544 for spe- you hold mainly for sale, such as fish, lobsters,For more information, see Multiple Prop-
cial rules that apply to: and crabs, are noncapital assets. Gain or losserty Exchanges under Like-Kind Exchanges in

from sales or other dispositions of such prop-Chapter 1 of Publication 544. Sales and exchanges between related erty is ordinary income or loss and is reported
parties, on Schedule C (Form 1040) and not on FormDeferred exchanges.  A deferred exchange is

4797.one in which you transfer property you use in Loss from an abandonment of property,
Business assets.  Business assets classi-business or hold for investment and, at a later

fied as real property or depreciable propertySale of business, andtime, you receive like-kind property you will
used in your trade or business are noncapitaluse in business or hold for investment. (The

Dispositions of intangible property. assets, but may be treated as capital assets ifproperty you receive is replacement prop-
held for more than 1 year. See Section 1231erty.) The transaction must be an exchange
Property, next. You report gain on depreciable(that is, property for property) rather than a
property that you use in your trade or businesstransfer of property for cash that is used to Capital Assets and hold for more than 1 year in Part III, Formpurchase replacement property. The ex-
4797. This part of Form 4797 is used to figureAll items you own and use for personal, plea-change must meet the requirements dis-
the part of gain, if any, that is subject to recap-sure, or investment purposes are capital as-cussed earlier and the property to be received
ture as ordinary income due to depreciation,sets. Following are some examples of capitalmust  meet  ident i f i ca t ion  and rece ip t
amortization, or depletion. Any gain in excessassets:requirements.
of the amount subject to recapture as ordinaryFor more information, see Deferred Ex-
gain is netted with other section 1231 gains1) A dwelling owned and occupied by youchanges under Like-Kind Exchanges, in Chap-
and losses in Part I.and your family.ter 1 of Publication 544.

If you hold assets that you use in your tradeIdentification requirement.  The property 2) Household furnishings owned and used or business for 1 year or less, any gain or lossmust meet the identification requirement. The by you and your family. on disposition is an ordinary gain or loss and isproperty to be received must be identified on
reported in Part II, Form 4797. Ordinary gains

or before the day that is 45 days after the date 3) An automobile used for pleasure or for may be taxed at a higher rate of tax than capi-
you transfer the property given up in the ex- commuting. (If your automobile is used tal gains, as discussed in Chapter 10.
change. Any property received on or before both for pleasure or commuting and for
that day is considered to have been identified. business, it is partly a capital asset and Section 1231 Property  The identification requirement may be met by partly a noncapital asset, as defined
designating the property to be received in the Real property and depreciable or amortizablelater.)
contract between the parties. personal property used in a trade or business

4) Stocks and bonds when held by individu- or held for the production of rents or royaltiesReceipt requirement.  The exchange
als for investment. (You will find additional and held for more than 1 year is section 1231must meet the receipt requirement. The prop-
items listed in Publication 550.) property and subject to section 1231 treat-erty must be received on or before the earlier

ment. Capital assets held in connection with aof:
trade or business or a transaction entered into• The 180th day after the date on which you
for profit and subject to an involuntary conver-Personal use property.  Property held fortransfer the property given up in the ex-
sion are also section 1231 property if heldchange, or personal use is a capital asset. Gain from a
more than 1 year.sale or exchange of that property is a capital• The due date, including extensions, for your

gain. Loss from the sale or exchange of thattax return for the tax year in which the trans- Sales or exchanges.  Sales or exchanges of
property is not deductible. You can deduct afer of the property given up occurs. the following types of properties may result in
loss relating to personal use property only if it gain or loss subject to section 1231 treatment:
results from a casualty or theft.You must receive substantially the same 1) Depreciable or amortizable property usedPersonal casualty gains and losses.  Toproperty that met the identification require- in your business, such as a fishing vessel,figure your personal casualty (or theft) gain,ment, discussed earlier. refrigeration equipment, or a truck.subtract your adjusted basis in the property
from any insurance or other reimbursements. 2) Real estate used in your business, such

as your gear shed or net loft.To figure your personal casualty (or theft)
Ordinary or Capital loss, reduce each loss by any reimbursement 3) Property held for the production of rents

and by $100. If your personal casualty gains or royalties.Gain or Loss for the tax year exceed your personal casualty
losses, all of your personal casualty gains andIf you have a taxable gain or a deductible loss Involuntary conversions.  Section 1231
losses are treated as sales and exchanges offrom a sale or exchange of property, it may be treatment applies to the gain or loss on busi-
capital assets. If your personal casualty losseseither an ordinary gain or loss, or a capital gain ness property and capital assets held in con-
for the tax year exceed your personal casualtyor loss, or a combination of both. Usually, the nection with a trade or business or a transac-
gains, the excess is deductible on Schedule Afull amount of an ordinary gain is taxable, and tion entered into for profit, held for more than 1
(Form 1040) to the extent it exceeds 10% ofthe full amount of an ordinary loss is deducti- year, resulting from condemnations or from

ble. The tax treatment of a capital gain or loss your adjusted gross income. Use Section A of casualties and thefts (whether insured or unin-
depends upon whether the gain or loss is short Form 4684 to report all personal casualty sured). These include casualty or theft to busi-
or long term and whether the taxpayer is an in- gains and losses. For more information, see ness property, property held for the production
dividual or a corporation. Publication 547. of rents and royalties, and investment property
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(such as notes and bonds). Insurance pay- For any other disposition of section 1245 prop- basis for depreciation allowable are figured by
erty, ordinary income is the lower of (1) above using the straight line method.ments or other reimbursement must be taken
or the amount by which its fair market value ex- This treatment applies only when figuringinto account in arriving at the net gain or loss.
ceeds its adjusted basis. See Other Disposi- what part of the gain is treated as ordinary in-However, if your casualty or theft losses ex-
tions, later. come under these rules.ceed casualty or theft gains, neither the gains

Recomputed basis.  The recomputed ba-nor losses are taken into account in the section
sis of your section 1245 property is the total of Reporting gain.  Gain from the sale, ex-1231 computation.
its adjusted basis plus depreciation and amor- change, involuntary conversion, or other dis-
tization adjustments (allowed or allowable). position of section 1245 property is figured inTreatment of gains and losses.  Combine all
This includes depreciation and amortization Part III of Form 4797. This gain may be ordi-the gains and losses from the sale or other dis-
adjustments: nary income or a combination of ordinary in-position of section 1231 property for the tax

come and capital gain income. See Chapter 10year. Excess section 1231 gains over your On property you exchanged for, or con-
for more information.section 1231 losses result in a net section verted to, your section 1245 property in

1231 gain. If you have a net section 1231 gain, a like-kind exchange or involuntary
Section 1250 Gain  your gains and losses are treated as long-term conversion, and
A gain on the disposition of section 1250 prop-capital gains or long-term capital losses. (If Allowed or allowable to a previous owner,
erty (depreciable real property) is treated asyou had net section 1231 losses in prior years, if your basis is determined with refer-
ordinary income to the extent of additional de-see the next discussion.) Excess section 1231 ence to that person’s adjusted basis.
preciation allowed or allowable on the prop-losses over section 1231 gains result in a net
erty. To determine the additional depreciationsection 1231 loss. If you have a net section

Example.  In January 1992, Don Smith on section 1250 property, see Additional de-1231 loss or your section 1231 gains and
bought and placed in service section 1245 preciation, later. Corporations may also havelosses are equal, treat each item as an ordi-
property that cost $10,000 and had a 5-year to treat an additional amount of the gain as or-nary gain or loss.
life. By the end of 1994, using the MACRS dinary income.Recapture of net ordinary losses.  A net method, he deducted $7,120 of depreciation Generally, there is no additional deprecia-section 1231 gain is treated as ordinary in- which reduced the asset’s adjusted basis to tion (defined later) on the disposition of resi-come to the extent it does not exceed your $2,880. Since this adjusted basis reflects de- dential rental property or nonresidential realnonrecaptured net section 1231 losses. ductions for depreciation of $7,120, the recom- property placed in service after 1986 becauseNonrecaptured losses are the total of your puted basis of the property is $10,000. these properties are depreciated using thenet section 1231 losses for your five most re- Depreciation and amortization.  Depreci- straight line method.cent preceding tax years that have not yet ation and amortization that must be recaptured Section 1250 property includes all realbeen applied (recaptured) against any net sec- as ordinary income include (but are not limited property that is subject to an allowance for de-tion 1231 gains in those years. Your losses are to) the following items: preciation and that is not and never has beenrecaptured beginning with the earliest year

section 1245 property. It includes a leasehold1) Ordinary depreciation deductions;subject to recapture.
of land or section 1250 property that is subject2) Amortization deductions for–
to an allowance for depreciation. A fee simple

Form 4797.  Section 1231 gains and losses a) The cost of acquiring a lease, interest in land is not included because it is not
are figured on Form 4797. See Chapter 10 for depreciable.b) The cost of lessee improvements,more information on Form 4797. If, because of a change in use, sectionc) Pollution control facilities,

1250 property becomes section 1245 property
d) Reforestation expenses, in the hands of a taxpayer, it may never againGain on Disposition of

be treated as section 1250 property by thate) Section 197 intangibles,Depreciable Property taxpayer.
f) Child care facility expenditures madeDepreciation that you have taken on property

before 1982, andmay cause you to have to treat a gain on its Treatment of gain.  If you realize a gain on the
disposition as ordinary income. g) Franchises, trademarks, and trade disposition of section 1250 property and the

names acquired before August 10, depreciation you took under the depreciation
1993; method you used is more than the deprecia-Section 1245 Gain  

tion that would have been allowable under the3) The section 179 expense deduction;A gain on the disposition of section 1245 prop- straight line method for the same period, you
erty (depreciable personal property) is treated 4) Deductions for– must report part of your gain as ordinary in-
as ordinary income to the extent of deprecia- a) The cost of removing barriers to the dis- come. Corporations may also have to report
tion allowed or allowable on the property. Sec- abled and the elderly, an additional amount as ordinary income. The
tion 1245 property includes both tangible and balance is treated as a gain from a sectionb) Tertiary injectant expenses, andintangible personal property. For more infor- 1231 transaction discussed earlier. However,
mation on the types of section 1245 property, c) Depreciable clean-fuel vehicles and re- if you held the property for more than 1 year

fueling property; andsee Depreciation Recapture on Personal and depreciated it exclusively on the straight
Property in Chapter 4 of Publication 544. 5) The amount of any basis reduction for the line method, your gain is not subject to this

investment credit (less the amount of any treatment and you treat the entire gain as a
Treatment of gain.  The amount of gain basis increase for any credit recapture). gain from a section 1231 transaction. For more
treated as ordinary income on the sale, ex- information, see Chapter 4 of Publication 544.
change, or involuntary conversion of section Depreciation allowed or allowable.  The
1245 property, including a sale and leaseback greater of depreciation allowed or allowable is Additional depreciation.  If you hold section
transaction, is limited to the lower of: generally the amount to use in figuring the part 1250 property longer than 1 year, the addi-

of the gain to report as ordinary income. If, in tional depreciation is the excess of actual de-1) The depreciation and amortization taken
prior years, you have consistently taken preciation adjustments over the depreciationon the property (the recomputed basis of
proper deductions under one method, the figured using the straight line method. Treatthe property minus the adjusted basis of
amount allowed for your prior years will not be any basis reduction for investment credit asthe property), or
increased even though a greater amount part of your actual depreciation adjustment. If

2) The gain realized on the disposition (the would have been allowed under another you hold section 1250 property for 1 year or
amount realized from the disposition mi- proper method. If you did not take any deduc- less, all of the depreciation is additional
nus the adjusted basis of the property). tion at all for depreciation, your adjustments to depreciation.
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You have additional depreciation if you method of accounting or for any other reason, property in order to figure the gain to be re-
used the regular ACRS method, the declining the gain from the disposition is reportable by ported as ordinary income. In general, the in-
balance method, the sum of the years-digits the estate or beneficiary, it must be reported in formation needed will be the same as that re-
method, the units-of-production method, or the same way the decedent would have been quired for other tax purposes including the
any other method of rapid depreciation. required to report it if he or she were still alive. dates of acquisition, cost or other basis, depre-

ciation, and all other adjustments that affectExample.  Jim Smith owned a fishing boat
basis.Reporting gain.  Gain from the sale, ex- that, upon his death, was inherited by his son.

On property you received as a nontaxablechange, involuntary conversion, or other dis- No ordinary income because of depreciation is
exchange or as a gift, your records must alsoposition of section 1250 property is figured in reportable on the transfer, even though the
indicate the following:Part III of Form 4797. This gain may be ordi- value used for estate tax purposes is more

nary income or a combination of ordinary in- than the adjusted basis of the boat to Jim when 1) Whether the adjusted basis was figured
come and capital gain income. See Chapter 10 he died. However, if Jim sold the boat before using depreciation or amortization you
for more information. his death and realized a gain and if, because claimed on other property, and

of his method of accounting, the proceeds
2) Whether the adjusted basis was figuredfrom the sale are income in respect of a dece-Other Dispositions  using depreciation or amortization an-dent reportable by his son, the son must reportThis section discusses transfers of deprecia- other person claimed.ordinary income because of depreciation.ble property by gift or at death, in like-kind ex-

changes, and in involuntary conversions. It Form 4797.  Form 4797, discussed in ChapterLike-kind exchanges or involuntary con-also explains how to handle a single transac- 10, is used to report the gain or loss from theversions.  A like-kind exchange of your depre-tion involving a combination of depreciable preceding transactions.ciable personal property, or an involuntaryproperty and other property.
conversion of the property into similar or re-
lated property, will not result in your having toGifts.  If you make a gift of depreciable per-
report ordinary income because of deprecia-

sonal or real property, you are not required to
tion unless money or property other than like-

report income on the transaction. However, if
kind, similar, or related property is also re- 9.the person who receives it (donee) sells or oth-
ceived in the transaction.

erwise disposes of the property and this sub-
If you must include gain as ordinary income

sequent disposition is subject to recapture, the Casualties andbecause of depreciation, the amount to be in-
donee must take into account the depreciation

cluded, figured under the rules explained ear-
that you deducted in figuring the gain to be re- Theftslier under Section 1245 Gain, is limited to the
ported as ordinary income. sum of:

1) The gain that must be included in incomeDisposition part gift and part sale or ex- Topicsunder the rules for like-kind exchanges orchange.  If you transfer depreciable personal
This chapter discusses:involuntary conversions, plusproperty or real property for less than its fair

• Casualties and theftsmarket value in a transaction considered to be 2) The fair market value of the like-kind, sim-
partly a gift and partly a sale or exchange, and ilar, or related property other than depre- • Proof of loss
you have a gain because the amount realized ciable personal property acquired in the

• How to figure a lossis more than your adjusted basis, you must re- transaction.
port ordinary income (up to the amount of gain • When loss Is deductible
realized) to recapture depreciation. If the de- Example 1.  You bought new equipment • How to figure a gainpreciation (additional depreciation, if section for your boat for $4,300 plus your old equip-
1250 property) is more than the gain, the bal- • Postponing gainment for which you were allowed a $1,360
ance is carried over to the transferee to be trade-in. The old equipment cost you $5,000 2 • Reporting gains and losses
taken into account on any later disposition of years ago. You took depreciation deductions
the property. of $3,950. Even though you deducted depreci- Useful Items

ation of $3,950, the $310 gain ($1,360 trade-inExample. You transfer your fishing boat to You may want to see:
allowance minus $1,050 adjusted basis) is notyour son for $20,000. The boat had an ad-
reported because it is excluded under the rulesjusted basis to you of $10,000 and a fair mar- Publication
for like-kind exchanges and you received onlyket value of $40,000, and your depreciation

❏ 544 Sales and Other Dispositions ofdeprec iab le  personal  proper ty  in  thewas $30,000. You are considered to have
Assetsexchange.made a gift of $20,000, the difference between

the $40,000 fair market value and the $20,000 Example 2.  On January 4, 1992, you ❏ 547 Nonbusiness Disasters,
sales price to your son. You have a taxable bought equipment for your boat for $1,500. Casualties, and Thefts
gain on the transfer of $10,000 ($20,000 sale You deducted $300 and $480 under MACRS
price minus $10,000 adjusted basis) that must on your 1992 and 1993 returns. On January 3, Form (and Instructions)
be reported as ordinary income due to depreci- 1994, a fire destroyed the equipment and you

❏ 1040X Amended U.S. Individualation. Since you report $10,000 of your received $1,200 from your fire insurance real-
Income Tax Return$30,000 depreciation as ordinary income on izing a gain of $480 ($1,200 minus $720 ad-

the transfer of the boat, only the remaining ❏ 4684 Casualties and Theftsjusted basis). You choose to postpone gain,
$20,000 depreciation is carried over to your but replacement equipment cost you only
son and is to be taken into account by him on $1,000. Your taxable gain under the rules for
any later disposition of the property. involuntary conversions is limited to the re-

maining $200 insurance payment. Because all A casualty occurs when property is dam-
Transfers at death.  When a taxpayer dies, no of your replacement property is depreciable aged, destroyed, or lost due to a sudden, un-
gain is reported on depreciable personal prop- personal property, your ordinary income be- expected, or unusual event. A theft occurs
erty or real property that is transferred to the cause of depreciation is limited to $200. when property is stolen. A casualty or theft
taxpayer’s estate or beneficiary. For more in- may result in a deductible loss on your federal
formation, see Publication 559. Records.  You must keep permanent records income tax return.

If the taxpayer disposed of the property of the facts necessary to figure the deprecia- An involuntary conversion occurs when
before death and, because of his or her tion allowed or allowable on your depreciable you receive money or other property, such as
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insurance proceeds, as reimbursement for a Mislaid or lost property.  The mere disap- loss by any insurance or other reimbursement
casualty or theft. pearance of money or property in itself is not a you receive or expect to receive.

If an involuntary conversion results in a theft. However, an accidental loss or disap-
gain, you can postpone recognition of the gain pearance of property may be a casualty if it re- Business property partly destroyed.  The
on your income tax return if you receive or buy sults from an identifiable event that is sudden, amount of a casualty loss of business property
qualified replacement property within the unexpected, or unusual. partly destroyed is the decrease in the fair
specified replacement period. For more infor- market value of your property, or the adjusted
mation, see Postponing Gain, later. basis of your property, whichever is less. Re-

duce this amount by any insurance or other re-Proof of Loss imbursement you receive or expect to receive.

To take a deduction for a casualty or theft loss,Casualties and Thefts Separate losses.  Figure separately each in-you must be able to show that there was a cas-
dividual property damaged or destroyed. Forualty or theft, and support your deduction.If your property is destroyed, damaged, or sto-
example, if casualty damage occurs to bothlen, you may have a deductible loss. If the in-
your storage shed and dock, figure the losssurance or other reimbursement is more than Casualty.  For a casualty loss, you should be
separately for the shed and dock.the adjusted basis of the destroyed, damaged, able to show:

or stolen property, you may have a gain. For 1) The type of casualty (car or boat accident, Decrease in fair market value.  To figure theinformation on casualties and thefts of per- fire, storm, etc.) and when it occurred, decrease in fair market value due to a casualtysonal-use property, see Publication 547.
2) That the loss was a direct result of the or theft, determine the fair market value of your

casualty, and property immediately before and after the loss.Casualty The decrease is the difference between the3) That you were the owner of the property,A casualty is the damage, destruction, or loss value of the property immediately before andor if you leased the property from some-of property resulting from an identifiable event immediately after the casualty. Fair marketone else, that you were liable, under athat is sudden, unexpected, or unusual. value is defined in Chapter 3.contract, to the owner for the damage.
• A sudden  event is one that is swift, not Example 1.  You owned a fishing boat

gradual or progressive. used in your business. The boat had an ad-Theft.  For a theft, you should be able to show:
justed basis of $30,000 when it was partly de-• An unexpected  event is one ordinarily un- 1) When you discovered that your property stroyed by a storm. The value immediatelyanticipated and unintentional on the part of was missing, before the storm was $60,000 and the valuethe one who has the loss.
immediately after was $40,000. The decrease2) That your property was stolen, and

•  An unusual event is one that is not a day- in the fair market value is $20,000 ($60,0003) That you were the owner of the property.to-day occurrence and that is not typical of minus $40,000). Since this is less than the ad-
the activity in which you were engaged. justed basis, $30,000, your deductible loss is

$20,000 minus any insurance or other reim-
Events that may cause casualty damage, bursement you receive or expect to receive.

destruction, or loss include: How To Figure a Loss Example 2.  If, in Example 1, the value of
the boat after the storm had been only1) Earthquake, hurricane, tornado, flood, How you figure the deductible casualty loss
$25,000, the adjusted basis, $30,000, wouldstorm, volcanic eruption, shipwreck, mine depends on whether the loss was to business
have been less than the value of the destroyedcave-in, sonic boom, or vandalism. or nonbusiness property, and whether the
part ($60,000 minus $25,000, or $35,000). Inproperty was partly or completely destroyed.2) Fire, but if you willfully set the fire, or pay
this case, your deductible loss would besomeone else to set it, any resulting dam-
$30,000 minus any insurance or other reim-age, destruction, or loss is not a casualty. Business property completely destroyed.
bursement you receive or expect to receive.If your business property is completely de-3) Car or boat accidents, but if your willful

stroyed or stolen, your loss is the adjusted ba-negligence or willful act caused the acci- Repair costs.  You may use the cost of clean-sis of your property minus any salvage, insur-dent, or it was caused by the willful act or ing up and making repairs after a casualty as aance, or other reimbursement you receive orwillful negligence of someone acting for measure of the decrease in fair market valueexpect to receive. This is true even though theyou, the damage, destruction, or loss of of the property, if:fair market value of your property before theyour car or boat is not a casualty.
1) They are needed to restore the propertyloss was less than its adjusted basis. For ex-

to its condition before the casualty,ample, if you claimed the cost of wet gear as aGradual deterioration.  Damage from
business expense for the year of purchase 2) The cost of repairs is not excessive,gradual or progressive deterioration, such as
rather than capitalizing its cost and claimingfrom rust, corrosion, or termites, is not a 3) The repairs only take care of the damage,depreciation, you have no adjusted basis andcasualty. andthus no deductible loss.

If you have a casualty or theft loss that is 4) The value of the property after repairs isRelated expenses.  Expenses such as the
from property you held for personal use, it is no more than its value before thecare of personal injuries and rental of equip-
subject to the $100 and 10% limits, as dis- casualty.ment are not deductible as part of a casualty
cussed in Publication 547.

loss. However, if you have these expenses for
The cost of debris removal may be used,a casualty loss to your business property, you

Amount received.  The amount you receive like the cost of repairs, as evidence of themay be able to deduct them as business ex-
includes the money plus the fair market value amount of the casualty loss if these conditionspenses. See also Repair costs, discussed
of unlike property you receive for the dam- are satisfied.later.
aged, destroyed, or stolen property minus your You cannot deduct the cost of repairing, re-
expenses to collect them. It also includes any placing, or cleaning up after the casualty un-

Theft insurance or other reimbursement you receive less it is a business expense.
or expect to receive.A theft is the unlawful taking and removing of

money or property with the intent to deprive Appraisals.  An experienced and reliable ap-
the owner of it. Theft includes, but is not limited Business property stolen.  If your business praiser should make the appraisal. The ap-
to, larceny, robbery, and embezzlement. Mis- property is stolen, your deductible loss is your praiser’s knowledge of sales of comparable
representation, however, is not a theft. adjusted basis in your property. Reduce the property and familiarity with your property
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before and after the casualty, and the method amount expected, you may deduct the differ- boat was $52,000. Its fair market value before
ence when you determine that you cannot rea- the storm was $65,000. The fair market valueused to determine the loss are important ele-
sonably expect any more reimbursement. after the storm was $38,000. You sold somements for proving a casualty loss.

equipment on board as salvage for $1,000.Cars and trucks.  You may find the books Example 1.  In 1993, a collision with an-
Your insurance company reimbursed youissued by various automobile organizations other truck completely destroyed your busi-
$35,500 for your loss. Since your insurance re-useful in figuring the value of your car or truck. ness truck. The negligence of the other driver
imbursement is more than the decrease in theYou can use the wholesale or trade-in value caused the accident. Your truck had a fair mar-
fair market value of the boat, and is increasedgiven in these books, and modify it for such ket value of $4,000 and an adjusted basis of
by the salvage money, you have a gain.factors as the mileage and condition of your $3,000. As of December 31, 1993, it was rea-

vehicle. A dealer’s offer for your car or truck as sonable to believe you would recover the total 1) Adjusted basis . . . . . . . . . . . . . . . . . . . . . . . . $52,000a trade-in on a new car or truck is not usually a damages from the owner of the other truck.
2) Value before storm . . . . . . . . . . . . . . . . . . . . $65,000measure of its true value. You do not have a deductible loss in 1993. In
3) Value after storm . . . . . . . . . . . . . . . . . . . . . . 38,000January 1994, the court awards you a judg-

ment of $4,000. In July 1994, you can show 4) Decrease in value (2 minus 3) . . . . . . . . . $27,000Basis of property damaged.  Reduce the ba-
with reasonable certainty you cannot collectsis of property damaged or destroyed by a 5) Amount of loss (1 or 4, whichever is
from the other driver. You can claim a $3,000casualty by the allowable casualty loss deduc- less) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $27,000
loss in 1994.tion. Also reduce the basis by any insurance or 6) Insurance reimbursement . . . . . . . . . . . . . 35,500

other reimbursement you receive. Example 2.  In 1993, your fishing boat, with 7) Gain on insurance (6 minus 5) . . . . . . . . $ 8,500
an adjusted basis of $25,000, was completelyExample.  Your business truck is involved 8) Salvage money . . . . . . . . . . . . . . . . . . . . . . . 1,000
destroyed by fire. Your only claim for reim-in an accident. After appraisals, you determine 9) Gain on casualty (7 plus 8) . . . . . . . . . . $ 9,500bursement was an insurance claim forthe loss to be $2,000. You carry $250 deducti-
$18,000. You can claim a casualty loss deduc-ble insurance. You receive $1,750 from the in-
tion of $7,000 in 1993 because the most yousurance company. Your deductible casualty
could possibly have collected from your claimloss is $250 ($2,000 minus $1,750 insurance).
was $18,000. In 1994, the insurance companyReduce the basis of your truck by your casu- Postponing Gain  
offered to settle your claim for $15,000 andalty loss, $250, and the insurance received,

You must ordinarily report the gain on youryou accepted the offer. In 1994, you can claim$1,750.
damaged, destroyed, or stolen property if youan additional deduction of $3,000, the excess
receive money or unlike property as reim-of your total loss of $10,000 ($25,000 minus
bursement. However, you can choose to post-$15,000) over the amount claimed in 1993
pone reporting the gain if you acquire qualified($7,000).When Loss Is
replacement property that is similar or related
in service or use to your involuntarily con-Deductible Lump-sum reimbursements.  If you have a
verted property within a specific replacementcasualty or theft loss of several assets at the

Casualty losses are generally deductible only period.same time, divide the lump-sum reimburse-
in the year in which they occur. Theft losses If you are a member of a partnership or ament among the assets according to the fair
are generally deductible only in the year in shareholder in a corporation that owns themarket value of each at the time of the loss.
which they are discovered. However, see  Dis- damaged, destroyed, or stolen property, onlyFigure the gain or loss separately for each as-
aster area losses, later. the partnership or corporation, and not you,set that has a separate basis.

can choose to postpone reporting the gain.
To postpone all the gain, the cost of yourLeased property.  If you lease property from Reimbursement in a later year.  If you re-

replacement property must be at least assomeone else, you may deduct a loss on the ceive more reimbursement than expected af-
much as the reimbursement you receive. If theproperty in the year the liability is fixed, not the ter deducting the loss in an earlier year, in-
cost of the replacement property is less thanyear in which it is paid. You are not entitled to a clude the extra reimbursement in your income
the reimbursement, include the gain in your in-deduction until your liability under the lease is in the year you receive it. However, if any part
come up to the amount of the unspentascertainable with reasonable accuracy. This of the deduction did not reduce your tax for the
reimbursement.could include a settlement, adjudication, or earlier year, do not include the extra reim-

abandonment of the claim. Example.  A fire totally destroyed a fishingbursement for that part of your deduction. Do
boat used in your business. It had an adjustednot refigure the tax for the year you claimed
basis of $9,000. During that year, you receivedthe deduction.Disaster area losses.  If you have a deducti-
$11,000 from the insurance company and im-Use and occupancy insurance.  If insur-ble loss from a disaster in an area declared by
mediately spent $9,500 to replace the de-ance reimburses you for your loss of businessthe President of the United States to be eligible
stroyed boat. You realized a gain of $2,000income, it does not reduce your casualty orfor federal disaster assistance, you can
from the destruction of the old boat. Sincetheft loss. However, the insurance reimburse-choose to deduct that loss on your return for
$1,500 of the insurance reimbursement wasment is income and taxed in the same mannerthe immediately preceding tax year. If you do
not spent for its replacement, report $1,500 inas your business income.this, consider this loss as occurring in the pre-
your gross income. You can choose not to re-ceding year.
port the other $500 of gain. If you spent onlyMake the election to deduct the loss in the
$8,500, you would have to report the entirepreceding year by the later of: How To Figure a Gain gain of $2,000.

1) The original due date of your tax return for
You have a gain from a casualty or theft if yourthe year the disaster occurred, or
reimbursement is more than the adjusted ba- Replacement Property 

2) The due date of the preceding year’s re- sis of the property. Decrease your gain by any You must buy replacement property for the
turn, including extensions. expenses you have to collect the reimburse- specific purpose of replacing your property.

ment, such as legal fees. Increase your gain Your replacement property must be similar or
by any money you receive for salvage. YouReimbursements.  If you have a reasonable related in service or use to the property it re-
can postpone reporting the gain if you acquireprospect of being reimbursed for part or all of places. You do not have to use the actual reim-
qualified replacement property within the re-your loss, subtract the expected reimburse- bursement from your old property to acquire
placement period, as explained later.ment to figure your loss. Reduce your loss the replacement property. Property you re-

even if you do not receive payment until a later Example.  Your fishing boat was severely ceive by gift or inheritance does not qualify as
tax year. If you later receive less than the damaged in a storm. The adjusted basis of the replacement property.
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Advance payment.  You have not purchased figured the gain, and that you choose to re-
place the property within the required replace-replacement property if you pay a contractor in 10.ment period.advance to build your replacement property,

You then attach another statement to yourunless it is finished before the end of the re-
return for the year in which you buy the re-placement period. Reporting Gains
placement property. Show in this statement
detailed information on the replacement prop-Similar or related in service or use for an and Losses
erty. If you acquire part of your replacementowner-user.  If you are an owner-user, similar
property in one year and part in another year,or related in service or use means the replace-
make a statement for each year. Show in thement property functions the same as the prop- Topicsstatement detailed information on the replace-erty it replaces. An example of replacement This chapter discusses:ment property bought in each year.property that is similar or related in service is a

• Schedule D (Form 1040)business vehicle that replaces another busi-
Taxpayer’s death.  If a taxpayer dies in the

ness vehicle and the business uses it in the • Form 4797year the gain is realized, but before replace-
same way. ment property is acquired, there can be no • Form 4684

election to postpone the gain. Instead, report
Substituting replacement property.  Once the gain on the decedent’s final income tax

Useful Itemsyou designate property as replacement prop- return.
You may want to see:erty, you may not substitute other qualified re-

placement property. The designation is made Amended return.  File an amended return for
Publicationby the statement with your return reporting that the tax year in which the gain was realized if

you acquired replacement property. However, you made the election to postpone tax on the ❏ 544 Sales and Other Dispositions
if after you replace the property you discover it gain and later did not acquire replacement of Assets
does not qualify as replacement property, you property within the replacement period, or the

❏ 550 Investment Income and Expensesmay, within the replacement period, substitute replacement property costs less than antici-
the other qualified replacement property. pated at the time you made the election.

Form (and Instructions)Changing your mind.  You can change
your mind about whether to report or postpone ❏ 1099–B Proceeds From Broker andReplacement Period  your gain at any time before the end of the re- Barter Exchange Transactions

To postpone reporting your gain, you must buy placement period. However, see Substituting
❏ 1099–S Proceeds From Real Estatereplacement property within the replacement property, earlier.

Transactionsperiod. Example.  A fire destroyed your property.
The replacement period begins on the You had a gain of $5,000. You reported the ❏ 8824 Like-Kind Exchanges

date your property was damaged, destroyed, gain on your return for the year you received it,
❏ 6252 Installment Sale Incomeor stolen. and paid the tax due. You buy replacement

The replacement period ends 2 years af- property within the replacement period. You
ter the close of the first tax year in which you used all but $1,000 of your gain to buy the re-
realize any part of your gain. placement property. You wish to change your

This chapter discusses the reporting ofelection to postpone the tax on the $4,000 of
capital gains and losses and ordinary gainsgain spent for the replacement property.Extension.  You may get an extension of the
and losses from sales, exchanges, and otherFile a claim for refund on Form 1040X. At-replacement period if you apply to the District
dispositions of property. It covers the use oftach an explanation to your Form 1040X show-Director of the Internal Revenue Service for
Schedule D (Form 1040), Form 4684, anding that you previously reported the entire gainyour area. Your application should contain all Form 4797.from the fire but you now want to change yourthe details about your need for an extension. Although this discussion refers to Scheduleelection and report only the part of the gainMake your application before the end of the re- D (Form 1040), the rules discussed here also($1,000) not spent for replacement property.placement period. You may file an application apply to taxpayers other than individuals.

within a reasonable time after the replacement However, the rules for property held for per-
period ends if you can show a good reason for sonal use will usually not apply to taxpayers
the delay. You will get an extension of time if Reporting Gains and other than individuals.
you can show reasonable cause for not mak- Losses  ing the replacement within the regular period. Personal use property.  Report gain on the

Use Form 4684 to report gains and losses sale or exchange of property held for personal
How to postpone the gain.  Report your elec- from casualties and thefts. On Form 4684, list use (such as your home) on Schedule D. Loss
tion to postpone your gain, along with all nec- each item or article for which you are reporting from the sale or exchange of property held for
essary details, on your return for the tax year in a casualty or theft and gain or loss. personal use is not deductible. But if you had a
which you realize the gain. loss from the sale or exchange of real estate

Replacement property acquired before held for personal use (other than your main
return filed.  If you acquire replacement prop- home), report the transaction on Schedule D
erty before you file your return for the year in even though the loss is not deductible. Com-
which you realize gain, attach a statement to plete columns (a) through (e) and write ‘‘Per-
your return. Show in the statement the amount sonal loss’’ across columns (f) and (g).
realized from the casualty or theft, how you fig-
ured the gain, and any gain you will report as Other forms.  Before completing Schedule D
income. (Form 1040), you may have to complete other

Replacement property acquired after re- forms.
turn filed.  If you intend to buy replacement Form 4797.   For the sale of business prop-
property after you file your return for the year erty, complete Form 4797. Form 4797 is dis-
you realize gain, attach a statement to your re- cussed later in this chapter.
turn. Show in the statement all the facts relat- You must file Form 8824 in addition to
ing to the casualty or theft. Also show how you Schedule D (Form 1040) or Form 4797 when
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you exchange property in a like-kind transac- Part II of Schedule D (Form 1040). The follow- In 1995, you will treat the carryover loss as
ing are also reported in Part II: if it occurred in that year. It will be combinedtion. See Reporting the exchange under Non-

with any capital gains and losses you have intaxable Like-Kind Exchanges in Chapter 8. 1) Capital gain distributions from regulated
1995, and any excess capital loss will be sub-For an installment sale of business prop- investment companies, mutual funds, and
ject to the limit for that year. Any loss not usederty, complete Form 6252. See Publication real estate investment trusts,
in 1995 will be carried over to 1996.537, Installment Sales.

2) Your share of long-term capital gains or When you carry over a loss, it retains its
losses from partnerships, S corporations, original character as either long term or shortForm 1099–B.  If you sold stocks, bonds, com-
and fiduciaries, and term. A short-term loss that you carry over tomodities, etc., you should receive Form 1099–

the next tax year is added to short-term losses3) Long-term capital loss carryovers.B or an equivalent statement from your broker.
occurring in that year. A long-term loss thatUse Form 1099–B or equivalent statement to
you carry over is added to long-term losses oc-The result of combining these items with yourfill out line 1 of Schedule D (Form 1040).
curring in that year.other long-term capital gains and losses isWhether or not you receive Form 1099–B,

For more information about the treatmentyour net long-term capital gain or loss.you must report all taxable sales of stocks,
of capital losses, see Treatment of Capitalbonds, commodities, etc., on Schedule D. For
Losses in Chapter 3 of Publication 544.Total net gain or loss.  Figure your total netmore information about figuring gains and

Joint and separate returns.  On a joint re-gain or loss by combining your net short-termlosses from these transactions, see Chapter 4
turn, the capital gains and losses of a husbandcapital gain or loss with your net long-termin Publication 550.
and wife are figured as the gains and losses ofcapital gain or loss. Enter the result on line 18,
an individual. If you are married and filing aPart III. If losses are more than gains, see theForm 1099–S.  Information reporting must be
separate return, your yearly capital loss de-later discussion on Treatment of capitalprovided on certain real estate transactions.
duction is limited to $1,500. Neither you norlosses.Generally, the person responsible for closing
your spouse may deduct any part of the other’sthe transaction must complete Form 1099–S.
loss.Maximum tax rate on capital gains for indi-He or she is required to indicate on the form

If you and your spouse once filed separateviduals.  The 31%, 36%, and 39% income taxthe sale or exchange of improved or unim-
returns and are now filing a joint return, yourates for individuals do not apply to net capitalproved land, a house, building, or other perma-
must both combine each of your capital lossgains. The maximum tax rate on net capitalnent structure, a condominium unit, or stock in
carryovers. However, if you and your spousegain is 28%. Net capital gain is the excess ofa cooperative housing corporation.
once filed jointly and are now filing separately,net long-term capital gain for the year over theIf you have sold or exchanged any of the
any capital loss carryover can be deductednet short-term capital loss for the year.above types of property, the reporting person
only on the return of the spouse who actuallyFiguring tax on net capital gains.  If youmust give you a copy of the Form 1099–S or a
had the loss.file Schedule D and both lines 17 and 18 ofstatement containing the same information.

Death of taxpayer.  Capital losses cannotSchedule D are gains, or if you reported capitalIf you receive or will receive property or be carried over after a taxpayer’s death. Theygain distributions on line 13, Form 1040, youservices in addition to gross proceeds (cash or are deductible only on the final income tax re-may need to use the Capital Gain Tax Work-notes) in this transaction, the person reporting turn filed on the decedent’s behalf. The capitalsheet, provided in the instructions for line 38 ofis not required to value that property or those loss limit discussed earlier still applies in thisForm 1040, to figure your tax. Be sure to checkservices. In that case, the gross proceeds re- situation. Even if the loss is greater than thethe box for Capital Gain Tax Worksheet on lineported on Form 1099–S will be less than the limit, the excess cannot be deducted by the38, Form 1040, when you enter the amount ofsales price of the property you sold. Figure any decedent’s estate or carried over to followingtax on that line. Use the Capital Gain Taxgain or loss according to the sales price, which years.Worksheet if your taxable income (line 37,is the total amount you realized on the
Form 1040) is more than the amount shown intransaction.
the following table for your filing status.

Form 4797  Filing Status Amount 

Single . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $55,100 Use Form 4797 to report gain or loss from aSchedule D  
Married filing jointly or qualifying sale, exchange, or involuntary conversion of

Where you report a sale on Schedule D de- widow(er) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,850 property used in your trade or business or held
pends on how long you held (owned) the Married filing separately . . . . . . . . . . . . . . . . 45,925 for the production of rents or royalties.
property. Head of household . . . . . . . . . . . . . . . . . . . . . 78,700

Section 1231 gains and losses.  Any section
Short-term gains and losses.  A gain or loss 1231 gains and losses are shown in Part I. ATreatment of capital losses.  If the total ofon the sale or exchange of a capital asset held net gain is carried to Schedule D (Form 1040)your capital losses is more than the total of1 year or less is a short-term capital gain or as a long-term capital gain. A net loss is car-your capital gains, you must deduct the excessloss. Report it in Part I. ried to Part II of Form 4797 as an ordinary loss.even if you do not have ordinary income to off-Net short-term gain or loss.  Combine If you had any nonrecaptured net sectionset it. The yearly limit on the amount of theyour share of short-term capital gains or losses 1231 losses from the preceding 5 tax years,capital loss you can deduct is $3,000 ($1,500 iffrom partnerships, S corporations, or fiducia- reduce your net gain by those losses and re-you are married and file a separate return).ries, with any short-term capital loss carry- port the amount of the reduction as an ordinaryCapital loss carryover.  Generally, youovers and your other short-term gains and gain in Part II. Report any remaining gain onhave a capital loss carryover if the followinglosses to figure your net short-term capital gain Schedule D. See Section 1231 Property, insituations apply to you.or loss. Chapter 8.

1) Your excess capital loss is more than the
yearly limit, orLong-term gains and losses.  Gain or loss on Ordinary gains and losses.  Any ordinary

the sale or exchange of a capital asset held gains and losses are shown in Part II. This in-2) The amount shown on line 35, Form
more than 1 year is a long-term capital gain or cludes a net loss or a recapture of losses from1040, is less than zero.
loss. Report it in Part II. prior years figured in Part I of Form 4797. It

Net long-term gain or loss.  Net section also includes ordinary gain figured in Part III.If these situations apply to you in 1994, com-
1231 gain from Part I of Form 4797, after re- plete the Capital Loss Carryover Worksheet
duction for prior years’ nonrecaptured net sec- provided in the instructions to Schedule D Ordinary income due to depreciation re-
tion 1231 losses, if applicable, is long-term (Form 1040) to figure the amount of your loss capture.  The ordinary income due to the re-
capital gain. See Chapter 8. Report this gain in that you can carry over to 1995. capture of depreciation on personal property
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(as discussed in Chapter 8) is figured in Part Fishing crew members.  If you are a crewTopics
member on a boat that is engaged in theIII. The ordinary income is carried to Part II of This chapter discusses:
catching of fish or other forms of water life, youForm 4797 as an ordinary gain. Any remaining •  Who must pay self-employment tax may have to pay self-employment tax. See thegain is carried to Part I as a section 1231 gain,

•  Self-employment income discussion on Certain Crew Members Consid-unless it is from a casualty or theft. Any re-
ered Self-Employed in Chapter 12.maining gain  that is from a casualty or theft is •  Figuring the tax

carried to Form 4684.
Income limits.  You must pay self-employ-Useful Items ment tax if you have net earnings from self-

You may want to see: employment of $400 or more.
For 1994, the maximum amount subject toForm 4684 

Publication the social security part of the self-employment
Use Form 4684 to figure and report casualty tax (12.4%) is $60,600. All earnings are sub-❏ 533 Self-Employment Tax
and theft losses and gains. Section B, Part I, ject to the Medicare part of the self-employ-
has space to figure a gain or loss on four items ment tax (2.9%).Form (and Instructions)
of business or income-producing property. List

❏ 1040 U.S. Individual Income Taxeach item or article for which you are claiming Estimated tax.  If you estimate your income
Returna casualty or theft loss. If more than four items tax for 1994, you must also include an esti-

of property were damaged or stolen in a single ❏ Sch SE (Form 1040) Self-Employment mate of your self-employment tax.   See Esti-
Taxcasualty or theft, use additional sheets follow- mated Tax and Return Due Dates in Chapter

ing the format of Section B, Part I, through line 1.
27. The self-employment tax is a social secur-

ity and Medicare tax for individuals who workIf you had more than one casualty or theft
for themselves. It is similar to the social secur-during the year, fill out a separate Form 4684 Self-Employmentity and Medicare taxes withheld from the payfor each casualty or theft.
of wage earners.Section B, Part II is used to summarize all Income 

your gains and losses from casualties and
You are probably self-employed if you are aSocial security benefits.  Social securitythefts of business or income-producing prop-
sole proprietor, an independent contractor, abenefits are available to self-employed per-erty during the tax year. Your net gain or loss is
member of a partnership, or are otherwise insons just as they are to wage earners. Yourthen carried to other tax forms. Short-term
business for yourself. Certain fishing crewpayments of self-employment tax contribute togains and losses are listed separately from
members are also considered to be self-your coverage under the social security sys-long-term gains and losses. Part II also sepa-
employed.tem. Social security coverage provides yourates losses by the type of property. Losses on

You do not have to carry on regular full-with retirement benefits, disability benefits,business property and property that earns rent time business activities to be self-employed.and medical insurance (Medicare) benefits.or royalty income are listed in column (b)(i). Part-time work, including work you do on theYou must be insured under the social se-Losses on income-producing property are side in addition to your regular job, may also becurity system before you begin receiving sociallisted in column (b)(ii). Gains are listed in col- self-employment.security benefits (described above). You areumn (c). Some types of income, such as interest,insured if you have the required number of
may or may not be self-employment income.quarters of coverage. A ‘‘quarter of coverage’’
The source from which your income is re-means a period of 3 calendar months during
ceived and your involvement in the activitywhich you were paid a certain amount of in-
from which your income is received will deter-come subject to social security tax.
mine whether it is self-employment income.For 1994, you will receive a quarter of so-11. Some common types of income are listedcial security coverage, up to four quarters, for
here. For a more complete discussion abouteach $620 of income subject to social security.
self-employment income, see Self-Employ-Self-Employment Therefore, for 1994, if you had income of
ment Income in Publication 533.$2,480 that was subject to social securityTax taxes (self-employment and wages), you will
Real estate rent.  Rent from real estate andreceive four quarters of coverage.
personal property leased with real estate is notFor an explanation of the number of
self-employment income. However, if you re-quarters of coverage you must have to be in-
ceive rent as a real estate dealer, the rental in-sured, and of the benefits available to you and
come and related deductions are included inyour family under the social security program,Important Change
figuring self-employment income.consult your nearest Social Security Adminis-for 1994 tration office.
Interest.  Interest is not self-employment in-

Tax rates and maximum net earnings for come unless you receive it in your trade orSocial security number.  You must have aself-employment taxes.  The self-employ- business, such as interest on accountssocial security number to pay the self-employ-ment tax rate on net earnings for 1994 is receivable.ment tax. If you do not have a number, see Ap-
15.3%. This rate is a total of 12.4% for social plication for identification number in Chapter 1.
security (old-age, survivors, and disability in- Dividends.  Dividends on securities are not
surance), and 2.9% for Medicare (hospital in- self-employment income unless you are a
surance). For 1994, the maximum amount dealer in securities.
subject to the social security part (12.4%) is Who Must Pay Self-
$60,600. All earnings are subject to the Medi- Gains and losses.  A gain or loss from the dis-Employment Tax care part (2.9%). position of property that is neither stock in

The maximum amount subject to the social If you carry on a trade or business as a sole trade nor held primarily for sale to customers is
security part (12.4%) in 1995 will be published proprietor, a member of a partnership, or as an not included when figuring self-employment in-
in the 1994 revision of Publication 533, Self- independent contractor, you probably have to come. It does not matter whether the disposi-
Employment Tax, and Publication 553, High- pay self-employment tax on your self-employ- tion is a sale, exchange, or an involuntary con-
lights of 1994 Tax Changes. ment income. version. For example, gains or losses from the
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disposition of depreciable property or other 5) The self-employed health insurance which method you use to figure self-employ-
fixed assets used in your trade or business are deduction. ment tax.
not included.

However, any amounts for depreciation, in- Tax rates.  The self-employment tax rate for
cluding any section 179 deduction, recaptured Caution:  The self-employed health insur- 1994 is 15.3% (12.4% social security tax plus
because the business use of certain property ance deduction expired for tax years begin- 2.9% Medicare tax). However, you can take a
was reduced to 50% or less are taken into ac- ning after 1993. However, as this publication deduction of 7.65% of your net self-employ-
count in figuring your net earnings from self- was being prepared for print, Congress was ment income when you figure your net earn-
employment. This does not include amounts considering legislation to extend this deduc- ings from self-employment. You are allowed
recaptured on the disposition of property. tion. For information on late legislative this deduction only in figuring self-employment

changes, see Publication 553, Highlights of tax, and you figure it on line 4 of your 1994
Wages and salaries.  Wages that are re- 1994 Tax Changes. Schedule SE. This is not the same as the de-
ceived for services performed as an employee duction for one-half of self-employment tax

Example.  You own a fishing boat and forand that are covered by social security and taken on Form 1040, line 25.
the year your business had the following items:Medicare taxes or by railroad retirement tax

are not self-employment income. Also, tips re- Who should use optional method.  YouGross profit on sales . . . . . . . . . . . . . . . . . . . . . . $32,500ceived for work done as an employee are ex- should use the nonfarm optional method ifSalaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000cluded from self-employment income. your net self-employment income is less than
Fuel . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,700

$1,733 and less than 72.189% of your gross
Repairs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400Lost income payments.  If you are self-em- nonfarm income, or if you had a loss, and:
Other expenses . . . . . . . . . . . . . . . . . . . . . . . . . . 900ployed and reduce or stop your fishing activi-

1) You want to receive credit for social se-Gain on sale of equipment . . . . . . . . . . . . . . . . 350ties, any payment you receive for the lost in-
curity benefit coverage,Fire loss on boat . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200come of your fishing business from insurance

Net operating loss carryover . . . . . . . . . . . . . . 1,000or other sources is self-employment income. If 2) You incurred child or dependent care ex-
you are not working when you receive the pay- penses for which you could claim a creditTo figure taxable income, consider all thement, it still relates to your fishing business (this method will increase your earned in-above items. But to figure net self-employ-(even though it is temporarily inactive) and is come which could increase your credit),ment income, use only the following:self-employment income. or

If there is a connection between any pay- Gross profit on sales . . . . . . . . . . . . . . . . . . . . . . $32,500 3) You are entitled to the earned income
ment you receive and your trade or business, Expenses: credit (this method will increase your
the payment is self-employment income. A Salaries . . . . . . . . . . . . . . . . . . . . . . $9,000 earned income which could increase your
connection exists if it is clear that the payment Fuel . . . . . . . . . . . . . . . . . . . . . . . . . . 2,700 credit).
would not have been made but for your con- Repairs . . . . . . . . . . . . . . . . . . . . . . 1,400
duct of the trade or business. Other expenses . . . . . . . . . . . . . . 900 If you use the optional method, you must

figure and pay the self-employment tax dueTotal expenses . . . . . . . . . . . . . . . . . . . . . . . . . 14,000Net Self-Employment under that method, even if you would have hadNet operating profit . . . . . . . . . . . . . . . . . . . $18,500
a smaller tax or no tax under the regularIncome 
method.Net self-employment income normally in- The $18,500 is your net self-employment

cludes all of the items of business income and Example.  Your gross nonfarm income isincome. The sale of the equipment, the fire
takes into account business deductions al- $900 and your net nonfarm earnings are $200.loss, and the net operating loss carried over
lowed for income tax purposes. Net self-em- You use the nonfarm optional method to get afrom a previous year are not included in the
ployment income is determined using the larger earned income credit. Your net earningscalculation. For other excluded income and
same accounting method as used for income using the optional method are $600. You mustdeductions, see Self-Employment Income in
tax purposes. pay self-employment tax.Publication 533.

If you have more than one trade or busi- Schedule SE (Form 1040) is used to com-
ness, your net self-employment income is the pute self-employment tax. This form is illus-
combined earnings from all of your busi- trated in Publication 533.
nesses. A loss in one business will reduce the Figuring Self-
income earned in another. You must claim all Forms.  Use Schedule SE (Form 1040) to fig-Employment Tax allowable deductions, including depreciation, ure your self-employment tax. Report the self-
when figuring your net earnings from self-em- employment tax on line 47 of Form 1040. If youThere are three ways to determine net earn-
ployment. Your net self-employment income is have to pay self-employment tax, you must fileings for figuring self-employment tax. They are
reduced by 7.65%, as explained later, to deter- a Form 1040 (with Schedule SE attached),the regular method, the nonfarm optional
mine your net earnings from self-employment. even if you are not otherwise required to file amethod, and the farm optional method. The
Making false statements to get or to increase federal income tax return.optional methods allow you to continue social
social security benefits may subject you to security coverage when you have a loss or
penalties. Joint returns.  You cannot file a joint Sched-small amount of net income from self-employ-

ule SE (Form 1040), even if you file a joint in-ment. The regular and the nonfarm optional
Deductions and exemptions.  Your self-em- come tax return. Your spouse is not consid-methods apply to the fishing industry. For a
ployment income should not be reduced by ered self-employed just because you are. Ifdiscussion of all the methods,   see Publication
certain deductions that are used when figuring your spouse has self-employment income, it is533.
income tax. Specifically, do not use: independently subject to self-employment tax.The regular method and the nonfarm op-

If you both have self-employment income,tional method differ in the way you determine1) Deductions for personal exemptions for
each of you must file a separate Schedule SEnet earnings. However, the tax rates are theyourself, your spouse, or dependents,
(Form 1040).same for each method. You will find the gen-2) The standard deduction or itemized

eral rules for figuring self-employment tax indeductions,
the discussion of Schedule SE. Schedule SE  3) The net operating loss deduction, The optional method may be used only to

You must file Schedule SE if:4) Nonbusiness deductions including contri- figure your self-employment tax. To figure your
butions on your behalf to a pension, profit- income tax, include your actual self-employ- 1) You were self-employed, and your net
sharing, annuity, Keogh, or SEP plan, and ment income in gross income, regardless of earnings from self-employment from other
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than church employee income were $400 the 12.4% social security part of self-employ- and Medicare taxes. You multiply the $70,000
ment tax, social security tax, or railroad retire-or more, or by 0.9235 on Short Schedule SE for the 7.65%
ment tax. deduction, and the result is $64,645. Since2) You had church employee income of

All of your combined wages, tips, and net only $60,600 of your earnings is subject to the$108.28 or more.
earnings in 1994 are subject to any combina- social security part of the self-employment tax,
tion of the 2.9% Medicare part of self-employ- your tax for this part is $7,514.40 (12.4% ofEven if you are not required to file Sched- ment tax, social security tax, or railroad retire- $60,600).ule SE, it may be to your benefit to file it and ment tax. Since all of your earnings are subject to theuse the nonfarm optional method in Part II of If your wages and tips are subject to either Medicare part of the self-employment tax, mul-Section B. social security or railroad retirement tax, or tiply $64,645 by 2.9% (.029) on Short Sched-Most taxpayers can use the Short Sched- both, and total at least $60,600, you do not ule SE for the Medicare part, and the result isule SE (Section A) to figure self-employment have to pay the 12.4% social security part of $1,874.71. Add this to the $7,514.40 figuredtax. However, the following taxpayers must the self-employment tax. However, you must above for total self-employment tax ofuse Long Schedule SE (Section B): pay the 2.9% Medicare part of the self-employ- $9,389.11.
ment tax on all of your net earnings.1) Individuals whose total wages and tips

Example 4.  During 1994, you havesubject to social security (or railroad re-
$70,000 in net self-employment income, andStep 3. Figure your self-employment tax astirement) tax plus net earnings from self-
receive $10,000 in wages subject to social se-follows:employment are more than $60,600,
curity and Medicare taxes. You multiply the

1) If your net earnings from self-employment2) Ministers, members of religious orders, $70,000 by 0.9235 on Long Schedule SE for
plus any wages and tips are not moreand Christian Science practitioners not the 7.65% deduction, and the result is
than $60,600, and you do not have to usetaxed on earnings from these sources $64,645. Next, you subtract your wages of
Long Schedule SE, use Short Schedule(with IRS consent), who owe self-employ- $10,000 from $60,600, the maximum income
SE. On line 5, multiply your net earningsment tax on other earnings, subject to the social security part of the self-
by the 1994 tax rate of 15.3% (.153). The employment tax. The result is $50,600. Since3) Employees who earned wages reported result is the amount of your self-employ- only $50,600 of your earnings is subject to theon Form W–2 of $108.28 or more working ment tax. social security part of the self-employment tax,for a church or church-controlled organi-

your tax for this part is 12.4% (.124) ×$50,600,2) If you had no wages, your net earningszation that elected exemption from social
or $6,274.40.from self-employment are more thansecurity and Medicare taxes,

Since all of your net earnings are subject to$60,600, and you do not have to use Long
4) Individuals with tip income subject to so- the Medicare part of the self-employment tax,Schedule SE, use Short Schedule SE. On

cial security (or railroad retirement) and you multiply all of your net earnings from self-line 5, multiply the line 4 net earnings by
Medicare taxes that was not reported to employment, $64,645, by 2.9% (.029) on Longthe 2.9% (.029) Medicare tax and add the
their employers, and Schedule SE for the Medicare part, and the re-result to $7,514.40 (12.4% of $60,600).

sult is $1,874.71. Add this to the $6,274.40 fig-The total is the amount of your self-em-5) Individuals who use one of the optional
ured above for total self-employment tax ofployment tax.methods to figure self-employment tax.
$8,149.11.3) If your net earnings from self-employment

plus any wages and tips are more than
$60,600, you must use Long ScheduleRegular Method Nonfarm Optional Method 
SE. Subtract your total wages and tipsUse the following steps to figure your tax under The nonfarm optional method is figured on
from $60,600 to find the maximumthe regular method: Long Schedule SE (Section B). By using the
amount of earnings subject to the 12.4% nonfarm optional method, you can continue
social security part of the tax. If more thanStep 1.  Figure your net self-employment in- your self-employment tax coverage when your
zero, multiply the amount by 12.4%come. Under the regular method, the net profit net profit for the year is small or you have a
(.124). The result is the social security taxfrom your business or profession is generally loss. But you may not use this method to report
amount. Then multiply your net earningsyour net self-employment income. Net income an amount less than your actual net earningsfrom self-employment by 2.9% (.029).is figured by subtracting all allowable business from self-employment.The result is the Medicare tax amount.

expenses and deductions from gross business Use the nonfarm optional method only forThe total of the social security tax amount
income. self-employment income that does not comeand the Medicare tax amount is your self-

from farming. You may use this method if youemployment tax.
Step 2.  After you have figured your net self- meet all the following tests:
employment income, determine how much is

1) Your net nonfarm profits, as shown on lineExample 1.  During 1994, you havesubject to self-employment tax. Your net in-
31 of Schedule C (Form 1040), line 3 of$30,000 in net self-employment income, andcome is reduced by the 7.65% deduction to get
Schedule C–EZ (Form 1040), and linereceive no wages subject to social securityyour net earnings from self-employment.
15a of Schedule K–1 (Form 1065), areand Medicare taxes. You multiply the $30,0007.65% deduction.  Multiply your net in- less than $1,733 (.9235 × $1,733 =by 0.9235 on Short Schedule SE for the 7.65%come by 0.9235 for the 7.65% deduction $1,600.43).deduction (100% − 7.65% =92.35%), and the(100% − 7.65% = 92.35% or 0.9235). This is

result is $27,705. Your self-employment tax is 2) Your net nonfarm profits are less thanyour net earnings from self-employment.
15.3% (.153) of $27,705, or $4,238.87. 72.189% of your gross nonfarm income.Minimum income.  You must have

Example 2.  During 1994, you have$433.13 or more of net earnings from self-em- 3) You are self-employed on a regular basis.$20,000 in net self-employment income, andployment before reduction by the 7.65% de- Self-employment on a regular basisreceive $15,000 in wages subject to social se-duction to be subject to the tax (.9235 × means that your actual net earnings fromcurity and Medicare taxes. You multiply the$433.13 = $400). If your net income is less self-employment were $400 or more in at$20,000 by 0.9235 on Short Schedule SE forthan $433.13 before the 7.65% reduction, you least 2 of the 3 tax years before the onethe 7.65% deduction, and the result isdo not have to file Schedule SE (Form 1040) or for which you use this method.$18,470. Your self-employment tax is 15.3%pay the tax, unless you choose to use the op-
(.153) of $18,470, or $2,825.91. 4) You have not previously used this methodtional method.

more than 4 years (there is a 5-year life-Maximum income.  No more than $60,600 Example 3.  During 1994, you have
time limit). The years do not have to beof your combined wages, tips, and net earn- $70,000 in net self-employment income, and
one after another.ings in 1994 is subject to any combination of receive no wages subject to social security
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For more information on the nonfarm optional • Income tax withholding
method, see Publication 533. Who Are Employees? • Social security and Medicare taxes

Common-law rules are used to determine• Paying social security, Medicare, andSelf-Employment Tax whether a person working for you is an em-withheld income taxes
Deduction ployee for purposes of social security and

• Federal unemployment tax Medicare taxes (FICA taxes), federal unem-You can deduct one-half of your self-employ-
ployment tax (FUTA tax), and federal incomement tax as a business expense in figuring • Family members
tax withholding. Under the common-law rules,your adjusted gross income. This is an income

• Advance payment of earned income anyone who performs services that are subjecttax adjustment only. It does not affect either
credit to the will and control of an employer, as toyour net earnings from self-employment or

both what must be done and how it must beyour self-employment tax. You deduct it on line
Useful Items done, is an employee. It does not matter25 of Form 1040.
You may want to see: whether the employer allows the employee

discretion and freedom of action, as long as
the employer has the legal right to control bothPublication
the method and the result of the services. Two

❏ 15 Circular E, Employer’s Tax Guide of the usual characteristics of an employer-12. employee relationship are that the employer❏ 937 Employment Taxes
supplies the employee with tools and a place
to work and the employer has the right to dis-Form (and Instructions)Employment Taxes
charge the employee.

❏ W–2 Wage and Tax Statement If you have an employer-employee rela-
tionship, it makes no difference how it is de-❏ W–4 Employee’s Withholding
scribed. It does not matter if the employee isAllowance Certificate
called an employee, partner, co-adventurer,Important Changes

❏ W–5 Earned Income Credit Advance agent, or independent contractor. It does not
Payment Certificatefor 1994 matter how the payments are measured, how

they are made, or what they are called. Also, it❏ W–9 Request for TaxpayerTax rates and maximum wages.  The social
does not matter whether the individual is em-Identification Number and Certificationsecurity tax and Medicare tax rates remain the
ployed full or part time.same for 1994 and 1995. The social security

❏ 940 and 940–EZ Employer’s Annual For employment tax purposes, no distinc-tax is 6.2% for both the employer and the em- Federal Unemployment (FUTA) Tax tion is made among classes of employees. Su-ployee (12.4% total). The Medicare tax is Return perintendents, managers, and other supervi-1.45% for both the employer and the employee
sory personnel are all employees.❏ 941 Employer’s Quarterly Federal Tax(2.9% total). The wage base for social security

In doubtful cases, the facts will determineReturnfor 1994 is $60,600. For 1995, the wage base
whether or not there is an actual employer-em-for social security is $61,200. For 1994 and
ployee relationship. If you want the IRS to de-1995, there is no wage base limitation for If you have employees, you may be re-
termine whether a worker is an employee, fileMedicare tax; all covered wages are subject to quired to withhold, report, and deposit employ-
Form SS–8, Determination of Employee WorkMedicare tax. ment taxes. You may have to withhold federal
Status for Purposes of Federal Employmentincome tax from their wages. You may also be
Taxes and Income Tax Withholding, with yourFederal unemployment (FUTA) tax rate. subject to social security and Medicare taxes
District Director.The gross FUTA tax rate remains 6.2% under the Federal Insurance Contributions Act

through 1995. (FICA) and unemployment tax under the Fed- Example 1.  The Pan Fishing Co. engaged
eral Unemployment Tax Act (FUTA). Mike Rose to captain one of its fishing trawl-

However, no withholding is required for ers. The trawler is a United States vessel of
crew members who are treated as self-em- more than 10 net tons. The Pan Fishing Co.Important Reminders ployed individuals. You may be required only and Mike Rose entered into a contract of ser-
to file a Form 1099–MISC, Miscellaneous In- vice within the United States. Mike hires aEarned income credit.  You, as an employer,
come, to report the payments made to these crew of 15 to operate the vessel. He offers tomust notify employees who worked for you
crew members. See Certain Crew Members pay each crew member on the ‘‘lay’’ (sharingand from whom you did not withhold income
Considered Self-Employed, later in this of the profit) basis. He and the crew members,tax about the earned income credit.
chapter. except the engineer who is paid a straight fee,

Every employer subject to employment are jointly liable for any losses resulting from aForm W–4 for 1995.  You should make new
taxes must have an employer identification voyage.Forms W–4 available to your employees and
number. If you do not have one, you should get After the voyage, Mike sells the catchencourage them to check their income tax
Form SS–4, Application for Employer Identifi- through a fish exchange, which deducts itswithholding for 1995. Those employees who
cation Number, from the Internal Revenue fees from the proceeds. After deducting cer-owed a large amount of tax or received a large
Service. You should file the completed appli- tain specified expenses (such as fuel, oil, etc.),refund for 1994 may need to file a new Form
cation form with the Internal Revenue Service he turns one-fourth of the proceeds over toW–4.
Center where you file your federal tax returns. Pan Fishing Co., less 5% which he keeps as

his commission. From the remaining three-Children employed by parents.  Wages you
fourths, the expenses of food, bait, etc., areNew employees.  You must ask each newpay to your children age 18 and older for ser-
deducted. The remainder is then equally di-employee to complete the employee part ofvices in your trade or business are subject to
vided among the members of the crew andImmigration and Naturalization Service (INS)social security taxes.
Mike.Form I–9, Employment Eligibility Verification.

You must then complete the employer part of The members of a fishing crew are gener-Topics
the form to verify the employee’s identity and ally employees either of the captain (if he is notThis chapter discusses:
eligibility to work. You can get M–274, Hand- an agent of the owner of the vessel) or of the

• Who are employees? book for Employers, which contains Forms I–9 vessel owner. Amounts paid to crew members
• Certain crew members considered self- and instructions, from INS regional and district on the ‘‘lay’’ basis are considered wages, and

employed offices. the agreements under which the crews are
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hired in these circumstances are contracts of are subject to self-employment tax. See Chap- Unemployment tax.  Self-employed crew
members do not have to pay federal unem-hire. ter 11, Self-Employment Tax.
ployment tax on their earnings. However, theIn this example, Mike is acting as an agent Example 1.  Mike Jones, an owner of a
operator of the boat may be subject to federalof Pan Fishing Co.; therefore, the company is fishing boat of more than 10 net tons, employs
unemployment tax on the earnings of crewthe employer. As an employer of a crew work- a captain and eight others to work as crew members who perform services that comeing on an American vessel under a contract members on the boat. The proceeds from the under the exceptions stated later in this chap-entered into in the U.S., the company must sale of the catch offset boat operating ex- ter under Federal Unemployment Tax.withhold income tax and social security and

penses, including bait, ice, and fuel. 60% of
Medicare taxes from the entire crew’s wages,

the balance is divided among the captain and Record requirement.  The operator mustincluding Mike’s and the engineer’s. The com-
the crew members and 40% between Mike keep a record of each catch. These recordspany also must pay the employer’s portion of
and the captain. must be kept for 3 years after the tax year inthe social security and Medicare taxes. Be-

Between voyages, the crew members do which the catch occurred.cause the trawler is a vessel of more than 10
not receive any additional compensation, butnet tons with a crew of more than nine mem-
they must do certain work, such as repairingbers, the company also must pay federal un-
nets, splicing cable, and transporting theemployment tax on these wages.
catch. However, the mate, the engineer, and Income Tax WithholdingThe value of meals and lodging furnished
the cook get an additional payment from Miketo the crew is not subject to income tax with- Generally, you must withhold income tax fromof $100 each. The payment does not dependholding, social security and Medicare taxes, wages that you pay an employee if the wages
upon the boat’s catch. Since the mate, the en-and federal unemployment taxes, however, (whether paid in cash or in fish) are more than
gineer, and the cook get this additional pay-because the company must furnish meals and the dollar value of withholding allowances for
ment that does not depend on the amount oflodging to the employees on board the vessel that pay period. You should not withhold in-
the catch, they are not considered self-em-so that they can perform their services. come tax from the wages of an employee who,
ployed. The $100 payment and their share of by filing Form W–4, certifies that he or she hadExample 2.  Assume the same facts as in
the proceeds from the catch are subject to fed- no income tax liability last year and anticipatesExample 1, except that Mike Rose is the
eral income tax withholding, social security no income tax liability for the current year.owner-operator of the vessel and is in no way
and Medicare taxes, and the federal unem-associated with Pan Fishing Co. In this situa- The amount to withhold is figured on gross
ployment tax.tion, Mike is the employer for purposes of with- wages without taking out social security and

Since the other six crew members, includ-holding income tax and FICA taxes from the Medicare taxes, union dues, insurance, etc.
ing the captain, do not get any additional paywages of the crew. He also must pay the em- Several methods may be used to determine
and are members of an operating crew ofployer’s part of the social security tax and the amount of withholding. They are described
fewer than 10 members, they are consideredMedicare taxes. Because the vessel is more in Circular E.
self-employed. Mike does not have to withholdthan 10 net tons with a crew of more than nine
federal income tax or social security and Medi-members, Mike must also pay federal unem- Form W–4 for 1995.  You should make new
care taxes from their pay. They must pay self-ployment tax on these wages. 1995 Forms W–4 available to your employees,
employment tax on their earnings. and encourage them to check their income tax

Additional information.  For more informa- withholding situation for 1995. Those employ-Example 2.  The facts are the same as in
tion on the employer-employee relationship, ees who owed a large amount of tax or re-Example 1, except that, in addition to receiving
see Who Are Employees? in Publication 937. ceived a large refund for 1994 may need to filea share of the catch, the captain and the other

a new 1995 Form W–4.crew members are entitled to get $10 per hour
Effective date of Form W–4.  You mustfor repairing nets, constructing new nets, splic-

put a new Form W–4 into effect no later thaning cable, and other incidental work while inCertain Crew Members the start of the first payroll period ending on orport. Since the crew members are entitled to
after the 30th day from the date that you re-

receive payment other than a share of theConsidered Self- ceive the new form. If you pay wages without
catch, they are not considered self-employed. regard to a payroll period, you must put theEmployed The $10 per hour payment plus their share of new Form W–4 into effect no later than the first
the proceeds from the catch are subject to fed-Wages paid to members of a crew on a payment of wages on or after the 30th day
eral income tax withholding, social securityfishing boat are not subject to federal income from the date that you receive the new Form
and Medicare taxes, and the federal unem-tax withholding, social security and Medicare W–4.
ployment tax.taxes, and the federal unemployment tax if all

the following conditions are met: Meals and lodging.  Meals are not subject to
Reporting requirements.  The operator of a income tax withholding if furnished for the em-1) The members do not get and are not enti-
boat must file with the IRS a completed Form ployer’s convenience and on the employer’stled to get any money for their work (other
1099–MISC, Miscellaneous Income, if any of premises. Lodging is not subject to withholdingthan as provided in condition (2), below);
the crew members work as self-employed indi- if furnished for the employer’s convenience, on

2) The members get a share of the catch or viduals. All amounts must be reported. The the employer’s premises, and as a condition of
a share of the proceeds from the sale of $600 or more general rule for Form 1099– employment.
the catch;

MISC does not apply.
3) Each member’s share depends on the Form 1099–MISC must be filed with the Backup withholding. In certain cases, the

size of the catch; and IRS by February 28 following the calendar law requires you to withhold income tax at 31%
(backup withholding) on payments of commis-year in which the crew member was paid.4) The operating crew of the boat (or each
sions, nonemployee compensation, and otherboat from which a member gets a share
payments for services that you make in theStatement to crew members.  Every opera-for a fishing operation involving more than
course of commercial fishing or other businessone boat) is normally fewer than 10 tor who is required to file Form 1099–MISC
activities. The backup withholding rules do notpersons. must also furnish a statement to each crew
apply to wages.member. You may use Copy B of Form 1099–

The payer must withhold 31% of the pay-Each member of the crew who meets these MISC for this purpose. This statement must be
ment if:conditions is considered self-employed. The furnished to all crew members by January 31

earnings of these crew members are consid- of the year following the calendar year in which 1) The payee does not furnish a taxpayer
ered trade or business income, and therefore the crew members were paid. identification number to the payer; or
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2) The IRS notifies the payer that the payee Withholding tables for social security and Seasonal or intermittent employers.  If you
furnished an incorrect taxpayer identifica- Medicare taxes.  Tables showing the amount are a seasonal or intermittent employer, you
tion number. to be withheld from the employee are provided do not have to file Form 941 when you have

in Circular E. The employer’s tax rate for 1994 paid no wages during a quarter. However, you
Backup withholding applies to payments by is 7.65% and the employee’s tax rate is also must check the seasonal filer box on Form 941

fishing boat operators made in cash which re- 7.65% (a total of 15.3%). The 7.65% tax is a to- on each return you file so the IRS will not ex-
present a share of the catch. It also applies to tal of 6.2% for social security (old-age, survi- pect a return each quarter.
other payments for services reportable on vors, and disability insurance), and 1.45% for
Form 1099–MISC in any of the following Medicare (hospital insurance). No withholding Penalties.  If you do not deposit social secur-
situations: allowances are allowed for social security and ity, Medicare, and withheld income taxes on

Medicare taxes. time with an authorized financial institution or a1) The amount you receive from any one
Federal Reserve bank, you may have to pay apayer is $600 or more.
penalty. In addition, the IRS can require you toWage base limit.  For 1994, the maximum2) The payer was required to give you a file monthly returns for these taxes on Formamount subject to the social security partForm 1099–MISC last year.
941–M, Employer’s Monthly Federal Tax Re-(6.2%) is $60,600. For 1995, the maximum

3) The payer made payments to you last turn. The penalty will not apply if the failure toamount subject to the social security part is
year that were subject to backup meet the deposit requirements was due to rea-$61,200. For 1994 and 1995, there is no wage
withholding. sonable cause and not to willful neglect.base limitation for Medicare tax; all covered

Federal tax deposit penalties.  The pen-wages are subject to Medicare tax.
Backup withholding is generally not required alty for a late tax deposit is based on the length
for a payment of less than $10. of time the deposit is late. The following penal-

Other types of reportable payments are ties apply for late deposits:
subject to backup withholding under these Paying Social 1) If the deposit is not more than 5 days late,rules. Payments of interest and dividends may

the penalty is 2% of the underpayment.Security, Medicare,be subject to backup withholding for other rea-
sons. See Publication 505, Tax Withholding 2) If the deposit is more than 5 days late butand Withheld Incomeand Estimated Tax, for more information. not more than 15 days late, the penalty is

Amounts withheld under the backup with- 5% of the underpayment.Taxes 
holding provisions are reported on Form 945.

3) If the deposit is more than 15 days late,Also, these amounts are shown on information You must deduct and withhold income, social
the penalty is 10% of the underpayment.returns in the 1099 series reporting payments security, and Medicare taxes from the salaries

4) If the deposit is not made within 10 daysfor the year. For more information on informa- and wages of your employees. You are liable
tion returns and backup withholding, see 1994 after the IRS issues the first notice de-for the payment of these taxes to the federal
Instructions for Forms 1099, 1098, 5498, and manding payment or by the day that no-government whether or not you collect them
W–2G. tice and demand for immediate paymentfrom your employees. If, for example, you de-

Form W–9 may be used by payers to re- is given, the penalty is 15% of theduct less than the correct tax from your em-
quest payees to furnish a taxpayer identifica- underpayment.ployees’ wages, you are still liable for the full
tion number and to certify that the number fur- amount.
nished is correct. Trust fund recovery penalty. If you are aIf you must withhold income tax from

person responsible for withholding, account-wages or are liable for social security and
ing for, or depositing or paying withholdingMedicare taxes, you must file Form 941. A re-
taxes and willfully fail to do so, you can be heldturn may never cover a period of more thanSocial Security
liable for a penalty equal to the tax not paid,one calendar quarter. Fill in all the information
plus interest. A responsible person can be anrequested on the return, including your em-and Medicare Taxes 
officer of a corporation, a partner, a sole pro-ployer identification number.

The Federal Insurance Contributions Act prietor, or an employee of any form of busi-
(FICA) provides for a federal system of old- ness. A trustee or agent with authority over theDeposits of taxes.  Your total liability for so-age, survivors, disability, and hospital insur- funds of the business can also be held respon-cial security and Medicare taxes and federalance. This system is financed through social sible for the penalty.income tax withholding will determine whethersecurity and Medicare taxes. Social security

‘‘Willfully’’ in this case means voluntarily,deposits are necessary and, if so, how oftenand Medicare taxes (FICA taxes) are paid by
consciously, and intentionally. Paying otherthey must be made. To help ensure properyou and your employees. You, as an em-
expenses of the business instead of the taxescrediting to your account when depositingployer, must collect and pay the employee’s
due is considered to be acting willfully.taxes, write your employer identification num-share, and you must pay your own share of

ber, ‘‘Form 941,’’ and the tax period the de-this tax. You must withhold it from your em-
Forms for employees.  You must furnish cop-posit applies to on your check or money order.ployee’s wages, whether paid in cash or in

See Circular E for information on depositing ies of Form W–2 to each employee from whomfish, in much the same way as income tax, dis-
social security and Medicare taxes, withheld income or social security and Medicare taxescussed earlier.
income taxes,  and use of  author ized have been withheld. You must also furnish it to
depositaries. employees from whom income tax would havePayments in kind.  Generally, payments in

been withheld if the employee had claimed noIf you must make deposits of taxes and youkind are subject to social security taxes in the
make timely deposits in full payment of the more than one withholding allowance or hadsame way as wages paid in cash. However,
taxes due, you can file your quarterly return on not claimed exemption from withholding onthe value of meals that are exempt from in-
or before the 10th day of the second month fol- Form W–4. The Form W–2 must show the totalcome tax withholding because they are fur-
lowing the period for which it is made. In this wages and other compensation paid (whethernished for the employer’s convenience and on
case, the due dates for 1995 are as follows: or not they are subject to withholding), and thethe employer’s premises are also exempt from

amounts deducted for income, social security,social security and Medicare taxes. Similarly,
Quarter Due date and Medicare taxes.lodging that is exempt from income tax with-
January-February-March . . . . . . . . . May 10 Fill in all the information required on theholding because it is furnished for the employ-
April-May-June . . . . . . . . . . . . . . . . . . . Aug. 10 form. More detailed information for preparinger’s convenience, on the employer’s premises,
July-August-September . . . . . . . . . . Nov. 13 Form W–2 is contained in the Instructions forand as a condition of employment, is also ex-
October-November-December . . . Feb. 12, 1996empt from these taxes. Form W–2.
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Form W–3.  Employers must file Form W–3, you are still allowed the full 5.4% credit. How- taxes. However, the services of one spouse
Transmittal of Income and Tax Statements, ever, you cannot take the credit for any state employed by another in other than a trade or
annually to transmit Forms W–2 that were is- taxes you fail to pay. If for any reason you are business, such as domestic service in a pri-
sued for the preceding year. Form W–3 and its exempt from state unemployment tax, the full vate home, are not subject to social security
attachments must be filed with the Social Se- 6.2% rate applies. and Medicare taxes or federal unemployment
curity Administration on or before the last day Credit reduction.  The 5.4% credit may be taxes.
of February following the calendar year for reduced for employers in some states. A credit
which the Forms W–2 are prepared. reduction is required if a state’s unemployment Covered services of a child or spouse.  The

fund borrows from the federal government and wages for the services of a child or spouse are
keeps an outstanding balance for 2 or moreAdditional information.  Circular E contains covered by social security, Medicare, and fed-
years. For 1994, no state is subject to a credittables for withholding income, social security, eral unemployment, if he or she works for:
reduction.and Medicare taxes. It also contains more in-

1) A corporation, even if it is controlled by
formation about employment taxes. You can

the child’s parent or the individual’sForm 940.  If you are liable for the federal un-get Circular E from the IRS Forms Distribution
spouse;employment tax, an annual return must beCenter for your state.

2) A partnership, even if the child’s parent isfiled on Form 940 by January 31 following the
a partner, unless each partner is a parentclose of the calendar year for which the tax is

due. Any tax still due on that date is payable of the child;Federal Unemployment with the return. If you mail the tax payment with 3) A partnership, even if the individual’s
your return, complete the Payment Voucher spouse is a partner; orTax
on the return but do not detach it. Mail the re-

4) An estate, even if it is the estate of a de-turn with the payment to the address shown forYou are subject to federal unemployment tax
ceased parent.‘‘Return with payment’’ in the instructions.(FUTA) if during the current or preceding cal-

For more information about the federal un-endar year, you:
Under these conditions, a child is not con-employment tax, including the deposit rules,1) Paid total wages of $1,500 or more in any

sidered to work for his or her parent. Nor is asee the instructions on Form 940.calendar quarter; or
married individual considered to work for his or

2) Employed one or more employees for her spouse.Form 940–EZ.  Form 940–EZ, a simplified ver-
some part of at least 1 day during each of sion of Form 940, can be used by employers:
20 different calendar weeks. The 20

1) Who paid state unemployment taxes toweeks do not have to be consecutive. Nor
only one state; Advance Payment ofdoes it have to be the same employee

2) Who paid the state taxes by the due dateeach week. Individuals on vacation and the Earned Incomeof Form 940 or Form 940–EZ;sick leave are counted as employees in
determining your status. 3) Whose wages taxable for FUTA tax were Credit

also taxable for state unemployment tax;
Employers are generally required to makeThese rules apply to federal unemploy- and
payments to employees who have filed withment tax, but not to social security and Medi-

4) Who paid no wages subject to the unem- them a Form W–5 to receive advance pay-care taxes or withholding of income tax. Also,
ployment compensation laws of a credit ments of part of their earned income credit.they do not apply to your spouse, parents, or
reduction state. This allows those employees to receive thechildren under age 21. See Family Members,

benefit of part of their credit each paydaylater.
rather than having a single amount credited to
them later on their tax return.Family Members Catching fish.  Services performed in catch-

The payment is added to the pay of the em-ing fish are exempt from federal unemploy-
ployees each payday. It is figured from tablesment tax except for: Child of employer.  The services of a child
in Circular E. Employers reduce their liabilityunder the age of 18 who works for his or her1) Work related to catching salmon or halibut for income tax withholding and social securityparent in a trade or business, or a partnershipfor commercial purposes; or and Medicare taxes by the total amount of theconsisting only of the child’s parents, are not

2) Work performed on or in connection with advance earned income credit paymentscovered by social security and Medicare. If
a vessel of more than 10 net tons. made. For more information, see Advancethese services are for work other than in a

Payment of Earned Income Credit in Publica-trade or business, such as domestic work in
tion 937.However, work that is not exempt under the parent’s private home, they are not cov-

this rule may qualify as exempt if the four con- ered by social security and Medicare until the
ditions discussed earlier under Certain Crew Earned income credit notification. You mustchild reaches 21.
Members Considered Self-Employed are met. notify each employee who worked for you atFederal unemployment does not cover the

any time during the year and from whom youservices of a child under the age of 21 who
did not withhold any income tax about theMeals and lodging.  Meals and lodging are works for his or her parent (whether or not in a
earned income credit (EIC). However, you donot subject to federal unemployment tax if cer- trade or business), or for a partnership consist-
not have to notify employees who claim ex-tain conditions, discussed earlier in Payments ing only of the child’s parents.
emption from withholding on Form W–4.in kind under Social Security and Medicare The above rules apply even if the child is

You can meet the notification requirementTaxes, are met. paid regular wages. The wages for these ser-
by giving each employee the official IRS Formvices are not subject to social security and
W–2, which contains the notification on theMedicare or federal unemployment taxes. ButFiguring the tax.  The gross federal unem-
back of Copy C, or you can give each em-the wages may still be subject to income taxployment tax rate for 1994 and 1995 is 6.2% of
ployee Notice 797, Possible Federal Tax Re-withholding.the first $7,000 in wages paid to each em-
fund Due to the Earned Income Credit (EIC).ployee. However, you are given a credit of up
You can also use your own written statementto 5.4% for the state unemployment tax you One spouse employed by another.  The
as long as it has the exact wording of Noticepay. The net tax rate, therefore, can be as low wages for the services of an individual who
797, or you can furnish substitute Forms W–2as 0.8% in 1994 if your state is not subject to a works for his or her spouse in a trade or busi-
containing the exact wording shown on thecredit reduction, discussed below. If your state ness are covered by social security and Medi-
back of Copy C of the official Form W–2.tax rate (experience rate) is less than 5.4%, care taxes, but not by federal unemployment
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 You must so notify each employee, either 4) Be operated in the foreign or domestic you file. Identify the amounts as CCF earn-
in person or by First Class Mail, with his or her commerce of the United States or the fish- ings. Then subtract the same amounts and
1994 Form W–2 or within 1 week before or af- eries of the United States. identify them as CCF deposits.
ter that time, unless you use a substitute Form
W–2 as the notice. If you do not furnish Form Deduction forW–2 on time, you must notify the employee Note:  Any vessel constructed outside the

CCF Contributions  about the EIC by the date Form W–2 was re- United States but documented under the laws
quired to be furnished. If Form W–2 is not re- of the United States on April 15, 1970, or any If you enter into a CCF agreement, you can
quired, you must notify the employee about the vessel constructed outside the United States take a deduction for the investment when figur-
EIC by February 7, 1995. for use in United States foreign trade in accor- ing your taxable income. For income tax pur-

You may request supplies of Notice 797 by dance with a contract entered into before April poses, you reduce taxable income by the
calling the IRS toll-free telephone number 1– 15, 1970, is both eligible and qualifying for pur- amount contributed to the fund up to the lesser
800–TAX–FORM (1–800–829–3676). poses of establishing a CCF. of:

1) Your taxable income for the year, or

2) Your taxable income from fishing
operations.CCF Accounts  

Each CCF fund has three separate bookkeep-13. This limit is not affected by a net operating lossing accounts. These accounts are:
(NOL) carryback or net capital loss.

1) The capital account,Capital Construction
2) The capital gain account, and How To Take the Deduction  Fund How to take the deduction for a CCF invest-3) The ordinary income account.

ment depends on how you file your tax return.

Topics Individuals.  The deduction for a CCF invest-
This chapter discusses: ment is not taken on Schedule C or C–EZCCF Contributions (Form 1040). To take the deduction, you sub-• Qualifying vessels

tract the deduction from the amount that wouldYou can exclude from taxable income any
• Deduction for contributions normally be entered as taxable income on lineamounts you deposit in your CCF account

37 (Form 1040). In the margin to the left of linecoming from the following sources:• Tax treatment of withdrawals
37, write ‘‘CCF’’ and the amount of the1) Earnings attributable to the operation of
deduction.Useful Items the agreement vessels,

You may want to see: 2) Net proceeds from sales or other disposi- Note:  If you take a deduction for a CCF
tions of, or from insurance on, agreement contribution and must complete other formsPublication vessels (if the net proceeds from the such as Form 6251 or the worksheets for
transaction are deposited in the fund),❏ 542 Tax Information on Corporations Schedule D, you will need to make an extra
and computation. When the other form tells you to

Form (and Instructions) 3) Earnings of the fund. use an amount from line 35, Form 1040, do not
use that amount. Instead, add lines 36 and 37,❏ Sch C (Form 1040) Profit or Loss From

A deposit to the capital account does not Form 1040, and use that amount.Business
generate a CCF tax deduction. A deposit to a

❏ Sch SE Self-Employment Tax capital gain account defers tax on the capital
Partnerships.  The deduction for contribu-gain part of a sale or other disposition if the net
tions to a CCF for a partnership is separatelyproceeds from the transaction are deposited in
stated on Schedule K (Form 1065), Line 11the fund. A deposit to the ordinary income ac-
and allocated to the partners on Schedule K-1The Capital Construction Fund (CCF) is a count creates an immediate income tax
(Form 1065), line 11.special investment program administered by reduction.

the National Marine Fisheries Service
S Corporations.  The deduction for contribu-(NMFS). This program allows you, as a com- Alternative minimum tax.  Contributions
tions to a CCF for an S corporation is sepa-mercial fisherman, to enter into an agreement made by a corporation to a CCF are treated as
rately stated on Schedule K (Form 1120S), linewith the Secretary of Commerce to invest part an adjustment used in figuring alternative mini-
10 and allocated to the shareholders onof your income in an interest-bearing trust fund mum taxable income. For information on the
Schedule K-1 (Form 1120S), line 10.(savings accounts, stocks, bonds, etc.). These alternative minimum tax for corporations, see

funds are to be used to acquire or construct a Publication 542.
new fishing vessel or to reconstruct or recondi- Corporations.  The deduction for contribu-
tion one you already own. You can establish a tions to a CCF for a corporation is made byDispositions.  Gain on the disposition of a
fund for any or all vessels you own. subtracting the amount of the deduction fromvessel covered by an agreement is excluded

the amount that would normally be entered onfrom income tax if the net proceeds from the
line 30 of Form 1120. On the dotted line next toQualifying vessels.  If you are a citizen of the sale or other disposition of, or from insurance
line 30, write ‘‘CCF’’ and enter the amount ofUnited States who owns or leases an eligible on, the vessel is deposited into the fund. Ordi-
the deduction. For information on computingvessel, you may enter into an agreement to es- nary income from depreciation recapture is

tablish a CCF. To be eligible, a vessel must: taxable income, see Publication 542.also excluded from tax.
Self-employment tax.  You must figure1) Be built or rebuilt in the United States,

your self-employment tax by transferring yourInvestment earnings.  Earnings from invest-
2) Have a home port in the United States if it net profit or loss from line 31, Schedule Cment and reinvestment of amounts held in the

weighs between 2 and 5 net tons, (Form 1040) to line 2, Schedule SE (Formfund are excluded from gross income. Report
1040). Do not reduce the net profit or loss from3) Be documented under the laws of the any amounts earned as interest or dividends,
your fishing business by the amount depositedUnited States if the vessel weighs 5 net that are held in your CCF account, on the ap-
in the CCF.tons or more, and propriate form or schedule for the tax return
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Attach a statement to your tax return that 1) The portion that did not reduce your tax li-
shows the computation of both the tax and in- ability for any year prior to the withdrawalCCF Withdrawals  
terest for the nonqualified withdrawal. year is not taxed, and

Withdrawals from a CCF account, approved Interest deduction.  Interest paid on a 2) An amount equal to that portion is allowedby the NMFS for payment towards fishing ves- nonqualified withdrawal is allowable as an in- as a net operating loss deduction.sels you will construct, reconstruct, or acquire terest deduction as a trade or business
with the money in your CCF account, are quali- expense. Amounts not withdrawn from fund afterfied withdrawals. Any other withdrawal is a

25 years.  Amounts not withdrawn from a fundnonqualified withdrawal. Individuals.  Include the tax and interest for after 25 years from the date deposited are
the nonqualified withdrawal on line 53 of Form taxed as nonqualified withdrawals. There are

Note:  The ‘‘acquisition, construction, or re- 1040. To the left of line 53, write the amount of percentages beginning with year 26 and later
construction of a qualified vessel’’ includes ac- tax and interest and ‘‘CCF.’’ that determine the amount of the nonqualified
quiring a vessel through either purchase or withdrawal.
lease of a vessel for a period of five years or Partnerships.  The partners in a partnership
more. are taxed at their highest marginal rate for non- More information.  This chapter briefly dis-

qualified withdrawals from a CCF made by the cusses the CCF program. For more detailed
partnership. The partnership reports the non- information, see section 607 of the MerchantTax Treatment of qualified withdrawal on a statement attached Marine Act of 1936 as amended (46 USC
to Schedule K (Form 1065) explaining line 22Qualified Withdrawals  1177), section 7518 of the Internal Revenue
and allocates this amount to the partners onA qualified withdrawal from either the ordinary Code and the regulations for each. You may
Schedule K–1, line 23.income account or the capital gain account also obtain a free question and answer type

reduces the depreciable basis of your fishing publication about the CCF program from:
S Corporations.  The shareholders of an Svessel by 100% of the withdrawal.
corporation are taxed at their highest marginal National Marine Fisheries ServiceQualified withdrawals from a CCF shall be
rate for nonqualified withdrawals from a CCF Capital Construction Fund Programtreated as:
made by the corporation. However, the 1335 East-West Highway, 5th Floor

1) First, as made from the capital account, amount of the withdrawal taxed to the share- Silver Spring, MD 20910
holders is reduced by a proportionate share of Telephone: (301) 713–23932) Second, as made from the capital gain ac-
the tax paid by the corporation on the amountcount, and
of each withdrawal that was included in:

3) Third, as made from the ordinary income
1) The net capital gain taxed to the corpora-account.

tion under section 1374 of the Internal
Revenue Code (as in effect prior to the
enactment of the Tax Reform Act of 14.Tax Treatment of 1986),

Nonqualified Withdrawals  2) The net recognized built-in gains taxed to Excise Taxes
Nonqualified withdrawals made from either the the corporation under section 1374 of the
ordinary income account or the capital gain ac- Internal Revenue Code, or
count of a CCF are taxed separately from 3) The net passive income taxed to the cor-
other gross income at the highest marginal tax poration under section 1375 of the Inter-
rate. You treat any nonqualified withdrawal Important Reminder  nal Revenue Code.
you make in the following order:

Diesel fuel.  The excise tax applies to diesel
The S corporation reports the nonqualified1) First, as made from the ordinary income fuel used in boats. Certain uses will qualify for

withdrawal (after reducing for its share of theaccount, a credit or refund of the tax. Dyed diesel fuel
above taxes) on a statement attached to used in a nontaxable use (such as commercial2) Second, as made from the capital gain ac-
Schedule K (Form 1120S) explaining line 21 fishing) is not taxed.count, and
and allocates this amount to the shareholders

3) Third, as made from the capital account. on Schedule K–1 (Form 1120S), line 23. Topics
This chapter discusses:In any tax year in which you make a non- Corporations.  Corporations are taxed on

• Fuels used in boatsqualified withdrawal, you figure the tax on the nonqualified withdrawals made from a CCF.
amount of the nonqualified withdrawal sepa- Corporations must figure the tax and interest • Fuels used in off-highway business use
rately from other gross income. The amount of for a nonqualified withdrawal separately and

• How to buy fuel tax freethe withdrawal is excluded from your gross in- include this tax and interest on Schedule J
come. To figure the tax on the nonqualified • Diesel-powered highway vehicles(Form 1120), Line 10. On the dotted line next
withdrawal, you multiply the withdrawal to line 10, they must write ‘‘CCF’’ and the • How to claim a credit or refund
amount by the highest rate of tax. amounts of tax and interest. A nonqualified

• Including the credit or refund in grosswithdrawal is subject to the highest tax rate for
incomecorporations.Interest.  Interest is assessed on the addi-

tional tax due to a nonqualified withdrawal.
Useful ItemsEstates.  An estate must figure the tax for aThe period for the interest begins from the last
You may want to see:nonqualified withdrawal on Schedule G (Formdate for paying tax for the tax year in which you

1041).deposited the amount in the CCF to the last
Publicationdate for paying tax for the tax year in which you

make the nonqualified withdrawal. The interest Tax benefit rule.  If any portion of your non- ❏ 378 Fuel Tax Credits and Refunds
rate on the nonqualified withdrawal is simple qualified withdrawal is properly attributable to

❏ 510 Excise Taxes for 1995interest. The interest rate is subject to change contributions (not earnings on the contribu-
annually to reflect the investment yields and tions) you made to the fund and they did not re-

Form (and Instructions)money rates after 1971. For more information duce your tax liability for any tax year prior to
on computing the interest, see Regulation the withdrawal year, the tax treatment is as ❏ 4136 Credit for Federal Tax Paid on
3.7(e). follows: Fuels
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❏ 8849 Claim for Refund of Excise Taxes The use must not be in a highway vehicle reg- A public highway includes any road in the
istered for use on public highways. United States that is not a private roadway.

You may be eligible to claim a credit on This includes federal, state, county, and city
your 1994 income tax return for federal excise roads and streets.Highway vehicle.  A highway vehicle includes
tax paid on certain fuels. You may also be eligi- any self-propelled vehicle designed to carry a
ble to claim a quarterly refund of the fuel taxes load over public highways, whether or not also Registered.  A vehicle is considered regis-
during 1995, instead of waiting to claim a credit designed to perform other functions. Exam- tered when it is registered or required to be
on your 1995 income tax return. ples of vehicles designed to carry a load over registered for highway use under the law of

Also, you may be eligible to claim a credit public highways are passenger automobiles, any state, the District of Columbia, or any for-
or refund as the original purchaser of a diesel- motorcycles, buses, highway-type trucks, and eign country in which it is operated or situated.
powered car, van, or light truck. This applies truck tractors. It does not matter if: Any highway vehicle operated under a deal-
even if the vehicle is not used in a trade or bus- er’s tag, license, or permit is considered regis-1) The vehicle’s design allows it to perform ainess. See Diesel-Powered Highway Vehicles, tered. A highway vehicle is not considered reg-highway transportation function for onlylater. istered solely because a special permit allows

You may be able to buy certain fuel tax free a) A particular type of load, such as pas- the vehicle to be operated at particular times
instead of buying the fuel tax paid and then fil- senger, furnishings, and personal ef- and under specified conditions.
ing for a credit or refund. See  How To Buy fects (as in a house, office, or utility
Fuel Tax Free, later. trailer), or

Fuel used for power take-offs.  You cannotFor information about credits and refunds b) A special kind of cargo, goods, sup- take a credit or refund for fuel used in the mo-for fuels used for nontaxable purposes not dis- plies, or materials, or tor (for propulsion) of a highway vehicle thatcussed in this chapter, see Publication 378.
also operates special equipment by means of2) Machinery or equipment is designed (and
a power take-off or power transfer. It does notpermanently mounted) to perform some
matter if the special equipment is mounted onoff-highway task unrelated to highwayFuel Used In the vehicle.transportation except as discussed next.

Separate motor.  The fuel you use in aBoats separate motor to operate special equipment,Vehicles not considered highway vehi-
such as a refrigeration unit, pump, generator,You may be eligible to claim a credit or refund cles.  Generally, the following kinds of vehicles
or mixing unit, may qualify for a credit or a re-of excise tax included in the price of fuel you are not considered highway vehicles:

use in a vessel employed in the fisheries or fund. If you draw fuel from the same tank to op-
• Specially designed mobile machinery forwhaling business. erate both of the motors, you must figure the

nontransportation functions. A self-propelledBoats used in fishing include only water- quantity used in the separate motor operating
vehicle is not a highway vehicle if the chas-craft used in taking, catching, processing, or the special equipment. You may make a rea-
sis—transporting fish, shellfish, or other aquatic life sonable estimate based on your operating ex-

for commercial purposes, such as selling or a) Has permanently mounted to it machin- perience and supported by your records.
processing the catch, on a specific trip basis. It ery or equipment used to perform cer- You can use devices that measure the
includes boats used in both fresh and salt tain operations (construction, manufac- miles the vehicle has traveled (such as
water fisheries. It does not include watercraft turing, drilling, mining, timbering, hubometers) to figure the gallons of fuel used
used on a specific trip for both sport fishing processing, farming, or similar opera- to propel the vehicle. Add to this amount the
and commercial fishing. tions) if the operation of the machinery fuel consumed while idling or warming up the

or equipment is unrelated to transporta- motor before propelling the vehicle. The differ-
Aircraft.  Fuel used in aircraft to locate fish is tion on or off the public highways, ence between your total fuel used and the fuel
not fuel used in commercial fishing. used to propel the vehicle is the fuel used inb) Has been specially designed to serve

the separate motor.only as a mobile carriage and mount for
Diesel fuel.  You may be eligible to claim a the machinery or equipment, whether
credit or refund of the excise tax on undyed Diesel fuel.  Undyed diesel fuel used otheror not the machinery or equipment is in
diesel fuel if you use the fuel in the boat in the than as a fuel in the propulsion engine of a die-operation, and
active conduct of: sel-powered highway vehicle or boat qualifies

c) Because of its special design, could• A trade or business of commercial fishing or for a credit or refund. No credit or refund is al-
not, without substantial structural modi-transporting persons or property for com- lowed for any use of dyed diesel fuel.
fication, be used as part of a vehicle de-pensation or hire, or
signed to carry any other load.

Fuel lost or destroyed.  You cannot treat fuel• Any other trade or business, unless the boat
• Vehicles designed for off-highway transpor- lost or destroyed through spillage, fire, or otheris used predominantly for entertainment,

tation. A self-propelled vehicle is not a high- casualty as fuel used in an off-highway busi-amusement, or recreation.
way vehicle if— ness use.

 No credit or refund is allowed on dyed diesel a) The vehicle is designed primarily to
fuel. carry a specific kind of load other than Examples.  Off-highway business use in a

over the public highway for certain op- trade or business or income-producing activity
erations (construction, manufacturing, includes fuels used:
mining, processing, farming, drilling,

1) In stationary machines such as genera-Fuels Used In timbering, or similar operations), and
tors, compressors, power saws, and simi-Off-Highway b) The vehicle’s use of carrying this load lar equipment;

over public highways is substantiallyBusiness Use 2) For cleaning purposes;limited or impaired because of its de-
sign. To determine if the vehicle is sub-You may be eligible to claim a credit or refund 3) In forklift trucks and bulldozers; and
stantially limited or impaired, you mayof excise tax included in the price of fuels used

4) In vehicles operating off the highway intake into account whether the vehiclein off-highway business use.
construction, mining, or timbering activi-may travel at regular highway speeds,
ties, if the vehicles are neither registeredrequires a special permit for highwayOff-highway business use.  Off-highway
nor required to be registered.use, or is overweight, overheight, orbusiness use is any use of fuel in a trade or

overwidth for regular highway use.business or in any income-producing activity.
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credit or refund. You can purchase the vehicle diesel-powered highway vehicle. Use Form
for either business or personal use. You gen- 8849 only if you qualify to file a quarterly re-How To Buy Fuel Tax
erally claim the credit on the tax return for the fund claim, as discussed under Claiming a Re-

Free year of purchase. However, if you can claim a fund, later.
refund for certain excise taxes, you may beInstead of buying fuel tax paid and then filing a
able to use Form 8849 to claim a refund for theclaim for credit or refund when the fuel is used
purchase of a vehicle. See How to claim a re-for a nontaxable use, you may be eligible to How To Claim a Creditfund, later.buy it tax free.

or Refund Original purchaser.  You must be the originalDiesel fuel.  You buy dyed diesel fuel tax free
purchaser to be eligible for the credit or refund. You generally can claim a credit or refund offor use for a nontaxable purpose, such as in a
An original purchaser is the first person to buy the excise taxes included in the price of fuelsboat used in commercial fishing. You must buy
a new qualified diesel-powered vehicle for use you use for nontaxable purposes. No credit orthe fuel from a person who is registered with
other than resale. Treat the lease or rental of a refund is allowed for any fuel, such as dyedthe IRS. However, if you use the dyed diesel
vehicle as a use other than resale. diesel fuel, purchased tax free.fuel for a taxable purpose, you could be sub-

If you buy and register a qualified diesel-ject to the excise tax and a penalty.
powered vehicle subject to a lien (even if the Taxpayer identification number.  To file a
lienholder holds title to the vehicle), you can claim for credit or refund, you MUST have aGasoline.  Your supplier may be able to sell
claim the credit or refund. taxpayer identification number — either a so-you gasoline at a tax-excluded price only for

The following do not qualify as original cial security number or an employer identifica-use in a vessel employed in the fisheries or
purchasers: tion number. See Identification number inwhaling business. You may not buy gasoline

Chapter 11.1) State and local governments,for any other purpose at a tax-excluded price.
Your supplier may be eligible to claim a 2) Nonprofit educational organizations,

Records.  Keep at your principal place of busi-credit or refund of the excise tax on the gaso-
3) Dealers who use the vehicle as a demon- ness all records needed to enable the IRS toline sold to you at a tax-excluded price. Refer

strator vehicle. However, the first person verify the amount you claimed. No special formyour supplier to Publication 510, for details.
to buy the demonstrator vehicle for use is required, but the records should establish:In order to buy gasoline at a tax-excluded
other than resale qualifies as the vehicle’sprice, give your supplier a signed certificate 1) The total number of gallons purchasedoriginal purchaser.identifying you and stating how you will use the and used during the period covered by

gasoline. You do not need to renew the certifi- your claim,Qualified diesel-powered highway vehicle.cate as long as the information it contains con-
A qualified diesel-powered highway vehicle is 2) The dates of the purchases,tinues to be correct.
one that: 3) The names and addresses of suppliers
1) Has at least four wheels;Exemption certificate.  The following is an and amounts purchased from each during

acceptable exemption certificate: the period covered by your claim,2) Has a gross vehicle weight rating of
Date 10,000 pounds or less; and 4) The purpose for which you purchased and
The undersigned (‘‘Buyer’’) hereby certifies used the fuel, and3) Is registered for highway use in the Unitedthat Buyer bought or will buy for use in a ves-

States under the laws of any state. 5) The number of gallons used for eachsel employed in the fisheries or whaling
purpose.business

Amount of credit or refund.  You can claim a(Check the applicable type of certificate)
credit or refund of $102 for a car, and $198 for It is important that your records show sepa-The (quantity)  of gasoline,
a light truck or van. A van is a vehicle with no rately the number of gallons used for each pur-or
body sections protruding more than 30 inches pose that qualifies as a claim.ALL the gasoline it buys
ahead of the leading edge of the windshield.at a price that does not include the excise tax

Basis reduction.  Reduce the basis of anyfrom: Claiming a Credit qualified diesel-powered highway vehicle byName of
the credit or refund payable for such vehicle. You make a claim for credit on Form 4136 andseller:
Consider the basis reduction to occur on the attach it your income tax return. Do not claim aAddress of
date of purchase. credit on Form 4136 for any excise tax forseller:

which you have already filed a refund claim onExample.  David purchased a new diesel-If the gasoline is not used as specified above,
Form 8849.powered car to use in his business. HeBuyer will so notify the person to whom Buyer

claimed the $102 credit only for the tax year ingives this certificate. Buyer has not and will
How to claim a credit.  How you claim a creditwhich he purchased the car (1994). He re-not claim a refund or credit under section 6421
depends on whether you are an individual,duced his basis in the car by $102 on the dateof the Internal Revenue Code for the excise
partnership, corporation, S corporation, orhe purchased it.tax on this gasoline.
trust.Buyer understands that Buyer or any other

Individuals.  Individuals claim the credit onHow to claim a credit.  You claim the creditparty may, for fraudulent use of this certificate,
line 59 and check box b of the 1994 Formfor the purchase of a qualified diesel-poweredbe subject to a fine or imprisonment, together
1040. Even though you may not otherwisevehicle on Form 4136. Complete Parts I and IIIwith the costs of prosecution.
have to file an income tax return, you must doand attach Form 4136 to your income taxSignature
so to obtain a fuel tax credit. See instructionsreturn.Title
accompanying Form 1040.If you are not required to file an income taxTIN

return, you should do so to take advantage of Partnerships.  The partnership itself can-Address
this refundable credit. If you do not file a return, not claim the credit on Form 1065, U.S. Part-
you cannot claim the credit. Do not claim a nership Return of Income. The partnership
credit for any tax for which you have filed a re- must attach a statement to Form 1065, show-Diesel-Powered fund claim. ing the number of gallons of each fuel allo-

cated to each partner and the applicable taxHighway Vehicles How to claim a refund.  You may be eligible rates. Each partner claims the credit on his or
If you buy a qualified diesel-powered car, van, to use Form 8849 to claim the refund available her income tax return for his or her share of the
or light truck you may be eligible for a one-time to you as the original purchaser of a qualifying fuel used by the partnership.
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Corporations.  To claim the credit, corpo- one of the partners must sign it. A corporation
rations use either line 32g of Form 1120, U.S. files the claim in the name of the corporation 15.Corporation Income Tax Return, or line 28g of and one of its officers must sign it.
Form 1120–A, U.S. Corporation Short-Form
Income Tax Return. The ExaminationExample.  Pearl Steele used 15,000 gal-S corporations.  To claim the credit, S cor-

lons of undyed diesel fuel on her boat for com-porations use line 23c of Form 1120S, U.S. In- and Appealsmercial fishing purposes in April of 1994. Shecome Tax Return for an S Corporation.
filed Form 8849 for the second quarter andTrusts.  Trusts required to file Form 1041, Processclaimed a $3,660 refund. When Pearl files herU.S. Income Tax Return for Estates and
1994 income tax return, she cannot claim aTrusts, use line 24g to claim the credit.
credit for the tax on this fuel.

Topics
When to claim a credit.  You can claim a fuel This chapter discusses:
tax credit on your income tax return for the

• Examination of returnsyear you used the fuels or on an amended re-
turn for that year filed within the time pre- • Appealing the examination findingsIncluding the Credit orscribed by law. Ordinarily, you must file an
amended return by the later of 3 years from the Useful ItemsRefund in Income 
date you filed your original return or within 2 You may want to see:
years from the time you paid the tax.

You include any credit or refund of excise Publication
taxes on fuels you receive in your gross in-Claiming a Refund ❏ 1 Your Rights as a Taxpayer
come if you claimed the taxes as an expenseYou may be eligible to claim a refund during ❏ 5 Appeal Rights and Preparation ofdeduction that reduced your income tax liabil-1995 rather than waiting until you file your Protests for Unagreed Casesity. Do not include as income any credit or re-1995 income tax return to claim a credit. File a
fund related to the purchase of a qualified die- ❏ 556 Examination of Returns, Appealclaim for refund on Form 8849.

Rights, and Claims for Refundsel-powered highway vehicle.
The year you include a credit or refund inQuarterly refund claim.  You can file a quar-

gross income depends on whether you use theterly refund claim for any of the first three
cash or accrual method of accounting.quarters of your tax year for which you qualify.

We examine returns for correctness of in-
To qualify for a quarterly refund, you must

come, exemptions, credits, and deductions.
claim the following amounts for fuel used dur-

After the examination, if we propose anyCash method.  If you use the cash methoding the quarter:
changes to your tax, you may either agree with

and file a claim for refund, include the refund1) At least $1,000 for gasoline used for non- those changes and pay any additional tax, or
in your gross income for the tax year in whichtaxable purposes such as off-highway you may disagree with the changes and ap-
you receive the refund. If you claim a credit onbusiness use. peal the decision.
your income tax return, include the credit in

2) At least $1,000 for special motor fuel and gross income for the tax year in which you file
compressed natural gas used for nontax- Form 4136. If you file an amended return and
able purposes, such as off-highway busi- Fairness If Your Returnclaim a credit, include the credit in gross in-
ness use, and the refund available to the

come for the tax year in which you receive it.
original purchaser of diesel-powered Is Examined 
highway vehicles.

Most taxpayers’ returns are accepted as filed.Example.  Ed Brown, a cash-basis fisher-3) At least $750 for undyed diesel fuel and But if your return is selected for examination, itman, filed his 1994 Form 1040 on March 1,aviation fuel used for nontaxable does not suggest that you are dishonest. The
1995. On Schedule C, he deducted the totalpurposes. examination may or may not result in more tax.
cost of gasoline (including $100 of excise Your case may be closed without change. Or,
taxes) used in his commercial fishing vessels.A special rule for diesel fuel and aviation fuel you may receive a refund.
Then, on Form 4136, Ed claimed the $100 ofallows you to aggregate the amount of fuel
excise tax paid on the gasoline as a credit. Edused in each quarter. You may file a claim for Courtesy and consideration.  You are enti-
reports the $100 as additional income on histhe quarter for which the combined total is at tled to courteous and considerate treatment
1995 Schedule C.least $750. from IRS employees at all times. If you ever

Fourth quarter claims.  You cannot file a feel that you are not being treated with fair-
quarterly claim for refund for the fourth quarter ness, courtesy, and consideration by an IRS
of your tax year. You file claims for the fourth employee, you should tell the employee’s su-Accrual method.  If you use an accrual
quarter as a credit on your income tax return. pervisor. Publication 1 explains the manymethod, include the entire claim in gross in-

rights you have as a taxpayer. You can getcome for the tax year in which the qualifying
free publications by calling our toll-freeWhen.  You must file a quarterly claim by the use occurred. It does not matter if an accrual-
number.last day of the quarter following the end of the basis taxpayer filed for a quarterly refund or

quarter for which the claim is being filed. If you claimed the entire amount as a credit.
Pay only the required tax.  You have the rightfile your claim late, you are not allowed a re-
to plan your business and personal finances infund. Instead, you add the amount of disal-

Example.  Todd Green, an accrual-basis such a way that you will pay the least tax that islowed refund to any claim for credit and claim it
fisherman, filed his 1994 return on April 2, due under the law. You are liable only for theon your income tax return by attaching Form
1995. On Schedule C, he deducted the total correct amount of tax. Our purpose is to apply4136. Do not claim a credit against your in-
cost of gasoline (including $155 of excise the law consistently and fairly to all taxpayers.come tax for any excise tax for which you filed
taxes) used in his commercial fishing vesselsa claim for refund.
during 1994. On Form 4136, Todd claimed theGenerally, you file Form 8849 with the Privacy and confidentiality. You have the
$155 excise tax he paid on the gasoline as asame IRS Service Center where you file your right to have your tax case kept confidential.
credit. He must report the $155 as additionalincome tax return. A partnership files a claim Under the law, the IRS must protect the pri-

for refund in the name of the partnership and income on his 1994 Schedule C. vacy of your tax information. However, if a lien
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or a lawsuit is filed, certain aspects of your tax Recordings.  You can generally make an au- to your satisfaction in Appeals, you can take
dio recording of an interview with an IRS Ex- your case to court.case will become public record. People who
amination officer. Your request to record theprepare your return or represent you must also
interview should be made in writing. You must Appeals to the courts.  Depending onkeep your information confidential.
notify us at least 10 days before the meeting whether you first pay the disputed tax, you canYou also have the right to know why we are
and bring your own recording equipment. We take your case to the U.S. Tax Court, the U.S.asking you for the information, exactly how we
also can record an interview. If we initiate the Court of Federal Claims, or your U.S. Districtwill use it, and what might happen if you do not
recording, we will notify you 10 days before the Court. These courts are entirely independentgive it.
meeting and you can get a copy of the record- of the IRS. However, a U.S. Tax Court case is
ing at your expense. generally reviewed by our Appeals Office

Examination of Returns before it is heard by the Tax Court. As always,
Repeat examinations.  We try to avoid repeat you can represent yourself or have someoneAn examination usually begins when we notify
examinations of the same items, but some- admitted to practice before the court representyou that your return has been selected. We will
times this happens. If we examined your tax you.tell you which records you will need. If you
return for the same items in either of the 2 pre- If you did not yet pay the additional tax andgather your records before the examination, it
vious years and proposed no change to your you disagree about whether you owe it, youcan be completed with the least amount of
tax liability, please contact us as soon as pos- generally have the right to take your case toeffort.
sible so that we can see if we should discon- the Tax Court. We will mail you a formal notice
tinue the examination. (called a ‘‘notice of deficiency’’) telling you thatHow returns are selected.  We select returns

you owe additional tax. You ordinarily have 90for examination by several methods. A com-
days to file a petition with the Tax Court.Explanation of Changes puter program called the Discriminant Func-

If you have already paid the disputed tax inIf we propose any changes to your return, wetion System (DIF) is used to select most re- full and filed a claim for refund (discussedwill explain the reasons for the changes. It isturns. In this method, the computer uses later) for it that we disallowed (or on which weimportant that you understand the reasons forhistorical data to give parts of the return a did not take action within 6 months), you mayany proposed change. You should not hesitatescore. IRS personnel then screen the return. take your case to the U.S. District Court or U.S.to ask about anything that is unclear to you.Returns most likely to have mistakes are se- Court of Federal Claims.
lected for examination. Court decisions.  We follow SupremeAgreement with changes.  If you agree withSome returns are selected at random. We Court decisions. However, we can lose casesthe proposed changes, you may sign anuse these examination results to update and in other courts involving taxpayers with theagreement form and pay any additional taximprove our selection process. same issue and still apply our interpretation ofyou may owe. You must pay interest on anyWe also select returns by examining claims the law to your situation. You have the right toadditional tax. If you pay when you sign the
for credit or refund and by matching informa- appeal our decision to do so.agreement, the interest is generally figured
tion documents, such as Forms W–2 and the Recovering litigation expenses.  If thefrom the due date of your return to the date you
1099 series, with returns. court agrees with you on most of the issues inpaid.

your case, and finds the IRS’s position to beIf you do not pay the additional tax when
largely unjustified, you may be able to recoverArranging the examination.  Many examina- you sign the agreement, you will receive a bill.
some of your litigation expenses from us. Buttions are handled by mail. However, if we no- The interest on the additional tax is figured
to do this, you must have used up all the ad-tify you that your examination is to be con- from the due date of your return to the billing
ministrative remedies available to you withinducted through a personal interview, or if you date. However, you will not be billed for more
the IRS, including going through our Appealsrequest such an interview, you have the right than 30 days additional interest, even if the bill
system. You may also be able to recover ad-to ask that the examination take place at a rea- is delayed. Also, you will not have to pay any
ministrative expenses from the IRS.sonable time and place that is convenient for more interest or penalties if you pay the

Publication 556 will help you more fully un-amount due within 10 days of the billing date.both you and the IRS. If the time or place we
derstand your appeal rights. You can get it freeIf you are due a refund, we can refund yoursuggest is not convenient, the examiner will try
by calling our toll-free number.money more quickly if you sign the agreementto work out something more suitable. How-

form. You will be paid interest on the refund.ever, we will make the final determination on
Other Remedies how, when, and where an examination takes
If you believe that tax, penalty, or interest wasplace. Appealing the
unjustly charged, you have rights that can rem-Transfers to another district.  Generally, Examination Findings edy the situation.your individual return is examined in the IRS

If you do not agree with the examiner’s report,district office nearest your home. However, not
you may meet with the examiner’s supervisor Claims for refund. Once you have paid yourall offices have examination facilities. Your
to discuss your case further. If you still don’t tax, you have the right to file a claim for a creditbusiness return is examined where your books
agree after receiving the examiner’s findings, or refund if you believe the tax is too much.and records are maintained. If the place of ex-
you have the right to appeal them. The exam- You may claim a credit or refund by filing Formamination is not convenient, you may ask to
iner will explain your appeal rights and give 1040X, Amended U.S. Individual Income Taxhave the examination done in another office or
you a copy of Publication 5. This publication Return.transferred to a different district.
explains your appeal rights in detail and tells You should file your claim by mailing it to
you exactly what to do if you want to appeal. the Internal Revenue Service Center where

Representation.  Throughout the examina- You can also get a free copy by calling us at you filed your original return. File a separate
tion, you may represent yourself, have some- our toll-free number. form for each year or period involved.
one else accompany you, or, with proper writ- Time for filing a claim.  Generally, claims
ten authorization, have someone represent Appeals Office.  You can appeal the findings for a credit or refund must be filed within 3
you in your absence. If you want to consult an of an examination within the IRS through our years from the date you filed your original re-
attorney, a C.P.A., an enrolled agent, or any Appeals Office. The Appeals Office is inde- turn or 2 years from the date you paid the tax,
other person permitted to represent a taxpayer pendent of your examiner and IRS District Di- whichever is later. (A return filed early is con-
during an examination, we will stop and rector or Service Center Director. Most differ- sidered filed on the date it was due.) There are
reschedule the interview. We cannot suspend ences can be settled through this appeals exceptions to this time period if your claim is
the interview if you are there because of an ad- system without expensive and time-consum- based on certain carryback items, foreign
ministrative summons. ing court trials. If the matter cannot be settled taxes, bad debts, worthless securities, or if you
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and the Service have agreed to extend the tax 5) Depreciation Worksheet 2) Fishhouse Ticket 
assessment period.

Frank sells his daily catch to a fishhouse and6) Crew Share Compensation Record
receives a fishhouse ticket as a record of

Cancellation of penalties. You have the right sales. Each ticket usually covers a specific pe-
to ask that certain penalties (but not interest, Frank Carter owns and operates a 32-foot riod (for example, one week). It shows the re-
as discussed later) be canceled (abated) if you fishing boat, the Salem. He uses a single-entry ceipts and expenses for each day that Frank
can show reasonable cause for the failure that bookkeeping system and the cash method of sells to the fishhouse. The fishhouse charges
led to the penalty (or can show that you exer- accounting. He has two crew members, Bill for items such as ice and oil are included on
cised due diligence, if that is the standard for Brown and Joe Green, who are considered the ticket and Frank receives the net payment
the penalty). self-employed for social security tax (FICA) (income minus expenses). The ticket also

If you relied on wrong advice given to you and federal income tax withholding purposes. shows the share of the catch due each crew
by IRS employees on the toll-free telephone The boat’s catch is divided: 76% to Frank and member. The fishhouse tickets become part of
system, we will cancel certain penalties that 12% to each crew member. Frank is not re- Frank’s accounting records and he retains
may result. But you have to show that your reli- quired to pay federal unemployment tax on the them with his other records.
ance on the advice was reasonable. crew members’ wages.

See the discussions in Chapter 12 under 3) Monthly Summary ofReduction of interest.  If our error caused a Certain Crew Members Considered Self-Em-
delay in your case, and this is grossly unfair, Receipts and Expenses  ployed and Federal Unemployment Tax foryou may be entitled to a reduction of the inter- Frank carries the weekly gross receiptsmore information on these topics.est that would otherwise be due. Only delays ($1,254.60) as shown on each fishhouse ticket
caused by procedural or mechanical acts that and cash receipt to the Monthly Summary of

Single-entry bookkeeping.  A single-entrydo not involve exercising judgment or discre- Receipts and Expenses to determine his gross
tion qualify. If you think we caused such a de- bookkeeping system is based on the income receipts for the month of January. He also
lay, please discuss it with the examiner and file statement. This system is simple and very transfers the weekly expenses ($356.05) to
a claim. practical if you are starting a small business. determine his total expenses for the month.

For tax purposes, the system records the flow Frank carries the amount of the crew shares
of income and expenses through the use of a ($107.83 each to Bill Brown and Joe Green) toBusiness Taxpayers 
daily cash receipts and expenses diary, fish- determine his expenses and crew shares forIf you are in an individual business, the rights
house tickets, and a monthly summary of re- the month of January.covered in this discussion generally apply to
ceipts and expenses.you. If you are a member of a partnership or a

Checks.  Frank enters the checks he draws onshareholder in a small business corporation,
his business checking account daily. All of hisspecial rules (which may be different from Books.  Frank is not required to keep his
checks are prenumbered and every number isthose described here) may apply to the exami- records in bound books. Records are ade-
accounted for in the column provided for checknation of your partnership or corporation quate if they show current income on the basis
numbers.items. The examination of these items is dis- of an annual accounting period, such as a cal-

cussed in Publication 556. You can get this endar year.
Kinds of expenses.  The more common ex-publication free by calling us at our toll-free
penses have their own headings across thenumber.
sheet. Frank enters the expenses that nor-1) Daily Cash Receipts
mally require numerous entries, such as re-and Expenses Diary pairs, fuel, and galley supplies in a separate
account column. He enters the expenses orThis diary is used to record daily receipts and
other items that normally have only one or twoout-of-pocket expenses. Frank uses this diary16. monthly payments in the ‘‘Other’’ column.to record expenses he cannot pay by check.

For example, Frank records expenses he pays
Monthly total of receipts.  Frank carries thewhile in a foreign port. Frank also records mis-Sample Records
monthly total of receipts ($3,789.10) for Janu-cellaneous cash sales such as the sale of fish
ary to his Annual Summary for Schedule C En-and Forms to tourists at the dock. He keeps the diary on
tries. Similarly, Frank enters his monthly ex-the boat to record these transactions as they
penses for galley supplies, fuel, bait, ice, crewoccur.
shares, etc., in the appropriate columns of the
annual summary.This chapter discusses a sample record-

Income and expenses.  Frank transfers thekeeping system and several commonly used
income and expense figures to his accountingtax forms. You are not required to use this sys- 4) Annual Summary for
records on a weekly or monthly basis depend-tem. It is only an example of a simple system of Schedule C Entries  ing on how often he fishes. He might recordkeeping business records. The records and

Frank’s annual summary of the monthly in-other daily activities in his diary, such as thoseforms discussed are illustrated at the end of
come and expense totals provides the final an-shown in the sample diary for January 4 and 5.the chapter.
nual amounts that Frank will enter on his taxFrank also deposits all daily receipts (cash and
return. The entries on his annual summary arechecks) in his business bank account and
the totals from his monthly summary. As in thepays all his bills by check. He enters checks in
case of his Monthly Summary of Receipts andSample Record System the Monthly Summary of Receipts and Ex-
Expenses, there are separate columns forpenses, discussed later.The first part of this chapter is a discussion of each major expense and for his cash receipts.

the records of a good bookkeeping system.
These records might include a: Cash receipts and expenses.  The cash re- Schedule C, Part I.  Frank enters the total

ceipts ($50.00) and the cash payment ($9.04)1) Daily Cash Receipts and Expenses Diary gross receipts from the annual summary on
for January 4, 1994, are taken from Frank’s line 1 of Schedule C.2) Fishhouse Ticket
Daily Cash Receipts and Expenses Diary.

3) Monthly Summary of Receipts and Frank enters the items in the proper columns Schedule C, Part II.  Frank enters the annual
Expenses of the Monthly Summary of Receipts and totals for rent, wages, taxes, interest, etc., on

Expenses.4) Annual Summary for Schedule C Entries the appropriate lines of Schedule C (Form
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1040). He carries the annual expense total for truck. He enters the total depreciation ($6,928) 28, 1995. Frank is required to give Bill a state-
from Form 4562 on line 13 of Schedule C ment showing the information reported onrepairs from his annual summary and enters it
(Form 1040). Copy A by January 31, 1995. He can use Copyunder ‘‘Repairs’’ on line 21.

B for this purpose.
For more information, see the InstructionsSchedule C, Part V.  He enters the annual ex- 6) Crew Share

for Forms 1099, 1098, 5498, and W–2G andpense for boat fuel as a separate item on line Compensation Record  the instructions for Form 1096.46 and carries it to page 1, line 27.
This record is kept for each crew member re-
gardless of whether the crew member is con-5) Depreciation Worksheet  sidered an employee or self-employed for pur-

Another major item entered on Schedule C is Tax Forms poses of the social security tax (FICA) and
the depreciation allowed on the assets used in federal income tax withholding. To determine if

Schedule C (Form 1040) and Form 4797 arethe fishing business. Frank figures his deduc- a crew member is considered self-employed,
discussed next.tion on the Depreciation Worksheet. It shows see the discussion under Certain Crew Mem-

When Frank completes his return, he at-an item sold in 1994 that was placed in service bers Considered Self-Employed in Chapter
taches the schedules and forms in the correctbefore 1981 and depreciated using the 12. If the crew member does not qualify under
order, using the Attachment Sequence Num-straight-line method. The sale is reported on those rules, see the discussions under Income
ber shown in the upper right corner of eachForm 4797, discussed later. The Depreciation Tax Withholding and Social Security and
schedule or form. He attaches any supportingWorksheet also shows items placed in service Medicare Taxes in that chapter.
statements last, assembled in the same orderafter 1986 that are depreciated using the Modi-
as the forms and schedules they support.fied Accelerated Cost Recovery System Crew members not considered self-em-

(MACRS). ployed.  If the crew members are not consid-
ered self-employed, your records for each pay Schedule C 

Year depreciation taken.  Frank maintains a period should show for each employee: Frank Carter is a sole proprietor who owns and
depreciation record (not shown) over the en-

operates a fishing boat. He shows his busi-1) Whether the employee is full- or part-time.tire period he depreciates an item. Deprecia-
ness income and expenses on Schedule C2) The total wages received.tion must be taken in the year it is allowable.
(Form 1040). Frank reports the net profit or

He cannot deduct in the current year deprecia- 3) The withholding deductions (to show the loss from his business on line 12, Form 1040.
tion he did not claim in a prior year. The depre- computation of the employee’s net pay). If Frank has more than one business, he
ciation Frank can claim for the tax year is

must prepare a separate Schedule C (Form
shown on the Depreciation Worksheet. You then use this information to prepare 1040) for each business and attach them to his

Form 941, Employer’s Quarterly Federal Tax tax return. If he does not, he may have to pay a
Section 179 deduction.  Frank can choose to Return. penalty for not properly reporting his income
deduct part of the cost of certain depreciable and deductions.
property bought and placed in service in his Crew members considered self-employed. Frank pays self-employment tax because
trade or business during the tax year. This is For this sample record system, both crew he operates his business as a sole proprietor.
referred to as the ‘‘section 179 deduction.’’ For members are considered self-employed. How- See Chapter 11 for information on self-em-
more information on depreciation and the sec- ever, only Bill Brown’s Crew Share Compen- ployment tax.
tion 179 deduction, see Chapter 7. sation Record is shown. It shows: The Schedule C shown is based on infor-

Frank purchased a new pickup truck and mation taken from Frank’s illustrated sample1) Bill’s share of the proceeds from the saleplaced it in service in August 1994. Frank must records.of the catches.use MACRS to depreciate the truck. Frank
uses the truck 80% in his fishing business. The 2) Bill’s percentage of or proceeds from Line A.  He enters his principal business activ-truck is listed property and is subject to the each catch. ity of Fishing on line A.rules for listed property. Since the truck’s gross 3) Frank’s (the operator-owner) percentage
vehicle weight is less than 6,000 pounds, it is of each catch. Line B.  He enters his principal business codetreated as a passenger automobile and is sub-

of 2246 (which he finds in the instructions) onject to the special deduction limits that apply to
Since Bill received cash from the sale of line B.passenger automobiles. For a discussion of

each catch, the items for recording the esti-these limits, see Publication 917, Business
mated value of Bill’s share, the type of catch, Line C.  Frank puts the name of his businessUse of a Car.
and the total weight of each catch do not apply. on line C.Frank’s total depreciation and section 179

deduction for the truck cannot exceed $2,368.
Shares paid in cash.  Each month FrankThis is the $2,960 limit adjusted to reflect Line D.  He enters his employer identificationtransfers the amounts for the shares paid inFrank’s 80% business use. He takes a $2,368 number (EIN) on Line D.cash to his Monthly Summary of Receipts andsection 179 deduction and reduces his basis in
Expenses.the truck by the deduction ($8,000 − $2,368). Line E.  Frank enters his business address on

The depreciable basis of Frank’s truck is line E.7) Form 1099–MISC $5,632. Frank has taken the maximum deduc-
tion for the truck in 1994 and he cannot take a A fishing boat operator must file Form 1099– Line F.  Since Frank uses the cash method ofdepreciation deduction. MISC with the IRS for each crew member con- accounting, he checks box 1 on line F.

sidered self-employed whether the crew mem-
Depreciation.  Frank enters the amounts from ber was paid in kind (fish) or received pro-

Line G.  Frank checks box 4 on line G since hethe Depreciation Worksheet  on the appropri- ceeds from the sale of the catch.
has no inventory in his business.ate lines of Form 4562, Depreciation and Frank enters his address and employer

Amortization. Frank must complete Part V of identification number and Bill’s address and
Line H.  Because Frank checked box 4 on linethe form because his truck is listed property. social security number in the appropriate
G, no entry is required for line H.He enters the amount of the depreciation on boxes. Frank enters $5,495.81 (Bill’s total

his truck (the section 179 deduction) on line 23 share of the catch for the year) in box 5, Fish-
of Section A because he used the truck more ing boat proceeds. Line I.  Frank checks ‘‘Yes’’ on line I because
than 50% for business. Then he answers the Frank must send Copy A of Form 1099– he materially participated in the operation of
questions in Section B regarding the use of his MISC with Form 1096 to the IRS by February his fishing business.
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Line J.  Frank does not check this box be- Line 21.  Frank’s entry of $4,593 repre- business on January 3, 1980. The boat had an
cause this is not his first Schedule C. sents $3,600 for vessel repairs and $993 for estimated useful life of 16 years and a salvage

gear repairs during the year. value of $10,000. The adjusted basis of the
Part I.  Frank enters his income in Part I. boat on January 3, 1994, was $15,000. SinceLine 22.  Frank enters the $1,713 he paid

Line 1.   Frank’s total sales of $60,288 in- the boat was depreciable business propertyfor galley supplies and the $4,751 he paid for
clude all the fish he caught and sold during the held over one year and was sold at a gain,bait and ice during 1994.
year. Since there were no returns and al- Frank completes Part III of Form 4797 first.Line 23.  Frank enters the $35 state fee he
lowances (line 2), Frank carries the gross re- paid for his 1994 license.
ceipts or sales of $60,288 to line 3. Line 26.  Frank paid total crew shares of Part III.  Frank completes lines 21(a) throughLine 5.   Frank’s gross profit is $60,288 $10,992 to his crew members. He enters this 21(c) by providing a description of the propertysince there is no entry on line 4. amount on line 26. (He does not qualify for any sold and the dates of acquisition and disposi-Line 7.  Frank’s gross income on Schedule employment credits.) He does not include any tion. He then figures the ordinary gain from de-C is the same as the gross sales from his

amount he draws for personal use on this line. preciation on lines 22 through 27b. In this ex-business.
Line 27.  Other business expenses not ample, the total gain of $10,000 (from line 26)

listed elsewhere on Schedule C are listed sep- is compared with the total depreciation al-Part II.  Frank enters his business expenses
arately in Part V, line 46, and the total is carried lowed or allowable ($35,000) on line 24 andfor the year in Part II.
to line 27. Frank lists the fuel expense for his the smaller of the two amounts ($10,000) isLine 10.   Frank’s total truck expenses are
fishing boat here. He does not include the fuel entered on line 27b. All of Frank’s gain from$505. Since he uses the truck 80% for busi-
expense for his truck, which he has deducted depreciation is ordinary. He has no capital gainness, he can deduct only $404 (80% × $505)
on line 10. from the sale of his fishing boat.as a business expense.

Line 28.  His total expenses shown onLine 13.  Frank figures his depreciation de- Since he has no other transactions to in-
Schedule C are $39,946.duction on Form 4562. He uses information clude in Part III, Frank goes to the Summary of

Line 29.  Frank enters his tentative profit offrom his depreciation record (not shown) to Part III Gains. The total gain from the sale is or-
$20,422 on line 29. He makes no entry on linecomplete the Depreciation Worksheet and dinary gain due to depreciation. Frank enters
30.Form 4562. Frank attaches Form 4562 to his $10,000 on lines 32 and 33.

tax return to report his purchase of the truck in Line 31.  He enters his net profit, $20,342,
1994 and the section 179 deduction he elects on line 31 and carries that amount to line 12 of

Part I.  Frank has no figure on line 34 to carryfor the truck. Form 1040. He then figures his self-employ-
to line 6. He has no other section 1231 trans-Line 15.  The insurance expense of $3,291 ment tax on Schedule SE (Form 1040), which
actions so he does not complete Part I.represents the 1994 premiums on insurance is not shown.

policies covering his business property.
Line 16b.  Frank enters the $800 interest Part II.  Frank enters the $10,000 ordinary gain

he paid in 1994 on the loan for the boat he on line 14. Since this is the only entry in Part II,Form 4797  
uses in his business. Frank enters $10,000 on lines 19, 20, and

On January 3, 1994, Frank sold one of his fish-Line 20b.  Frank rents his mooring space. 20b(2) of Part II and also on line 14 of Form
ing boats for $25,000. The boat, Chatham,He enters the $72 he paid in 1994 for the 1040.
cost $50,000 and was placed in service in hisspace.
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IRS Publications 

Listed below are selected IRS 501 544 907
tax publications. The list includes Exemptions, Standard Sales and Other Dispositions of Tax Highlights for Persons With
all the publications referred to in Deduction, and Filing Assets Disabilities
the chapters of this book, as well Information

547 908as others that might interest you. A
502 Nonbusiness Disasters, Tax Information on Bankruptcyfull list can be found in Publication

Medical and Dental Expenses Casualties, and Thefts910, Guide to Free Tax Services. If 911
you only need to order tax forms 503 550 Tax Information for Direct Sellers
and publications and do not have Child and Dependent Care Investment Income and
any tax questions, please call 1– 915Expenses Expenses
800–TAX–FORM (1–800–829– Social Security Benefits and

5043676). 551 Equivalent  Railroad Retirement
Divorced or Separated Basis of Assets Benefits
IndividualsGeneral Guides

554 917
505 Tax Information for Older Business Use of a Car1

Tax Withholding and Estimated AmericansYour Rights as a Taxpayer
Tax 925

555 Passive Activity and At-Risk17
510 Federal Tax Information on RulesYour Federal Income Tax (For

Excise Taxes for 1995 Community PropertyIndividuals)
926

521 556 Employment Taxes for225 Moving Expenses Examination of Returns, Appeal Household EmployersFarmer’s Tax Guide
Rights, and Claims for Refund523

929334 Selling Your Home 559 Tax Rules for Children andTax Guide for Small Business
Survivors, Executors, and Dependents524

509 AdministratorsCredit for the Elderly or the
936Tax Calendars for 1995 Disabled 560 Home Mortgage Interest

553 Retirement Plans for the Self- Deduction525
Highlights of 1994 Tax Changes EmployedTaxable and Nontaxable Income

937
910 561526 Employment Taxes

Guide to Free Tax Services Determining the Value ofCharitable Contributions
946Donated Property

527 How To Begin Depreciating YourEmployer’s Guides
575Residential Rental Property Property

Pension and Annuity Income15
529 1544Circular E, Employer’s Tax

583Miscellaneous Deductions Reporting Cash Payments ofGuide
Taxpayers Starting a Business Over $10,00053051

Tax Information for First-Time 584 1635Circular A, Agricultural
Homeowners Nonbusiness Disaster, Casualty, Understanding Your EINEmployer’s Tax Guide

and Theft Loss Workbook
53380 Spanish LanguageSelf-Employment Tax 587 Circular SS, Federal Tax Guide Publications:Business Use of Your Homefor Employers in the Virgin 534

Islands, Guam, American Depreciation 1SP589
Samoa, and the Commonwealth Derechos del ContribuyenteTax Information on S

535of the Northern Mariana Islands Corporations
Business Expenses 556SP

Revisiâon de las Declaraciones590Specialized Publications 536 de Impuesto, Derecho deIndividual Retirement
Net Operating Losses Apelaciâon y Reclamaciones de349 Arrangements (IRAs)

ReembolsosFederal Highway Use Tax on 537
594Heavy Vehicles Installment Sales

579SPUnderstanding The Collection
Câomo Preparar la Declaraciâon378 Process538
de Impuesto FederalFuel Tax Credits and Refunds Accounting Periods and

596Methods
594SP448 Earned Income Credit

Comprendiendo el Proceso deFederal Estate and Gift Taxes 541
597 CobroTax Information on Partnerships

463 Information on the United
Travel, Entertainment, and Gift 542 States– Canada Income Tax 596SP
Expenses Tax Information on Corporations Treaty Crâedito por Ingreso del Trabajo
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