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Introduction
This publication explains how the federal tax
laws apply to farming. Use this publication as a
guide to figure your taxes and complete your
farm tax return. If you need more information
on any subject, get the specific IRS tax publi-
cation covering that subject. Many of these
free publications are referred to throughout
this publication.

Ordering publications and forms.  To order
free publications and forms, call our toll-free
telephone number 1-800-TAX-FORM (1-800-
829-3676). You can also write to the IRS
Forms Distribution Center nearest you. Forms



Distribution Center addresses and publication make your payment. Follow the instructions The maximum amount subject to the social se-
titles are listed at the end of this publication. curity tax (12.4%) will be published in Publica-that come with the voucher.

tion 553. See Chapter 15.Telephone help.  You can call the IRS with Deferral of additional 1993 taxes.  If you filed
your tax question Monday through Friday dur- Tax rates and wage maximums for socialForm 8841, Deferral of Additional 1993 Taxes,
ing regular business hours. Check your in- security and Medicare taxes.  The tax ratewith your 1993 tax return, the second install-
come tax package or telephone book for the for social security and Medicare taxes for 1994ment is due April 17, 1995. If you are due a re-
local number or you can call toll free 1-800- is 7.65% for both the employee and the em-fund on your 1994 tax return, you can apply
829-1040. ployer (a total of 15.3%). The 7.65% tax is a to-part or all of the refund to the second install-

tal of 6.2% for social security (old-age, survi-ment. See the Form 1040 instructions for moreTelephone help for hearing-impaired per-
vors, and disability insurance) and 1.45% forinformation.sons.  If you have access to TDD equipment,
Medicare (hospital insurance). In 1994, theyou can call 1-800-829-4059 with your tax Standard mileage rate.  The standard mile- maximum amount subject to the social secur-question or to order forms and publications. age rate for 1994 is 29 cents a mile for all busi- ity tax (6.2%) is $60,000. There is no ceiling onSee your tax package for the hours of ness miles on a passenger automobile (includ- the amount subject to the Medicare tax.operation. ing vans, pickups, or panel trucks). See For 1995, there is no ceiling on the wages

Comments and recommendations.  In com- Chapter 5. subject to the Medicare tax (1.45%). All wages
piling this Farmer’s Tax Guide, we have are subject to the Medicare tax. The maximumLimits on depreciation of business cars.adopted a number of suggestions that readers amount subject to the social security taxThe total section 179 deduction and deprecia-sent to us. We welcome your suggestions for (6.2%) will be published in Circular A. Seetion you can take on a car that you use in yourfuture editions. Please send your comments Chapter 16.business and first place in service in 1994 isand recommendations to us at the following

$2,960. Your depreciation cannot exceed Federal unemployment (FUTA) tax rate.address:
$4,700 for the second year of recovery, $2,850 The gross FUTA tax rate remains at 6.2%

Internal Revenue Service for the third year of recovery, and $1,675 for through 1995.
Technical Publications Branch, PC:FP:P each later tax year. See Chapter 8. Payment voucher for Forms 940 and 940–1111 Constitution Avenue, N.W.

EZ.  For 1994, if you are required to make aElectronic deposit of taxes.  You may enrollWashington, DC   20224
payment of federal unemployment tax within a system that will allow you to make tax de-
Form 940 or 940–EZ, use the paymentposits through direct electronic funds trans-We respond to many letters by telephone.
voucher at the bottom of the form. For more in-fers, without the need for coupons, paperIt would be helpful if you include your area
formation, see the form instructions.checks, or visits to an authorized depositary.code and daytime phone number with your re-

For more information, call 1-800-829-5469, or Health insurance for self-employed per-turn address.
write to: sons.  The 25% deduction for health insur-Farm tax classes.  Many state Cooperative

ance costs for self-employed persons expiredExtension Services conduct farm tax work- IRS for tax years beginning after 1993. However,shops in conjunction with the IRS. Please con- Cash Management Site Office as this publication was being prepared fortact your county extension office for more Atlanta Service Center print, Congress was considering legislation toinformation. P.O. Box 47669 extend the provision. See Publication 553.
Stop 295

Club membership dues.  No deduction is al-Doraville, GA 30362
lowed for dues paid or incurred after 1993 forImportant Changes
membership in any club organized for busi-for 1994 New publication on employer identification ness, pleasure, recreation, or any other social

numbers (EIN).  Publication 1635, Under- purpose.The following items highlight a number of ad-
standing Your EIN, provides general informa-ministrative and tax law changes for 1994. Waiver of estimated tax penalty.  If you have
tion on employer identification numbers. Top- an underpayment of tax for a period beforeLegislation.  For information on any legisla- ics include how to apply for an EIN and how to April 16, 1994, any estimated tax penalty willtive changes, see Publication 553, Highlights complete Form SS–4. See Ordering publica- be waived to the extent it was created or in-of 1994 Tax Changes. tions and forms, at the beginning of this creased by any provision of the Revenue Rec-

Higher earned income credit.  The maximum publication. onciliation Act of 1993. See Publication 505.
earned income credit has been increased from

New Form 1099–C.  Beginning in 1994, cer- Household employees. Caution: Late legis-$2,364 in 1993 to $2,528 in 1994. To claim the
tain financial entities, including financial insti- lation changed the social security and Medi-credit, you must have earned income (includ-
tutions, credit unions, and federal government care withholding rules for household employ-ing net earnings from self-employment) and
agencies, are required to report on Form ees and simplified reporting for employers,adjusted gross income of less than $25,296
1099–C, Cancellation of Debt, any canceled effective January 1, 1994. See Publicationand meet certain other requirements.
debt of $600 or more. The form must be filed 926.Other earned income credit changes.
even though the debtor may not be subject toThe earned income credit has been expanded Contributions to qualified retirement plan.tax on the debt. For example, qualified farmto include those who earn under $9,000 and The amount of a participant’s compensationdebt is reportable. See Chapter 4.do not have a qualifying child. The health in- that can be taken into account for computing

surance credit and the extra credit for a child Tax rates and maximum net earnings for contributions to a Keogh or SEP plan is gener-
born during the year are no longer available. self-employment taxes.  The self-employ- ally limited to $150,000 for plan years begin-

More information. For more information, ment tax rate on net earnings from self em- ning on or after January 1, 1994. See Chapter
see Publication 596, Earned Income Credit. ployment for 1994 is 15.3%. This rate is a total 17.

of 12.4% for social security (old-age, survi-Payment voucher for Form 1040.  To help
vors, and disability insurance) and 2.9% formodernize the federal tax payment system, Important Reminders
Medicare (hospital insurance). In 1994, thethe IRS is sending Form 1040–V, Payment
maximum amount subject to the social secur-Voucher, to certain taxpayers this year. IRS The explanations and examples in this publi-
ity tax (12.4%) is $60,600. There is no maxi-plans to eventually send preprinted vouchers cation reflect the interpretation by the Internal
mum limit on the amount subject to the Medi-to all Form 1040 filers in order to process pay- Revenue Service of tax laws enacted by Con-
care tax (2.9%).ments more accurately and efficiently. gress, Treasury regulations, and court deci-

For 1995, there is no ceiling on the netIf you receive Form 1040–V and have a sions. However, the information given does
earnings subject to the Medicare tax (2.9%).balance due on Form 1040, use the voucher to not cover every situation and is not intended to
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replace the law or change its meaning. This Section 179 deduction.  For property placed 2) Failing to register a tax shelter. The pen-
in service in tax years beginning after Decem- alty for the organizer of the tax shelter ispublication covers some subjects on which a
ber 31, 1992, the limit on the section 179 de- the greater of 1% of the amount investedcourt may have made a decision more
duction is increased from $10,000 to $17,500. in the tax shelter, or $500.favorable to taxpayers than the interpretation
See Chapter 8.of the Service. Until these differing interpreta- 3) Not keeping lists of investors in potentially

tions are resolved by higher court decisions or Amortization of goodwill and certain other abusive tax shelters. The penalty for the
in some other way, this publication will con- intangibles.  You may now have to amortize tax shelter is $50 for each person required
tinue to present the interpretation of the goodwill and certain other intangible property to be on the list, up to a maximum of
Service. over a period of 15 years. See Chapter 8. $100,000.

This amortizable property is called sectionAlternative minimum tax.  Changes to alter-
197 property and if held for more than one Fraud penalty. The fraud penalty for un-native minimum tax for 1993 include:
year, it may qualify for capital gain treatment derpayment of taxes is 75% of the part of theTax rates and exemption amounts. For
on its sale or other disposition. See Chapter underpayment due to fraud.tax years beginning after 1992, the alternative
10. Criminal penalties. You may be subject tominimum tax rate for taxpayers other than cor-
Deductions for clean-fuel vehicles and cer- criminal prosecution (brought to trial) for ac-porations has been increased and graduated.
tain refueling property.  Deductions are al- tions such as:The exemption amounts have also been
lowed for clean-fuel vehicles and certainincreased. 1) Tax evasion.
clean-fuel vehicle refueling property placed inEnergy items. New alternative minimum

2) Willful failure to file a return, supply infor-service after June 30, 1993. For more informa-tax rules for tax years beginning after 1992 ap-
mation, or pay any tax due.tion, see Chapter 15 in Publication 535.ply to independent oil and gas owners or roy-

3) Fraud and false statements.alty owners. Credit for qualified electric vehicles.  A tax
credit is available for qualified electric vehiclesCharitable contributions. The treatment 4) Preparing and filing a fraudulent return.
placed in service after June 30, 1993. Forof a charitable contribution of certain appreci-
more information, see Chapter 15 in Publica-ated tangible personal property as a tax prefer-

Free tax help.  Publication 910, Guide to Freetion 535.ence item was repealed for contributions of
Tax Services, provides information on wheretangible personal property made after June Form 1099–MISC.  If you make total pay- to get help in preparing tax returns. It de-30, 1992, and for contributions of other prop- ments of $600 or more during the year to an-
scribes the kind of year-round services availa-erty made after December 31, 1992. other person, other than an employee or a cor-
ble in resolving questions on bills, letters, andSee Chapter 14 for more information. poration, in the course of your farm business,
notices received from Internal Revenue Ser-you must file information returns to reportForm W–4 for 1995.  You should make new vice Centers, as well as questions on the sta-these payments. See Chapter 2.Forms W–4 available to your employees and tus of tax refunds. The publication also lists

Farmers and crew leaders must withholdencourage them to check their income tax free taxpayer information publications. It gives
income tax.  Farmers and crew leaders mustwithholding for 1995. Those employees who a brief description of their content and a list of
withhold federal income tax from farm workersowed a large amount of tax or received a large tax forms and schedules discussed in the pub-
who are subject to social security and Medi- lication. For information about getting Publica-refund for 1994 may need to file a new Form
care taxes. See Chapter 16. tion 910, see Ordering publications and forms,W–4. See Chapter 34.

at the beginning of this publication.Social security tests for hand-harvest la-Earned income credit.  You, as an employer,
borers.  If you pay hand-harvest laborers less Written tax questions.  You can send writtenmust notify employees who worked for you
than $150 in annual cash wages, the wages tax questions to your IRS District Director. Ifand from whom you did not withhold income
are not subject to social security and Medicare you do not have the address, you can get it bytax about the earned income credit. See Chap-
taxes, even if you pay $2,500 or more to all calling the toll-free number. The IRS is workingter 34.
your farm workers. The hand-harvest laborer to decrease the time it takes to respond to your
must meet certain tests. See Chapter 16.Children employed by parents.  Wages you correspondence. If you write, the IRS can usu-

pay to your children age 18 and older for ser- ally reply within approximately 30 days.Penalties.  There are various penalties you
vices in your trade or business are subject to should be aware of when preparing your re- Tele-Tax.  The IRS has a telephone servicesocial security taxes. See Chapter 34. turn. You may be subject to penalties if you: called Tele-Tax. This service provides re-
Change of address.  If you change your home 1) Do not file your return by the due date. corded tax information on approximately 140
or business address, you should use Form This penalty is 5% for each month or part topics covering such areas as filing require-

of a month that your return is late, up to8822, Change of Address, to notify IRS. Be ments, employment taxes, taxpayer identifica-
25%.sure to include your suite, room, or other unit tion numbers, and tax credits. Recorded tax in-

formation is available 24 hours a day, 7 days anumber. Send the form to the Internal Reve- 2) Do not pay your tax on time. This penalty
week, to taxpayers using push-button tele-nue Service Center for your old address. is 1/2 of 1% of your unpaid taxes for each
phones, and during regular working hours tomonth, or part of a month after the dateGeneral business credit.  The following cred- those using dial telephones. The topics cov-the tax is due, up to 25%.its are part of the general business credit. ered and telephone numbers for your area are

3) Substantially understate your tax. ThisTargeted jobs credit. This credit cannot listed in the Form 1040 instructions.
penalty is 20% of the underpayment.be claimed on wages paid to individuals hired

Unresolved tax problems.  IRS has a Prob-after December 31, 1994. 4) File a frivolous tax return. This penalty is lem Resolution Program for taxpayers whoResearch credit. This credit was extended $500. have been unable to resolve their problemsfrom July 1, 1992, through June 30, 1995.
5) Fail to supply your social security number. with the IRS. If you have a tax problem youLow-income housing credit. This credit This penalty is $50 for each occurrence. have been unable to resolve through normalwas permanently extended for all tax years

channels, write to your local IRS District Direc-ending after June 30, 1992. Tax shelter penalties. Tax shelters, their tor or call your local IRS office and ask for
For more information, see Form 3800, organizers, their sellers, or their investors may Problem Resolution assistance.

General Business Credit. be subject to penalties for such actions as: Although the Problem Resolution Office
Depreciation.  The recovery period for non- cannot change the tax law or technical deci-1) Failure to furnish tax shelter registration

sions, it can frequently clear up misunder-residential real property placed in service after number. The penalty for the seller of the
standings that resulted from previous con-May 12, 1993, has been lengthened from 31.5 tax shelter is $100; the penalty for the in-
tacts. For more information, see Publicationto 39 years. See Chapter 8. vestor in the tax shelter is $250.
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1546, How to Use the Problem Resolution Pro- Electronic filing.  You may be able to have tax return, Form 1040, by April 17. If you do
your tax return filed electronically instead of on not pay with Form 1040–ES at this time, filegram of the IRS.
a paper form. This method can be used by your 1994 return by March 1.Hearing-impaired taxpayers who have ac-
many tax return preparers and other profes-cess to TDD equipment may call 1-800-829-
sional filers who do not prepare returns but use4059 to ask for help from Problem Resolution. January 31
this method to file returns already completed

Overdue tax bill.  If you receive a bill for over- Farm employers.  File Form 943 to report so-by taxpayers. These preparers and filers send
due taxes, do not ignore the tax bill. If you owe cial security and Medicare taxes and with-tax return information over telephone lines to
the tax shown on the bill, you should make ar- held income tax for 1994. Deposit any un-an Internal Revenue Service Center. They will
rangements to pay it. If you believe it is incor- deposited tax. (If the total is less than $500charge you for this service. However, by filing
rect, contact the IRS immediately to suspend and not a shortfall, you can pay it with theelectronically, you can have your refund de-
action until the mistake is corrected. See Publi- return.) If you have deposited the tax youposited directly into your savings or checking
cation 594, Understanding the Collection Pro- owe for the year in full and on time, youaccount.

have until February 10 to file the return. (Docess, for more information. Electronic filing of federal tax returns is
not report wages for nonagricultural ser-available to preparers in all 50 states. Also, inReminders—
vices on Form 943.)some states, preparers can file an electronicBefore you file your tax return, be sure to:

state tax return simultaneously with the federal All farm businesses.  Give annual informa-Use address label. Transfer the address
return. Federal/state electronic filing is offered tion statements to recipients of certain pay-label from the tax return package you received
statewide in Colorado, Connecticut, Idaho, In- ments you made during 1994. (You mayin the mail to your tax return, and make any
diana, Iowa, Kansas, Louisiana, Maine, Michi- need Forms 1099–INT or 1099–MISC.)necessary corrections.
gan, Mississippi, Missouri, New Mexico, New See Chapter 2.Claim payments made. Be sure to include
York, North Carolina, Oklahoma, Oregon,on the appropriate lines of your tax return any Federal unemployment (FUTA) tax.  FileSouth Carolina, Utah, West Virginia, and Wis-estimated tax payments and federal tax de- Form 940 (or 940–EZ) for 1994. If your un-consin. It is also offered in limited programs inposit payments you made during the tax year. deposited tax is $100 or less, you can ei-Arizona, Arkansas, Delaware, Georgia, Ken-Also, you must file a return to claim a refund of ther pay it with your return or deposit it. If ittucky, Montana, Nebraska, New Jersey,any payments you made, even if no tax is due. is more than $100, you must deposit it. SeeRhode Island, and Virginia. In these states,Attach all forms. Attach all forms and Chapter 16. However, if you have depos-check with your preparer to see if you can par-

schedules in sequence number order. The se- ited the tax you owe for the year in full andticipate in the program.
quence number is just below the year in the on time, you have until February 10 to file
upper right corner of the schedule or form. At- the return.
tach all other statements or attachments last,
but in the same order as the forms or sched- February 10
ules they relate to. Do not attach these other Important Dates Farm employers.  File Form 943 to report so-statements to the related form or schedule.

You should take the action indicated on or cial security and Medicare taxes and with-Complete Schedule SE. Fill out Schedule
before the dates listed. Saturdays, Sundays, held income tax for 1994. This due date ap-SE (Form 1040) if you had net earnings from
and legal holidays have been taken into ac- plies only if you had deposited the tax forself-employment of $400 or more.
count, but local banking holidays have not. A the year in full and on time. If not, youUse correct lines. List income, deduc-
statewide legal holiday delays a due date only should have filed the return by January 31.tions, credits, and tax items on the correct
if the IRS office where you are required to file is

lines. Federal unemployment (FUTA) tax.  Filelocated in that state.
Form 940 (or 940–EZ) for 1994. This dueSign and date return. Make sure the tax Due dates for deposits of withheld income
date applies only if you had deposited thereturn is signed and dated. taxes, social security taxes, and Medicare
tax for the year in full and on time. If not,Submit payment. Enclose a check for any taxes are not listed here but are explained in
you should have filed the return by Januarytax you owe. Write your social security number detail in Publication 509, Tax Calendars for
31.on the check. Also include the telephone num- 1995.

ber and area code where you can be reached
February 28during the day. If you receive a Form 1040–V, Fiscal year taxpayers.  Generally, the due

Payment Voucher, follow the instructions for dates listed in the calendar apply to all taxpay- All farm businesses.  Report certain pay-
completing and sending in the voucher. ers whether they use a calendar year or a fis- ments of $600 or more made during 1994

cal year. However, fiscal year taxpayersBusiness codes for farmers.  You must enter to a taxpayer other than a corporation. See
should refer to Publication 509 for certain ex- Chapter 2. Use Forms 1096 to summarizeon line B of Schedule F (Form 1040) a code
ceptions that apply to them. and transmit Forms 1099–INT and 1099–that identifies your principal business. It is im-

MISC.portant to use the correct code, since this infor-
mation will identify market segments of the All employers.  File Form W–3, Transmittal of
public for IRS Taxpayer Education programs. Income and Tax Statements, along with1995—Calendar Year This information is also used by the U.S. Cen- Copy A of all the Forms W–2 you issued for
sus Bureau for its economic census. See the 1994. See Chapter 2.During Januarylist of Principal Agricultural Activities Codes on
page 2 of Schedule F. Employers.  Give copies of Form W–2 for March 1

1994 as soon as possible to each agricul-Rounding off dollars.  You may round off
Farmers.  File your 1994 income tax returntural employee whose wages are to be re-cents to the nearest whole dollar on your re-

(Form 1040) and pay any tax due. How-ported on Form 943. The due date for giv-turn and schedules. To do so, drop amounts
ever, you have until April 17 if you paid youring Form W–2 to your employees isunder 50 cents and increase amounts from 50
1994 estimated tax by January 17, 1995.January 31, 1995. Copy A of Form W–2to 99 cents to the next dollar. For example,

must be filed by February 28, 1995.$1.49 becomes $1 and $2.50 becomes $3.
March 15If you do round off, do so for all amounts.

January 17However, if you have to add two or more Corporations.  File a 1994 calendar year in-
amounts to figure the total to enter on a line, in- Farmers.  You may elect to pay your 1994 es- come tax return, Form 1120 or 1120–A.
clude cents when adding the amounts and timated income tax with Form 1040–ES. See Publication 542, Tax Information on
round off only the total. You can then file your 1994 federal income Corporations.
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the same kind of property, these permanentTopicsApril 17
records will enable you to complete and fileThis chapter discusses:
Form 8824. You must file this form with your

• How to keep recordsIndividual farmers.  File an income tax return tax return to report the like-kind exchange of
(Form 1040) for 1994 and pay any tax due • How long to keep records any business or investment property. For more
if you did not file by March 1. See Chapter information, see Chapter 10.
2. Useful Items

Figure earnings for self-employment socialYou may want to see:
Partnerships.  File a 1994 calendar year re- security tax.  The self-employment tax is part

turn. Use Form 1065. See Publication 541, of the system for providing social security cov-Publication
Tax Information on Partnerships. erage for people who work for themselves.

❏ 463 Travel, Entertainment, and Gift
The social security benefits you receive whenExpenses
you retire or become disabled, or the benefits

❏ 534 Depreciation your family receives in case of your death, de-May 1
pend on the amount you contributed to your❏ 917 Business Use of a Car
social security account based on your netFederal unemployment (FUTA) tax.  If you ❏ 937 Employment Taxes
earnings. Your records should show howare liable for FUTA tax (see Chapter 16),
much of your earnings are subject to self-em-you must deposit your actual federal unem- Form (and Instructions) ployment tax.ployment tax liability with a depositary. No

❏ Schedule F (Form 1040) Profit or Loss
deposit is necessary if the liability for the

From Farming Support items reported on income tax re-quarter does not exceed $100.
turn.  If your income tax return is examined by❏ W–2 Wage and Tax Statement
the IRS, you may be asked to explain and sup-

❏ W–4 Employee’s Withholding port the items reported. Adequate and com-July 31 Allowance Certificate plete records are always supported by sales
❏ 4562 Depreciation and Amortization slips, invoices, receipts, bank deposit slips,

Federal unemployment (FUTA) tax.  If you canceled checks, certain financial account❏ 8824 Like-Kind Exchangesare liable for FUTA tax, you must deposit statements, and other documents.
your actual federal unemployment tax lia- Financial account statements as proof
bility with a depositary. No deposit is nec- of payment.  If you cannot provide a canceled
essary if the liability for the quarter, plus un- check to prove payment of an expense item,
deposited federal unemployment tax for How To Keep you may be able to prove it with certain finan-
the 1st quarter, does not exceed $100. cial account statements. These include ac-Records count statements prepared by a third party

who is under contract to prepare statementsGood records can save you time and money.October 31 for the financial institution. To be acceptable,You need good records for efficient farm man-
they must meet the following requirements:agement, preparation of financial statements,

Federal unemployment (FUTA) tax.  If you and to support items of income and expense 1) An account statement showing a check
are liable for FUTA tax, you must deposit reported on your tax return. Here are some clearing is accepted as proof if it shows
your actual federal unemployment tax lia- ways in which they may help. the check number, amount, payee name,
bility with a depositary. No deposit is nec- and the date the check amount was
essary if the liability for the quarter, plus un- Identify source of receipts.  Your records posted to the account by the financial
deposited federal unemployment tax for should identify the source, date, and amount of institution.
previous quarters, does not exceed $100. your receipt and show whether the income is

2) An account statement prepared by a fi-taxable or nontaxable.
nancial institution showing an electronic
funds transfer is accepted as proof if itRecord deductible expenses.  You may for-
shows the amount transferred, payeeget expenses when you prepare your tax re-
name, and the date the transfer wasturn unless you record them when they occur.
posted to the account by the financialAfter entering the item in your records, keep1. institution.the source document or receipt in a safe, well-

3) An account statement prepared by a fi-organized file.
nancial institution showing a credit cardImportance of Good
charge (an increase to the cardholder’sFigure depreciation deduction.  You shouldRecords loan balance), is accepted as proof if itnote in a permanent record the depreciable as-
shows the amount charged, payee name,sets used in your farming business. Deprecia-
and the date charged (transaction date).tion allows you to recover the cost of farm busi-

ness property by deducting part of it each year
of its depreciable life on your tax return. You These account statements must show a high
must keep a record of the cost and any other degree of legibility and readability. For this pur-
information pertaining to the basis of your as- pose, legibility is the quality of a letter or num-Introduction sets. This is needed to figure your depreciation ber enabling it to be identified positively ex-
deduction and any gain or loss upon disposi- cluding al l  other let ters and numbers.
tion of the asset. If you sell or make capital im- Readability is the quality of a group of letters or
provements to your assets, only a permanent numbers enabling it to be recognized as words

A farmer, like other taxpayers, must keep record will show how much of their cost you or complete numbers. However, this does not
records to prepare an accurate income tax re- have recovered. See Chapter 20 for a sample mean the information must be typed or printed.
turn and pay only the tax owed. Items such as depreciation worksheet and a completed Form Proof of payment alone does not establish
invoices, canceled checks, and receipts for 4562.  that you are entitled to a tax deduction. You
bills paid by cash that support entries in your This information is also needed to correctly should also keep other documents as dis-
books should be filed in an orderly manner and report a disposition of an asset on your tax re- cussed in Support items reported on income
stored in a safe place. turn. In addition, if you exchange property for tax return, earlier.

Chapter 1 IMPORTANCE OF GOOD RECORDS Page 5



Recordkeeping.  Generally, there are no spe- tax becomes due or is paid, whichever is later. • S corporation returns
cial kinds of records required. However, your This includes copies of Form W–4, undeliv-
records should contain all the information you ered copies of Form W–2, and all payroll Useful Items
need to figure your income, deductions, cred- records. For more detailed information on em- You may want to see:
its, and other items shown on your income tax ployment tax records, see Recordkeeping in
return. You may want to keep records of Publication 937. Publication
Forms 1099, preproductive expenses, conser-

❏ 349 Federal Highway Use Tax onvation documents, and other items shown on Basis.  Keep records that support your basis
Heavy VehiclesSchedule F (Form 1040) that pertain to your in property as long as they are needed to fig-

❏ 505 Tax Withholding and Estimatedbusiness operations. You should also keep ure the correct basis of your original or re-
Taxgood records pertaining to all assets both de- placement property (including all capital im-

preciable and nondepreciable. provements).  See Chapter 7 for more ❏ 541 Tax Information on Partnerships
A farm income and expense record is illus- information on basis.

❏ 542 Tax Information on Corporationstrated in Chapter 20.
Specific information on recordkeeping for ❏ 589 Tax Information on S CorporationsTax returns.  Keep copies of your tax returns.

farmers exempt from federal excise tax on die- They will help in preparing future tax returns
sel fuel used in off-highway vehicles is pro- Form (and Instructions)and in making computations if you later file a
vided under How To Claim a Credit or Refund This chapter discusses various forms andclaim for refund. They may also be helpful to
in Chapter 18. instructions you may have to file with the IRS.the executor or administrator of your estate, or

Travel expenses.  You are required to We have not listed them separately here.to the IRS, if your original return is not
support your expenses for business travel with available.
adequate records or sufficient evidence to
prove your own statements. This includes ex-
penses for local travel, gifts, entertainment, Filing Requirements and the business use of certain listed prop-
erty. Adequate records include account The filing requirement amounts below are the2.books, diaries, trip sheets, or similar items. exemption amount, $2,450, plus the standard

Listed property  generally includes all deduction for the filing status and age.
passenger automobiles; entertainment, Filing Requirements
amusement or recreation-type property; and

Who Must Filecomputer equipment not used exclusively at a and Return Forms
regular business location. Passenger automo- Filing Status Is: Income At Least: 
biles include any four-wheeled vehicle manu- Single
factured primarily for use on public streets, Under 65 . . . . . . . . . . . . . . . . . $ 6,250
roads, and highways and rated at 6,000 65 or older . . . . . . . . . . . . . . . . 7,200Important Reminderspounds or less of unloaded gross vehicle Head of Household
weight (gross vehicle weight for trucks and Form 1099–MISC.  If you make total pay- Under 65 . . . . . . . . . . . . . . . . . $ 8,050
vans). For more information on listed property, ments of $600 or more during the year to an- 65 or older . . . . . . . . . . . . . . . . 9,000
see Chapter 4 in Publication 534. other person, other than an employee or a cor- Married, Joint Return

Records for travel expenses and listed poration, in the course of your farming Both under 65 . . . . . . . . . . . . $ 11,250
property.  You should record the elements of business, you must file a Form 1099–MISC to One spouse 65 or older 12,000
an expense or of a business use at or near the report these payments. Both 65 or older . . . . . . . . . . 12,750
time of the expense, and keep sufficient docu- Not living with spouse at
mentary evidence to support it. This type of re- end of year (or on dateEstimated tax.  When you figure your esti-
cord has more value than a statement pre- spouse died) . . . . . . . . . . . 2,450mated tax for 1995, you must include any alter-
pared later when generally there is a lack of Married, Separate Returnnative minimum tax you expect to owe. See
accurate recall. All (any age) . . . . . . . . . . . . . . $ 2,450Chapter 14 and Publication 505, Tax With-

See Publications 463, 534, and 917 for Qualifying Widow(er) withholding and Estimated Tax.
more information. Dependent Child

Under 65 . . . . . . . . . . . . . . . . . $ 8,800
65 or older . . . . . . . . . . . . . . . . 9,550IntroductionHow Long To

If you are a citizen or resident of the United Dependent’s return.  If you can claim some-Keep Records States, single or married, and your gross in- one as a dependent on your tax return (for ex-
come for the tax year is at least the amount ample, your son or daughter), that personKeep the records that support items of income
shown later in the category that applies to you, must generally file his or her own tax return ifor expense reported on your tax return until the
you must file a 1994 federal income tax return he or she:period of limitations for the tax return runs out.
even if no tax is due. This also applies to minor(A period of limitations is the limited period of 1) Had only earned income, such as salarychildren. Gross income is explained later in thetime after which no legal action can be or wages, and the total is more thanchapter.brought.) Usually, this is the later of: $3,800, or

1) 3 years after the date your return is due or 2) Had only unearned income, such as inter-Topics
filed, or est and dividends, and the total is moreThis chapter discusses:

than $600, or2) 2 years after the date the tax is paid. • Filing requirements
3) Had both earned and unearned income,

• Identification numberIn some cases, you must keep records longer and the total is more than $600.
• Estimated taxthan the period of limitations.

• Main tax forms used by farmers
Employment taxes.  If you are an employer, Self-employed.  If you are self-employed, you

• Partnership returnsyou must keep all your employment tax must file a return if you had net earnings of
records for at least 4 years after the date the • Corporation returns $400 or more from self-employment, even
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though you are not otherwise required to file
an income tax return. See Chapter 15.

Earned income credit refund.  You must also
file a return to receive any refund from the
earned income credit.

More information.  See the Form 1040 in-
structions for more information on who must
file a return for 1994.

Identification Number 
You must show your taxpayer identification
number (your social security or employer iden-
tification number) on all returns, statements, or
documents you are required to file. For exam-
ple, it must be shown on your federal income
tax return, your estimated tax payment
voucher, and all information returns, such as
Forms 1096 and 1099. A penalty of $50 may
be levied for each failure to show the number.

Which number to use.  If you have to file an
excise, alcohol, tobacco, firearms, or employ-
ment tax return, you should have an employer

12) Gross rental income from line 3, Scheduleidentification number and use that number on Gross Income 
E (Form 1040).your farm business Schedule F (Form 1040). Gross income is all income you receive in the

Otherwise, use your social security number. 13) Gross royalty income from line 4, Sched-form of money, property, and services that is
On your individual income tax return (Form ule E (Form 1040).not exempt from tax. It is the total income you
1040), computation of self-employment tax receive before allowable deductions. For a 14) Your taxable net income from an estate or
(Schedule SE), and estimated tax payment business, gross income is total receipts minus trust (line 36, Schedule E, Form 1040).
voucher (Form 1040–ES), you should use cost of goods sold.

15) Income from a REMIC reported on lineyour social security number, regardless of the The amount of your gross income is used
38, Schedule E (Form 1040).number used on your business returns. to determine if you must file an income tax re-

If you are married, show social security turn. It is also used to determine if you qualify 16) Gross farm rental income from line 7,
numbers for both you and your spouse on your as a farmer. To see if you qualify as a farmer, Form 4835.
Form 1040, whether you file jointly or sepa- first figure the amount of your total gross in-

17) Farm income from line 11, Schedule Frately. If you are filing a joint return, list the so- come and then determine the percentage of
(Form 1040).cial security numbers in the same order that this total that comes from farming. On a joint

you show your first names. Also show both so- return, you must add your spouse’s gross in- 18) Your distributive share of gross income
cial security numbers on your Form 1040–ES if come to your own gross income to determine if from a partnership.
you make joint estimated tax payments. at least two-thirds of the total is from farming. 19) Your pro rata share of gross income from

an S corporation.
Gross income includes:Application for identification number.  To

20) Unemployment compensation.apply for a social security number, use Form 1) Wages, salaries, tips, etc.
SS–5. You can get the form from any social se- 21) Other income reported on line 21, Form2) Taxable interest.
curity office. If you are under 18 years of age, 1040 that is not reported with any of the

3) Dividends.you must furnish evidence of age, identity, and items listed above.
U.S. citizenship with your Form SS–5. If you 4) Taxable refunds of state and local taxes.
are 18 or older, you must appear in person with There are brief descriptions of forms and5) Alimony received.
this evidence at a social security office.  schedules used by farmers later in this

6) Gross business income from line 7,To apply for an employer identification chapter.
Schedule C (Form 1040).number, use Form SS–4. You can get this

form from any social security office or by call- 7) Gross receipts from line 1, Schedule C– Gross Income from Farming ing IRS at 1-800-829-3676. EZ (Form 1040).
Gross income from farming includes:

8) Capital gains from Schedule D (Form
1) Farm income from line 11, Schedule F1040). Use only column (g). Losses can-

(Form 1040).not be netted against gains. Add lines 7Estimated Tax and and 16, column (g), and subtract the total 2) Farm rental income from line 7, Form
of lines 5 and 13, column (g), and the gain 4835.Return Due Date 
from Form 4797 on line 12, column (g).

3) Gross farm income from Parts II and III,When you must pay estimated tax and file your
9) Capital gain distributions reported on line Schedule E (Form 1040). See the instruc-return depends on whether you qualify as a

14, Schedule D (Form 1040). tions for line 41.farmer. To qualify as a farmer, you must re-
10) Gains on sales of business property fromceive at least two-thirds of your total gross in- 4) Gains from the sale of livestock used for

Form 4797, column (h) of lines 7 and 19.come from farming in the current or prior year. draft, breeding, sport, or dairy purposes
Gross income is not the same as total in- 11) Taxable IRA distributions, pensions, an- reported on Schedule D (Form 1040) or
come shown on line 22 of Form 1040. nuities, and social security benefits. Form 4797.
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Farm employees.  Wages you receive as a Fiscal years.  If you qualify as a farmer but if it is filed or made on the next day that is not a
Saturday, Sunday, or legal holiday.farm employee are not farm income. This in- your tax year does not start on January 1, you

cludes wages you receive from a farm corpo- may file your return and pay the tax on or
Automatic extension of time to file Formration even if you are a stockholder in the cor- before the first day of the 3rd month after the
1040.  If you do not choose to file your returnporation. If all or most of your income is from close of your tax year. Or you may pay your re-
by March 1, 1995, the due date for your 1994wages as a farm employee, your employer is quired estimated tax within 15 days after the
return will be April 17, 1995. However, you canusually required to withhold income tax from end of your tax year. Then file your return and
get an automatic 4–month extension of time toyour wages. You also may have to make esti- pay any balance due on or before the 15th day
file your return. Your Form 1040 would then bemated tax payments if you do not have enough of the 4th month after the end of your tax year.
due by August 15, 1995. To get this extension,tax withheld. For more information, see Publi-
file Form 4868, Application for Automatic Ex-cation 505. Amount of required annual payment.  If at
tension of Time To File U.S. Individual Incomeleast two-thirds of your gross income for 1993
Tax Return, by April 17, 1995. For more infor-or 1994 is from farming, the required annualPercentage from Farming mation, see the instructions for Form 4868.payment due January 17, 1995, is the smaller

Total your gross income from all sources as This extension does not extend the Marchof:
shown earlier. Then total your gross income 1, 1995, filing date for farmers who did not

1) 662/3% (.6667) of your total tax for 1994, orfrom farming. Divide your farm gross income make an estimated tax payment and who want
by your total gross income to determine the to avoid an estimated tax penalty. Therefore, if2) 100% of the total tax shown on your 1993
percentage of your gross income that comes you did not make an estimated tax payment byreturn. (The return must cover all 12
from farming. January 17, 1995, and you file your tax returnmonths.)

after March 1, 1995, you will be subject to aExample 1.  James Smith had the follow-
penalty for underpaying your estimated taxing total gross income and farm gross income
even if you filed Form 4868.in 1994: Nonqualified Farmer

Due Dates 
Gross Income

If you did not qualify as a farmer in 1994 be- Return Forms 
cause less than two-thirds of your total gross

Total Farm When filing your income tax return, arrangeincome was from farming and you do not ex-
Taxable interest $43,000 your forms and schedules in the correct orderpect to qualify in 1995, you do not qualify for

using the sequence numbers located in the up-Dividends 500 the special estimated tax payment and return
per right corner of the form. Attach all otherRental income (Sch E) 1,500 due dates. You generally must make quarterly
statements or attachments last, arranged inestimated tax payments on April 17, June 15,Farm income (Sch F) 75,000 $75,000
the same order as the forms or schedules theyand September 15, 1995, and on January 16,Schedule D 5,000 5,000
support. Some of these forms and schedules1996. You must file your return by April 15,Totals $125,000 $80,000 are illustrated in Chapter 20.1996.

The following forms and schedules areFor more information on estimated taxes,
Schedule D showed gains from the sale of used by farmers.see Publication 505.

dairy cows carried over from Form 4797
($5,000) in addition to losses from the sale of Form 1040.  This form is the income tax return.Penalty corporate stock ($2,000). Mr. Smith’s gross List taxable income from all sources on Form
farm income is 64% of his total gross income If you do not pay all your required estimated 1040, including profit or loss from farming op-
($80,000 ÷ $125,000 = 64%). Therefore, he tax by January 17, 1995, and do not file your erations as figured on Schedule F (Form
does not meet the farm gross income test in return and pay the tax by March 1, 1995, use 1040). Figure the tax on this form, also.
1994. However, he can still qualify as a farmer Form 2210–F, Underpayment of Estimated Schedule A.  This schedule is used to list
if at least two-thirds of his gross income was Tax by Farmers and Fishermen, to determine nonbusiness itemized deductions.
from farming in 1993. if you owe a penalty. If you owe a penalty but Schedule B.  This schedule is used to re-

do not pay it and file Form 2210–F with your re- port interest and dividend income of overExample 2.  The facts are the same as Ex-
turn, you will get a penalty notice from the IRS. $400.ample 1 except that Mr. Smith also received
You should pay the penalty as instructed by Schedule C.  This schedule is used to listgross farm rental income (Form 4835) of
the notice. income and deductions and to determine the$15,000. This made his total gross income

net profit or loss from a nonfarm business.If you file your return by April 17 and pay$140,000 and his farm gross income $95,000.
Schedule C–EZ.  This schedule is used inthe bill within 10 days after the notice date, theHe qualifies as a farmer in 1994 since at least

place of Schedule C, if gross receipts from aIRS will not charge you interest.two-thirds of his gross income is from farming
nonfarm business are $25,000 or less andOccasionally, you may get a penalty notice($95,000 ÷ $140,000 = 67.9%).
business expenses are $2,000 or less.even though you filed your return on time, at-

Schedule D.  This schedule is used to re-tached Form 2210–F, and met the gross in-Qualified Farmer Due Dates port gains and losses from sales of capitalcome test. If you receive a penalty notice for
If at least two-thirds of your total gross income assets.underpaying estimated tax that you think is in
for 1993 or 1994 is from farming, you have only Schedule E.  This schedule is used to re-error, write to the address on the notice and
one payment due date for estimated tax—Jan- port income or losses from rents, royalties,explain why you think the notice is in error. In-
uary 17, 1995. par tnersh ips ,  es ta tes ,  t rus ts ,  and  Sclude a computation, similar to the one in Ex-

corporations.For your 1994 tax, you may either: ample 1, showing that you meet the gross in-
Schedule F.  This schedule is used bycome test. Do not ignore a penalty notice even1) Pay all your estimated tax by January 17,

farmers filing on either the cash or an accrualif you think it is in error.1995, and file your Form 1040 by April 17,
method of accounting. List all farm income and1995, or
deductions and determine the net farm profit orOther Filing Information  2) File your Form 1040 by March 1, 1995, loss on this schedule.

and pay all the tax that is due. You are not Schedule SE.  This schedule is used to fig-
required to make an estimated tax pay- Payment date on a holiday or weekend.  If ure self-employment tax. See Chapter 15.
ment. If you pay all the tax due, you will the last day for filing your return or making a
not receive a penalty for not paying esti- payment falls on a Saturday, Sunday, or legal Form 1040–ES.  Use this form to figure and
mated tax. holiday, your return or payment will be on time pay estimated tax. See Publication 505.
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Form 3800.  Form 3800, General Business Form 943.  Form 943, Employer’s Annual Tax Internal Revenue Service Center for the old
Credit, is used to figure the general business Return for Agricultural Employees, is filed on address.
credit. See Chapter 9 for information on the or before January 31 of the following year if a
credits that comprise the general business farmer was required to withhold and pay social Form 8824.  Form 8824, Like-Kind Ex-
credit. security and Medicare taxes, and withheld in- changes, is filed with Schedule D (Form 1040)

come tax on farm labor wages paid during the or Form 4797 for like-kind exchanges. See
calendar year. If the farmer deposited all taxesForm 4136.  Form 4136, Credit for Federal Chapter 10.
by January 31, Form 943 may be filed as lateTax Paid on Fuels, is used to figure the credit
as February 10.for federal tax on gasoline and special fuels. Information Returns See Chapter 18.

Information returns are forms that provide in-Form 8109.  Form 8109, Federal Tax Deposit
formation, other than amounts of tax due, thatCoupon, is used to deposit employment taxesForm 4684.  Form 4684, Casualties and
is required by the IRS. There are many infor-and all other taxes that are deposited. In gen-Thefts, is used to report gains and losses from
mation forms, including Form W–2 discussederal, income tax withheld and both employercasualty and theft of business and personal
earlier. This discussion, however, is limited toand employee social security and Medicareuse property.
Form 1099–MISC, Form 1099–INT, and Formtaxes that total $500 or more must be depos-
1096.ited. The IRS will send a coupon book to useForm 4797.  Form 4797, Sales of Business

for deposits when a farmer applies for an em-Property, is used to report gains and losses
ployer identification number. See Chapter 16. Form 1099–MISC.  If you make total pay-from the sale or exchange of business prop-

ments of $600 or more during the calendarerty and from certain involuntary conversions.
year to another person, other than a corpora-Form 940.  Form 940, Employer’s Annual Fed-
tion, in the course of your farm business, youeral Unemployment (FUTA) Tax Return, isForm 2210–F.  Form 2210–F, Underpayment
must file information returns to report thesefiled on or before January 31 of the followingof Estimated Tax by Farmers and Fishermen,

year if the farmer was subject to FUTA tax. If payments. Payments of $600 or more madeis used by farmers to figure any underpayment
all tax was deposited by January 31, Form 940 for items such as custom harvesting, cropof estimated tax and the underpayment
may be filed as late as February 10. Formpenalty. sprayers, veterinarians, rents, commissions,
940–EZ is a simplified version of Form 940. fees, prizes, awards, independent contractors,
See Chapter 16. and other payments and compensation, in-Form 6251.  Form 6251, Alternative Minimum

Tax—Individuals, is used to figure the alterna- cluding payments to subcontractors and pay-
Form W–2.  Form W–2, Wage and Tax State-tive minimum tax. See Chapter 14. ments for services provided by nonemployees,
ment, is prepared for each employee to whom are reported on Form 1099–MISC, Miscellane-
a farmer paid any amount for services, includ-Form 3468.  Form 3468, Investment Credit. ous Income. Payments of $10 or more for roy-
ing any payment that was not in cash, if theThe investment credit is generally repealed, alties are also reported on Form 1099–MISC.
farmer is in a trade or business. The farmerbut see Chapter 9 for any exceptions that may Payments for merchandise, freight and
must show, in the space marked Wages, tips,apply. similar charges, and for rental payments to
other compensation, the total amount paid to real estate agents need not be reported. How-
the employee. Copies B and C of Form W–2Form 4255.  Form 4255, Recapture of Invest- ever, if you pay a contractor who is not a dealer
must be given to the employee on or beforement Credit, is used to figure the tax from the in supplies for both supplies and services, in-
the last day of January. Copy A of each Formrecapture of investment credit. clude the payment for supplies used to per-
W–2 must be sent to the Social Security Ad- form the services as long as providing the sup-
ministration with a completed Form W–3,Form 4562.  Form 4562, Depreciation and plies was incidental to providing the service.
Transmittal of Income and Tax Statements, onAmortization, is used to explain the deductions You also use Form 1099–MISC to report to
or before the last day of February. See Chap-for depreciation and amortization. the payee and to the IRS payments you made
ter 16. that were subject to backup withholding and

Form 4835.  Form 4835, Farm Rental Income the amounts you withheld.
Form 2290.  Form 2290, Heavy Vehicle Useand Expenses, is used to report farm rental in- Payments for compensation to employees
Tax Return, is filed if a truck or truck tractorcome received as a share of crops or livestock are reported on Form W–2, not on Form
registered in the farmer’s name is:produced by the tenant, if the landlord did not 1099–MISC. See Chapter 16.

materially participate in the operation or man- 1) A highway motor vehicle.
agement of the farm. Form 1099–INT.  You report interest pay-2) Required to be registered for highway

ments, including interest paid on installmentuse.
sale contracts, of $600 or more on Form 1099–Other Forms 

3) Actually used at least once on a public INT, Interest Income.The following forms may also be filed by farm- highway.
ers in certain situations.

Preparation of returns.  You must prepare4) Has a taxable gross weight of at least
55,000 pounds. separate copies of Form 1099–INT and FormForm 1065.  Form 1065, U.S. Partnership Re-

1099–MISC for each person. One copy of theturn of Income, is filed for all farm partnerships.
form must be filed with the IRS. Each personSee Publication 349.See Partnerships later in this chapter.
who received payment from you must be given
a statement (or copy of the form) by JanuaryForm 8645.  Form 8645, Soil and Water Con-Form 1120.  Form 1120, U.S. Corporation In-
31 of the following year. Instructions for com-servation Plan Certificate, is used to certifycome Tax Return, is filed by corporations.
pleting these forms are in a booklet titled In-that soil and water conservation expenses areForm 1120–A, U.S. Corporation Short-Form
structions for Forms 1099, 1098, 5498, andconsistent with an approved conservationIncome Tax Return, a short version of Form
W–2G.plan. See the instructions for Schedule F1120, can be used by many small corporations

Form 1096.  When sending copies to the(Form 1040).instead of Form 1120. See Corporations later
IRS, you must use a separate transmittal,in this chapter.
Form 1096, Annual Summary and TransmittalForm 8822.  Form 8822, Change of Address,
of U.S. Information Returns, for each differentForm 1120S.  Form 1120S, U.S. Income Tax is used to notify IRS of a change in home or
type of form. Because these forms are read byReturn for an S Corporation, is used by S cor- business address. The suite, room, or other
machine, there are very specific instructionsporations. See S Corporations, later in this unit number should be included if it is required
for their preparation and submission. You maychapter. in the address. The form must be sent to the
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be subject to a penalty for each incorrectly filed Ending partnership.  When you create a part- More information.  For more information on
partnerships, see Publication 541.document. nership, you do not usually recognize any gain

or loss on contributions of money or property
you make to the partnership. However, you willPenalties.  Information returns filed late, with-
usually have to recognize gain or loss whenout all information required to be on the return, Corporations you end the partnership.or with incorrect information may be subject to

You may be able to avoid recognizing gain A corporation, for federal income tax pur-a penalty. See the Instructions for Forms 1099,
or loss on ending the partnership if you buy out poses, includes associations, joint stock com-1098, 5498, and W–2G, for information on

panies, trusts, and partnerships that actuallyyour partners or change to a corporationpenalties for filing Forms 1099.
operate as associations or corporations.status.

Organizations that are unincorporated and
have certain corporate characteristics areLimited liability company (LLC).  An LLC isPartnerships classified as associations and taxed as corpo-an entity formed under state law by filing arti-
rations. These organizations must have asso-cles of organization as an LLC. Unlike a part-A partnership is the relationship between two ciates and be organized to carry on businessnership, none of the members of an LLC areor more persons who join together to carry on and divide any gains. They must also have apersonally liable for its debts. An LLC may bea trade or business, including farming. Each majority of the following characteristics:classified as a partnership or corporation forpartner contributes in some way—money,
1) Continuity of life.federal income tax purposes, depending onproperty, labor, or skill—and shares profits

whether it has more than two of the corporateand losses in agreed proportions. 2) Centralization of management.
characteristics listed later under Corporations.A syndicate, group, pool, joint venture, or 3) Limited liability.

other unincorporated organization that carries
4) Free transferability of interests.Filing requirements.  Partnerships file a re-on any business, financial operation, or ven-

turn on Form 1065, U.S. Partnership Return ofture is also a partnership for tax purposes, un-
However, other factors may also be significantIncome. This is an information return showingless it can be classified as a corporation, a
in classifying an organization as an associa-the income and deductions of the partnership,trust, or an estate.
tion. An organization will be treated as an as-the name and address of each partner, and the
sociation if its corporate characteristics make itamount of each partner’s distributive share ofFamily partnerships.  Members of the same
more nearly resemble a corporation than aincome, gain, loss, deductions, credits, etc. Afamily may, and often do, form valid partner-
partnership or trust. The facts in each case de-return must be filed for each tax year of theships. For instance, a husband and wife or par-
termine whether or not these characteristicspartnership even though the partnership hasents and children may conduct a farming en-
are present.no income. However, a return is not requiredterpr ise through a partnership.  To be

before the first tax year the partnership has in-recognized as a partnership for federal tax pur-
Corporate tax.  Corporate profits are normallycome or deductions.poses, a partner relationship must be estab-
taxed to the corporation. When the profits areSchedule F (Form 1040).  Use Schedule Flished and certain requirements must be met.
distributed as dividends, the dividends are(Form 1040) to report the farm partnershipFor information on these requirements, see
taxed to the shareholders.profit or loss. This schedule should be filedFamily Partnerships in Publication 541. Merely

In figuring its taxable income, a farm corpo-with Form 1065. The profit or loss shown ondoing chores, helping with the harvest, or
ration generally takes the same deductionsSchedule F, adjusted for amounts to be re-keeping house and cooking for the family and
that a noncorporate farmer would claim onported on Schedule K–1 and Schedule K ofhired help does not establish a partnership. If a
Schedule F (Form 1040). Corporations areForm 1065, is entered on line 5 of Form 1065.husband and wife are partners in the operation
also entitled to special deductions.Other schedules.  Each partner’s distribu-of a farm or other business, they should report

their partnership income on the partnership re- tive share of partnership items, such as ordi-
Forming a corporation.  A corporation isturn, Form 1065. nary income or loss, capital gain or loss, net
formed by a transfer of either money, property,

earnings from self-employment, etc., is en-
or both, by prospective shareholders in ex-

tered on Schedule K–1 of Form 1065. Fill in allCo-ownership and sharing expenses.  Mere change for capital stock in the corporation.
other schedules on Form 1065 that apply toco-ownership of property that is maintained If money is exchanged for stock, no gain or
you.and leased does not constitute a partnership. loss is realized by the shareholder or corpora-

Filing penalty.  A penalty is assessedFor example, if an individual owner or tenants- tion. The stock received by the shareholder
against the partnership if the partnership is re-in-common of farm property lease that prop- has a basis equal to the money transferred to
quired to file a partnership return and:erty for cash rental or a share of the crops, a the corporation by the shareholder.

partnership is not necessarily created by the If property is exchanged for stock, it may be1) Fails to file the return on time, including
leasing. However, tenants-in-common may be either a taxable or nontaxable exchange.extensions, or
partners if they actively carry on a farm or other

2) Files a return that fails to show all the in-business operation and share its profits and Filing requirements.  Corporations file Form
formation required.losses. A joint undertaking merely to share ex- 1120 or Form 1120–A. A corporation must file

penses is not a partnership. an income tax return unless it has dissolved.
The penalty is $50 a partner per month (or This applies even if it ceased doing business

part of a month) for a maximum of 5 months.Partner’s distributive share.  Each partner’s and disposed of all its assets except for a small
distributive share of partnership income, gain, However, a partnership does not have to sum of cash retained to pay state taxes to
loss, etc., must be included on that partner’s keep its corporate charter.pay the penalty if it can show reasonable
tax return, even though the items were not dis- cause for failure to file a return. A family farm
tributed. No tax is payable on the return of a partnership with 10 or fewer partners will usu- More information.  For more information on
partnership. corporations, see Publication 542.ally be considered to meet this requirement if it

can show that all partners have fully reported
their shares of all partnership items on theirSelf-employment tax.  Unless you are a lim-
timely filed income tax returns. In addition, theited partner, your distributive share of income S Corporations partnership must have no foreign or corporatefrom a partnership is self-employment income.
partners, and each partner’s proportionateThe self-employment tax of a member of a A qualifying corporation may choose to be
share of each partnership item must be thepartnership engaged in farming is discussed in generally exempt from federal income tax. Its
same.Chapter 15. shareholders will then include in income their
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share of the corporation’s separately stated Form (and Instructions) you want to change your accounting method,
items of income, deduction, loss and credit you must first get consent from the IRS. The❏ 3115 Application for Change in
and their share of nonseparately stated in- methods you may use are:Accounting Method
come or loss. A corporation that makes this

1) Cash method,choice is known as an S corporation.
To make this election, a corporation, in ad- 2) Accrual method,

dition to other requirements, must not have
3) Special methods of accounting for certainAccounting Periods more than 35 shareholders. Each of its share-

items of income and expenses, and
holders must also consent to the election. Your ‘‘tax year’’ is the annual accounting pe-

4) Combination (hybrid) method using ele-Although it is generally not liable for federal riod you use for keeping your records and re-
income tax, an S corporation may have to pay ments of two or more of the above.porting your income and expenses. The ac-
the following taxes. counting periods you can use are:

If you have more than one business, you can• A calendar year, or1) A tax on:
use a different accounting method for each

• A fiscal year.a) Excess passive investment income, business, provided you keep a complete and
separate set of books and records for eachb) Certain capital gains, or You adopt a tax year when you file your first in-
business.come tax return. You must adopt your first taxc) Built-in gains.

year by the due date (not including extensions)
Special methods.  There are special methods2) The tax from recomputing a prior year’s for filing a return for that year.
of accounting for certain items of income andinvestment credit.
expenses. One of these methods is the cropCalendar tax year.  If you adopt the calendar3) LIFO recapture tax. method. Methods of accounting for deprecia-year for your annual accounting period, you
tion, amortization, and depletion are explainedmust maintain your books and records and re-

An S corporation files its return on Form in Chapter 8. Methods of accounting for install-port your income and expenses for the period
1120S. In addition, an S corporation may have ment sales are explained in Chapter 12.from January 1 through December 31 of each
to make quarterly estimated tax payments. year. Crop method.  If you do not complete har-

For more information, see Publication 589. If you filed your first return using the calen- vesting and disposing of your crops in the
dar tax year, and you later begin business as a same tax year you plant them, you may, with
farmer or become a partner in a partnership or consent from the IRS, choose to use the crop
a shareholder in an S corporation, you must method. Under this method, deduct the entire
continue to use the calendar tax year unless cost of producing the crop, including the ex-
you get permission to change. You must report penses of seed or young plants, in the year3. your income from all sources, including your you realize the income from the crop. You can-
farm, salaries, partnership income, and divi- not use this method for timber or any commod-
dends, using the same tax year.Accounting Periods ity covered by the uniform capitalization rules.

You must adopt the calendar tax year if:
and Methods 1) You do not keep adequate records, Combination (hybrid) method.  Generally,

2) You have no annual accounting period, or you may use any combination of cash, accrual,
and special methods of accounting if the com-3) Your present tax year does not qualify as
bination clearly shows income and you use ita fiscal year.
consistently. However, the following restric-Introduction
tions apply:Fiscal tax year.  A regular fiscal tax year is 12

consecutive months ending on the last day of 1) If inventories are necessary to account for
any month except December. If you adopt a your income, you must use an accrualEach taxpayer (business or individual) must fiscal tax year, you must maintain your books method for purchases and sales. Youfigure taxable income on the basis of an an- and records and report your income and ex- may use the cash method for all othernual accounting period. Each taxpayer must penses using the same tax year. items of income and expenses. See Farmalso use a consistent accounting method that

Inventories, later in this chapter.accurately accounts for income and expenses. Partnerships and S corporations.  Special
For more detailed information, such as how to 2) If you use the cash method for figuringrestrictions apply to the tax year that may be
change an accounting period or method, see adopted by partnerships and S corporations. your income, you must use the cash
Publication 538. See Partnerships, S Corporations, and Per- method for reporting your expenses.

sonal Service Corporations in Publication 538.
3) If you use an accrual method for reporting

Topics your expenses, you must use an accrual
This chapter discusses: method for figuring your income.

Accounting Methods • Calendar tax years
Any combination that uses the cash method isAn accounting method is a set of rules used to• Fiscal tax years treated as the cash method.determine when and how income and ex-

• The cash method of accounting penses are reported. The term ‘‘accounting
method’’ includes not only the overall method• The accrual method of accounting Cash Method 
of accounting you use, but also the accounting

The cash method is used by most farmers be-• Changes in accounting method treatment you use for any item. You must file
cause they find it easier to keep cash methodyour return using the same method you use for
records. However, if you use inventories to fig-your tax records.Useful Items
ure your gross income, you must use an ac-You choose your accounting method whenYou may want to see:
crual method for your purchases and sales.you file your first tax return. However, you can-
The cash method cannot be used by certainnot use the crop method, discussed later, evenPublication farm corporations and partnerships, or by anyfor your first return, unless you get consent
tax shelter. See Accrual Method, later.❏ 538  Accounting Periods and Methods from the IRS. After you file your first return, if
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Income Expenses Expenses 
Farm business expenses are deductible only You deduct farm business expenses in the taxWith the cash method, you include in your
in the tax year they are paid. However, certain year you become liable for them, whether orgross income all items of income you actually
prepaid expenses for supplies may only be de- not you pay them in that year, unless they areor constructively receive during the year. If you
ducted when the supplies are actually used or subject to the uniform capitalization rules, dis-receive property or services as income, you consumed. See Chapter 5. cussed in Chapter 7. All events must have oc-

must include their fair market value in income. Inventories are not used to figure income curred that establish the fact of liability, you
on the cash method. However, if you are sub- must be able to reasonably determine the

Constructive receipt.  You have constructive ject to the uniform capitalization rules (dis- amount of the liability, and economic perform-
cussed later), you may use the farm-pricereceipt of income when an amount is credited ance must have occurred.
method or the unit-livestock-price method to Economic performance generally occursto your account or made available to you with-
account for the costs of any plant or animal, as the property or services are provided, evenout restriction. You do not need to have pos-
even if the plant or animal is not held or treated if you have not paid the expenses. An excep-session of it. The receipt of a check is con-
as inventory property. See Items Purchased tion for recurring items allows certain ex-structive receipt of money, even though you do
for Resale in Chapter 5. penses to be treated as incurred in a tax yearnot deposit or cash it during the tax year you

even though economic performance has notreceive it. An amount credited to your account
occurred. See Publication 538.at a bank, store, grain elevator, etc., is con- Accrual Method 

structively received in the year it is credited. Under an accrual method of accounting, in-
Cash Versus Accrual Methods If you sell any items under a deferred pay- come is generally reported in the year earned,
A comparison of the cash and accrual meth-ment contract that calls for payment the follow- and expenses are deducted or capitalized in
ods of accounting is illustrated in the followingthe year incurred. The purpose of an accrualing year, there is no constructive receipt in the
examples. These two methods are explainedmethod of accounting is to match your incomeyear of sale.
in greater detail later.and expenses in the correct year.

Example.  You are a farmer who uses the
Example 1.  You are a farmer who uses an

cash method and a calendar year. You sell Income accrual method. You keep your books on the
grain in December 1994 under a bona fide calendar year basis. You sell some grain inGenerally, all items of income from farming op-
arm’s-length contract that calls for payment December 1994. You are not paid until Janu-erations are included in your gross income
during 1995. You include the proceeds of the ary 1995. You must include both the sale pro-when you earn them, even though you may re-
sale in your 1995 gross income, since that is ceeds and your cost incurred in producing theceive payment in another tax year. All events
the year payment is received. However, if grain in 1994 on your return for tax year 1994.that fix your right to receive the income must
under the terms of the contract you have the Profit or loss on the sale must be reported forhave happened and you must be able to figure
right to the proceeds from the buyer at any the year all events occurred that fix your rightthe amount with reasonable accuracy.
time after the grain is delivered, you must in- to receive income from the transaction if your
clude the selling price in your 1994 income, re- profit or loss can be determined with reasona-Items to include in income.  If you use an ac-
gardless of when you receive actual payment. ble accuracy.crual method, you must use inventories to fig-

ure your gross income. Increases and de- Example 2.  Assume in Example 1 that you
creases in inventory values of livestock, crops, used the cash method and that there was noItems to include in income.  Your gross in-
produce, feed, etc., at the end of the year as constructive receipt of the sale proceeds income for the tax year includes:
compared with the beginning of the year are 1994. Under this method, the sale proceeds
reflected in figuring your gross income. Com-1) The amount of cash and the value of mer- are included in income for 1995, the year pay-
plete inventories of these items are requiredchandise or other property you receive ment is received. The cost of producing the
for reporting on an accrual method. For moreduring the tax year from the sale of raised grain is deductible in the year it is paid.
information on inventories, see Farm Invento-livestock, poultry, vegetables, fruits, etc.
ries, later in this chapter. To figure gross in- Accrual Method Required 2) Your profit from the sale of all other live- come on an accrual method, add the following

An accrual method is required for a farmingstock or other items. To find your profit items:
business that is a tax shelter, unless it is ex-from the sale of livestock or other items 1) The sale proceeds of all livestock and cepted from the rule, as described later in Ac-purchased, deduct the cost or other basis products you sell during the year, crual Method Not Required.of the property, plus selling expenses,

2) The inventory value of livestock and prod-from the sale proceeds. The cost of items
ucts you have on hand that are not yet Tax shelter.  A farming business is a tax shel-you purchased for resale is not usually
sold at the end of the year, ter if it is a partnership, noncorporate enter-deducted in the year paid unless the pay-

prise, or S corporation, and:3) All miscellaneous items of income youment and the sale occur in the same year.
earn during the year, such as breeding 1) The principal purpose of the entity is theHowever, see Chapter 5 for when to de-
fees, fees from the rent of teams of ani- avoidance or evasion of federal incomeduct the cost of chickens, seeds, and
mals, machinery, or land, or other inciden- tax, oryoung plants.
tal farm income, 2) It is a farming syndicate. An entity is a

3) All amounts you receive from breeding 4) Any subsidy or conservation payments farming syndicate if:
fees, fees from rent of teams of animals, you receive that are considered income,

a) Interests in the activity have ever beenmachinery, or land, and other incidental and
offered for sale in any offering requiredfarm income.

5) Your gross income from all other sources. to be registered with any federal or
state agency having authority to regu-4) All subsidy and conservation payments

Then subtract the total of the following: late the offering; oryou receive that are considered income.
1) Inventory value of the livestock and prod- b) More than 35% of the losses during the5) Your gross income from other sources. ucts you had on hand at the beginning of tax year are allocable to limited part-

the year, and ners or limited entrepreneurs.
Crop insurance proceeds may be reported in 2) The cost of any livestock or products you
income in the year following the year of loss purchased during the year, except live- A limited partner is one whose personal liabil-
under certain conditions. See Crop Insurance stock held for draft, dairy, or breeding pur- ity for partnership debts is limited to the
and Disaster Payments  in Chapter 4. poses, unless included in inventory. amount of money or other property the partner
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contributed or is required to contribute to the animal, even if the plant or animal is not held orFarm Inventories 
partnership. treated as inventory property by the farmer.

If you use an accrual method, you must use an
A limited entrepreneur is a person who inventory to figure your gross income. You

has an interest in an enterprise other than as a should keep a complete record of your inven-
Farm-price method.  Under this method,limited partner and who does not actively par- tories as a part of your farm records. This re-
each item, whether raised or purchased, is val-ticipate in the management of the enterprise. cord should show your inventory by actual
ued at the market price less the estimated di-count or measurement. It should also show all
rect cost of disposition. Market price meansthe factors that enter into its valuation, includ-Accrual Method Not Required 
the current price at the nearest market in theing quality and weight if they are factors.The accrual method of accounting is not re- quantities you usually sell. Cost of dispositionYour inventory should include all unsoldquired to be used by: includes broker’s commission, freight anditems at the end of the tax year, whether raised
hauling to market, and other marketing costs.1) S corporations, or purchased, that are held for sale or for use

If you use this method, you must use it foras feed, seed, etc.
2) Corporations whose gross receipts for

the entire inventory, except that your livestock
each tax year beginning after 1975 are $1

Hatchery business.  If you are in the hatchery may be inventoried on the unit-livestock-price
million or less, business, you must include eggs in the pro- method.

cess of incubation in your inventory.3) Corporations, or partnerships with corpo-
rate partners, whose trade or business is

Products held for sale.  All harvested and Unit-livestock-price method.   This methodoperating a nursery or sod farm or raising
purchased farm products held for sale or for recognizes the difficulty of establishing the ex-or harvesting trees, other than fruit and
feed or seed, such as grain, hay, ensilage, act costs of producing and raising eachnut trees, and
concentrates, cotton, tobacco, etc., must be animal. Under this method, l ivestock is

4) Certain family farm corporations. included in inventory. grouped or classified according to kind and
age, and a standard unit price is used for each

A family farm corporation can use the cash Supplies.  You must inventory supplies which animal within a class or group. The unit prices
method of accounting if its annual gross re- are acquired for sale or become a physical part you assign should reasonably approximate the
ceipts for each tax year beginning after 1985 of items held for sale. Do not include other sup- normal costs incurred. Unit prices and classifi-

plies in inventory. The cost of these suppliesare $25 million or less, and it qualifies as one cations are subject to approval by the IRS on
should be deducted in the year used or con-of the following: examination of your return. You cannot makesumed in operations. However, incidental sup-

any changes to your classifications or unit1) Corporations in which at least 50% of the plies can be deducted in the year of purchase.
prices without consent of the IRS.total combined voting power of all classes

All raised livestock must be included in in-of stock entitled to vote and at least 50% Fur-bearing animals.  If you are in the busi-
ventory if this method is used, regardless ofof the total number of shares of all other ness of breeding and raising chinchillas, mink,
whether held for sale or for draft, breeding,classes of stock of the corporation are foxes, or other fur-bearing animals, you are a
dairy, or sporting purposes. This method ac-owned by members of the same family. farmer and such animals are livestock. You
counts only for an increase in the cost of rais-may, therefore, use any of the inventory and2) Corporations if, on October 4, 1976, and
ing an animal to maturity. It does not provideaccounting methods discussed in this chapter.since then, members of two families own,
for any decrease in the market value of an

directly or indirectly, at least 65% of the
animal after it reaches maturity. In addition, ifGrowing crops.  You generally are not re-total combined voting power of all classes
you raise cattle, this method does not requirequired to inventory growing crops. However, if

of stock entitled to vote and at least 65%
your crops have a preproductive period of you to inventory hay that you grow and use for

of the total number of shares of all other more than 2 years, you may have to capitalize feeding a herd.
classes of stock of the corporation. or include costs associated with these crops in Animals sold or lost should not be included

inventory. You cannot take a current year de-3) Corporations if, on October 4, 1976, and in the year-end inventory. If your records do
duct ion for  costs  incurred dur ing thesince then, members of three families not show which animals were sold or lost, the
preproductive period. See uniform capitaliza-own, directly or indirectly, at least 50% of first animals acquired are the ones you treat as
tion rules in Chapter 7.the total combined voting power of all sold or lost. Thus, the animals on hand at the

classes of stock entitled to vote and at end of the year are considered the ones most
Required to use accrual method.  If you areleast 50% of the total number of shares of recently acquired.
required to use an accrual method of account-all other classes of stock and substantially Purchased animals.  All livestock pur-
ing, you are subject to the uniform capitaliza-all of the remaining stock is owned by cor- chased primarily for sale must also be included
tion rules even if the preproductive period ofporate employees or their family mem- in inventory. Livestock purchased for draft,raising a plant is 2 years or less. If you are re-

bers or by a tax-exempt employees’ trust breeding, dairy, or sporting purposes may bequired to use an accrual method, all animals
for the benefit of the corporation’s included in inventory or treated as depreciableare subject to the uniform capitalization rules,
employees. assets. However, you must be consistent fromregardless of age or whether the animals are

year to year regardless of the practice youheld primarily for slaughter.
have chosen. You may not change your prac-

Note:  If a corporation (other than an S cor- tice unless you get the consent of the IRS.Inventory Valuation Methods 
poration) is also engaged in a nonfarming bus- Animals you purchase after maturity mustThe methods generally available for the valua-
iness activity, the cash method cannot be used be inventoried or capitalized at their purchasetion of your farm inventories include: cost, the
for that activity if the average annual gross re- price. If the animals purchased are not maturelower of cost or market, and the farm-price
ceipts for the 3 prior tax years are more than at the time of purchase, the cost should be in-method. In addition to these methods, live-
$5 million. For this purpose, the term ‘‘farming creased at the end of each tax year accordingstock may be inventoried under the unit-live-
business’’ does not include the processing of to the established unit prices. However, do notstock-price method.
commodities or products beyond those activi- make an increase in the year of purchase toCosts required to be allocated under the
ties normally incident to the growing, raising, any animal purchased during the last sixuniform capitalization rules may be deter-
or harvesting of the product. For example, the months of the year. This rule does not apply tomined using inventory methods, such as the
processing of grain to produce bread and ce- tax shelters, which must make an adjustmentfarm-price method or the unit-livestock-price
real to sell is not a farming business. for any animal purchased during the year.method by any farmer and for any plant or
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want to change your method to report Com- If you use an accrual method of accountingChange in
modity Credit loans, you must request the ap- rather than the cash method, you may have toAccounting Method plication of Revenue Procedure 83–77 (C.B. make modifications to the rules in this chapter.

When you file your first return, you may 1983–2, p. 594). This procedure automatically See Accrual Method in Chapter 3.
choose any permitted accounting method, ex- extends the 90-day filing period for Commodity
cept the crop method, discussed earlier, with- Credit loans to 180 days. See Commodity Advance payments.  If you receive advance
out consent from the IRS. The method you Credit loans in Chapter 4. payments (other than a commodity credit loan)
choose must clearly show your income and be You must furnish all applicable information for property or services, you must include the
used from year to year. After that, if you want requested on the form. You may also be re- payments in income in the year you receive
to change your accounting method, you must quired to provide additional information. them. If at a later date you receive an addi-
first get consent from the IRS, unless you qual- tional amount, include it in income in the year
ify under the exceptions described next under Extension of time to file application. If you you receive it. You may be required to include
Consent not required. have good reason for filing late, the IRS may commodity credit loans in income in the year

A change in your accounting method in- grant you an extension. Applications received you receive them. See Commodity Credit
cludes a change not only in your overall within 90 days after the due date may qualify Loans later in this chapter. If you are reporting
method, such as from the cash to an accrual for an automatic extension. See Revenue Pro- the sale of property on the installment method,
method or vice versa, but also in your treat- cedures 92–20 (C.B. 1992–1, p. 685) and 92– you can choose to include all the income in the
ment of any material item, such as in figuring 85 (C.B. 1992–2, p. 490) for more information. year of sale. See Chapter 12.
depreciation. However, if you file your request later than 9

months after the beginning of your tax year, Topics
Consent not required.  You do not need prior the reasons must be unusual and compelling. This chapter discusses:
approval from the IRS to change your account-

• Schedule Fing method in the following situations:

• Sales of livestock and produce1) You valued your livestock inventory at
cost, or at the lower of cost or market, and • Sales caused by drought conditions
you change to the unit-livestock-price 4. • Rents (including crop shares)method, or

• Agricultural program payments2) You are a family farm corporation, as de- Farm Incomescribed earlier under Accrual Method Not • Income from cooperatives
Required, and you must change to an ac-

• Cancellation of debtcrual method because your annual gross
receipts are more than $25 million. • Income from other sources

Important Change
Family farm corporations.  If you must Useful Items

change to an accrual accounting method be- for 1994 You may want to see:
cause your annual gross receipts are more

New Form 1099–C.  Beginning in 1994, cer-than $25 million, you must establish a sus- Publicationtain financial entities, including financial insti-pense account to reduce your section 481 ad-
tutions, credit unions, and federal government ❏ 525 Taxable and Nontaxable Incomejustments that must be included in income.
agencies, are required to report on FormSee section 447(i) of the Internal Revenue ❏ 534 Depreciation1099–C, Cancellation of Debt, any canceledCode for  informat ion about  suspense
debt of $600 or more. The form must be filed ❏ 550 Investment Income and Expensesaccounts.
even though the debtor may not be subject to

❏ 908 Tax Information on Bankruptcytax on the debt. For example, qualified farmConsent required.  You need prior approval
❏ 925 Passive Activity and At-Risk Rulesdebt is reportable. See Cancellation of Debt,

from the IRS to change your accounting
later.

method in the following situations:
Form (and Instructions)

1) A change from the cash to an accrual
❏ Sch E (Form 1040)  Supplementalmethod or vice versa,

Income and LossIntroduction2) A change in the method or basis used to
❏ Sch F (Form 1040)  Profit or Lossvalue inventories, You receive income from many sources. You

From Farmingmust report your income no matter what its3) A change involving the adoption of any
source, unless it is excluded by law. Where ❏ 982 Reduction of Tax Attributes Due toother specialized method of computing
you report income on your tax return depends Discharge of Indebtednessnet income, such as the crop method, or a
its source. For more information, see Publica-change in the use of this specialized ❏ 1099–G Certain Government
tion 525 and the instructions for Form 1040.method, Payments

This chapter discusses income you report
4) A transfer of draft, dairy, or breeding ani- ❏ 1099–PATR Taxable Distributionson Schedule F. Do not confuse this income

mals from inventory to a fixed asset ac- Received From Cooperativeswith the definition of gross farm income for es-
count, and timated tax purposes (Chapter 2), soil and ❏ 4797 Sales of Business Property

5) A case in which you have chosen to report water conservation expenses (Chapter 6), or
❏ 4835 Farm Rental Income andloan proceeds from the Commodity Credit self-employment tax (Chapter 15).

ExpensesCorporation as income in the year re-
ceived and now want to change to report- Accounting method.  The rules discussed in
ing in the year of sale. this chapter assume that you use the cash

method of accounting. Under the cash
How to secure consent.  Generally, you must method, you include an item of income in Schedule F 
file a current Form 3115. A user fee must be gross income when you receive it. However,
sent with the application. you may be considered to have received in- Report the income from your farm on Schedule

In most cases, you must file the application come even though it is not yet in your posses- F (Form 1040). This schedule is used to figure
within the first 180 days of the tax year for sion. See Constructive receipt under Cash the net profit or loss from regular farming
which you request the change. However, if you Method in Chapter 3. operations.
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Income from farming reported on Schedule payment, even though your arrangement with later year when figuring the amount to be
F includes amounts you receive from cultivat- the agent is that you will not be paid until a later postponed. See Amount to be postponed,
ing the soil or raising or harvesting any agricul- year. See Constructive receipt in Chapter 3. later, which describes the computation.
tural commodities. This includes income from 2) To determine your normal business prac-
operating a stock, dairy, poultry, fish and tice for the later year, exclude any earlierSales Caused By
aquaculture products, bee, fruit, or truck farm, year for which you made this election.Drought Conditions and income from operating a plantation, ranch,

You can elect to postpone for one year report-nursery, orchard, or oyster bed. It also in- Connection with drought area.  The live-ing the gain from a sale or exchange of live-cludes income you receive in the form of crop stock does not have to be raised in a droughtstock, including poultry, if the sale was due toshares if you materially participate in produc- area nor does the sale have to take place in adrought conditions. This election applies to alling the crop. See Landlord Participation in drought area to qualify for this postponement.livestock.Farming in Chapter 15. However, the sale must occur solely becauseA drought sale of livestock (other than poul-Income reported on Schedule F does not of drought conditions that affected the water,try) is an involuntary conversion. If you plan toinclude: grazing, or other requirements of the livestockreplace the livestock, see Chapter 13 for more1) Gains from sales of farmland or deprecia- so that the sale became necessary.information.ble farm equipment, or
If, because of drought conditions, you sell

Classes of livestock.  You must make the2) Gains from sales of livestock held for more animals than you would have had you
election separately for each generic class ofdraft, breeding, sport, or dairy purposes. followed your usual business practice, you
animals — for example, hogs, sheep, cattle.may choose to include the gain from the sale
You must also figure separately the amount toGains and losses from the sale of farming of the additional animals in income next year
be postponed for each class of animals. Do notassets, such as machinery or farmland, are instead of this year, provided the following
make a separate election solely because of andiscussed in Chapters 10 and 11. Gains and conditions are met:
animal’s age, sex, or breed.losses from casualties, thefts, and condemna-

1) Your principal business is farming.
tions are discussed in Chapter 13.

Amount to be postponed.  Follow these2) You use the cash method of accounting.
steps to figure the amount to be postponed for3) You can show that, under your usual busi-
each class of animals:ness practices, you would not have soldSales of Livestock 1) Divide the total income realized from thethe animals this year except for the

sale of all livestock in the class during thedrought.and Produce 
tax year by the total number sold, and4) The drought resulted in an area beingWhen you sell the produce or livestock (includ-

2) Multiply the result in (1) by the excessdesignated as eligible for assistance bying poultry) you raise on your farm, any money
number sold solely because of drought.the federal government.you receive and the fair market value of any

property or services you receive are ordinary
Sales made before the area became eligi- Example.  You are a calendar year tax-income. Your profit from the sale of produce or

ble for federal assistance still qualify, as long payer, and you normally sell 100 head of beeflivestock bought for resale is also ordinary in-
as the drought that caused the sale also cattle a year. As a result of drought, you sellcome. Report these amounts on Schedule F
caused the area to be designated as eligible 135 head during 1994. You realize $35,100for the year you receive payment. Your profit
for federal assistance. The designation can be from the sale. On August 9, 1994, as a result ofor loss from the sale of produce or livestock
made by the President, the Department of Ag- drought, the affected area was declared a dis-bought for resale is the difference between
riculture (or any of its agencies), or by other aster area eligible for federal assistance. Theyour basis in the produce or livestock and any
federal agencies. income you may elect to postpone until 1995 ismoney plus the fair market value of any prop-

$9,100 ($35,100 ÷ 135 × 35).erty you receive for the produce.
Usual business practice.  The number of ani-Sales of livestock held for draft, breeding,
mals you would have sold had you followed How to make the election.  To make the elec-dairy, or sporting purposes may result in ordi-
your usual business practice in the absence of tion, attach a statement to your tax return fornary gains or losses or in capital gains or
drought will be determined by all the facts and the year of the sale. The statement must in-losses, depending on the circumstances. In ei-
circumstances. If you have not yet established clude your name and address and give the fol-ther case, you should always report these
a usual business practice, the usual business lowing information for each class of livestocksales on Form 4797 instead of Schedule F.
practices of similarly situated farmers in your for which the election is made:Animals you do not hold primarily for sale are
general region will be relied on.considered business assets of your farm. See 1) A statement that you are making an elec-

Chapter 10. tion under section 451(e).
Drought sales in successive years.  If youTable 4–1 shows where to report the sale 2) Evidence of the drought conditions thatmake this election in successive years, the fol-of these items on your tax return. forced the early sale or exchange of thelowing special rules prevent your first election

livestock and the date, if known, on whichfrom adversely affecting your second election:Sales by an agent.  The net proceeds from an area was designated as eligible for as-
the sale of your produce or livestock by some- 1) Do not include the amount deferred from sistance by the federal government be-
one acting as your agent must be included in one year to the next year as received from cause of drought conditions.
gross income for the year the agent receives the sale or exchange of livestock in the

3) A statement explaining the relationship of
the drought area to your early sale or ex-
change of the livestock.Table 4-1. Where to Report Sales of Produce and Livestock

4) The number of animals sold in each of the
Item Sold Schedule F Form 4797 3 preceding years.

5) The number of animals you would haveRaised produce and livestock X
sold in the tax year had you followed your

Produce and livestock bought for resale X normal business practice in the absence
of drought.Livestock held for draft, breeding, dairy, or

sporting purposes X 6) The total number of animals sold and the
number sold because of drought duringAnimals not held primarily for sale X
the tax year.
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7) A computation, as described earlier, of Crop shares you give to others (gift).  Crop Once you report a loan as income for the
year received, however, you must report allthe income to be postponed for each shares you receive as a landlord and give to
succeeding loans in the same way, unless youclass of livestock. others are considered reduced to money at the
obtain permission from the IRS to change to atime you make the gift. You must report the fair
different method. See Change in Accountingmarket value of the crop share as income,The statement and the return must be filed
Method in Chapter 3.even though someone else receives paymentby the due date of the return, including exten-

To make the election, include on line 7a offor the crop share.sions. You can file the statement with an
Schedule F the amount of the loan as incomeamended return, if you file it by this due date. Example.  Part of your land was farmed by
for the year you receive it. Attach a statementHowever, once the election has been made, it a tenant farmer under a crop share arrange-
to your return showing the details of the loan.may be changed only with the approval of the ment. The crop was harvested and delivered in

When you make this choice to report theIRS. 1994, in your name, to an elevator company.
CCC loan proceeds as income, the amountIf you have drought sales in more than one Before selling any of the crop, you instructed you report becomes your basis in the com-year, you must make a separate election for the elevator company to cancel your ware- modity. If you later sell the commodity byeach year. house receipt and make out new warehouse forfeiting it to the CCC instead of repaying the

receipts in equal amounts of the crop in the loan or by repaying the loan, redeeming the
names of your children. Your children sell their commodity, and selling it to someone else, you
crop shares during 1994 and 1995, and pay- need only report as income at the time of saleRents (Including
ments for the crop shares are made directly to the amount of the loan forgiveness or sale pro-
them by the elevator company.Crop Shares) ceeds that are greater than your basis in the

In this situation, you are considered to have commodity. If the sale proceeds are less thanThe rent you receive for the use of your farm- received rental income and then made a gift of your basis in the commodity, you can reportland is generally rental income, not farm in- the income you received. You must include the the difference as a loss on Schedule F.come, and is reported on Form 4835 and fair market value of the crop shares in income
Schedule E (Form 1040). However, if you ma- for the tax year you gave the crop shares to Reporting Market Gain terially participate in the farming operations on your children. If you have a loan from the CCC which is se-the land, the rent is farm income and is re-

cured by the pledge of an eligible commodityported on Schedule F. See Landlord Participa-
Crop share loss.  If you are involved in a you produced, you should be aware that intion in Farming in Chapter 15.
rental or crop share lease arrangement, any some cases reporting the market gains shown
loss from these activities may be subject to the on Form CCC–1099–G, Certain GovernmentPasture income and pasture rental.  If you
limits under the passive loss rules. See Publi- Payments, may result in duplicate reporting ofpasture someone else’s cattle and take care of
cation 925 for information on these rules. income. Eligible commodities include cotton,the livestock for a fee, the income is from your

wheat, feed grains, rice, oilseeds, and honey.farming business and must be entered as
The following examples illustrate the properOther income on Schedule F. But if you simply
reporting of market gain.rent your pasture, the income is reported as Agricultural Program

rent in Part I of Schedule E (Form 1040).
Example 1.  Mike Green is a cotton farmer. HePayments 
uses the cash method of accounting and filesCrop Shares Most government payments, such as those for federal income tax returns on a calendar year

Rent you receive in crop shares must be in- approved conservation practices, must be in- basis. He has currently deducted all expenses
cluded in income in the year the shares are re- cluded in income, whether you receive them in incurred in producing the cotton and has a ba-
duced to money or the equivalent of money. It cash, materials, services, or commodity certifi- sis of $0 in the commodity. In 1994, Mike
does not matter whether you report on the cates. However, you may exclude some pay- pledges 1,000 pounds of cotton as collateral
cash or an accrual method. If you materially ments you receive under certain cost-sharing for a CCC price support loan at $.50 per
participate in operating a farm from which you conservation programs, as explained later. pound. In 1995, Mike decides to redeem the
receive rent in the form of crop shares or live- Report the agricultural program payment cotton at a time when the prevailing world mar-
stock, the rental income is subject to self-em- on the appropriate line in Part I of Schedule F ket price for cotton is $.42 per pound. Under
ployment tax and should be reported on CCC program provisions, the repayment ratefor the tax year you actually or constructively
Schedule F. However, if you do not materially is the lesser of the loan amount or the prevail-receive it. The full amount is reported even if
participate in operating the farm, report this in- ing world price of the commodity on the date ofyou return a government check for cancella-
come on Form 4835, and carry the net income repayment. Mike then sells the cotton for $.60tion, refund any of the payment you receive, or
or loss to Schedule E (Form 1040). The in- per pound.the government collects all or part of the pay-
come is not subject to self-employment tax. As a result of the redemption of the cotton,ment from you by reducing the amount of
See Landlord Participation in Farming in Mike will receive a Form CCC–1099–G fromsome other payment or Commodity Credit
Chapter 15. the CCC showing a market gain in 1995 ofloan. However, the amount you refund or re-

$80, which is the difference between the origi-turn, or that reduces some other payment or
Crop shares you use to feed livestock. nal loan rate ($.50 per pound) and the subse-loan to you, is deductible on Schedule F for the
Crop shares you receive as a landlord and quent repayment rate ($.42 per pound) multi-year of repayment or reduction.
feed to your livestock are considered reduced plied by the pounds of cotton redeemed ($.08
to money when fed to the livestock. The fair per pound × 1,000 pounds of cotton). TheCommodity Credit Loans  market value of the crop shares must be in- proper reporting of the $80 market gain on

Normally, you report income from a crop forcluded in income at that time. You are entitled Mike’s 1995 tax return will depend upon
the year you sell it. However, if you pledge partto a business expense deduction for the live- whether he has made an election under sec-
or all of your production to secure a Commod-stock feed in the same amount and at the tion 77 of the Code to include CCC loans in
ity Credit Corporation (CCC) loan, you cansame time you include the fair market value of gross income in the year received.
elect to report the loan proceeds as income forthe crop share as rental income. Even though With section 77 election.  Mike has in-
the year you receive them rather than for thethese two transactions would cancel each come of $500 in 1994 from the CCC loan. The
year of sale. You do not need permission fromother for purposes of determining adjusted cotton is treated as sold for $500 when it is
the IRS to adopt this method of reporting CCCgross income on Form 1040, they may be nec- pledged as collateral for the CCC loan and it is
loans, even though you may have reportedessary to determine net earnings from self- treated as being repurchased by Mike for $420
those received in earlier years as taxable in-employment under the optional method dis- ($.42 repayment rate × 1,000 pounds of cot-
come for the year the crop was sold.cussed in Chapter 15. ton) when it is redeemed by repayment of CCC
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loan. No gain or loss is recognized on this re- Schedule F, but should not report the $80 mar- the annual payment is rental income, which
ket gain as a ‘‘taxable amount’’on line 6b of you report on Form 4835. See Rents (Includ-purchase. Mike has income of $180 in 1995
Part I of Schedule F. See Note, earlier. ing Crop Shares), earlier. Also see Landlordfrom the sale of the cotton ($600 sale price −

Without section 77 election.  Mike has in- Participation in Farming in Chapter 15.basis of $420). He should report the $500 CCC
come of $50 in 1994 from the granting of theloan as income in 1994 and the $180 from the
option to Tom. Because Mike has not made asale as income in 1995. Because Mike has al- Crop Insurance and
section 77 election, the cotton is not treated asready included the $500 CCC loan in income,

Disaster Payments  sold when it is pledged as collateral for theincluding the $80 market gain shown on the
CCC loan. Therefore, the sale of the cotton to You must include in income any crop insur-1995 Form CCC–1099–G in income would re-
Tom in 1995 generates income of $420 ($420 ance proceeds you receive as the result ofsult in an overstatement of his income in the
sale price − basis of $0) to Mike. He should re- crop damage. They generally are included inamount of $80. Therefore, for 1994, Mike
port the $50 from the option as income in 1994 the year you receive them. Crop disaster pay-should report the $500 CCC loan of line 7a of
and the $420 from the sale of the commodity ments you receive from the federal govern-Part 1 of Schedule F (Form 1040). For 1995,
and the $80 market gain shown on Form ment as the result of destruction or damage tohe should report the $80 market gain as an
CCC–1099–G as income in 1995. The $80 crops, or the inability to plant crops, because‘‘agricultural program payment’’ on line 6a of
market gain should be reported on both lines of drought, flood, or any other natural disasterPart I of Schedule F, but should not report the
6a and 6b of Part I of Schedule F. See Note, are treated as crop insurance proceeds.$80 market gain as a ‘‘taxable amount’’ on line
earlier.6b of Part I of Schedule F.

Election to include in year after disaster.  If
you use the cash method of accounting, youCommodity CreditNote.  The line numbers may change in the
can elect to include crop insurance proceeds1995 version of Schedule F. Check the 1995 (PIK) Certificates  in income for the tax year following the tax yearinstructions.

You may receive payments under some gov- in which the crops were damaged. You can
ernment programs in the form of commodityWithout section 77 election.  Mike has in- make this election if you can show that you
credit certificates, sometimes called genericcome of $80 from market gain in 1995. Be- would have included your income from the
commodity certificates, or PIK (payment-in-cause he has not made a section 77 election, damaged crops in any tax year following the
kind) certificates. You can sell them, use themthe cotton is not treated as sold when it is year the damage occurred. However, if you re-
to pay price support loans and other debts topledged as collateral for the CCC loan. There- ceive the insurance proceeds in the tax year
the federal government, hold them and re-fore, the sale of the cotton in 1995 generates following the tax year in which the crops were
deem them for cash later in the year, or useincome of $600 ($600 sale price − basis of $0) destroyed or damaged, then you include the
them to buy commodities from the CCC.to Mike. He should report as income in 1995 proceeds in gross income for the year you re-

If you receive these commodity credit cer-both the $600 from the sale and the $80 mar- ceive them without having to make the
tificates, or if they are made available as pay-ket gain. The $80 market gain should be re- election.
ment under government programs, include theported on both lines 6a and 6b of Part I of To make the election to postpone reporting
face value of the certificates in income. TheseSchedule F. See Note, earlier. crop insurance proceeds, attach a statement
payments are taxable in 1994 even if you re- to your tax return, or amended return, for the
turn them to the Department of Agriculture year the damage took place. Merely indicatingExample 2.  Assume the same facts as Exam- (USDA) for repayment in 1995. Similarly, on your return that insurance proceeds wereple 1, but Mike enters into an ‘‘option to these payments are taxable in 1994 even if deferred does not constitute this election. Thepurchase’’ contract with Tom Merchant in you do not cash, deposit, or redeem the 1994 statement must include your name and ad-1994, who pays Mike $.05 per pound for the certificates representing the payments until dress and contain the following information:option to purchase the 1,000 pounds of cotton. 1995. The amount you include in income be-

Mike also gives Tom a power of attorney giving 1) A statement that you are making an elec-comes your basis to figure gain or loss on the
Tom the authority to repay the loan on Mike’s tion under section 451(d) of the Internalcertificates when you do sell them, redeem
behalf. In 1995, Tom repays the loan at $.42 Revenue Code and section 1.451–6 ofthem, or otherwise dispose of them.
per pound and immediately exercises his op- the Income Tax Regulations.You should receive a 1994 Form 1099–G
tion to purchase Mike’s cotton at the price of from USDA for all payments. 2) The specific crop or crops destroyed or
$.42 per pound.

damaged.
Mike will receive a Form CCC–1099–G for Conservation Reserve 3) A statement that under your normal busi-1995 from the CCC showing a ‘‘market gain’’

ness practice you would have included in-of $80. The proper reporting of the market gain Program (CRP) 
come from the destroyed or damagedwill again depend upon whether Mike has Under the Conservation Reserve Program
crops in gross income for a tax year fol-made a section 77 election. (CRP), the Secretary of Agriculture and you,
lowing the year the crops were destroyedWith section 77 election.  Mike has in- as the owner or operator of highly erodible or
or damaged.come of $500 in 1994 from the CCC loan. He other specified cropland, may enter into a

also has income of $50 in 1994 from granting 4) The cause of the destruction or damagelong-term contract providing for conversion to
the option to Tom. Because Mike is treated as and the date or dates it occurred.a less intensive use of that cropland. Under
having repurchased the cotton for $.42 per this program, you can receive compensation 5) The total amount of payments you re-pound upon repayment of the CCC loan, he for this conversion in the form of an ‘‘annual- ceived from insurance carriers, itemizedrecognized no income upon the sale of the cot- ized rental payment.’’ for each specific crop, and the date each
ton to Tom for $.42 per pound. Mike should re- The payment may be in the form of cash, payment was received.
port both the $500 CCC loan and the $50 from commodity certificates, or a combination of

6) The name of each insurance carrier fromthe option as income in 1994. Because he has cash and certificates. This payment provides
whom you received payments.already included the $500 CCC loan in in- compensation for the loss of potential income

come, including the $80 market gain shown on you could have realized if you had used the
One election covers all crops representingthe 1995 Form CCC–1099–G in income would land for  product ion of  an agr icul tura l

a single trade or business. If you have moreresult in an overstatement of his income in the commodity.
than one farming business, make a separateamount of $80. Therefore, for 1994, Mike The annual CRP payment is a receipt from
election for each one. For example, if you op-should report the $500 CCC loan on line 7a of farm operations, which you report in Part I of
erate two separate farms on which you growPart I of Schedule F. For 1995, Mike should re- Schedule F. However, if you do not materially
different crops, and you keep separate booksport the $80 market gain as an ‘‘agricultural participate in production or management of
for each farm, you should make two separateprogram payment’’ on line 6a of Part I of production of the farm products on your land,
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elections if you want to defer reporting insur- 4) The emergency conservation measuresPayment To More
program authorized by title IV of the Agri-ance proceeds you receive for crops grown on

Than One Person cultural Credit Act of 1978.each of your farms.
A program payment intended for more thanAn election is binding for the year. If you 5) The agricultural conservation program au-
one person is reported by the USDA to the IRSwant to change your election, write to your IRS thorized by the Soil Conservation and Do-
as having been paid to the person whose iden-District Director giving your name, address, mestic Allotment Act.
tification number is on record for that paymentidentification number, the year you made the

6) The great plains conservation program(payee of record). If you, as the payee of re-election, and your reasons for wanting to
authorized by the Soil Conservation andcord, receive a program payment actually be-change it.
Domestic Policy Act.longing to someone else, such as your land-

lord, the amount belonging to the other person 7) The resource conservation and develop-Feed Assistance is a nominee distribution. You should file Form ment program authorized by the Bank-
1099–G to let the IRS know the identity of theand Payments head-Jones Farm Tenant Act and by the
actual recipient of the payment. You should Soil Conservation and Domestic Allot-The Disaster Assistance Act of 1988 autho- also furnish this information to the recipient. ment Act.rizes feed assistance, reimbursement pay- You may avoid the inconvenience of unneces-

ments, and other benefits to qualified livestock 8) The forestry incentives program author-sary inquiries about the identity of the recipient
producers if the Secretary of Agriculture deter- ized by the Cooperative Forestry Assis-if you file this form. Form 1099–G is available
mines that, because of a natural disaster, a tance Act of 1978.at local offices of the IRS.
livestock emergency exists. These programs See Chapter 2 for more information about 9) Any small watershed program adminis-
include assistance in the form of partial reim- the preparation of Forms 1099. tered by the Secretary of Agriculture that
bursement for purchased feed and for certain is determined by the IRS Commissioner
transportation expenses. They also include to be substantially similar to the types ofCost-Sharing Exclusion feed from the Commodity Credit Corporation, programs for which an exclusion is

Part or all of the payments you receive undereither received as a donation or purchased at allowed.
certain federal or state cost-sharing conserva-a below-market price.

10) Any program of a state, possession of thetion, reclamation, and restoration programsTitle I payments are not proceeds from the
United States, a political subdivision ofmay be excluded from the income you reportsale of livestock, or received for the destruc-
any of the foregoing, or the District of Co-on your tax return. However, this exclusion ap-tion or damage to crops raised for sale, or for
lumbia under which payments are madeplies only if the payment (or part of a payment)the inability to raise such crops. Therefore, you
to individuals primarily for the purpose ofmeets all three of the following tests:include these benefits in income in the year
conserving soil, protecting or restoring theyou receive them. 1) The cost-sharing payment must be for a environment, improving forests, or provid-

You must include in income the market capital expense. ing a habitat for wildlife.
value of donated feed, the difference between a) You cannot exclude any part of a pay-
the market value and the price you paid, or any ment for an expense you are allowed to Several state programs have been approved.
cost reimbursement you receive. You can usu- deduct in the current tax year. You must For information about the status of those pro-
ally take a current deduction for the same include the payment in income and take grams, contact the state offices of the Agricul-
amount as the feed expense. any offsetting deduction. (See Chapter tural Stabilization and Conservation Service

6 for information on deducting soil and (ASCS) and the Soil Conservation Service
water conservation expenses.) (SCS).Other Payments 

b) You cannot exclude a payment that isOther government program payments must be
Income realized.  The amount of gross in-rent for the use of your property or com-included in income as explained below.
come you realize upon a payment under thesepensation for your services.
cost-sharing programs is the value of the im-

2) The IRS must determine that it does notFertilizer and Lime  provement, reduced by the excludable portion
substantially increase your annual income and your share of the cost of the improvement.If you receive fertilizer or lime under a govern-
from the property for which it is made. An Value of the improvement.   You deter-ment program, include the value of the fertil-
increase in annual income is substantial if mine the value of the improvement by multiply-izer or lime (as figured in the government pro- it exceeds the greater of 10% of the aver- ing its fair market value (defined in Chapter 12)gram) in your income. The manner of claiming age annual income derived from the af- by a fraction.the offsetting deduction is explained under fected property before receiving the im-

Fertilizer and Lime in Chapter 5. 1) The numerator of the fraction is the totalprovement or an amount equal to $2.50
cost of the improvement (including alltimes the number of affected acres.
amounts paid either by you or by the gov-Improvements 3) The Secretary of Agriculture must certify ernment), reduced by the sum of:If the government payments are based on im- that it was made primarily for conserving

a) Any government payments under a pro-provements, such as a pollution control facility, soil and water resources, protecting or re-
gram not listed above.they are still included in income. Your basis in storing the environment, improving for-

the facility is increased by the amount of these ests, or providing a habitat for wildlife. b) Any portion of a government payment
payments included in income. The full cost of under a program listed earlier that the
the facility is then capitalized. Your basis in the If the three tests above are met, you can Secretary of Agriculture has not certi-
facility is not reduced by the amount of the exc lude payments f rom the fo l lowing fied as primarily for purposes of
payments, since they have been included in programs: conservation.
income.

1) The rural clean water program authorized c) Any government payment to you that isYour basis can be recovered through an- by the Federal Water Pollution Control for rent or your services.nual deductions for depreciation or amortiza- Act.
2) The denominator of the fraction is the totaltion, starting on the date the facility is placed in

2) The rural abandoned mine program au- cost of the improvement.service. Generally, you may elect to amortize
thorized by the Surface Mining Controlthe cost of a certified pollution control facility
and Reclamation Act of 1977.over a period of 60 months. See Pollution Con- Excludable portion.  The excludable por-

trol Facilities under Amortization in Chapter 8. tion is the ‘‘present fair market value’’ of the3) The water bank program authorized by
greater of:Otherwise, you may depreciate the facility. the Water Bank Act.
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1) 10% of the prior average annual income exclude these payments, none of the restric- Loss on redemption.  A loss incurred on the
tions and rules mentioned above apply.from the affected acreage, or redemption of a qualified written notice of allo-

cation that you receive in the ordinary course2) $2.50 times the number of the affected
of your farming business is deductible as anacres.
ordinary loss in Part II of Schedule F. The lossIncome from is measured by the difference between the

The ‘‘prior average annual income’’ is the
stated dollar amount included in income on re-Cooperatives average gross receipts from the affected acre-
ceipt and the amount received on redemption.

age for the last 3 tax years before the tax year If you purchase farm supplies through a coop-
in which installation of the improvement was erative, you may receive income from the co- Nonqualified notices of allocation.  All otherstarted. operative in the form of patronage dividends written notices of allocation are not qualified orNote.  The calculation of ‘‘present fair mar- (distributions). If you market your farm prod- included in income when received. Any non-ket value’’ is too complex to discuss in this ucts through a cooperative, you may receive qualified notice of allocation you receive frompublication. You may need to consult your tax patronage dividends or a per-unit retain certifi- the cooperative has a zero basis in youradvisor for assistance. cate, explained later, from the cooperative. hands. Any amount you receive from the sale,

Example.  In 1994, 100 acres of your land redemption, or other disposition of a nonquali-
Form 1099–PATR.  The cooperative will re-was reclaimed under a contract with the Soil fied written notice of allocation is ordinary in-
port the income to you on Form 1099-PATR orConservation Service of the USDA. The total come to the extent of its stated dollar value
a similar form and also send a copy to the IRS.cost of the improvement was $500,000. USDA and it is reported in Part I of Schedule F for the
Form 1099-PATR may also show an alterna-paid $490,000. You paid $10,000. It is deter- tax year of disposition . Any amount received
tive minimum tax adjustment that you must in-mined that the value of the cost-sharing im- in excess of the stated dollar value must be in-
clude if you are required to file Form 6251, Al-provement is $15,000. The present fair market cluded on your return according to the type of
ternative Minimum Tax–Individuals.value under (1) is determined to be $1,380. income it represents. For example, if the ex-

Under (2), it is $1,550. The excludable portion cess represents interest income, include it as
is the greater of these amounts, or $1,550. Patronage Dividends interest on your return for the year of
Therefore, you figure the amount to be in- disposition.(Distributions) cluded in gross income as follows:

Patronage dividends you receive are generally
Purchases of depreciable and capital as-reported as income on line 5a of Schedule FValue of cost-sharing improvement . . . . . $ 15,000
sets.  Do not include in income dividends youfor the tax year you receive them. This in-Minus: Your share . . . . . . . . $ 10,000
receive that come directly from the purchase ofcludes the amount of money you receive as aExcludable portion 1,550 11,550
capital assets or depreciable property used inpatronage dividend, the stated dollar value of

Amount included in income $ 3,450 your business that would otherwise be taxablequalified written notices of allocation you re-
under the preceding rules. You must, how-ceive, and the fair market value of other prop-
ever, reduce the basis of these assets by theReport the total received on line 6a, Sched- erty you receive. However, nonqualified allo-
amount of the dividends. If the dividends areule F. Report only the taxable amount on line cations, explained later, are not included in
more than your unrecovered cost, include the6b. income when you rece ive them.  See
excess in income as ordinary income onPurchases of depreciable and capital assets
Schedule F for the tax year you receive them.Effects of the exclusion.  When you figure and Personal purchases, later, for a discus-
Include all these dividends on line 5a ofthe basis in property you acquire or improve sion of amounts not to include in income.
Schedule F, but include only the taxable partusing cost-sharing payments excluded from
on line 5b.income, subtract the amount of the excluded Qualified written notice of allocation.  A

payments from your capital costs. Your basis Example.  On July 1, 1993, Mr. Brown, aqualified written notice of allocation is taxable
cannot reflect any amounts excluded from patron of a cooperative association, pur-in the year received at its stated dollar value.
income. chased a machine for his dairy farm businessFor the written notice of allocation to be

In addition, you cannot take depreciation, from the association for $2,900. The machinequalified:
amortization, or depletion deductions for the has a life of 7 years under MACRS (as pro-1) You must receive a written notice of your
part of the cost of the property for which you re- vided in the Table of Class Lives and Recoveryright of redemption at the time you receive
ceive cost-sharing payments that you exclude Periods in Appendix B, Publication 534). Mr.the written notice of allocation.
from income. Brown files his return on a calendar year basis.

2) It must also be redeemable in cash at any For 1993, he claimed a deduction of $311, us-To the extent the exclusion applies, you
time for a period of at least 90 days after it ing the 10.71% depreciation rate from theshould so indicate on an attachment to your
is issued. 150% declining balance, half-year conventiontax return (or amended return) for the tax year

table (shown in Table A-14 in Appendix A). Onyou receive the last payment from the govern- 3) It must be paid, as part of a patronage div-
July 1, 1994, the cooperative association paidment for the improvement. State the dollar idend or as part of a payment by a cooper-
a patronage dividend to Mr. Brown of $300 inamount of the cost funded by the government ative, in money or qualified check equal to
cash for his purchase of the machine. Mr.payment, the value of the improvement, and at least 20% of the dividend or payment.
Brown adjusts the basis of the machine andthe amount you are excluding. 4) You must also have agreed to include the
figures his depreciation deduction for 1994stated dollar value in income in the year
(and later years) as follows:Recapture.  Part or all of the cost-sharing pay- the notice is received.

ments you exclude may be treated as ordinary
Cost of machine on July 1, 1993 . . . . . . . . . . . $2,900

income if you dispose of the property within 20 Manner of consent.  You make the agree- Minus: 1993 depreciation . . . . . . . . . $311years after the date the payments are re- ment either in writing or by obtaining or retain- 1994 cash patronageceived. You must report the recapture on Form ing membership in the cooperative after it dividend . . . . . . . . . . . . . . . . . . . 300 6114797. See Section 1255 property in Chapter adopted a bylaw providing that membership
Adjusted basis for depreciation for 1994: $2,28911. constitutes agreement. The cooperative must

notify you of this bylaw and provide you with a
Depreciation rate: 1 ÷61/2 (remaining recovery periodElecting out.  You may elect not to exclude all copy. You also consent to an allocation if you

as of 1/1/94) = 15.38% × 1.5 = 23.08%or part of any payments you receive under endorse and cash a qualified check, paid as
these programs. The election must be made part of the notice of allocation, on or before the Depreciation deduction for 1994
not later than the due date, including exten- 90th day after the close of the payment period

($2,289 × 23.08%) . . . . . . . . . . . . . . . . $ 528
sions, for filing your return. If you elect not to for the tax year of the cooperative.
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Exceptions.  If the dividends come from of Schedule F for the tax year you receive Student loan canceled.  A student loan is a
them. loan to assist you in attending an educationalthe marketing or purchasing of capital assets

institution.or depreciable property used in your business
You do not include in income the amount ofand you do not own the property at any time Nonqualified certificates.  All other per-unit

your student loan that is canceled becauseduring the year you receive them, you must retain certificates are nonqualified certificates.
under the loan provision you worked for a cer-generally include the dividends in income un- If you receive nonqualified certificates, you in-
tain period of time in certain professions forless either of the following exceptions applies: clude nothing in income for the tax year you re-
one of a broad class of employers.ceive them. However, any amount you receive1) The dividends will be treated as a gain

To qualify, the loan must have been madefrom the redemption, sale, or other dispositionfrom the sale or exchange of a capital as-
by one of the following:of a nonqualified certificate, to the extent theset held for more than one year if they re-

stated dollar amount exceeds its basis, is ordi- 1) The government — federal, state, or local,late to a capital asset held by you for more
nary income reported in Part I of Schedule F or their agencies or subdivisions.than one year and a loss was or would
for the tax year of disposition.have been deductible, or 2) A tax-exempt public benefit corporation

that has assumed control of a state,2) The dividends will not be reported as in-
county, or municipal hospital, and whosecome (ordinary income or capital gain) if
employees are considered public employ-Cancellation of Debt they relate to a capital asset for which a
ees under state law.loss was not or would not have been

Beginning in 1994, any debt you owe over
deductible. 3) An educational institution under an agree-$600 that is canceled by the federal govern-

ment with an entity described in (1) or (2)ment, a financial institution, or a credit union
If you receive a dividend from the market- that provided the funds to the institution towill be reported to you on Form 1099–C, Can-

make the loan.ing of a capital asset or depreciable property cellation of Debt. If the canceled debt meets
used in your business in the same year the as- one of the exceptions or exclusions explained
set was marketed, treat it as an additional next, do not report it as income. However, you
amount received on the sale or other disposi- may be required to file Form 982. See Tax Exclusion of Canceled Debt 
tion of the asset. Benefit Reduction, later. You do not include a canceled debt in gross in-

If you cannot determine which item the divi- come in the following situations:
dend comes from, include the dividend

General Rule 1) The cancellation takes place in a bank-amount in income as ordinary income.
ruptcy case under Title 11 of the UnitedGenerally, if a debt you owe is canceled or for-
States Code (the federal bankruptcygiven, other than as a gift or bequest to you,Personal purchases.  Dividends you receive
code).you must include the canceled amount inthat are directly from the purchase of personal,

gross income for tax purposes. A debt includesfamily, or living items, such as supplies, equip- 2) The cancellation takes place when you
any indebtedness for which you are liable orment, or services that were not used in your are insolvent and the amount excluded is
which attaches to property you hold.business, are not included in income. This rule not more than the amount by which you

also applies to amounts you receive from the are insolvent.
sale, redemption, or other disposition of a non- Exceptions to General Rule 3) The canceled debt is a qualified farm debt
qualified written notice of allocation resulting and it is canceled by a qualified person.The following discussion covers exceptions tofrom these purchases. If the dividend or non- The terms ‘‘qualified farm debt’’ andthe general rule for canceled debt.qualified allocation cannot be traced to these ‘‘qualified person’’ are explained later.
purchases, it is treated in the regular manner

Price reduced after purchase.  If you owe a 4) The canceled debt is discharge of quali-already described. Include these dividends in
debt to the seller for property you purchased, fied real property business indebtedness,the amounts you show on both lines 5a and 5b
and the seller reduces the amount you owe, except for C corporations. For more infor-of Schedule F.
generally you do not have income from the re- mation on this type of canceled debt, see
duction. The part of the debt reduced is treated Chapter 7 in Publication 334.Per-Unit Retain Certificates as a purchase price adjustment and reduces
your basis in the property.A per-unit retain certificate is any written notice If a debt cancellation is excluded from in-

that discloses to you the stated dollar amount come because it takes place under the bank-
of a per-unit retain allocation to you by the co- Cancellation of deductible debt.  You do not ruptcy code, items (2), (3), and (4) do not ap-
operative. A per-unit retain allocation is an realize income from debt cancellation to the ply. If it takes place when you are insolvent,
amount paid to patrons for products marketed extent the payment of the debt would have items (3) and (4) do not apply to the extent you
for them that is fixed without regard to the net given rise to a deduction. are insolvent.
earnings of the cooperative. These allocations Example.  You own a business and obtain
can be paid in money, other property, or quali- Bankruptcy.  A bankruptcy case is a caseaccounting services on credit. Later, you have
fied certificates. under Title 11 of the United States Code, pro-trouble paying your business debts but you are

Per-unit retain certificates issued by a co- vided you are under the jurisdiction of the courtnot bankrupt or insolvent. Your accountant for-
operative generally receive the same tax treat- and the discharge of the debt is granted by thegives part of the amount you owe for the ac-
ment as patronage dividends, discussed court or is the result of a plan approved by thecounting services. How you treat the cancella-
earlier. court.tion of debt depends on your method of

No debt canceled in a bankruptcy case isaccounting:
Qualified certificates.  Qualified per-unit re- included in your gross income in the year it is

1) Cash method – You do not include thetain certificates are those issued to patrons canceled. Instead, the amount canceled must
debt cancellation in income because pay-who have consented in writing, or in effect be used to reduce your tax benefits, explained
ment for the services would have beenhave given their consent by obtaining or retain- later.
deductible as a business expense.ing membership in a cooperative whose by-

laws or charter state that membership consti- 2) An accrual method – Your accountant’s Insolvency.  You are insolvent when, and to
tutes consent, to take into account the stated cancellation of the debt must be included the extent, your liabilities exceed the fair mar-
dollar amount of these certificates in the year in income. Under an accrual method of ket value of your assets. Your liabilities and the
of receipt. Thus, if you receive qualified per- accounting the expense is deductible fair market value of your assets must be deter-
unit retain certificates, include the stated dollar when the liability is incurred, not when the mined immediately before the discharge of
amount of these certificates in income in Part I debt is paid. your debts.

Page 20 Chapter 4 FARM INCOME



If you are insolvent, exclude from gross in- liabilities immediately after theTax Benefit Reduction 
come the amount of canceled debt up to the cancellation.

If you exclude canceled debt from income in aamount by which you are insolvent. If the 6) Passive activity loss and credit carry-bankruptcy case or during insolvency, or be-amount of canceled debt exceeds the amount overs.  Reduce the passive activity losscause the canceled debt is a qualified farmby which you are insolvent, you can then apply and credit carryovers available from thedebt, you must use the excluded amount to re-the rules for qualified farm debt to the excess, tax year of the debt cancellation. Reduceduce certain tax benefits. This prevents an ex-provided you qualify for the qualified farm debt the carryover of the deduction on a dollar-cessive tax benefit from the cancellation. Taxexclusion. Otherwise, you include the excess for-dollar basis. Reduce the credit carry-benefits, for this purpose, include the basis ofin gross income. Use the amount excluded for over at the rate of 331/3 cents for each dol-depreciable property, as well as those listedinsolvency to reduce tax benefits, as explained lar of debt cancellation exclusion.later.later under Tax Benefit Reduction. Reduce the
The tax benefit reduction rules for qualified 7) Foreign and possession tax credits.tax benefits under the insolvency rules before

farm debt are different from the rules for bank- Reduce any carryover to or from the taxapplying the rules for qualified farm debt.
ruptcy and insolvency. However, in all three year of the debt cancellation. ReduceExample 1.  You had a $10,000 debt can- cases, you may apply any portion of the can- these credits at the rate of 331/3 cents forceled outside of bankruptcy. Immediately celed amount to reduce the basis of deprecia- each dollar of debt cancellation.before the cancellation, your liabilities totaled ble property before reducing other tax

$80,000, and your assets totaled $75,000. benefits. Qualified farm debt rules.  You can excludeSince your liabilities exceeded your assets,
from income the cancellation or discharge ofyou were insolvent to the extent of $5,000 Election to reduce basis first.  You can qualified farm debt to the extent you are sol-($80,000 − $75,000). choose to apply any portion of the excluded vent. The debt must be discharged by a quali-Example 2.  You transferred property to a amount of your canceled debt to reduce the fied person, defined under Qualified farm debt,bank to satisfy a debt for which you are per- basis of your depreciable property before re- earlier. The amount excluded must be used tosonally liable and which is secured by the ducing other tax benefits. The amount you ap- reduce certain tax benefits, explained later.property. You owe the bank $12,000. The ply cannot exceed the total adjusted bases of The rules for reducing tax benefits for qual-property has a fair market value of $10,000, all depreciable property you held at the begin- ified farm debt are not the same as the rulesand your adjusted basis in the property is ning of the tax year following the tax year of for bankruptcy or insolvency.$8,000. Assuming this is your only asset, you your debt cancellation.

If your canceled debt is qualified farm debt,are insolvent for the difference between the Depreciable property.  Depreciable prop-
the amount you exclude from income cannotamount of your debt ($12,000) and the fair erty, for this purpose, means any property sub-
exceed the sum of your adjusted tax benefitsmarket value of the transferred property ject to depreciation, but only if a reduction of
and the total adjusted bases of your ‘‘qualified($10,000). You must recognize a gain of basis will reduce the amount of depreciation or
property,’’ defined later. If the income you real-$2,000 for the difference between the fair mar- amortization otherwise allowable for the period
ize from the discharged debt exceeds this limit,ket value and your adjusted basis in the immediately following the basis reduction.
include the excess in gross income.property.

Adjusted tax benefits.  Adjusted tax ben-Reduction of tax benefits.  If you do not elect
efits means the sum of the following:Qualified farm debt.  Your debt is qualified to reduce the basis of your depreciable prop-

farm debt if: 1) Any net operating loss (NOL) for the yearerty first, or if you make the election and the
of the discharge and any NOL carryoversamount canceled exceeds the bases of your1) You incurred it directly in operating a
to that year.depreciable property, you must reduce the fol-farming business, and

lowing tax benefits, in the order listed, by any 2) Any general business credit carryover to2) At least 50% of your total gross receipts remaining canceled debt. or from the year of discharge, multipliedfor the 3 tax years preceding the year of
1) Net operating loss. Reduce any net op- by 3.debt cancellation were from your farming

erating loss for the tax year the debt can-business. 3) Any minimum tax credit available at the
cellation takes place, and any net operat- beginning of the tax year following the tax
ing loss carryover to that tax year. ThisTo see if you meet this requirement, divide year of the debt cancellation, multiplied by
reduction is on a dollar-for-dollar basis.your total gross receipts from farming for the 3- 3.

year period by your total gross receipts from all 2) General business credit carryovers.
4) Any net capital loss for the year of the dis-sources, including farming, for that period. See Reduce any carryovers to or from the tax

charge and any capital loss carryovers toChapter 2 for information about gross farm in- year of the debt cancellation. Reduce
that year.come and total gross income. these carryovers at the rate of 331/3 cents

5) Any passive activity loss and credit carry-Qualified person.  The person who for each dollar of debt cancellation
overs available from the tax year of thecancels or forgives your qualified farm debt exclusion.
debt cancellation (the credit carryover ismust be a qualified person — one who is ac- 3) Minimum tax credit. Reduce the mini-
multiplied by 3).tively and regularly engaged in the business of mum tax credit available at the beginning

lending money and is not one of the following: of the tax year following the tax year of the 6) Any foreign tax credit carryovers to or
1) A person related to you. debt cancellation at the rate of 331/3 cents from the year of the discharge, multiplied

for each dollar of debt exclusion. by 3.2) A person from whom you acquired the
property (or a person related to this 4) Capital losses. Reduce any net capital

You multiply the credits by 3 to make themperson). loss for the tax year of the debt cancella-
more comparable with the deduction benefits.tion and any capital loss carryover to that3) A person who receives a fee from your in-

year. This reduction is on a dollar-for-dol- Example.  You have a $200 general busi-vestment in the property (or a person re-
lar basis. ness credit carryover in the year of debt can-lated to this person).

cellation. You apply $300 of the cancellation5) Basis. For each dollar of debt cancella-
as follows:A qualified person includes any federal, tion, reduce the basis of your property by

state, or local government, or any of their one dollar. This reduction applies to the 1) Multiply the credit by 3 for a result of $600.
agencies or subdivisions. Therefore, these basis of both depreciable and nondepre-

2) Subtract the $300 canceled debt fromrules apply to debts discharged by the USDA. ciable property. The reduction in basis
$600.For the definition of a related person, see cannot be more than the excess of the to-

Related persons under At-Risk Amounts in tal basis of property you hold immediately 3) Divide the remaining $300 by 3 to deter-
Publication 925. after the debt cancellation over your total mine the amount of credit left – $100.
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 The general business credit is reduced to You must file Form 982 with your income Chapter 10 for the tax treatment of capital
tax return for the tax year in which the cancel- gains.$100 and may be applied to the tax shown on
lation of debt occurred. If you do not file thisthe return for the year of debt cancellation or Sod.  Proceeds from the sale of sod are re-
form with your original return, you must file itcarried to another tax year. ported on Schedule F. A deduction for cost de-
with an amended return or claim for credit or pletion is allowed, but only for the amount ofOrder of reduction.  Reduce adjusted tax
refund. topsoil removed with the sod.benefits (1), (2), (3) and (4), in that order, by

the excluded amount (to the extent not used
More information.  For more information onunder Election to reduce basis first, earlier). Fuel tax credits and refunds.  Include as in-
debt cancellation, see Publication 908.Then, before reducing adjusted tax benefit (5), come any credit or refund of federal excise tax

apply any remaining excluded amount to re- you paid as part of any fuel cost claimed as an
duce your basis in ‘‘qualified property.’’ expense deduction that reduced your income

tax. See Chapter 18 for more information.‘‘Qualified property’’ is any property you Income fromuse or hold for use in your business or for the
production of income. You must reduce the ba- Refunds and reimbursements.  Reimburse-Other Sources 
sis of this property in the following order: ments, refunds, and recoveries of other items

This section discusses other types of income for which you took a deduction in an earlier
1) Depreciable property. you may receive. year should be included in income for the tax

year you receive them. However, if any part of2) Land you use in your farming business.
Illegal federal irrigation subsidies.  The fed- the earlier deduction did not decrease your in-

3) Other qualified property. eral government operating through the Bureau come tax, you do not have to include that part
of Reclamation has made irrigation water of the reimbursement, refund, or recovery in

How to make tax benefit reductions.  In all available for agricultural purposes from certain income.
cases, make the required reductions in tax reclamation and irrigation projects referred to Example.  A tenant farmer purchased fer-
benefits after figuring your tax for the year of in the Reclamation Reform Act of 1982. For tilizer for $1,000 in April 1993. He deducted all
the debt cancellation. In reducing net operat- water delivered after 1987, the excess of the of the $1,000 on his 1993 Schedule F. The full
ing losses and capital losses, first reduce the amount required to be paid over the amount amount of the deduction reduced his tax.

actually paid is an illegal subsidy.loss for the tax year of the debt cancellation. Then, in February 1994, the landowner reim-
For example, if the amount required to beThen reduce any loss carryovers to that year in bursed him for $500 of the cost of the fertilizer.

paid is full cost and you paid an amount lessthe order of the tax years from which the carry- The tenant farmer must include all of the $500
than full cost, the excess of full cost over theovers arose, starting with the earliest year. in his income for 1994 because all of the 1993
amount you paid is an illegal subsidy. YouMake your reductions of the general business deduction decreased his tax in the earlier year.
must include the amount of this illegal subsidycredit and the foreign tax credit carryovers in
in gross income. Report this amount on line 10the order in which they are taken into account Recapture of certain depreciation.  If youof Schedule F. You cannot take a deduction forfor the tax year of the debt cancellation. took a section 179 deduction for property usedthe amount you are required to include in in-

in your farming business, and at any time dur-come. For more information, contact your localWhen to make basis reductions.  The reduc- ing the property’s recovery period you do notBureau of Reclamation.tion in basis is made to the property you hold at use it predominantly in your business, you
the beginning of the tax year following the tax must recapture the benefit you received from

Timber sales.  Timber sales, including salesyear of the debt cancellation. the deduction by including part of the deduc-
of logs, firewood, lumber, and pulpwood, are tion in income.
discussed in Chapter 10.Recapture of basis reductions.  If the basis Similarly, if the percentage of business use

of property is reduced under these provisions, of listed property (see Chapter 8) falls to 50%
Soil and other natural deposits.  If you re-and later sold or otherwise disposed of at a or less in any tax year during the recovery pe-
move and sell topsoil, loam, fill dirt, sand,gain, the part of the gain due to this basis re- riod, you must include in income any excess
gravel, or other natural deposits from yourduction is taxable as ordinary income. Figure depreciation you took on the property.
property, the proceeds are ordinary income.the ordinary income part by treating the Both these amounts are farm income. UseDepletion.   A reasonable allowance foramount of this basis reduction as a deprecia- Part IV of Form 4797 to figure how much to in-depletion of the natural deposit sold may betion deduction. Any property having its basis clude in income.claimed as a deduction. See Depletion inreduced under these provisions that is not sec-
Chapter 8.tion 1245 or section 1250 property is treated Easements and rights-of-way.  Income youGranting the right to remove the depos-as section 1245 property. For section 1250 receive for granting easements or rights-of-its.  If you enter into a legal relationship grant-property, make the determination of straight- way on your farm or ranch for flooding land,ing someone else the right to excavate and re-

line depreciation as though there were no ba- laying pipelines, and constructing electric ormove these natural deposits from your
sis reduction for debt cancellation. Sections telephone lines, etc., may result in income, aproperty, determine whether the transaction is
1245 and 1250 and the recapture of gain as or- reduction in the basis of all or part of your farm-a sale or another type of transaction (for exam-
dinary income are explained in Chapter 11. land, or both.ple, a lease). Your income from the deposits is

Example.  You sold a right-of-way for a gascapital gain if the transaction is a sale. Other-
Form 982.  You use Form 982 to show the pipeline through your property for $1,000. Onlywise, the income is ordinary income, but it is
amounts excluded from income and the reduc- a specific part of your farmland was affected.subject to an allowance for depletion.
tion of tax benefits in the order listed on the You reserved the right to continue farming theThe transaction is a sale if you retain no ec-
form. surface land after the pipe was laid. If theonomic interest in the deposit. You are consid-

Also use this form to exclude the discharge $1,000 received for the right-of-way is lessered to retain an economic interest if, under
of qualified real property business indebted- than the basis properly allocated to the part ofthe terms of the legal relationship, you must
ness or to elect to reduce depreciable property your land affected by the right-of-way, then thedepend on the income derived from extraction
basis before reducing other tax benefits. How- basis is reduced by $1,000. If the amount re-of the deposit for a return of your capital invest-
ever, if you do not make this election on your ceived is more than the basis of the affectedment in the deposit. On the other hand, if you
original return, you must establish reasonable part of your land, the excess is gain from theare to receive a specified sum or an amount
cause with IRS before you can make the elec- sale of section 1231 property. See Chapter 11.fixed without regard to how much is produced
tion on an amended return or claim for credit. If, instead of selling a right-of-way, you soldand sold from the deposit, your transaction is a
This election may be revoked only with IRS part of your land, you would have a gain or losssale. You cannot take deductions for deple-
consent. from the sale of section 1231 property.tion, but your income is capital gain. See
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If during construction of the line, growing ❏ 925 Passive Activity and At-Risk Rules
crops were damaged and you later received a ❏ 936 Home Mortgage Interest Deduction5.settlement of $250 for this damage, the $250
you received for the destroyed crops is in- Form (and Instructions)
come. Gains and losses are discussed in Farm Business ❏ 1040 U.S. Individual Income TaxChapters 10 and 11.

ReturnExpenses
❏ 1040X Amended U.S. Individual

Property sold, destroyed, stolen, or con- Income Tax Return
demned.  If property you own is sold or ex- ❏ Sch A (Form 1040) Itemized
changed, stolen, destroyed by fire, flood, or DeductionsImportant Changeother casualty, or condemned by a public au-

❏ Sch F (Form 1040) Profit or Loss Fromthority, you will usually have a gain or loss. If
Farmingfor 1994 the gain is taxable or the loss deductible, it

❏ 1045 Application for Tentative Refundmay be ordinary gain or loss or capital gain or Health insurance deduction for the self-em-
ployed.  The deduction for 25% of health in-loss. In some situations, the tax on your gain ❏ 5213 Election To Postpone
surance costs for the self-employed expiredmay be postponed to a later year. See Chap- Determination as To Whether the
for tax years beginning after 1993. However,ters 11 and 13. Presumption Applies That an Activity Is
as this publication was being prepared for Engaged in for Profit
print, Congress was considering legislation to

Machine work (custom hire).  Pay you re- extend this provision. For information on late
legislative changes, see Publication 553,ceive for work you or your hired help perform
Highlights of 1994 Tax Changes.off your farm for contract work or custom work Deductible Expenses done for others, or for the use of your property

or machines, is income to you whether or not The ordinary and necessary costs of operating
income tax was withheld at the source. This a farm for profit are deductible business ex-Introduction
rule applies whether you receive the pay in penses. Part II of Schedule F lists expenses

You generally deduct farm business expensescash, services, or merchandise. common to farming operations. This chapter
in the tax year you pay or incur them. Deter- discusses many of these expenses, as well as
mine the tax year you can deduct a farm busi- others not listed on Schedule F.

Barter income.  If you do work for someone ness expense based on your accounting
and are paid in farm products, property, or in method. See Accounting Methods in Chapter Economic performance.  Generally, farm
work done for you, you must report the fair 3. business expenses are not deductible under

The uniform capitalization rules require youmarket value of what you receive as income. an accrual method of accounting until eco-
to capitalize certain expenses. These rules doThe same rule applies if you trade farm prod- nomic performance occurs. Economic per-
not apply to plants with a preproductive perioducts for other farm products, property, or formance generally occurs as the property or
of 2 years or less or to animals, unless you aresomeone else’s labor. This is called barter in- services are provided to you, whether or not
a corporation, partnership, or tax shelter re- you paid the expense. See Publication 538 forcome. For example, if you help a neighbor
quired to use an accrual method of accounting. more  in fo rmat ion  abou t  economicbuild a barn and receive a cow for your work,
See Uniform Capitalization Rules in Chapter 7. performance.you must report the fair market value of the

Under certain circumstances, you can de-cow as ordinary income. Your basis for prop-
duct expenses for soil or water conservation, Reimbursed expenses.  If you are reim-erty you receive in a barter transaction is usu-
or for the prevention of erosion, if they are con- bursed, either reduce the amount of the ex-ally the fair market value that you include in in-
sistent with a plan approved by the Soil Con- pense or report the reimbursement as income,come. If you pay someone with property, see
servation Service of the USDA. See Chapter 6. depending on when you receive the reim-the discussion on labor expense in Chapter 5.

bursement. See Refunds and reimbursements
in Chapter 4.Topics

This chapter discusses:Prizes.  Prizes won on farm livestock or prod-
Contested liabilities.  If you use the cashucts at contests, exhibitions, fairs, etc., are in- • Deductible expenses
method of accounting and contest an assertedcome. If you receive a prize in cash, include

• Farm operating losses liability for any of your farm business ex-the full amount. If you receive a prize in pro-
penses, you can claim the deduction only in• Capital expensesduce or other property, include the fair market
the year you pay the liability. If you are an ac-value of the property received. • Not-for-profit farming
crual method taxpayer, however, you can de-See Publication 525 for information about • Nondeductible expenses duct the expense either in the year you pay theprizes.
contested liability (or transfer money or other
property in satisfaction of it) or in the year youUseful Items
finally settle the contest. For more information,You may want to see:Commodity futures and options.  See
see Publication 538.Chapter 10 for information on gains and losses

Publicationfrom commodity futures transactions.
Prepaid Farm Supplies ❏ 349 Federal Highway Use Tax on

Heavy Vehicles There may be a limit on your deduction for pre-
Below-market loans.  A below-market loan is paid farm supplies if you use the cash method❏ 463 Travel, Entertainment, and Gift
a loan on which no interest is charged or inter- of accounting to report your income and ex-Expenses
est is charged at a rate below the applicable penses. This limit will not apply, however, if

❏ 535 Business Expensesfederal rate. If you make a loan that is a below- you meet one of the exceptions described
market loan, you may have to report income ❏ 536 Net Operating Losses later.
from the loan in addition to the stated interest

❏ 538 Accounting Periods and Methods
you receive from the borrower. See Publica- Prepaid farm supplies.  Prepaid farm sup-

❏ 587 Business Use of Your Hometion 550 for more information on below-market plies are amounts you paid during the tax year
loans. ❏ 917 Business Use of a Car for:
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1) Feed, seed, fertilizer, and similar farm advance payment of livestock feed, discussed reflect your income. Some factors to con-
next. sider in determining whether the deduc-supplies not used or consumed during the

tion results in a material distortion of in-year,
come are:Livestock Feed 2) Poultry (including egg-laying hens and

a) Your customary business practice inbaby chicks) bought for use (or use and If you report your income under the cash
conducting your livestock operations.sale) in your farm business that would be method, you can deduct in the year paid the

deductible in the following year if you had cost of feed your livestock consumed in that b) The amount of expense in relation to
year. However, the cost of feed not consumedcapitalized the cost and deducted it rata- past purchases.
in that year is subject to the advance paymentbly (for example, on a monthly basis) over

c) The time of year you made thefor feed rules, discussed next, and the limit onthe lesser of 12 months or the useful life of
purchase.prepaid farm supplies, discussed earlier.the poultry, and

d) The amount of expense in relation to
3) Poultry bought for resale and not resold your income for the year.Advance payments for feed.  If you meet allduring the year.

three of the following tests, you can deduct in
If you fail any of these tests, you cannot de-the year of payment (subject to the limit on pre-

Deduction limit.  You can deduct prepaid duct in the year paid the cost of feed your live-paid farm supplies), the cost of feed your live-
farm supplies that do not exceed 50% of your stock will consume in a later tax year. You de-stock will consume in a later tax year. This rule
other deductible farm expenses in the year of duct it in the tax years your livestock consumedoes not apply to the purchase of commodity
payment. You can deduct any excess prepaid the feed.futures contracts.
farm supplies only for the tax year you use or

1) The expense is a payment for theconsume the supplies.
purchase of feed, not a deposit. Whether Labor Hired Other deductible farm expenses.  Other
an expense is a deposit or payment de- You can deduct reasonable wages paid fordeductible farm expenses are any amounts al-
pends on the facts and circumstances in regular farm labor, piecework, contract labor,lowable as deductions on Schedule F (Form
each case. The expense is a payment if and other forms of labor hired to perform your1040), including depreciation or amortization,
you can show you made it under a binding farming operations. You may pay wages inbut not including prepaid farm supplies.
commitment to accept delivery of a spe- cash or other property such as inventory items,

Example.  During 1994, you bought fertil- cific quantity of feed at a fixed price and capital assets, or assets used in your busi-
izer ($4,000), feed ($1,000), and seed ($500) you are not entitled, under contract provi- ness. The cost of boarding hired farm labor is a
for use on your farm in the following year. Your sion or business custom, to a refund or deductible labor cost. Other deductible costs
total prepaid farm supplies for 1994 are repurchase. you incur for hired farm labor include health in-
$5,500. Your other deductible farm expenses Factors that show an expense is a de- surance  and workers ’  compensat ion
totaled $10,000 for 1994. Therefore, your de- posit rather than a payment include: insurance.
duction for prepaid farm supplies may not ex- If you must withhold social security, Medi-a) The absence of specific quantity terms.
ceed $5,000 (50% of $10,000) for 1994. The care, and income taxes from your employees’b) The right to a refund of any unappliedexcess prepaid farm supplies of $500 ($5,500 cash wages, the full amount of wages beforepayment credit at the end of the− $5,000) are deductible in the tax year the withholding is deductible. See Chapter 16 forcontract.supplies are used or consumed. more information on employment taxes. The

c) The treatment as a deposit by the social security and Medicare taxes you must
Exceptions.  This limit on the deduction of seller. pay on wages to your employees are deducti-
prepaid farm supplies does not apply if you are ble as a farm business expense on Scheduled) The right to substitute other goods or
a farm-related taxpayer and either: F. See Taxes later in this chapter.products for those specified in the

contract.1) Your prepaid farm supplies are more than
A provision permitting substitution of ingre- Deductible Pay 50% of your other deductible farm ex-

dients to vary the particular feed mix to meetpenses because of a change in business The kinds of pay you can deduct include the
current diet requirements of the livestock foroperations caused by extraordinary cir- fair market value of property transferred to
which you bought the feed will not indicate acumstances, or your employees and wages paid to members
deposit. Further, adjustment to the contract of your family, as discussed next.2) Your total prepaid farm supplies for the price to reflect market value at the date of de-

preceding 3 tax years are less than 50% livery is not, by itself, proof of a deposit. Property for services.  If you transfer prop-of your total other deductible farm ex-
erty to one of your employees in payment for2) The prepayment has a business purposepenses for those 3 tax years.
services, you can deduct as wages paid theand is not merely for tax avoidance. You
fair market value of the property on the date ofshould have a reasonable expectation ofYou are a farm-related taxpayer if any of
transfer. If the employee pays you anything forreceiving some business benefit from thethe following apply:
the property, you can deduct as wages the fairprepayment. Some examples of business

1) Your principal home is on a farm. market value of the property minus the amountbenefits are:
paid by the employee for the property. Treat2) Your principal business is farming. a) Fixing maximum prices and securing an
the amount you deduct on your return as theassured feed supply.3) A member of your family meets (1) or (2). amount received for the property. You may

b) Securing preferential treatment in antic- have a gain or loss to report if the property’s
ipation of a feed shortage.For this purpose, your family includes your adjusted basis on the date of transfer is differ-

Whether the prepayment was a conditionbrothers and sisters, half-brothers and half- ent from its fair market value. Any gain or loss
imposed by the seller and whether the condi-sisters, spouse, parents, grandparents, chil- has the same character the exchanged prop-
tion was meaningful will also be considered indren, and grandchildren. erty had in your hands. See If you trade prop-
determining the existence of a business pur-Prepaid farm supplies do not include any erty for unlike property in Chapter 11.
pose for the prepayment.amount paid for farm supplies on hand at the

end of the tax year that would have been con- 3) The deduction of these costs does not re- Child as an employee.  You can deduct rea-
sumed if not for a fire, storm, flood, other casu- sult in a material distortion of your income. sonable wages or other compensation paid to
alty, disease, or drought. Even if you meet the first two tests, this your children for doing farm work if there is a

Whether or not the deduction limit for pre- does not automatically mean the expense true employer-employee relationship. In-
paid farm supplies applies, your expenses for is deductible in the year paid. A deferral of clude these wages in the child’s income. The
livestock feed may be subject to the rules for the deduction may be necessary to clearly child may have to file an income tax return.
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These wages may also be subject to social se- Allocation.  Allocate these mixed expenses example, personal and business), allocate the
curity and Medicare taxes if your child is age because the personal part is not deductible as interest on that loan to each use.
18 or older. See Family Members in Chapter a business expense. The best way to allocate interest is to keep
16. the proceeds of a particular loan separate fromExample.  You paid $1,500 for electricity

The fact that your child spends the wages any other funds. You can treat an expenseduring the tax year. You used one-third of the
to buy clothes or other necessities you nor- made from any account (or in cash) within 30electricity for personal purposes and two-
mally furnish does not prevent you from de- days before or after the debt proceeds are de-thirds for farming. Under these circumstances,
ducting your child’s wages as a farm expense. posited (or received in cash) as being madeyou can deduct two-thirds of your electricity

from such debt proceeds.expense ($1,000) as a farm business
Spouse as an employee.  You can deduct In general, the interest on a loan is allo-expense.
wages paid to your spouse if a true employer- cated in the same way as the loan itself is allo-Reasonable allocation.  It is not always
employee relationship exists between you cated. This is true even if the funds are paid di-easy to determine the business and nonbusi-
and your spouse. Wages paid to your spouse rectly to a third party. You allocate loans byness parts of an expense. No rule can be pre-
are subject to social security and Medicare tracing disbursements to specific uses. If youscribed for all cases, but the allocation must be
taxes. See Family Members in Chapter 16. must allocate your interest expense, use thereasonable. What is reasonable depends on

following categories:the circumstances in each case.
Nondeductible Pay Telephone expense.  You cannot deduct 1) Trade or business interest.

the cost of basic local telephone service (in-You cannot deduct wages paid for certain 2) Passive activity interest.cluding taxes) for the first telephone line youhousehold work, construction work, and main-
3) Investment interest.have in your home. However, you can deducttenance of your home. However, such wages

the cost of additional telephone service in yourmay be subject to the employment taxes dis- 4) Personal interest.
home if you use it for your farm business.cussed in Chapter 16.

5) Portfolio expenditure interest.Tax preparation fees.  You can deduct as
a farm business expense on Schedule F (FormHousehold workers.  Do not deduct amounts

Allocation based on use of loan’s pro-1040) the cost of preparing that part of your taxpaid to persons engaged in household work,
ceeds.  You allocate interest on a loan thereturn relating to your farm business. You canexcept to the extent their services are used in
same way as the loan is allocated. Loan pro-deduct the remaining cost on Schedule Aboarding or otherwise caring for farm laborers.
ceeds and the related interest are allocated by(Form 1040) if you itemize your deductions.
the use of the proceeds. The allocation is notYou can also deduct on Schedule F theConstruction labor.  Do not deduct wages
affected by the use of property that securesamount you pay or incur in resolving assertedpaid to hired help for the construction of new
the loan.tax deficiencies for your farm business.buildings or other items. These wages are part

Example.  You secure a loan with propertyof the cost of the building or other improve-
used in your farming business. You use thement. Capitalize them. Repairs and Maintenance 
loan proceeds to buy a car for personal use.

You can deduct most expenses for the repair You must allocate interest expense on the loanMaintaining your home.  If your farm em-
and maintenance of your farm property. How- to personal use (purchase of the car) evenployee spends time maintaining or repairing
ever, repairs to depreciable property that sub- though the loan is secured by farm businessyour home, the wages and social security and
stantially prolong the life of the property, in- property.Medicare taxes you pay for that work are non-
crease its value, or adapt it to a different use Allocation period.  The period a loan is al-deductible personal expenses. For example,
are capital expenses. If you repair the barn located to a particular use begins on the dateassume you have a farm employee for the en-
roof the cost is deductible. But if you replace the proceeds are used and ends on the earliertire tax year and the employee spends 5% of
the roof it is a capital expense. Common items of the date the loan is:the time maintaining your home. The em-
of repair and maintenance are repainting, re-ployee devotes the remaining time to work on 1) Repaid, orplacing shingles and supports on farm build-your farm. You cannot deduct 5% of the wages
ings, and minor overhauls of cars, tractors, 2) Reallocated to another use.and social security and Medicare taxes you
and other farm machinery. You must, how-pay for that employee.
ever, capitalize major overhauls. See Chapter 8 in Publication 535 for more

information.Employment Credits 
Interest Reduce your deduction for wages by any em- Prepaid interest.  You generally cannot de-

ployment credits allowed for the tax year. The You can deduct as a farm business expense duct interest paid in advance in the year you
following are employment credits and their re- interest paid on farm mortgages and other obli- pay it. Deduct interest allocable to periods af-
lated forms: gations you incur in your farm business. ter the close of the year in which you pay it

If you use the cash method of accounting,• Jobs Credit, Form 5884 over the period of the loan. See Chapter 8 in
you can deduct interest paid during the year. Publication 535 for more information.• Empowerment Zone Employment Credit, You cannot deduct interest paid with funds re-

Form 8844 ceived from the original lender through an- Loan expenses.  You prorate and deduct loan
other loan, advance, or other arrangement• Indian Employment Credit, Form 8845 expenses, such as legal fees and commis-
similar to a loan. You can, however, deduct the sions, paid to get a farm loan over the term of
interest when you start making payments onSee the forms and their instructions for more the loan.
the new loan.information.

If you use an accrual method of account-
Breeding Fees ing, deduct interest as it accrues. However,Personal and Business you cannot deduct interest owed to a related You can deduct breeding fees as a farm busi-

Expenses person who uses the cash method until pay- ness expense. However, if you must use an
ment is made and the interest is includible in accrual method of accounting, you must capi-Some of the expenses you pay during the tax
the gross income of that person. See Chapter talize breeding fees and allocate them to theyear may be partly personal and partly busi-
8 in Publication 535 for more information. cost basis of the calf, foal, etc. Certain farmness. These may include expenses for gaso-

corporations and partnerships, and all taxline, oil, fuel, water, rent, electricity, telephone,
shelters, including farm syndicates, generallyautomobile upkeep, repairs, insurance, inter- Allocation of interest.  If you use the pro-
must use an accrual method.est, and taxes. ceeds of a loan for more than one purpose (for
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to the business of farming carried on by an in- which they apply, regardless of your account-Fertilizer and Lime 
dividual or a partnership is deductible as a ing method.

You can deduct in the year paid or incurred the business expense.
cost of fertilizer, lime, and other materials ap- Farm home.  If you rent a farm, you cannot de-
plied to farmland to enrich, neutralize, or con- Federal use tax.  You can deduct the federal duct the part of the rental expense that repre-
dition it. You can deduct the cost of applying use tax on highway motor vehicles paid on a sents the fair rental value of the farm home in
these materials in the year you pay or incur it. If truck or truck tractor used in your farm busi- which you live.
the benefits of the fertilizer, lime, or other ness. For more information, see Publication
materials last substantially more than a year, 349. Lease or Purchase you can choose to deduct the expenses in the

If you lease equipment rather than buy it, de-year paid or incurred, or you can capitalize Self-employment tax deduction.  You can termine whether the agreement is a lease or,them and deduct a part each year the benefits deduct one-half of your self-employment tax in in reality, a conditional sales contract. If thelast. However, see Prepaid Farm Supplies, figuring your adjusted gross income on Form agreement is a lease, you can deduct rentalearlier, for a rule that may limit your deduction 1040. See Chapter 15. payments for the use of the equipment in yourfor these materials.
trade or business. If the agreement is a condi-Farmland is land used for producing crops,
tional sales contract and you have acquired, orInsurance fruits, or other agricultural products or for sus-
will acquire, title to or equity in the equipment,You can deduct the following types of insur-taining livestock. Farmland for this choice
the payments under the agreement, so far asance expenses on Schedule F:does not include land you have never used for
they do not represent interest or otherproducing crops or sustaining livestock. 1) Premiums for fire, storm, crop, theft, liabil- charges, are payments for the purchase of theTherefore, you cannot deduct initial land prep- ity, and other insurance on farm business equipment. You cannot deduct these pay-aration costs. assets, ments as rent, but must capitalize the cost ofIf you choose to deduct the expenses in the

2) Premiums for health and accident insur- the equipment and recover this cost throughyear paid or incurred, you can change the
ance on your employees, and depreciation.choice for that year only with IRS consent. In-

Example.  In 1994, you lease new farm3) Payments for workers’ compensation in-clude government payments you receive for
equipment from a dealer who both sells andsurance and state unemploymentlime or fertilizer in income. See Fertilizer and
leases. The lease payments and the specifiedinsurance.Lime in Chapter 4.
option price equal the sales price plus interest.
Under the lease, you are responsible for main-Advance premiums.  If you pay insuranceTaxes tenance, repairs, and the risk of loss. For fed-premiums in advance, you can deduct each

You can deduct as a farm business expense eral income tax purposes, the lease is a sale ofyear only the premium that applies to that tax
the real estate and personal property taxes on the equipment and you cannot deduct any ofyear. You can deduct the balance in each later
farm business assets, such as farm equip- the lease costs as rent. You can deduct inter-year to which it applies. This is true whether
ment, animals, farmland, and farm buildings. est, repairs, insurance, depreciation, and otheryou use the cash or accrual method of
You can also deduct the social security and business expenses.accounting.
Medicare taxes you pay to match the amount

Example.  On June 28, 1994, you paid awithheld from the wages of farm employees Intent.  Whether the agreement, which in formpremium of $3,000 for fire insurance on yourand any federal unemployment tax you pay. is a lease, is in substance a conditional salesbarn. The policy will cover a period of 3 yearsSee Chapter 16 for information on employ- contract depends on the intent of the parties.beginning on July 1, 1994. Only the cost for thement taxes. This intent is shown by the agreement, read in6 months in 1994 is deductible as an insurance
The taxes on the part of your farm you use the light of the facts and circumstances ex-expense on your 1994 tax return. You can de-

as your home, and its furnishings, are nonbusi- isting at the time you made the agreement. Induct $500, which is the premium for 6 months
ness taxes. To determine the nonbusiness determining the intent, no single test, or spe-of the 36-month premium period, or 6/36 of
part, prorate the taxes between the farm as- cial combination of tests, is absolutely defini-$3,000. In 1995 and 1996, $1,000 (12/36 of
sets and nonbusiness assets. The proration tive. However, in the absence of compelling$3,000) is deductible. The remaining $500 is
can be done on the basis of the assessed valu- and persuasive factors to the contrary, treat andeductible in 1997. Had the policy been effec-
ations. If your tax statement does not show the agreement as a conditional sales contract,tive on January 1, 1994, the deductible ex-
assessed valuations, you can usually get them rather than a lease, if any of the following ispense would have been $1,000 for each of the
from the tax assessor. true:years 1994, 1995, and 1996, based on one-

third of the premium used each year. 1) The agreement applies part of each pay-
State or local general sales taxes.  State or ment toward an equity interest you will
local general sales taxes on nondepreciable Business interruption insurance.  Business receive.
farm business expense items need not be interruption insurance premiums are deducti- 2) You receive title to the property after youstated separately, but can be included as part ble. This insurance pays for lost profits if your pay a stated amount of requiredof the cost of the item. Include state or local business is shut down due to a fire or other payments.general sales taxes imposed on the purchase cause. You report any proceeds in full as ordi-
of capital assets for use in your farm business 3) You must pay, over a short period of time,nary income.
as part of the cost that you depreciate. If state an amount that represents a large part of
or local general sales taxes on the purchase of the price you would pay to buy theRent and Leasing farm business capital assets are imposed on property.

If you lease property for use in your business,the seller and passed on to you, treat them as 4) You pay much more than the current fairyou can generally deduct the rent you pay.part of the cost of the capital assets. rental value of the property.

5) You have an option to buy the property atRent State and federal income taxes.  You cannot
a small price compared to the value of thededuct state and federal income taxes as farm You can deduct on Schedule F rent you pay in
property at the time you can exercise thebusiness expenses. You can deduct state in- cash. However, you cannot deduct rent paid in
option. Determine this value at the time ofcome tax if you itemize your deductions on crop shares because you deducted the cost of
entering into the original agreement.Schedule A. You cannot deduct federal in- raising the crops as farm expenses.

come tax. 6) You have an option to buy the property at
A state tax on gross income (as distin- Advance payments.  You can deduct ad- a small price compared to the total

guished from net income) directly attributable vance payments of rent only in the year to amount you must pay under the lease.
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7) The lease designates some part of the 1) The business percentage of the otherwise support your own statement. Estimates or ap-
payments as interest, or part of the pay- deductible mortgage interest, real estate proximations do not qualify as proof of an
ments are easy to recognize as interest. taxes, and casualty losses, and expense.

You should keep an account book or simi-
2) All other business expenses, other than lar record, supported by adequate documen-Leveraged leases.  Special rules apply to those related to the business use of your tary evidence, that together supports each ele-leveraged leases of equipment (property fi- home. ment of an expense.nanced by a nonrecourse loan from a third

Instead of deducting the actual cost ofparty). For more information, see Revenue
If certain expenses for the business use of meals and incidental expenses while travelingProcedure 75–21, 1975–1 CB 715 and Reve-

your home are more than the limit, you can away from home for business, you can gener-nue Procedure 75–28, 1975–1 CB 752.
carry the excess to the next year. ally choose to deduct a standard meal allow-

See Publication 587 for information on how ance. If you choose this option, you do notMotor vehicle leases.  Special rules apply to
to figure this limit and where to deduct the ex- have to keep records to prove amounts spentlease agreements that have a terminal rental
penses on your return. for meals. However, you must still prove theadjustment clause. The clause will generally

actual cost of other travel expenses, as well asprovide for a rental adjustment on termination
the time, place, and business purpose of yourof the lease. If your rental agreement contains Truck and Car Expenses 
travel.a terminal rental adjustment clause, treat the You can deduct the cost of operating a truck or For more information on travel, record-agreement as a lease. See section 7701(h) of car in your farm business. Only expenses for keeping, and the standard meal allowance,the Internal Revenue Code. business use are deductible. These include see Publication 463.

such items as gasoline, oil, repairs, license
Depreciation tags, insurance, and depreciation. Reimbursements to employees.  You can

Instead of using actual costs to determineIf you use property in your farm business that generally deduct as business expenses reim-
your deduction for truck or car expenses,has a useful life of more than one year, you bursements paid to your employees for travel
under certain conditions you can use a stan-generally cannot deduct its entire cost in one and transportation expenses they incur in the
dard mileage rate of 29 cents a mile for allyear. Instead, spread the cost over more than conduct of your business. If you reimburse
miles of business use in 1994. You can use theone year and deduct part of it each year. For these expenses under an accountable plan,
standard mileage rate only for cars and lightmost property, this deduction is depreciation. deduct them as travel, meal, and entertain-
trucks, such as vans, pick-ups, and panelHowever, you may be able to deduct part or all ment expenses. If you reimburse these ex-
trucks, that you own. The standard mileageof the cost of this property as a business ex- penses under a nonaccountable plan, how-
rate cannot be used if you operate two or morepense in the year you place it in service. This is ever, you must report the reimbursements as
cars or light trucks at the same time in yourthe section 179 deduction. wages on Form W–2 and deduct them as
farm business.Depreciation and the section 179 deduc- wages. For more information, see Chapter 16

For more information, see Publication 917.tion are discussed in Chapter 8. of Publication 535.

Business Use Travel Expenses Marketing Quota Penalties 
of Your Home You can deduct ordinary and necessary ex- You can deduct on Schedule F penalties paid

penses you incur while traveling away fromTo deduct expenses for the business use of for marketing crops in excess of farm market-
home for your farm business. However, youyour home, you must use part of your home ing quotas. However, if you do not pay the
cannot deduct lavish or extravagant expenses.exclusively and regularly either as: penalty, but instead the purchaser of your crop
Your home, for tax purposes, is usually the lo- deducts it from the amount paid to you, include1) The principal place of business for any
cation of your farm business. You are traveling in gross income only the amount you received.business in which you engage (even if not
away from home if your duties require you to Do not take a separate deduction for theyour principal business), or
be absent from your farm substantially longer penalty.

2) A place where you meet or deal with cli- than an ordinary work day and your duties re-
ents or customers in the normal course of quire you to sleep or rest while away from your Tenant House Expenses your trade or business. business.

You can deduct the cost of maintaining housesIf you meet these requirements and can
and their furnishings for tenants or hired helpThe principal place of business of a farm is prove the time, place, and business purpose of
as farm business expenses. These costs in-the entire farm. Thus, if your home office is on your travel, you can deduct your reasonable
clude repairs, heat, light, insurance, andyour farm, the office and the surrounding farm- and necessary expenses for travel, meals, and
depreciation.land are considered one place of business. For lodging. You can deduct only 50% of your bus-

The value of a dwelling you furnish to a ten-more information on how to determine your iness-related meal expenses.
ant under the usual tenant-farmer arrange-principal place of business if you have more Travel expenses include:
ment is not taxable income to the tenant.than one place of business, see Publication

1) Air, rail, bus, and car transportation.587.
You can deduct expenses for the business 2) Meals and lodging. Items Purchased

use of a structure not attached to your home, for Resale 3) Cleaning and laundry.such as a garage, if used exclusively and regu-
If you use the cash method of accounting, yoularly for your business. 4) Telephone and telegraph.
can deduct the cost of livestock and otherIf you use part of your home for business

5) Transportation from the place where you items purchased for resale in Part I of Sched-you must divide the expenses of operating
eat and sleep to your temporary work ule F in the year of sale. This cost includesyour home between personal and business
assignment. freight charges for transporting the livestock touse. See Publication 587 for more information.

the farm. Ordinarily, this is the only time you6) Similar expenses related to ordinary and
can deduct the purchase price. However, seeDeduction limit.  There is a limit on your de- necessary travel.
Cost of chickens, seeds, and young plants—ductions for certain expenses for the business

7) Tips for any of the above expenses. cash method, later.use of your home. Total deductions for other-
wise nondeductible expenses, such as utili- Example.  You report on the cash method.
ties, insurance, and depreciation, cannot be Recordkeeping requirements.  You must be In 1994, you buy 50 steers you will sell in 1995.
more than the gross income from the business able to prove your deductions for travel by ad- You deduct the purchase price, plus any
use of your home minus the sum of: equate records or sufficient evidence that will freight cost, in 1995 when you sell the steers.
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Cost of chickens, seeds, and young Corporations—line 30 of Form 1120 or lineOther Expenses 
26 of Form 1120–A.plants—cash method.  Cash method farmers The following list, while not all-inclusive,

can deduct the cost of hens and baby chicks shows some of the expenses you can deduct
If the amount on that line is not a negativebought for commercial egg production or for as other farm expenses in Part II of Schedule

figure, you do not have an NOL.raising and resale as an expense in the year F. These expenses must be for business pur-
There are rules that limit what you can de-they pay the costs, if they do it consistently and poses and (1) paid, if you use the cash

duct when figuring an NOL. These rules areit clearly reflects income. You can deduct the method, or (2) incurred, if you use an accrual
discussed in detail under How To Figure anpurchase price of seeds and young plants method.
NOL in Publication 536.bought for further development and cultivation

Accounting fees In general, these rules do not allow:before sale as an expense when paid if it is
Advertising 1) Exemptions,done consistently and you do not figure your

income on the crop method. However, this rule Chemicals 2) Net capital losses,
does not apply to the cost of seeds and young Custom hire (machine work) 3) Nonbusiness losses, orplants for Christmas trees, orchards, and

Educational expenses (to maintain and im- 4) Nonbusiness deductions.timber.
prove farming skills)If you deduct the purchase price of chick-

Farm attorney feesens and young plants as an expense, report Example.  Glenn Johnson is a dairy
farmer. He is single and has the following in-their entire selling price as income. You cannot Farm fuels and oil
come and deductions on his Form 1040 foralso deduct the purchase price from the selling Farm magazines 1994.price.

Freight and truckingSee Prepaid Farm Supplies, earlier, for a
INCOME

rule that may limit your deduction for the items Ginning
Wages from part-time job in gas station $ 1,225

discussed here. Insect sprays and dusts Interest on savings . . . . . . . . . . . . . . . . . . . . . . . 425
Capital ize the cost of plants with a Net long-term capital gain on sale of farmLitter and beddingpreproductive period of more than 2 years, un- acreage . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Livestock feesless you can elect out of the uniform capitaliza-
Glenn’s total income $ 3,650

tion rules. See Special Rules for Farm Prop- Recordkeeping expenses
erty in Chapter 7. Service charges DEDUCTIONS

Example.  You use the cash method of ac- Small tools having a useful life of one year Net loss from farming business (income of
counting. In 1994, you buy 500 baby chicks to or less $67,000 − expenses of $72,000) . . . . . . . $ 5,000
raise for resale in 1995. You also buy 50 bush- Net short-term capital loss on sale of stockStamps and stationeryels of winter seed wheat in 1994 that you sow . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Storage and warehousingin the fall. You can deduct the cost of both the Personal exemption . . . . . . . . . . . . . . . . . . . . . . 2,450
baby chicks and the seed wheat in 1994, un- Tying material and containers Standard deduction . . . . . . . . . . . . . . . . . . . . . . . 3,800
less you previously adopted the method of de- Loss on small business investmentVeterinary fees and medicine
ducting these costs in the year you sell the company stock . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
chickens or the harvested crops. Glenn’s total deductions $13,250

Delaying deduction—crop method.  You Glenn’s deductions exceed his income byLosses Fromcan delay deducting the purchase price of $9,600 ($13,250 − $3,650). However, to figure
seeds and young plants until you sell them if whether he has an NOL, he must modify cer-Operating a Farm you get IRS permission. If you follow this tain deductions. He can use Schedule A

If your deductible farm expenses are moremethod, deduct the purchase price from the (Form 1045) to figure his NOL.
than your farm income, you have a loss fromselling price to determine your profit. Do this in Glenn cannot deduct the following:
the operation of your farm. If your loss is morePart I of Schedule F. See Crop method in

Nonbusiness net short-term capital loss . . . $1,000than your other income for the year, you mayChapter 3.
Personal exemption . . . . . . . . . . . . . . . . . . . . . . . 2,450have a net operating loss (NOL). You may also
Nonbusiness deductions ( standardhave an NOL if you had a casualty or theft lossChoosing the method.  You can adopt either

deduction, $3,800) minus nonbusinessthat was more than your income.of these methods for deducting the purchase
income (interest, $425) . . . . . . . . . . . . . . . . . . 3,375You can use an NOL to reduce your in-price in the first year you buy egg-laying hens,

come (and tax) in other years by carrying it to Total adjustments to net loss $6,825pullets, chicks, or seeds and young plants. If
those years and deducting it from income.

you choose the crop method, however, you
However, the at-risk limits, discussed later, When these items are eliminated, Glenn’sneed IRS permission. may limit how much of your NOL you can carry net loss is reduced to $2,775 ($9,600 −Although you must use the same method to other years. $6,825). This amount is his NOL for 1994.for egg-laying hens, pullets, and chicks, you

can use a different method for seeds and
Carrybacks.  You generally carry an NOLNet Operating Losses young plants. Once you use a particular
back to the 3 tax years before the NOL yearIt is important for you to determine whethermethod for any of these items, use it for those and deduct it from income you had in thoseyou have an NOL. If you have an NOL thisitems until you get IRS permission to change years. There are rules for figuring how much ofyear, you may be able to get all or part of theyour method. See Change in Accounting the NOL is used in each tax year and howincome tax you paid for the past 3 tax years re-Method in Chapter 3. much is carried to the next tax year. Thesefunded, or you may be able to reduce your taxYou cannot deduct the purchase price of rules are explained in Publication 536.in future years.seeds and young plants for Christmas trees Unless you choose to forgo the carrybackTo determine if you have an NOL, com-and timber as an expense. You deduct the period, as discussed later, you must first carryplete your tax return for the year. You maycost of these seeds and plants through deple- your NOL to the third tax year before the NOLhave an NOL if a negative figure appears ontion allowances. See Depletion in Chapter 8. year. If it is not all used that year, carry the un-the line shown below:

The purchase price of chickens and plants used part to the next year, the second year
Individuals—line 35 of Form 1040.used as food for  your fami ly is  never before the NOL year. If it is not all used in the

deductible. Estates and trusts—line 22 of Form 1041. second year, carry the remaining unused part
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to the next tax year, the year before the NOL A passive activity is generally any activity of the timber. You must generally capitalize di-
year. involving the conduct of any trade or business rect costs incurred in reforestation. These

Refigure your deductions, credits, and tax in which you do not materially participate. Gen- costs include:
for each of the 3 carryback years to which you erally, a rental activity is a passive activity. 1) Site preparation costs such as:
carried an NOL. If your refigured tax is less For more information, see Publication 925.

a) Girdling,than the tax you originally paid, you can apply
for a refund by filing Form 1040X for each year b) Applying herbicide,
affected, or by filing Form 1045. You will usu-

c) Baiting rodents, andCapital Expenses ally get a refund faster by filing Form 1045, and
d) Clearing and controlling brush.you can use one Form 1045 to figure the over- A capital expense is an amount paid, or a debt

payment of tax for all 3 carryback years. incurred, for the acquisition, improvement, or 2) Cost of seed or seedlings.
restoration of an asset having a useful life of 3) Labor and tool expenses.Carryovers.  If you do not use up the entire more than one year. Capital expenses are

NOL in the 3 carryback years, you can carry 4) Depreciation on equipment used in plant-generally not deductible, but they may be de-
the unused NOL forward to the 15 tax years ing or seeding.preciable. Uniform capitalization rules also re-
following the NOL year. Carry it to the first tax quire you to capitalize or include in inventory 5) Costs incurred in replanting to replace lost
year after the NOL year and continue to carry certain expenses. See Chapters 3 and 7. How- seedlings.
over any unused part until you complete the ever, you can deduct certain capital expenses
15-year carryforward period. as soil and water conservation expenses, or if You can choose to capitalize certain indi-

you elect, as a section 179 deduction. See rect costs. These capitalized amounts are your
Forgoing the carryback period.  You can Chapters 6 and 8. basis for the timber. You recover your basis
choose not to carry back your NOL. If you The costs of the following items are capital when you sell the timber or take depletion al-
make this choice, you use your NOL only in the expenses you must capitalize. The costs of lowances when you cut the timber. However,
15-year carryforward period. To make this material, hired labor, and installation of these you may recover a limited amount of your
choice, attach a statement to your tax return items are also capital expenses you must costs for forestation or reforestation before
for the NOL year showing that you choose to capitalize: cutting the timber through amortization deduc-
forgo the carryback period. For more informa-

tions. See Depletion and Amortization in1) Land and buildings.tion about making the choice, see Forgoing the
Chapter 8.

carryback period under When To Use an NOL 2) Additions, alterations, and improvements For more information about timber, see Ag-
in Publication 536. to buildings, etc. riculture Handbook Number 681, Forest Own-

3) Automobiles and trucks. ers’ Guide To Timber Investments, The Fed-
Partnerships and S corporations.  Partner- eral Income Tax, and Tax Recordkeeping.4) Equipment and machinery.ships and S corporations cannot take an NOL Copies are $7 each and are available from the
deduction. Each partner or shareholder figures 5) Fences. U.S. Government Bookstore. Place your order
his or her individual NOL based on a separate using Stock #001–000–04540–7 at the follow-6) Breeding, dairy, and draft livestock.share of the partnership’s or S corporation’s ing address:
loss. 7) Reforestation costs.

U.S. Government Bookstore8) Repairs to machinery, equipment, cars,
999 Peachtree St., NEAt-Risk Limits and trucks that prolong their useful life, in-
Suite 120crease their value, or adapt them to differ-Rules that limit your deduction for losses apply
Atlanta, GA 30309ent use.to most business or income-producing activi-

ties. Farming is one of the activities covered. 9) Water wells, including drilling and equip-
The at-risk rules limit the loss you can deduct ping costs. Christmas tree cultivation.  If you are in thewhen figuring your taxable income or an NOL.

business of planting and cultivating Christmas10) Preparatory costs as follows:The deductible loss from an activity is limited
trees to sell when they are more than 6 yearsto the amount you have at risk in the activity. a) Clearing land for farming.
old, capitalize expenses incurred for plantingYou are generally at risk for:

b) Leveling and conditioning land. and stump culture and add them to the basis of
1) The amount of money and property you the standing trees. You recover these ex-c) Purchasing and planting trees.contribute to an activity. penses as part of your adjusted basis when

d) Building irrigation canals and ditches.2) The amounts borrowed for use in the ac- you sell the standing trees or you take deple-
tivity if: tion allowances when you cut the trees. Seee) Laying irrigation pipes.

Timber depletion in Chapter 8.a) You are personally liable for repayment f) Installing drain tile. You can deduct as business expenses theof the amounts borrowed, or
g) Modifying channels or streams. costs incurred for shearing and basal pruning

b) Your property not used in the activity of these trees. Expenses incurred for silvicul-h) Constructing earthen, masonry, or con-secures the amounts borrowed. tural practices, such as weeding or cleaning,crete tanks, reservoirs, or dams.
and noncommercial thinning are also deducti-

You are not at risk, however, for amounts i) Building roads. ble as business expenses.
borrowed for use in a farming activity from a Capitalize the cost of land improvements,
person who has an interest in the activity or a Production expenses.  The uniform capitali- such as road grading, ditching, and fire breaks,
person related to someone (other than you) zation rules generally require you to capitalize that have a useful life beyond the tax year. If
having such an interest. For more information, production expenses incurred in producing the improvements do not have a determinable
see Publication 925. long-term crops. However, except for certain useful life, add their cost to the basis of the

taxpayers required to use an accrual method land. The cost is recovered when you sell or
Passive Activity Limits of accounting, the capitalization rules do not otherwise dispose of it. If the improvements

apply to plants with a preproductive period of 2If you have a passive activity, special rules have a determinable useful life, recover their
years or less. For more information, see Uni-limit the amount of loss you can deduct in the cost through depreciation. Capitalize the cost
form Capitalization Rules in Chapter 7.tax year. You generally cannot deduct losses of equipment and other depreciable assets,

from passive activities in the tax year that ex- such as culverts and fences, to the extent you
ceed income from passive activities. Credits Timber.  Capitalize the cost of acquiring tim- do not use them in planting Christmas trees.
are similarly limited. ber. Do not include the cost of land in the cost Recover these costs through depreciation.
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you take (or could take) for it under the first cat- (or 7) years you carry on the farming activity. If
egory. Most business deductions, such as you show 3 (or 2) years of profit at the end ofNot-for-Profit Farming 
those for fertilizer, feed, insurance premiums, this period, there is no limit on your deductions

A farmer who operates a farm for profit can de- utilities, wages, etc., belong in this category. under these rules. If you do not show 3 (or 2)
duct all the ordinary and necessary expenses years of profit ( and cannot otherwise showCategory 3.  Last, take business deduc-
of carrying on the business of farming. How- that you operated your farm for profit), the limittions that decrease the basis of property, but
ever, if you do not carry on your farming activ- applies retroactively to any year in the 5-yearonly to the extent the gross income from the
ity, or other activity you engage or invest in, to (or 7-year) period you had a loss.activity is more than deductions you take (or
make a profit, there is a limit on the deductions For more information on not-for-profit activ-could take) for it under the first two categories.
you can take. You cannot use a loss from that ities, see Not-for-Profit Activities in Chapter 1The deductions for depreciation, amortization,
activity to offset other income. Activities you do of Publication 535.and the part of a casualty loss not deductible in
as a hobby, or mainly for sport or recreation, the first category belong in this category.
come under this limit. So does an investment When you have more than one asset, divide
activity intended only to produce tax losses for depreciation and these other deductions pro- Nondeductiblethe investors. portionally among those assets.

The limit on not-for-profit losses applies to Partnerships and S corporations.  If a Expenses 
individuals, partnerships, estates, trusts, and partnership or S corporation carries on a not-

You cannot deduct personal expenses andS corporations. It does not apply to corpora- for-profit activity, these limits apply at the part-
certain other items on your tax return eventions other than S corporations. nership or S corporation level. The individual
though they relate to your farm.stockholder’s or partner’s distributive shares

reflect these limits.Not for profit.  In determining whether you op-
erate your farm for profit, your intentions are Personal, Living,
important, but all factors relating to your farm- Presumption that your farming activity is and Family Expenses 
ing activity must be taken into account. No one for profit.  Your farming or other activity is pre-

The law specifically prohibits the deduction offactor or group of factors is decisive. Among sumed to be carried on for profit if it produced a
certain personal, living, and family expensesthe factors normally considered are whether: profit in at least 3 of the last 5 tax years, includ-
as business expenses. These include rent anding the current year. Activities that consist pri-1) You operate your farm in a businesslike insurance premiums paid on property used asmarily of breeding, training, showing, or racingmanner. your home, life insurance premiums on your-horses are presumed to be carried on for profit
self or your family, the cost of maintaining au-2) The time and effort you spend on farming if they produced a profit in at least 2 out of the
tomobiles or horses for personal use, al-indicates you intend to make it profitable. last 7 tax years. The activity must be the same
lowances to minor children, attorneys’ feesfor each year within this period. You have a3) You depend on income from farming for and legal expenses incurred in personal mat-profit when gross income from an activity isyour livelihood. ters, and household expenses. Likewise, themore than deductions from that activity.
cost of purchasing or raising produce or live-4) Your losses are due to circumstances be- If a taxpayer dies before the end of the 5-
stock consumed by you or your family is notyond your control or are normal in the year (or 7-year) period, the period is consid-
deductible.start-up phase of farming. ered to have ended on the date of the taxpay-

er’s death.5) You change your methods of operation in
Other Nondeductible Items an attempt to improve profitability. If your business or investment activity

passes this 3- (or 2-) years-of-profit test, it is You cannot deduct the following items on your6) You make a profit from farming in some
presumed to be carried on for profit. This tax return.years and how much profit you make.
means the limits discussed here do not apply.

7) You, or your advisors, have the knowl- You can take all your business deductions Loss of growing crops. 
edge needed to carry on the farming ac- from the activity, even for years in which you
tivity as a successful business. have a loss. You can rely on this presumption, Repayment of loans.

unless the IRS shows it is not valid.8) You made a profit in similar activities in
If you fail the 3- (or 2-) years-of-profit test, Estate, inheritance, legacy, succession,the past.

you may still be considered to operate your and gift taxes.
9) You are carrying on the farming activity farm for profit by considering the factors listed

for personal pleasure or recreation. earlier under Not for profit. Loss of livestock.  You cannot deduct as a
Using the presumption at a later time.  If loss the value of raised livestock that die if you

Limit on deductions and losses.  If you do you are starting out in farming and do not yet deducted the cost of raising them as an
not carry on your activity for profit, you take de- have 3 (or 2) years showing a profit, you may expense.
ductions only in the following order, only as far want to take advantage of this presumption at
as stated in the three categories, and only if a later time, after you have had the 5 (or 7) Losses from sales or exchanges between
you itemize them on Schedule A. You do not years of experience allowed by the test. related parties.  You cannot deduct losses
have to go through the following computations You can choose to do this by filing Form from sales or exchanges of property between
(Categories 1, 2, or 3) if the gross income from 5213. Filing this form postpones any determi- you and certain related parties, including your
the activity is more than your deductions. But nation that your farming activity is not carried spouse,  bro ther ,  s is ter ,  ancestor ,  o r
you must still itemize them on Schedule A. on for profit until 5 (or 7) years have passed descendant.

Category 1.  You can take the full amount since you first started farming. File Form 5213
of any deduction allowed for personal as well within 3 years after the due date of your return Cost of raising unharvested crops.  You
as for business activities. All nonbusiness de- for the year you first started farming. If you re- cannot deduct the cost of raising unharvested
ductions, such as those for mortgage interest ceive a notice from a District Director propos- crops sold with land owned more than one
and taxes, and the deductible part of casualty ing to disallow your farm loss, file this form year if you sell both at the same time and to the
losses (see Chapter 13) belong in this cate- within 60 days after receiving the notice. same person. Add these costs to the basis of
gory. The amounts allowable for home mort- The benefit gained by making this choice is the land to determine the gain or loss on the
gage interest are explained in Publication 936. that the IRS will not immediately question sale. See Chapter 10.

Category 2.  Next, take deductions that do whether your farming activity is engaged in for
not result in an adjustment to the basis of prop- profit. Accordingly, it will not limit your deduc- Cost of unharvested crops bought with
erty, but only to the extent your gross income tions from the activity. Rather, you will gain land.  Capitalize the part of the purchase price
from the activity is more than the deductions time to earn a profit in 3 (or 2) out of the first 5 of land allocable to unharvested crops. You
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cannot deduct it at the time of purchase. How- • Limit on deduction 2) SCS county plans. These plans include
ever, you can deduct this cost in figuring net a listing of farm conservation practices• Choosing to deduct
profit or loss in the tax year you sell the crops. that are approved for the county where

• Sale of a farm the farmland is located. Expenses for con-
servation practices not included on theCost related to gifts.  You cannot deduct
SCS county plans are deductible only ifcosts related to gifts of agricultural products or Useful Items
the practice is a part of an individual siteproperty held for sale in the ordinary course of You may want to see:
plan.business. For example, you cannot deduct as

a farm business expense, in the year of the gift Form (and Instructions) 3) Comparable state agency plans. These
or any later year, the cost of raising cattle given plans are approved by state agencies and❏ 8645  Soil and Water Conservationas a gift to your child or the cost of planting and may be approved individual site plans orPlan Certificationraising unharvested wheat on parcels of land county plans. Individual site plans can be
given as a gift to your children. obtained from SCS offices and compara-

ble agencies.
Fines and penalties.  You cannot deduct
fines and penalties, except penalties for ex- Form 8645.  For each year you claim soil andBusiness of Farming 
ceeding marketing quotas. water conservation expenses, you must com-

You are in the business of farming if you culti- plete and attach Form 8645 to your income tax
vate, operate, or manage a farm for profit, ei- return. You use Form 8645 to certify that your
ther as owner or tenant. You are not farming if soil and water conservation expenses are con-
you cultivate or operate a farm for recreation or sistent with an approved conservation plan.
pleasure, rather than for profit. You are also However, if you have a carryover from a previ-6. not farming if you are engaged only in forestry ous year, you do not have to complete a new
or the growing of timber. form. Simply attach a copy of the original formSoil and Water to your return. If expenses are paid or incurred
Farm rental.  If you are an owner and receive primarily to produce an agricultural crop, andConservation farm rental payments based on farm produc- they also incidentally conserve soil, the ex-
tion, either in cash or crop shares, you are in penses are not soil and water conservation ex-Expenses the business of farming. If you receive a fixed penses. You cannot deduct them as soil and
rental payment not based on farm production, water conservation expenses and you do not
you are in the business of farming only if you need to file Form 8645.
participate materially in operating or managing
the farm. See Landlord Participation in Farm-Introduction ing in Chapter 15. DeductibleIf you receive cash rental for a farm you
own that is not used in farm production, you Conservationcannot claim soil and water conservation ex-If you are in the business of farming, you may
penses for that farm.choose to deduct your capital expenses for soil Expenses 

or water conservation or for the prevention of
Deductible conservation expenses are thoseFarm defined.  A farm includes stock, dairy,erosion of land used in farming. Otherwise,
made for land that you or your tenant are us-poultry, fish, fruit, and truck farms. It also in-these expenses must be added to the basis
ing, or have used in the past, for farming. Theycludes plantations, ranches, ranges, and(cost) of the land. Expenses for land in a for-
include, but are not limited to:orchards. A fish farm is an area where fish andeign country do not apply.
1) The treatment or movement of earth, suchother marine animals are grown or raised andThe deduction cannot be more than 25% of

as:artificially fed, protected, etc. It does not in-your gross income from farming. If the total of
clude an area where they are merely caught orthese expenses is more than 25% of your a) Leveling
harvested. A plant nursery is a farm for pur-gross income from farming, you may deduct

b) Conditioningposes of deducting soil and water conserva-the excess in later years. This is explained
tion expenses. c) Gradinglater under Limit on Deduction.

Ordinary and necessary expenses that are d) Terracing
otherwise deductible are not soil and water

e) Contour furrowingconservation expenses and are not subject to Plan Certification the 25% limit. These include interest and f) Restoration of soil fertility
taxes, the cost of periodically clearing brush You can deduct your expenses for soil and 2) The construction, control, and protection
from productive land, and the cost of primarily water conservation only if they are consistent of:
producing an agricultural crop that also con- with a plan approved by the Soil Conservation a) Diversion channelsserves soil. Service (SCS) of the Department of Agricul-

To get the full deduction to which you are b) Drainage ditchesture. If no such plan exists, the expenses must
entitled, you should maintain your records in a be consistent with a soil conservation plan of a c) Irrigation ditches
way that will clearly distinguish between your comparable state agency to be deductible. d) Earthen damsordinary and necessary farm business ex-
penses and your soil and water conservation e) Watercourses, outlets, and pondsConservation plans.  A conservation plan in-
expenses. cludes the farming conservation practices ap- 3) The eradication of brush

proved for the area where your farmland is lo- 4) The planting of windbreaksTopics cated. There are three types of approved
This chapter discusses: plans:

• Business of farming 1) SCS individual site plans. These plans Note.  You cannot exclude from your gross
are issued individually to farmers who re- income any cost-sharing payments you re-• Plan certification
quest assistance from SCS to develop a ceive for soil and water conservation ex-

• Deductible conservation expenses conservation plan designed specifically penses you deduct. See Chapter 4 for informa-
• Depreciable conservation assets for their farmland. tion about excluding cost-sharing payments.
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New farm or farmland.  If you acquire a new test holes produce no water and you continue This applies whether you pay the assessment
farm or new farmland from someone who was drilling, the cost of the test holes is added to in one payment or in installments. If your as-
using it in farming immediately before you ac- the cost of the producing well. You can recover sessment is more than 10% of the total
quired the land, soil and water conservation the total cost through depreciation deductions. assessment:
expenses you make on it will be treated as If a test hole, dry hole, or dried-up well (re- 1) The excess over 10% is a capital expense
made on land you previously used in farming. sulting from prolonged lack of rain, for in- and is added to the basis of your land.
You can deduct soil and water conservation stance) is abandoned, you can deduct your

2) If the assessment is paid in installments,expenses for this land if your use of it is sub- unrecovered cost in the year of abandonment.
each payment must be pro-rated betweenstantially a continuation of its use in farming. Abandonment means that all economic bene-
the deductible amount and the capitalThe new farming activity does not have to be fits from the well are terminated. For example,
expense.the same as the old farming activity. For exam- filling or sealing a well excavation or casing so

ple, if you buy land that was used for grazing that all economic benefits from the well are ter-
Maximum yearly deduction.  The maxi-cattle and then prepare it for use as an apple minated would be abandonment.

mum amount you can deduct in one year is theorchard, the expenses will qualify.
total of 10% of your deductible share of the
cost as explained in Total deduction for the as-Land not used for farming.  If your conserva- Assessment by sessment, earlier, plus $500. If the assess-tion expenses benefit both land that does not
ment is equal to or less than this amount, youqualify as land used for farming and land that Conservation District  can deduct the entire assessment in the year itdoes qualify, you must allocate the expenses.
is paid. If the assessment is more than this to-In some localities, a soil or water conservationFor example, if the expenses benefit 200 acres
tal, the maximum amount you can deduct inor drainage district incurs the expenses for soilof your land but only 120 acres of this land are
one year is 10% of your deductible share of theor water conservation and levies an assess-used for farming, then 60% (120/200) of the
cost. The remainder of the assessment is de-ment against the farmers who benefit fromexpenses are deductible. You may use an-
ducted in equal amounts over the next 9 taxthese expenses. You can deduct the part of another method to allocate these expenses if you
years.assessment that you would have deducted ifcan clearly show that your method is more

Limit for all conservation expenses.you had paid it directly. You deduct the amountreasonable.
The yearly limit for all conservation expenses,in the year you pay or incur the assessment,
including deductible assessments for depre-depending on your method of accounting, notWetlands.  Expenses to drain or fill wetlands
ciable property, is 25% of your gross incomethe year the expenses are paid or incurred byare not deductible as soil and water conserva-
from farming for the tax year. See Limit on De-the district.tion expenses.
duction for more information.

Example 1.  This year, the soil conserva-Preparing land for center pivot irrigation. Assessment for
tion district levies an assessment of $2,400Expenses to prepare land for center pivot irri- Depreciable Property against your farm. Of the assessment, $1,500gation systems are not deductible as soil and

You can deduct at least part of an assessment is for the digging of drainage ditches. It is de-water conservation expenses.
levied against you by a soil and water conser- ductible as a soil or conservation expense as if
vation or drainage district to pay for deprecia- you had paid it directly. The remaining $900 is
ble property such as pumps, locks, concrete for depreciable equipment to be used in the
structures including dams and weir gates, district’s irrigation activities. The total amountDepreciable
draglines, and similar equipment. The depre- assessed by the district against all its mem-Conservation ciable property must be used in the district’s bers for the depreciable equipment is $7,000.
soil and water conservation activities. Special The total amount you can deduct for theAssets ru les,  d iscussed next ,  apply to these depreciable equipment is limited to 10% of the
assessments. total amount assessed by the district againstYou cannot deduct your expenses for depre-

all its members for depreciable equipment, orciable conservation assets. There is, however,
Figuring deductible amount.  The amount $700. The $200 excess ($900 − $700) is a cap-an exception for an assessment for deprecia-
you can deduct for any conservation district ital expense that you must add to the basis ofble property that a soil and water conservation
assessment for depreciable property is subject your farm.or drainage district levies against your farm.
to the following three limits. See Table 6–1 for To figure the maximum amount deductibleSee Assessment for Depreciable Property,
information on the limits. for this year, multiply your deductible share oflater.

the total assessment ($700) by 10%. Add $500You must capitalize direct expenses for 1) The total amount you can deduct for the
to the result for a total of $570. The deductiblestructures or facilities that are subject to an al- assessment (whether one payment or
assessment, $700, is greater than the maxi-lowance for depreciation, such as depreciable paid in installments) cannot exceed 10%
mum amount deductible in one year so younonearthen items made of masonry or con- of the total assessment against all mem-
can deduct only $70 of the assessment for de-crete. Expenses for depreciable property in- bers of the district for the property.
preciable property this year (10% of $700).clude those for materials, supplies, wages,

2) The maximum amount you can deduct The balance is deducted at the rate of $70 afuel, hauling, and moving dirt when making
each year is 10% of your deductible share year over the next 9 years.structures such as tanks, reservoirs, pipes,
of the cost + $500. If the assessment is You add $70 to the $1,500 portion of theconduits, canals, dams, wells, or pumps com-
greater than this amount, special rules ap- assessment for drainage ditches. You can de-posed of masonry, concrete, tile, metal, or
ply. See Maximum yearly deduction, later. duct $1,570 of the $2,400 assessment as awood. You recover your capital investment

soil and water conservation expense this year,through annual allowances for depreciation. 3) The deductible assessment for deprecia-
subject to the 25% limit, discussed later.However, soil and water conservation ex- ble property must be added to your other

penses for nondepreciable earthen items such conservation expenses for the year. The Example 2.  Assume that $1,850 of the
as earthen terraces and dams are deductible. total for these expenses is then subject to $2,400 assessment in Example 1 is for the dig-

the limit of 25% of your gross income from ging of drainage ditches and $550 is for depre-
farming, discussed later.Water wells.  The cost of drilling water wells ciable equipment. The total amount assessed

for irrigation and other agricultural purposes is by the district against all its members for de-
a capital expense and not deductible as a soil Total deduction for the assessment. preciable equipment is $5,500. Your total de-
and water conservation expense. You recover You cannot deduct more than 10% of the total ductible assessment for the depreciable
your cost through depreciation. You must also amount assessed to all members of the con- equipment is limited to 10% of this amount, or
capitalize your cost for drilling test holes. If the servation district for the depreciable property. $550.

Page 32 Chapter 6 SOIL AND WATER CONSERVATION EXPENSES



Table 6-1. Limits on Deducting an Assessment for Depreciable Property

Total Limit on Deduction for Assessment Yearly Limit on Deduction for Assessment Yearly Limit for All Conservation Expenses

10% of: (10% of: 25% of:

Total assessment against all members of the Your deductible share of the cost to the district Your gross income from farming.
district for the property. for the property) + $500.

) No one taxpayer can deduct more than 10% ) The maximum deduction each year is (10% ) Limit for all conservation expenses, including
of the total assessment. of your deductible share of the cost) + $500. assessments for depreciable property.

) Any excess over 10% is a capital expense ) If an assessment is greater than (10% of the ) Amounts in excess of 25% may be carried to
and is added to the basis of your land. deductible cost) + $500, the limit for that year the following year and added to that year’s

is 10% of your deductible share of the cost. deduction. The total is then subject to the limit
of 25% of gross income from farming in that
year.

) If an assessment is over 10% and payable in ) Any excess over 10% is deducted in equal
installments, each payment must be pro-rated amounts over the next 9 tax years.
between the deductible amount and the
capital expense.

The maximum amount deductible this year Items which are included in his gross in-
for the depreciable equipment is $555 (10% of come but excluded from ‘‘gross income from Choosing To Deduct  
the total assessment, $55, plus $500). Since farming’’ are:

You can choose to deduct soil and water con-the assessment for depreciable property is
servation expenses on your tax return for theGain from sale of 40 acres . . . . . . . . . . . . . . . . $ 8,000less than the maximum amount deductible,
first year you pay or incur the expenses. If youyou can deduct the entire $550. The entire as- Gain from sale of tractor . . . . . . . . . . . . . . . . . . $ 100
choose to deduct them, you must deduct thesessment, $2,400, is deductible as a soil and Interest on loan to Farmer Smith . . . . . . . . . . $ 100
total allowable amount in the year they arewater conservation expense this year, subject
paid or incurred. If you do not deduct the ex-For more information on gross income fromto the 25% limit.
penses, you must capitalize them.farming, see Chapter 2.

Sale or disposal of land during the 9-year
Change of method.  If you want to changeperiod.  If you sell or dispose of the land during Carryover of deduction.  You may carry over
your method of treating soil and water conser-the 9-year period when you are deducting the any unused deduction to later years if your de-
vation expenses, or you want to treat the ex-balance of the assessment, any remaining as- ductible conservation expenses in any year penses for a particular project or a single farmsessment not yet deducted is added to the ba- are more than 25% of your gross income from in a different manner, you must get the con-sis of the property. See Limit on Deduction, farming for that year. However, the amount de- sent of your IRS District Director. To get thislater. ducted in any later year may not be more than consent, submit a written request by the due

25% of the gross income from farming for the date of your return for the first tax year you
Death of farmer during the 9-year period.  If year the deduction is taken. want the new method to apply. You or your au-
the farmer dies during the 9-year period when

thorized representative must sign the request.Example.  In 1994, you have gross incomethe balance of the assessment is being de-
The request must include the followingof $16,000 from two farms. During the year,ducted, any remaining assessment not yet de-

information:you made $5,300 of deductible soil and waterducted is deducted in the year of death.
1) Your name and address.conservation expenses for one of the farms.

However, your deduction is limited to 25% of 2) The first tax year the method or change of
$16,000, or $4,000. The $1,300 ($5,300 − method is to apply.Limit on Deduction $4,000) is carried over to 1995 and added to 3) Whether the method or change of method
deductible soil and water conservation ex-The total deduction in any tax year for capital applies to all your soil and water conser-
penses made in that year. The total of theexpenses for soil and water conservation is vation expenses or only to those for a par-
1994 carryover plus 1995 expenses is deducti-limited to 25% of your gross income from farm- ticular project or farm. If the method or
ble in 1995, subject to the limit of 25% of youring for the year. change of method does not apply to all
gross income from farming in 1995. Any ex- your expenses, identify the project or farm
cess expenses over the limit in that year areGross income from farming.  Gross income those expenses apply to.
carried to 1996 and later years.from farming is the income you derive in the 4) The amount of the expenses you paid or

Net operating loss.  The deduction for soilbusiness of farming from the production of incurred in the first tax year the method or
crops, fish, fruits, other agricultural products, and water conservation expenses is included change of method is to apply.
or livestock. Gains from sales of livestock held when computing a net operating loss (NOL) for

5) A statement that you will account sepa-for draft, breeding, dairy, or sport are included. the year. If the NOL is carried to another year,
rately in your books for the expenses toGains from sales of assets such as farm ma- the soil and water conservation deduction in-
which this method or change of methodchinery, or from the disposition of land, are not cluded in the NOL is not subject to the 25% relates.included. limit in the year to which it is carried.

Example.  Farmer Brown, who uses the
cash method of accounting, includes the fol- Maintaining conservation structures.  Ordi-
lowing items in his ‘‘gross income from farm- nary and necessary expenses for maintaining
ing’’ for purposes of determining the 25% limit: Sale of a Farm completed soil and water conservation struc-

tures, such as the annual removal of sediment If you sell your farm and discontinue farming,Cash from sale of corn crop . . . . . . . . . . . . . . $10,000
from a drainage ditch, are deductible farm bus- you may not adjust the basis of the land at theGain from sale of breeding cows . . . . . . . . . . 500
iness expenses. They are not subject to the time of the sale for any unused carryover of

Total gross income from farming $10,500 25% limit. soil and water conservation expenses. You
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may, however, pick up the unused balance and Administrators  You must reasonably allocate these fees or
and start taking deductions again if you return costs among land, buildings, and other prop-
to the business of farming in a later year. erty to figure the basis for each asset. AllocateForm (and Instructions)

the fees according to the fair market values of
❏ Sch E (Form 1040) Supplemental the land and other assets at the time ofGain on the disposition of farmland.  If you

Income and Loss purchase. See Allocating the Basis, later. Set-held the land 5 years or less before you sold or
tlement costs do not include amounts placed indisposed of it, gain on the sale or other dispo- ❏ Sch F (Form 1040) Profit or Loss From
escrow for the future payment of items such assition of the land is treated as ordinary income Farming
taxes and insurance.up to the amount of the deductions you previ-

❏ 706–A United States Additional Estateously took for soil and water conservation ex-
Tax Returnpenses or for land clearing expenses. If you Expenses paid to obtain a mortgage.  If you

held the land less than 10 but more than 5 pay a deductible expense to obtain a mortgage
years, the gain is treated as ordinary income you generally must capitalize and deduct the
up to a specified percentage of the previous expense ratably over the term of the mortgage.
deductions taken. See Farmland (under sec- Do not add the expense, such as points (pre-Cost Basis tion 1252) in Chapter 11. paid interest), to the basis of the related

property.
The basis of property you buy is usually its Points on home mortgage.  Special rules
cost. The cost is the amount you pay in cash,

may apply to the amounts you and the seller
notes, other property, or services. Your cost

pay as points when you obtain a mortgage to
also includes amounts you pay for sales tax,

purchase your main home. If these amounts
freight, installation, and testing. In addition, the7. meet certain requirements, you can deduct
cost basis of real estate and business assets

them in full as points for the year in which they
will include other items.

are paid. If you deduct seller-paid points, re-Basis of Assets
duce your purchase price by that amount when

Low or no interest loans.  If you buy property determining your basis. For more information,
on any time-payment plan that charges little or see Points in Publication 936, Home Mortgage
no interest, the basis of your property is your Interest Deduction.
stated purchase price minus the amount con-Introduction Nondeductible expenses.  Any nonde-
sidered to be unstated interest. You generally ductible expenses you pay to obtain a mort-
have unstated interest if your interest rate is gage, such as an appraisal fee for your home
less than the applicable federal rate.  See Un- or other nonbusiness property, you generallyBasis is the amount of your investment in prop-
stated Interest in Publication 537. add to the basis of the property. Other ex-erty for tax purposes. Use the basis of property

penses such as fire insurance premiums can-to figure the amount of gain or loss on the sale,
not be added to the basis of the property.exchange, or other disposition of property. Real Property 

Also use it to figure the deduction for deprecia-
Real property, also called real estate, is land Assumption of a mortgage.  If you buy prop-tion, amortization, depletion, and casualty
and generally anything erected on, growing erty and assume an existing mortgage on thelosses.
on, or attached to it. property, your basis includes the amount youYou figure your original basis in an asset

If you buy real property, certain fees and pay for the property plus the amount to be paidwhen you get it. You may get assets in various
other expenses you pay are part of your cost on the mortgage you assume.ways, such as by purchase, as a gift, or as an
basis in the property.inheritance. You adjust your original basis for Example.  If you buy a building for $20,000

events that occur after you get the asset, such cash and assume a mortgage of $80,000 on it,
Real estate taxes.  If you buy real propertyas adding improvements or taking deprecia- your basis is $100,000.
and agree to pay certain taxes the seller owedtion deductions.
on it, treat the taxes you pay as part of yourThe basis for inventories is discussed in Constructing nonbusiness assets.  If youcost. You may not deduct them as taxes.Chapter 3. build nonbusiness property (i.e., a home), orIf you reimburse the seller for taxes the

have these assets built for you, your expensesseller paid for you, you can usually deductTopics for this construction are part of your cost basis.them as an expense in the year of purchase.This chapter discusses: Some of these expenses include:Do not include them in the property cost. In
• Cost basis Land,certain cases, you may choose to capitalize

taxes you must pay. See Chapter 11 in Publi-• Uniform capitalization rules Materials and supplies,
cation 535.• Adjusted basis Architect’s fees,

• Other basis Building permits,Settlement fees or closing costs.  Legal and
recording fees are some of the settlement or Payments to contractors,Useful Items closing costs included in the basis of property.

Payments for rental equipment, andYou may want to see: Some others are:
Inspection fees.

1) Abstract fees,Publication

❏ 378 Fuel Tax Credits and Refunds In addition, if you use your employees or farm2) Charges for installing utility services,
materials and equipment to construct a non-❏ 448 Federal Estate and Gift Taxes 3) Surveys, business asset, your cost basis would also

❏ 504 Divorced or Separated Individuals include:4) Transfer taxes,
❏ 535 Business Expenses

1) Employee compensation paid for the con-5) Title insurance, and
❏ 537 Installment Sales struction work,

6) Any amounts the seller owes that you❏ 544 Sales and Other Dispositions 2) Depreciation on equipment you own whileagree to pay, such as back taxes or inter-of Assets it is used in the construction,est, recording or mortgage fees, charges
❏ 551 Basis of Assets for improvements or repairs, and sales 3) Operating and maintenance costs for
❏ 559 Survivors, Executors, commissions. equipment used in the construction, and
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4) The cost of business supplies and materi- Embryo transplants.  If you acquire an em- Under the uniform capitalization rules, you
bryo transplant by purchasing a recipient cow must capitalize direct costs and an allocableals used in the construction.
pregnant with the embryo, allocate to the cost part of most indirect costs you incur due to
basis of the cow the part of purchase price your production or resale activities. The termDo not deduct these expenses, which you
equal to the FMV of the cow. Allocate the re- capitalize means to include certain expensesmust capitalize (i.e., include in the asset’s ba-
mainder of the purchase price to the basis of you have during the year in the basis of prop-sis). Also, reduce your basis by any jobs credit,
the calf. Neither the cost allocated to the cow erty you produce or in your inventory costs,Indian employment credit, or empowerment
nor the cost allocated to the calf is currently de- rather than deduct them as a current expense.zone employment credit allowed on the wages
ductible as a business expense. You can recover these costs through depreci-you pay in 1). Do not include the value of own

ation, amortization, or cost of goods sold,labor, or any other labor you did not pay for, in
when you use, sell, or otherwise dispose of theQuotas and allotments.  Certain areas of thethe basis of any property you construct.
property.country have quotas or allotments for such

Costs that are allocable to property beingcommodities as milk and tobacco. The cost of
Allocating the Basis produced include both variable costs, such asthe quota or allotment is its basis. If you ac-

feed, labor, and fixed costs, such as deprecia-quire a right to a quota with the purchase ofIf you buy property that includes land, depre-
tion on machinery and buildings. Your fixedland or a herd of dairy cows, allocate part ofciable property, personal residence, and other
and variable costs are shown in Part II ofthe purchase price to that right.items for a lump sum, allocate the cost among
Schedule F (Form 1040).the items you buy. Your allocation is based on

The following discussion explains how youthe ratio of the fair market value (FMV) of each
treat certain costs under the uniform capitali-item at the time you buy it to the total FMV of all Uniform zation rules and the special rules that apply tothe property you buy. This allocation is neces-
farmers. For more information on these rules,sary to figure the basis of the items for depreci- Capitalization Rules see the regulations under section 263A of theation purposes and to figure the gain or loss on
Internal Revenue Code. The regulations con-You are subject to the uniform capitalizationa later sale or other disposition of any item.
tain detailed descriptions of the methods yourules for costs incurred after 1986 if you:
may use to allocate costs.Group of assets acquired.  If you buy multi- 1) Produce real property or tangible per-

ple assets for a lump sum, you and the seller sonal property for use in a trade or busi-
Exceptions.  The uniform capitalization rulesmay agree to a specific allocation of the ness, or an activity engaged in for profit,
do not apply to certain property. This includes:purchase price to each asset in the sales con- 2) Produce real property or tangible per-

tract. If this allocation is based on the value of 1) Property you produce that you use forsonal property for sale to customers, or
each asset and you and the seller have ad- personal or nonbusiness purposes, such

3) Acquire property for resale.verse tax interests, the allocation generally will as your personal residence,
be accepted. 2) Certain developmental costs of mineral

You produce property if you construct, build,Example.  You bought farm property on property,
install, manufacture, develop, improve, create,March 1, 1994, for the lump-sum price of 3) Certain property produced under a long-raise, or grow the property. Property produced$275,000. You use the cash method of ac- term contract,for you under contract is treated as producedcounting. An inventory of the property at its
by you to the extent you make payments or 4) Costs for personal property acquired forFMV on the date of purchase is as follows:
otherwise incur costs for the property. resale if your (or your predecessor’s) av-

Real property is land and generally any-FMV erage annual gross receipts do not ex-
thing that is erected on, growing on, or at- ceed $10 million, andGrowing wheat crop . . . . . . . . . . . . . . . . . . . . $ 1,400 tached to land. Examples of real property you

Timber . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,600 5) Costs of raising, growing, or harvestingmight produce (build) for use in your farming
trees other than ornamental trees or treesMinerals (such as gravel, coal, sand, business are barns, chicken houses, and stor-
bearing fruit, nuts, or other crops.etc.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000 age sheds.

Farmland . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000 Tangible property is any property that can
See Special Rules for Farm Property, later,Farm residence . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 be seen or touched. Personal property is gen-
and Publication 551 for information on otherDepreciable assets used in farming . . . . 60,000 erally any property that is not real property (for
property not subject to these rules.example, equipment or animals). Examples ofTotal purchase price . . . . . . . . . . . . . . . . . . . . $275,000

tangible personal property you might produce
Direct costs.  Capitalize direct material costsfor use in your farming business or for sale to

The FMV of each asset is the cost basis and direct labor costs incurred for productioncustomers include crops raised for sale or as
assigned to that asset. or resale activities. Direct material costs in-animal feed, animals raised for sale (beef cat-

You harvested and sold the wheat in July clude the cost of materials that become an in-tle, hogs, etc.), or animals used in your farming
1994. Therefore, you deduct its cost of $1,400 tegral part of the property produced plus thebusiness for breeding or production purposes
on Schedule F to figure the net farm profit for cost of materials used in the ordinary course of(dairy cows).
1994. the activity.For the farming business, the uniform capi-

You sold the timber in July 1994. Accord- Direct labor costs include the cost of labortalization rules generally apply to the produc-
ingly, you use its cost of $5,600 to figure the that can be identified or associated with thetion, growing, or raising of property if the
gain realized or the loss sustained. particular property produced. This includes allproperty:

You will recover the cost of the minerals types of compensation (basic, overtime, sick,
1) Is produced by a corporation, partnership,purchased when you sell or otherwise dispose vacation, etc.) plus payroll taxes and pay-

or tax shelter required to use the accrualof the mineral interest in a taxable exchange. If ments to a supplemental unemployment bene-
method of accounting, oryou produce minerals, you will recover the cost fit plan.

through depletion allowances. (See Chapter 2) Has a preproductive period of more than 2
8.) years. Indirect costs.  Indirect costs include all costs

Allocate (based on FMV) the cost basis as- other than direct material and labor costs.
signed to the depreciable assets used in the You are not subject to the uniform capitali- Under the uniform capitalization rules, you
farming business, $60,000, among the various zation rules for costs you incur in replanting must capitalize indirect costs properly alloca-
assets involved. Each asset’s share of the cost plants that were lost or damaged because of ble to property you produced or acquired for
basis is its basis for figuring depreciation and freezing temperatures, disease, drought, resale. Indirect costs are allocable to property
gain or loss on its sale. pests, or casualty.  See Damaged Crops, later. you produced or acquired for resale when the
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costs are incurred for or directly benefit these 5) Repair expenses that do not relate to the Example 2.  Bob, an individual, is in the
activities. Because your indirect costs may be manufacture or production of property. business of raising livestock. He uses the live-
for production and resale activities and for stock in a meat processing operation in which6) Research and experimental expenses.
other activities that are not subject to the uni- the livestock are slaughtered, processed, and

7) Strike expenses.form capitalization rules, you must make a rea- packaged for sale to customers. Although Bob
sonable allocation between production/resale is in the farming business for the raising of live-8) On site storage costs.
and other activities.  Indirect costs that must be stock, he is not in the farming business for the

9) Unsuccessful bidding costs.capitalized for production or resale activities meat processing operation.
include, but are not limited to, amounts in- 10) Section 179 deduction claimed on prop-
curred for: Preproductive Period for Plants erty subject to the uniform capitalization
1) Repair and maintenance of equipment or rules. If you are subject to the uniform capitalization

facilities. rules, you must capitalize the direct and indi-
rect costs incurred during the preproductive2) Utilities (heat, light, power, etc.) relating to
period. These costs are added to the basis ofequipment or facilities. Special Rules
your growing plant or included in your inven-

3) Rent of equipment, facilities, or land. for Farm Property tory costs if you have an inventory. You can re-
4) Indirect labor including payroll taxes and cover these costs through depreciation or costIf a farming business is not required to use the

payments to supplemental unemployment of goods sold. When the plant becomes pro-accrual method, the uniform capitalization
benefit plans. ductive, current expenses allocable to therules do not apply to animals or property that

plant are deductible.has a preproductive period of less than two5) Indirect materials and supplies.
years. If the property has a preproductive pe- The preproductive period of property pro-

6) Tools and equipment not otherwise riod of 2 years or less, you can claim a current duced in a farming business is:
capitalized. deduction for the expenses. However, if a 1) The period before a plant’s first marketa-

farming business is required to use the accrual7) Quality control and inspection. ble crop yield if the plant has more than
method of accounting, the special farm uni-8) Taxes otherwise allowable as a deduction one crop or yield, or
form capitalization rules apply regardless of(other than state, local, and foreign in- 2) The period before you reasonably expectthe property’s preproductive period. The ac-come taxes) that relate to labor, materials, to dispose of the plant.crual method is discussed in Chapter 3. Thesupplies, equipment, land, or facilities.
preproductive period is discussed later.This does not include taxes treated as

You can also claim a current deduction for The preproductive period of a plant beginspart of the cost of property.
expenses if you elect out of the uniform capi- when you first plant or acquire the seed or

9) Depreciation, amortization, and cost re- talization rules. (See Election Out of Uniform plant. The preproductive period ends when the
covery allowance on equipment and facili- Capitalization Rules, later.) For a special rule plant becomes productive in marketable quan-
ties to the extent deductible. covering animals and related expenses in- tities or is reasonably expected to be disposed

curred before 1989, see Animals, later. of or sold.10) Depletion (even if in excess of cost).

11) Insurance on your plant, machinery or
Damaged Crops Farming Business equipment, or insurance on a particular
The uniform capitalization rules do not apply toactivity. For the uniform capitalization rules, a farming
the costs incurred for replanting plants dam-business means a trade or business involving12) The following items incurred for produc-
aged or destroyed by freezing temperatures,the cultivation of land or the raising or harvest-tion or resale activities—storage and
disease, drought, pests, or casualty. Theseing of any agricultural or horticultural commod-warehousing costs, purchasing costs,
are the costs you incur for the replanting, culti-ity. Examples include the business of:handling, processing, assembly, and re-
vation, maintenance, and development of anypackaging costs, and a portion of general 1) Operating a nursery or sod farm, plants bearing an edible crop for human con-and administrative costs.
sumption that were lost or damaged while in2) Raising or harvesting crops,
your hands. This includes, but is not limited to,

Costs provided by a related person.  If a re- 3) Raising or harvesting trees bearing fruit, plants that make up a grove, orchard, or
lated person provides you with materials, la- nuts, or other crops, vineyard.
bor, or services for a price less than the arm’s-

The replanting or maintenance costs may4) Raising ornamental trees, andlength charge (what you would pay to an unre-
be incurred on property other than the propertylated person), both you and the related person 5) Raising, shearing, feeding, caring for, that was damaged or lost. This is allowed if themust account for the transaction as if you pur- training, and management of animals. undamaged acreage is not in excess of thechased the items for their arm’s-length
acreage of the property on which the damagecharges. For example, you must capitalize an An evergreen tree over 6 years old when sev- or loss occurred.amount equal to the arm’s-length charge for ered from its roots is not treated as an orna-

the items and the related person must include mental tree regardless of the purpose for Ownership.  Generally, costs must be in-in income an equal amount. which it is sold. The processing of commodi- curred by the person owning the property at
ties or products beyond activities normally inci- the time the plants were lost or damaged.Costs not capitalized.  Costs not required to dent to the growing, raising, or harvesting of However, costs will qualify if they are incurredbe capitalized for production or resale activi- these products is not a farming business. For by a person other than the majority owner ofties include amounts incurred for: nonfarming businesses, see Publication 551. the plants at the time of damage or loss if:

1) Marketing, selling, advertising, and distri- Example 1.  C, an individual, is in the busi- 1) The person who owned the plants at thebution expenses. ness of growing and harvesting apples and time the damage or loss occurred owns
other fruits. C also processes the fruits which2) Casualty, theft, and other losses allowed an equity interest of more than 50% in
he harvests to produce applesauce and similarby Internal Revenue Code section 165. such plants or crops, and
food products that he sells to customers in the

3) Depreciation, amortization, and cost re- 2) The other person owns any part of the re-course of his business. Although C is in the
covery allowances on equipment and fa- maining equity interest and materially par-farming business for the growing and harvest-
cilities that were placed in service but are ticipates in the replanting, cultivation,ing of apples and other fruits, C is not in the
temporarily idle. maintenance, or development of suchfarming business for processing the fruit prod-

plants or crops.4) Income taxes. ucts he sells.
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will not prevent you from taking the section 179 treat the disposition of any qualifying animal asElection Out of Uniform
deduction to expense certain depreciable bus- section 1245 property and ‘‘recapture’’ theCapitalization Rules 
iness assets. preproductive expenses you would have

You can elect not to have the uniform capitali- Related person.  For this election, a re- capitalized.
zation rules apply to any plant produced in a lated person is: Election revoked.  If you revoked thisfarming business that you conduct if you are

election for your first tax year beginning after1) You and members of your family which in-not a corporation, partnership, or tax shelter
1988, you must continue to use the alternateclude your spouse and any of your chil-required to use an accrual method of account-
depreciation system (ADS) for any propertydren who have not reached the age of 18ing. This election does not apply to any costs
placed in service during any tax year the elec-as of the last day of the tax year,incurred for the planting, cultivation, mainte-
tion was in effect.nance, or development of any citrus or almond 2) Any corporation (including an S corpora-

You can use any permissible depreciationgrove (or any part thereof) within the first 4 tion) if 50% or more of the stock (in value)
method for property placed in service afteryears that the trees were planted. If a citrus or is owned directly or indirectly by you or
1988. Upon disposition of any animals raisedalmond grove is planted over a period of years, members of your family,
or purchased during the period the electionthe part of the grove planted in any one tax 3) A corporation and any other corporation was in effect, you must also recapture theyear is treated as a separate grove for deter- that is a member of the same controlled preproductive expenses deducted while themining the year of planting. group, and election was in effect.

4) Any partnership if 50% or more (in value) Example.   You raise beef cattle and useMaking the election.  Unless you obtain con-
of the interests in the partnership is the calendar tax year. In 1987, you elected notsent from the IRS, you can only make this elec-
owned directly or indirectly by you or to apply the uniform capitalization rules to thetion for your first tax year during which you are
members of your family. costs of raising heifers. During the period thein a farming business that includes the produc-

election was in effect, you bought a new tractortion of property subject to the uniform capitali-
Example 1.  Peter Smith, a sole proprietor, and began depreciating it under the alternatezation rules.

planted an apple orchard. In addition, Peter depreciation system. You figured the costs ofMake the election on Schedule E, Sched-
grows and harvests wheat and other grains. raising heifers at $90 in the year a calf wasule F or any other schedule that you are re-
The preproductive period of Peter’s new born and $150 in the first tax year after birth.quired to use for the first tax year that the elec-
orchard is more than 2 years. Peter elects nottion is effective. For a partnership or S In 1989, you revoked your election. You
to have the uniform capitalization rules applycorporation, the partner or shareholder must must continue to depreciate the tractor under
to the costs of growing new apple trees. Petermake the election. the alternate depreciation system. You must
is required to use the alternate depreciationIf you are eligible, you are treated as hav- keep preproductive cost records for all heifers
system (ADS) to depreciate all property useding made the election if you do not capitalize born during the period the election was in ef-
predominantly in his farming business (includ-the costs of producing your farm business fect (1987 and 1988). These heifers are
ing the growing and harvesting of wheat) if thisproperty under the uniform capitalization rules. treated as section 1245 property and you must
property is placed in service during a year that recapture the preproductive costs when youExample.  Brian Dey, a sole proprietor
the election is in effect. dispose of them ($240 for heifers born in 1987farmer, uses the calendar tax year. From 1977

This means that all assets and equipment and $90 for heifers born in 1988).until 1994, Brian grew only wheat and corn.
and any equipment used to grow and harvestBecause the preproductive period for these
wheat that is placed in service during a yearcrops is less than 2 years, Brian was not sub-
that the election is in effect, must be depreci-ject to the uniform capitalization rules. Begin- Adjusted Basis ated using the straight line method over the re-ning in 1994, Brian began growing grapes.
quired number of years as provided by the al-Brian is now subject to the uniform capitaliza- Before figuring any gain or loss on a sale, ex-
ternate depreciation system (ADS).tion rules unless he elects out of the rules be- change, or other disposition of property or fig-

Example 2.  Assume the same facts as inginning with his 1994 tax year. uring allowable depreciation, depletion, or
Example 1, except that Peter and members of amortization, you must usually make certain
his family also own 51% (in value) of the inter- adjustments to the basis of the property. TheRevocation of election.  Once you have
ests in Partnership K. Partnership K is en- result of these adjustments to the basis is theelected not to have the uniform capitalization
gaged in the business of growing and harvest- adjusted basis.rules apply, you can only revoke this election
ing corn. Therefore, Partnership K is requiredwith consent from the IRS.
to use the alternate depreciation system Increases to Basis (ADS) for any property used predominantly inDisposition of plants.  If you made the elec-

Increase the basis of any property by all itemsits farming business that is placed in servicetion not to apply the uniform capitalization
properly added to a capital account. This in-during a year that the election made by Peterrules, you must treat any plant that you pro-
cludes the cost of any improvements having ais in effect.duce as section 1245 property. Further, you
useful life of more than one year and amountsmust ‘‘recapture’’ the preproductive expenses
spent after a casualty to restore the damagedAnimals that you would have capitalized by treating
property.these expenses as ordinary income. If the in- Your costs of raising animals are exempt from

Some additional items added to the basiscome from the sale of these plants is subject to the uniform capitalization rules if incurred after
are:self-employment tax, then the recapture 1988 and you are not a corporation, partner-

amounts treated as ordinary income are also 1) The cost of extending utility service linesship, or tax shelter required to use an accrual
subject to self-employment tax. Recapture to property,method of accounting.
these preproductive expenses when you de- 2) Legal fees, such as the cost of defending
termine your gain on selling or disposing of the Election out of uniform capitalization rules. and perfecting title, and
property. If you were not required to use the accrual

3) Legal fees for obtaining a decrease in anmethod of accounting, you could have elected
assessment levied against property toDepreciation under election.  If you or a re- not to apply the uniform capitalization rules.
pay for local improvements.lated person makes the election out, you must This election allowed you to currently deduct

use ADS (see Chapter 8) to depreciate all the costs of raising animals. However, if you
If you make additions or improvements toproperty used predominantly in any farming made this election, you were required to use

business property, keep separate accounts forbusiness owned by you or the related person. the Alternate Depreciation System (ADS) to
them. Also, depreciate the basis of each ac-This applies to all property placed in service in depreciate property placed in service during
cording to the depreciation rules in effect whenany tax year that the election is in effect. This any year the election was in effect. You must
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you placed the addition or improvement in ser- reimbursement you receive and by any de- Canceled Debt Excluded
vice. See Chapter 8. ductible loss not covered by insurance. How- from Income 

ever, increase your basis for amounts you You may have to reduce the basis of yourAssessments for local improvements.  Add spend after a casualty to restore the damaged property if you exclude canceled debt from in-assessments for items such as paving roads property. See Chapter 13. come. You can exclude your canceled debtand constructing ditches, which increase the
from income if the debt is:value of the property assessed to the basis of Easements.  The amount you receive for
1) Canceled in a title 11 bankruptcy case orthe property. Do not deduct them as taxes. granting an easement is usually considered to

when you are insolvent,However, you can deduct assessments for be from the sale of an interest in your real
maintenance or repair, or for meeting interest 2) Qualified farm debt, orproperty. It reduces the basis of the affected
charges on the improvements as taxes.

part of the property. If the amount received is 3) Qualified real property business indebted-
more than the basis of the part of the property ness (provided you are not a CDeducting vs. capitalizing costs.  Do not
affected by the easement, reduce your basis to corporation).add to your basis costs you can deduct as cur-
zero and treat the excess as a recognizedrent expenses. However, you can choose ei-
gain. See Easements and rights-of-way in If you exclude canceled debt from income, youther to deduct or to capitalize certain other
Chapter 4. may have to reduce the basis of your deprecia-costs. If you capitalize these costs, include

ble property.them in your basis. If you deduct them, do not
Depreciation.  Decrease the basis of your For more information on canceled debt in ainclude them in your basis. See Chapter 11 in

bankruptcy case or during insolvency, seeproperty by the depreciation you have de-Publication 535.
Publication 908. For more information on can-ducted, or could have deducted, on your tax
celed debt that is qualified farm debt, seereturns under the method of depreciation youDecreases to Basis Chapter 4.selected. If you deducted more depreciation

Some items that reduce the basis of your prop-
than you should have, decrease your basis byerty are:
the amount you should have deducted plus the

1) The section 179 deduction, part of the excess that actually reduced your Other Basis tax liability for any year. If you took less depre-2) The deduction for clean-fuel vehicles and
ciation than you could have, decrease your ba- There are many times when you cannot useclean-fuel refueling property,

cost as basis. In these cases, the fair marketsis by the amount you could have deducted. If3) Investment credit (part or all of credit)
value of the property or the adjusted basis ofyou did not take a depreciation deduction, fig-taken,
certain property may be important. Adjustedure the amount of depreciation you could have

4) Casualty and theft losses, basis is discussed earlier. Fair market value isdeducted.
discussed next.5) Easements granted, In decreasing your basis for depreciation,

take into account the amount deducted on6) Recognized losses on involuntary
Fair market value (FMV).  The fair marketyour tax returns as depreciation and any de-exchanges,
value (FMV) is the price at which the propertypreciation you must capitalize under the uni-

7) Deductions previously allowed (or allowa- would change hands between a buyer and aform capitalization rules.ble) for amortization, depreciation, and seller, neither having to buy or sell, and both
depletion, having reasonable knowledge of all necessaryDiesel-powered vehicle.  If you received an

facts. Sales of similar property, on or about the8) Exclusion from income of subsidies for income tax credit or refund for buying a diesel-
same date, may help to figure the FMV of theenergy conservation measures, powered highway vehicle, reduce your basis in
property.9) Credit for qualified electric vehicles, that vehicle by the credit or refund allowable.

For more information about this credit or re-10) Gain on the sale of your old home on Property changed to business use.  If youfund, see Publication 378.which tax was postponed, change nonbusiness property to a business
11) Certain canceled debt excluded from use or to income-producing property, such as

Credit for qualified electric vehicle.  If youincome, renting your farm dwelling, the basis for figur-
claim the credit for qualified vehicles, you must ing depreciation on the property is the lesser of12) Rebates received from the manufacturer reduce the basis of the property on which you its adjusted basis or its FMV on the date of theor seller, claimed the credit. For more information on change in use.

13) Patronage dividends received as a result this credit, see Chapter 15 in Publication 535.
of a purchase of property, Property received for services.   If you re-
(See Patronage Dividends (Distributions), Deduction for clean-fuel vehicle and clean- ceive property for services, include the
in Chapter 4.) fuel vehicle refueling property.  If you take property’s FMV in income. The amount you in-

14) Residential energy credit, either the deduction for clean-fuel vehicles or clude in income becomes your basis. If the
clean-fuel vehicle refueling property, or both, services were performed for a price agreed on15) Gas-guzzler tax, and

beforehand, it will be accepted as the FMV ofyou must decrease the basis of the property by
16) Tax credit or refund for buying a diesel- the property if there is no evidence to thethe amount of the deduction. For more infor-

powered highway vehicle. contrary.mation on these deductions, see Chapter 15 in
Publication 535.

 Some of these decreases to basis are dis-
Taxable Exchanges cussed next.

Exclusion from income of subsidies for en- A taxable exchange is one in which the gain is
ergy conservation measures.  If you re-Section 179 deduction.  If you elect to take taxable, or the loss is deductible. A taxable
ceived a subsidy from a utility company for thethe section 179 deduction for all or part of the gain or deductible loss is also known as a rec-
purchase or installation of any energy conser-cost of property, decrease the basis of the ognized gain or loss. If you receive property in
vation measure, you can exclude it from in-property by the deduction. For more informa- exchange for other property in a taxable ex-
come. Reduce the basis of the property ontion, see Section 179 Deduction in Chapter 8. change, the basis of the property you receive
which you received the subsidy by the ex- is usually its FMV at the time of the exchange.
cluded amount. For more information on thisCasualties and thefts.  If you have a casualty A taxable exchange occurs when you receive
subsidy, see Publication 525, Taxable andor theft loss, decrease the basis of your prop- cash, or property that is not similar or related in
Nontaxable Income.erty by the amount of any insurance or other use to the property exchanged.
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Example.  You trade a tract of farmland Between Related Parties in Chapter 2 of Publi- Adjusted basis of old tractor . . . . . . . . . . . . $15,000
with an adjusted basis of $3,000 for a tractor cation 544. Minus: Cash received . . . . . . . . . . . . . . . . . . 1,000
that has a fair market value of $6,000. You $14,000
must report a taxable gain of $3,000 for the Exchange of business.  Exchanging the as- Plus: Gain recognized . . . . . . . . . . . . . . . . . . 1,500
land. The tractor has a basis of $6,000. sets of one business for the assets of another

Total basis of properties received $15,500business is a multiple asset exchange. For in-
formation on determining basis in a multipleNontaxable Exchanges 
asset exchange, see Multiple Property Ex- Allocate the total basis of $15,500 between theA nontaxable exchange is an exchange in
changes in Chapter 1 of Publication 544. tractor and the truck. The basis of the truck iswhich any gain is not taxed and any loss can-

its FMV, $3,000, and the basis of the tractor isnot be deducted. A nontaxable gain or loss is
the remainder, $12,500.Partially Nontaxable Exchange  also known as an unrecognized gain or loss.

A partially nontaxable exchange is an ex-
change in which you receive unlike property or Exchange—Loss Not Recognized Like-Kind Exchanges  money in addition to like property. The basis of If you have an exchange that results in an un-The exchange of property for the same kind of the property you receive is the same as the ba- recognized loss, the basis of the new propertyproperty is the most common type of nontax- sis of the old property with the following

is the basis of the old property decreased byable exchange. adjustments:
any money received. Allocate this basisTo qualify as a like-kind exchange, both the

Decreased by: among the properties, other than money, re-property you exchange and the property you
ceived in the exchange. In making this alloca-receive must be held for business or invest- a) Any money you received, and
tion, the basis of unlike property is its fair mar-ment purposes. There must be an exchange of b) Any loss recognized on the exchange.
ket value on the date of the exchange. Thelike-kind property (depreciable tangible per-

Increased by: remainder is the basis of the like property.sonal property may be like-class property). For
other requirements, see Like-Kind Exchanges, a) Any additional costs incurred, and Example.  You exchanged a tract of farm-
in Chapter 10. land (adjusted basis $18,000) for a smallerb) Any gain recognized on the exchange.

The basis of the property you receive is the tract of farmland (FMV $14,000). You also re-
same as the property you gave up. ceived a car (FMV $2,500) for personal useThe other party to the transaction who as-

Example.  You traded a machine (adjusted and $500. Do not recognize the loss of $1,000sumes your liabilities (including a nonrecourse
basis $8,000) for another like-kind machine ($17,000 −$18,000). Your basis in the proper-obligation), treats them as money transferred
(FMV $9,000). Both machines were used in to you in the exchange. ties you received is:
your farming business. The basis of the ma- Example 1.  You traded farmland (basis
chine received is $8,000, the same as the ma- Adjusted basis of old land . . . . . . . . . . . . . . $18,000$10,000) for another tract of farmland (FMV
chine traded. Minus: Cash you received . . . . . . . . . . . . . . 500$11,000). You also received $3,000. Your gain

Total basis of properties received $17,500is $4,000 ($11,000 + $3,000 − $10,000). In-
Property plus cash.  If you trade property in a clude your gain in income only to the extent of
nontaxable exchange and pay money, the ba- the cash received. Your basis in the land re- Of the total basis of $17,500, $2,500 is for thesis of the property you receive is the basis of ceived is: car you received and the remaining $15,000 isthe property you exchanged increased by the

the basis of your new tract of land.money you paid. Basis of land traded . . . . . . . . . . . . . . . . . . . . $10,000
Minus: Cash received . . . . . . . . . . . . . . . . . . 3,000Example.  You trade in a truck (adjusted

Trade-in or Sale and Purchase basis $3,000) for another truck (FMV $7,500) $ 7,000
and pay $4,000. Your basis in the new truck is Plus: Gain recognized . . . . . . . . . . . . . . . . . . 3,000 If a sale and purchase are a single transaction,
$7,000 (the $3,000 basis of the old truck plus you cannot increase the basis of property byBasis of land received $10,000
the $4,000 paid). selling your old property outright to a dealer

and then buying new property from the sameExample 2.  You traded a truck (adjustedSpecial rules for related persons.  If a like- dealer. If the sale to the dealer of your oldbasis $2,750) for another truck (FMV $2,000).kind exchange is made directly or indirectly be- property and your purchase from that dealer ofYou also received $1,000. Your gain is $250tween related persons and either party dis- the new property are dependent on each($2,000 + $1,000 −$2,750). Your basis in theposes of the property within 2 years after the other, you are considered to have traded yourtruck you received is:exchange, the exchange is disqualified from old property. Treat the transaction as an ex-
like-kind treatment. Each person must report Adjusted basis of truck traded . . . . . . . . . . . $2,750 change no matter how it is carried out. You
any gain or loss not recognized on the original Minus: Cash received . . . . . . . . . . . . . . . . . . . 1,000 cannot avoid the trade-in rule by using a
exchange. Each person reports it on the tax re- subsidiary.$1,750
turn filed for the year in which the later disposi-

Plus: Gain recognized . . . . . . . . . . . . . . . . . . . 250 Example.  Assume that you used a tractortion occurred. If this special rule applies, the
Basis of truck received $2,000 on your farm for 3 years. Its adjusted basis isbasis in the property received in the original

$2,000 and its FMV is $4,000. You are inter-exchange will be its fair market value.
ested in a new tractor with a listed retail priceThese rules generally do not apply to dis-

Allocation of basis.  Allocate the basis of $16,000 that regularly sells for $15,500. Ifpositions due to:
among the properties, other than money, that you trade your old tractor for the new one and

1) The death of either related person, you received in the exchange. In making this pay $11,500, your basis for depreciation for
2) Involuntary conversions, or allocation, the basis of the unlike property is its the new tractor is $13,500 ($11,500 plus the

FMV on the date of the exchange. The remain- $2,000 basis of your old tractor). However, you3) Exchanges whose main purpose is not
der is the basis of the like property. want a higher basis for depreciating the newthe avoidance of federal income tax.

tractor, so you agree to pay the dealer $15,500Example.  You had an adjusted basis of
for the new tractor if he will pay you $4,000 forRelated persons.  Generally, related per- $15,000 in a tractor you traded for another
your old tractor. Since the two transactions aresons are ancestors, lineal descendants, broth- tractor that had an FMV of $12,500. You also
dependent on each other, you are treated as ifers and sisters (whole or half), and a spouse. received a truck that had an FMV of $3,000,
you exchanged your old tractor for the newFor other related persons (or two or more and $1,000. You have a gain of $1,500
one. Your basis for the new tractor is $13,500,corporations, an individual and a corporation, ($16,500 − $15,000) recognized on the ex-
the same as if you traded the old tractor, anda grantor and fiduciary, etc.), see the rules re- change. Your basis in the properties you re-

lating to losses under Sales and Exchanges ceived is: did not pay $15,500.
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gift tax of $500. Your basis is $20,500, the do- to a property transfer in trust in which the liabili-Involuntary Exchanges  
nor’s adjusted basis plus the amount of gift tax ties assumed, plus the liabilities to which theIf you acquire property as a result of an invol-
paid. property is subject, are more than the adjusteduntary exchange, such as a casualty, theft, or

basis of the property transferred.Example 2.  If, in Example 1, the gift taxcondemnation, you may figure the basis of the
The transferor must supply you withpaid had been $1,500, your basis would bereplacement property you acquire using the

records necessary to determine the adjusted$21,000. This is the donor’s adjusted basisbasis of the property you exchanged.
basis and holding period of the property as ofplus the gift tax paid, limited to the FMV of the
the date of the transfer.house at the time you received the gift.Similar or related property.  If you receive

For more information, see Publication 551Gift received after 1976.  If you received aproperty similar or related in service or use to
and Publication 504.gift after 1976, increase your basis in the giftthe property exchanged, the new property’s

by the part of the gift tax paid that is due to thebasis is the same as the old property’s basis
net increase in value of the gift. (Your basis inon the date of the exchange with the following Inherited Property 
the gift is the donor’s adjusted basis.) Figureadjustments: Your basis in property you inherit is usually itsthe increase by multiplying the gift tax paid on

FMV at the date of the decedent’s death. If aDecreased by: the gift by a fraction. The numerator (top part)
federal estate tax return has to be filed, yourof the fraction is the net increase in value of thea) Any loss recognized on the exchange, basis in property you inherit can be its FMV atgift and the denominator (bottom part) is theand the alternate valuation date if the estate quali-amount of the gift. The net increase in value of

b) Any money received that was not spent fies and elects to use alternate valuation. If athe gift is the FMV of the gift less the donor’s
on similar property. federal estate tax return does not have to beadjusted basis.

filed, your basis in the property is its appraisedIncreased by: Example.  In 1994, you received a gift of value at the date of death for state inheritance
property from your mother that had an FMV ofa) Any gain recognized on the exchange, or transmission taxes.
$50,000. Her adjusted basis was $20,000.and Your basis in inherited property may also
She paid a gift tax of $9,000. Your basis, be figured under the special farm or closelyb) Any cost of acquiring replacement $25,400 is figured as follows: held business real property valuation method,property.

if chosen for estate tax purposes. This methodFair market value . . . . . . . . . . . . . . . . . . . . . . . . . $50,000
is discussed next.Minus: Adjusted basis . . . . . . . . . . . . . . . . . . . . 20,000Not similar or related property.  If you re-

ceive money or other property not similar or re- Net increase in value . . . . . . . . . . . . . . . . . . . . . $30,000
Special farm real property valuation.  Underlated in service or use to the old property, and

Gift tax paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000 certain conditions, when a person dies, the ex-you buy new property similar or related in ser-
Multiplied by ($30,000 ÷ $50,000) . . . . . . . . .60 ecutor or personal representative of that per-vice or use to the old property, the basis of the
Gift tax due to net increase in value . . . . . . . $ 5,400 son’s estate may elect to value the qualifiednew property is the cost of the new property
Adjusted basis of property to your mother 20,000 real property on other than its FMV. If so, thedecreased by the amount of gain not recog-

executor or personal representative values theYour basis in the property $25,400nized on the exchange.
qualified real property on the basis of its use asFor more information on involuntary ex-
a farm. If this method of valuation is used forchanges, see Chapter 13.
estate tax purposes, this value is the basis ofFMV less than donor’s adjusted basis.  If
the property for the heirs. The qualified heirsthe FMV of the property was less than the do-Property Received should be able to get the necessary value fromnor’s adjusted basis, your basis for gain on its
the executor or personal representative of theas a Gift sale or other disposition is the same as the do-
estate.nor’s adjusted basis plus or minus any re-To figure the basis of property you receive as a

If you are a qualified heir who received spe-quired adjustment to basis during the periodgift, you must know its adjusted basis to the
cial-use valuation property, your basis in theyou held the property (see Adjusted Basis,donor just before it was given to you, its FMV
property is the estate’s or trust’s basis in thatearlier). Your basis for loss on the sale or otherat the time it was given to you, and any gift tax
property immediately before the distribution. Ifdisposition of property received as a gift is itspaid on it.
there is a gain recognized by the estate or trustFMV at the time you received the gift plus or
because of post-death appreciation, increaseminus any required adjustment to basis duringFMV equal to or more than donor’s ad- the basis by this amount. Post-death apprecia-the period you held the property.justed basis.  If the FMV of the property was tion is the difference between the property’s

equal to or greater than the donor’s adjusted FMV on the date of distribution and theBusiness property.  If you hold the gift asbasis, your basis is the donor’s adjusted basis property’s FMV either on the date of the indi-business property, your basis for figuring anyat the time you received the gift. Increase your vidual’s death or on the alternate valuationdepreciation, depletion, or amortization de-basis by all or part of the gift tax paid, depend- date. Figure all FMVs without regard to theductions, is the same as the donor’s adjusteding on the date of the gift. special-use valuation.basis plus or minus any required adjustmentsAlso, for figuring gain or loss from a sale or Your basis in special-use valuation prop-to basis while you hold the property.other disposition of the property or figuring de- erty may be increased if it becomes subject toIf you use the donor’s adjusted basis for fig-preciation, depletion, or amortization deduc- the additional estate tax. This tax is assesseduring a gain and get a loss, and then use thetions on business property, you must increase if, within 10 years after the death of the dece-FMV for figuring a loss and get a gain, youor decrease your basis (the donor’s adjusted dent (15 years if decedent died before 1982),have neither gain nor loss on its sale or otherbasis) by any required adjustments to basis you transfer the property to a nonfamily mem-disposition.while you held the property. See Adjusted Ba- ber or the property ceases to be used as a
sis, earlier. farm. This tax may apply if you dispose of theProperty TransferredGift received before 1977.  If you received property in a like-kind exchange or it is involun-
a gift before 1977, increase your basis in the From a Spouse  tarily converted.
gift by the gift tax paid on it. (Your basis in the To increase your basis in the property, youThe basis of property transferred to you or
gift is the donor’s adjusted basis.) However, do must make an irrevocable election and pay thetransferred in trust for your benefit by your
not increase your basis above the FMV of the interest on the additional estate tax figuredspouse, or former spouse if the transfer is inci-
gift when it was given to you. from the date 9 months after the decedent’sdent to divorce, is the same as the transferor’s

death until the date of payment of the addi-Example 1.  You were given a house in adjusted basis. However, adjust your basis for
tional estate tax. If you meet these require-1976 with an FMV of $21,000. The donor’s ad- any gain recognized by the transferor on prop-
ments, your basis in the property is increasedjusted basis was $20,000. The donor paid a erty transferred in trust. This rule applies only
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to its fair market value on the date of the dece- each later tax year. See Passenger automo- Topics
dent’s death or the alternate valuation date. biles, later. This chapter discusses:
The increase in your basis is considered to

• General information on depreciationhave occurred immediately before the event
• The section 179 deductionthat results in the additional estate tax.

You make the election by filing with Form Important Reminder  • The Modified Accelerated Cost Recovery
706–A a statement that: System (MACRS)

Amortization of certain intangibles.  You1) Contains your name, address, and tax- • Listed property rules
must amortize over 15 years certain in-payer identification number,

• Basic information on depletion andtangibles that you acquired in connection with
2) Contains the name of the estate and its amortizationa trade or business or an activity for the pro-address and taxpayer identification

duction of income. For more information, seenumber, Useful ItemsAmortization of Certain Intangibles, later.
3) Identifies the election as an election under You may want to see:

section 1016(c) of the Internal Revenue
Code, Publication

4) Specifies the property for which the elec- Introduction ❏ 448 Federal Estate and Gift Taxes
tion is made, and

❏ 534 DepreciationIf you buy farm property, such as machinery,5) Provides any additional information re-
❏ 535 Business Expensesequipment, or structures, that has a useful lifequired by the Form 706–A instructions.

of more than a year, you generally cannot de- ❏ 544 Sales and Other Dispositions of
duct its entire cost in one year. Instead, you AssetsSee Publication 448 for more information
must spread the cost over more than one yearon valuation methods for estate tax purposes. ❏ 551 Basis of Assetsand deduct a part of it each year. For most

❏ 917 Business Use of a Cartypes of property, this is called ‘‘depreciation.’’Community property.  In community property
The discussion in this chapter gives youstates (Arizona, California, Idaho, Louisiana, ❏ 946 How To Begin Depreciating Your

general information on depreciation, the sec-Nevada, New Mexico, Texas, Washington, Property
and Wisconsin), husband and wife are each tion 179 deduction, and the modified acceler-
usually considered to own half the community ated cost recovery system (MACRS) that ap- Form (and Instructions)
property. When either spouse dies, the total plies to property placed in service after 1986. If ❏ T Forest Industries Schedules
value of the community property generally be- you depreciate property under MACRS and

❏ 1040X Amended U.S. Individualcomes the basis of the entire property, even use the declining balance method, you must
Income Tax Returnthe part belonging to the surviving spouse. For use the 150% declining balance method.

this to apply, at least half of the community ❏ 4562 Depreciation and AmortizationFor information on depreciating property
property interest must be includible in the de- placed in service after 1980 and before 1987, ❏ 4797 Sales of Business Property
cedent’s gross estate, whether or not the es- see Publication 534.
tate must file a return. This chapter also gives basic information

For example, if at least half the FMV of the on depletion and amortization. It discusses
community interest is includible in the dece-

how you are allowed a deduction for depletion
dent’s estate and the FMV of the community General Informationof certain exhaustible natural resources andinterest is $100,000, the basis of the surviving

t imber and for amort izat ion of certain on Depreciation  spouse’s half of the property is $50,000. The
intangibles.basis of the other half to the decedent’s heirs is The first part of the discussion on depreciation

also $50,000. gives you basic information on what property
For more information on community prop- Records.  It is important to keep good records can and cannot be depreciated, when to begin

erty, see Publication 555. for property you depreciate. Records of depre- and end depreciation, and how to claim
ciable property and of depreciation allowed do depreciation.
not have to be complicated. In fact, simple
ones often prove to be the best for income tax What Can Bepurposes. You may use the sample deprecia-

Depreciated  tion record shown in Chapter 20. You do not8.
need to file this record with your return. In- Property is depreciable if it meets these tests.
stead, you can keep it as a permanent record. 1) It must be used in business or held for theDepreciation, You claim depreciation, including the section production of income (for example, to
179 deduction, on Form 4562. Keep your own earn rent or royalty income),Depletion, and records to verify the accuracy of the informa-

2) It must have a determinable useful lifetion on Form 4562.Amortization longer than one year, and

3) It must be something that wears out, de-
Filled-in Form 4562.  A filled-in Form 4562 is cays, gets used up, becomes obsolete, or
shown in Chapter 20 to help you understand loses value from natural causes.
how to complete it.Important Change

Depreciable property may be tangible orfor 1994 Alternative minimum tax.  If you use acceler- intangible.
ated depreciation, you may need to figure al-Limits on depreciation for business cars.
ternative minimum tax. Accelerated deprecia- Tangible Property  The total section 179 deduction and deprecia-
tion is any method, including MACRS, thattion you can take on a car that you use in your Tangible property can be seen or touched and
allows recovery at a faster rate in the earlierbusiness and first place in service in 1994 is includes both real and personal property. Per-
years than the straight line method. For more$2,960. Your depreciation cannot exceed sonal property is property, such as machinery
information on alternative minimum tax, see$4,700 for the second year of recovery, $2,850 or equipment, that is not real estate. Real
Chapter 14.for the third year of recovery, and $1,675 for property is land and generally anything that is
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erected on, growing on, or attached to land. Software purchased before August 11, In some cases, it is not always clear
1993.  If you purchased software before Au- whether the property is inventory or deprecia-However, land itself is never depreciable.
gust 11, 1993 (before July 26, 1991, if ble business property. If unclear, examine
elected), your recovery of costs depends on carefully all the facts in the operation of theLivestock.  Livestock purchased for work,
how you are billed. If the cost of the software is particular business. For examples on this, seebreeding, or dairy purposes that is not kept in
included in the price of computer hardware Inventory in Chapter 1 of Publication 534.an inventory account may be depreciated.
and the software cost is not separately stated,Raised livestock.  Livestock that you raise
you treat the entire amount as the cost of theusually has no depreciable basis because the Equipment used to build capital improve-
hardware and depreciate it as explained incosts of raising it are deducted and are not ments.  You cannot deduct depreciation on
Modified Accelerated Cost Recovery Systemadded to the basis.See Uniform Capitalization equipment you are using to build your own
(MACRS), later. If the cost of the software isRules in Chapter 7. However, if you purchase capital improvements. You must add deprecia-
separately stated, you can depreciate the costimmature livestock for draft, dairy, or breeding tion on equipment used during the period of
using the straight line method over 5 years (orpurposes, you can depreciate your initial cost. construction to the basis of your improve-
any shorter life you can establish).See Immature livestock in How To Figure the ments. See Uniform Capitalization Rules in

Software acquired after August 10,Deduction Under MACRS later, for a discus- Chapter 7.
1993.  If you acquire software after August 10,sion of when to begin depreciation.
1993 (after July 25, 1991, if elected), you must Demolition of buildings.  You cannot deduct
amortize it over 15 years (rather than depreci-Logging truck roads.  Logging truck roads costs (paid or incurred) to demolish any build-
ate it) if it does not meet all three requirementsthat have a determinable useful life are ing. Nor can you deduct any loss from a demo-
listed below and it was acquired in connectiondepreciable. lition. Instead, you must add these costs to the
with the acquisition of a substantial portion of a basis of your land on which the demolishedExample 1.  You build a logging truck road business. building stood.on land you own for use in your timber opera-

If you acquire software after August 10,
tions. The road is expected to be used in your

1993 (after July 25, 1991, if elected), you can Rented property.  Generally, a person whotimber operations for an indefinite period. Past
depreciate it over 36 months if it meets all uses property subject to depreciation in a tradeexperience with similar roads indicates that
three of the following requirements: or business or holds it for producing income isthe road surface will have to be replaced in 7

entitled to the depreciation deduction for theyears and the bridges and culverts will have to 1) It is readily available for purchase by the
property. This is usually the owner of the prop-be replaced in 20 years. The roadbed is not general public,
erty. However, for rented property, this is usu-expected to need replacement. The surfacing,

2) It is not subject to an exclusive license, ally the lessor. An owner or lessor is the per-bridges, and culverts have determinable use-
and son who generally bears the burden offul lives; therefore, they are depreciable. Since

exhaustion of capital investment in the prop-the roadbed is not expected to need replace- 3) It has not been substantially modified.
erty. This means the person who retains the in-ment, it does not have a determinable useful
cidents of ownership for the property. The inci-life. Therefore, it is not depreciable.  Even if the software does not meet the above
dents of ownership include:requirements, you can depreciate it over 36Example 2.  You build a logging truck road

months if it was not acquired in connectionon land you own to harvest a certain stand of 1) The legal title,
with the acquisition of a substantial portion of atimber. It is reasonable to expect the harvest-

2) The legal obligation to pay for it,business.ing of the timber will take 4 years. After the har-
Software leased.  If you lease software,vesting has been completed, the cutover land 3) The responsibility to pay its maintenance

you can treat the rental payments in the samewill be reforested and the road abandoned. All and operating expenses,
manner that you treat any other rentalparts of the road have a determinable useful

4) The duty to pay any taxes, andpayments.life to you. The useful life of the road ends
upon completion of the timber harvesting and 5) The person who would have the risk of
reforestation. The roadbed, as well as the sur- loss if the property is destroyed, con-What Cannot Be
facing, bridges, and culverts are depreciable. demned, or diminished in value throughDepreciated  obsolescence or exhaustion.
Partial business/investment use.  If you use Some tangible and intangible property, al-
property for business/investment and personal though used in your business or held to pro- Goodwill.  Goodwill is intangible property that
purposes, you can depreciate only the busi- duce income, can never be depreciated. can never be depreciated because its useful
ness/investment part. If you use your car for life cannot be determined.
farm business, you can depreciate the car for Property placed in service and disposed of However, if you acquired a business after
the percentage of time you use it in farming. If in the same year.  You cannot deduct depre- August 10, 1993 (July 25, 1991, if elected),
you also use it for investment purposes, i.e., ciation on property placed in service and dis- and part of the price included goodwill, you
for the production of income, you can depreci- posed of in the same tax year. When property may be able to amortize the cost of the good-
ate the portion used for investment. If you use is placed in service is explained later. will over 15 years. For more information, see
part of your home for business, you may be Chapter 12 in Publication 535.
able to take a depreciation deduction for this Land.  Land can never be depreciated be-
use.  See Chapter 5. cause it does not wear out or become obsolete Trademark and trade name.  Trademark and

and it cannot be used up. Land generally in- trade name expenses are also intangible
Intangible Property cludes the cost of clearing, grading, planting, properties and must be capitalized. This

and landscaping because these expenses areIntangible property cannot be seen or touched means that the full amount cannot be de-
all part of the cost of the land itself. Some landand includes property, such as a copyright, ducted in the current year. For trademarks and
preparation costs, however, may be deprecia-patent, or franchise. trade names acquired before August 11, 1993
ble. For information on these costs, see Chap- (July 26, 1991, if elected), you cannot depreci-
ter 1 of Publication 534.Computer software.  Computer software in- ate or amortize these expenses. For trade-

cludes all programs used to cause a computer marks and trade names acquired after August
to perform a desired function. Computer Inventory.  You can never depreciate inven- 10, 1993 (July 25, 1991, if elected), you may
software also includes any data base or similar tory. Inventory is any property held primarily have to amortize their costs over 15 years. For

for sale to customers in the ordinary course of more information, see Chapter 12 in Publica-item that is in the public domain and is inciden-
business. tion 535.tal to the operation of qualifying software.
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For more information on trademarks and years from the date you filed your original re- cash qualifies for the section 179 deduction.
trade names in general, see Franchise, Trade- turn, or within 2 years from the time you paid The portion of the adjusted basis of the prop-
mark, or Trade Name in Publication 544. your tax, whichever is later. A return filed early erty traded that carries over to the basis of the

is considered filed on the due date. new property is not treated as business cost
for purposes of section 179. J-Bar has busi-When Depreciation
ness costs that qualify for a section 179 deduc-How To Claim Depreciation Begins and Ends  tion of $4,720 ($520 and $4,200), the part ofUse Form 4562 to claim depreciation and
the cost of the new property not determined byYou begin to depreciate your property when amortization deductions and to elect the sec-
the property traded.you place it in service for use in your trade or tion 179 deduction. Amortization and section

business or for the production of income. You 179 are discussed later. For more information
stop depreciating your property either when Partial business use.  When you use prop-on completing the form, you should refer to the
you have recovered your cost or other basis or erty for business and nonbusiness purposes,instructions for Form 4562.
when you retire it from service. (See Retired you can elect the section 179 deduction only if
From Service, later.) You have fully recovered more than 50% of the property’s use in the tax
your or other basis when you have taken sec- year the property is placed in service is for
tion 179 and depreciation deductions that are Section 179 Deduction  trade or business purposes. You must allocate
equal to your cost or investment in the the cost of your property to reflect only the bus-This part of the chapter discusses how you canproperty. iness use. You do this by multiplying the costelect to deduct all or part of the cost of certain

of the property by the percentage of businessqualifying property as an expense rather than
use. This adjusted cost is used to figure yourPlaced in Service  taking depreciation deductions over a speci-
section 179 deduction.For depreciation purposes, property is consid- fied recovery period. You must decide for each

ered placed in service when it is ready and item of qualifying property whether to deduct,
Qualifying Property available for a specific use, whether in trade or subject to the yearly limit, or to capitalize and

business, the production of income, a tax-ex- depreciate its cost. If you elect, you can deduct You can claim a section 179 deduction on
empt activity, or a personal activity. Even if the a limited amount of the cost of qualifying prop- trade or business property for which deprecia-
property is not actually used yet, it is in service erty you buy for use in your trade or business tion is allowable and that is:
when it is ready and available for its specific in the first year you place the property in ser-

1) Tangible personal property,use. However, you can begin depreciating vice. See Placed in Service earlier in When
property only when it is ready and available for 2) Other tangible property (not including aDepreciation Begins and Ends.
a specific use (placed in service) in a trade or building or its structural components), but
business or for the production of income. only if such other property is used as:What Costs Can and

Example 1.  You bought a home in 1985 a) An integral part of manufacturing, pro-Cannot Be Deducted 
and used it as your personal residence until duction, or extraction, or of furnishingYou can claim the section 179 deduction only1994 when you converted it to rental property. transportation, communications, elec-on qualifying property purchased for use inAlthough its specific use was personal and no tricity, gas, water, or sewage disposalyour trade or business. You cannot claim thedepreciation was allowable, the home was services, ordeduction on property you hold only for theplaced in service in 1985. However, you can

production of income. b) A research facility used in connectionclaim a depreciation deduction in 1994 be-
with any of the activities in (a), orcause its use changed to an income-producing

Acquired by Purchase  use at that time. c) A facility used in connection with any of
Only the cost of property you purchase for use the activities in (a) for the bulk storageExample 2.  You bought a planter for your
in your business qualifies for the section 179 of fungible commodities (including com-farm business late in the year after harvest
deduction. However, the cost of property pur- modities in a liquid or gaseous state).was over. You take a depreciation deduction
chased from a related person or group may notfor the planter for that year because it was 3) Single purpose agricultural (livestock) orqualify. See Nonqualifying Property, later.ready and available for its specific use. horticultural structures (defined later), and

4) Storage facilities (excluding buildings andAcquired by Trade  Retired From Service  their structural components) used in dis-If you purchase an asset with cash and a
Property is retired from service when it is per- tributing petroleum or any primary producttrade-in, part of the basis of the asset you re-
manently withdrawn from use in trade or busi- of petroleum.ceive is the basis of the trade-in. You cannot
ness or in the production of income. The pe- claim the section 179 deduction on this part of
riod for depreciation ends when property is Tangible personal property.  Tangible per-the basis of the asset. For example, if you buy
retired from service. sonal property is tangible property other than(for cash and a trade-in) a new truck for use in

You can retire property from service by real property. Machinery and equipment areyour business, your cost for the section 179
selling or exchanging it, abandoning it, or de- examples of tangible personal property. Landdeduction does not include the adjusted basis
stroying it. and land improvements, such as buildings andof the truck you trade for the new vehicle. See

other permanent structures and their compo-Adjusted Basis in Publication 551.
Depreciation Not Deducted  nents, are real property and, therefore, not tan-Example.  In 1994, J-Bar Farms traded two

gible personal property. For the same reason,If, in an earlier year, you did not claim depreci- tiller machines having a total adjusted basis of
swimming pools, paved parking areas, wharfs,ation you were entitled to deduct, you must still $680 for a new tiller machine costing $1,320.
docks, bridges, fences, and similar propertyreduce your property’s basis by the amount of J-Bar also traded a used van with an adjusted
are not tangible personal property.depreciation you did not deduct. If you deduct basis of $4,500 for a new van costing $9,000.

more depreciation than you should, you must The new items were placed in service in 1994.
Business property.  All business property,decrease your basis by the amount deducted J-Bar was given an $800 trade-in for the old
other than structural components, contained into the extent of any benefit from excess depre- tiller machines and paid $520 cash for the new
or attached to a building is tangible personalciation claimed. tiller machine. J-Bar was given a $4,800 trade-
property. Some tangible personal propertyYou cannot deduct unclaimed depreciation in and paid $4,200 cash for the new van.
under local law cannot be tangible personalin the current year or any later tax year. How- J-Bar Farms’ basis in the new property in-
property for section 179, and some real prop-ever, you can claim the depreciation on a cludes both the adjusted basis of the property
erty under local law, such as fixtures, can betimely filed amended return for the earlier year. traded and the cash paid. However, only the
tangible personal property for section 179.You must file an amended return within 3 portion of the basis of the new property paid by
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Property, such as milk tanks, automatic feed- 4) Certain property you lease to others (if and you meet the taxable income limit (dis-
ers, barn cleaners, and office equipment, are you are a noncorporate lessor). cussed later), your deduction is limited to the
tangible personal property. property’s cost, $3,200.

For the kind of property you lease on which
Livestock.  Livestock is qualifying property. Deduction Limits you can claim the section 179 deduction, see
For this purpose, livestock includes horses, Qualifying Property in Publication 946. In figuring your section 179 deduction, you
cattle, hogs, sheep, goats, and mink and other must apply the following limits:
furbearing animals. Production of income.  Property is held only 1) Maximum dollar limit,

for the production of income if it is investment
2) Investment limit, andSingle purpose agricultural (livestock) or property, rental property (if renting property is

horticultural structures.  As used here, live- 3) Taxable income limit.not your trade or business), or property that
stock includes poultry. produces royalties. Property you use in the ac-

Agricultural structure.  A single purpose Maximum dollar limit.  The total businesstive conduct of a trade or business is not held
agricultural (livestock) structure is any building cost you can elect to deduct for any year can-only for the production of income.
or enclosure specifically designed, con- not exceed $17,500. The $17,500 maximum
structed, and used to: dollar limit applies to you as a taxpayer and notAcquired from certain groups or persons.

to each business you operate.1) House, raise, and feed a particular type of Property does not qualify for the section 179
While the maximum dollar amount that canlivestock and its produce, and deduction if:

be deducted is $17,500, there are certain rules
2) House the equipment, including any 1) The property is acquired by one member that can reduce this amount.

replacements, needed to house, raise, or of a controlled group from a member of Joint returns.  A husband and wife who
feed the livestock. the same group, or file a joint return are treated as one taxpayer in

determining any reduction to the $17,500 max-2) The property’s basis is either:Because the full range of livestock breed- imum dollar limit regardless of which spouse
ing is included, special purpose structures are • Determined in whole or in part by its ad- purchased the property or placed it in service.
qualifying property if used to breed chickens or justed basis in the hands of the person Married taxpayers filing separate re-
hogs, produce milk from dairy cattle, or pro- from whom you acquired it, or turns.  A husband and wife filing separate re-
duce feeder cattle or pigs, broiler chickens, or turns for a tax year are treated as one taxpayer• Determined under stepped-up basiseggs. The facility must include, as an integral for the $17,500 maximum dollar limit and forrules for property acquired from a dece-part of the structure or enclosure, equipment the $200,000 investment limit that applies todent as discussed in Publication 448, ornecessary to house, raise, and feed the the reduction of the maximum dollar limit. Un-
livestock. 3) The property is acquired from a related less they elect otherwise, 50% of the maxi-

Horticultural structure.  A single-purpose person. mum dollar limit (after applying the investment
horticultural structure is: limit) will be allocated to each spouse. If the

For this purpose, a list of related persons is1) A greenhouse specifically designed, con- percentages elected by each spouse do not to-
available in Chapter 2 of Publication 946 orstructed, and used for the commercial tal 100%, 50% will be allocated to each
Chapter 2 of Publication 534.production of plants, or spouse.

Joint return after filing separate returns.2) A structure specifically designed, con-
If you filed a separate return and after the duestructed, and used for the commercial How To Make the Election    
date choose to file a joint return, the maximumproduction of mushrooms. You make the election by taking your deduc- dollar limit on the joint return is the lesser of:

tion on Form 4562. You attach and file Form
1) The maximum dollar limit (after the invest-Use of structure.  A structure must be 4562 with:

ment limit), orused only for the purpose which qualified it.
1) The original return you file for the tax yearFor example, a hog pen will not be eligible 2) The total cost of section 179 property you

the property was placed in serviceproperty if used to house poultry. Similarly, us- both elected to expense on your separate
(whether or not you file your return oning part of your greenhouse to sell plants will returns.
time),make the greenhouse ineligible.

If a structure includes work space, that Investment limit.  For each dollar of business2) An amended return filed no later than the
structure is not a single purpose agricultural or cost of section 179 property placed in servicedue date (including extensions) for your
horticultural structure unless the work space is in excess of $200,000 in a tax year, thereturn for the tax year the property was
used only for: $17,500 maximum dollar limit is reduced (butplaced in service.

not below zero) by one dollar.1) Stocking, caring for, or collecting livestock
or plants or their produce, Example.  In 1994, James Smith placed in

service machinery costing $207,000. Since2) Maintaining the enclosure or structure, How To Figure
this cost exceeds $200,000 by $7,000, heand the Deduction  must reduce the maximum dollar limit of

3) Maintaining or replacing the equipment or $17,500 by $7,000. If his taxable income is atThe maximum section 179 deduction is
stock enclosed or housed in the structure. least $10,500, James is entitled to a section$17,500 of the business cost of property you

179 deduction for 1994 of $10,500.purchase for use in your trade or business.
You decide how much of the business cost of

Nonqualifying Property  property you want to deduct under section Taxable income limit.  The total cost that can
You cannot claim the section 179 deduction 179. You do not have to claim the full $17,500. be deducted in each year is limited to the taxa-
on: Any cost not deducted under section 179 may ble income from the active conduct of any

be depreciated. trade or business during the tax year. Gener-1) Property held only for the production of in-
If you purchase and place in service more ally, you are considered to actively conduct acome (for example, certain rental

than one item of qualifying property during the trade or business if you meaningfully partici-property),
year, you can allocate the deduction between pate in the management or operations of the

2) Real property, including buildings and the items in any way, as long as the total de- trade or business.
their structural components, duction is not more than the limits. If you have Taxable income for this purpose is figured

3) Property acquired from certain groups or only one item of qualifying property and that by totaling the net income (or loss) from all
persons, and item costs less than $17,500, such as $3,200, trades and businesses you and your spouse (if
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filing a joint return) actively conducted during Step 3.  Subtract the hypothetical section Report any recapture of the section 179 de-
179 deduction figured in Step 2 from the taxa-the tax year. Items of income derived from a duction on Form 4797 and Schedule F.
ble income figured in Step 1.trade or business actively conducted by you in- You figure the amount to include in income

Step 4.  Figure a hypothetical amount forclude section 1231 gains (or losses) as dis- by subtracting the depreciation that would
the other deduction using the amount figuredcussed in Chapter 11 and interest from work- have been allowable on the section 179
in Step 3 as taxable income.ing capital of your trade or business. Also amount for prior tax years and the tax year of

Step 5.  Subtract the hypothetical other de-include in total taxable income any wages, sal- recapture from your section 179 deduction.
duction figured in Step 4 from the taxable in-aries, tips, or other compensation earned as Example.  Paul Lamb, a calendar year tax-
come figured in Step 1.an employee. When figuring taxable income, payer, bought and placed in service on August

Step 6.  Now figure your actual section 179do not take into account any unreimbursed 1, 1992, an item of 3–year property costing
deduction using the taxable income figured inemployee business expenses you may have $10,000. The property is not listed property.
Step 5.as an employee. He used the property only for business in 1992

Step 7.  Subtract your actual section 179In addition, taxable income is figured with- and 1993. He elected a section 179 deduction
deduction figured in Step 6 from the taxable in-out regard to: of $5,000. During 1994, he used the property
come figured in Step 1. 40% for business and 60% for personal use.1) The section 179 expense deduction, Step 8.  Figure your actual other deduction He figures his recapture amount as follows:
using the taxable income figured in Step 7.2) The self-employment tax deduction, and

Section 179 Deduction Claimed (1992) $5,000.003) Any net operating loss carryback or Passenger automobiles.  For passenger au- Allowable Depreciationcarryforward. tomobiles placed in service in 1994, your total (Instead of section 179):
section 179 deduction and depreciation can-

Any cost that is not deductible in one tax 1992 —not exceed $2,960 for 1994. See Dollar limit on
year under section 179 because of this limit $5,000 × 25.00%* $1,250.00passenger automobiles (farm vehicles), under
can be carried to the next tax year. The 1993 —Listed Property, later, for the limits applicable
amount you carry over will be taken into ac- $5,000 × 37.50%* 1,875.00to passenger automobiles placed in service
count in determining the amount of your sec- 1994 —before 1994.
tion 179 deduction in the next year; however, it $5,000 × 25.00%* × 40%
is subject to the limits in that year. You may se- (Business) 500.00 3,625.00Figuring the deduction.  You must figure
lect the properties for which costs will be car- your section 179 deduction before figuring  1994 —
ried forward and you may allocate the portion your depreciation deduction. Then you sub- Recapture Amount $1,375.00
of the costs to these properties. tract the amount you elect to deduct under

section 179 from the business and investmentExample.  Joyce Jones places in service in *Rates from the 150% table, later.
part of the cost of the qualifying property. You1993 a machine that cost $8,000. The taxable
use this unadjusted basis to compute your de-income from her business for 1993 (deter-
preciation deduction. Dispositions.  If you dispose of property, themined without a section 179 deduction for the

amount you deducted under section 179 iscost of the machine and without the self-em-
Note:  You cannot take depreciation to the subject to recapture as ordinary income. Forployment tax deduction) is $6,000. Her section

extent that you elect to directly expense the more information, see Chapter 11.179 deduction is limited to $6,000. The $2,000
cost of property under section 179.cost that is not allowed as a current section

179 deduction because of the taxable income
Example.  In 1994, you bought a tractor forlimit was carried to 1994.

$16,000 and a mower for $6,200 for use in Modified AcceleratedIn 1994, Joyce placed another machine in
your farming business. Both items were

service that cost $9,000. Her taxable income Cost Recovery Systemplaced in service in 1994. You elect to deduct
from business (determined without a section the entire $6,200 for the mower and $11,300
179 deduction for the cost of the machine and (MACRS) for the tractor, a total of $17,500. This is the
without the self-employment tax deduction) is most you can deduct for 1994. Your $6,200 The modified accelerated cost recovery sys-$10,000. Joyce can deduct the full cost of the deduction for the mower has completely re- tem (MACRS) consists of two systems that de-machine ($9,000) but only $1,000 of the carry- covered the cost of that item. The cost of your termine how you depreciate your property.over from 1993 because of the limits. How- tractor is adjusted by $11,300. Its unadjusted The main system is referred to as the Generalever, she can carry the balance of $1,000 as basis for depreciation is $4,700. This is figured Depreciation System (GDS). The secondcarryover to 1995. by subtracting the amount of your section 179 system is referred to as the Alternative De-See Carryover of disallowed deduction in deduction, $11,300, from the cost of the trac- preciation System (ADS). MACRS generallyPublication 534 for information on figuring the tor, $16,000. applies to all tangible property placed in ser-carryover, or use the Section 179 Worksheet

vice after 1986. However, you could havein Chapter 2 of Publication 534 to figure your
made a property-by-property election to useWhen To Recapturecarryover.
MACRS for property placed in service afterthe Deduction July 31, 1986, and before January 1, 1987.

Two different taxable income limits.  The If you deducted the cost of qualifying property
section 179 deduction is subject to a taxable and the property is not used more than 50% in What Can Beincome limit. You also may have to figure an- a trade or business for any tax year before the
other deduction that has a limit based on taxa- end of the property’s recovery period, you may Depreciated
ble income. The limit for this other deduction have to recapture (include in income) part of Under MACRS  may have to be figured taking into account the the deduction.

MACRS applies to most tangible depreciablesection 179 deduction. If so, complete the If you elect the section 179 deduction, the
property placed in service after 1986. Propertysteps discussed next. amount deducted is treated as depreciation for
that you cannot use MACRS for is discussedStep 1.  Figure taxable income without ei- purposes of the recapture rules. Thus, any
later in What Cannot Be Depreciated Underther a section 179 deduction or the other gain you realize from a sale, exchange, or
MACRS.deduction. other disposition of property may have to be

Step 2.  Figure a hypothetical section 179 treated as ordinary income to the extent of the
Use of real property changed.  All real prop-deduction using the taxable income figured in section 179 and depreciation deductions you
erty acquired before 1987 that was changedStep 1. claimed.
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from personal use to business or income-pro- production method, you can elect to exclude that represents cash paid or unlike prop-
ducing use after 1986 must be depreciated erty given up. It does not apply to the sub-that property from MACRS.
under MACRS. stituted portion of the basis.To figure a depreciation deduction under

the unit-of-production method, you divide the
cost or other basis (less salvage) by the esti-When To Use GDS 

Note:  This rule does not apply to nonresi-mated number of units to be produced duringMost tangible depreciable property falls within
dential real property or residential rentalthe life of the property. Apply the resultingthe general rule of MACRS, also called the
property.amount to the units produced in a year to ar-General Depreciation System (GDS). The ma-

rive at your depreciation for that year.jor differences between GDS and ADS are the Special rule.  The excluded property rules
You make this election with your tax returnrecovery period and method of depreciation discussed above do not apply to any property

by the return due date (including extensions)you use to figure the deduction. Because GDS if the allowable deduction for the property for
for the year your property is placed in service.permits use of the declining balance method the first tax year it was placed in service using
You make it by reporting your depreciation forover a shorter recovery period, the deduction ACRS was greater than the deduction under
the property on line 17, Part III, Form 4562 andis greater in the earlier years. MACRS applying the half-year convention.
attaching a separate sheet as described in theHowever, the law requires the use of ADS For more information on other special
Instructions for Form 4562.for certain property as discussed under When rules, see Publication 534.

If you use the standard mileage rate for anTo Use ADS, later.
automobile you buy and use for business, youAlthough your property may qualify for Related Parties are considered to have elected to exclude theGDS, you can elect to use ADS. If you make For the preceding rules, a related party in-automobile from MACRS and ACRS. Seethis election, however, you can never revoke it. cludes members of your immediate family (in-Publication 917 for a discussion of the stan-How to make this election is discussed in Elec- cluding your spouse, ancestors, and linealdard mileage rate.tion, under ADS method, later. descendants).

For more information on related parties,Property Placed in Service BeforeWhen To Use ADS see Publication 534.
1987 Under ADS, you determine your deduction by
The special rules that may prevent you fromusing the straight line method over a recovery How To Figureusing MACRS for property placed in serviceperiod that generally is longer than the recov-

the Deductionbefore 1987 (before August 1, 1986, if elected)ery period under GDS. This system is required
apply to both personal and real property. How-for: Under MACRS  
ever, the rules for personal property are more Before figuring your depreciation deductions,1) Any property used predominantly in a restrictive. For purposes of these rules, you do you must know:farming business and placed in service not treat either real or personal property as

during any tax year in which you make an 1) The basis of your property,owned before it is placed in service. Therefore,
election not to apply the uniform capitali- if you owned property in 1986 but did not place 2) The date your property was placed inzation rules to certain farming costs, it in service until 1987, you do not treat it as service,

2) Any tax-exempt use property, owned in 1986.
3) The property class and recovery period,

3) Any tax-exempt bond-financed property,
4) Which convention to use, andPersonal property.  You cannot use MACRS

4) Any imported property covered by an ex- for most personal property (section 1245 prop- 5) Which depreciation method to use.ecutive order of the President of the erty) that you acquired after 1986 (after July
United States, and 31, 1986, if MACRS was elected) if:

5) Any tangible property used predominantly 1) You or someone related to you owned or Basis  
outside the United States during the year. used the property in 1986, Basis is a measure of your investment in prop-

erty you own. When you depreciate property, a2) The property was acquired from a person
certain percentage of your basis in it is de-who owned it in 1986 and as part of theWhat Cannot Be ducted each year.transaction the property user did not

For property that you buy, your basis ischange,Depreciated
usually its cost to you. If you receive property

3) You leased the property to a person (orUnder MACRS  in some other way—such as by inheriting it, re-
someone related to this person) whoYou cannot use MACRS for certain property ceiving it as a gift, building it yourself, or getting
owned or used the property in 1986, orplaced in service before 1987 (before August it in a tax-free exchange — you must figure

1, 1986, if election made), that is transferred or 4) The property was acquired in a transac- your basis in some other way. If you receive
converted from personal to business use after tion in which the property user did not your property in one of these other ways, see
1986 (after July 31, 1986, if election made). change and the property was not MACRS Chapter 7.
Property that does not come under MACRS property in the hands of the person from While you own the property, various events
must be depreciated under ACRS or one of the whom it was acquired due to 2) or 3). may take place that will change your basis.
other depreciation methods based on the use- Some events, such as additions or permanent
ful life of property. They include the straight improvements to the property, increase basis.Real property.  For real property acquired af-
line and declining balance methods. ACRS is Others, such as casualty losses and the sec-ter 1986 (after July 31, 1986, if MACRS was
discussed in Chapter 6 of Publication 534 and tion 179 deduction, decrease basis. Seeelected), you cannot use MACRS if:
the other methods of depreciation are dis- Chapter 7 for more information on items that

1) You or someone related to you owned thecussed in Chapter 7 of Publication 534. Also, increase or decrease basis.
property in 1986,you can elect to exclude certain property from

MACRS. 2) You leased the property back to the per- Basis of property changed from personal
son (or someone related to this person) use.   If you held property for personal use and
who owned the property in 1986, or later change it to business use or use in theElection to Exclude Certain

production of income, your basis is the lesserProperty 3) You acquired the property in a transaction
of:in which some of your gain or loss was notIf you properly depreciate any of your property

recognized. MACRS applies only to thatunder a method of depreciation that is not 1) The fair market value (FMV) on the date
part of your basis in the acquired propertybased on a term of years, such as the unit-of- you change it from personal use, or
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2) Your original cost or other basis adjusted 15–year property, you may be required to use the mid-quarter
as follows: convention, discussed later.20–year property,

For residential rental and nonresidentiala) Increased by the cost of any permanent
Residential rental property, and real property, you must use the mid-monthimprovements or additions and other

convention.Nonresidential real property.additions to basis, and

b) Decreased by any tax deductions you Half-year convention.  Under the half-yearRecovery periods.  See Table 8-1 for recov-claimed for casualty losses and other convention, you treat all property placed in ser-ery periods under both GDS and ADS forcharges to basis claimed on earlier vice, or disposed of, during a tax year assome commonly used assets. For a moreyears’ income tax returns. placed in service, or disposed of, at the mid-complete listing of the class lives and recovery
point of that tax year.periods for most assets, see the Table of Class

Lives and Recovery Periods in Appendix B ofPlaced in Service  Mid-quarter convention.  If the total depre-Publication 534.
As discussed in When Depreciation Begins ciable bases of MACRS property placed in ser-Water wells.  Depreciable water wellsand Ends, property is treated as placed in ser- vice during the last 3 months of a tax year ex-used to provide water for raising poultry andvice when it is first ready and available for its ceed 40% of the total depreciable bases of alllivestock are land improvements and have aspecified use whether in a trade or business, MACRS property placed in service during that15–year recovery period under GDS and a 20–the production of income, a tax-exempt activ- tax year, you must use the mid-quarter con-year recovery period under ADS.ity, or a personal activity. However, deprecia- vention. In determining the total bases of prop-
tion applies only to property placed in service erty, do not include the basis of:

Conventions  in a trade or business or for the production of Residential rental property,
income. Generally, you use the half-year convention to

Nonresidential real property, orfigure the depreciation deduction for propertyExample 1.  A corn planter that is delivered
other than residential rental and nonresidential Property placed in service and disposed ofto the farm ready to be used in December
real property. However, under a special rule, in the same tax year.1994 is considered placed in service in the

1994 calendar year even though it will not be
used until the spring of 1995.

Table 8-1. Farm Property Recovery PeriodsExample 2.  If the planter comes unassem-
bled in December 1994 and is put together in

Recovery Period in Years for:February 1995, it is not considered placed in
Assets GDS ADSservice until the 1995 calendar year.

Example 3.  If the planter was delivered
Agricultural structures (single purpose) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 15and assembled in February 1994 but not used
Airplanes (including helicopters)1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 6until April 1994, its placed-in-service date is
Automobiles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 5February 1994, since this is when the planter

was in a condition of readiness for its specified Calculators and copiers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 6
use. Cattle (dairy or breeding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 7

Communication equipment2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 10
Fruit or nut trees and vines.  If you acquire Computers and peripheral equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 5
an orchard, grove, or vineyard and the trees or Cotton ginning assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 12
vines have not yet reached the income-pro- Drainage facilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 20
ducing stage, your depreciation will begin

Farm buildings3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20 25when they reach the income-producing stage.
Farm machinery and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 10
Fences (agricultural). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 10Immature livestock.  If you acquire immature

livestock for draft, dairy, or breeding purposes, Goats and sheep (breeding). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 5
Grain bin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 10your depreciation will begin when it reaches

maturity. This means depreciation begins Hogs (breeding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 3
when it reaches the age when it can be Horses (age when placed in service)
worked, milked, or bred. When this occurs, Breeding and working (12 years or less) . . . . . . . . . . . . . . . . . . 7 10
your basis for depreciation is your initial cost Breeding and working (more than 12 years) . . . . . . . . . . . . . . 3 10
for the immature livestock. Racing horses (more than 2 years). . . . . . . . . . . . . . . . . . . . . . . . 3 12

Horticultural structures (single purpose) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 15
Property Classes and Logging machinery and equipment4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 6
Recovery Periods  Nonresidential real property . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .395 40
Each item of property depreciated under

Office equipment (not calculators, copiers, or typewriters) . . . . . . . 7 10MACRS is assigned to a property class. The
Office furniture or fixtures. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 10property class establishes the number of years

over which you recover the basis of your prop- Residential rental property . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .27.5 40
erty. This period of time is called a recovery Tractor units (over-the-road) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 4
period. Trees or vines bearing fruit or nuts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 20

Truck (heavy duty, unloaded weight 13,000 lbs. or more) . . . . . . . . . . 5 6
Items in property classes.  Under MACRS, Truck (weight less than 13,000 lbs.). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 5
tangible property that you place in service after Typewriter . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 6
1986, or after July 31, 1986, if elected, falls
into one of the following classes: 1

Not including airplanes used in commercial or contract carrying of passengers.
2

Not including communication equipment listed in other classes.3–year property,
3

Not including single purpose agricultural or horticultural structures.5–year property, 4
Used by logging and sawmill operators for cutting of timber.

7–year property, 5
For property placed in service after May 12, 1993; for property placed in servi
ce before May 13, 1993, the re-

10–year property, covery period is 31.5 years.
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To determine whether you must use the mid- method over 3, 5, 7, or 10 years. For 15– or ADS method.  Under GDS, you can elect to
quarter convention, the depreciable basis of 20–year property, you must use the 150% de- use the ADS method for most property. Under
property is your basis multiplied by the per- clining balance method over 15 or 20 years. ADS, you figure your deduction using a
centage of business/investment use and then straight line method of depreciation over fixed
reduced by: ADS recovery periods. The ADS recovery pe-Farming business.  A farming business is any

riods for most classes of property used in thetrade or business involving cultivating land or1) The amount of amortization taken on the
business of farming are listed in Table 8-1. Ad-raising or harvesting any agricultural or horti-property,
ditional ADS recovery periods for other clas-cultural commodity. It includes operating a

2) Any section 179 deduction claimed on the ses of property may be found in the Table ofnursery or sod farm; raising or harvesting
property, and Class Lives and Recovery Periods in Appen-crops; raising or harvesting of trees bearing

dix B of Publication 534.fruit, nuts, or other crops; raising ornamental3) Any deduction claimed for clean-fuel vehi-
Election.  You make the election to use thetrees; and raising, shearing, feeding, caringcles or for clean-fuel vehicle refueling

ADS method by entering the depreciation onfor, training, and managing animals.property.
line 15 of Part II of Form 4562.An evergreen tree is not considered an or-

The election of the ADS method for onenamental tree if it is more than 6 years oldUnder the mid-quarter convention, you
item of property in a property class applies towhen it is severed from its roots.treat all property placed in service (or disposed
all property in that class placed in service dur-Farming does not include processing com-of) during any quarter as placed in service (or
ing the tax year of the election. However, themodities or products if the processing is notdisposed of) in the middle of the quarter.
election applies on a property-by-property ba-normally part of growing, raising, or harvestingTo figure your MACRS deduction using the
sis for residential rental and nonresidential realsuch products. It does include processing ac-mid-quarter convention, first figure your depre-
property.tivities which are normally part of growing, rais-ciation for the full tax year. Then multiply by the

The election to use the ADS method, onceing, or harvesting agricultural products.following percentages for the quarter of the tax
made in a tax year, cannot be changed.year the property is placed in service.

Fruit or nut trees and vines.  Trees and vines
Quarter of tax year Percentage bearing fruit or nuts are depreciated under Depreciation Methods Chart  

First 87.5% GDS using the straight line method over a 10– To help you determine the proper method to
Second 62.5% year recovery period. use for a specific property class, use the fol-
Third 37.5% lowing chart. The declining balance method is

Fourth 12.5% ADS required for some farmers.  If you elect shown as DB and the straight line method as
not to apply the uniform capitalization rules to SL.For more information, including percentage any plant produced in your farming business,

tables based on the mid-quarter convention, Depreciation Methods Chartyou must use ADS. The use of ADS applies to
see Publication 534. all property placed in service in any tax year

Method -the election is in effect. See Chapter 7 for a
Property Class Recovery PeriodMid-month convention.  Under the mid- discussion of the application of the uniform

month convention, you treat all property 3, 5, 7, 10-Year 150% DB-GDScapitalization rules to farm property.
placed in service (or disposed of) in any month (Farm) 150% DB-ADS*
as placed in service (or disposed of) in the mid- SL-GDS*Declining balance method.  To figure your
dle of that month. SL-ADS*MACRS deduction using the declining balance

method, you can use the percentage tables, or 15, 20-Year 150% DB-GDS
Depreciation Methods  if you want to figure your own percentage, see (Farm) SL-GDS*

Figuring MACRS Deductions Without Tables SL-ADS*You depreciate property placed in service after
in Chapter 3 of Publication 534.1988 in a farming business using: 3, 5, 7, 10-Year 200% DB-GDS

(Nonfarm) 150% DB-ADS*1) The 150% declining balance method over
Straight line election.  Instead of using the SL-GDS*the GDS recovery period, which switches
declining balance method, you can elect to use SL-ADS*to the straight line method when that
the straight line method over the GDS recov-method provides a greater deduction, 15, 20-Year 150% DB-GDS
ery period. The election to use the straight line (Nonfarm) SL-GDS*2) The straight line method over the GDS re- method for one item in a property class applies SL-ADS*covery period, to all property in that class placed in service in

Nonresidential Real SL-GDSthe tax year of the election. Once made, the3) The 150% declining balance method over
Property SL-ADS*election cannot be changed.fixed ADS recovery periods, which

Residential Rental
switches to the straight line method when

PropertyStraight line method.  The straight linethat method provides a greater deduction,
Trees, Vines, or Bushesmethod lets you deduct the same amount ofor

Bearing Fruit or Nutsdepreciation each year. To figure your deduc-4) The straight line method over fixed ADS Tax-Exempt Use SL-ADStion, determine the adjusted basis of yourrecovery periods. Propertyproperty, its salvage value, and its estimated
Tax-Exempt Bond-useful life. Subtract the salvage value, if any,

Financed Propertyfrom the adjusted basis. The balance is the to-
Note:  If you use the MACRS percentage Imported Propertytal amount of depreciation you can take over

tables (discussed in Percentage tables later), Foreign Use Propertythe useful life of the property.
you do not need to determine in what year your (Used Outside U.S.)Divide the balance by the number of years
deduction is greater using the straight line

*Elective Methodremaining in the useful life. This gives you the
method. The tables have the switch to the amount of your yearly depreciation deduction.
straight line method built into their rates. Unless there is a big change in adjusted basis,

Computing MACRS Deductions  For the specific method to use for a prop- or useful life, this amount will stay the same
erty class, see the Depreciation Methods throughout the time you depreciate the prop- You can determine your MACRS depreciation
Chart, later. erty. If, in the first year, you use the property for deduction in one of two ways. You can use the

For farm property placed in service before less than a full year, you must prorate your de- percentage tables or you can actually figure
1989 in the 3–, 5–, 7–, or 10–year class, you preciation deduction for the number of months the deduction using the applicable deprecia-
use the double (200%) declining balance in use. tion method and convention over the recovery
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period. The deduction is the same under both casualty, it is an adjustment to basis other than
methods. those listed in (3) under Percentage tables. Listed Property  

Therefore, you cannot continue to use the ta-
If listed property is not used predominantlybles. For the year of adjustment and the re-Percentage tables.  Before using the percent-
(more than 50%) in a qualified business use,maining recovery period, figure the deprecia-age tables, you should know the special rules
as discussed in Predominant use test later, thetion using the property’s adjusted basis at thefor using them:
section 179 deduction is not allowable and theend of the year of adjustment and for the re-1) The rates in the percentage tables must
property must be depreciated using ADSmaining recovery period.be applied to your property’s unadjusted

150% table applying the half-year con- (straight line method) over the ADS recoverybasis,
vention.  The following table has the percent- period. These limits apply if your property is

2) You cannot use the percentage tables for ages for 3–, 5–, 7–, and 20–year property. The not used more than 50% in a qualified busi-
a short tax year, and percentages are based on the 150% declining ness use during any tax year in its recovery pe-

balance method with a change to the straight riod. If listed property leased after June 18,3) When using the percentage tables to fig-
line method. This table applies for only the 1984, limitations are imposed on lessees thature your depreciation, you must continue
half-year convention and only covers the first 8 are substantially equivalent to those imposedto use them for the entire recovery period
years for 20-year property. See Appendix A in on owners. For more information on listedunless there are adjustments to the basis
Publication 534 for complete MACRS tables, property that is leased, see Chapter 4 in Publi-of your property for reasons other than:
inc lud ing  tab les  fo r  the  m id -quar te r cation 534.a) Depreciation allowed or allowable, or
convention. A rule that pertains only to passenger auto-

b) An addition or improvement to that mobiles limits the amount of your section 179Example 1.  You buy and place in service
property that is depreciated as a sepa- and depreciation deductions. See Dollar limiton August 10, 1994, an item of 7–year prop-
rate item of property. on passenger automobiles (farm vehicles),erty for $10,000. You do not elect a section

4) You cannot continue to use the tables if later.179 deduction for this property. The unad-
there is an adjustment to the basis of your justed basis of the property is $10,000. You
property other than for a reason listed in use the percentage tables to figure your Listed Property Defined  (3) above. deduction.

Listed property includes:Since this is 7–year property, you multiply
Unadjusted basis.  You must apply the ta- $10,000 by 10.71% to get your depreciation for 1) Any passenger automobile (defined later).

ble percentages to your property’s unadjusted 1994 of $1,071. For 1995, you figure your de-
2) Any other transportation vehicle.basis each year of the recovery period. Unad- preciation deduction by multiplying $10,000 by

justed basis is the same amount you would 19.13% to get $1,913. 3) Any property of a type generally used for
use to figure gain on a sale but it is figured Example 2.  You have a barn constructed entertainment, recreation, or amusement.
without taking into account any depreciation on your farm at a cost of $20,000. You place

4) Any computer and related peripheraltaken in prior years. However, you do reduce the barn in service on June 1, 1994. The barn
equipment unless it is used only at a regu-your original basis by: is 20–year property and you use the table per-
lar business establishment and owned orcentages to figure your deduction. You use the1) The amount of amortization taken on the
leased by the person operating thecalendar year as your tax year. You figure theproperty,
establishment.depreciation for it by multiplying $20,000 (un-2) Any section 179 deduction claimed on the

adjusted basis) by 3.75% to get $750. Your 5) Any cellular telephone (or similar telecom-property, and
1995 depreciation will be $20,000 multiplied munication equipment) placed in service

3) Any deduction claimed for clean-fuel vehi- by 7.219%, or $1,443.80. or leased in a tax year beginning after
cle or clean-fuel vehicle refueling Straight line table applying the half-year 1989.property. convention.  The following table has the per-

centages for 3–, 5–, 7–, and 20–year property.
Other transportation vehicles.  This term in-Also, if the business property is a vehicle, you The percentages are based on the straight line
cludes trucks, buses, boats, airplanes,must reduce the basis by any qualified electric method and apply for only the half-year con-
motorcycles, and other vehicles used forvehicle credit. vention. The table only covers the first 8 years
transporting persons or goods. However, cer-For business property you purchase during for 20-year property. See Appendix A in Publi-
tain types of special purpose farm vehicles,the tax year, the unadjusted basis is its cost cation 534 for complete MACRS tables, in-
such as tractors and combines, are excludedminus any amortization, any section 179 de- cluding tables for the mid-quarter convention.
from the application of the limits because theyduction, any deduction claimed for clean-fuel
are suited only for use in the business ofYear 3–Year 5–Year 7–Year 20–Yearvehicles or for clean-fuel vehicle refueling
farming.property, and any electric vehicle credit 1 16.67% 10% 7.14% 2.5%

claimed for the property. 2 33.33% 20% 14.29% 5%
If you trade property, your unadjusted ba- 3 33.33% 20% 14.29% 5% Predominant Use Test  

sis in the property received is the cash paid 4 16.67% 20% 14.28% 5%
Listed property meets the predominant useplus the adjusted basis of the property traded 5 20% 14.29% 5%
test for any tax year if its business use is moreminus any amortization, any section 179 de- 6 10% 14.28% 5%
than 50% of its total use. You must allocate theduction, any deduction claimed for clean-fuel 7 14.29% 5%
use of any item of listed property used for morevehicles or for clean-fuel vehicle refueling 8 7.14% 5%
than one purpose during the tax year amongproperty, and any electric vehicle credit
its various uses. The percentage of investmentclaimed for the property.
use of listed property cannot be used as part ofFiguring MACRS deductions without theThe clean-fuel vehicle and clean-fuel vehi-
the percentage of qualified business use totables.  If you are required or would prefer tocle refueling property deductions and the
meet the predominant use test. However, thefigure your own depreciation without using thecredit for electric vehicles are discussed in
combined total of business and investmenttables, see Figuring MACRS Deductions With-Chapter 15 of Publication 535.
use is taken into account to figure your depre-out Tables in Chapter 3 of Publication 534.Short tax year.  You cannot use the tables
ciation deduction for the property.if you have a short tax year. If this occurs, see

Dispositions MACRS Deduction in Short Tax Year in Chap-
Note:  Property does not stop beingter 3 of Publication 534. If you dispose of depreciable property at a

predominantly used in a qualified businessAdjustment due to casualty loss.  If the profit, you may have to report, as ordinary in-
use because of a transfer at death.basis of your property is reduced because of a come, all or part of the profit. See Chapter 11.

Chapter 8 DEPRECIATION, DEPLETION, AND AMORTIZATION Page 49



in the mineral deposit or timber, you do notTable 8-2. 150% Declining Balance Method
have an economic interest.

Year 3-Year 5-Year 7-Year 20-Year

Figuring the Deduction 1 25% 15% 10.71% 3.75%
2 37.5 25.5 19.13 7.219 You can generally figure the deduction for de-
3 25 17.85 15.03 6.677 pletion by either cost depletion or percentage
4 12.5 16.66 12.25 6.177 depletion. You cannot use the percentage
5 16.66 12.25 5.713 method to figure the depletion deduction for
6 8.33 12.25 5.285 standing timber.
7 12.25 4.888
8 6.13 4.522

Cost depletion.  You can use cost depletion
to figure the deduction for mines; for oil, gas,
and geothermal wells; and for other natural re-

purchase price of an automobile. For more in- sources, including timber.Special Rules for Passenger
formation on passenger automobiles, see To figure the deduction, first determine theAutomobiles   Publication 917. total number of units that can be recovered.

In addition to the rules for all listed property, a This number of recoverable units can be mea-
passenger automobile is also subject to other sured in tons, barrels, board feet, etc., and isWhat Records Must Be Kept special limits. For passenger automobiles, the determined using the existing methods for the

You cannot take any depreciation or sectiontotal depreciation deduction (including the sec- particular industry.
179 deduction for the use of listed property (in-tion 179 deduction) that can be claimed is To determine the depletion for each unit,
cluding passenger automobiles) unless youlimited. you divide the adjusted basis in the property by
can prove business/investment use by ade- the estimated number of recoverable units.
quate records or sufficient evidence to supportMaximum deduction for 1994. The maxi- Then you multiply the resulting rate for each
your own statements. unit by:mum depreciation deduction (including section

179) that you can claim for a passenger auto- 1) The units sold during the tax year, if you
mobile is determined by when you place it in Adequate Records  use the accrual method of accounting, or
service. The maximum deductions for 1994 To meet the adequate records requirement, 2) The units sold for which you receive pay-are: you must maintain an account book, diary, log, ment, if you are a cash basis taxpayer.

statement of expense, trip sheet, or similar re-Maximum Depreciation Deduction
cord or other documentary evidence that, to- Cost depletion on ground water of Ogal-
gether with the receipt, is sufficient to establish lala Formation.  Farmers who extract ground4th each element of an expenditure or use. It is not water from the Ogallala Formation for irrigationYear necessary to record information in an account are allowed cost depletion. Cost depletion isYear Placed 1st 2nd 3rd and book, diary, or similar record if the information allowed when it can be demonstrated that theIn Service Year Year Year Later is already shown on the receipt. However, your ground water is being depleted and that the
records should back up your receipts in an or-

1994 $2,960 $4,700 $2,850 $1,675 rate of recharge is so low that, once extracted,
derly manner. the water is lost to the taxpayer and immedi-1993 $2,860 $4,600 $2,750 $1,675

ately succeeding generations.1992 2,760 4,400 2,650 1,575
How long to keep records. For listed prop- For tax years ending prior to December 13,1991 2,660 4,300 2,550 1,575
erty, records must be kept for as long as any 1982, those extracting ground water for irriga-1990 2,660 4,200 2,550 1,475
excess depreciation can be recaptured (in- tion farming from areas in the Ogallala Forma-1989 2,660 4,200 2,550 1,475 cluded in income). tion outside the Southern High Plains were notPre-1989 2,560 4,100 2,450 1,475 For property placed in service after 1986, required to reduce their basis in ground water
recapture can occur in any tax year of the ADS by cost depletion that was allowable but notFor passenger automobiles placed in ser-
recovery period. claimed.vice during 1994, the depreciation deduction,

For more information, see Chapter 6 in Timber depletion.  You can take depletionincluding the section 179 deduction, cannot be
Publication 534. on timber (including Christmas trees) only ifmore than $2,960 for 1994 (the first tax year of

you cut it yourself or have it cut for you. To fig-the recovery period). For 1995 and 1996 (sec-
ure timber depletion, you multiply the numberond and third tax years), the depreciation de-
of units of standing timber cut by your deple-duction will be limited to $4,700 and $2,850, Depletion  tion unit.respectively. The maximum will be $1,675 in

Figure your depletion unit as follows:each succeeding tax year.  You must reduce If you own mineral property or standing timber,
these limits further if your business/investment 1) Determine your cost or adjusted basis ofyou can take a deduction for depletion. Mineral
use is less than 100%. the timber on hand at the beginning of theproperty includes oil and gas wells, mines, and

Fully depreciated automobile.  If you year.other natural deposits (including geothermal
have fully depreciated a car that you are still deposits). 2) Add to the amount determined in 1) the
using in your business, you can continue to The depletion deduction is available to you cost of any units acquired during the year
claim your other operating expenses for the as an owner and operator only if you have an and any additions to capital.
business use of your car. Continue to keep economic interest in mineral deposits or stand-

3) Figure the number of units to take into ac-records, as explained later. ing timber.
count by adding the number of units ac-Passenger automobile.  A passenger au- You have an economic interest if you have
quired during the year to the number oftomobile is any four-wheeled vehicle, such as a legal interest in minerals in place or standing
units on hand in the account at the begin-a van or pickup truck, manufactured primarily timber and you have the right to income from
ning of the year and then adding (or sub-for use on public streets, roads, and highways the extraction and sale of the mineral or the
tracting) any correction to the estimate ofand rated at 6,000 pounds or less of unloaded cutting of the timber to which you must look for
the number of units remaining in thea return of your capital investment. More thangross vehicle weight (gross vehicle weight for
account.one party may have an economic interest in atrucks and vans). It includes any part, compo-

mineral deposit or timber if each qualifies. Ifnent, or other item physically attached to the 4) Divide the result of 2) by the result of 3).
you have no legally enforceable right to shareautomobile or traditionally included in the This is your depletion unit.
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  Generally, you can deduct depletion only in deduct ion is  a l lowed for  sect ion 197 Also, computer software not acquired in the
intangibles.the tax year that the products (such as logs, acquisition of a substantial part of a business

cordwood, and lumber) from the timber are is not section 197 property.
sold. The number of units sold will depend on If depreciation is allowed for any computerEffective date elections.  While this amorti-
your accounting method, discussed in Chapter software that is not a section 197 intangible,zation provision generally applies only to prop-
3. You should include the depletion that you use the straight line method with a useful life oferty acquired after August 10, 1993, under two
cannot deduct for that year in the closing in- 36 months.elections, you may choose to have it apply dif-
ventory on those products. If you claim a de- ferently. See Chapter 12 of Publication 535 for For more information on depreciation of
duction for depletion of timber, attach Form T information on the elections. computer software, see Publication 534.
to your income tax return.

Additional costs associated with nonsec-Section 197 Intangibles Example.  Sam Brown bought a farm that
tion 197 intangibles. Additional costs that areincluded standing timber. In 1994, Sam deter- The fo l lowing assets are sect ion 197
taken into account in determining the basis ofmined that the standing timber could produce intangibles:
property that is not a section 197 intangible are300,000 units when cut. At that time, the ad-

1) Goodwill, not themselves section 197 intangibles. Forjusted basis of the standing timber was
example, none of the cost of acquiring real$1,800. Sam cut and sold 27,000 units in 2) Going concern value,
property held for the production of rental in-1994. Sam did not elect to treat the cutting of 3) Workforce in place including its composi- come (including goodwill, going concernthe timber as a sale or exchange. Sam’s de- tion, terms, and conditions (contractual or value, etc.) is an amortizable section 197 in-pletion for each unit for 1994 is $.006 ($1,800 ÷ otherwise) of employment, tangible. These costs are instead, added to the300,000). His deduction for depletion is $162

4) Business books and records, operating basis of the real property.(27,000 × $.006). If Sam had cut 27,000 units
systems, and any other information basebut sold only 20,000 units in 1994, his deple-
including lists, or other information withtion for each unit would have remained at Dispositions 
respect to current or future customers,$.006. However, his depletion deduction A section 197 intangible is treated as deprecia-

would have been $120 for 1994 and he would 5) A patent, copyright, formula, process, de- ble property used in your trade or business.
have included the balance of $42 (7,000 × sign, pattern, know-how, format, or similar Therefore, if you dispose of a section 197 in-
$.006) in the closing inventory for 1994. item, tangible that you held for more than one year,

the property qualifies as section 1231 prop-6) A customer-based intangible,Percentage depletion.  You can use percent- erty. Any gain on the disposition is treated as
age depletion on certain mines, wells, and 7) A supplier-based intangible, ordinary income to the extent of the allowable
other natural deposits. You cannot use the amortization. The gain or loss on the sale of8) A license, permit, or other right granted by
percentage method to figure depletion for property held for one year or less is reporteda governmental unit or agency (including
standing timber, soil, sod, dirt, or turf. as an ordinary gain or loss. See Chapter 2 inrenewals),

To figure percentage depletion, you multi- Publication 544, Sales and Other Dispositions
9) A covenant not to compete entered into inply your gross income for the tax year from that of Assets, for more information.

connection with an acquisition of an inter-property by the depletion percentage for that If you acquire more than one section 197est in a trade or business, andtype of property. Your depletion deduction intangible in a transaction (or series of related
cannot be more than 50% (100% in the case of 10) A franchise, trademark, or trade name (in- transactions) and later dispose of one of them
certain oil and gas properties) of your taxable cluding renewals). or one of them becomes worthless, you cannot
income from that property. recognize any loss on it. You must increase

Taxable income for this purpose is figured   You cannot amortize any of the intangibles the adjusted basis of each remaining amortiz-
without the depletion deduction or any net op- listed in items 1) through 7) that you created, able section 197 intangible that you did not dis-
erating loss deduction. unless you created it in connection with the ac- pose of by a certain amount.

For more information, see Chapter 13 in quisition of a substantial portion of a business. For more information on dispositions of
Publication 535. For more information on these section 197 amortizable section 197 property, see Chapter

intangibles, see Chapter 12 of Publication 535. 12 in Publication 535.

Intangibles that are not section 197 in- Anti-Churning Rules Amortization  
tangibles.  The following assets are not sec- You cannot convert existing goodwill, going

You may be able to deduct each year, as tion 197 intangibles:
concern value, or any other section 197 intan-

amortization, part of certain capital expenses. 1) Any interest in land, gible for which a depreciation or amortizationAmortization is a method to recover these ex-
deduction would not have been allowable2) Most computer software (see Computerpenses that is like straight line depreciation.
before August 10, 1993, to amortizablesoftware, later),See Chapter 12 in Publication 535 for more
property.information. 3) An interest under an existing lease or sub- For more information, see Chapter 12 in

lease of tangible property, and Publication 535.
Amortization of Certain 4) An interest under an indebtedness that

was in existence when the interest wasIntangibles Anti-Abuse Rule 
acquired.You must amortize over 15 years the capital- A section 197 intangible may not be amortized

ized costs of certain intangibles that you ac- under these rules if you acquired the intangible
  For a complete list of nonsection 197 in-quire after August 10, 1993. These intangibles in a transaction one of the principal purposes
tangibles, see Chapter 12 of Publication 535.are called ‘‘amortizable section 197 in- of which is to:

Computer software.  Section 197 in-tangibles’’ and are defined later. They must be
1) Avoid the requirement that the intangibletangibles do not include computer softwareheld in connection with your trade or business

be acquired after August 10, 1993, orthat is:or in an activity engaged in for the production
2) Avoid any of the anti-churning rules.of income. The amount of your deduction is the 1) Readily available for purchase by the gen-

adjusted basis (for purposes of determining eral public,
gain) of the intangible amortized over a 15- For more information on amortizable sec-

2) Subject to a nonexclusive license, andyear period beginning with the month ac- tion 197 intangibles, see Chapter 12 in Publi-
quired. No other depreciation or amortization 3) Not substantially changed. cation 535.
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provide the dates you incurred each expense. Start-up costs.  Start-up costs are those ex-Reforestation Expenses 
penses relating to investigating a business,You can make the election only on a timely

You can elect to amortize a limited amount of setting up a business, or acquiring a business.filed return (including extensions) for the tax
your costs for forestation or reforestation of These costs are amortized only if they wouldyear in which the expenses were incurred.
qualified timber property. Qualifying expenses normally be deductible expenses if paid or in-
that you have during the tax year are set up as curred to operate a similar existing business.Recapture.  If you dispose of qualified timberan amortizable basis for the tax year and am- For more information, see Going Into Busi-property within 10 years of the year in whichortized over an 84–month period. ness in Chapter 12 of Publication 535.the amortizable basis was created and you

claimed amortization deductions, part or all ofYearly limit.  You can elect to amortize up to
any gain realized on disposition may be recap-$10,000 ($5,000 if you are married filing sepa-
tured (included in income) as ordinary (fullyrate returns) of qualified expenses you incur
taxable) income.during each tax year. You cannot carry over or

carry back qualifying expenses that are in ex- 9.
cess of the yearly limit. If your reforestation Pollution Control Facilities 
costs exceed these limits in a tax year, the

You can elect to amortize the cost of a certified General Businessamount in excess of the limit must be capital-
pollution control facility over a period of 60ized — that is, added to the basis of your Creditmonths. If the useful life of the facility is greaterproperty.
than 15 years, you must make an adjustment
by reducing the amortizable basis of the

Qualified timber property.  Qualified timber facility.
property is a woodlot or other site in the United
States which will contain trees in significant IntroductionCertified pollution control facility.  A certi-commercial quantities. The woodlot must be

fied pollution control facility is depreciableone acre or more in size. You must hold the
property that is a new, identifiable treatmentproperty for the planting, cultivation, caring for,
facility used to abate or control water or atmos- The general business credit consists of anyand cutting of trees for sale or use in the com-
pheric pollution or contamination by removing, carryover of business credits from prior yearsmercial production of timber products. Shelter
altering, disposing, storing, or preventing the plus the total of the following current year busi-belts and ornamental trees are excluded.
creation or emission of pollutants, contami- ness credits:
nants, wastes, or heat. It must be appropriatelyQualified expenses.  Reforestation expenses 1) Investment credit (Form 3468),certified by the state and federal certifying au-are the direct costs incurred to plant or seed for
thorities. Examples of such a facility include 2) Jobs credit (Form 5884),forestation or reforestation. This includes site
septic tanks and manure control facilities.preparation, seeds, seedlings, labor, tools, 3) Alcohol fuels credit (Form 6478),For information regarding certification pro-and depreciation. You include in these costs
cedures, see section 1.169-2(c) of the income 4) Research credit (Form 6765),depreciation on equipment, such as tractors,
tax regulations.trucks, tree planters, and similar machines 5) Low-income housing credit (Form 8586),

used in the planting and seeding. Reforesta-
Amortization.  The amortization deduction 6) Disabled access credit (Form 8826),tion expenses only include those costs that
applies to any new certified pollution control fa-must be capitalized and are included in the ad- 7) Enhanced oil recovery credit (Form
cility used with a plant (or other property) thatjusted basis of the property. Costs that are cur- 8830),
was in operation before 1976.rently deductible do not qualify.

8) Renewable electricity production creditIf it appears that all or part of the cost of aYour reforestation expenses do not include
(Form 8835),facility will be recovered from its operations,any expenses for which you have been reim-

such as through sales of recovered wastes,bursed under any governmental reforestation 9) Empowerment zone employment credit
the federal certifying authority will certify to thatcost-sharing program, unless you included this (Form 8844),
effect, describing the nature of the potentialreimbursement in your gross income.

10) Indian employment credit (Form 8845),cost recovery. The basis of the facility that mayAmortization deduction.  If you choose to
be amortized must be reduced accordingly.amortize your qualifying expenses, you set up 11) Credit for employer social security and
For more information, see section 169 of thethese expenses as your amortizable basis. A Medicare taxes paid on certain employee
Internal Revenue Code and the regulationsmandatory half-year convention is provided. tips (Form 8846), and
thereunder.You can take a deduction for only half of a full-

12) Credit for contributions to selected com-year’s deduction in the year the reforestation Example.  In 1994, you purchase a new
munity development corporations (Formcosts were incurred and in the eighth tax year. $7,500 manure control facility for use on your
8847).Estates.  The reforestation deduction is dairy farm. The farm has been in operation

available to estates in the same manner as to since you bought it in 1976 and all of the dairy
In addition, your general business credit forindividuals. The deduction is allocated be- plant was in operation before that date. You

the current year may be increased later by thetween the income beneficiaries and the fiduci- have no intention of recovering the cost of the
carryback of business credits from subsequentary. A beneficiary will include any amount so facility through sale of the waste and a federal
years.allocated as part of his or her limit. certifying authority has so certified.

If you need more information about theseTrusts.  Trusts are not allowed the refores- Your manure control facility qualifies for
credits than you find in this chapter, see thetation deduction. amortization. You can choose to amortize its
credit forms listed above.cost over 60 months. Otherwise, you can capi-

Investment credit.  If you have qualifying re- talize the cost and depreciate the facility.
forestation expenses, you can also qualify for Topics
the investment credit. See Chapter 9. This chapter discusses:Start-Up Expenses  

• Claiming the creditYou can elect to amortize certain costs you in-Election to amortize.  To make this election,
cur in the start-up of your business. You amor-you should claim the deduction on Form 4562 • Carrybacks and carryovers
tize your costs over a period of 60 months orand attach a statement to your tax return for

• Investment creditmore. The period begins with the month youthe year in which you incur the costs. The
start or acquire your business.statement should describe the expenses and • Investment credit recapture
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your credit is more than this limit, you can gen- end of the 15-year carryover period, you canUseful Items
erally carry the excess to another tax year and generally deduct the unused amount.You may want to see:
subtract it from your income tax for that year. If an individual dies or a corporation, trust,
See Rule for carrybacks and carryovers, later. or estate ceases to exist, the deduction is al-Form (and Instructions)

lowed for the tax year in which the death or
❏ 1040X Amended U.S. Individual cessation occurs.Tax limit.  Your general business credit is lim-

Income Tax Return
ited to your net income tax minus the larger of:

❏ 1045 Application for Tentative Refund Claiming carryovers.  Use Form 3800 to1) Your tentative minimum tax, or
claim a carryover of an unused credit from a❏ 1120X Amended U.S. Corporation

2) 25% of your net regular tax liability that is previous tax year. The carryover becomes partIncome Tax Return
more than $25,000. of your general business credit for the tax year

❏ 1139 Corporation Application for to which it is carried.
Tentative Refund Net income tax.  Your net income tax is

your net regular tax liability plus your alterna-❏ 3468 Investment Credit Claiming carrybacks.  You can make a claim
tive minimum tax. Your net regular tax liabil- for refund based on your general business❏ 3800 General Business Credit ity is your regular tax liability minus certain credit carryback to a prior tax year by filing an

❏ 4255 Recapture of Investment Credit credits. For more information, see Form 3800 amended return for the tax year to which you
or any of the credit forms listed under Introduc- carry the unused credit. Use Form 1040X if❏ 4626 Alternative Minimum Tax—
tion, earlier. your original return was a Form 1040. UseCorporations

Tentative minimum tax.  You must deter- Form 1120X if your original return was a Form
❏ 6251 Alternative Minimum Tax— mine your tentative minimum tax before you 1120 or 1120–A. Attach Form 3800 to yourIndividuals figure your general business credit. Use Form amended return.
❏ 8582–CR Passive Activity 6251 (Form 4626 for a corporation) to figure Generally, you must file the amended re-

Credit Limitations your tentative minimum tax. turn for the carryback year no later than 3
years after the due date, including extensions,Example.  Your general business credit for
for filing the return for the year that resulted inthe year is $30,000. Your net income tax is
the credit carryback.$27,500. Your tentative minimum tax, figured

Quick refunds.  You can apply for a quickon Form 6251, is $18,487. The amount of gen-Claiming the Credit refund of taxes for a prior year by filing Formeral business credit you can take for the tax
1045 (Form 1139 for a corporation) to claim aThe empowerment zone employment credit is year is limited to $9,013. This is your net in-
tentative adjustment of tax from a general bus-figured separately after all other business come tax, $27,500, minus the larger of your
iness credit carryback. The application shouldcredits have been claimed. See Claiming the tentative minimum tax, $18,487, or 25% of
be filed on or after the date of filing the tax re-empowerment zone employment credit, later. your net regular tax liability that is more than
turn for the carryback year, but must be filed noDisregarding any empowerment zone em- $25,000 (25% of $2,500 = $625).
later than 12 months after the end of the taxployment credit, if you have only one current Married persons filing separate returns.
year in which you earn the credit.year business credit, no carryback or carry- If you are married and file a separate return,

over, and the credit (other than the low-income you and your spouse must each figure your tax
housing credit) is not from a passive activity, limit separately. In figuring your separate limit,
use only the applicable credit form listed under use $12,500 instead of $25,000. However, if Investment Credit Introduction, earlier, to claim the general busi- one spouse has no credit for the tax year and
ness credit. For information about passive ac- no carryovers or carrybacks of any credit to The investment credit is the total of the:
tivity credits, see Form 8582–CR. that year, the other spouse can use the full 1) Reforestation credit,

If you have more than one credit, a car- $25,000 instead of $12,500 in figuring the limit
2) Rehabilitation credit, andryback or carryover, or a credit (other than the based on the separate tax.

low-income housing credit) from a passive ac- 3) Energy credit.
tivity, you must use Form 3800 to figure your Rule for carrybacks and carryovers.  In gen-
general business credit. Reforestation credit.  The 10% reforestationeral, you can carry the unused portion of your

credit applies to up to $10,000 of the expensescredit back to your last 3 tax years and use it to
Claiming the empowerment zone employ- you incur each year to forest or reforest prop-reduce your tax in those years. There are gen-
ment credit.  The empowerment zone em- erty you hold for growing trees for sale or useerally limits on the carryback of a new credit to
ployment credit is subject to special rules. The in the commercial production of timber prod-periods before the enactment of the credit pro-
credit is figured separately on Form 8844 and ucts. These expenses must qualify for amorti-vision. See the Instructions for Form 3800 for
is not carried to Form 3800. zation. You can take the investment credit formore information on these limits.

The following discussion of carrybacks and reforestation expenses whether you choose toFirst, carry the unused portion to the earli-
carryovers does not apply to the empower- amortize them or add them to the basis of yourest of your last 3 years. Then, if you cannot use
ment zone employment credit. For more infor- property. For more information about these ex-it all in that year, carry the remaining unused
mation, see the instructions for Form 8844. penses, see Amortization in Chapter 8.portion to the second earliest year and so on.

Any unused credit that you could not take in Example.  Gerald elected to amortize qual-
these 3 earlier years can be carried forward in ified reforestation expenses of $9,000 he in-
the same way to the next 15 tax years until it is curred during 1994. He may take a reforesta-Carrybacks and used up. tion credit of $900 (10% of $9,000) for 1994.

Credits must be used in the order in whichCarryovers 
they are earned. Rehabilitation credit.  The rehabilitation

credit applies to expenses you incur for reha-1) First, for any tax year, use your credit car-
bilitation and reconstruction of certain build-ryover (earliest year first).Note:  The following discussion does not ings. Rehabilitation includes renovation, resto-

apply to the empowerment zone employment 2) Next, use the current year’s credit. ration, or reconstruction. It does not include
credit. See Claiming the empowerment zone 3) Finally, use your credit carrybacks ( earli- enlargement or new construction. The per-
employment  c red i t,  ear l ie r ,  fo r  more est year first). centage of expenses you can take as a credit
information. is 10% for buildings placed in service before

There is a limit on how much general busi- Unused carryover.  If you have any un- 1936 and 20% for certified historic structures.
ness credit you can take in any one tax year. If used credit carryover in the year following the See Form 3468 for more information.
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Energy credit.  The 10% energy credit applies if the lease is treated as a sale for income tax Use Form 4255 to figure the recapture
to certain expenses for solar or geothermal en- amount. The credit recapture is figured by mul-purposes, it is a disposition. A disposition also
ergy property you placed in service during your tiplying the recapture percentage, from the ta-occurs if property ceases to be investment
tax year. See Form 3468 for more information. bles on Form 4255, by the original investmentcredit property in the hands of the lessor, the

credit taken. The result of this computation islessee, or any sublessee.
the amount of the recapture. See Form 4255Basis adjustment.  You must generally re-
for more information.duce the depreciable basis of assets on which Decrease in basis.  If the basis of investment

If the refigured credit is less than the credityou take an investment credit. The reduction is credit property decreases, the decrease is
you originally took, you must add the differ-100% of the rehabilitation credit and 50% of considered to be a disposition. This occurs, for
ence to your tax.the reforestation and energy credits. See Form

example, if you buy property and later receive
3468 for more information.

a refund of part of the original purchase price. Net operating loss carrybacks.  If you have a
You must then refigure the credit as if theHow to take the investment credit.  Use net operating loss carryback from the recap-
amount of the decrease in basis was neverForm 3468 to figure your credit. You may also ture year or a later year that reduces your tax
part of the original basis. If your refiguredneed to file Form 3800. See Claiming the for the recapture year or an earlier year, you
credit is less than the credit you originally took,Credit, earlier. may have to refigure your recapture. See sec-
you must add the difference to your tax. t ion  1 .47–1(b) (3 )  o f  the  Income Tax

Carrybacks and carryovers.  Even if you Regulations.
Retirement or abandonment.  You disposecannot take an investment credit for 1994, you
of property if you abandon it or otherwise retiremay have unused credits from earlier years

that may reduce your 1994 tax. These unused it from use. Normal retirements are also
credits from earlier years are carried to your dispositions.
current tax year as general business credit 10.carryovers and the rules for the general busi- Transfer by reason of death.  There is no dis-
ness credit, discussed earlier, apply. position of investment credit property if the Gains and Lossesproperty is transferred because the owner-tax-

payer died.

Recapture of
Gifts.  You are considered to have disposed ofInvestment Credit property that you transferred by gift. Introduction

At the end of each tax year, you must deter-
mine whether you disposed of or stopped us- Transfers between spouses.  If you transfer
ing in your business (either partially or entirely) investment credit property to your spouse, or Everything you own is, for income tax pur-
any property for which you claimed an invest- you transfer the property to your former poses, either a capital asset or a noncapital
ment credit in a prior year. If you dispose of spouse incident to a divorce, you generally are asset. The capital gain and loss rules are of
property before the end of the recapture pe- not considered to have disposed of the prop- special interest to farmers. Under these rules,
riod, you must recapture a percentage of the erty. This also applies if the transfer is made in gains and losses from sales or other disposi-
credit by adding it to your tax. See Recapture trust for the benefit of the spouse or former tions of noncapital assets used in the farming
Rule, later, for a discussion of recapture pe- spouse. However, if the spouse or former business and held more than 1 year, or longer
riod. spouse later transfers the property, the spouse in the case of livestock held for certain pur-

Use Form 4255 to figure the recapture tax or former spouse will receive the same tax poses, as explained later in this chapter, are
or attach a detailed statement to your return for treatment that would have applied to you if you often treated as sales of capital assets.
the year you dispose of the asset showing the had made the transfer. Because of the tax treatment of gain or
computation of the recapture tax and the de- loss, it is important for you to classify your
crease in any investment credit carryover. gains and losses as either capital or ordinaryCasualty or theft loss.  You are considered to

gains or losses. You must also classify thehave disposed of property that was destroyedDispositions capital gains and losses as either short-term orby casualty or lost by theft.
An outright sale of property is the clearest ex- long-term gains or losses. These distinctions
ample of a disposition. Another type of disposi- are essential in order to arrive at your net capi-Change in form of doing business.  A dispo-
tion occurs when you exchange or trade worn- tal gain or loss and to separate such itemssition does not occur because of a change in
out or obsolete business assets for new ones. from income that belongs on Schedule F

the form of doing business if certain conditions
If the property ceases to be qualifying prop- (Form 1040).

are met. For more information, see sectionerty, it is considered to be disposed of for in- To figure your gains and losses, you must
1.47–3(f) of the Income Tax Regulations.vestment credit recapture purposes. For ex- know the meaning of the terms ‘‘basis,’’ ‘‘ad-

ample, the conversion of business property to justed basis,’’ and ‘‘fair market value.’’ These
personal use is considered a disposal for in- terms are discussed in Chapter 7.Recapture Rule 
vestment credit recapture purposes. If you dispose of investment credit property

Certain transactions result in dispositions Topicsbefore the end of the recapture period (defined
for investment credit recapture purposes. The This chapter discusses:in the next paragraph), you must recapture, asfollowing illustrate those that are and those

an additional tax, part of the original credit you • Capital and noncapital assetsthat are not dispositions.
claimed. You may also have to recapture part • Nontaxable exchanges
or all of the credit if you change the use of in-Mortgaging and foreclosure.  There is no • Commodity forward contracts, futuresvestment credit property to one that would notdisposition if title to property is transferred as contracts, and options on futureshave originally qualified for the credit.security for a loan. However, a disposition

• LivestockThe amount of credit you must recapturedoes occur if there is a transfer of property by
depends on when during the recapture period • Converted wetland and erodible croplandforeclosure.
you dispose of, or change the use of, the prop-

• Timber
erty. The recapture period is the length ofLeased property.  The leasing of investment

• Coal and iron oretime the property must be used to get the fullcredit property by the lessor who took the
investment credit.credit is generally not a disposition. However, • Sale of a farm
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• Foreclosures, repossessions, and subtract your adjusted basis in the property However, taking delivery or possession of
abandonments from any insurance or other reimbursements. real property under an option agreement is not

To figure your personal casualty (or theft) loss, enough to start the holding period. The holding
reduce each loss by any reimbursements and period of the seller cannot end before the dateUseful Items
by $100. If your personal casualty gains for the the option is exercised.You may want to see:
tax year exceed your personal casualty
losses, all your personal casualty gains andPublication How to determine gain or loss on sale. 
losses are treated as sales or exchanges of Whether short term or long term, the amount of❏ 504 Divorced or Separated Individuals
capital assets. However, if your losses for the a capital gain or loss from a sale is the differ-

❏ 523 Selling Your Home tax year exceed your gains, the excess is de- ence between the amount realized and the ad-
ductible on Schedule A (Form 1040) to the ex-❏ 544 Sales and Other Dispositions justed basis of the property plus selling ex-
tent it exceeds 10% of your adjusted gross in-of Assets penses. Your gains and losses are figured on
come. Use Section A of Form 4684 to report all Schedule D (Form 1040)(illustrated in Chapter❏ 547 Nonbusiness Disasters,
personal casualty gains and losses. For more 20).Casualties, and Thefts
information, see Figuring the Deduction and

❏ 550 Investment Income and Expenses Form 4684 in Publication 547. Net capital gain or loss.  The totals for short-
❏ 551 Basis of Assets term capital gains and losses and the totals for

Short term or long term.  A sale or exchange long-term capital gains and losses must be fig-
of a capital asset usually will result in either aForm (and Instructions) ured separately.
short-term or a long-term capital gain or loss,❏ Sch D (Form 1040) Capital Gains You add your long-term capital gains and
depending on the period of time the property isand Losses losses separately and subtract one total from
held.

the other to get your net long-term capital gain❏ Sch F (Form 1040) Profit or Loss From If held 1 year or less, the gain or loss result- or loss. Then add your short-term capital gainsFarming ing from the sale or exchange is short term. and losses separately and subtract one total
❏ 1099–A Acquisition or Abandonment of If held more than 1 year, the gain or loss re- from the other to get your net short-term capi-

Secured Property sulting from the sale or exchange is long term. tal gain or loss.
Inherited property.  If you inherit property,❏ 1099–C Cancellation of Debt Treatment of capital losses.  If your capi-

your gain or loss on any later disposition of tal losses are more than your capital gains,❏ 4684 Casualties and Thefts the property is treated as a long-term capital you must deduct the excess even if you do not
❏ 4797 Sales of Business Property gain or loss. You are considered to have held have ordinary income to offset it. The yearly

the property for more than 1 year even if you❏ 8824 Like-Kind Exchanges limit on the amount of the capital loss you can
dispose of it within 1 year after the decedent’s deduct is $3,000 ($1,500 if you are married
death. and file a separate return).

Bad debt.  A nonbusiness bad debt is al-
ways treated as a short-term capital loss. See

Maximum tax rate on capital gains.  TheCapital Assets the example on the filled-in Schedule D (Form
31%, 36%, and 39.6% income tax rates for in-1040) in Chapter 20.For income tax purposes, all property you own dividuals do not apply to net capital gains. The

and use for personal purposes or investment is maximum tax rate on a net capital gain (theHolding period.  To figure if you held propertya capital asset. An intangible property right smaller of line 17 or 18 of Schedule D (Formmore than 1 year, you begin counting on themay also be a capital asset. 1040)) is 28%. Net capital gain is the excess ofday after the day you acquire the property.Some examples of capital assets net long-term capital gain for the year over theThis same date of each following month is theinclude: net short-term capital loss for the year. beginning of a new month regardless of theA home. One that is owned and occupied However, if you elect to include any part ofnumber of days in the preceding month. Count
by you and your family. a net capital gain from a disposition of invest-the day you disposed of the property as part of

ment property in investment income for figur-Household furnishings. Items used by your holding period.
ing your investment interest deduction, youyou and your family. Example.  If you bought an asset on June must reduce the net capital gain eligible for theAn automobile. This is one that you use 18, 1994, you should start counting on June 28% rate by the same amount. You make thisfor pleasure. If your automobile is used 19, 1994. If you sell the asset on June 18, election on Form 4952, line 4e. For informationboth for pleasure and for farm busi- 1995, your holding period is not more than 1 on making this election, see the instructions toness, it is partly a capital asset and year, but if you sell it on June 19, 1995, your Form 4952. For information on the investmentpartly a noncapital asset, defined later. holding period is more than 1 year. interest deduction, see Chapter 3 in Publica-

Nontaxable exchanges.  If you acquire anStocks and bonds. Securities held by in- tion 550.
asset in exchange for another asset and yourdividuals for investment. Losses on Figuring tax on net capital gains.  If you
basis for the new asset is determined, in wholecertain small business stock, however, file Schedule D and both lines 17 and 18 of
or in part, by your basis in the old property, themay be treated as losses on property Schedule D are gains, or if you reported capital
holding period of the new property includes thethat is not a capital asset. For more in- gain distributions on line 13, Form 1040, you
holding period of the old property. That is, itformation on this subject, see Losses may need to use the Capital Gain Tax Work-
begins on the same day as your holding periodon Small Business Investment Com- sheet, provided in the instructions for line 38 of
for the old property.pany Stock in Chapter 4, Publication Form 1040, to figure your tax. See the Form

Gifts.  If you receive a gift of property, and550. 1040 instructions for more information.
your basis is figured using the donor’s basis,
the first day of your holding period is the samePersonal use property.  Property held for
as the one the donor used to figure the holdingpersonal use is a capital asset. Gain from a
period.sale or exchange of that property is a capital Noncapital Assets 

Real property.  To figure how long yougain. Loss from the sale or exchange of that
Noncapital assets include properties such asheld real property, start counting on the day af-property is not deductible. You can deduct a
inventory and depreciable property used in ater you received title to it, or, if earlier, on theloss relating to personal use property only if it
trade or business. A list of properties that areday after you took delivery or possession andresults from a casualty or theft.
not capital assets is provided in the Scheduleassumed all of the burdens and privileges ofPersonal casualty gains and losses.  To

ownership. D Instructions.figure your personal casualty (or theft) gain,
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Property held for sale in the ordinary other sex. An exchange of the assets of a busi- bonds, or other securities. Therefore, they are
course of your farm business.  Property you generally taxable.ness for the assets of a similar business can-
hold mainly for sale to customers such as live- not be treated as an exchange of one property
stock, poultry, livestock products, and crops, for another property. Whether you engaged in Receipt of title from third party.  If you re-
are noncapital assets. Gain or loss from sales a like-kind exchange depends on an analysis ceived property in a like-kind exchange and
or other dispositions of this property is re- of each asset involved in the exchange. See the other party who transfers the property to
ported on Schedule F (not on Schedule D or Personal property, next. you does not give you the title but a third party
Form 4797). does, you may still treat this transaction as aPersonal property.  Depreciable tangible

l i ke -k ind  exchange ,  i f  i t  mee ts  thepersonal property may be either ‘‘like kind’’ or
Land and depreciable properties.  Noncapi- requirements.‘‘like class’’ to qualify for nonrecognition treat-
tal assets include land and depreciable For example, you enter into a contract withment. Like-class properties are depreciable
properties you use in farming. However, as ex- Jim Smith to transfer property that you use intangible personal properties within the same
plained in Chapter 11 under Section 1231 your business in exchange for property of aGeneral Asset Class or Product Class.
Property, your gains and losses from sales like kind. Jim goes to a third party to buy like-General Asset Classes describe the
and exchanges of your farmland and deprecia- kind property within the 45–day time limit. Jimtypes of property frequently used in many busi-
ble properties must be considered together transfers the like-kind property to you and di-nesses. Product Classes include property
with certain other transactions to determine rects the third party to give you the title. Thislisted in a 4-digit product class in Division D of
whether the gains and losses are treated as transaction qualifies as a like-kind exchangethe Standard Industrial Classification codes of
capital or ordinary gains and losses. for you.the Executive Office of the President, Office of

Management and Budget, Standard Industrial
Like-kind exchanges between related par-Classification Manual (SIC Manual). For more
ties.  Special rules apply to like-kind ex-information, see Chapter 1 in Publication 544.Nontaxable Exchanges 
changes made between related parties. TheseExample.  Gerald Maroon transfers a

Certain exchanges are nontaxable. This rules affect both direct and indirect exchanges.greenhouse to Lloyd Moore for grain bins.
means that any gain from the exchange is not Under these rules, if either party disposes ofNeither of the farmers are related to each
taxed, and any loss cannot be deducted. In the property within 2 years after the exchange,other. Since both the greenhouse and the
other words, even though you may realize a then the exchange is disqualified from nonrec-grain bins are in the same asset class (01.1)
gain or loss on the exchange, it will not be rec- ognition treatment. The gain or loss on thethe exchange is considered a like-kind nontax-
ognized until you sell or otherwise dispose of original exchange must be recognized as ofable exchange.
the property you receive. the date of that later disposition. The 2–year

holding period begins on the date of the lastPartially nontaxable exchange.  If you trade
transfer of property which was part of the like-Like-Kind Exchanges your property for like-kind property and also re-
kind exchange.ceive money or unlike property in the ex-The exchange of property for the same kind of Related parties.  Under these rules, a re-change, gain on the exchange is taxable to theproperty is the most common type of nontax- lated party generally includes: a member ofextent of the money and the fair market valueable exchange. To be nontaxable, a like-kind your family (spouse, brother, sister, parent,of the unlike property received. A loss is notexchange must: child, etc.), a corporation in which you havedeductible.

1) Involve qualifying property, and more than 50% ownership, a partnership in
Example 1.  You trade farmland that cost which you directly or indirectly own more than2) Involve like property. you $3,000 for $1,000 cash and other land to 50% interest of the capital or profits, and two

be used in farming with a fair market value of partnerships in which you directly or indirectlyThese two requirements are discussed $5,000. You have a gain of $3,000, but only own more than 50% of the capital interests orlater. If the like-kind exchange includes the re- $1,000, the cash received, is taxable. If, in- profits interests.ceipt of money or unlike property, you may stead of money, you received a tractor with a For the list of related parties, see Nonde-have a taxable gain. (See Partially nontaxable fair market value of $1,000, your taxable gain ductible Loss, under Sales and Exchangesexchange, later.) is still limited to $1,000, the value of the tractor. Between Related Parties in Chapter 2 of Publi-Additional requirements apply to ex-
cation 544.Example 2.  Assume in Example 1 that thechanges in which the property received is not

fair market value of the land you received was Exceptions to the related party rules.received immediately upon the transfer of the
only $1,500. Your $500 loss is not deductible. The following kinds of property dispositionsproperty given up. See Deferred exchanges,

are excluded from these rules:Money paid or unlike property given up.later.
If you trade property for like-kind property and 1) Dispositions due to the death of either re-
also pay money in the exchange, you have no lated person,Qualifying property.  You must hold the prop-
taxable gain or deductible loss. The money iserty you exchange for productive use in a trade 2) Involuntary conversions, oradditional investment in the property acquired.or business, such as a farming business, or for

If you trade property for like-kind property 3) Exchanges or dispositions if it is estab-investment. The exchange must be for prop-
and also give up unlike property in the ex- lished to the satisfaction of the IRS thaterty to be held for the same purpose. For ex-
change, you have a taxable gain or deductible their main purpose is not the avoidance ofample, a farm truck traded for another farm
loss only on the unlike property you give up. federal income tax.truck qualifies under this provision, but a farm
This gain or loss is the difference between thetruck traded for a family car that is not used in
fair market value and the adjusted basis of the Transfers between spouses.  No gain or lossthe farm business does not qualify.
unlike property. is recognized (included in income) on a trans-The basis of property acquired in an ex-

fer of property from an individual to (or in trustchange is explained under Other Basis in
Property held primarily for sale.  The non- for the benefit of) a spouse, or a former spouseChapter 7.
taxable exchange rules do not apply to ex- if incident to divorce. This rule does not apply if
changes of property held primarily for sale. Ex- the transferee spouse is a nonresident alien.Like property.  There must be an exchange of
changes of this property, such as crops or Nor does this rule apply to a transfer in trust tolike property. A trade of a truck for a tractor is
produce, result in taxable gains or losses. the extent the adjusted basis of the property isan exchange of like-kind property, and so is a

less than the amount of the liabilities assumedtrade of timberland for crop acreage. A trade of
and the liabilities on the property.Exchanges of stocks, bonds, or other se-a tractor for acreage, however, is not an ex-

curities.  The rules for like-kind exchanges For more information, see Property Settle-change of like-kind property. Neither is the
generally do not apply to exchanges of stocks, ments in Publication 504.trade of livestock of one sex for livestock of the
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Exchanges of multiple properties.  Under into the transaction. It may be helpful to have
the like-kind exchange rules, you must gener- separate brokerage accounts for your hedgingHedging
ally make a property-by-property comparison and speculation transactions.
to figure your recognized gain and the basis of (Commodity Futures) The identification must not only be on, and
the property you receive in the exchange. retained as part of, your books and records butA commodity futures contract is a standard-However, for exchanges of multiple properties, must specify both the hedging transaction andized, exchange-traded contract for the sale oryou do not make a property-by-property com- the item, items, or aggregate risk that is beingpurchase of a fixed amount of a commodity atparison if you: hedged. The identification of the hedged item,a future date for a fixed price. The holder of an

items, or risk must be made no more than 351) Transfer and receive properties in two or option on a futures contract has the right (but
days after entering into the hedging transac-more exchange groups, or not the obligation) for a specified period of time
tion. These rules apply to hedging transactionsto enter into a futures contract to buy or sell at2) Transfer or receive more than one prop- entered into after 1993, or hedging transac-a particular price. A forward contract is gener-erty within a single exchange group. tions entered into before 1994 and remainingally similar to a futures contract except that the
in existence on March 31, 1994. For excep-terms are not standardized and the contract isFor more information, see Multiple Prop- tions, see Regulation section 1.1221-2(g).not exchange traded.erty Exchanges in Chapter 1 of Publication For more information on the tax treatmentBusinesses may enter into commodity fu-544. of futures and options contracts, see Com-tures contracts or forward contracts and may
modity Futures and Section 1256 Contractsacquire options on commodity futures con-Deferred exchanges.  A deferred exchange is Marked to Market in Publication 550.tracts as either:one in which you transfer property you use in

business or hold for investment and, at a later 1) Transactions that are entered in the nor-
time, you receive like-kind property you will mal course of business primarily to re-
use in business or hold for investment. The duce the risk of interest rate or price Livestock 
property you receive is replacement prop- changes or currency fluctuations with re-

The sale of livestock held primarily for sale toerty. The transaction must be an exchange spect to borrowings, ordinary property, or
customers is reported on Schedule F as ordi-(that is, property for property) rather than a ordinary obligations (hedging transac-
nary income. However, the sale of livestocktransfer of property for money that is used to tions). (Ordinary property or obligations
used in your trade or business may qualify aspurchase replacement property. are those that cannot produce capital gain
section 1231 property (discussed in ChapterFor more information, see Deferred Ex- or loss under any circumstances.)
11) and result in a capital gain or loss.changes in Chapter 1 of Publication 544. OR

Identification requirement.  The property
2) Transactions that are not hedging Holding period.  To qualify as section 1231must meet the identification requirement. The

transactions. property, livestock used in your trade or busi-property to be received must be identified on
ness, other than for draft, breeding, dairy, oror before the day that is 45 days after the date

Futures transactions that are not hedging sporting purposes, must be held for 12 monthsyou transfer the property given up in the ex-
transactions generally result in capital gain or or more (24 months or more for horses andchange. The identification requirement may be
loss. There is a limit on the amount of capital cattle).met by designating the property to be received
losses you can deduct each year.in the contract between the parties. The identi-

If you, as a farmer-producer, to protectfication requirement will also be met if the con- Livestock.  For purposes of section 1231, live-
yourself from the risk of unfavorable price fluc-tract specifies a limited number of properties stock includes cattle, hogs, horses, mules,
tuations, trade in commodity forward con-that may be transferred and the particular donkeys, sheep, goats, fur-bearing animals
tracts, futures contracts, or options on futuresproperty to be transferred will be determined (such as mink), and other mammals (see
contracts and the contracts are within yourby contingencies beyond the control of both Chapter 11). Livestock does not include chick-
range of production, the transactions are gen-parties. ens, turkeys, pigeons, geese, emus, ostriches,
erally considered hedging transactions. TheyCompleted transaction requirement. rheas, or other birds, fish, frogs, reptiles, etc.
can take place at any time you have the com-The exchange must meet the completed trans- For purposes of section 1245, livestock in-
modity under production, have it on hand foraction requirement. The property must be re- cludes horses, cattle, hogs, sheep, goats,
sale, or reasonably expect to have it on hand.ceived on or before the earlier of: mink, and other fur-bearing animals (see De-

The gain or loss on the termination of these preciation Recapture on Personal Property in• The 180th day after the date on which you hedges is generally ordinary gain or loss. Chapter 11).transfer the property given up in the ex- Thus, any profit or loss on the hedge is entered Livestock used in trade or business.  Ifchange, or on line 10 of Schedule F. livestock is held primarily for draft, breeding,
• The due date, including extensions, for your Moreover, the gain or loss on transactions dairy, or sporting purposes, it is used in your

tax return for the tax year in which the trans- that hedge the purchase of a noninventory trade or business. The purpose for which an
fer of the property given up occurs. supply may be ordinary. If a business sells animal is held ordinarily is determined by a

only a negligible amount of a noninventory farmer’s actual use of the animal. An animal is
supply, a transaction to hedge the purchase ofReporting the exchange.  Report the ex- not held for draft, breeding, dairy, or sporting
that supply is treated as a hedging transactionchange of like-kind property on Form 8824. purposes merely because it is suitable for that
if it occurred after July 17, 1994. Ordinary gainThe instructions for the form explain how to re- purpose, or because it is held for sale to other
or loss treatment is also available for certainport the details of the exchange. Report the ex- persons for use by them for that purpose.
hedges of the purchase of noninventory sup-change even though no gain or loss is

Example 1.  You discover an animal thatplies that occurred in a taxable year that endedrecognized.
you intend to use for breeding purposes isbefore July 18, 1994, and that, as of Septem-If you have any taxable gain because you
sterile. You dispose of it within a reasonableber 1, 1994, were still open for assessment ofreceived money or unlike property, report it on
time. This animal was held for breedingtax. See Regulation section 1.1221-2(g)(3) forSchedule D (Form 1040) or Form 4797, which-
purposes.details.ever applies. You may also have to report ordi-

Example 2.  You retire and sell your entireIf you have numerous transactions in thenary income because of depreciation on Form
herd, including young animals that you wouldcommodity futures market during the year, the4797. See Chapter 11 for more information.
have used for breeding or dairy purposes hadburden of proof is on you to show which trans-For more information on like-kind ex-
you remained in business. These young ani-actions are hedging transactions. Clearly iden-changes, see Like-Kind Exchanges under
mals were held for breeding or dairy purposes.tify a hedging transaction on your books andNontaxable Exchanges in Chapter 1 of Publi-

records before the end of the day you entered Also, if you sell young animals to reduce yourcation 544.
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breeding or dairy herd because of, for exam- Gross sales price . . . . . . . . . . . . . . . . . $1,250 have no cost or other basis for that timber.
Cost (basis) . . . . . . . . . . . . . . . . . . . . . . $1,300 These sales constitute a very minor part ofple, drought, these animals are treated as hav-
Less: Depreciation deduction . . . . . 759 their farm businesses. In these cases,ing been held for breeding or dairy purposes.

amounts realized from such sales, and the ex-Unrecovered cost Example 3.  You are in the business of
penses incurred in cutting, hauling, etc., may(adjusted basis) . . . . . . . . . . . . . . . . $ 541raising hogs for slaughter. Customarily, before
be entered as ordinary farm income and ex-Expense of sale . . . . . . . . . . . . . . . . . . 125 666selling your sows, you obtain a single litter of
penses on Schedule F (Form 1040).Gain realized $ 584pigs that you will raise for sale. You sell the

brood sows after obtaining the litter. Even
Timber considered cut.  Timber is consid-

though you hold these brood sows for ultimate ered cut on the date when in the ordinary
sale to customers in the ordinary course of course of business the quantity of felled timber
your business, they are considered to be held is first definitely determined. This is trueConverted Wetland andfor breeding purposes. whether the timber is cut under contract orHighly ErodibleExample 4.  You are in the business of whether you cut it yourself.
raising registered cattle for sale to others for Cropland 
use as breeding cattle. It is the business prac- Christmas trees.  Evergreen trees, such as

Any gain realized on the disposition of con- Christmas trees, that are more than 6 yearstice to breed the cattle before sale to establish
verted wetland or highly erodible cropland is old when severed from their roots and sold fortheir fitness as registered breeding cattle. Your
treated as ordinary income. Any loss on the ornamental purposes, are included in the termuse of the young cattle for breeding purposes
disposition of such property is treated as a ‘‘timber.’’ They qualify for both rules, dis-is ordinary and necessary for selling them as
long-term capital loss. This rule is effective for cussed next.registered breeding cattle. Such use does not
dispositions of land converted to farming usedemonstrate that you are holding the cattle for
after March 1, 1986. Timber cutting treated as a sale or ex-breeding purposes. However, those cattle held

change.  Under the general rule, the cutting ofby you as additions or replacements to your
Converted wetland.  This is generally land timber results in no gain or loss. It is not until aown breeding herd to produce calves that you
that must have been drained or filled to make sale or exchange occurs that gain or loss is re-add to your herd are considered to be held for
the production of agricultural commodities alized. But if you owned or had a contractualbreeding purposes even though they may not
possible. It includes land held by the person right to cut timber, you may choose to treat theactually have produced calves. The same ap-
who originally converted the wetland or by any cutting of timber as a sale or exchange in theplies to hog and sheep breeders.
other person who used the land at any time af- year it is cut. Even though the cut timber is not

Example 5.  You are in the business of ter conversion for farming purposes. actually sold or exchanged, you report your
breeding and raising mink that you pelt for the gain or loss on the cutting for the year the tim-
fur trade. You take breeders from the herd Highly erodible cropland.  This is cropland ber is cut. Any later sale results in ordinary in-
when they are no longer useful as breeders that is subject to erosion that you used at any come or loss.
and pelt them. Although these breeders are time for farming purposes other than for the Qualifying for treatment under this rule.
processed and pelted, they are still considered grazing of animals. Generally, highly erodible For your timber to qualify for this treatment,
to be held for breeding purposes. The same cropland is land that is currently classified by you must:
applies to breeders of other fur-bearing the Department of Agriculture as Class IV, VI, 1) Own, or hold a contractual right to cut, theanimals. VII, or VIII under its classification system. timber for a period of more than 1 year

Highly erodible cropland also includes landExample 6.  You breed, raise, and train before it is cut,
that would have an excessive average annualhorses for racing purposes. Every year you

2) Cut the timber for sale or use it in yourerosion rate in relation to the soil loss toler-cull some horses from your racing stable. In
trade or business, andance level, as determined by the Department1994, you decided that to prevent your racing

of Agriculture.stable from getting too large to be effectively 3) Elect to treat the cutting of timber as a
sale or exchange of property used in aoperated, you must cull six horses from it. All

Successors.  Converted wetland or highly trade or business (regardless of whethersix of these horses had been raced at public
erodible cropland is also land held by any per- the timber is includible in inventory or heldtracks in 1993. These horses are all consid-
son whose basis in the land is figured by refer- primarily for sale to customers).ered held for sporting purposes.
ence to the adjusted basis of a person in
whose hands the property was converted wet- Election.  You make your election on yourFiguring gain or loss on the cash method.
land or highly erodible cropland. return for the year the cutting takes place by in-Farmers or ranchers who file their income tax

cluding in income the gain or loss on the cut-returns on the cash method figure their gain or
ting, and including a computation of your gainloss on the sale of livestock qualifying as sec-
or loss. You do not have to make the electiontion 1231 property as follows. Timber in the first year you cut the timber. You mayRaised livestock.  The gross sales price

Standing timber you held as investment prop- choose to make it in any year to which thereduced by any expenses of the sale is gain.
erty is a capital asset. Gain or loss from its sale election would apply. If the timber is partner-Expenses of sale include sales commissions,
is capital gain or loss reported on Schedule D ship property, the election is made on the part-freight or hauling from farm to commission
(Form 1040). nership return. This election cannot be madecompany, and other similar expenses. The ba-

If you held the timber primarily for sale to on an amended return.sis of the animal sold is zero if the costs of rais-
customers, it is not a capital asset. Gain or loss Once you have made the election, it re-ing it were deducted during the years the
on its sale is ordinary income or loss. It is re- mains in effect for all later years unless you re-animal was being raised. However, see Uni-
ported in the gross receipts/sales and cost of voke it. You may revoke an election you madeform Capitalization Rules in Chapter 7.
goods sold lines of your return. for a tax year beginning after 1986 only if youPurchased livestock.  The gross sales

Special rules apply if you owned the timber can show undue hardship and obtain the con-price less your adjusted basis and any ex-
more than 1 year and choose to either treat sent of the Internal Revenue Service (IRS). Apenses of sale is the gain or loss.
timber cutting as a sale or exchange, or enter revocation prevents you from again making

Example.  A farmer sold a breeding cow on into a cutting contract discussed below. Deple- this election except with the consent of the
January 6, 1994, for $1,250. Expenses of sale tion on timber is discussed under Depletion in IRS.
were $125. The cow was bought July 2, 1991, Chapter 8. Special revocation.  A special rule for an
for $1,300. Depreciation (not less than the Farmers who cut timber on their land and election you made for a tax year beginning
amount allowable) was $759. sell it as logs, firewood, or pulpwood usually before 1987 allows you to revoke the election
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for any tax year ending after 1986 without the exchange if you held the timber for more than Gain or loss.  Your gain or loss is the differ-
ence between the amount realized from dispo-consent of the IRS. You can revoke the elec- 1 year before its disposal.
sal of the coal or iron ore and the adjusted ba-tion by attaching a statement to your tax return The difference between the amount real-
sis you use to figure cost depletion (increasedfor the year the election is to be effective. If you ized from the disposal of the timber and its ad-
by certain expenditures not allowed as deduc-make this special revocation, which can be justed basis for depletion is treated as gain or
tions for the tax year). This amount is includedmade only once, you can make a new election loss on its sale. Include this amount on Form
on Form 4797 along with your other sectionwithout the consent of IRS. Any further revoca- 4797 along with your other section 1231 gains
1231 gains and losses.tion will require the consent of IRS. and losses to figure whether it is treated as

The expenses of making and administeringThe statement must provide: capital or ordinary gain or loss.
the contract under which the coal or iron oreDate of disposal.  The date of disposal of1) Your name, address, and identification was disposed and the expenses of preservingthe timber is the date the timber is cut. How-number, the economic interest retained under the con-ever, if you receive payment under the con-

2) The year the revocation is effective and tract are not allowed as deductions in figuringtract before the timber is cut, you may choose
the timber to which it applies, taxable income. Rather, their total along withto treat the date of payment as the date of dis-

the adjusted depletion basis is deducted fromposal. You can revoke the election by attach-3) That the revocation is being made of the
the amount received to determine the gain. Ifing a statement to the tax return for the taxelection to treat the cutting of timber as a
the total of these expenses plus the adjustedyear that the election is to be effective.sale or exchange under IRC section
depletion basis is more than the amount re-Owner.  An owner is any person who owns631(a),
ceived, the result is a loss.an economic interest in the timber, including a

4) That the revocation is being made under sublessor and the holder of a contract to cut
section 311(d) of Public Law 99-514, and timber.

5) That you are entitled to make the revoca- Economic interest.  This means you ac- Sale of a Farm 
tion under section 311(d) of Public Law quired an investment interest in standing tim-

The sale of your farm usually will involve the99-514 and temporary regulations section ber and get, by any form of legal relationship,
sale of both nonbusiness property (your resi-301.9100-7T. income from cutting that timber, for a return of
dence) and business property (the land andyour capital investment.
buildings used in the farm operation and per-Gain or loss.  Your gain or loss on the cut-
haps machinery and livestock). If you have ating of standing timber is the difference be- Tree stumps.  Tree stumps are a capital asset
gain from the sale, you may be allowed to post-tween its adjusted basis for depletion and its if they are on land held by an investor who is
pone paying tax on the gain on your residence.fair market value on the first day of your tax not in the timber or stump business, either as a
A loss on the sale of your business property toyear in which it is cut. buyer, seller, or processor. Gain from the sale
an unrelated party is deducted as an ordinaryYour adjusted basis for depletion of cut tim- of stumps sold in one lot by such a holder is
loss. Losses, other than casualty, theft, etc.,ber is based on the number of units (feet board taxed as a capital gain. However, tree stumps
from nonbusiness property are not deductible.measure, log scale, or other units) of timber held by timber operators, after the saleable
If payments for your farm are received in in-cut during the tax year and considered to be standing timber was cut and removed from the
stallments, you may be permitted to pay thesold or exchanged. Your adjusted basis for de- land, are considered byproducts. Gain from
tax on your gain over the period of years thatpletion is also based on the depletion unit of the sale of stumps in lots or tonnage by such
the payments are received. See Chapter 12.timber in the account used for the cut timber, operators is taxed as ordinary income.

When you sell your farm, the gain or lossand should be figured in the same manner as
on each asset is figured separately. The taxshown in section 611 of the Internal Revenue
treatment of gain or loss on the sale of eachCode and Income Tax Regulation 1.611-3.
asset is determined by the classification of theCoal and Iron Ore Example.  In April 1994, you have owned
asset. All of the assets sold must be classified4,000 MBF (1,000 board feet) of standing tim- If you own, for more than 1 year, coal (includ- as:ber for more than 12 months. It has an ad- ing lignite) or iron ore mined in the United
1) Capital asset held 1 year or less,justed basis for depletion of $40 per MBF. You States, and dispose of it under a contract in

are a calendar year taxpayer. On January 1, 2) Capital asset held more than 1 year,which you retain an economic interest in the
1994, the timber had a fair market value of coal or iron ore, gain or loss is generally 3) Property (including real estate) used in$120 per MBF. It was cut in April for sale. On treated in the same manner as for timber sold your business and held 1 year or less (in-your 1994 tax return, you elect to treat the cut- under a cutting contract, explained previously. clude draft, breeding, dairy, and sportingting of the timber as a sale or exchange. You The disposition is treated as a sale of section animals if held less than the holding peri-report the difference between the fair market 1231 property. For this rule, the date the coal ods discussed earlier under Livestock),value and your adjusted basis for depletion as or iron ore is mined is considered the date of its
a gain. This amount is reported on Form 4797 4) Property (including real estate) used indisposal.
along with your other section 1231 gains and your business and held more than 1 yearYou are considered an owner if you own or
losses to figure whether it is treated as long- (include draft, breeding, dairy, and sport-sublet an economic interest in the coal or iron

ing animals) only if held for the holding pe-term capital gain or as ordinary gain. You fig- ore in place. If you own merely an option to
riods discussed earlier, orure your gain as follows: purchase the coal in place, you do not qualify

as an owner. If you are a co-adventurer, part- 5) Property held primarily for sale or which isFMV of timber January 1, 1994 . . . . . . . . . $480,000
ner, or principal in the mining of coal or iron of the kind that would be included in in-Minus: Adjusted basis for depletion . . . . . 160,000
ore, these rules do not apply to the income you ventory if on hand at the close of your tax

Section 1231 gain . . . . . . . . . . . . . . . . . . . . . . $320,000 realize from the mining operation. year.
You have an economic interest if you have

The fair market value would then become a legal interest in minerals in place and you Allocation of consideration paid for a farm.
your basis of the timber cut, and a later sale of have the right to income from the extraction The sale of a farm for a lump sum is consid-
the timber cut, including any byproduct or tree and sale of the mineral, to which you must look ered a sale of each individual asset rather than
tops, would result in ordinary income or loss. for a return of your capital. More than one party a single asset. Except for assets exchanged

may have an economic interest in a mineral under the like-kind exchange rules (discussed
deposit if each qualifies. If you have no legallyCutting contract.  If you own standing timber earlier), both the buyer and seller of a farm
enforceable right to share in the minerals inand dispose of it under a cutting contract must use the residual method to allocate the
place, you do not have an economic interest inwherein you retain an economic interest in the consideration to each business asset trans-
that mineral.timber, you must treat the disposal as a sale or ferred. This method determines gain or loss
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from the transfer of each asset. It also deter- Adjusted basis of the part sold.  This is the rules discussed under Postponing Gain in
mines the buyer’s basis in the business Chapter 13. To use the preceding rule, youthe properly allocated part of your original cost
assets. must choose to treat the involuntary exchangeor other basis of the entire farm, plus or minus

as a voluntary sale or exchange.Residual method.  The residual method necessary adjustments for improvements, de-
provides for the consideration to be reduced Age 55 or older.  If you are 55 or older andpreciation, etc., on the part sold.
first by the amount of cash, demand deposits, sell your residence, you may not have to payExample.  You bought a 600–acre farm for
and similar accounts transferred by the seller. tax on all or part of the gain up to $125,000$700,000. The farm included land and build-
The amount of consideration remaining after ($62,500, if married filing separately) evenings. The purchase contract designated
this reduction must be allocated among the va- though you do not invest in another home.$600,000 of the purchase price to the land.
rious business assets in a specified order. A loss on your personal residence.  YouYou later sold 60 acres of land on which you

The allocation must be made among the cannot deduct a loss on your personal resi-had installed a fence. Your adjusted basis for
following assets in proportion to (but not in ex- dence from a voluntary sale, condemnation, orthe part of your farm sold is $60,000 (60/600 or
cess of) their fair market value on the purchase a sale under threat of condemnation.1/10 of $600,000), plus any unrecovered cost
date in the following order: For more information on selling your home,(cost not depreciated) of the fence on the 60

see Publication 523.acres at the time of sale. Use this amount to1) Certificates of deposit, U.S. government
securities, readily marketable stock or se- determine your gain or loss on the sale of the
curities, and foreign currency, 60 acres.

Assessing values for local property2) All other assets except section 197 in- Foreclosures and
taxes.  If you paid a flat sum for the entire farmtangibles, and
and no other facts are available for properly al- Repossessions 

3) Section 197 intangibles (discussed in locating a part of your original cost or other ba-
If the borrower (buyer) does not make pay-Chapter 8). sis to the part sold, you may use assessed
ments due on a loan secured by property, thevalue for local property taxes for the year of
lender (mortgagee or creditor) may forecloseFor more information about the residual purchase as evidence of value to allocate the
on the mortgage or repossess the property.method and how to report the allocation of the costs to basis.
The foreclosure or repossession is treated assales price on Form 1040, see Chapter 2 in Example.  Assume that in the preceding a sale or exchange from which the borrowerPublication 544.

example there was no breakdown of the may realize gain or loss (discussed next). This
$700,000 purchase price between land and is true even if the property is voluntarily re-Property used in farm operation.  The rules buildings. However, in the year of purchase, turned to the lender.for postponing tax on the gain on a voluntary local taxes on the entire property were based

sale, described later under Your personal resi- on assessed valuations of $420,000 for land Gain or loss on foreclosure or reposses-dence, do not apply to the part of your farm and $140,000 for improvements, or a total of sion.  The borrower’s gain or loss from theused for business. Taxable gains and deducti- $560,000. The assessed valuation of the land foreclosure or repossession described previ-ble losses on this property must be reported on is 3/4 of the total assessed valuation. You may ously is generally figured and reported in theyour return for the year of the sale. If the prop- apply the fraction 3/4 to the $700,000 total same way as gain or loss from sales or ex-erty was held for more than 1 year, it may qual- purchase price to arrive at a basis of $525,000 changes. The gain or loss is the difference be-ify as section 1231 property (see Chapter 11) for the 600 acres of land. The unadjusted basis tween the borrower’s adjusted basis of theand be reported as ordinary income or loss or of the 60 acres you sold would then be transferred property and the amount realized.as capital gain or loss. $52,500 (60/600 or 1/10 of $525,000). If your If the transferred property is a capital asset,
Example.  You sell your farm, including a personal residence is on the farm, you must the owner’s gain or loss is a capital gain or

residence, which you have owned since De- properly adjust the basis to exclude those loss. If the property is not a capital asset, the
cember 1990, and realize gain as follows: costs from your farm asset costs, as discussed gain or loss is an ordinary gain or loss, unless

next. the property can be treated as a capital asset.Farm Resi- Farm 
See Capital Assets and Noncapital Assetswith dence without 

Your personal residence.  Your personal earlier.residence only residence
residence is a capital asset and not property Report taxable gains and deductible losses

Selling price . . . . $182,000 $58,000 $ 124,000 used in the trade or business of farming. If you on nonbusiness property on Schedule D
Cost (or other sell a farm that includes a house you and your (Form 1040). Report any gain from the foreclo-

basis) . . . . . . . . 40,000 10,000 30,000 family occupy, you must determine the part of sure or repossession of your personal resi-
the selling price and the part of the cost orGain $142,000 $48,000 $ 94,000 dence on Form 2119. Report gains and losses
other basis that are allocable to the residence. on business property on Form 4797. See How
Your residence includes the immediate sur-You may not postpone tax on the $94,000 To Use Form 4797 in Chapter 11.
roundings and outbuildings relating to it.gain from the sale of the property used in your Amount realized on a nonrecourse debt.

If you use a part of your residence for busi-farm business, even though you invest all of If the borrower is not personally liable for re-
ness, appropriate adjustment to the basisthe selling price in another farm. All or a part of paying the debt (nonrecourse debt) secured
must be made for depreciation allowed or al-that gain may have to be reported as ordinary by the transferred property, the amount real-
lowable. For more information on basis, seeincome from the recapture of depreciation or ized by the owner includes the full amount of
Allocating the Basis in Chapter 7.soil and water conservation expenses. Treat the debt canceled by the transfer. The full

Gain on sale of residence.  When youthe balance as section 1231 gain. amount of the canceled debt is included even if
have a gain on the sale of your residence, youThe $48,000 gain from the sale of the resi- the property’s fair market value is less than the
must postpone the tax on the gain if, within thedence is a capital gain. This gain is taxable un- canceled debt.
period beginning 2 years before and ending 2less you purchase or build another residence Amount realized on a recourse debt.  If
years after the sale, you buy and occupy an-for at least $58,000 within the required period the borrower is personally liable for the debt
other residence that you purchase at a costof time or can exclude the gain as explained (recourse debt), the amount realized on the
equal to or more than the adjusted sale price oflater under Gain on sale of residence. foreclosure or repossession does not include
your old residence.Partial sale.  If you sell a part of your farm, the amount of the canceled debt that is income

Gain from condemnation.  If you have ayou must report any taxable gain or deductible to the borrower from cancellation of debt. How-
gain from a condemnation or sale under threatloss on that part on your tax return for the year ever, if the fair market value of the transferred
of condemnation, you may use the precedingof the sale. You may not wait until you have property is less than the canceled debt, the
rule regarding time for replacing your old resi-sold enough of the farm to recover its entire amount realized by the borrower includes the
dence to postpone tax on the gain, rather thancost before reporting gain or loss. canceled debt up to the fair market value of the
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property. The borrower is treated as receiving debt related to a business or rental activity as • How to use Form 4797
ordinary income from the canceled debt for business or rental income. Report income
that part of the debt not included in the amount from cancellation of a nonbusiness debt as Useful Items
realized. See Cancellation of debt, later. miscellaneous income on line 21, Form 1040. You may want to see:

However, income from cancellation of debt
is not taxed if the cancellation is intended as aSeller’s (lender’s) gain or loss on repos- Publication
gift, if the debt is qualified farm indebtednesssession.  If you finance a buyer’s purchase of

❏ 534 Depreciation(see Chapter 4) or qualified real property in-property and later acquire an interest in it
❏ 544 Sales and Other Dispositionsdebtedness (see  Chapter 7 of Publicationthrough foreclosure or repossession, you may

of Assets334, Tax Guide for Small Business), or if youhave a gain or loss on the acquisition. For
are insolvent or bankrupt (see Publication 908,more information, see Repossessions in Publi-
Tax Information on Bankruptcy). Form (and Instructions)cation 537.

❏ 4255 Recapture of Investment Credit
Forms 1099–A and 1099–C.  If your aban-Cancellation of debt.  If property that is re-

❏ 4797 Sales of Business Propertydoned property is secured by a loan and thepossessed or foreclosed upon secures a debt
lender knows the property has been aban-for which you are personally liable (recourse
doned, the lender should send you Formdebt), you generally must report, as ordinary
1099–A showing information you need to fig-income, the amount by which the canceled
ure your loss from the abandonment. If yourdebt exceeds the fair market value of the prop- Section 1231 Property  
debt is canceled, the lender should also senderty. This income is separate from any gain or

Real property and depreciable or amortizableyou Form 1099–C showing your ordinary in-loss realized from the foreclosure or reposses-
personal property used in your farming busi-come from the cancellation. For abandon-sion. Report the income from cancellation of a
ness or held for the production of rents or roy-ments of property and debt cancellations oc-business debt on Schedule F, line 10. Report
alties and held more than 1 year is sectioncurring in 1994, these forms should be sent tothe income from cancellation of a nonbusiness
1231 property and subject to section 1231you by January 31, 1995.debt as miscellaneous income on line 21,
treatment. Capital assets held in connectionForm 1040.
with a trade or business or a transaction en-However, income from cancellation of debt
tered into for profit and subjected to an invol-is not taxed if the cancellation is intended as a
untary conversion are also section 1231 prop-gift, if the debt is qualified farm indebtedness
erty if held more than 1 year. Involuntary(see Chapter 4) or qualified real property in- 11. conversions are discussed in Chapter 13.debtedness (see Chapter 7 of Publication 334,

In a disposition of depreciable section 1231Tax Guide for Small Business), or if you are in-
property, you figure any ordinary gain from thesolvent or bankrupt (see Publication 908, Tax Dispositions of
deduction of depreciation first by using theInformation on Bankruptcy.)
rules discussed later under Depreciation Re-Property Used in
capture on Personal Property or DepreciationForms 1099–A and 1099–C.  A lender who
Recapture on Real Property. Any remainingFarmingacquires an interest in your property in a fore-
gain is included in the section 1231 computa-closure or repossession should send you
tion in Part I of Form 4797.Form 1099–A showing information you need

to figure your gain or loss. If debt in excess of
the property’s value is canceled, the lender Sales or Exchanges Introductionshould also send you Form 1099–C showing Sales or exchanges of the following types of
your ordinary income from the cancellation. property may result in gain or loss subject to
For foreclosures or repossessions occurring in section 1231 treatment.
1994, these forms should be sent to you by Certain farm property such as land, structures,

Cattle and horses held for draft, breeding,January 31, 1995. certain cattle, horses, and other livestock, and
dairy, or sporting purposes and held 24equipment used in farming, is section 1231
months or longer from the date you ac-property. This kind of property is also called
quired them.property used in farming. When sold, it is re-Abandonments Livestock (except cattle, horses, andported differently from farm products. In addi-
poultry) held for draft, breeding, dairy,tion, depreciation that you have taken on prop-Loss from abandonment of business or invest-
or sporting purposes and held 12erty used in farming may cause a gain on thement property is deductible as an ordinary
months or longer.disposition of that property to be treated as or-loss, even if the property is a capital asset. The

dinary income. The gain on section 1231 prop-loss is the amount of the property’s adjusted Depreciable personal property used in
erty may first be treated as gain on sectionbasis when abandoned. Report the loss on your business, such as farm machin-
1245 or 1250 property before being treated asForm 4797, Part II, line 11. However, if the ery, trucks, and livestock, except for
gain on section 1231 property. See Deprecia-property is later foreclosed on or repossessed, gain from depreciation as explained
tion Recapture on Personal Property and De-gain or loss is figured as discussed earlier later. This also includes section 197
preciation Recapture on Real Property, later.under  Foreclosures and Repossessions. The intangibles.
These types of gains or losses from propertyabandonment loss is taken in the tax year in

Real estate used in your business, suchused in farming are reported on Form 4797.which the loss is sustained. However, you may
as your farm or ranch (including barnsnot deduct any loss from abandonment of your
and sheds), except for gain from depre-personal residence or other property held for Topics ciation, or from soil and water conser-personal use. This chapter discusses: vation or land clearing expenses, ex-

• Section 1231 property plained later. Cancellation of debt.  If the abandoned prop-
• Depreciation recapture on personalerty secures a debt for which you are person- Unharvested crops on land used in farm-

propertyally liable and the debt is canceled, you will re- ing if the crop and land are sold or ex-
alize ordinary income equal to the amount of changed at the same time and to the• Depreciation recapture on real property
canceled debt. This income is separate from same person and if the land was held

• Recapture on installment salesany loss realized from abandonment of the for more than 1 year. Growing crops
property. Report income from cancellation of a • Section 1252 and Section 1255 property sold with a lease on the land, though
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sold to the same person in a single farm labor, and you generally will have a capi- under the rules for section 1245 depreciation
transaction, are not included. Also not tal gain or loss if you trade a capital asset in a recapture.
included is a sale, exchange, or invol- taxable exchange. If you trade property used
untary conversion of an unharvested in your farm business in a taxable transaction, Section 1245 property.   This includes any
crop with land if the taxpayer retains your gain or loss is a section 1231 gain or loss. property that is or has been subject to an al-
any right or option to reacquire the land lowance for depreciation or amortization and
directly or indirectly (other than a right Treatment of gains and losses.  A gain or that is:
customarily incident to a mortgage or loss on the sale or other disposition of section

1) Personal property (either tangible orother security transaction). 1231 property may be a capital gain or loss or
intangible),an ordinary gain or loss. Net section 1231 gainTimber, or coal or iron ore (discussed  in

for the tax year is the excess of section 1231 2) Other tangible property (except buildingsChapter 10) disposed of under a con-
gains over section 1231 losses. If you have a and their structural components) used as:tract in which you retain an economic
net section 1231 gain, your gains and lossesinterest in the coal or iron ore. a) An integral part of manufacturing, pro-are treated as long-term capital gains or long-

Property held for the production of duction, or extraction or of furnishingterm capital losses, unless you have nonre-
rents or royalties. transportation, communications, elec-captured section 1231 losses. (See next dis-

tricity, gas, water, or sewage disposalcussion.) A net section 1231 loss is the excessYour distributive share of partnership
services,of section 1231 losses over section 1231gains and losses from the sale or ex-

gains. If you have a net section 1231 loss orchange of previously listed property b) A research facility in any of the activities
your section 1231 gains and losses are equal,held more than 1 year, or for the re- in (a) above, or
treat each item as ordinary gain or loss.quired period for certain livestock, ex-

c) A facility in any of the activities in (a) forRecapture of net ordinary losses.  A netcept for gain attributable to deprecia-
the bulk storage of fungiblesection 1231 gain is treated as ordinary in-tion as explained later.
commodities,come to the extent it does not exceed your

nonrecaptured net section 1231 losses takenOther dispositions.  Dispositions that may re- 3) That part of real property (not included in
in prior years. Nonrecaptured losses are thesult in gain or loss subject to section 1231 (2)) having an adjusted basis that was re-
total of your net section 1231 losses for yourtreatment— duced by certain amortization deductions
five most recent preceding tax years that have (including those for certified pollution con-Condemnations. The gain or loss on con- not yet been applied (recaptured) against any trol facilities, child-care facilities, removaldemnations (property condemned for net section 1231 gains in those years. Your of architectural barriers to persons withpublic use) is treated as section 1231 losses are recaptured beginning with the earli- disabilities and the elderly, or reforesta-gain or loss if the property was held for est year subject to recapture. tion expenditures), or a section 179more than 1 year. This includes busi-

Example.  In 1991, you had a net section deduction,ness property and capital assets held in
1231 loss of $2,500. For tax years 1993 andconnection with a trade or business or 4) Single purpose agricultural (livestock) or1994, you had net section 1231 gains oftransaction entered into for profit, such horticultural structures, or$1,800 and $2,000, respectively. In figuringas investment property. Property held
taxable income for 1993, you treated your net 5) Storage facilities (except buildings andfor personal use is not included. See
section 1231 gain of $1,800 as ordinary in- their structural components) used in dis-Condemnation in Chapter 13.
come by recapturing $1,800 of your $2,500 net tributing petroleum or any primary productCasualty and theft gains and losses on section 1231 loss. In 1994, you apply your re- of petroleum.property held for more than 1 year. maining $700 net section 1231 loss ($2,500 −

These include a casualty to or theft of $1,800) against your net section 1231 gain of See Modified Accelerated Cost Recovery Sys-business property, property held for the $2,000. For 1994, you report $700 as ordinary tem (MACRS) in Chapter 8 for a discussion ofproduction of rents and royalties, and income and $1,300 ($2,000 − $700) as long- depreciation under the modified acceleratedinvestment property (such as notes and term capital gain. cost recovery system (MACRS).bonds). Insurance payments or any
Buildings and structural components.other reimbursement must be taken

Section 1245 property does not include build-into account in arriving at the net gain
ings and structural components. The termor loss. However, if your casualty or Depreciation
‘‘building’’ includes a house, barn, warehouse,theft losses exceed your casualty or Recapture on or garage. The term ‘‘structural component’’theft gains, neither the gains nor losses
includes walls, floors, windows, doors, centralare taken into account in the section Personal Property air conditioning systems, light fixtures, etc.1231 computation. The excess net loss

A structure that is essentially machinery oris deductible from ordinary income. A gain on the disposition of section 1245 prop-
equipment is not considered a building orSection 1231 does not apply to per- erty is treated as ordinary income to the extent
structural component. Also, a structure thatsonal casualty gains and losses. of depreciation allowed or allowable.
houses property used as an integral part of an
activity is not considered a building or struc-See Personal casualty gains and losses, Depreciation allowed or allowable.  The
tural component if the structure’s use is sounder Capital Assets in Chapter 10. Also, see greater of the depreciation allowed or allowa-
closely related to the use of the property thatChapter 13. ble is generally the amount to use in figuring
the structure can be expected to be replacedthe part of gain to report as ordinary income. If,
when the property i t  init ial ly houses isin prior years, you have consistently takenIf you trade property for unlike property.
replaced.proper deductions under one method, theProperty you trade for unlike property or for

The fact that the structure is specially de-amount allowed for your prior years will not beservices, will generally result in a taxable
signed to withstand the stress and other de-increased even though a greater amounttransaction. (Like-kind property exchanges are
mands of the property and the fact that thewould have been allowed under anotherdiscussed under Nontaxable Exchanges in
structure cannot be used economically forproper method. If you did not take any deduc-Chapter 10.) To determine gain or loss, the fair
other purposes indicate that it is closely relatedtion at all for depreciation, your adjustments tomarket value of the property or services you
to the use of the property it houses. Thus,basis for depreciation allowable are figured byreceive is the amount received for your prop-
structures such as oil and gas storage tanks,using the straight line method.erty. A taxable transaction will give rise to ordi-
grain storage bins, and silos are not treated asnary gain or loss if you trade an ordinary asset, This treatment applies only when figuring
buildings, but as section 1245 property.such as a load of corn given in exchange for what part of gain is treated as ordinary income
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Storage facility.  This is a facility used e) Section 197 intangibles, For livestock costs incurred prior to 1989,
mainly for the bulk storage of fungible com- the IRS provided two safe-harbor elections.f) Child care facility expenditures made
modities. To be fungible, a commodity must be These safe-harbor elections were not availa-before 1982, and
such that one part may be used in place of an- ble to corporations, partnerships, or tax shel-

g) Franchises, trademarks, and tradeother. Bulk storage means storage of a com- ters that were required to use an accrual
names acquired before August 10,modity in a large mass before it is used. Thus, method of accounting. For information on
1993;if a facility is used to store oranges that have these elections, see Notice 88–24 in the Inter-

been sorted and boxed, it is not used for bulk nal Revenue Cumulative Bulletin 1988–1 on3) The section 179 expense deduction;
storage. page 491 and Notice 88–113 modifying Notice4) Deductions for—

88–24 in Cumulative Bulletin 1988–2 on page
a) The cost of removing barriers to the dis-Treatment of gain.  The amount of gain 448.

abled and the elderly,treated as ordinary income on the sale, ex- For information on the uniform capitaliza-
change, or involuntary conversion of section tion rules, see Chapter 7.b) Tertiary injectant expenses, and
1245 property, including a sale and leaseback

c) Depreciable clean-fuel vehicles and re-transaction, is limited to the lower of: Tax-free exchange or involuntary conver-fueling property; and
sions.  Special rules apply to property re-1) The depreciation and amortization taken

5) The amount of any basis reduction for the ceived as a gift or by transfer at death, and toon the property (the recomputed basis of
investment credit (less the amount of any property received in certain distributions andthe property minus the adjusted basis of
basis increase for any credit recapture) tax-free exchanges. Additional information onthe property), or

these subjects may be found under Deprecia-
2) The gain realized on the disposition (the tion Recapture on Personal Property in Chap-Example.  In February 1992, you pur-

amount realized from the disposition mi- ter 4 of Publication 544.chased and placed in service for 100% use in
nus the adjusted basis of the property). your farming business a light-duty truck (5– Use Part III of Form 4797, to report gain

year property) with an adjusted basis of from the sale, exchange, or involuntary con-
For any other disposition of section 1245 prop- $10,000. You file your return on a calendar version of section 1245 property.
erty, ordinary income is the lower of (1) above year. You use the half-year convention and fig-
or the amount by which its fair market value ex- ure your MACRS deductions for the truck were
ceeds its adjusted basis. See Other Disposi- $2,000 in 1992 and $3,200 in 1993. You did
tions, in Chapter 4 of Publication 544. Depreciation Recapturenot take the section 179 deduction on it. The

MACRS deduction in 1994, the year of sale, is on Real Property Recomputed basis.  The recomputed basis $960 (1/2 of $1,920). You sell the truck in May
of your section 1245 property is the total of its 1994 for $7,000. Your adjusted basis is $3,840 A gain on the disposition of section 1250 prop-adjusted basis plus depreciation and amortiza- ($10,000 minus $6,160). Your recomputed ba- erty is treated as ordinary income to the extenttion adjustments (allowed or allowable) re- sis is $10,000 ($3,840 plus $6,160). The of additional depreciation allowed or allowableflected in the adjusted basis. These include amount you treat as ordinary income is the (discussed later). To determine the additionaldepreciation and amortization adjustments on: lower of the following: depreciation on section 1250 property, see

Property you exchanged for, or converted Additional depreciation, later.1) Recomputed basis ($10,000) minus the
to, your section 1245 property in a like- adjusted basis ($3,840), or $6,160, or
kind exchange or involuntary conver- Section 1250 property.   This includes all real2) Amount realized ($7,000) minus the ad-sion, and property that is subject to an allowance for de-justed basis ($3,840), or $3,160.

preciation and that is not and never has beenYour section 1245 property, allowed or al-
section 1245 property. It includes a leaseholdlowable to a previous owner, if your ba- The lower of these two amounts, $3,160, is the
of land or section 1250 property that is subjectsis is determined with reference to that amount of gain treated as ordinary income.
to an allowance for depreciation. A fee simpleperson’s adjusted basis. Figure this amount in Part III, Form 4797.
interest in land is not section 1250 property be-
cause it is not depreciable.Property received in an exchange or Section 1231 gain.  Any gain realized that is

Generally, the deductions taken underconversion.  If you received property in a like- more than the ordinary income part is a section
ACRS are treated as ordinary income underkind exchange or involuntary conversion, the 1231 gain. As such, it is subject to the rule on
section 1245, except for the following proper-recomputed basis of that property includes a nonrecaptured net section 1231 losses for de-
ties which are treated as section 1250 propertydepreciation or amortization adjustment taken termining whether all or part of the section

on the old property you exchanged or con- if the property was placed in service before1231 gain is treated as long-term capital gain
verted. This adjustment is reduced by any gain 1987:or ordinary income. See Treatment of gains
you recognized on the exchange or conver- and losses under Section 1231 Property, 1) 15–year, 18–year, or 19–year real prop-
sion of the old property. earlier. erty and low-income housing that is resi-

Property received as a gift.  If you receive dential rental property,
property as a gift, the recomputed basis in- Disposition of plants and animals.  If you 2) 15–year, 18–year, or 19–year real prop-cludes any depreciation or amortization ad- made the election not to apply the uniform cap-

erty and low-income housing that is usedjustments of the donor for that property. italization rules, you must treat any plant or
mostly outside the United States,

animal (if the animals were produced in 1987
Depreciation and amortization.  Deprecia- 3) 15–year, 18–year, or 19–year real prop-or 1988) that you produce as section 1245
tion and amortization that must be recaptured erty and low-income housing on which theproperty. Further, you must ‘‘recapture’’ the
as ordinary income include (but are not limited alternate ACRS method of depreciation ispreproductive expenses that you would
to) the following items: taken, andhave capitalized if you had not made the elec-

tion by treating these expenses as ordinary in-1) Ordinary depreciation deductions; 4) Low-income housing property.
come when you determine your gain on selling2) Amortization deductions for–
or disposing of the property. Show these ex-

The ordinary income rules for dispositions ofa) The cost of acquiring a lease, penses as depreciation on line 24, Part III, of
section 1250 property do not apply to an itemForm 4797. To figure the amount of these ex-b) The cost of lessee improvements, of property if:penses, you may use the farm-price method or

c) Pollution control facilities, 1) You figure depreciation for the propertythe unit-livestock-price method discussed in
using the straight line method or any otherd) Reforestation expenses, Chapter 3.
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method that does not result in deprecia- property that qualifies as section 1245 prop- under section 1245 or 1250 is taxable as ordi-
tion in excess of the amount figured by the erty, discussed earlier. nary income in the year of sale. This applies
straight line method, and you have held Depreciation taken by other taxpayers even if no payments are received in that year.
the property more than a year, or on other property.  Additional depreciation If the gain is more than the depreciation recap-

includes all depreciation adjustments to the ture income, report the remainder of the gain2) You realize a loss on the sale, exchange,
basis of section 1250 property whether al- using the rules of the installment method. Foror involuntary conversion of the property,
lowed to you or another person (as for carry- this purpose, add the recapture income to the

3) You chose the alternate ACRS method for over basis property). property’s adjusted basis.
the types of 15–, 18–, or 19–year real Depreciation allowed or allowable.  The If you dispose of more than one asset in a
property covered by the section 1250 greater of depreciation allowed or allowable single transaction, you must separately figure
rules, or (to any person who held the property if the de- the gain on each asset so that it may be prop-

preciation was used in figuring its adjusted ba- erly reported. To do this, allocate the selling4) You dispose of residential rental property
sis in your hands) is generally the amount to price and the payments you receive in the yearor nonresidential real property placed in
use in figuring the part of the gain to be re- of sale to each asset. Any depreciation recap-service after December 31, 1986 (or after
ported as ordinary income. If you can show ture income must be reported in the year ofJuly 31, 1986, if the election to use
that the deduction allowed for any tax year was sale before using the installment method forMACRS was made). These properties are
less than the amount allowable, the smaller any remaining gain.depreciated using the straight line
figure will be the depreciation adjustment for For a detailed discussion of installmentmethod.
figuring additional depreciation. sales, get Publication 537.

Gain treated as ordinary income.  To find
Applicable percentage.  The applicable per-what part of the gain is treated as ordinary in-
centage used to figure the amount taxable ascome, follow these steps: Other Farm Property ordinary income because of additional depre-1) In a sale, exchange, or involuntary con-
ciation depends on whether the real property This section discusses gain on the dispositionversion of the property, figure the excess
you disposed of is nonresidential real property, of farmland for which you were allowed deduc-of the amount realized over the adjusted
residential rental property, or low-income tions for:basis of the property (in any other disposi-
housing. The applicable percentages for thesetion of the property, figure the excess of Soil and water conservation expenditures
types of real property are as follows.fair market value over adjusted basis), or land clearing expenditures (section

Nonresidential real property.  For real 1252 property), and2) Figure the additional depreciation for the property that is not residential rental property,
periods after 1975, and Property for which you were allowed to ex-the applicable percentage for periods after

clude from income certain cost sharing1969 is 100%. For periods before 1970, the3) Multiply the smaller of (1) or (2) by the ap-
payments (section 1255 property).applicable percentage is zero and no ordinaryplicable percentage, discussed later. If

income will result on its disposition because ofany gain is left after following this proce-
Farmland (under section 1252).  If you had aadditional depreciation before 1970.dure, (that is, if (1) is more than (2)) then:
gain on the disposition of farmland that youResidential rental property.  For residen-4) Figure the additional depreciation for peri-
held less than 10 years, on which you were al-tial rental property (80% or more of the grossods after 1969 but before 1976,
lowed deductions for soil and water conserva-income is from dwelling units) other than low-

5) Multiply the smaller of the remaining gain tion expenditures discussed in Chapter 6, orincome housing, the applicable percentage for
((1) less (2)) or (4) by the applicable per- land clearing expenditures (for amounts paidperiods after 1975 is 100%. For residential
centage (discussed later), and or incurred before 1986), you must report arental property, the applicable percentage for

specified part of the gain as ordinary incomeperiods before 1976 is zero. Therefore, no or-6) Add the results from (3) and (5) to arrive
and treat the balance as section 1231 gain.dinary income will result from a disposition ofat the gain that is to be treated as ordinary

Amount to report as ordinary income.residential rental property because of addi-income.
You report as ordinary income the lesser of:tional depreciation before 1976.
(1) the total amount of deductions allowed forLow-income housing.  See Chapter 4 inUse Part III, Form 4797, to figure the ordinary
soil and water conservation and land clearingPublication 544.income part of section 1250 gain.
expenditures multiplied by the applicable per-Additional depreciation.  If you hold section
centage, discussed below, or (2) your gain (theLike-kind exchange or involuntary conver-1250 property longer than 1 year, the addi-
result of subtracting the adjusted basis fromsion.  Even though your disposition may nottional depreciation is the excess of actual de-
the amount realized from a sale, exchange, orotherwise be taxable, you may be subject topreciation adjustments over the depreciation
involuntary conversion, or the fair markettax on a like-kind exchange or an involuntaryfigured using the straight line method. Treat
value for all other dispositions).conversion of your property. For example,any basis reduction for investment credit as

Applicable percentage.  The applicableeven though you postpone paying tax, a lim-part of your actual depreciation adjustment
percentage is based on the length of time youited amount of the gain from additional depre-(see Depreciation and amortization under De-
held the land. If you dispose of your farmlandciation may be taxed. For information on thesepreciation Recapture on Personal Property,
within 5 years after the date you got it, the ap-limits, see Like-Kind Exchanges and Involun-earlier).
plicable percentage is 100%. If you dispose oftary Conversions in Chapter 4 of PublicationFigure straight line depreciation for ACRS
the land within 6 to 9 years after you got it, the544.real property by using its 15–, 18–, or 19–year
applicable percentage is reduced by 20% arecovery period as the property’s useful life.
year for each year you hold the land after theThe straight line method is applied without Additional information.  For more informa-
5th year. If you dispose of the land 10 years orany basis reduction for the investment credit. tion about depreciation recapture on section
more after you got it, the applicable percent-If you hold section 1250 property for 1 year 1250 property, see Chapter 4 of Publication
age is zero (0), and the entire amount of theor less, all of the depreciation is additional 544.
gain is a section 1231 gain.depreciation.

You will have additional depreciation if you Example.  You acquired farmland on Janu-
use the regular ACRS method, the declining ary 19, 1987. On October 3, 1994, you sold theRecapture onbalance method, the sum-of-the-years-digits land at a $30,000 gain. Between January 1
method, the units-of-production method, or and October 3, 1994, you make soil and waterInstallment Sales 
any other method of rapid depreciation. You conservation expenditures of $15,000 that are
also have additional depreciation if you elect If you report the sale of property under the in- fully deductible in 1994. The applicable per-
amortization, other than amortization on real stallment method, any depreciation recapture centage is 40% since you sold the land within

Page 64 Chapter 11 DISPOSITIONS OF PROPERTY USED IN FARMING



the 8th year after you got it. Thus, you treat Table 11-1. Where to Report Items on Form 4797
$6,000 (40% of $15,000) of the $30,000 gain

Held one year Held more thanas ordinary income and the $24,000 balance
Type of property or less one yearas a section 1231 gain.

1 Depreciable trade or business property:
Section 1255 property.   If you receive certain a Sold or exchanged at a gain . . . . . . . . . . . . . . . . . . . . . . Part II Part III (1245, 1250)
cost-sharing payments on property that you b Sold or exchanged at a loss . . . . . . . . . . . . . . . . . . . . . Part II Part I
exclude from income (discussed in Chapter 4) 2 Depreciable residential rental property:
and you have a gain on the disposition of the a Sold or exchanged at a gain . . . . . . . . . . . . . . . . . . . . . . Part II Part III (1250)
property, you may have to report a certain part b Sold or exchanged at a loss . . . . . . . . . . . . . . . . . . . . . . Part II Part I
of the gain as ordinary income and treat the

3 Farmland, held less than 10 years upon which soil,balance as a section 1231 gain. If you elected
water, or land clearing expenses were deducted:not to exclude these payments, you will not
a Sold at a gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Part II Part III (1252)have to recognize ordinary income under this
b Sold at a loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Part II Part Iprovision.

4 Disposition of cost-sharing payment propertyReport as ordinary income.  You report
described in section 126 . . . . . . . . . . . . . . . . . . . . . . . . . . . . Part II Part III (1255)as ordinary income the lesser of: (1) the appli-

cable percentage of the total excluded cost-
5 Cattle and horses used in a trade or business for Held less Held 24 mos.sharing payments, or (2) the gain on the dispo-

draft, breeding, dairy, or sporting purposes: than 24 mos. or moresition of the property. This section does apply
to the extent such gain is recognized as ordi- a Sold at a gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Part II Part III (1245)
nary income under sections 1231 through b Sold at a loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Part II Part I
1254, 1256, and 1257 of the Internal Revenue c Raised livestock sold at a gain . . . . . . . . . . . . . . . . . . . Part II Part I
Code. However, this section applies to gain or

6 Livestock other than cattle and horses used in aa part of a gain regardless of any contrary pro-
trade or business for draft, breeding, dairy, or Held less Held 12 mos.visions (including nonrecognition provisions)
sporting purposes: than 12 mos. or moreunder any other Code section.

Applicable percentage.  The applicable a Sold at a gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Part II Part III (1245)
percentage of the excluded cost-sharing pay- b Sold at a loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Part II Part I
ments to be reported as ordinary income is c Raised livestock sold at a gain . . . . . . . . . . . . . . . . . . . Part II Part I
based on the length of time you hold the prop-
erty after receiving the payments. If the prop-
erty is held less than 10 years, the percentage

The buyer’s ‘‘installment obligation’’ to purchase of your own property, instead of hav-is 100%. After 10 years, the percentage is re-
make future payments to you might be in the ing the buyer get a loan or mortgage, you prob-duced by 10% a year or part of a year until the
form of a contract for deed, deed of trust, note, ably have an installment sale. However, it israte is 0%.
land contract, mortgage, or other evidence of not an installment sale if the buyer borrows the
the buyer’s indebtedness to you. The rules dis- money from a third party and then pays youForm 4797, Part III.  Use Form 4797, Part III to
cussed in this chapter apply regardless of the the total selling price.figure the ordinary income portion of a gain
form of the installment obligation. You generally report your gain on an in-from the sale, exchange, or involuntary con-

stallment sale only as you actually receiveversion of section 1252 property and section
payment. Each payment consists of threeTopics1255 property.
parts:This chapter discusses:
1) Return of your investment (basis) in the• Installment method

property sold,
• Figuring installment incomeHow To Use

2) Gain on the sale, and
• Installment paymentsForm 4797 

3) Interest.
• Installment sale of a farmForm 4797 consists of four related parts (see

the illustrated form in Chapter 20). Table 11-1 You are taxed only on the part of each pay-
Useful Itemsshows examples of items reported on Form ment that represents interest and your profit on
You may want to see:4797 and refers to the part of that form on the sale. In this way, the installment method of

which they first should be reported. reporting income relieves you of paying tax on
Publication income that you have not yet collected. How-

ever, for a sale of depreciable property, you❏ 523 Selling Your Home
must report in the year of sale any depreciation

❏ 537 Installment Sales
recapture income up to the amount of the gain.
Only the gain in excess of the recapture12. Form (and Instructions) amount is taken into account under the install-

❏ 6252 Installment Sale Income ment method.Installment Sales
Sale at a loss.  If your sale results in a loss,
you may not use the installment method. If the
loss is on an installment sale of business as-Installment Method  sets, you can deduct it only in the tax year ofIntroduction sale. You cannot deduct a loss on the sale ofAn installment sale is a sale of property, ex-
property owned for personal use.cept for inventory, where one or more pay-

ments are received after the close of the tax
Some sales are made under arrangements year. However, a cash basis farmer who is not Installment sale form.  Each year, including
that provide for part or all of the selling price to required to maintain inventories can use the in- the year of sale, report your income from an in-
be paid in a later year. These sales are called stallment method to report gain from property stallment sale on Form 6252. Attach this form
‘‘installment sales.’’ held for sale. If you finance the buyer’s to your tax return.
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Disposition of installment obligation.  If you later. You then do not have to report any gain 1) Selling price . . . . . . . . . . . . . . . . . . . . . . . . . . .
sell or discount an installment obligation, you from the payments you receive in later years. 2) Minus the sum of:
usually have a gain or loss to report. The gain If you want to make this choice, do not re- Basis of property sold . . .
or loss is considered to be gain or loss on the port your sale on Form 6252. Instead, report it

Selling expenses . . . . . . .sale of the property for which you received the on Schedule D (Form 1040) or Form 4797,
3) Gross profit (line 1 less line 2) . . . . . . . . .installment obligation. If this takes place during whichever is appropriate.

the year of sale, report your entire gain on your 4) Contract price . . . . . . . . . . . . . . . . . . . . . . . . .When to elect out.  Make the election not
return for that year. You do not have an install- to have the installment method apply by the 5) Gross profit percentage (line 3 divided
ment sale. If it takes place in a later year, you due date, including extensions, for filing your by line 4) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
may have a disposition of an installment obli- tax return for the year the sale takes place.
gation. See Dispositions of Installment Obliga- Once made, the election generally cannot be The following paragraphs discuss the
tions in Publication 537. changed. items on the above worksheet.

Cancellation of installment obligation.
If an installment obligation is canceled or oth-

Selling price.  The selling price is the total
erwise becomes unenforceable, it is treated as Note:  You must continue to report the in- cost of the property to the buyer. It includes
a disposition other than a sale or exchange. terest income on payments you receive for any money and the fair market value of any
Your gain or loss is the difference between subsequent years. property you are to receive. It also includes
your basis in the obligation and its fair market any debt the buyer pays, assumes, or takes
value at the time you cancel it. (A reduction in the property subject to. The debt could be aYou may qualify for an automatic extensionthe selling price changes the gross profit and note, mortgage, or any other liability, such as aof six months from the due date of the return,gross profit percentage.) See Publication 537 lien, accrued interest, or taxes you owe on theexcluding extensions, to make this election.for information on the disposition of installment property. If the buyer pays any of your sellingYou can read the full text of the provision, Rev-obligations. expenses for you, that amount is also includedenue Procedures 92-85 and 93-28, at mostInstallment obligation transferred be- in the selling price. The selling price does notIRS offices and at many public libraries. Seecause of death.  If an installment obligation is include interest, whether stated or unstated.Electing Out in Publication 537 for more infor-transferred as a result of the death of the seller Selling price reduced.  If the selling pricemation on choosing not to use the installment(or other holder of the obligation), the transfer is reduced at a later date, the gross profit onmethod.is not treated as a disposition of the obligation. the sale will also change. You must then
Any unreported gains from the installment obli- refigure the gross profit percentage for the re-
gation are not treated as income to the dece- maining payments. Refigure your gross profit
dent. No income is required to be reported on using the reduced sale price. Then subtract
the decedent’s return due to this transfer. This gain already reported and spread the remain-Figuring
means that whoever receives the obligation as ing gain evenly over the remaining install-
a result of the holder’s death is taxed on the Installment Income  ments. You cannot go back and refigure the
payments as the seller or other holder would gain you reported in earlier years.
have been if the holder lived to receive

Example.  In 1992, you sold land with a ba-Each year that you receive payment, you in-payments.
sis of $40,000 for $100,000 and had a grossclude in income the interest part of the pay-However, if the installment obligation is
profit of $60,000. You received a $20,000ment as well as the part of the payment that iscanceled, becomes unenforceable, or is trans-
downpayment and the buyer’s note foryour gain. You do not include in income theferred to the buyer, it is treated as a disposition $80,000. The note provides for four annualpart of the payment that is the return of yourof the obligation. The estate of the seller must payments of $20,000 each, plus 12% interest,basis in the property.figure gain or loss on the disposition. beginning in 1993. Your gross profit percent-

For information on disposition of install- age is 60%. You reported a gain of $12,000 on
ment obligations, see Publication 537. each payment received in 1992 and 1993. InInterest income.  You must report interest as

1994, you and the buyer agreed to reduce theordinary income. Interest is generally not in-Inventory.  The sale of farm inventory items purchase price to $85,000 and payments dur-cluded in a downpayment. However, you maycannot be reported on the installment method. ing 1994, 1995, and 1996 are reduced tohave to treat part of each later payment as in-All gain or loss on their sale must be reported $15,000 for each year.terest, even if it is not called interest in yourin the year of sale, even if you are paid in later Your adjusted gross profit on the sale isagreement with the buyer. See Unstated Inter-years. However, if you are a cash basis farmer $45,000. You subtract the total profit reportedest, later.and you are not required to maintain an inven- in 1992 and 1993, or $24,000, from the ad-
tory under your method of accounting, you justed gross profit to determine the remaining
may be able to use the installment method to profit to be reported. The remaining gain to be

Gain.  The rest of each payment is treated as ifreport the sale of property you use or produce reported ($21,000) is divided by the remaining
it were made up of two parts. One part is a re-in your farming business. For a definition of selling price to be received of $45,000, to get
turn of your investment (basis) in the propertyfarm inventory, see Farm Inventories in the new gross profit percentage of 46.67%.
you sold. The other part is your gain. The gainChapter 3. You will report a gain of $7,000 on each of the
is capital gain if the property you sold was aIf inventory items are included in an install- $15,000 installments due in 1994, 1995, and
capital asset. However, if you took deprecia-ment sale, you may have an agreement with 1996.
tion deductions on the asset, part of your gainthe buyer concerning which payments are for
may be treated as ordinary income. See Gaininventory and which are for the other assets Basis.  Basis is a way of measuring your in-
reported in year of sale, later in this chapter forbeing sold. If you do not have an agreement, vestment in the property you are selling. It is
more information.each payment must be allocated between the defined and discussed in Chapter 7. The way

To determine what part of a payment isinventory and the other assets sold. you figure basis depends on how you first ac-
gain, multiply the payment by the gross profit quired the property. The basis of property
percentage. The gross profit percentage is fig-Electing out.  You must report an installment bought is usually its cost to you. The basis of
ured by dividing the gross profit (gain) on thesale using the installment method unless you property you inherited, got as a gift, built your-
sale by the contract price.elect not to use that method. If you make this self, or received in a tax-free exchange is fig-

The following worksheet gives the basicelection, you will generally report the entire ured differently. While you own personal prop-
gain in the year of sale. Do this even though items you must know to figure the gross profit erty, various events may change your original
you will not be paid all of the selling price until percentage. basis in the property. Some events, such as
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additions or permanent improvements, in- method. For more information on the section Mortgage less than basis.  If the buyer
crease basis. Others, such as deductible cas- 179 deduction, see Section 179 Deduction in assumes a mortgage that is less than your in-
ualty losses, decrease basis. The result is Chapter 8. For more information on the section stallment sale basis in the property, it is not
called adjusted basis. 179A deductions, see Chapter 15 in Publica- considered a payment to you. The contract

The adjusted basis plus selling expenses tion 535. For more information on depreciation price equals the selling price minus the mort-
and depreciation recapture income is referred recapture, see Depreciation Recapture on gage. This difference is all that you will directly
to in this chapter as the installment sale Personal Property and Depreciation Recap- collect from the buyer.
basis. ture on Real Property in Chapter 11. Example.  You sell property with a basis to

you of $19,000. You have selling expenses of
Gross profit.  For an installment sale, gross Installment sales to related persons.  Spe- $1,000. The buyer assumes your existing
profit is the amount of gain you report on the in- cial rules apply if you sell property that you re- mortgage of $15,000 and agrees to pay you a
stallment method. It is the total amount of your port under the installment method to a related total of $10,000 (a cash downpayment of
gain from the sale minus: person who then sells or otherwise disposes of $2,000 and $2,000 (plus 12% interest) in each

the property within two years of the first dispo-1) The amount of gain you must report as or- of the next 4 years).
sition and before making all the payments ondinary income in the year of sale because The selling price is $25,000 ($15,000 +
the first disposition. Spouses, children,of depreciation recapture income (includ- $10,000). The contract price is $10,000
grandchildren, brothers, sisters, and parentsing the section 179 deduction you ($25,000 − $15,000 mortgage). Your gross
are all considered related persons. A partner-claimed), and profit is $5,000 ($25,000 − $20,000 (install-
ship or corporation that you have an interest in, ment sale basis)), and your gross profit per-2) The amount of gain you can postpone or or an estate or trust that you have a connection centage is 50% ($5,000 divided by $10,000).exclude on the sale of your home. with, can also be considered a related person. Therefore, you report half of each $2,000 pay-
For more information, see Installment Sales to ment you receive as gain from the sale. YouTo figure your gross profit, subtract the in- Related Persons in Publication 537. also report all interest you receive as ordinarystallment sale basis from the selling price. If

income.the property you sold was your home, also
Trading property for like-kind property.  If Mortgage more than basis.  If the buyersubtract any gain you can postpone or
you trade business or investment property for assumes a mortgage that is more than your in-exclude.
the same kind of property, you can postpone stallment sale basis in the property, you re-
reporting part of the gain. See Nontaxable Ex- cover your entire basis. You are also relievedContract price.  The contract price is the total
changes in Chapter 10 for a discussion of like- of the obligation to repay the amount bor-of all principal payments you are to receive on
kind property. rowed. The part of the mortgage in excess ofthe installment sale. It includes payments you

If the trade includes an installment obliga- your basis is treated as a payment received inare considered to receive, even though you
tion, the following rules apply. the year of sale. This is in addition to the buy-are not paid anything directly. See Payments,

er’s other payments.later. 1) The contract price must not include the
To figure the contract price, subtract theIf the selling price is partly payable in cash, fair market value of the like-kind property

mortgage from the selling price. This is the to-with the remainder secured by a mortgage received in the trade.
tal you will actually receive from the buyer. Topayable from the buyer to you, then the con-

2) The gross profit is reduced by any gain on this amount, add the ‘‘payment’’ you are con-tract price equals the selling price.
the trade that can be postponed. sidered to receive (the difference between the

mortgage and your installment sale basis).Gross profit percentage.  A certain percent- 3) Like-kind property received in the trade is
The contract price is then the same as yourage of each payment (after subtracting inter- not considered payment on the install-
gross profit from the sale. Therefore, if theest) is reported as gain from the sale. This per- ment obligation.
mortgage the buyer assumes is equal to orcentage usually remains the same for each
more than your installment sale basis, thepayment you receive. It is called the gross
gross profit percentage will always be 100%.profit percentage and is figured by dividing

your gross profit from the sale by the contract Example.  The selling price for your prop-
price. erty is $9,000. The buyer will pay you $1,000Payments  

annually (plus 8% interest) over the next 3Example.  You sell property at a contract You must figure your gain each year on the years, and assumes an existing mortgage ofprice of $200,000, and your gross profit is payments you receive, or are treated as re- $6,000. Your basis in the property is $4,400.$50,000. Your gross profit percentage is 25% ceiving, from an installment sale. These pay- You have selling expenses of $600, for a total($50,000 divided by $200,000). Therefore, ments include the downpayment and each installment sale basis of $5,000. The part of25% of each principal payment, including the later payment of principal on the buyer’s debt the mortgage that is more than your install-downpayment, is reported as your gain from to you. The sum of all these payments is the ment sale basis is $1,000 ($6,000 − $5,000).the sale for the tax year the payment is contract price. This amount is included in the contract pricereceived.
In certain situations, you are considered to and treated as a payment received in the year

have received a payment, even though the of sale. The contract price is $4,000:Income from sale.  Each year you receive a buyer does not pay you directly. These situa-
payment on the installment sale, multiply the tions arise if the buyer takes over or pays off Selling price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000
payment (less interest) by the gross profit per- any of your debts, such as a loan, or any of Minus: Mortgage . . . . . . . . . . . . . . . . . . . . . . . . (6,000)centage to determine the amount you must in- your expenses, such as a sales commission. Add:clude in income for the tax year.

Mortgage . . . . . . . . . . . . . . . . . . . . . . 6,000Gain reported in year of sale.  For sales
Buyer assumes expenses.  If the buyer as- Minus: Installment sale basis (5,000) 1,000of depreciable property, figure your deprecia-
sumes and pays your expenses from sellingtion recapture income (including the section
your property, it is considered a payment to179 deduction and the section 179A deduction Contract price $ 4,000
you in the year of sale. Include these expensesrecapture) in Part III of Form 4797. Report the
in both the selling and the contract prices whendepreciation recapture income in Part II of Your gross profit on the sale is also $4,000.figuring the gross profit percentage.Form 4797 as ordinary income in the year of

sale. You cannot use the installment method to Selling price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $9,000
Mortgage assumed.  If the buyer assumes orreport the gain that is equal to the recapture in- Minus: Installment sale basis . . . . . . . . . . . . . . 5,000
pays off your mortgage, or otherwise takes thecome. Any gain that exceeds the recapture in-

Gross profit $4,000property subject to it, the following rules apply.come can be reported on the installment
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Therefore, your gross profit percentage is face value ($3,000 divided by $5,000), 60% of
100%. Report 100% of each payment as gain each payment of principal you receive on this Installment Sale
from the sale. You also treat the $1,000 differ- note is a return of capital. The remaining 40% of a Farm ence between the mortgage and your install- is ordinary income. The interest you receive is
ment sale basis as a payment, and report reported in full as ordinary income. The installment sale of a farm for one overall
100% of it as gain in the year of sale. price under a single contract is not the sale of a

Bonds.  A bond or other evidence of indebted- single asset. The sale generally includes the
Debts.  If the buyer pays off any of your debts, ness you receive from the buyer that is paya- sale of real and personal property that may be
such as a loan or back taxes, it may be consid- ble on demand is treated as a payment in the reported on the installment method. It also
ered a payment to you in the year of sale. year you receive it. If you receive a govern- may include farm inventory which cannot be

If the buyer assumes the debt instead of ment or corporate bond that has interest cou- reported under the installment sale method.
paying it off, only a part of it may have to be pons attached or that can be readily traded in See Inventory, earlier. The selling price must
treated as a payment. Compare the amount of an established securities market, you are con- be broken down to determine the amount re-
the debt to your installment sale basis in the sidered to have received payment equal to the ceived for each class of asset.
property being sold. If the debt is less than bond’s fair market value. Accrual basis taxpay- The tax treatment of the gain or loss on the
your installment sale basis, none of it is treated ers see section 15A.453-1(e)(2) of the Income sale of each class of assets is determined by
as a payment. If it is more, only the difference Tax Regulations. its classification as capital asset or property
is treated as a payment. If the buyer assumes used in the business, and by the length of time
more than one debt, any part of the total that is held. Separate computations must be made toBuyer’s note.  The buyer’s note (unless paya-
more than your installment sale basis is con- figure the gain or loss for each class of assetble on demand) is not considered payment on
sidered a payment. This follows the same sold. See Sale of a Farm, in Chapter 10.the sale. Its full face value is included when fig-
rules discussed earlier under Mortgage If you report the sale of property under theuring both selling price and contract price.
assumed. installment method, any depreciation recap-Payments you receive on the note are re-However, these rules apply only to two ture under section 1245 or 1250 is taxable asported on the installment method.types of debts that the buyer assumes: ordinary income in the year of sale. This ap-

plies even if no payments are received in that1) Those you acquired from your ownership Guarantees.  If a third party or government
year.of the property you are selling, such as a agency guarantees the buyer’s payments to

mortgage, lien, overdue interest, or back Example.  On January 3, 1994, you soldyou on an installment obligation, the guaran-
taxes, and your farm, including the equipment and live-tee itself is not considered payment.

stock (cattle used for breeding), for a lump-2) Those you acquired in the ordinary course
sum price. You received $50,000 down andof your business, such as a balance due Deposits.  Deposits that you receive before
the buyer’s note for $200,000. In addition, thefor inventory you purchased. the year of sale are treated as payments in the
buyer assumed an outstanding $50,000 mort-year of sale if, under the contract, they become
gage on the farmland. The total selling pricepart of the downpayment.If the buyer assumes any other type of debt,
was $300,000. The note payments of $25,000such as a personal loan, it is treated as if the
each, plus adequate interest, were due July 1buyer had paid off the debt at the time of the Unstated Interest and January 1. Your selling expenses weresale. The value of the assumed debt is consid-

An installment sale generally provides that $15,000.ered a payment to you in the year of sale.
each deferred payment on the sale will include The adjusted basis and depreciation
interest or that there will be an interest pay- claimed on each asset sold are as follows:Payments of property.  If you receive prop-
ment in addition to the principal payment. In-erty rather than money from the buyer, it is still

Depreciation Adjustedterest that is provided for in the contract is re-considered a payment. However, see Trading
Claimed Basis ferred to as stated interest. Assetproperty for like-kind property, discussed ear-

Home . . . . . . . . . . . . . . . . . . . $30,000If an installment sale with some or all pay-lier. The value of the payment is the property’s
Farmland . . . . . . . . . . . . . . . 61,250ments due more than one year after the date offair market value on the date you receive it.
Buildings . . . . . . . . . . . . . . . $31,500 28,500sale does not provide for interest, part of eachFair market value.  This is the price at
Fences . . . . . . . . . . . . . . . . . 4,200 300payment due more than 6 months after thewhich the property would change hands be-
Cattle held 2 years ordate of sale will be treated as interest. Thetween a buyer and a seller, neither being re-

more . . . . . . . . . . . . . . . . . 19,167 833amount treated as interest is referred to as un-quired to buy or sell, and both having reasona-
Equipment . . . . . . . . . . . . . . 15,811 9,189stated interest or imputed interest.ble knowledge of all the necessary facts. If
Tractor . . . . . . . . . . . . . . . . . 15,811 9,189When the stated interest rate in the con-your installment sale fits this description, the
Cattle held less than 2tract is lower than the applicable federal rate,value assigned to property in your agreement

years . . . . . . . . . . . . . . . . . 1,977 2,023the unstated interest is the difference betweenwith the buyer is good evidence of its fair mar-
the federal rate of interest and any interestket value. The assets included in the sale, their sell-specified in the sales contract.

ing prices based on their respective values,
The applicable federal rates are publishedThird-party notes.  If the property the buyer the selling expenses allocated to each asset,

monthly by IRS in the Internal Revenuegives you is a third-party note (or other obliga- their adjusted basis, and gain are shown in the
Bulletin.tion of a third party), you are considered to following schedule. The selling expense for

Generally, the unstated interest rules dohave received a payment equal to the note’s each asset is 5% of the selling price ($15,000
not apply to a debt given in consideration for afair market value. Because the note is itself a selling expenses divided by $300,000 selling

payment on your installment sale, any pay- sale or exchange of personal-use property. price). You sold the livestock and produce held
ments you later receive from the third party are Personal-use property is any property sub- for sale before the end of 1993 in anticipation
not considered payments on your sale. stantially all of the use of which by the buyer is of selling the farm. You also did not take a sec-

not in a trade or business or an investmentExample.  You sold real estate in an in- tion 179 deduction for any of the assets.
activity.stallment sale. As part of the downpayment,

Selling Selling AdjustedThe unstated interest reduces the statedthe buyer assigned you a $5,000, 8% note of a
Price Expense Basis Gain selling price of the property. It also increasesthird party. The fair market value of the third-

the seller’s interest income and the buyer’s in-party note at the time of your sale was $3,000. Home $ 50,000 $ 2,500 $ 30,000 $ 17,500
terest expense.This amount, and not $5,000, is a payment to Farmland 125,000 6,250 61,250 57,500

For more information, see Unstated Inter-you in the year of sale. Because the third-party Buildings 55,000 2,750 28,500 23,750
est in Publication 537.note had a fair market value equal to 60% of its Fences 5,000 250 300 4,450
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Cattle* 20,000 1,000 833 18,167 The gain on the home is reported as capital ordinary income reported in Part II of Form
gain unless you can postpone or exclude all or 4797.Equipment 17,000 850 9,189 6,961
part of the gain. For more information, see You figure installment income for yearsTractor 23,000 1,150 9,189 12,661
Your personal residence in Chapter 10. after 1994 by applying the same gross profitCattle** 5,000 250 2,023 2,727

Since the ordinary income part of the gain percentages to the payments you receive
$300,000 $15,000 $141,284 $143,716

on the fences is reported in the year of sale, each year on the buyer’s note. If you receive
*  Held 2 years or more the remaining gain ($250) and the gain on the $38,000 (76% of $50,000) on the installment

land and buildings is reported as section 1231 sale during the year, you will realize income for** Held less than 2 years
gain. Since the cattle were held for less than 2 that year as follows:

The buildings are section 1250 property. years, they do not qualify as section 1231
IncomeThere is no depreciation recapture income be- property. Therefore, all of the $750 gain is re-

cause the buildings were depreciated using Home—9.2105% of $38,000 . . . . . . . . . . . . . $ 3,500ported as ordinary income. See Chapter 11 for
the straight line method. See Chapter 11 for Farmland—30.2632% of $38,000 . . . . . . . . 11,500the definition of section 1231 property.
more information on depreciation recapture. Buildings—12.5% of $38,000 . . . . . . . . . . . . . 4,750For reporting on the installment method,

The fences are section 1245 property. All Fences—0.1316% of $38,000 . . . . . . . . . . . . 50the contract price is $190,000. This is the sell-
the depreciation of $4,200 on the fences is de- Cattle held less than ing price ($300,000) minus the mortgage as-
preciation recapture income because it is less 2 years—0.3947% of $38,000 . . . . . . . . . . 150sumed ($50,000) minus the selling price of the
than the gain on the fences. The remaining assets with gains fully reported in the year of Total installment income $19,950
gain of $250 can be reported on the install- sale ($60,000).
ment method. The gross profit percentages (gross profit For each year in which you receive pay-

The cattle, which were used for breeding divided by the contract price) for the assets are ments, you will report the gain on the sale of
and were held for more than 2 years, are sec- figured as follows: your home as long-term capital gain and the
tion 1245 property. Since the gain on the cattle gain on the cattle held less than 2 years as or-Percentage of $18,167 is less than the depreciation dinary income. Your section 1231 gains must

Home ($17,500 ÷ $190,000) . . . . . . . . . . . 9.2105claimed ($19,167), the total gain is deprecia- be combined with certain other gains and
Farmland ($57,500 ÷$190,000) . . . . . . . . 30.2632tion recapture income. losses in each of the later years to determine
Buildings ($23,750 ÷$190,000) . . . . . . . . 12.5The equipment and tractor are section whether you report them as ordinary or capital
Fences ($250 ÷ $190,000) . . . . . . . . . . . . . 0.13161245 property. The full gain on each ($6,961 gains. The interest received with each pay-
Cattle held less than 2 years and $12,661, respectively) is depreciation re- ment is included in full as ordinary income. For

($750 ÷ $190,000) . . . . . . . . . . . . . . . . . . 0.3947capture income. more information, see How To Use Form
The cattle that were held for less than 2 Total 52.50 4797, in Chapter 11.

years (also used for breeding) are section
1245 property. The gain of $2,727 is deprecia- To determine the gain for each asset, multi- Summary.  The installment income (rounded
tion recapture income to the extent of the de- ply the amount received under the installment to the nearest dollar) from the sale of the farm
preciation claimed ($1,977). The remaining method by the gross profit percentage. The is reported as follows:
gain of $750 can be reported on the install- amount received under the installment method
ment method. is 76% of each payment. You get this percent- Selling price . . . . . . . . . . . . . . . . . . . . . . . . . . . . $240,000

The total depreciation recapture income re- age by dividing the installment method con- Minus: Installment basis . . . . . . . . . . . . . . . . 140,250
ported in Part II of Form 4797 is $43,966. (This tract price ($190,000) by the total amount to be Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 99,750
is the sum of: $4,200+$18,167+$6,961+ received ($250,000).
$12,661+$1,977.) Depreciation recapture in- The total $75,000 received in 1994 is the Gain reported in 1994 (year of sale) . . . . $ 29,925
come is reported as ordinary income in the downpayment of $50,000 and the July 1 in- Gain reported in 1995, 
year of sale. stallment of $25,000. Only 76% of $75,000, or $38,000 × 52.50% . . . . . . . . . . . . . . . . . . . . 19,950

The part of the gains reported as deprecia- $57,000, is the amount received under the in- Gain reported in 1996, 
tion recapture income on the fences and the stallment method. $38,000 × 52.50% . . . . . . . . . . . . . . . . . . . . 19,950
cattle held less than 2 years ($4,200 and Gain reported in 1997, Income $1,977) is added to their adjusted basis when $38,000 × 52.50% . . . . . . . . . . . . . . . . . . . . 19,950

Home—9.2105% of $57,000 . . . . . . . . . . . . . $ 5,250making the installment sale computations. Gain reported in 1998, 
Farmland—30.2632% of $57,000 . . . . . . . . 17,250The $60,000 of the $300,000 total selling $19,000 × 52.50% . . . . . . . . . . . . . . . . . . . . 9,975
Buildings—12.5% of $57,000 . . . . . . . . . . . . . 7,125price, which represents the selling price of the

$ 99,750Fences—0.1316% of $57,000 . . . . . . . . . . . . 75cattle held 2 years or more, the equipment,
Cattle held less than and the tractor is removed from the total selling

2 years—0.3947% of $57,000 . . . . . . . . . . 225price because the gain on these items is fully
reported in the year of sale. The selling price Total installment income for 1994 $29,925
for the installment sale is $240,000.

The assets included in the installment sale, The installment sale must be reported on Form
their selling price, their ‘‘installment sale 6252. The amounts from Form 6252 are then 13.
basis,’’and the gross profit on each are shown reported on Form 4797 and Schedule D (Form
in the following table. 1040). The computations shown in the Casualties, Thefts,example would be included in schedules, as

Install- needed, and attached to Form 6252. Enter the and Condemnationsment $5,250 gain on the sale of your home on
Selling Sale Gross Schedule D as a long-term capital gain unless
Price Basis Profit you can postpone or exclude the gain. The

gains on the land, buildings, and fences areHome . . . . . . . . . . . . . $ 50,000 $ 32,500 $ 17,500
section 1231 gains and may be reported asFarmland . . . . . . . . . 125,000 67,500 57,500 Important Reminder 
capital gain or ordinary gain when combinedBuildings . . . . . . . . . 55,000 31,250 23,750

Disaster losses to principal residences.  Ifwith certain other gains and losses. In the yearFences . . . . . . . . . . . 5,000 4,750 250
your principal residence or any of its contentsof sale, you must also report on Form 4797 theCattle* . . . . . . . . . . . . 5,000 4,250 750
were damaged by a disaster in an area de-total depreciation recapture income. See How

$240,000 $140,250 $ 99,750
clared by the President of the United States toTo Use Form 4797, in Chapter 11. The $225

* Held less than 2 years be eligible for federal disaster assistance:gain on the cattle held less than 2 years is
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1) You need not recognize gain from insur- Damage to crops.  Damage to crops, whether
ance proceeds for unscheduled personal or not covered by insurance, are not deducti-Casualties and Thefts 
property that was part of the contents of ble losses. These damages are losses of an-

If your property is destroyed, damaged, or sto-your damaged residence, and ticipated income. The costs of raising the dam-
len, you may have a deductible loss. If the in- aged crops are deductible as business2) You may treat any other insurance pro- surance or other reimbursement is more than expenses.ceeds from your damaged residence or its the adjusted basis of the destroyed, damaged,

contents as a common pool of funds. or stolen property, you may have a gain. Losses from death of tree seedlings.  If, be-
cause of an abnormal drought, the failure ofFor more information, see Disaster losses Casualty.  A casualty is the damage, destruc- planted tree seedlings is greater than normallyto principal residences, later. tion, or loss of property resulting from an iden- anticipated, you may have a deductible casu-

tifiable event that is sudden, unexpected, or alty loss. The loss equals the previously capi-
unusual. talized reforestation costs you had to duplicate

Events that may cause casualty damage,Introduction on replanting. You deduct the loss for the year
destruction, or loss include: the seedlings died.A casualty occurs when property is damaged,
1) Fire, flood, storm, lightning, freezing,destroyed, or lost due to a sudden, unex-

earthquake, shipwreck, airplane crash, Income loss.  A loss of future profits is not de-pected, or unusual event. A theft occurs when
hurricane, and similar occurrences. ductible. For example, if an ice storm damagesproperty is stolen. A condemnation occurs

standing timber and reduces its rate of growthwhen private property is legally taken for public 2) Car or truck accidents not resulting from
or the quality of future timber, the loss is notuse without the owner’s consent. A casualty, your willful act or negligence.
deductible. To qualify as a casualty, the dam-theft, or condemnation may result in a deducti-
age must cause existing timber to be unfit forble loss on your federal income tax return. Gradual deterioration.  Damage from
use.An involuntary conversion occurs when gradual or progressive deterioration, such as

However, if you sell the timber downed by ayou receive money or other property, such as from rust, corrosion, or termites, is not a casu-
insurance proceeds or a condemnation award, casualty, treat the proceeds from the sale as aalty. However, drought or disease may cause
as reimbursement for a casualty, theft, con- reimbursement. If you use the proceeds to buyanother type of involuntary conversion. See
demnation, disposition of property under replacement property, it can qualify for post-Other Involuntary Conversions, later.
threat of condemnation, or certain other ponement of gain. See Replacement Property,
events discussed in this chapter. later.Theft.  A theft is the unlawful taking and re-If an involuntary conversion results in a

moving of money or property with the intent togain, you can postpone recognition of the gain Property used in farming.  Casualty and theftdeprive the owner of it. It includes larceny, rob-on your income tax return if you receive or buy losses of property used in the farm businessbery, and embezzlement. Misrepresentation,qualified replacement property within the usually result in deductible losses. If a fire orhowever, is not a theft.specified replacement period. For more infor- storm destroyed your barn, or you lose by cas-
Example.  You bought a farm. The sellermation, see Postponing Gain, later. ualty or theft an animal you bought for draft,

assured you that a well produced adequate
breeding, dairy, or sport, you may have a de-

water, but the well went dry after you took pos-Topics ductible loss. See How To Figure a Loss, dis-session. You do not have a deductible theftThis chapter discusses: cussed later.loss.
• Casualties and thefts

Raised draft, breeding, dairy, or sporting
• How to figure gain or loss Farming Losses animals.  Losses of raised draft, breeding,
• Other involuntary conversions dairy, or sporting animals do not result in de-Certain casualty or theft losses that occur in

ductible casualty or theft losses, unless youthe business of farming are deductible losses.• Postponing gain
use inventories to determine your income andThe following is a discussion of some losses

• Reporting gains and losses you included the animals in your inventory. Ifyou can deduct and some you may not.
you do not use inventories and you deducted
the cost of raising the livestock, the livestockUseful Items Livestock or produce purchased for sale. 
has no cost or other basis for income tax pur-You may want to see: Losses of livestock or produce bought for sale
poses. However, if you did not elect out of theare deductible if you report your income on the
capitalization rules, you may still have a taxcash method. If you report on an accrualPublication
basis in the livestock.method, take casualty and theft losses of prop-

❏ 536 Net Operating Losses When you include livestock in inventory, itserty raised or bought for sale by omitting the
last inventory value is its basis. This is true ofitem from the closing inventory for the year of❏ 544 Sales and Other Dispositions of
both raised and purchased inventoried ani-the loss.  You cannot take a separateAssets

deduction. mals. When an inventoried animal held for
❏ 547 Nonbusiness Disasters,

draft, breeding, dairy, or sport is lost by casu-
Casualties, and Thefts

alty or theft during the year, decrease your in-Livestock, produce, and crops raised for
ventory at the beginning of the year by thesale.  Losses of livestock, produce, and cropsForm (and Instructions) value at which you included the animal in in-raised for sale are not deductible if you report
ventory. Use this inventory value, the basis of❏ Sch A (Form 1040) Itemized on the cash method. You have not included
the animal, to determine the amount of yourDeductions the value of the items in income. You have al-
gain or loss. See Schedule D (Form 1040) orready deducted these i tems as  fa rm

❏ Sch D (Form 1040) Capital Gains and
Form 4797.expenses.Losses

If you report on an accrual method, a casu-
❏ Sch F (Form 1040) Profit or Loss From alty or theft loss is deductible only if you in- Other Losses Farming cluded the items in your inventory at the begin-

The deductibility of losses resulting from a cas-ning of your tax year. You get the deduction by❏ 4684 Casualties and Thefts
ualty or theft to your property held for personalomitting the item from your inventory at the

❏ 4797 Sales of Business Property use and other related items are discussedclose of your tax year. Do not take a separate
next.deduction.
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Property held for personal use.  Casualty 2) Cost of repairing, replacing, or cleaning farm business property, but only if it is a de-
and theft losses of property held for personal up after a casualty. See Repair costs, dis- ductible loss.
use may be deductible on your federal income cussed later.
tax return. Examples of these losses are fire Business property completely destroyed.3) Expenses because of injury to yourself or
damage to your home, furniture, car, clothing, If your business property is completely de-other persons.
or other personal property, and storm damage stroyed or stolen, your casualty loss is the ad-

4) Loss from mislaid cash or property.to trees and shrubbery, including ornamental justed basis of your property minus any sal-
5) Damage by rust or erosion.ones. You may also be able to deduct losses vage, insurance, or other reimbursement you

from theft. receive or expect to receive. This is true even
A casualty or theft loss is generally one of though the fair market value of your property

the following amounts, whichever is less: before the loss was less than its adjustedHow To Figure a Loss 
basis.1) The decrease in the fair market value of How you figure the deductible casualty loss

the property as a result of the casualty or depends on whether the loss was to business
Separate losses.  When a loss occurs to farmtheft, or or nonbusiness property and whether the
property, make a separate computation forproperty was partly or completely destroyed.2) Your adjusted basis in the property before each identifiable item of property. If damage

the casualty or theft. occurs to a farm building and to an orchard,Business property partly destroyed.  The
both of which are part of the same realty, de-amount of a casualty loss of farm business

The decrease in fair market value is the dif- termine the loss in value by taking them intoproperty partly destroyed is the decrease in
ference between the property’s value immedi- account separately.the fair market value of your property or the ad-
ately before the casualty or theft and its value justed basis of your property, whichever is
immediately afterwards. Fair market value is Real property owned for personal use.  Inless. Reduce this amount by any insurance or
defined in Chapter 12. Basis is the measure- figuring the loss to nonbusiness real propertyother reimbursement you receive or expect to
ment, for tax purposes, of your investment in and improvements, consider all the improve-receive. Figure the loss as follows:
the property. Basis is discussed in Chapter 7. ments, such as buildings and ornamental1) Determine the difference between the fairHowever, there are two rules, discussed trees, as part of one property, and figure only amarket value of the property immediatelynext, that apply to casualty or theft losses of single loss for the one property.before the casualty and the fair marketproperty held for personal use that do not ap-

Example.  You bought a farm in 1952 forvalue immediately after the casualty. Fairply to business or other income-producing
$20,000. The adjusted basis of the residentialmarket value is explained in Chapter 12.property.
part is $6,000. In 1994, a windstorm blew$100 rule.  You may not deduct the first 2) If the amount in (1) is less than the ad-
down shade trees and three ornamental trees$100 of loss from a casualty or theft of property justed basis of your property at the time of
planted at a cost of $600 on the residentialheld for personal use. This $100 rule applies the casualty, subtract any insurance or
part. The fair market value of the residentialafter you have subtracted any reimbursement. other reimbursement from that amount,
part immediately before the storm wasIt applies to each casualty or theft occurring and the balance is your casualty loss. See
$30,000, and $26,000 immediately after theduring your tax year. Chapter 7 for an explanation of adjusted
storm. Your adjusted gross income for 1994 is10% rule.  You may deduct nonbusiness basis.
$20,000. The trees were not covered bycasualty or theft losses only to the extent your 3) If, however, the amount in (1) is more than insurance.total losses during the year are greater than the adjusted basis of your property, sub-

10% of your adjusted gross income. This is the tract the insurance or other reimburse-
 1) Adjusted basis . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,000amount on line 31 of Form 1040. You must first ment from your adjusted basis, and the

reduce each separate casualty or theft loss by  2) Value before the storm . . . . . . . . . . . . . . . . $30,000balance is your casualty loss.
$100.  3) Value after the storm . . . . . . . . . . . . . . . . . . 26,000

Example.  In June 1994, you discovered  4) Decrease in value (2 minus 3) . . . . . . . . . $ 4,000Example.  A fire on your farm damaged a
that your house was burglarized. This was tractor and the barn in which it was stored. The  5) Amount of loss (lesser of 1 or 4) . . . . . . . $ 4,000
your only casualty or theft loss during 1994. tractor had an adjusted basis of $3,300, and  6) Minus: Insurance . . . . . . . . . . . . . . . . . . . . . . –0–
Your theft loss after insurance reimbursement was worth $2,800 just before the fire and  7) Loss after reimbursement . . . . . . . . . . . . . $ 4,000was $2,000. Your adjusted gross income for $1,000 immediately afterward. The barn had  8) Minus: $100 . . . . . . . . . . . . . . . . . . . . . . . . . . . 1001994 is $29,500. To figure your deduction, first an adjusted basis of $8,000, and was worth

 9) Loss after $100 rule . . . . . . . . . . . . . . . . . . . $ 3,900apply the $100 rule and then the 10% rule. $25,000 just before the fire and $15,000 imme-
10) Minus: 10% of $20,000 . . . . . . . . . . . . . . . 2,000Your loss after applying the $100 rule is diately afterward. You received insurance of

$1,900 ($2,000 − $100). When you apply the 11) Deductible loss . . . . . . . . . . . . . . . . . . . . . . $ 1,900$600 on the tractor and $6,000 on the barn.
10% rule, you find you do not have a casualty Figure your deductible casualty loss sepa-
or theft loss deduction because your loss rately for the two items of property.
($1,900) is less than 10% of your adjusted Repair costs.  You may use the cost of clean-

Tractor Barn gross income ($2,950). ing up and making repairs after a casualty as a
1) Adjusted basis . . . . . . . . . . . . . . . $3,300 $ 8,000 measure of the decrease in value of the prop-

Note.  If you have a nonbusiness casualty erty if:2) Value before fire . . . . . . . . . . . . . $2,800 $25,000
or theft gain in addition to a loss, you will have 3) Value after fire . . . . . . . . . . . . . . . 1,000 15,000 1) They are needed to restore the propertyto make a special computation to figure your

4) Decrease in value (2 minus 3) $1,800 $10,000 to its condition before the casualty,10% limit. See 10% Rule in Publication 547.
5) Loss (lesser of 1 or 4) . . . . . . . . $1,800 $ 8,000 2) The cost of repairs is not excessive,
6) Minus: Insurance . . . . . . . . . . . . 600 6,000

3) They only take care of the damage, andItems not included with deductible losses. 7) Deductible casualty loss $1,200 $ 2,000
The following are not deductible as casualty or 4) The value of the property after repairs is
theft losses: no more than its value before theBecause these assets were only partly de-

casualty.1) Expenses related to a casualty or theft of stroyed, the lower of adjusted basis or the de-
property held for personal use, such as crease in value for the tractor and barn is the
temporary housing, car rental, lights and amount used before the adjustment for insur- The cost of debris removal may be used,
fuel, or moving expenses. (However, if the ance. For the partial or complete destruction of like the cost of repairs, as evidence of the
expense is related to your business, it crops or livestock, the loss would have been amount of the casualty loss if these conditions
may be a deductible business expense.) figured the same way as it was figured for your are satisfied.
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Adjustments to basis.  If your property is Lump-sum reimbursement.  If you have a 1) The type of casualty (car accident, fire,
partly or totally destroyed by casualty and you storm, etc.) and when it occurred,casualty or theft loss of several assets at the
are compensated for the loss by insurance or same time, divide the lump-sum reimburse- 2) That the loss was a direct result of the
other reimbursement, decrease the basis of ment among the assets according to the fair casualty, and
the property by the insurance or other reim- market value of each asset at the time of the

3) That you were the owner of the propertybursement received. The insurance or reim- loss. Figure the gain or loss separately for
or, if you leased the property from some-bursement represents a return of part or all of each asset that has a separate basis.
one else, that you were contractually lia-the capital you invested in the property.
ble to the owner for the damages.If a casualty to property results in a deducti- Disaster area losses.  If you have a deducti-

ble loss, in addition to decreasing its basis by ble loss from a disaster in an area declared by
Theft.  For a theft, you should be able to show:the insurance, also decrease the basis by the the President of the United States to be eligible

deductible loss. Increase the basis by any for federal disaster assistance, you may 1) When you discovered that your property
amounts spent to rebuild or restore the choose to deduct that loss on your return for was missing,
property. the immediately preceding tax year. If you do 2) That your property was stolen, and

this, consider this loss as occurring in the pre-
3) That you were the owner of the property.ceding year.When Loss Is Deductible 

Make the election to deduct the loss in theCasualty losses are generally deductible only
preceding year by the later of:in the year in which they occur. Theft losses How To Figure a Gain are generally deductible only in the year they 1) The original due date of your tax return for

You have a gain from a casualty or theft if yourare discovered. However, see Disaster area the year the disaster occurred, or
reimbursement is more than the adjusted ba-losses, later. 2) The due date of the preceding year’s re- sis of the damaged, destroyed, or stolen prop-

turn, including extensions. erty. Reduce your gain by your expenses toLeased property.  If you lease property from
collect the reimbursement. However, you maysomeone else, you may deduct a loss on the Disaster losses to principal residences. postpone reporting the gain if you acquireproperty in the year the liability is fixed, not the If your principal residence or any of its con- qualified replacement property, as explainedyear it is paid. You are not entitled to a deduc- tents were damaged as a result of a disaster in later under Postponing Gain.tion until your liability under the lease is ascer- an area declared by the President of the

tainable with reasonable accuracy. This could Example.  A tornado severely damagedUnited States to be eligible for federal disaster
include a settlement, adjudication, or aban- your barn. The adjusted basis of the barn wasassistance:
donment of the claim. $2,500. Its fair market value before the tornado

1) You need not recognize gain from insur- struck was $10,000. The fair market value af-
ance proceeds for unscheduled personal ter the tornado was $2,000. Your insuranceNet operating loss (NOL).  If your deductions,
property that was part of the contents of company reimbursed you $4,000 for the dam-including casualty or theft loss deductions, are
your damaged residence, and aged barn. However, you had legal expensesmore than your income for the year, you may

of $200 to collect that insurance. Since your in-have an NOL. An NOL may be carried back or 2) You may treat any other insurance pro-
surance minus your expenses to collect the in-carried forward and deducted from income in ceeds for your damaged residence or its
surance is more than your adjusted basis inother years. See Chapter 5. contents as a common pool of funds. If
the barn, you have a gain.this pool of funds is used to purchase

Reimbursements.  If you have a reasonable property similar or related in service or 1) Adjusted basis . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,500prospect of being reimbursed for part or all of use to your damaged residence or its con-
2) Value before tornado . . . . . . . . . . . . . . . . . . $10,000your loss, subtract the expected reimburse- tents, you may elect to recognize gain
3) Value after tornado . . . . . . . . . . . . . . . . . . . . 2,000ment to figure your loss. Reduce your loss only to the extent that the amount of the
4) Decrease in value (2 minus 3) . . . . . . . . . $ 8,000even if you do not receive payment until a later pool of funds exceeds the cost of the re-

tax year. If you later receive less than the placement property. 5) Amount of loss (lesser of 1 or 4) . . . . . . . . 2,500
amount expected, you may deduct the differ- 6) Insurance received . . . . . . . . . . . . . . . . . . . . 4,000
ence when you determine that you cannot rea- The period for replacing your damaged 7) Gain (6 minus 5) . . . . . . . . . . . . . . . . . . . . . . . $ 1,500sonably expect any more reimbursement. property is extended from 2 years to 4 years 8) Expenses to collect insurance . . . . . . . . . 200

after the close of the first tax year in which anyExample.  A collision with another car in
9) Gain on casualty . . . . . . . . . . . . . . . . . . . . . . $ 1,300gain is realized.1993 completely destroyed your personal car.

In addition, renters receiving insuranceThe negligence of the other driver caused the
proceeds as a result of disaster damage toaccident. Your car had a fair market value of
their property in a rented residence also qualify$2,000. At the end of the year, there was a rea-
for relief to the extent the rented residencesonable prospect that you would recover the Other Involuntary
would be their principal residence if theytotal damages from the owner of the other car.

Conversions owned it.You do not have a deductible loss for 1993. In
January 1994, the court awards you a judg- These rules apply to damaged property In addition to casualties and thefts, there are
ment of $2,000. In July 1994, you can show that resulted from a disaster for which a Presi- other events that bring about involuntary con-
with reasonable certainty that the other driver dential declaration was made on or after Sep- versions of property. Some of these are de-
is totally without funds. You may claim a loss in tember 1, 1991, and to tax years ending on or scribed in the following paragraphs. For infor-
1994 of the amount that is more than $100 and after that date. mation on how to treat a gain or a loss due to
10% of your 1994 adjusted gross income. For more information, see Publication 547. these events, see the earlier discussion on

Reimbursement in a later year.  If you re- How To Figure a Loss, and Postponing Gain,
ceive more reimbursement than expected af- later.Proof of Loss ter deducting the loss in an earlier year, in-

To take a deduction for a casualty or theft loss,clude the extra reimbursement in your income
you must be able to show that there was a cas- Condemnation in the year you receive it. However, if any part
ualty or theft,  and support the amountof the deduction did not reduce your tax for the Condemnation is the legal process of taking
deducted.earlier year, do not include the extra reim- private property, without the owner’s consent,

bursement for that part of your deduction. Do for public use. The federal government, a state
Casualty.  For a casualty, you should be ablenot refigure your tax for the year you claimed government, a political subdivision, or a pri-
to show:the deduction. vate organization with the legal power can take
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property. The owner receives money or prop- 1) The date you bought replacement Replacement Period 
erty for the property taken. livestock,

To postpone reporting your gain from an invol-
untary conversion, you must buy replacement2) The cost of the replacement livestock,Threat of condemnation.  Treat the sale of
property within a specified period of time. Thisandyour property under threat of condemnation as
is the replacement period.a condemnation.

3) The number and kind of the replacement The replacement period begins on the date
livestock. your property was damaged, destroyed, sto-Personal residence.  You may choose to

len, sold, or exchanged. The replacement pe-treat the condemnation of your personal resi-
riod ends 2 years after the close of the first taxdence as an involuntary conversion (a forced
year in which you realize any part of your gainsale) or a voluntary sale. See Chapter 10.
from the involuntary conversion.

Postponing Gain Irrigation project.  Property located within an
Condemnation.  The replacement period for airrigation project sold or otherwise disposed of You can choose to postpone reporting the gain condemnation begins on the earlier of:to conform to the acreage limits of federal rec-

if you acquire replacement property that is sim-
lamation laws is a condemnation. 1) The date on which you disposed of theilar or related in service or use to your involun-For more information on condemnations, condemned property, ortarily converted property within a specific re-see Publication 544.

2) The date on which the threat of condem-placement period.
nation began.To postpone all the gain, the cost of yourLivestock Losses replacement property must be at least as

The replacement period ends 2 years aftermuch as the reimbursement you receive. If the
Diseased livestock.  If livestock die from dis- the close of the first tax year in which any partcost of the replacement property is less than
ease, are destroyed because of disease, or of the gain on the condemnation is realized.the reimbursement, include the gain in your in-
are sold or exchanged because of disease, If real property held for use in a trade orcome up to the amount of the unspent
even though the disease is not of epidemic business or for investment (not includingreimbursement.
proportions, treat such occurrences as invol- property held primarily for sale) is condemned,
untary conversions. the replacement period ends 3 years after the

Replacement Property close of the first tax year in which any part of
Drought sales of livestock.  You can elect to the gain on the condemnation is realized.You must buy replacement property for thepostpone for one year reporting the gain from

specific purpose of replacing your property.a sale or exchange of livestock, including poul- Extension.  You may get an extension of theYour replacement property must be similar ortry, if the sale was due to drought conditions. replacement period if you apply to the Districtrelated in service or use to the property it re-See Sales Caused By Drought Conditions in Director of the Internal Revenue Service forplaces. You do not have to use the actual reim-Chapter 4. your area. Make your application before thebursement, award, or sales proceeds fromWhen you sell or exchange livestock (other end of the replacement period. Include all theyour old property to acquire the replacementthan poultry) held for draft, breeding, or dairy details about your need for an extension. Youproperty. If you spend the money you receivepurposes solely because of drought, treat it as may file an application within a reasonablefor other purposes and borrow money to buyan involuntary conversion. Only livestock sold time after the replacement period ends if youreplacement property, you can still choose toin excess of the number you normally would can show a good reason for the delay. You will
postpone the gain if you meet the other re-sell under usual business practice, in the ab- get an extension of time if you can show rea-
quirements. Property or stock you acquire bysence of drought, are considered involuntary sonable cause for not making the replacement
gift or inheritance does not qualify as replace-conversions. You may be able to postpone for within the regular period.
ment property.more than one year the gain from an involun-

tary conversion. See Postponing Gain, later. How to postpone the gain.  Report your elec-
Example.  Under usual business practice Soil or environmental contamination.  If, tion to postpone your gain, along with all nec-

you sell five of your dairy animals during the because of soil or environmental contamina- essary details, on your return for the tax year in
year. This year you sold 20 dairy animals be- tion, it is not practical for you to reinvest your which you realize the gain.
cause of drought. The gain on 15 animals is a insurance money from destroyed livestock in Replacement property acquired before
gain due to an involuntary conversion. property similar or related in service or use to return filed.  If you acquire replacement prop-

Reporting drought sales of livestock. the livestock, other property, including real erty before you file your return for the year you
When you sell or exchange livestock held for property used for farming purposes, will be realize the gain, attach a statement to your re-
draft, breeding, or dairy purposes because of treated as property similar or related in service turn. Show in the statement the amount real-
drought and you choose to postpone the gain, or use to the destroyed livestock. ized from the involuntary conversion, how you
as discussed next under Postponing Gain, figured the gain, and any gain you will report
show the following information on your return as income.Standing crop destroyed by casualty.  If afor the tax year in which you first realize any of Replacement property acquired after re-storm or other casualty destroyed your stand-the gain: turn filed.  If you intend to buy replacementing crop and you use the insurance money to

property after you file your return for the year1) Evidence of the drought conditions that acquire either another standing crop or a har-
you realize gain, attach a statement to your re-forced the sale or exchange of the vested crop, this purchase qualifies as re-
turn. Show in the statement all the facts relat-livestock, placement property. The cost of planting a new
ing to the involuntary conversion. Also show2) The gain realized on the sale or crop, however, does not qualify as a replace-
how you figured the gain, and that you chooseexchange, ment for the destroyed crop.
to replace the property within the required re-

3) The number and kind of livestock sold or placement period.
exchanged, and Timber downed by casualty.  You may treat You then attach another statement to your

the money you receive from the sale of timber return for the year in which you buy the re-4) The number of livestock of each kind you
downed by a casualty, such as high winds, placement property. Show in this statementwould have sold or exchanged under your
earthquakes, or volcanic eruptions, as a reim- detailed information on the replacement prop-usual business practice.
bursement. If you use that money to buy re- erty. If you acquire part of your replacement
placement property, it can qualify for post- property in one year and part in another year,Show on the return for the year in which
ponement of gain. make a statement for each year. Include in theyou replace the livestock:
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statement detailed information on the replace- ❏ 8615 Tax for Children Under Age 14
Who Have Investment Income of Morement property bought in that year. 14. Than $1,200

❏ 8801 Credit for Prior Year Minimum
Substituting replacement property.  Once Tax—Individuals, Estates, and TrustsAlternative Minimum
you designate property as replacement prop-
erty, you may not substitute other qualified re- Tax
placement property. The designation is made
by the statement with your return reporting that

Do You Need to Fill Inyou have acquired replacement property.
However, if after you replace the property you Important Reminder Form 6251? discover it does not qualify as replacement

Estimated tax.  When you figure your esti-property, you may, within the replacement pe- In general, you need to fill in and file Form
mated tax for 1995, you must include any alter-riod, substitute the other qualified replacement 6251 if you owe alternative minimum tax
native minimum tax you expect to owe. See (AMT) or if you need to show the IRS that youproperty.
Publication 505 for more information about es- do not owe AMT. Also, see Child under age
timated tax. 14, later. To see if you must file Form 6251 to

show the IRS that you do not owe AMT, seeTaxpayer’s death.  If a taxpayer dies in the
Do you need to attach Form 6251 to your re-year the gain is realized, but before replace-
turn? later.ment property is acquired, there can be no Introduction

election to postpone the gain. Instead, report
The tax laws give special treatment to some Worksheet.  If you are uncertain whether youthe gain on the decedent’s final income tax
kinds of income and allow special deductions need Form 6251, fill in the Table 14–1 work-return.
and credits for some kinds of expenses. These sheet. However, if you claimed or received any
tax benefits enable some taxpayers with sub- of the items listed below, don’t use the work-
stantial economic income to reduce their regu- sheet. Instead, fill in Form 6251.

Amended return.  File an amended return for lar tax to a small amount. To ensure that these
1) Accelerated depreciation (depreciation inthe tax year in which the gain was realized if taxpayers do not avoid significant tax liability,

excess of straight-line).you made the election to postpone tax on the Congress enacted an additional tax — the al-
gain and later did not acquire replacement 2) Income from incentive stock options in ex-ternative minimum tax (AMT).
property within the replacement period, or the cess of the amount reported on yourThis chapter discusses the AMT that ap-
replacement property costs less than antici- return.plies to individuals. The AMT that applies to
pated at the time you made the election. corporations is discussed in Publication 542. 3) Tax-exempt interest from private activity

bonds.
Topics

4) Intangible drilling costs.This chapter discusses:
5) Depletion.• Whether you need to fill in Form 6251Reporting Gains
6) Circulation expenditures.• Figuring AMTand Losses 7) Research and experimental expenditures.• An example of AMT

• Credit for prior year minimum tax 8) Mining exploration and development
You may have to file the following forms to re- costs.
port your gains or losses from involuntary Useful Items 9) Amortization of pollution-control facilities.
conversions: You may want to see:

10) Income or loss from tax shelter farm
activities.PublicationForm 4684. Use this form to figure your

11) Income or loss from passive activities.❏ 534 Depreciationgains and losses from casualties and
thefts. 12) Income from long-term contracts figured❏ 536 Net Operating Losses

under the percentage-of-completion❏ 929 Tax Rules for Children and
method.DependentsForm 4797. Carry your gains and losses

13) Income from installment sales of certainfrom business property or property held
Form (and Instructions) property.for investment to Form 4797.
❏ 1040 U.S. Individual Income Tax 14) Interest paid on a home mortgage not

Return used to buy, build, or substantially im-Schedule D (Form 1040). Report your
prove your home.❏ Sch A (Form 1040) Itemizedgains from property held for personal

Deductionsuse on Schedule D. 15) Investment interest expense reported on
Form 4952.❏ Sch K–1 (Form 1041) Beneficiary’s

Share of Income, Deductions, Credits, 16) Foreign tax credit.Schedule A (Form 1040). Report your
Etc.losses from nonbusiness property on 17) Net operating loss deduction.

❏ Sch K–1 (Form 1065) Partner’s Shareline 19 of Schedule A.
of Income, Credits, Deductions, Etc.

Most of these items are tax benefits (ad-
❏ Sch K–1 (Form 1120S) Shareholder’s justments or tax preferences). Those items ofSchedule F (Form 1040). Deduct your

Share of Income, Credits, Deductions, interest to farmers are discussed later in thislosses from casualty or theft of live-
Etc. chapter.stock or produce bought for sale under

❏ 4952 Investment Interest Expense You may have received these tax benefitsOther expenses in Part II, line 34 of
Deduction directly, as a member of a partnership, as aSchedule F (Form 1040), if you file on

shareholder in an S corporation, or as a bene-the cash method and have not other- ❏ 6251 Alternative Minimum Tax—
ficiary of an estate or trust.wise accounted for such losses. Individuals
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• Research credit,Table 14-1. Worksheet To See If You Should Fill In Form 6251
• Low-income housing credit,

1. Enter the amount from Form 1040, line 35 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.
• Enhanced oil recovery credit,2. If you itemized deductions on Schedule A, go to line 3. Otherwise, enter
• Disabled access credit,your standard deduction from Form 1040, line 34, and go to line 5 . . . . . . 2.

3. Enter the smaller of the amount on Schedule A, line 4, or 2.5% of the • Renewable electricity production credit,
amount on Form 1040, line 32 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.

• Empowerment zone employment credit,4. Add lines 9 and 26 of Schedule A and enter the total . . . . . . . . . . . . . . . . . . . . . 4.
5. Add lines 1 through 4 above . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5. • Indian employment credit,
6. Enter $45,000 ($22,500 if married filing separately; $33,750 if single or

• Employer social security credit for certainhead of household) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.
tips, and7. Subtract line 6 from line 5. If zero or less, stop here; you don’t need to

fill in Form 6251 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7. • Mortgage interest credit.
8. Enter $150,000 ($75,000 if married filing separately; $112,500 if single

or head of household) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8. The forms used to figure these credits have
9. Subtract line 8 from line 5. If zero or less, enter –0– here and on line 10 more details on how the limit applies to each

and go to line 11 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9. credit.
10. Multiply line 9 by 25% (.25) and enter the result but do not enter more Earned income credit.  You must reduce

than line 6 above . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10. any earned income credit you claimed on your11. Add lines 7 and 10. If the total is over $175,000 ($87,500 if married fil-
return by the amount of your AMT.ing separately), stop here and fill in Form 6251 to see if you owe the al-

ternative minimum tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.
12. Multiply line 11 by 26% (.26) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.

Recordkeeping NEXT: If line 12 is more than the amount on Form 1040, line 38, complete Form 6251 t
o see if
you owe the alternative minimum tax. If line 12 is equal to or less than the am
ount on Form Because of AMT adjustments, you may have a
1040, line 38, do not fill in Form 6251. different AMT basis in certain property or in

certain activities. Because your AMT basis
may affect the computation of AMT in future
tax years, you may need to figure the adjust-• You are liable for the AMT, orCompleting Form 6251 ments that affect basis, even though you do

• You have certain credits (such as the creditIf you must complete Form 6251 for one of the not owe AMT this year. You should keep a
for child and dependent care expenses, etc.)reasons given earlier (including a filled-in Ta- separate record of your AMT adjusted basis,
that are limited by the amount shown on lineble 14–1 that shows you must), keep in mind including an AMT depreciation schedule.
24 (or in some cases, line 26). The formsthe following rules. Carrybacks and carryovers of certain de-
used to figure these credits have information ductions and credits may have to be refigured
on the tentative minimum tax limit.Partner, shareholder, or beneficiary.  If you for AMT purposes. You should keep a sepa-

receive any of the tax benefits listed earlier as rate record of these AMT carrybacks and car-
You must file Form 6251 even if you are nota partner in a partnership, a beneficiary of an ryovers to assist you in preparing your return in

liable for the AMT if the total of lines 7 throughestate or trust, or a shareholder in an S corpo- other years.
14 is negative and you would be liable for theration, include the benefit on Form 6251.
AMT without taking those lines into account.Partner.  If you are a partner, you must in-
This will help show us why you are not liableclude your share of the partnership’s adjust-
for the AMT. Form 6251 ments and tax preference items when you fill in

Form 6251. These will be furnished to you on To figure AMT, complete Form 6251:Credits.  In some cases, certain nonrefund-Schedule K–1 (Form 1065). The partnership it- 1) In Part I, figure the total amount of yourable credits (listed below) are limited by yourself does not pay AMT. adjustments for adjustment and tax pref-tentative minimum tax (defined later). Depend-S corporation shareholder.  If you are a erence items,ing on the credit, this is the amount from eithershareholder in an S corporation, you must in-
line 24 or line 26 of Form 6251. This limit may 2) In Part II, figure your AMT taxable income,clude your share of the corporation’s adjust-
apply even if you do not owe AMT. andments and tax preference items when you fill in

You can claim these nonrefundable creditsForm 6251. These will be furnished to you on 3) In Part III, determine your exemptiononly up to the amount by which your regularSchedule K–1 (Form 1120S). amount and figure your AMT.tax exceeds your tentative minimum tax. You
Beneficiary.  If you are a beneficiary of an cannot claim these credits to the extent their

estate or trust, you must include your share of A completed sample Form 6251 is shown latertotal reduces your regular tax liability below the
the estate’s or trust’s distributable net AMT in this chapter.amount of your tentative minimum tax. In some
taxable income and tax preference items when cases, any excess credit will be allowed as a
you fill in Form 6251. These will be furnished to Part 1 — Adjustment andcarryback or carryover under the usual rules
you on Schedule K–1 (Form 1041). See Bene- for that credit. Tax Preference Items ficiaries of Estates and Trusts under Part 1 — These nonrefundable credits are: To figure AMT taxable income, you must makeAdjustment and Tax Preference Items later.

• Credit for child and dependent care certain adjustments to the taxable incomeThe estate or trust may have to pay AMT on
expenses, shown on your return for tax benefit items (ad-any remaining AMT taxable income.

justment items and tax preference items).• Credit for the elderly or the disabled,
These adjustments are designed to eliminateChild under age 14.  Form 6251 should be fil- • Credit for fuel from a nonconventional the tax advantages of items that receive spe-led in for a child under age 14 if the total of the source, cial tax treatment. The amount of the adjust-child’s adjusted gross income from Form

• Qualified electric vehicle credit, ment is generally the difference between a re-1040, line 32, is more than the sum of $1,000
computed amount (for AMT) and the amountplus the child’s earned income. • Orphan drug credit,
shown on the return.

• Investment credit, This section discusses adjustments for theDo you need to attach Form 6251 to your re-
• Targeted jobs credit, following adjustment and tax preference items:turn?  After you complete Form 6251, attach it

to your return only if: • Alcohol fuels credit, • Standard deduction,
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• Itemized deductions, • Taken out after June 30, 1982, used for a the straight line method when it results in a
purpose other than to buy, build, or substan- higher deduction. ADS is explained in Chapter• Depreciation of tangible property placed in
tially improve your main home or qualified 3 of Publication 534.service after 1986,
dwelling that is your second home, or If you depreciate property for regular tax

• Adjusted gain or loss, purposes using the straight line method over a• Taken out before July 1, 1982, and secured
General Depreciation System (GDS) recovery• Incentive stock options, by property that, when you got the mort-
period, you must figure AMT depreciation us-gage, was other than your main home or a• Beneficiaries of estates and trusts, ing the straight line method over an ADS re-qualified dwelling used by you or a member
covery period.• Accelerated depreciation of real property of your family.

Refigure the depreciation on any propertyplaced in service before 1987,
that you depreciated under a method otherA qualified dwelling is any house, apartment,• Installment sales of certain property, than the AMT method for regular tax purposes.condominium, or mobile home not used on a
Enter on line 8 of Form 6251 the difference be-• Patron’s adjustment, transient basis.
tween this AMT depreciation and the regularIf you refinanced your mortgage after June• Tax shelter farm activities, and
tax depreciation. (If the AMT depreciation is30, 1982, for an amount in excess of your origi-• Related adjustments. more than the regular tax depreciation, enternal mortgage, you cannot deduct the interest
the difference as a negative amount.)related to the excess.

The following adjustments and tax prefer- Enter on line 4 of Form 6251 the total in-
ence items are discussed in the Form 6251 Exceptions.  The use of ADS for AMT pur-cluded on lines 10, 11, or 12 of Schedule A for
instructions: poses is not required, and no adjustment isthese home mortgage interest items.

needed, for:• Passive activities,
• Property to which MACRS does not applyMiscellaneous itemized deductions (line 5).• Tax-exempt interest from private activity

because of transitional rules under the TaxFor AMT purposes, you are not allowed to de-bonds,
Reform Act of 1986,duct any of your miscellaneous itemized de-

• Certain charitable contribution carryovers, ductions that are subject to the 2% limit. You • Property you elect to exclude from MACRS
must enter on line 5 of Form 6251 any deduc-• Circulation expenditures, that is depreciated under the unit-of-produc-
tion claimed on line 26, Schedule A. tion method or most other methods of depre-• Depletion,

ciation not expressed in terms of years,
• Accelerated depreciation of leased personal Refund of taxes (line 6).  Because you do not

• Certain public utility property,property placed in service before 1987, deduct taxes for AMT purposes, you also do
• Any motion picture film or video tape, ornot include refunds of taxes in your AMT taxa-• Intangible drilling costs,

ble income. If you included a refund of taxes • Any sound recording.
• Long-term contracts, on line 10 (or line 21) of Form 1040, enter that

amount on line 6 of Form 6251.• Certain loss limitations, The section 179 expense deduction is al-
lowed for AMT purposes. Do not recompute• Mining exploration and development costs, Investment interest (line 7).  For AMT pur- depreciation for AMT purposes for any part of

• Pollution control facilities placed in service poses, your investment interest deduction in- the cost of any property for which you made
after 1986, and cludes interest incurred to carry tax-exempt the election under section 179 to treat the cost

private activity bonds. The deduction limit is of the property as an expense deduction.• Research and experimental expenditures.
figured by including interest received from
such bonds in your investment income, and by AMT adjusted basis.  The effect of having a
refiguring investment income, gains, and ex- different depreciation amount for AMT is thatStandard Deduction (Line 1) penses to take into account all adjustments the property’s adjusted basis after subtracting

You cannot claim the standard deduction in and tax preferences that apply. depreciation is also different for AMT. This
figuring your AMT taxable income. If you You must refigure your investment interest means, for example, that if you sell the prop-
claimed the standard deduction on line 34 of deduction for AMT on a separate Form 4952. erty, the gain or loss for AMT will be different.
Form 1040, enter that amount on line 1 of Follow the steps under Line 7 — Investment See Adjusted Gain or Loss, next.
Form 6251. interest in the instructions for Form 6251. The

difference between this refigured amount (line Adjusted Gain or Loss (Line 9) 
8 of your AMT Form 4952) and the amount onItemized Deductions (Lines 2 – 7) If you sold property during the year, you mustline 8 of your regular tax Form 4952, is yourIf you itemized deductions on Schedule A refigure your gain or loss from the sale usingAMT adjustment. Enter this difference on line 7(Form 1040), you must make the following your adjusted basis for AMT purposes. Yourof Form 6251. If your AMT deduction is moreadjustments. AMT adjusted basis is figured by increasing orthan the regular tax deduction, enter the differ-

decreasing your adjusted basis for regular taxence as a negative amount.Medical expenses (line 2).  For regular tax purposes by any applicable AMT adjustments
purposes, you can deduct your medical ex- for:

Depreciation of Tangible Propertypenses that are in excess of 7.5% of your ad- • Depreciation,Placed in Service After 1986justed gross income (AGI). For AMT purposes,
• Circulation expenditures,a different limit applies. See Form 6251 and its (Line 8) 

instructions to figure the adjustment. • Research and experimental expenditures,For AMT purposes, you must use the Alterna-
tive Depreciation System (ADS) to depreciate • Mining exploration and development costs,

Taxes (line 3).  You cannot claim an itemized tangible property placed in service after 1986
• Pollution control facilities, anddeduction for taxes in figuring AMT taxable in- (or after July 1986 if you elected to use

come. Enter on line 3 of Form 6251 the • Incentive stock options.MACRS). Depreciation using ADS is generally
amount deducted on line 9, Schedule A. Do figured using the straight line method over a
not include any generation-skipping transfer specified recovery period. However, to figure The adjustment is the difference between
taxes. AMT depreciation on personal property (other the gain (or loss) you figured for regular tax

than property depreciated for regular tax pur- purposes and the gain (or loss) you figured us-
Home mortgage interest (line 4).  For AMT poses under the straight line method), you ing your AMT adjusted basis. Enter the differ-
purposes, you cannot deduct interest on a must use the 150% declining balance method ence as a negative amount on line 9 of Form
home mortgage: over the ADS recovery period. You switch to 6251 if:
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1) The AMT gain is less than the regular tax (or its components) is a separate item of prop- Tax Shelter Farm Activities
gain, erty. Do not figure this tax preference for an (Line 14m) 

item of property in the year that you dispose of2) The AMT loss is more than the regular tax You need to report this on line 14m only if you
it.loss, or have income or loss from a tax shelter farm ac-

For real property you depreciate under the tivity (generally, a farming syndicate) that is3) You have an AMT loss and a regular tax accelerated cost recovery system (ACRS), fig- not a passive activity. If the activity is a passivegain. ure straight line depreciation using a recovery activity, use line 11.
period of 19 years for 19–year real property, You must refigure your income or loss fromOtherwise, enter the difference as a positive and no salvage value. However, if the actual each tax shelter farm activity using any AMTamount. recovery period used for regular tax purposes adjustments and tax preference items. How-
is longer than 19 years, you will not have a taxExample.  Nick purchased farm property in ever, a recomputed loss is not allowed, except
preference item. ACRS is explained in Chap-1992 for $10,000. He sold this property in 1994 to the extent you are insolvent as of the end of
ter 6 of Publication 534.for $7,000. His adjusted basis in the property the tax year. You are insolvent to the extent

If you placed property in service after Julyfor regular tax purposes is $4,000. However, that your liabilities exceed the fair market value
1986 and chose to depreciate it using the mod-because Nick used accelerated depreciation, of your assets.
if ied accelerated cost recovery systemhis adjusted basis for AMT purposes is $6,000. A deferred loss from a tax shelter farm ac-
(MACRS), see Depreciation of Tangible Prop-Nick’s regular tax gain is $3,000 ($7,000 − tivity is allowed as a deduction in figuring AMT
erty Placed in Service After 1986, earlier.$4,000). His AMT gain is $1,000 ($7,000 − taxable income for later years up to the net

For property you depreciate under another$6,000). Since his AMT gain is less than his AMT income from the activity. Any remaining
method, figure straight line depreciation usingregular tax gain, Nick enters the difference, loss can be deducted in figuring AMT taxable
the same basis, useful life, and salvage value$2,000, as a negative amount on line 9 of income for the year you dispose of your entire
that you first used to depreciate the property. IfForm 6251. interest in the activity.
you did not use a useful life or salvage value, Enter on line 14m of Form 6251 the differ-
the useful life or salvage value for straight line ence between the amount that would be re-Incentive Stock Options (Line 10) depreciation is the one that would have been ported for the activity on Schedule E, F, orFor AMT purposes, you must treat incentive proper if you had actually taken depreciation Form 4835 for the AMT and the amount re-stock options (ISOs) differently than for regular under the straight line method. ported for regular tax purposes. Enter it as atax purposes. The AMT adjustment is the ex-

negative amount if:cess, if any, of: Installment Sales of Certain
1) The AMT loss is more than the regular tax1) The ISO’s fair market value at the first Property (Line 14e) loss,time your rights in the ISO become trans- For AMT purposes, you generally cannot use
2) The AMT gain is less than the regular taxferable or are no longer subject to a sub- the installment method of accounting to deter-

gain, orstantial risk of forfeiture, over mine your income from a disposition of inven-
3) You have an AMT loss and a regular taxtory. You will have an AMT adjustment if you2) The amount you paid for the ISO.

gain.ordinarily use an accrual method of account-
ing, but you use the installment method to re-Increase your AMT basis in any stock acquired

Enter any adjustment for amounts reportedport the income from a disposition under a de-through exercise of an ISO by the amount of
on Schedule D, Form 4684, or Form 4797 forferred payment contract of inventory held forthe adjustment.
the activity on line 9 instead.sale in your farming business.Enter this adjustment on line 10 of Form

The adjustment applies to both the year of6251 for the first tax year in which your rights in
the disposition and the year you receive the Note.  To avoid duplication, do not enterthe ISO are freely transferable or are not sub-
deferred payment. For the year of disposition, the same adjustment more than once on Formject to a substantial risk of forfeiture.
enter as a positive amount on line 14e the dif- 6251. For instance, if you have included anDisposition in same year.  There is no
ference between your income from the sale AMT adjustment for depreciation in this adjust-AMT adjustment if you dispose of stock ac-
figured using your regular accounting method ment, do not enter that same adjustment onquired through exercise of an ISO in the same
and the income you reported under the install- line 8.year your rights in the ISO become freely
ment method. For the year you receive the de-transferable or are not subject to a risk of for-
ferred payment, enter the amount of the de-feiture. In that case, the AMT and regular tax Related Adjustments (Line 14n) ferred payment on line 14e as a negativetreatments are the same.

For AMT purposes, you must refigure certainamount.
deductions and certain items of income thatExample.  You ordinarily use an accrualBeneficiaries of Estates and are affected by a limit based on your income.

method of accounting. In 1994, you sold wheatTrusts (Line 12) See the Form 6251 instructions.
produced on your farm under a contract that

If you are a beneficiary of an estate or trust, defers your right to the sale proceeds until
your AMT adjustment will be shown on line 8 of Part II — Alternative1995. You use the installment method for reg-
the Schedule K–1 (Form 1041) you receive ular tax purposes, reporting no income from Minimum Taxable Income from the estate or trust. Enter this amount on the sale on your 1994 return. On line 14e of After you have figured the total amount of yourline 12 of Form 6251. your 1994 Form 6251, you enter as a positive adjustments and tax preference items on line

amount your income from the sale figured us- 15 of Part I, you can figure your AMT taxableAccelerated Depreciation of Real ing your regular accounting method. On your income in Part II.
1995 Form 6251, you must show the incomeProperty Placed in Service Before
from the sale reported for regular tax purposes1987 (Line 14d) Line 16.  Since personal exemptions are not
as a negative adjustment.The depreciation you took for regular tax pur- allowed in figuring AMT taxable income, begin

poses on real property placed in service before with your taxable income figured without the
Patron’s Adjustment (Line 14j) 1987, minus the depreciation you would have deduction for personal exemptions. Enter the

been allowed to take under the straight line Distributions you received from a cooperative amount from line 35, Form 1040, on line 16,
method, is a tax preference item. Enter the may be includible in income. Unless the distri- Form 6251. This figure may be negative.
amount of this preference (but not less than butions are nontaxable, enter on line 14j the If Form 1040, line 37, includes a write-in
zero) on line 14d of Form 6251. total AMT patronage dividend and per-unit re- amount, add lines 36 and 37 and use that re-

You must figure this amount separately for tain allocation adjustment reported to you by sult on line 16 instead of the amount from Form
each item of property. Generally, each building the cooperative. 1040, line 35. If your taxable income includes
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an amount from the alcohol fuel credit, reduce The result is the alternative tax NOL. Depletion of $1,000, and
line 16 by the amount of the credit included in Exception for loss year before 1987.  For Intangible drilling costs of $1,500.
income. purposes of figuring the alternative tax NOL

deduction for a loss year before 1987, use the Scott refigures his NOL using these items. His
Line 17.  If you have a net operating loss amount of the alternative tax NOL carryover to alternative tax NOL and carryover to 1994 is
(NOL) deduction on line 21 of Form 1040, 1987 as the alternative tax NOL. $18,500 ($25,000 − $6,500).
enter that amount on line 17, Form 6251 as a To figure the amount of his ATNOLD, Scott
positive amount. (Also see Line 20.) Figuring Alternative Tax NOL completes a second 1994 Form 6251 as a

worksheet, through line 19 to figure his AMTCarryback or Carryover 
Line 18.  The limit on itemized deductions for taxable income without regard to the ATNOLDYou can carry an alternative tax NOL back 3people whose AGI is more than $111,800 (line 20 is treated as zero when figuring lineyears or forward 15 years under the same($55,900 if married filing separately) does not 14c). Line 19 of Scott’s 1994 Form 6251rules that apply to a regular tax NOL. If youapply in figuring AMT taxable income. If you ‘‘worksheet’’ is $92,500. Scott’s alternative taxchoose not to carry back your NOL, that choiceused the Itemized Deductions Worksheet in NOL deduction is the smaller of 90% ofapplies to both the regular tax NOL and the al-the Schedule A (Form 1040) instructions to de- $92,500 ($83,250) or $18,500. Therefore, heternative tax NOL.termine your total itemized deductions on line enters $18,500 on line 20 of the Form 6251 heIf the current year is the first year to which29 of Schedule A (Form 1040), enter the will attach to his return.the alternative tax NOL is carried, the amountamount from line 9 of the worksheet on line 18,

of the carryback or carryover is the amount ofForm 6251. Carryover of unused alternative tax NOL.the alternative tax NOL. Otherwise, the
You can carry to the next carryback or carry-amount of the carryback or carryover is theLine 19.  Combine lines 15, 16, 17, and 18 and over year any alternative tax NOL not used be-amount of alternative tax NOL remaining after

enter the result on line 19. cause of the ATNOLD limitation. See Figuringsubtracting the amount used in all preceding
Alternative Tax NOL Carryback or Carryover,carryback or carryover years.

Line 20.  If you have an entry on line 17, earlier.
refigure your NOL deduction and enter the

Amount used in preceding years.  Therefigured amount on line 20. See Alternative Part III — Exemptionamount of the alternative tax NOL used inTax Net Operating Loss Deduction, later.
each preceding carryback or carryover year Amount and Alternative
must be refigured even if you did not owe AMT

Line 21.  Subtract line 20 from line 19 and Minimum Tax each year. The alternative tax NOL used in a
enter the result on line 21. This is your AMT After you have arrived at AMT taxable income,tax year beginning after 1986 is an amount
taxable income. you can figure the tax (the AMT). First, sub-equal to 90% of the AMT taxable income for

If you are a married person filing a separate tract your exemption amount from your AMTthat year (figured without the alternative tax
return and your AMT taxable income is more taxable income. Your exemption amount de-NOL deduction), minus the portion of the alter-
than $165,000, you must increase your entry pends on your filing status and your taxable in-native tax NOL deduction that is due to earlier
on line 21 to figure the phaseout of the exemp- come. Next, multiply the balance that isloss years, if any. For this purpose, you must
tion amount. See Exemption Amount under $175,000 or less ($87,500 or less if married fil-modify the AMT taxable income for that year in
Part III — Exemption Amount and Alternative ing separately) by the AMT rate of 26%. Multi-the same manner that you modify taxable in-
Minimum Tax, later. ply any balance that is more than $175,000come to figure the use of the NOL for regular

(more than $87,500 if married filing sepa-tax. (See Modified taxable income under How
rately) by the AMT rate of 28%. The sum willto Figure an NOL Carryover in PublicationAlternative Tax
be your tentative minimum tax. Finally, sub-536.)Net Operating Loss tract your regular tax (adjusted as explained

Deduction (Line 20) later) from your tentative minimum tax. The re-Before-1983 NOL carryover.  If you have an
sult, on line 28 of Form 6251, is your AMT.If you claimed a net operating loss (NOL) de- NOL carryover from a year before 1983, see
Enter the amount from line 28 on line 48, Formduction on line 21 of Form 1040, you must Deferred minimum tax under Part III — Ex-
1040.refigure it for AMT purposes. The refigured emption Amount and Alternative Minimum

NOL deduction is limited, as explained under Tax, later.
Deferred minimum tax.  If your regular tax isFiguring the Alternative Tax NOL Deduction,
reduced because of an NOL deduction on linelater. Figuring the Alternative Tax
21, Form 1040, from a year before 1983, youRefigure your NOL deduction in three NOL Deduction (ATNOLD) must pay any minimum tax for the loss yearsteps.

Your ATNOLD may be limited. To compute the that you were able to defer because of the1) Figure the alternative tax NOL for the loss ATNOLD limitation, you must first figure your NOL. The amount you must pay is 15% of theyear. AMT taxable income without regard to the portion of the deduction that is for the loss
ATNOLD. To do this, use a second Form 62512) Figure the alternative tax NOL carryback year’s excess tax preference items. Include
as a worksheet. Complete the form throughor carryover to this year. this amount in the total on line 48, Form 1040,
line 19, but when figuring line 14c, treat line 20 and write ‘‘Deferred Minimum Tax’’ and the3) Figure the alternative tax NOL deduction
as if it were zero. Multiply line 19 of the second amount on the dotted line.for this year.
Form 6251 used as a worksheet by 90%. This
is your ATNOLD limitation. Enter on line 20 the Exemption Amount
smaller of the ATNOLD or the ATNOLD limita- (Line 22) Figuring Alternative Tax NOL tion. Any alternative tax NOL not used be-

The AMT is not intended to apply to individualsFor AMT purposes, you figure an NOL in gen- cause of the ATNOLD limitation can be carried
in the lower tax brackets with small amounts oferally the same manner as you figure it for reg- back or forward. The treatment of alternative
adjustments or preference items. This is whyular tax. (For information on how to figure an tax NOLs does not affect your regular tax NOL.
you subtract an exemption amount from yourNOL, see Publication 536.) However, you Example.  Scott claimed an NOL deduc- AMT taxable income before figuring your ten-must modify the NOL as follows. tion on line 21 of Form 1040 of $25,000. This is tative minimum tax. The exemption amount is

from a 1993 NOL that he elected not to carry1) Add or subtract the AMT adjustments for phased out for high income individuals.
back. It includes the following 1993 AMT ad-the loss year. On line 22 of Form 6251, enter one of the
justments and tax preference items:2) Subtract the tax preference items for the following exemption amounts based on the fil-

loss year that increased the NOL. Accelerated depreciation of $4,000, ing status you used to figure your regular tax:
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• $45,000, if you are married filing a joint re- Figuring regular income tax.  John and AnnRegular Tax (Line 27) 
turn or file as a qualifying widow or widower figure their taxable income as follows:After you have figured your tentative minimum
with dependent child, tax, subtract your regular income tax to arrive Adjusted gross income . . . . . . . . . . . . . . . . . . . $67,000

at your AMT. Regular income tax is your in-• $33,750, if you file as single or head of Minus: Itemized deductions . . . . . . . . . . . . . . 28,939
come tax from line 38, Form 1040, plus any taxhousehold, or

$38,061from Form 4970 entered on line 39, Form• $22,500, if you are married filing a separate Minus: Exemptions (4 × $2,450) . . . . . . . . . . 9,8001040, minus any foreign tax credit (line 43,return.
Form 1040). Taxable income . . . . . . . . . . . . . . . . . . . . . . . . . $28,261

Note.  The AMT of a child under 14 may be Using the Tax Table, the Greens find that theirNote.  The exemption amount for a child
limited. See Minor Children, next. regular income tax is $4,241.under 14 may be limited. See Minor Children,

later.
Part I — Adjustments and tax preferenceMinor Children 
items.  The Greens have adjustments for ac-Phaseout.  The exemption amount is reduced Limits apply to the exemption amount and the celerated depreciation and certain home mort-by 25 cents for each $1 that your AMT taxable AMT of a child who must figure regular tax on gage interest, so they must fill in Form 6251.income exceeds: Form 8615. For information on who must use Their Form 6251 is illustrated in this chapter.

Form 8615, see Publication 929.• $150,000, if you are married filing a joint re- They begin by skipping line 1 because they
turn or file as a qualifying widow or widower itemized deductions on Schedule A (Form

Limit on exemption amount.  The child’s ex-with dependent child, 1040). Then they enter their adjustments and
emption amount on line 22 of Form 6251 is lim- tax preference items on lines 2 through 14.• $112,500, if you file as single or head of
ited to the child’s earned income plus the Medical expenses.  The Greens did nothousehold, or
greater of: deduct any medical expenses on Schedule A

• $75,000, if you are married filing a separate (Form 1040), so they leave line 2 blank.1) $1,000, orreturn. Taxes.  The Greens deducted $5,900 state
2) The child’s share of the unused parental income tax and $3,975 real estate tax on their

minimum tax exemption.Figure your reduced exemption amount on the home on Schedule A (Form 1040). Since state
Exemption Worksheet in the instructions for income taxes and real estate taxes on a home
line 22 of Form 6251. Your exemption amount Figure the child’s exemption amount on the are not allowed for AMT purposes, the Greens
is completely phased out if AMT taxable in- Exemption Worksheet in the Form 6251 in- enter $9,875 on line 3.
come exceeds: structions for line 22. Home mortgage interest.  The Greens
• $330,000, if you are married filing a joint re- paid home mortgage interest of $7,000 during

Unused parental minimum tax exemption.turn or file as a qualifying widow or widower 1994. Of this amount, $4,550 is from refinanc-
The unused parental minimum tax exemptionwith dependent child, ing their mortgage (in 1993) for more than their
is the amount by which the parent’s AMT ex- original mortgage. They did not use any of the• $247,500, if you file as single or head of emption amount exceeds that parent’s AMT funds for home improvements. They enterhousehold, or taxable income. $4,550 on line 4.

• $165,000, if you are married filing a sepa- Miscellaneous itemized deductions.
rate return. Limit on AMT.  The child’s AMT on line 28 of The Greens claimed $1,000 on Schedule A,

Form 6251 cannot be greater than the amount line 26 (Form 1040) for miscellaneous item-
Married filing separately.  If you are a by which the parent’s AMT would increase if ized deductions. No miscellaneous deductions

married person filing a separate return and the parent’s tentative minimum tax and regular subject to the 2% of AGI limit are allowed in de-
your AMT taxable income is more than tax were increased by the amount of the tenta- termining AMT taxable income. They enter
$165,000, you must increase your AMT taxa- tive minimum tax and regular tax of all the par- $1,000 on line 5.
ble income to figure the phaseout of the ex- ent’s children who must figure regular tax on Depreciation of property placed in ser-
emption amount. Use the instructions for line Form 8615. This limit will apply if either the par- vice after 1986.  The Greens bought farm
21 of Form 6251 to figure the increased ent or at least one of the other children does equipment that for regular tax purposes they
amount, and substitute that amount for your not owe AMT. Use the Worksheet for Limit on depreciate under the modified accelerated
previous entry on line 21. AMT for Children Under Age 14–Line 28 in the cost recovery system. For AMT purposes, they

The increase in your AMT taxable income instructions for Form 6251 to figure the limit. refigure the depreciation on this property using
is 25% of the amount by which your AMT taxa- the 150% declining balance method over 10
ble income exceeds $165,000. However, the years rather than 7 years. The difference,
increase cannot be more than $22,500. $8,589, is entered on line 8.Example of AMT Beneficiaries of estates and trusts.  The
Tentative Minimum Tax Greens are beneficiaries of an estate thatJohn Green is married and has two children.
(Lines 23 – 26) passes through to them their share of the es-He and his wife, Ann, file a joint return on

tate’s distributable AMT taxable income ad-To figure your tentative minimum tax, multiply which they claim four exemptions. They have a
justment. The Schedule K–1 (Form 1041) theyyour AMT taxable income minus the appropri- net profit from a farm, interest income, and in-
receive shows $820 on line 8. They enter thisate exemption amount (line 23 of Form 6251) come from an estate.
amount on line 12.by 26% if $175,000 or less ($87,500 if married John and Ann report an adjusted gross in-

Patron’s adjustment.  The Greens are pa-filing separately). Multiply by 28% any amount come of $67,000. Their itemized deductions
trons of a cooperative that sent them a Formin excess of $175,000 ($87,500 if married filing totaled $28,939 and are as follows:
1099–PATR showing an AMT patronage divi-separately). Enter the sum on line 24. This is

Deductible state income taxes . . . . . . . . . . . . $  5,900 dend adjustment of $150. The distributionsyour tentative minimum tax unless you have
Real estate tax . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,975 they received from the cooperative were in-an AMT foreign tax credit. If you have an AMT

cludible in their income, so they enter $150 onHome mortgage interest . . . . . . . . . . . . . . . . . . 7,000foreign tax credit, enter it on line 25, then sub-
line 14j.tract it to arrive at your tentative minimum tax Miscellaneous itemized deductions . . . . . . . 1,000

Total adjustments and preference(line 26). Cash contributions . . . . . . . . . . . . . . . . . . . . . . . 5,000
items.  The Greens add these items and enterFor information on how to figure the AMT Casualty loss (from Form 4684) . . . . . . . . . . 6,064
their total adjustments and tax preferenceforeign tax credit ,  see the Form 6251 Total itemized deductions . . . . . . . . . . . . . . . $28,939
items, $24,984, on line 15.instructions.
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Part II — Alternative minimum taxable in- Exclusion items.  The adjustments and If you have to reduce the credit, you must
come.  They then enter the amount from line preference items that result in the permanent reduce the amount available at the beginning
35 of Form 1040, $38,061, on line 16 of Form exclusion of income for regular tax purposes of the year after the debt was canceled. For
6251. They have no entry on line 17. are exclusion items. These exclusion items more information, see Cancellation of Debts in

AMT taxable income.  The total of the are: Chapter 4.
Greens’ adjustments and tax preferences, • The standard deduction,
$24,984, are then added to the line 16 amount Example of Credit for• Medical and dental expenses,of $38,061. The total, $63,045, is their AMT
taxable income. This amount is entered on • Miscellaneous itemized deductions, Prior Year Minimum Tax 
lines 19 and 21.

John and Ann Green, whose 1994 Form 6251• Taxes,
is shown in this chapter, paid a 1993 AMT of• Interest expense,Part III — Exemption amount and alterna-
$1,730. They complete Form 8801 to see iftive minimum tax.  Since the Greens are filing • Charitable contribution carryovers from an they can claim a minimum tax credit for 1994a joint return, they enter $45,000 on line 22. earlier year for certain donations of appreci- or carry it forward to 1995. (Their filled-in FormTheir AMT taxable income is less than ated property, 8801 is shown in this chapter.)$150,000, so there is no phaseout of the ex-

• Tax-exempt interest from certain private ac- John and Ann used the following amountsemption amount. They subtract the $45,000
tivity bonds, and to figure their 1993 AMT on Form 6251. (Theirfrom the amount on line 21. The difference,

1993 Form 6251 is not shown here.)$18,045, is entered on line 23. • Depletion.
Since the Greens’ AMT taxable income is

Amount from 1993 Form 1040, line 35 $ 46,650less than $175,000, they multiply line 23 by Generally, these are the items on lines 1
Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,69626% and enter the result on lines 24 and 26. through 7, plus lines 13, 14a, and 14c of your

This amount, $4,692, is their tentative mini- Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 73,3461993 Form 6251, plus any adjustments or pref-
mum tax. From this amount, they subtract their Minus: Exemption amount . . . . . . . . . . . . . . 45,000erence amounts for interest expenses, tax-ex-
regular tax, $4,241. The difference, $451, is empt interest, or depletion included on lines $ 28,346
their AMT. This amount is entered on line 28. It 11, 12, or 14m. Multiply by 26% . . . . . . . . . . . . . . . . . . . . . . . . . ×26%is then carried to line 48 of Form 1040. AMT foreign tax credit on exclusion

$ 7,370items.  In figuring the AMT on these items, you
Minus: 1993 regular tax before credits 5,640do not use the 90% limit on the AMT foreign

tax credit. 1993 alternative minimum tax . . . . . . . . . $ 1,730Credit for Prior Year
Unallowed credits for nonconventional-Minimum Tax To complete Form 8801, John and Ann must
source fuel, orphan drugs, and electric ve- dete rmine  wh ich  o f  the i r  1993  AMTYou may be able to take a credit against your hicle.  Add to your 1993 adjusted AMT and adjustments and preferences are treated asregular tax if you: credit carryover any unallowed 1993 credit for

exclusions (explained earlier). They had the• Paid alternative minimum tax (AMT) in 1993, nonconventional-source fuel, orphan drugs, or
following ‘‘exclusion’’ adjustments on theira qualified electric vehicle. An unallowed credit• Had a minimum tax credit carryforward from 1993 Form 6251.is any amount that you could not take because1993 to 1994, or

it would have reduced your regular tax to less Exclusion adjustments:• Had an unallowed nonconventional-source than your tentative minimum tax.
Medical and dental . . . . . . . . . . . . . . . . . . . . . . . $  4,000fuel credit, orphan drug credit, or qualified

electric vehicle credit in 1993. Miscellaneous itemized deductions from
Limit on Credit Schedule A, line 24 . . . . . . . . . . . . . . . . . . . . . 1,038
You may not be able to use all of your creditThis section explains how to figure this Taxes from Schedule A, line 8 . . . . . . . . . . . . 8,000
this year. Your credit is limited to the amountcredit. You figure the credit on Form 8801. Certain home mortgage interest . . . . . . . . . . 7,988
on Form 1040, line 46 (figured without regardThis section also contains an example that Total exclusion items for 1993 . . . . . . . . . . $21,026
to the credit for prior year minimum tax), minusshows how to complete this form.
your tentative minimum tax (Form 6251, line

The Greens a lso  had a  deprec ia t ion26).Figuring the Credit adjustment of $5,670. This is not an exclusionIf your credit is limited, you can carry for-
Your 1994 credit for prior year minimum tax item.ward the unused credit to next year. See Un-
(before applying the credit limit, explained For 1994, the Greens have a regular tax li-used Credit, next.
later) is the total of: ability (minus allowable credits) of $4,241 and

a tentative minimum tax (line 26, Form 6251)1) Your 1993 adjusted AMT, Unused Credit 
of $4,692. They also have a minimum tax2) Any unused credit you carried forward After you figure the credit for prior year mini-
credit carryforward from 1993 (based on theirfrom 1993, (line 26 of your 1993 Form mum tax and apply the limit, you may have un-
1992 AMT) of $800.8801), and used credit. You can carry any unused credit

The Greens use their 1993 Form 6251 toforward to reduce your regular tax liability in fu-3) Any 1993 unallowed credits for noncon- complete Form 8801. They combine theture years. You can carry the credit forwardventional-source fuel, orphan drugs, and
amounts from lines 16 through 18 of their 1993until it is completely used.a qualified electric vehicle.
Form 6251 and enter the total ($46,650) inIf your net AMT in a later tax year results in
Part I of Form 8801, on line 1. They enter theiran additional credit, you can add that credit toAdjusted AMT.  Your adjusted AMT is the
total exclusion items ($21,026) on line 2 of Partany carryforward balance from earlier yearsamount of AMT you actually paid (line 28 of
I. Their net minimum tax on exclusion items is(See Part II of Form 8801).your 1993 Form 6251), reduced by the part of
$256, as shown on line 15 of Part I.it generated by exclusion items. If the AMT

They then complete Part II. Because theirReduction for canceled debt.  You may havegenerated by exclusion items is more than you
1994 regular income tax minus allowable cred-to reduce the credit if you exclude from incomeactually paid, you will have a negative adjusted
its (line 22 of Form 8801) is less than theira debt that was canceled after 1993:AMT.
1994 tentative minimum tax (line 23 of FormUse Part I of Form 8801 to figure the part of 1) In a bankruptcy case,
8801), they cannot claim a minimum tax credityour 1993 AMT generated by exclusion items.

2) When you were insolvent, or for 1994. They can carry forward to 1995 aUse Part II to figure the credit for 1994 and any
minimum tax credit of $2,274.carryover to 1995. 3) That was a qualified farm debt.
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Net earnings from self-employment.  You
can take a deduction of 7.65% of your net in- Introduction15. come from self-employment. You are allowed

Farmers pay self-employment taxes on theirthis deduction only in figuring net earnings
self-employment income. Farmers who havesubject to self-employment tax. You figure it onSelf-Employment employees may have to pay employmentline 4 of Schedule SE. This is not the same as
taxes. See Chapter 16 for information on em-the deduction for one-half of self-employmentTax ployment taxes.tax taken on Form 1040, line 25.

Self-employment tax is part of a system
that provides farmers and other self-employedJoint returns.  You cannot file a joint Sched-
individuals with social security and medical in-ule SE (Form 1040) even if you file a joint in-
surance (Medicare) coverage. Self-employedcome tax return. Your spouse is not consid-Important Change individuals are those who operate their ownered self-employed just because you are. If
businesses. Farmers who operate their ownfor 1994 your spouse has self-employment income, it is
farms on land they either own or rent are usu-independently subject to self-employment taxTax rates and maximum net earnings for ally self-employed.and should be reported on a separate Sched-self-employment taxes.  The self-employ-

ule SE. Mere ownership, or joint ownership, ofment tax rate on net earnings remains the Topicsfarm property does not qualify a spouse forsame for 1994 and 1995. This rate, 15.3%, is a This chapter discusses:self-employment tax.total of 12.4% for social security (old-age, sur-
You and your spouse may operate a farm • Self-employment incomevivors, and disability insurance), and 2.9% for

as a partnership. To be recognized as a part-Medicare (hospital insurance). • Who must pay the taxnership for federal tax purposes, your relation-The maximum amount subject to the social
ship as partners must be established. If you • Figuring self-employment taxsecurity part for 1994 is $60,600. For 1995, the
and your spouse operate a farm as partners,maximum amount subject to the social secur- • Landlord participation in farming
you must report the income on a partnershipity part will be published in the 1994 revisions

• Reporting self-employment taxreturn, Form 1065, and attach separateof Publication 533, Self-Employment Tax, and
Schedules K–1 to show each partner’s sharePublication 553, Highlights of 1994 Tax
of the net income. If you file a joint return, in- Useful ItemsChanges. For 1994 and 1995, there is no max-
clude both partners’ share of the partnership’s You may want to see:imum amount subject to the Medicare part.
income on your Form 1040 and attach a sepa-
rate Schedule SE (Form 1040) to report each Publication
partner’s self-employment tax.

❏ 533 Self-Employment TaxImportant Reminders However, if your spouse is not your part-
ner, but rather is employed by you, you must

Social security benefits.  Social security Form (and Instructions)pay social security taxes for your spouse. For
benefits are available to self-employed per-

more information, see Chapter 16. ❏ SS–5 Application for a Social Securitysons just as they are to wage earners. Your
Cardpayments of self-employment tax contribute to

Community income.  If any of the income ❏ 1040 U.S. Individual Income Taxyour coverage under the social security
from a farm or business other than a partner- Returnsystem.
ship is community income under state law, it isYou must be insured under the social se- ❏ Sch F (Form 1040) Profit or Loss Fromsubject to self-employment tax as the incomecurity system before you begin receiving social Farmingof the spouse carrying on the trade or busi-security benefits (described above). You are
ness. Regardless of whether community prop- ❏ Sch SE (Form 1040) Self-Employmentinsured if you have the required number of
erty laws apply, the identity of the person car- Taxquarters of coverage. A ‘‘quarter of coverage’’
rying on the trade or business is determined bymeans a period of 3 calendar months during ❏ 1065 U.S. Partnership Return ofthe facts in each case.which you were paid a certain amount of in- Income

come subject to social security tax.
❏ Sch K–1 (Form 1065) Partner’s ShareSocial security number.  You must have aFor 1994, you receive a quarter of social

of Income, Credits, Deductions, etc.social security number to pay self-employmentsecurity coverage, up to four quarters, for each
tax. Your social security number must be$620 of income subject to social security.
shown on Schedule SE to insure proper creditTherefore, for 1994, if you had income of
of your self-employment income to your social$2,480 that was subject to social security
security account. If you do not already have ataxes (self-employment and wages) you will Self-Employmentnumber, you should apply for one on Formreceive four quarters of coverage.
SS–5.For an explanation of the number of Income 

If you have a social security number fromquarters of coverage you must have to be in-
Net self-employment income normally in-the time you were an employee, you shouldsured, and of the benefits available to you and
cludes all of the items of business income andnot apply again. If you have a number but lostyour family under the social security program,
takes into account deductions allowed for in-your card, you should file Form SS–5, showingconsult your nearest Social Security Adminis-
come tax purposes. Unless you are a limitedwhere and about when you first applied for it.tration office.
partner, your distributive share of income fromYou will get your original number and not a
a partnership that carries on a trade or busi-new one.Income limits.  You must pay self-employ-
ness is self-employment income. Net self-em-ment tax if you have net earnings from self-
ployment income is determined using theEstimated tax.  You must include the esti-employment of $400 or more. You must pay
same accounting method as used for incomemated self-employment tax in your estimatedthe tax even if you are now fully insured under
tax purposes.tax payments. However, if at least two-thirds ofsocial security or are now receiving benefits.

Some specific items included in determin-your income is from farming and you file yourFor 1994, the maximum amount subject to
ing net self-employment income (net farmForm 1040 and pay all of the tax that is due bythe social security part of the self-employment
profit on Schedule F) are:the first day of the third month after the end oftax (12.4%) is $60,600. All earnings from self-

your tax year, no estimated tax payments areemployment are subject to the Medicare part 1) Taxable patronage dividends (distribu-
required.of the tax (2.9%). tions) from cooperatives,
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2) Government agricultural program pay- 4) Capital gains and losses, such as gain or was being prepared for print, Congress was
ments, including commodity program pay- loss on the sale of investment property, considering legislation to extend this deduc-
ments, and conservation reserve program are excluded from self-employment tion. For information on late legislative
(CRP) payments, income. changes, see Publication 553, Highlights of

1994 Tax Changes.5) A gain or loss from the disposition of prop-3) Taxable commodity credit loans,
erty that is neither stock in trade nor held4) Storage fees paid by the Commodity
primarily for sale to customers is not in-Credit Corporation under a reseal agree-
cluded when figuring self-employment in-ment to farmers for storing their own Who Mustcome. It does not matter whether the dis-grain,
posit ion is a sale, exchange, or an Pay the Tax 5) Refunds and rebates, if they represent a involuntary conversion. For example,

reduction in a deductible expense item, gains or losses from the disposition of the If you carry on a trade or business, such as
including the fuel tax credits, fol lowing types of property are not running a farm, you probably have to pay self-

included:6) Prizes or awards on farm produce or employment tax on your self-employment in-
livestock, come. A trade or business is generally an ac-a) Depreciable property or other fixed as-

tivity carried on for a livelihood, or in good faithsets used in your trade or business.7) Crop damage payments,
to make a profit.b) Livestock held for draft, dairy, breeding,8) Value of merchandise received for farm

or sporting purposes, and not held pri-products, Share farmers.  If, under an income-sharingmarily for sale, regardless of how long
9) Standing crop sales, if not sold with land arrangement, you produce a crop or raise live-the livestock was held, or whether

which was held more than 1 year, stock on land belonging to another and yourraised or purchased.
share of the crop or livestock, or the proceeds10) Crop shares received as rent. (These are c) Standing crops sold with land held more from their sale, depends on the amount pro-net self-employment income in the year than one year. duced, you are a self-employed farmer. Yourthey are converted to money or the

d) Timber, coal, or iron ore held for more income from the income-sharing arrangementequivalent of money, if you meet the ma-
than one year, if an economic interest is your self-employment income.terial participation test explained later
was retained, such as a right to receive If you produce a crop or livestock on landunder Landlord Participation in Farming
coal royalties. belonging to another and are to receive aat the time the crop shares are produced),

A gain or loss from the cutting of tim- specified rate of pay, a fixed sum of money, or
11) Any amounts for depreciation, including ber is not included if the cutting is a fixed quantity of the crop or livestock, and not

any section 179 deduction, recaptured treated as a sale or exchange. a share of the crop or livestock or their pro-
because the business use of the property

ceeds, you may be self-employed or an em-6) Wages received for services performedwas reduced to 50% or less (this does not
ployee of the landowner. This will depend onas an employee and covered by social se-include amounts recaptured on the dispo-
whether you are under the direction and con-curity or railroad retirement are not self-sition of property), and
trol of the landlord.employment income.

12) Lost income payments received from in- Example.  A share farmer produces a crop7) Certain deductions and exemptions thatsurance or other sources for reducing or
on land owned by another person, on a 50–50are used when figuring income tax shouldstopping farming activities. Even if you
crop-share basis. By the terms of their agree-not be used to reduce your self-employ-are not farming when you receive the pay-
ment, the share farmer furnishes the labor andment income. Specifically, do not use:ment, it is self-employment income if it re-
half the cost of seed and fertilizer. The land-lates to your farm business (even though a) Deductions for personal exemptions for
owner furnishes the machinery and equipmentit is temporarily inactive). A connection yourself, your spouse, or your
used to produce and harvest the crop, and halfexists if it is clear that the payment would dependents,
the cost of seed and fertilizer. A house to live innot have been made but for your conduct b) The standard deduction or itemized is provided for the share farmer. The land-of your farm business. deductions, owner and the share farmer decide how much
of the tract should be planted in cotton andc) The net operating loss deduction,In addition, there are certain kinds of in-
how much in other crops. In addition, the land-come and deductions you usually do not take d) Nonbusiness deductions, including
owner is in the hog business and the shareinto account in figuring your net self-employ- contributions for yourself to a Keogh or
farmer agrees to take care of the landowner’sment income, even though they are included in SEP plan, and
hogs in return for three hogs. The landownerfiguring your income tax: e) The self-employed health insurance furnishes the feed and other necessities and

1) Rent from real estate and from personal deduction. supervises the care of the hogs.
property leased with real estate is not self- 8) A limited partner figures net self-employ- The share farmer is a self-employed farmer
employment income. It does not matter if ment income by excluding the distributive for purposes of the agreement to produce the
the rent is received in crop shares, cash, share of partnership income or loss. But cotton and other crops, and the share farmer’s
or other property. However, if you are a guaranteed payments received for ser- part of the income from the crops is self-em-
real estate dealer and the rent is received vices performed are included as self-em- ployment income. But, for the services per-
in the course of your trade or business, ployment income. formed in caring for the landowner’s hogs, the
the rental income and related deductions

share farmer is an employee, and the value of9) A retired partner does not include retire-are included in figuring self-employment
the three hogs received is not self-employ-ment payments received from the partner-income. If the landlord materially partici-
ment income. This income is taxable for in-ship under a written plan that provides forpates, see Landlord Participation in Farm-
come tax purposes.lifelong periodic payments as long as theing, later.

retired partner’s capital interest has been
2) Interest is not self-employment income 4–H Club or FFA project.  If your child partici-fully paid and the partner performs no ser-

unless you receive it in your trade or busi- pates in a 4–H Club or FFA (Future Farmers ofvices for the partnership.
ness, such as interest on accounts America) project, any profit the child receives
receivable. from sales or prizes related to the project may

be subject to income tax. Report the income3) Dividends on securities are not self-em- Caution:  The self-employed health insur-
on line 21 of Form 1040. However, the profitployment income unless you are a dealer ance deduction expired for tax years begin-

in securities. ning after 1993. However, as this publication may not be subject to self-employment tax if
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the project is primarily for educational pur- Forms.  Use Schedule SE (Form 1040) to fig- in one of your businesses will offset the in-
poses and not for profit, and is completed by ure your self-employment tax on line 47 of come you earned in another.
the child under the rules and economic restric- Form 1040. If you have to pay self-employ- You must claim all allowable deductions,
tions of the sponsoring 4–H or FFA organiza- ment tax, you must file a Form 1040 (with including depreciation, when figuring your net
tion. Such a project is generally not considered Schedule SE attached) even if you are not oth- earnings from self-employment. Making false
a trade or business. erwise required to file a federal income tax statements to get or to increase social security

return. benefits may subject you to penalties.

Step 2.  After you figure your net self-employ-Schedule SE Figuring Self- ment income, determine how much of that in-You must file Schedule SE if:
come you have to pay tax on. Your net incomeEmployment Tax 1) You were self-employed, and your net is reduced by the 7.65% deduction to arrive at

earnings from self-employment from otherIf you were self-employed during the year, you net earnings from self-employment, and there
than church employee income were $400must figure how much of your income is sub- is both a minimum and a maximum income
or more, orject to self-employment tax. There are three limit.

steps to figure how much tax you owe: 7.65% deduction.  Multiply your net in-2) You had church employee income of
come by 0.9235 for the 7.65% deduction$108.28 or more.1) Determine your net earnings from self-
(100% − 7.65% = 92.35% or 0.9235). This isemployment.
your net earnings from self-employment.Even if you are not required to file Sched-

2) Determine how much of those net earn- Minimum income limit.  You must haveule SE, it may be to your benefit to file it and
ings are subject to the tax. $433.13 or more of net self-employment in-use either optional method in Part II of Section

come before reduction by the 7.65% deductionB.3) Multiply that amount by the tax rate.
to be subject to the tax (.9235 ×$433.13 =Most taxpayers can use Short Schedule
$400). If your net income is less than $433.13SE (Section A) to figure self-employment tax.When figuring your net earnings, you should
before the 7.65% reduction, you do not have toHowever, the following taxpayers must useinclude only income and expenses that come
file Schedule SE (Form 1040) or pay the tax,Long Schedule SE (Section B):about in the regular course of your trade or
unless you choose to use an optional methodbusiness (including the farming business). 1) Individuals whose total wages and tips
listed earlier.There are three ways to figure self-employ- subject to social security (or railroad re-

Maximum income limit.  No more thanment net earnings. These are the regular tirement) tax plus net earnings from self-
$60,600 of your combined wages, tips, and netmethod, the farm optional method, and the employment are more than $60,600,
earnings in 1994 is subject to any combinationnonfarm optional method. 2) Ministers, members of religious orders, of the 12.4% social security part of self-em-The tax rates are the same for net earnings and Christian Science practitioners not ployment tax, social security tax, or railroad re-figured under each method. You will find the taxed on earnings from these sources tirement tax.general rules for figuring self-employment tax (with IRS consent) who owe self-employ- All of your combined wages, tips, and netin the discussion of the regular method later. ment tax on other earnings, earnings in 1994 are subject to any combina-
tion of the 2.9% Medicare part of self-employ-3) Employees who earned wages reportedHow the optional methods can help you.
ment tax, social security tax, or railroad retire-on Form W–2 of $108.28 or more workingEither or both of the optional methods may
ment tax.for churches or church organizations thathelp you if you have little income or a loss from

If your wages and tips are subject to eitherelected exemption from social securityself-employment and:
social security or railroad retirement tax, orand Medicare taxes,

1) You want to receive credit for social se- both, and total at least $60,600, you do not4) Individuals with tip income subject to so-
curity benefit coverage, have to pay the 12.4% social security part ofcial security (or railroad retirement) and

the self-employment tax. However, you must2) You incurred child or dependent care ex- Medicare taxes that was not reported to
pay the 2.9% Medicare part of the self-employ-penses for which you could claim a credit their employers, and
ment tax on all of your net earnings.(this method will increase your earned in- 5) Individuals who use one of the optional

come which could increase your credit), methods to figure self-employment tax. Step 3.  Figure your self-employment tax asor
follows.

For more information on Schedule SE, see the3) You are entitled to the earned income
1) If your net earnings from self-employmentinstructions for Schedule SE (Form 1040).credit (this method will increase your

plus any wages and tips are not moreearned income which could increase your
than $60,600, and you do not have to usecredit). Regular Method Long Schedule SE, use Short Schedule

This method can be figured on either Short SE. On line 5, multiply your net earningsEffect on taxes.  If you use either or both Schedule SE (Section A), or Long Schedule by the 1994 tax rate of 15.3% (.153). Theoptional methods, you must figure and pay the SE (Section B). The short schedule is the eas- result is the amount of your self-employ-self-employment tax due under these meth- ier one to use. Use the following steps to figure ment tax.ods, even if you would have had a smaller tax your tax.
2) If you had no wages, your net earningsor no tax using your actual self-employment in-

from self-employment are more thancome or loss under the regular method. Step 1.  Figure your net self-employment in-
$60,600, and you do have to use LongThe optional methods may be used only to come. The net profit from your farming busi-
Schedule SE, use Short Schedule SE. Onfigure your self-employment tax. To figure your ness shown on Schedule F is generally your
line 5, multiply the line 4 net earnings byincome tax, include your actual self-employ- net self-employment income. Net profit is fig-
the 2.9% (.029) Medicare tax and add thement income in gross income, regardless of ured by subtracting all allowable business ex-
result to $7,514.40 (12.4% of $60,600).which method you use to figure self-employ- penses and deductions from gross business
The total is the amount of your self-em-ment tax. income.
ployment tax.Example.  Your gross nonfarm income is If you have a trade or business, in addition

$900 and your net nonfarm earnings are $200. to the farming business, your net self-employ- 3) If your net earnings from self-employment
You use the nonfarm optional method to get a ment income is the combined net earnings plus any wages and tips are more than
larger earned income credit. Your net earnings from each of your businesses. You must also $60,600, you must use Long Schedule
using the optional method are $600. You must include your distributive share of self-employ- SE. Subtract your total wages and tips
pay self-employment tax on this amount. ment income or loss from a partnership. A loss from $60,600 to find the maximum
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amount of earnings subject to the 12.4% method allows you to continue coverage for The result determined in (3) above is your
social security part of the tax. If more than self-employment tax when your net profit for distributive share of the partnership’s gross in-
zero, multiply the amount by 12.4% the year is small or you have a loss. come from farming. If you have no other gross
(.124). The result is the social security tax income from farming, including guaranteed
amount. Then multiply your net earnings payments discussed next, use this distributiveGross income of $2,400 or less.  If your
from self-employment by 2.9% (.029). share of gross income to determine whethergross income from farming is $2,400 or less,
The result is the Medicare tax amount. you can use the farm optional method to figureyou may report two-thirds of this gross income
The total of the social security tax amount your net earnings from self-employment.as your  net  earn ings f rom farm se l f -
and the Medicare tax amount is your self- Guaranteed payments.  Any guaranteedemployment.
employment tax. payments you receive from a farm partnership

that are determined without regard to partner-Gross income of more than $2,400.  If your
ship income are gross income from your farm-gross income from farming is more thanExample 1.  During 1994, you have
ing (not the partnership’s). Use the total of$2,400, and your actual net farm profits, as$30,000 in net self-employment income, and
these payments, your distributive share ofshown on line 36 of Schedule F (Form 1040),receive no wages subject to social security
gross income from a farm partnership, and anyand line 15a of Schedule K–1 (Form 1065), areand Medicare taxes. You multiply the $30,000
other gross income you receive from farming,less than $1,733, you may report $1,600 asby 0.9235 on Short Schedule SE for the 7.65%
to determine whether you can use the farm op-your net earnings from farm self-employment.deduction (100% − 7.65% = 92.35%), and the
tional method to figure your net earnings fromBut if your gross income from farming is moreresult is $27,705. Your self-employment tax is
self-employment.than $2,400 and your actual net farm profits15.3% (0.153) of $27,705, or $4,238.87.

before reduction by the 7.65% deduction are Example.  Bill and John are partners andExample 2.  During 1994, you have
$1,733 or more, you cannot use the optional share in ordinary income or loss on a 50–50$20,000 in net self-employment income, and
method. basis, with no guaranteed payments. If thereceive $15,000 in wages subject to social se-

partnership has $3,000 gross income fromcurity and Medicare taxes. You multiply the
Gross income from farming.  Farming in- farming, each would have $1,500 gross in-$20,000 by 0.9235 on Short Schedule SE for
come includes what you receive from cultivat- come for purposes of the optional method.the 7.65% deduction, and the result is
ing the soil or raising or harvesting any agricul- If Bill had been guaranteed $1,000 without$18,470. Your self-employment tax is 15.3%
tural commodities. It also includes income regard to partnership income, his gross in-(0.153) of $18,470, or $2,825.91.
from the operation of a livestock, dairy, poultry, come from farming would be $2,000 ($1,000Example 3.  During 1994, you have
bee, fish, fruit, or truck farm, or plantation, plus 50% of $2,000). John’s gross income$70,000 in net self-employment income, and
ranch, nursery, orchard, or oyster bed. This in- would be $1,000.receive no wages subject to social security
cludes income you receive in the form of crop Two or more farms.  If you run your ownand Medicare taxes. You multiply the $70,000
shares if you materially participate, as ex- farm and are also a partner in a farm partner-by 0.9235 on Short Schedule SE for the 7.65%
plained later. ship, or in any way have gross income fromdeduction, and the result is $64,645. Since

Your gross income will not include any item farming from more than one farm, you mustonly $60,600 of your earnings are subject to
listed as being excluded under the regular add your farm income from all farming sourcesthe social security part of the self-employment
method. If you receive government commodity to get your total net earnings from farm self-tax, your tax for this part is $7,514.40 (12.4%
program payments on land you rent out, do not employment. If you use the farm optionalof $60,600).
include these payments unless you meet the method, you must add all gross income fromSince all of your net earnings are subject to
material participation test. When you use the farming to make the $2,400 test.the Medicare part of the self-employment tax,
farm optional method, you must also exclude Example.  Your gross income from yourmultiply $64,645 by 2.9% (.029) on Short
income, deductions, and losses that come own farm is $600, and your distributive shareSchedule SE for the Medicare part, and the re-
from any nonfarm business. of the gross income from a farm partnership issult is $1,874.71. Add this to $7,514.40 and

Cash method.  If you file your return on the $900. Your gross income from farming isyour self-employment tax is $9,389.11.
cash method and are not a member of a farm- $1,500, and your net earnings from self-em-Example 4.  During 1994, you have ing partnership, your gross income from farm- ployment under the farm optional method are$70,000 in net self-employment income, and ing will ordinarily be the amount shown on line $1,000 (2/3 of $1,500).receive $10,000 in wages subject to social se- 11 of Schedule F.

curity and Medicare taxes. You multiply the Accrual method.  If you file your return us- Figuring the tax.  If your net earnings under$70,000 by 0.9235 on Long Schedule SE for ing an accrual method and are not a member the farm optional method are $400 or more,the 7.65% deduction, and the result is of a farming partnership, your gross income multiply the net earnings figure by the tax rate$64,645. Next, you subtract your wages of from farming will ordinarily be the amount for 1994 (15.3%). The result is the amount of$10,000 from $60,600, the maximum income shown on line 51 of Schedule F. self-employment tax you owe.subject to the social security part of the self- Gross income from a farm partnership. 
employment tax. The result is $50,600. Since Your gross income under the farm optional Optional earnings less than actual earn-only $50,600 of your income is subject to the method includes your distributive share of a ings.  If your net earnings under the farm op-social security part of the self-employment tax, partnership’s gross income from farming. tional method are less than your actual earn-your tax for this part is 12.4% (.124) × $50,600, To determine your distributive share of ings, you can still use the farm optionalor $6,274.40. gross income from a farm partnership: method. For example, your actual net earningsSince all of your net earnings are subject to

from self-employment are $425, and your net1) Figure the partnership’s gross incomethe Medicare part of the self-employment tax,
earnings figured under the farm optionalfrom farming.you multiply all of the net earnings from self-
method are $390. You owe no self-employ-employment, $64,645, by 2.9% (.029) on Long 2) Subtract any guaranteed payments to
ment tax if you use the optional method be-Schedule SE for the Medicare part, and the re- partners for services or the use of capital
cause your net earnings fall below $400.sult is $1,874.71. Add this to the $6,274.40 fig- if the payments are determined without

ured above for total self-employment tax of regard to partnership income.
$8,149.11. Nonfarm3) Determine your share of what is left. The

Optional Method gross income that remains after steps (1)
Farm Optional Method and (2) is divided among the partners in There is an optional method available for de-
If you are in the farming business, either as an the same way they share the ordinary in- termining net earnings from nonfarm self-em-
individual or as a partner, you may be able to come or loss of the partnership, unless ployment much like the farm optional method.
use the farm optional method to figure your net the partnership agreement provides If you are engaged in a nonfarm business
earnings from farm self-employment. This otherwise. in addition to your farm business, you may be
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able to use this method to compute your net management decisions substantially contrib-
uting to or affecting the success of theearnings from self-employment from your non-
enterprise. 16.farm business. You may use this method even

Test No. 3.  You work 100 hours or moreif you do not use the farm optional method for
spread over a period of 5 weeks or more in ac-determining your net earnings from your farm Employment Taxestivities connected with crop production.self-employment and even if you have a net

Test No. 4.  You do things which, consid-loss from your nonfarm business. For more in-
ered in their total effect, show that you are ma-formation about the nonfarm optional method,
terially and significantly involved in the produc-see Publication 533.
tion of the farm commodities. Important ChangesThese tests may be used as generalUsing Both Methods guides for determining whether you are mate- for 1994 You may not combine income from farming rially participating. If you need more informa-

with nonfarm income from self-employment to tion, contact your Social Security Administra- Tax rates and maximum wages.  The tax
figure your net earnings under either of the op- tion office. rate for social security and Medicare taxes for
tional methods. If you use both optional meth- For information on the material participa- 1994 and 1995 is 7.65% for both the employerods, you must add together the net earnings tion requirement as it relates to the special-use and the employee (a total of 15.3%). Thefigured under each method to arrive at your to- valuation of qualified real property, see Publi- 7.65% tax is a total of 6.2% for social securitytal net earnings from self-employment. You cation 448, Federal Estate and Gift Taxes. (old-age, survivors, and disability insurance)may report less than actual total net earnings

and 1.45% for Medicare (hospital insurance).but not less than actual net earnings from non-
In 1994, the maximum wage amount subject tofarm self-employment alone when using both
the social security tax (6.2%) is $60,600. TheReporting Self-methods. If you use both optional methods,
maximum amount subject to the social secur-you may report no more than $1,600 as your Employment Tax ity tax (6.2%) for 1995 will be published in Pub-combined net earnings from self-employment.
lication 51, Circular A, Agricultural Employer’sIf you farm and also have another business,
Tax Guide.you should figure your self-employment tax

from both the farm and the other business on In 1994 and 1995, there is no wage baseLandlord one Schedule SE. limitation for the Medicare tax (1.45%). All cov-
You should first figure your net self-em- ered wages are subject to the Medicare tax.Participation ployment income from farming and show the

amount on line 1 of Schedule SE. Federal unemployment (FUTA) tax rate.in Farming 
Next enter the amount of your net self-em- The gross FUTA tax rate remains 6.2%

As a general rule, income and deductions from ployment income from your other business on through 1995.
rentals and from personal property leased with line 2 of Schedule SE. Then add these
the real estate are not taken into account to amounts together and enter the total on line 3.

Caution.  Late legislation simplified social se-determine net earnings from self-employment. This gives your total net earnings from self-
curity coverage and reporting for householdHowever, income and deductions from farm employment from all sources.
employers, effective January 1, 1994. Seerentals and from personal property leased with Complete Schedule SE as explained in the
Publication 926.instructions with your return to figure your totalthe real estate, including government com-

self-employment tax. Enter this amount on linemodity program payments received by a land-
47 of Form 1040.owner who rents land, are taken into account if

the rental arrangement provides that the land- Introductionlord will, and he or she does, participate mate- Self-Employment Tax
rially in the production or management of pro- Farmers who have employees may have toDeduction duction of the farm products on the land. pay employer and withhold employee socialYou can deduct one-half of your self-employ-In addition, rent paid in the form of crop security and Medicare taxes (FICA taxes), andment tax as a business expense in figuringshares is included in determining net earnings withhold income tax. They may also have toyour adjusted gross income. This is an incomefrom self-employment for the year you sell, ex- pay the federal unemployment (FUTA) tax.tax adjustment only. It does not affect eitherchange, give away, or use the crop shares if This chapter includes information about thoseyour net earnings from self-employment oryou meet the material participation tests at the taxes. Farmers also must pay self-employ-your self-employment tax.time the crop shares are produced. Feeding ment tax on their earnings from farming. SeeTo deduct the tax, enter on Form 1040, linesuch crop shares to livestock is considered us-

Chapter 15 for information on the self-employ-25, the amount shown on the ‘‘Deduction foring them. Your gross income for figuring your
ment tax.one-half of self-employment tax’’ line ofnet earnings from self-employment under the

Schedule SE.Farm Optional Method includes the fair market
Topicsvalue of the crop shares when they are used
This chapter discusses:as feed.

• Farm employment
Materially participating.  You are materially

• Income tax withholdingparticipating if you have an arrangement with
your tenant for your participation and you meet • Social security and Medicare taxes
one of the following four tests:

• Paying social security, Medicare, andTest No. 1.  You do any three of the follow-
withheld income taxesing: (1) pay or stand good for at least half the

direct costs of producing the crop; (2) furnish
• Federal unemployment taxat least half the tools, equipment, and livestock

used in producing the crop; (3) consult with • Family members
your tenant; and (4) inspect the production ac-

• Crew leaderstivities periodically.
Test No. 2.  You regularly and frequently • Advance payment of earned income

make, or take an important part in making, credit
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New employees.  You must ask each new Backup withholding.  In certain cases, theUseful Items
law requires you to withhold income tax at 31%employee to complete the employee part ofYou may want to see:
(backup withholding) on payments of commis-Immigration and Naturalization Service (INS)
sions, nonemployee compensation, and otherForm I–9, Employment Eligibility Verification.Publication
payments for services that you make in theYou must then complete the employer part of

❏ 15 Circular E, Employer’s Tax Guide course of farming or other business activities.the form to verify the employee’s identity and
The backup withholding rules do not apply to❏ 51 Circular A, Agricultural Employer’s eligibility to work. You can get M–274, Hand-
wages, pensions, or annuities.Tax Guide book for Employers, which contains Forms I–9

 The payer must withhold 31% of the pay-and instructions, from INS regional and district❏ 937 Employment Taxes ment if:offices.

1) The payee does not furnish a taxpayerForm (and Instructions)
identification number to the payer, or,

❏ W–2 Wage and Tax Statement
2) The IRS notifies the payer that the payeeIncome Tax Withholding❏ W–4 Employee’s Withholding

furnished an incorrect taxpayer identifica-Allowance Certificate Farmers and crew leaders must withhold in- tion number.
come tax from farm workers who are subject to❏ W–5 Earned Income Credit Advance
social security and Medicare taxes. ThePayment Certificate Backup withholding does not apply to pay-
amount to withhold is figured on gross wages ments reported on Form 1099–MISC (other❏ W–9 Request for Taxpayer
without taking out social security and Medicare than payments by fishing boat operators andIdentification Number and Certification
taxes, union dues, insurance, etc. Several royalty payments) unless at least one of the

❏ 940 (or 940–EZ) Employer’s Annual methods may be used to determine the following situations applies.Federal Unemployment (FUTA) Tax amount of income tax withholding. They are
Return 1) The amount you receive from any onedescribed in the 1994 Circular A.

payer is $600 or more.Generally, you must withhold income tax❏ 943 Employer’s Annual Tax Return for
from wages you pay an employee if the wages,Agricultural Employees 2) The payer was required to give you a
cash and noncash, are more than the dollar Form 1099–MISC last year.❏ 8109 Federal Tax Deposit Coupon
value of withholding allowances for that pay

3) The payer made payments to you lastperiod. Do not withhold income tax from the
year that were subject to backupwages of an employee who, by filing Form W–
withholding.4, certifies that he or she had no income tax lia-

bility last year and anticipates no income tax li-Farm Employment 
Backup withholding is generally not re-ability for the current year.

In general, you are an employer of farm work- quired for a payment of less than $10.In general, an employee can claim with-
ers if your employees: Other types of reportable payments areholding allowances equal to the number of ex-

subject to backup withholding under theseemptions the employee will be entitled to in fig-• Raise or harvest agricultural or horticultural
rules. Payments of interest and dividends mayuring income tax on his or her annual return.products on a farm;
be subject to backup withholding for other rea-An employee may also be able to claim a spe-

• Care for your farm and equipment, when sons. See Publication 505, Tax Withholdingcial withholding allowance and allowances for
most of the care is done on a farm; and Estimated Tax, for more information.estimated deductions and credits.

Amounts withheld under the backup withhold-• Handle, process, or package any agricul-
ing provisions are reported on Form 945. Also,tural or horticultural commodity if you pro- Circular A.  Circular A contains tables show-
these amounts are shown on information re-duced more than half of the commodity; ing the correct amount of income tax you
turns in the 1099 series reporting payments forshould withhold. It also contains additional in-• Do work related to cotton ginning, turpen- the year (see Information Returns in Chapter 2formation about income tax withholding. Youtine, or gum resin products; or of this publication). For more information on in-

can get Circular A and Form W–4 from IRS of-
formation returns and backup withholding, see• Do housework in your private home if it is on fices or by calling 1–800–TAX–FORM (1– 1994 Instructions for Forms 1099, 1098, 5498,a farm that is operated for profit. 800–829–3676). and W–2G. 

Report the income tax withheld on Form Form W–9 may be used by payers to re-Workers are your employees if they per- 943 at the same time the social security and quest payees to furnish a taxpayer identifica-form services subject to your will and control. Medicare taxes are reported. However, de- tion number and to certify that the number fur-You are not required to withhold on indepen- pending upon the amount of income and social nished is correct.dent contractors who are not your employees. security and Medicare taxes withheld, you
For more information, see  Who Are Employ- may have to deposit them before you file.  
ees? in Publication 937.

Special rules apply to crew leaders. See
Form W–4 for 1995.  Farmers who have em- Social Security andCrew leaders, later. 
ployees should make new 1995 Forms W–4 Medicare Taxes available to their employees, and encourageEmployer identification number. If you have
them to check their income tax withholding sit- As a farmer-employer, you may have to payemployees, you must have an employer identi-
uation for 1995. Those employees who owed a social security and Medicare taxes if you havefication number (EIN). To request an EIN, file
large amount of tax or received a large refund one or more agricultural employees, includingForm SS–4, Application for Employer Identifi-
for 1994 may want to file a new 1995 Form W– your parents, your children 18 years of age orcation Number, with the IRS Service Center for
4. older, or your spouse, who meet either ofyour area listed in the Instructions for Form

these two tests:SS–4.  If you prefer, you can ask for an EIN im-
Nonemployee compensation.  Generally,mediately by calling the tele-TIN telephone 1) You paid the employee $150 or more inyou do not have to withhold on payments fornumber for your state’s IRS Service Center cash  wages during the year, orservices to individuals who are not your em-listed in the Instructions for Form SS–4. You
ployees. However, you may be required to re-can request Form SS–4 and the Instructions 2) You paid wages of $2,500 or more (cash
port these payments on Form 1099–MISC,for Form SS–4 at IRS or Social Security Ad- and noncash) during the year to all your
Miscellaneous Income, and to withhold underministration offices, or by calling 1–800–TAX– employees and did not meet the Excep-
the backup withholding rules, discussed next.FORM (1–800–829–3676). tion, below.

Page 86 Chapter 16 EMPLOYMENT TAXES



See Family Members, later, for special Tax rates and wage bases.  Social security Report the taxes on Form 943. File by Jan-
uary 31, 1995, for calendar year 1994.rules that apply to your spouse and children for and Medicare taxes have different tax rates

social security and Medicare withholding. and wage bases. The wage base is the maxi-
mum wage for the year that is subject to the Figuring deposits.  You will generally have to
taxes. You can multiply each wage payment make deposits of social security and MedicareCaution.  Late legislation simplified social
by the tax rate or you can use the tables pro- taxes and withheld income tax before your re-security coverage and reporting for household
vided in Circular A. Do not use the withholding turn is due. Each return period is divided into aemployers, effective January 1, 1994. See
allowances that employees claim on Form W– number of shorter deposit periods. Whether orPublication 926.

not you must make a deposit for a particular4 to figure social security and Medicare taxes.
deposit period depends on your status as a de-The tax rate for social security is 6.2% each

Cash wages.  Cash wages include checks, positor (monthly or semiweekly), and on yourfor employers and employees (12.4% total)
money orders, and any kind of money or cash. tax liability at the end of the deposit period.and the wage base for 1994 is $60,600. The
The value of payments made with other items, Voluntary early deposits during a deposit pe-maximum amount subject to the social secur-
such as food, lodging, clothing, transportation riod do not affect the determination of the tax li-ity tax (6.2%) for 1995 will be published in Cir-
passes, and other goods, are not cash wages. ability for that period.cular A.

Commodity wages you pay to your em- The tax rate for Medicare is 1.45% each for
ployees for farm work are not considered cash Deposit rules.  Under the deposit rules, if youremployers and employees (2.9% total), and in
wages. accumulated undeposited taxes do not exceed1994 and 1995, there is no ceiling on the

Cash wages to farm workers, but not non- $100,000 on any day during the year, you willwages subject to the Medicare tax (1.45%). All
cash wages, are subject to social security know from your tax liability in your lookbackcovered wages are subject to the Medicare
taxes, Medicare taxes, and income tax with- period, discussed below, what your deposittax.
holding. However, the value of noncash wages dates will be for the entire year.
is reported on Form W–2 in Box 1, Wages, Lookback period.   To find your depositCircular A.  Circular A contains tables show-
tips, other compensation, together with cash requirements for a calendar year, you looking the amount of social security and Medicare
wages. Do not show noncash wages in Box 3, back to your employment tax liabilities during ataxes you should withhold. It also contains ad-
Social security wages, or in Box 5, Medicare lookback period, which, for an agricultural em-ditional information about social security and
wages and tips. ployer, is the calendar year preceding the cal-Medicare tax withholding. You can get Circular

Exception.  If you pay a farm worker less endar year just ended. Adjustments made on aA from the IRS Forms Distribution Center.
than $150 in annual cash wages, the wages supplemental tax return are included only in
are not subject to social security and Medicare the year the adjustments are reported. ThePaying employee’s share.  If you would
taxes even if you pay $2,500 or more to all lookback period for 1995 is the period Januaryrather pay the employee’s share of social se-
your farm workers if the farm worker: 1, 1993, to December 31, 1993. If you are acurity and Medicare taxes without deducting it

new employer, you are treated as having no• Works as a hand-harvest laborer, from his or her wages, you may do so. If you do
tax liabilities during the period you had nonot deduct the taxes, you must still pay them.• Is paid piece-rates in an operation usually employees.Any employee social security or Medicare taxpaid on this basis in the area, The lookback period for nonfarm employ-you pay is additional income to the employee.
ers is the 12-month period ending with June 30• Commutes daily from his home to the farm, You must include it on the employee’s Form
of the year just ended. If you also have non-and W–2 in Box 1, but do not count it as cash
farm employees, you must figure your depositwages for farm work for social security and• Worked in agriculture less than 13 weeks in requirements for farm and nonfarm employeesMedicare (Boxes 3 and 5 on Form W–2) or forthe preceding calendar year. separately. You must also separately applyfederal unemployment tax purposes.
the one-day rule and safe harbor rules, dis-

Payments to all of your farm workers, how- cussed below, and make separate deposits ofReligious exemption.  An exemption from so-ever, count toward the $2,500-or-more test for tax.cial security and Medicare taxes is available toother farm workers. Under the deposit rules, you are either amembers of a recognized religious sect op-Only cash wages you pay that are subject monthly depositor or a semiweekly depositor.posed to insurance. This exemption is availa-to social security and Medicare taxes will be The IRS will send you a notice each Novemberble only if both the employee and the employercredited to your employees for social security to confirm, based on your lookback period,are members of such a sect. For more infor-benefit purposes. Payments that are not sub- whether you are a monthly or semiweeklymation, see Publication 517, Social Securityject to these taxes, such as commodity wages, depositor.and Other Information for Members of thewill not contribute to social security coverage In addition to the rules based on the look-Clergy and Religious Workers.for employees. For information about social back period, there is a one-day rule for accu-
security benefits, contact the Social Security mulated taxes of $100,000 or more and a de
Administration. minimis rule for accumulated taxes of less than

If the farm wages are taxable, you are re- $500.Paying Social
quired to withhold social security and Medi- • Monthly depositor
care taxes from the cash wages paid to the Security, Medicare, You are a monthly depositor for a calen-
employee. If you employ a family of workers, dar year if the total amount of reported taxesand Withheldyou will have to deduct social security and for the lookback period is not more than
Medicare taxes and prepare a Form W–2 for $50,000. Deposit the taxes accumulated onIncome Taxes each family worker who has wages subject to paydays during each month by the 15th day
tax, not just for the head of the family. These You must deduct and withhold income, social of the following month.
withheld taxes, together with your employer security, and Medicare taxes from the salaries

• Semiweekly depositortaxes, are to be paid to the IRS. If you are sub- and wages of your employees if they are sub-
You are a semiweekly depositor for a cal-ject to these taxes, you must file Form 943 with ject to social security and Medicare taxes. You

endar year if the total amount of accumu-are liable for the payment of these taxes to thethe IRS at the address shown in the instruc-
lated taxes for the lookback period is morefederal government whether or not you collecttions for that form on or before January 31 of
than $50,000.them from your employees. If, for example,the year following the year covered by the re-

you deduct less than the correct tax from yourturn. If you are liable for $500 or more of social Deposit taxes accumulated for
employees’ wages, you are still liable for thesecurity taxes and withheld income taxes dur- Wednesday, Thursday, and/or Fri-
full amount. You must also pay your share ofing the year, you must deposit them before you day paydays during each week by
the social security and Medicare taxes.file. See Deposit rules, later. the following Wednesday, and
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Deposit taxes accumulated for Satur- bank. (The federal unemployment tax, ex- Penalties.  If you do not deposit social secur-
day, Sunday, Monday, and/or Tues- ity, Medicare, and withheld income taxes onplained later, must be paid separately.) Each
day paydays during each week by time with an authorized financial institution or adeposit must be accompanied by a federal tax
the following Friday. Federal Reserve bank, you may have to pay adeposit (FTD) coupon. Write your employer

penalty. In addition, the IRS can require you toidentification number, ‘‘Form 943,’’ and the tax• One-day rule
file monthly returns for these taxes on Formperiod the deposit applies to on your check orIf the amount of your accumulated taxes
941–M, Employer’s Monthly Federal Taxmoney order. You can get the names of au-is $100,000 or more on any day during a de-
Return.thorized institutions from a Federal Reserveposit period, either monthly or semiweekly,

The penalty will not apply if the failure tobank. It is very important to clearly mark thedeposit the taxes on the next banking day. If
meet the deposit requirements was due to rea-correct type of tax and tax period on each de-you are a monthly depositor, you become a
sonable cause and not to willful neglect.posit coupon. This information is used by thesemiweekly depositor for the remainder of

Federal tax deposit penalties.  The pen-the IRS to credit your account. the calendar year and the following calendar
alty for a late tax deposit is based on the lengthA federal tax deposit coupon book contain-year.
of time the deposit is late. The following penal-ing a supply of Form 8109 and instructions will• De minimis rule
ties apply for late deposits:automatically be sent to you after you apply forIf the amount of your accumulated taxes

an employer identification number. You willduring the year is less than $500, you are not 1) If the deposit is not more than 5 days late,
continue to receive coupon books automati-required to make deposits. You may pay the the penalty is 2% of the underpayment.
cally and generally will not need to reorder.taxes with your timely filed Form 943. If the

2) If the deposit is more than 5 days late butTo change your mailing address for theamount for the year will be $500 or more (or
not more than 15 days late, the penalty isFTD coupons, use Form 8109C, FTD Addressyou are unsure that it will be less than $500),
5% of the underpayment.Change. This will not change your address foryou must follow the regular deposit rules

other account matters with the IRS. You may(semiweekly or monthly) that apply to you. 3) If the deposit is more than 15 days late,
continue to use the old coupons until you re- the penalty is 10% of the underpayment.
ceive a book with the new address.Semiweekly period in 2 calendar years.

4) If the deposit is not made within 10 daysIf you need to make a deposit and do notIf a calendar year ends on a day other than a
after the IRS issues the first notice de-have a coupon, contact your local IRS officeTuesday or Friday, taxes you accumulated
manding payment or by the day that no-and provide the following information:during the days covered by the 2 calendar
tice and demand for immediate paymentyears must be deposited with separate

• Business name, is given, the penalty is 15% of thecoupons.
underpayment.Special rule for semiweekly depositors. • Address where you want the coupon books

If there are fewer than 3 banking days to make sent,
Trust fund recovery penalty.  If you are aa deposit, a minimum of 3 days is allowed to

• Number of coupon books, and person responsible for withholding, account-make the deposit if you are not subject to the
ing for, or depositing or paying withholding$100,000 one-day rule. • Employer identification number.
taxes and willfully fail to do so, you can be heldNew employer.  If you are a new em-
liable for a penalty equal to the tax not paid,ployer, you will be treated as a monthly deposi-
plus interest. A responsible person can be antor until you have a liability of more than Note.  Do not use a federal tax deposit cou-
officer of a corporation, a partner, a sole pro-$50,000 for a lookback period, or you fall pon to deposit delinquent taxes you have been
prietor, or an employee of any form of busi-under the one-day rule. assessed by the IRS. These payments should
ness. A trustee or agent with authority over the

be mailed to the IRS Service Center that as- funds of the business can also be held respon-Safe harbors.  You will meet the deposit re- sessed the taxes together with copies of any sible for the penalty.quirements if any deposit shortfall does not ex- related notices.
‘‘Willfully’’ in this case means voluntarily,ceed the greater of (1) $100, or (2) 2% of the

consciously, and intentionally. Paying otheramount of taxes otherwise required to be de-
expenses of the business instead of the taxesposited, and you deposit the shortfall as Timeliness of deposits.  The timeliness of a
due is considered to be acting willfully.follows. deposit depends on the date the authorized fi-

nancial institution or Federal Reserve bank re-• Monthly depositor
ceives it. A deposit received after the due date Additional information.  For further informa-Deposit the shortfall by the due date of
will be considered timely if you can establish tion about withholding, depositing, and payingForm 943 or mail it with the return.
that it was mailed at least 2 days before the social security, Medicare, and income taxes

• Semiweekly or one-day depositor due date. However, deposits of $20,000 or on farm labor, get Circular A. Also get Circular
Deposit the shortfall by the earlier of the more by an employer required to deposit tax E for additional information on income tax

return due date covering that deposit, or the more than once a month must be received by withholding.
first Wednesday or Friday, whichever is ear- the due date to be timely.
lier, on or after the 15th day of the month fol-

If you fail to deposit social security, Medi-lowing the month the deposit was required to
care, and withheld income taxes on time, yoube made. Federalmay have to pay a penalty.

Penalty.  If this safe-harbor rule is not sat- Unemployment Tax 
Form W–2.  By January 31, you must furnishisfied, a failure to deposit penalty may apply.
each employee from whom, during the previ- If you as a farmer-employer pay cash wages,See Penalties, later.
ous year, you withheld income tax or social se- you must pay federal unemployment (FUTA)
curity and Medicare taxes, or to whom you tax if you meet either of the following two tests:Tax calendar.  If you would like a calendar
paid any amount for services, a Form W–2that lists the various due dates on which em- 1) You paid cash wages of $20,000 or moreshowing total wages and total income tax andployers must file returns and make deposits, to farm workers in any calendar quartersocial security and Medicare taxes withheld.get Publication 509, Tax Calendars for 1995. during the current or preceding calendar
However, if an employee requests the form

year, or
earlier, you must give it to him or her within 30How to make deposits.  Make your deposit
days of the request or within 30 days after your 2) You employed 10 or more farm workersby mailing or delivering a single check or
final payment of wages to that person, which- for some part of at least 1 day during eachmoney order covering social security, Medi-

of 20 different calendar weeks during theever is later. See Form W–2 in Chapter 2 ofcare, and withheld income taxes to an author-
current or preceding calendar year.this publication.ized financial institution or a Federal Reserve
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These rules do not apply to your spouse, par- Form 940.  An annual return, Form 940, must services of one spouse employed by another
be filed by January 31 following the close of in other than a trade or business, such as do-ents, or children under age 21. See Family
the calendar year for which the tax is due. Any mestic service in a private home, are not sub-Members, later.
tax still due is payable with the return. If you ject to social security and Medicare taxes or
mail the tax payment with your return, com- federal unemployment taxes.Commodity wages.  Payments in kind for
plete the Payment Voucher on the return, butfarm labor are not considered wages. Do not
do not  detach it. Mail the return with the pay- Covered services of a child or spouse.  Thecount them either to figure whether you are
ment to the address shown for ‘‘Return with services of a child are covered by social secur-subject to federal unemployment tax or to fig-
payment’’in the instructions. You must file ity, Medicare, and federal unemployment, andure how much tax you owe.
Form 940 on a calendar-year basis even if you the services of a married individual are cov-
operate on a fiscal-year basis. ered by federal unemployment, if he or sheWages of foreign workers.  The federal un-

Form 940 may be filed as late as February works for:employment tax does not apply to wages paid
10 following the close of the year if all requiredto an alien who was admitted to the United 1) A corporation, even if it is controlled by
deposits were made timely and full payment ofStates to perform farm labor before 1995 the child’s parent or the individual’s
the tax is deposited by January 31. Also seeunder a contract to you and who returns to his spouse;
Penalties, earlier.or her own country when the contract is com-

2) A partnership, even if the child’s parent isUsually, the IRS will mail copies of Formpleted. However, wages paid to an alien
a partner, unless each partner is a parent940 to you. However, if you do not receiveworker are counted in figuring whether you are
of the child;them, you may order them from the IRS Formssubject to the federal unemployment tax for

Distribution Center. 3) A partnership, even if the individual’syour other farm workers under the two tests
spouse is a partner; orabove.

Form 940–EZ.  Form 940–EZ, a simplified ver-
4) An estate, even if it is the estate of a de-sion of Form 940, can be used by employers:Only employer pays tax.  The federal unem- ceased parent.

ployment tax is imposed on you as the em- 1) Who paid state unemployment taxes to
ployer. It must not be collected or deducted only one state; Under these conditions, a child is not consid-
from the wages of your employees. ered to work for his or her parent, and a mar-2) Who paid the state taxes by the due date

ried individual is not considered to work for hisof Form 940 or Form 940–EZ;
Tax rate.  For 1994, the gross tax rate is 6.2% or her spouse.

3) Whose wages taxable for FUTA tax wereon the first $7,000 of cash wages paid to each
also taxable for state unemployment tax;employee. The rate remains the same for
and1995. You may receive a credit of up to 5.4% Crew Leaders for the state unemployment tax you pay. If your 4) Who did not pay wages subject to the un-

state tax rate (experience rate) is less than employment laws of a credit reduction Farmers may use the services of, or employ,
5.4%, you are still allowed the full 5.4% credit. state. individuals called crew leaders to provide them
Thus, your net federal liability may be as low with farm labor.
as 0.8% in 1994 if your state is not subject to a Additional information.  More information on
credit reduction. The federal liability, however, the federal unemployment tax can be found in Social security and Medicare taxes.   For so-
remains in effect even though you may be ex- the instructions for Form 940. If you need infor- cial security and Medicare tax purposes, the
empt from state unemployment tax or your em- mation on whether you are subject to income crew leader is considered the employer of the
ployees are ineligible for unemployment com- tax withholding, social security and Medicare workers if the crew leader:
pensation benefits. Form 940 is designed to taxes, or the federal unemployment tax, see

1) Furnishes workers to do farm labor; andtake state credits into account. the table in Circular A.
2) Pays (either on his or her own behalf or on

Credit reduction.  A credit reduction is re- behalf of the farmer) the workers fur-
nished by him or her for the farm laborquired if a state’s unemployment fund borrows Family Members done by them; andfrom the federal government and keeps an

outstanding balance for two or more years. 3) Has not entered into a written agreement
The Department of Labor determines the Child of employer.  Social security and Medi- with the farmer under which he or she is
credit reduction states for the current year by care do not cover the services of a child under designated as an employee of the farmer.
November 10. the age of 18 who works for his or her parent in

a trade or business. If these services are for Federal income tax.  If the crew leader is con-
Deposit rules for FUTA taxes.  If the amount work other than in a trade or business, such as sidered the employer for social security and
subject to deposit (plus the amount subject to domestic work in the parent’s private home, Medicare tax purposes, the crew leader is con-
deposit for any prior quarter but not deposited) they are not covered by social security and sidered the employer for federal income tax
is more than $100, you must deposit the FUTA Medicare until the child reaches 21. purposes.
tax with an authorized financial institution or a Federal unemployment does not cover the
Federal Reserve bank within one month fol- services of a child under the age of 21 who Federal unemployment tax.  For federal un-
lowing the close of the quarter. If the amount is works for his or her parent (whether or not in a employment tax purposes, the crew leader is
$100 or less, you do not have to deposit it, but trade or business). considered the employer of the workers if, in
you must add it to the amount subject to de- The above rules apply even if the child is addition to the above requirements:
posit for the next quarter. To help ensure paid wages for nonfarm work. The wages for

1) The crew leader is registered under theproper crediting to your account, write your these services are not subject to social secur-
Migrant and Seasonal Agricultural Workeremployer identification number, ‘‘Form 940,’’ ity and Medicare or federal unemployment
Protection Act, orand the tax period the deposit applies to on taxes. But the wages for nonfarm work may

your check or money order. still be subject to income tax withholding. 2) Substantially all crew members operate or
maintain mechanized equipment provided

Making deposits.  The procedures for making by the crew leader as part of the service toOne spouse employed by another.  The ser-
deposits of FUTA tax are the same as those the farmer.vices of an individual who works for his or her
discussed earlier for making deposits of social spouse in a trade or business are covered by
security, Medicare, and withheld income social security and Medicare taxes, but not by The farmer is considered the employer of the
taxes. See How to make deposits, earlier. federal unemployment taxes. However, the workers in all situations not covered above. In
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addition, the farmer is considered the em- You can request supplies of Notice 797 by • Qualified plans (includes retirement plans
calling the IRS toll-free telephone number 1– for the self-employed, such as HR–10 (Ke-ployer of workers furnished by a registered
800–TAX–FORM (1–800–829–3676). ogh) plans and simplified employee pen-crew leader if the workers are the employees

sions (SEPs)), orof the farmer under the common-law test. For
example, some farmers employ individuals to • Nonqualified plans.
recruit farm workers exclusively for them. Al-
though these individuals may be required to Also, in general, individuals who are employed
register under the Migrant and Seasonal Agri- can set up and contribute to individual retire-17.cultural Worker Protection Act, the workers are ment arrangements (IRAs).
employed directly by the farmer. The farmer is See Table 17–1 for information about the
considered to be the employer in these cases. Retirement Plans rules for contributions to IRAs, SEP-IRAs, and
For information concerning who is a common- Keogh plans.
law employee, see Who Are Employees? in
Publication 937. Topics

This chapter discusses:
Important Change • Qualified plans

Advance Payment for 1994 • Kinds of qualified plans

• Plans for the self-employedof Earned New compensation limit.  Compensation of a
participant that can be taken into account for • Keogh plansIncome Credit computing contributions to a Keogh or SEP

• Simplified employee pensions (SEPs)plan is generally limited to $150,000 for planEmployers are generally required to make
• Salary reduction arrangementsyears beginning on or after January 1, 1994.payments to employees who have filed with

See Deduction Limits under Keogh Plans for • Nonqualified plansthem a Form W–5 to receive advance pay-
more information.ments of their earned income credit (EIC). This • Individual retirement arrangements

allows those employees to receive the benefit (IRAs)
of their credit each payday rather than having
a single amount credited to them later on their Useful ItemsIntroduction
tax return. Employers of farm workers do not You may want to see:
have to make advance payments to farm work- Retirement plans are savings plans that offer
ers paid on a daily basis. you tax advantages to set aside money for Publication

your own and your employees’ retirement.The payment is added to the pay of the em-
❏ 533 Self-Employment Taxployees each payday. It is figured from tables In general, a sole proprietor or a partner

is considered an employee for purposes ofin Circular A. Employers reduce their liability ❏ 560 Retirement Plans for the Self-
participating in a retirement plan.for income tax withholding, social security Employed

taxes, and Medicare taxes by the total amount
❏ 590 Individual Retirement

of the advance earned income credit pay- Funding the plan.  A retirement plan you es- Arrangements (IRAs)
ments made. For more information, see Ad- tablish as an employer can be funded entirely

❏ 937 Employment Taxesvance Payment of Earned Income Credit in by employer contributions, or by a mix of em-
Publication 937. ployer and employee contributions. Employee

Form (and Instructions)contributions may not satisfy the minimum
funding requirements for your plan. EmployeeEarned income credit notification.  You are ❏ W–2  Wage and Tax Statement
contributions can be voluntary or mandatory.required to notify each employee who worked

❏ 5305–SEP Simplified Employee
For example, a retirement plan can require af-for you at any time during the year and from Pension–Individual Retirement Accounts
ter-tax employee contributions that by them-whom you did not withhold any income tax Contribution Agreement
selves do not meet the minimum fundingabout the EIC. However, you do not have to

❏ 5305A–SEP Salary Reduction andrequirements.notify employees who have claimed exemp-
Other Elective Simplified EmployeeAlthough they are considered employertion from withholding on Form W–4.
Pension–Individual Retirement Accountscontributions, a plan can allow your employ-You can meet the notification require-
Contribution Agreementees to make elective deferrals. This allowsment by giving each employee the official IRS

employees to elect to have you contribute partForm W–2, which contains the notification on ❏ 5500–EZ Annual Return of One-
of their current compensation (pay) to a retire-the back of Copy C, or you can give each em- Participant (Owners and Their Spouses)
ment plan. Only the remaining portion of their Pension Benefit Planployee Notice 797, Possible Federal Tax Re-
pay is currently taxable. The income tax on thefund Due to the Earned Income Credit (EIC).
contributed pay (and earnings on it) isYou can also use your own written statement if
deferred.it has the exact wording of Notice 797, or you

Employer contributions.  Employer con-can furnish substitute Forms W–2 containing Qualified Plans  tributions to an employer-sponsored retire-the exact wording shown on the back of Copy
ment plan are generally deductible as dis-C of the official Form W–2. You must so notify A qualified retirement plan is a written plan that
cussed later under Deduction Limits.each employee, either in person or by First you can establish for the exclusive benefit of

Class Mail, with his or her 1994 Form W–2 or your employees and their beneficiaries.
Employer contributions that must be capi-within one week before or after that time, un- Contributions to the plan may be made by
talized.  You cannot currently deduct em-less you use a substitute Form W–2 as the no- you, or by both you and your employees. If
ployer contributions to a retirement plan, ortice. If you do not furnish Form W–2 on time, your plan meets the requirements, you can
any other expenses, that you are required toyou must notify the employee about the EIC by generally deduct your contributions to the plan
capitalize (include in the basis of certain prop-the date Form W–2 was required to be fur- when you make them, except for any amount
erty or in inventory costs). See chapter 7.nished. If Form W–2 is not required for the cal- capitalized. For more information, get Publica-

endar year, you must notify the employee tion 560.
about the EIC by February 7 of the following Kinds of plans.  Employer retirement plans Your employees generally are not taxed on
year. are either: your contributions or increases in the plan’s
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assets until they are distributed to them. How- • 25% of the employee’s taxable compensa-Plan Approval 
ever, certain loans made from qualified em- tion, if your plan is a money purchase pen-

The Internal Revenue Service (IRS) will issueployer plans are treated as taxable distribu- sion plan.a determination or opinion letter regarding ations. For more information, get Publication
plan’s qualification. The determination or opin-575. The deduction limit for contributions to a de-ion of the IRS will be based on how the plan is

fined benefit plan may be greater than the de-written, not on how it operates.Qualification rules.  To be a qualified plan, fined contribution plan limits just described,You are not required to request a determi-the plan must meet many requirements. but actuarial calculations are needed to deter-nation or opinion letter to get all the tax bene-Among these are rules concerning: mine the amount. For more information, seefits of a plan. But, if your plan does not have a
• Who must be covered by the plan, Kinds of Plans in Publication 560.determination letter, you may want to request

one to ensure that your plan meets the require-• How contributions to the plan are to be
ments for tax benefits. Deduction of contributions for yourself.  Toinvested,

Because requesting a determination, opin- take a deduction for employer contributions• How contributions to the plan and benefits
ion, or ruling letter can be complex, you may made for your benefit to a plan, you must haveunder the plan are to be determined, and
need professional help. Also, the IRS charges net earnings from the trade or business for

• How much of an employee’s interest in the a fee for issuing these letters. See Publication which the plan was established.
plan must be guaranteed (vested). 1380, User Fees, for more information. Limit on deduction.  If the Keogh plan is a

profit-sharing plan, your deduction of em-For more information, get Publication 560. Master and prototype plans.  It may be eas- ployer contributions for yourself is limited to
ier for you to adopt an IRS-approved existing the smaller of $30,000 or 13.0435% (15% re-Nondiscrimination rules.  To prevent dis- master or prototype retirement plan than to set duced as discussed below) of your net earn-crimination in a plan caused by using separate up your own original plan. Master and proto- ings from the trade or business that has thebusinesses (and separate plans), all employ- type plans can be provided by the following plan. If the plan is a money purchase plan,ees of certain related employers are treated as sponsoring organizations: the deduction is limited to the smaller ofif employed by a single employer. For exam-
• Trade or professional organizations, $30,000 or 20% (25% reduced as discussedple, employees of commonly controlled busi-

below) of your net earnings.nesses or affiliated service groups are treated • Banks (including some savings and loan as-
Net earnings.  Your net earnings must beas working for a single employer. sociations and federally insured credit

from self-employment in a trade or businessunions),
where your personal services are a material in-Kinds of Qualified Plans • Insurance companies, or
come-producing factor. Therefore, if you are a

There are two basic kinds of qualified retire- • Mutual funds. partner who only contributed capital, and who
ment plans: defined contribution plans and de-

did not perform personal services, you cannotfined benefit plans. Adoption of a master or prototype plan does participate in the partnership’s plan. Your net
not mean that your plan is automatically quali- earnings do not take into account tax-exemptDefined Contribution Plans  fied. It must still meet all of the qualification re- income (or deductions related to that income)

These are plans that provide for a separate ac- quirements stated in the tax law. other than foreign earned income and foreign
count for each person covered by the plan. housing cost amounts.
Benefits are based only on amounts contrib- Your net earnings is your business gross
uted to or allocated to each account. income minus allowable deductions from thatRetirement Plans forThere are three types of defined contribu-

business. Allowable deductions include contri-
tion plans: profit-sharing plans, stock bonus the Self-Employed butions to the plan for your common-law em-plans, and money purchase pension plans.

ployees along with your other business ex-If you are a self-employed person, you can set
penses. If you are a partner, other than aup certain qualified retirement plans. SeeProfit-sharing plan.  This is a plan that lets
limited partner, your net earnings include yourQualified Plans, earlier. These plans are gen-your employees or their beneficiaries share in
distributive share of the partnership income orerally called Keogh or HR–10 plans. You canthe profits of your business. The plan must
loss (other than separately computed itemsalso set up a less complicated tax-advantagedhave a definite formula for allocating the contri-
such as capital gains and losses) and anyretirement plan. See Simplified Employeebutions to the plan among the participating
guaranteed payments you receive from thePension (SEP), later.employees and for distributing the funds in the
partnership. If you are a limited partner, yourplan.
net earnings include only guaranteed pay-Keogh Plans  ments you receive for services rendered to orStock bonus plan.  This plan is similar to a

Only a sole proprietor or a partnership (not a for the partnership. For more information, seeprofit-sharing plan, but it can only be set up by
partner) can set up a Keogh plan. For plan pur- Partners under Self-Employment Income, ina corporation. Benefits are payable in the form
poses, a self-employed person is both an em- Publication 533.of the company’s stock.
ployer and an employee. It is not necessary to Adjustments.  You must reduce your net
have employees besides yourself to set up a earnings by the income tax deduction you areMoney purchase pension plan.  Under this
Keogh plan. The plan must be for the exclusive allowed for one-half of the self-employmentplan, your contributions are a stated amount,
benefit of employees or their beneficiaries. tax. Also, net earnings must be reduced by theor are based on a stated formula that is not
You can generally deduct contributions to the deduction for employer contributions made forsubject to your discretion. For example, your
plan. Contributions are not taxed to your em- your benefit. This reduction is made indirectly,formula could be 10% of each participating
ployees until plan benefits are distributed to as explained next.employee’s compensation. Your contributions
them.to the plan are not based on your profits. Net earnings reduced by adjusting con-

tribution rate.  To reduce net earnings by the
Deduction Limits employer deduction for contributions for your-Defined Benefit Plans 
The limits differ depending on the kind of Ke- self presents a problem. This is because theThese are any plans that are not defined con-
ogh plan you have. If your plan is a defined deduction and the net earnings depend ontribution plans. In general, a qualified defined
contribution plan, the limit for each employee each other. You can make this adjustment tobenefit plan must provide for set benefits. Your
generally is the lesser of $30,000 or: your net earnings indirectly by, in figuring yourcontributions to the plan are based on actuarial

maximum deduction, reducing the contributionassumptions. You may need continuing pro- • 15% of the employee’s taxable compensa-
rate called for in the plan.fessional help to have a defined benefit plan. tion, if your plan is a profit-sharing plan, or
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Figuring your deduction.  Use the following Self-Employed Person’s Rate Worksheet a SEP-IRA in this chapter), which is owned by
worksheet to find the reduced contribution you or your common-law employee.

1) Plan contribution rate as a decimalrate. Make no reduction to the contribution rate SEP-IRAs are set up for, at a minimum,
(for example, 101/2% would be 0.105) 0.105for any common-law employees. each qualifying employee. A SEP-IRA may

2) Rate in line 1 plus one (for example, have to be set up for a leased employee, but
0.105 plus one would be 1.105) . . . . . 1.105 need not be set up for an excludable em-

ployee. For more information, get Publication3) Self-employed rate as a decimalSelf-Employed Person’s Rate Worksheet
560.(divide line 1 by line 2) . . . . . . . . . . . . . . 0.0950

You may be able to use Form 5305–SEP
1) Plan contribution rate as a decimal in setting up your SEP. See Table 17–2 for a

(for example, 101/2% would be 0.105) sample Form 5305–SEP.
Self-Employed Person’s Deduction Worksheet

2) Rate in line 1 plus one (for example,
0.105 plus one would be 1.105) . . . . . Step 1 Employer contributions.  You can contribute

Enter the contribution rate shown in each year to each employee’s SEP-IRA up to3) Self-employed rate as a decimal
line 3 above . . . . . . . . . . . . . . . . . . . . . . . . . 0.0950 the smaller of $30,000 or 15% of the employ-(divide line 1 by line 2) . . . . . . . . . . . . . .

ee’s compensation (determined without re-Step 2
gard to your contributions to the employee’sEnter your net earnings from: 
SEP-IRA). If you are self-employed, SEP con-line 31, Schedule C (Form 1040) Now that you have your self-employed
tributions you make to your SEP-IRA, be-line 3, Schedule C–EZ (Form 1040) rate, you can figure your maximum deduction
cause a special computation is required, areline 36, Schedule F (Form 1040) or for contributions for yourself by completing the
limited to 13.0435% of your compensation.line 15a, Schedule K–1 (Form 1065) $200,000following steps:
See Figuring your deduction under RetirementStep 3
Plans for the Self-Employed, earlier. Make noEnter your deduction for self-
reduction to the contribution rate for any com-employment tax from line 25, FormSelf-Employed Person’s Deduction Worksheet mon-law employees.1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,435

Your contributions are not included in a
Step 4 participant’s income when contributed.Step 1 Subtract Step 3 from Step 2 and

Your employees cannot take a deductionEnter the contribution rate shown in enter the result . . . . . . . . . . . . . . . . . . . . . . $193,565
for your SEP contribution.line 3 above . . . . . . . . . . . . . . . . . . . . . . . . .

Step 5
Step 2 Multiply Step 4 by Step 1 and enter SEP and profit-sharing plans.  If you alsoEnter your net earnings from: the result . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 18,389

contributed to a qualified profit-sharing plan,line 31, Schedule C (Form 1040) 
Step 6 you must reduce the 15% deductible limit forline 3, Schedule C–EZ (Form 1040) 
Multiply $150,000 by your plan that plan by the allowable deduction for contri-line 36, Schedule F (Form 1040) or 
contribution rate. Enter the result but butions to the SEP-IRAs of those participatingline 15a, Schedule K–1 (Form 1065) $
not more than $30,000 . . . . . . . . . . . . . . $ 15,750 in the profit-sharing plan.

Step 3 Step 7
Enter your deduction for self- Enter the smaller of Step 5 or Step 6. SEP and other qualified plans.  If you alsoemployment tax from line 25, Form This is your maximum deductible contributed to any other type of qualified plan,1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ contribution. Enter your deduction treat the SEP as a separate profit-sharing plan
Step 4 on Line 27, Form 1040. . . . . . . . . . . . . . $ 15,750 for purposes of applying the overall 25% de-
Subtract Step 3 from Step 2 and duction limit described in section 404(h)(3) of
enter the result . . . . . . . . . . . . . . . . . . . . . . $ the Internal Revenue Code.

When to make contributions.  To take a de-Step 5 
duction for contributions for a particular year,Multiply Step 4 by Step 1 and enter Employee contributions.  Participants can
you must make the contributions not later thanthe result . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ also make contributions of up to $2,000 to their
the due date, plus extensions, of your return SEP-IRAs independent of your SEP contribu-Step 6 
for that year. tions. The portion of the contributions that isMultiply $150,000 by your plan

deductible may be reduced or eliminated be-contribution rate. Enter the result but
Additional information.  Additional informa- cause the participant is covered by an em-not more than $30,000 . . . . . . . . . . . . . . $
tion on retirement plans for the self-employed ployer retirement plan (the SEP plan). SeeStep 7 and on the reporting forms that must be filed Publication 590 for details.Enter the smaller of Step 5 or Step 6. for these plans can be found in Publication

This is your maximum deductible 560.
contribution. Enter your deduction Salary Reduction Arrangement  
on Line 27, Form 1040. . . . . . . . . . . . . . $ A SEP can include a salary reduction (electiveSimplified Employee deferral) arrangement. Under the arrange-

Pension (SEP) ment, employees can elect to have you con-
tribute part of their pay to their SEP-IRAs. TheExample.  You are a sole proprietor and A simplified employee pension (SEP) is a writ-
tax on the part contributed is deferred. Thishave employees. The terms of your plan pro- ten plan that allows you to make deductible
choice is called an elective deferral. This elec-vide that you contribute 101/2% (.105) of your contributions toward your own and your em-
tion is available only if:compensation, (defined earlier) and 101/2% of ployees’ retirement, without getting involved in

your common-law employees’ compensation. more complex retirement plans. A corporation • At least 50% of your employees eligible to
Your net earnings from line 31, Schedule C also can have a SEP and make deductible participate choose the salary reduction
(Form 1040) is $200,000. In figuring this contributions toward its employees’ retire- arrangement,
amount, you deducted your common-law em- ment. But some advantages available to Ke-

• You had no more than 25 employees whoployees’ pay of $100,000 and contributions for ogh and other qualified plans, such as the spe-
were eligible to participate in the SEP (orthem of $10,500 (101/2% x $100,000). You fig- cial averaging treatment that may apply to
would have been eligible to participate if youure your self-employed rate and maximum de- lump-sum distributions, do not apply to SEPs.
had maintained a SEP) at any time duringduction for employer contributions on behalf of Under a SEP, you make the contributions
the preceding year, andyourself as follows: to an individual retirement arrangement (called
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• The deferral each year by each eligible include an amount attributable to the contribu- Foreign income.  Foreign earned income
highly compensated employee (as de- and other amounts that are excluded fromtions in their gross income. You can deduct
fined in Publication 560) as a percentage of gross income are not compensation for IRAcontributions only if you maintain separate ac-
pay (deferral percentage) is no more than purposes.counts for each participating employee.
125% of the average deferral percentage
(ADP) of all nonhighly compensated em- Contributions.  The most you can contributeTransferable interest.  When an employee’s
ployees eligible to participate (the ADP for any year to your IRA is the smaller of:interest in your contributions or premiums for
test). For plan years beginning in 1994, you that employee is transferable, the employee • $2,000, orgenerally cannot consider compensation of must include those amounts in gross income

• Your taxable compensation.an employee in excess of $150,000 in figur- for the tax year in which you make them. This
ing an employee’s deferral percentage. rule also applies if the employee’s interest is

Deductible and nondeductible contribu-not subject to a substantial risk of forfeiture
tions.  Generally, you can take a deduction for(that is, there is not much of a risk that the em-

Note.  For employees in a collective bar- the contributions you are allowed to make toployee will lose his or her interest) when you
gaining unit covered by a SEP for which the your IRA. However, if you or your spouse ismake contributions or pay premiums for that
$150,000 limit is not effective, the compensa- covered by an employer retirement plan at anyemployee.
tion limit is $242,280. time during the year, your IRA deduction may

be reduced or eliminated, depending on your
Nontransferable interest.  If, when you make filing status and the amount of your income.Limits on deferrals.  In general, the total in- the contributions, the employee’s interest in Whether or not your allowable contributionscome an employee can defer under a salary the trust or in the value of the annuity contract are deductible, you can choose to make non-reduction arrangement included in a SEP and is not transferable and is subject to a substan- deductible contributions to your IRA. For de-certain other elective deferral arrangements tial risk of forfeiture, the employee does not in- tails on these and other rules, as well as gen-for 1994 is limited to $9,240. This limit applies clude that interest in gross income until the tax eral information on IRAs, get Publication 590.only to the amounts that represent a reduction year in which the interest becomes transfera-

from the employee’s pay, not to any contribu- ble or is no longer subject to a substantial risk
tions from employer funds. of forfeiture.

Employment taxes.  Elective deferrals, not
exceeding the ADP test, are not subject to in- 18.
come tax in the year of deferral, but are in- Individual Retirement
cluded in wages for social security, Medicare, Excise Taxesand unemployment (FUTA) tax purposes. Arrangements (IRAs)  

You can set up and make contributions to anReporting SEP Contributions on
individual retirement arrangement (IRA) if youForm W–2  received taxable compensation during the

Your SEP contributions are excluded from year and have not reached age 701/2 by the end Important Reminders 
your employees’ income. Therefore, unless of the year. You can have an IRA whether or

Dyed diesel fuel.  Dyed diesel fuel that is usedthere are contributions in excess of the appli- not you are covered by any other retirement
in a nontaxable use (such as farm use) is notcable limit, or unless there are contributions plan. However, you may not be able to deduct
taxed. However, the excise tax and a penaltyunder a salary reduction arrangement, do not any or some of your contributions if you or your
will be imposed on users of dyed diesel fuelinclude these contributions in your employees’ spouse are covered by an employer’s retire-
who know or have reason to know that theywages on Form W–2, for income, social secur- ment plan.
used the fuel for a taxable use. For more infor-ity, or Medicare tax purposes. Your SEP con-
mation, see Publication 510.tributions under a salary reduction arrange-

Compensation.  Compensation includes tax-ment are included in your employees’ Form
able wages, salaries, commissions, bonuses,W–2 wages for social security and Medicare Undyed diesel fuel.  A registered vendor that
tips, professional fees, self-employment in-tax purposes only. sells undyed diesel fuel for use on farm for
come (subject to certain adjustments, dis- farming purposes is allowed to claim a refundExample.  In 1994, Jim chooses to have cussed below, and provided your personal or credit of the excise tax on that fuel. Farmers$4,500 taken out of his pay to fund employer
services are a material income-producing fac- cannot claim a refund or credit for the tax oncontributions to his SEP-IRA. His compensa-
tor), other amounts received for personal ser- that fuel. See How To Buy Diesel Fuel Taxtion for the year is $30,000. On Jim’s Form W–
vices, and taxable alimony and separate main- Free, later.2, his employer will show total wages of
tenance payments.$25,500 ($30,000 minus $4,500) for income

If you are an employee,  compensation in-tax and $30,000 for social security and Medi-
cludes any amount properly shown in Box 1care wages. Jim will report $25,500 as wages Introduction(wages, tips, other compensation) of Form W–on his tax return.
2, provided that amount is reduced by anyFor more information on employer with- You may be eligible to claim a credit on
amount shown in Box 11 (nonqualified plans).holding requirements, see Publication 937. your 1994 income tax return for federal excise

If you are self-employed  (a sole proprie-For more information on SEPs, get Publi- tax paid on certain fuels. You may also be eligi-
tor or partner), compensation is the net earn-cation 560. ble to claim a quarterly refund of the fuel taxes
ings of your trade or business (self-employ- during 1995, instead of waiting to claim a credit
ment income) reduced by the deduction for on your 1995 income tax return.
contributions on your behalf to retirement Also, you may be eligible to claim a one-Nonqualified Plans  plans and the deduction allowed for one-half of time credit or refund as the original purchaser
your self-employment tax. of a diesel-powered car, van, or light truck.You can deduct contributions made to a non-

Compensation does not include: This applies even if the vehicle is not used in aexempt trust or premiums paid under a non-
trade or business. See Diesel-Powered High-qualified annuity plan. Your employees gener- • Income received from property, such as
way Vehicles, later.al ly must include the contr ibut ions or rental, interest, or dividend income, or

premiums in their gross income. For information about credits and refunds
• Any amounts received as a pension or an-Deduct your contributions to the plan in the for fuels used for nontaxable purposes not dis-

nuity, or as deferred compensation.tax year in which any of your employees must cussed in this chapter, see Publication 378.

Chapter 18 EXCISE TAXES Page 93



3) To operate, manage, conserve, improve, substances. You as the owner, tenant, or oper-Topics
or maintain your farm, tools, or ator may claim the credit or refund (other thanThis chapter discusses:
equipment. on diesel fuel). You may waive your right to the

• Fuels used for farming purposes
claim and allow the applicator to make the4) To handle, dry, pack, grade, or store any

• Fuels used in off-highway business use claim. The applicator is treated as having usedraw agr i cu l tu ra l  o r  ho r t i cu l tu ra l
the fuel on a farm for farming purposes. Seecommodity.• How to buy diesel fuel tax free
How To Claim a Credit or Refund, later.For this use to qualify, you must have• Diesel-powered highway vehicles The waiver.  To waive your right to theproduced more than one-half of that com-

• How to claim an excise tax credit or credit or refund, you must:modity which was so treated during the
refund tax year. Commodity means a single raw 1) Execute in writing an irrevocable state-

product.  For example,  apples and• Including the credit or refund in income ment that you knowingly give up your right
peaches are two separate commodities. to the credit or refund.
The more than one-half test applies sepa-Useful Items

2) Identify clearly the period that the waiverrately to each commodity.You may want to see:
covers. The effective period of your5) To plant, cultivate, care for, or cut trees, or
waiver cannot extend beyond the last dayto prepare (other than sawing into lumber,Publication
of your tax year in which the fuel waschipping, or other milling) trees for mar-

❏ 349 Federal Highway Use Tax on used.ket, but only if the planting, etc., is inci-
Heavy Vehicles

dental to your farming operations. Your 3) Sign the waiver before the applicator files
❏ 378 Fuel Tax Credits and Refunds tree operations will be incidental only if his or her claim. Once signed, you cannot

they are minor in nature when compared❏ 510 Excise Taxes For 1995 revoke the waiver. You may authorize an
to the total farming operations. agent, such as a cooperative, to sign the

Form (and Instructions) waiver for you.
If any other person, such as a neighbor or

❏ 4136 Credit for Federal Tax Paid on 4) Keep a copy of the waiver for your recordscustom operator, performs a service for any of
Fuels and give a copy of the signed waiver tothe purposes listed in (1) or (2) for you on your

the applicator. Do not send this waiver tofarm, you can claim the credit or refund for the❏ 8849 Claim for Refund of Excise Taxes
the Internal Revenue Service, unless re-fuel (other than diesel fuel) so used.
quested to do so.If the person performs any other services

for you on your farm, no one can claim the
credit or refund for fuel used on your farm for The waiver may be a separate document orFuels Used on a those services. it may appear on an invoice or another docu-

If doubt exists whether the owner, tenant, ment from the applicator. If the waiver appearsFarm for Farming or the operator of the farm purchased the fuel, on an invoice or other document, it must be
determine who actually bore the cost of the printed in a section clearly set off from all otherPurposes 
fuel. Also, if you sell fuel to a neighbor who material, and it must be printed in type suffi-

You may be eligible to claim a credit or refund uses it on a farm for farming purposes, your ciently large to put you on notice that you are
of excise taxes included in the price of fuel neighbor may be able to claim the credit on the waiving your right to the credit or refund. In ad-used on a farm for farming purposes if you are fuel. Your neighbor (not you) bore the cost of dition, if the waiver appears as part of an in-the owner, tenant, or operator of a farm. You the fuel. voice or other document, it must be signedmay claim only a credit for the tax on gasoline, Example 1.  Farm owner Nancy Blue hired separately from any other item that requiresspecial motor fuel, and compressed natural

custom operator Harry Steele to cultivate the your signature.gas used on a farm for farming purposes. You
soil on the Blue’s farm in preparation for plant- Sign a separate waiver for each tax year ormay claim either a credit or refund for the tax
ing. Under the contract, Nancy paid for 200 part of a tax year in which the fuel was used.on aviation fuel used on a farm for farming pur-
gallons of gasoline to be used by Harry on the When the period covered by the waiver ex-poses. You cannot claim a credit or refund for
farm. In addition, Nancy hired Farmer Brown to tends beyond the applicator’s tax year, the ap-the tax on undyed diesel fuel used on a farm
grade and pack Nancy’s apple crop. Brown plicator must wait until the next tax year tofor farming purposes or for any use of dyed
purchased 25 gallons of gasoline to use in claim the portion for that period.diesel fuel.
packing the apples and was not reimbursed by

Sample form of waiver.  While no specificNancy. Nancy may claim the 200 gallons of
form is required, an acceptable statementFarm.  A farm includes livestock (including gasoline used by Harry on Nancy’s farm be-

feed yards for fattening cattle), dairy, fish, waiving your right to claim a credit or refund iscause it qualifies as fuel used on the farm for
poultry, fruit, fur-bearing animals, truck farms, shown in Table 18–1.farming purposes. No one can claim a credit
orchards, plantations, ranches, nurseries, for the 25 gallons.
ranges, and structures such as greenhouses Fuel not used for farming.  You do not useExample 2.  Mr. Green, the owner of theused primarily for raising agricultural or horti- fuel for farming purposes when you use it:farm, and his tenant, Mr. Smith, share the costcultural commodities. A fish farm is an area

of gasoline used on the farm 50–50, so each 1) Off the farm, such as on the highway or inwhere fish are grown or raised — not merely
can claim a credit for the tax on one-half the noncommercial aviation, even if the fuel iscaught or harvested. You must operate the
fuel used.farm for profit. The farm must be located in any used in transporting livestock, feed,

Diesel fuel.  If undyed diesel fuel is usedof the 50 states or the District of Columbia. crops, or equipment.
for any of the previously listed farming pur-

2) For personal use, such as mowing theposes, the fuel cannot be considered as beingFarming purposes.  You use fuel on a farm
lawn.used for any other nontaxable purpose. Thefor farming purposes if you use it:

credit or refund is allowed only to the regis- 3) In processing, packaging, freezing, or1) To cultivate the soil, or to raise or harvest tered ultimate vendor. See How To Buy Diesel canning operations.any agricultural or horticultural Fuel Tax Free, later.
commodity. 4) In the processing of crude gum into gumCustom application of fertilizer and pes-

spirits of turpentine or gum resin, or in theticide.  Fuel used on a farm for farming pur-2) To raise, shear, feed, care for, train or
processing of maple sap into maple syrupposes includes fuel used in the aerial or othermanage livestock, bees, poultry, fur-bear-
or maple sugar.application of fertilizers, pesticides, or othering animals, or wildlife.
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a) The vehicle is designed primarily to Diesel fuel.  Undyed diesel fuel used other
carry a specific kind of load other than than as a fuel in the propulsion engine of a die-Fuels Used In

sel-powered highway vehicle qualifies for aover the public highway for certain op-Off-Highway credit or refund. No credit or refund is allowederations (construction, manufacturing,
if the diesel fuel was dyed. Also, if undyed die-mining, processing, farming, drilling,Business Use sel fuel is used on a farm for farming purposestimbering, or similar operations).

You may be eligible to claim a credit or refund (discussed earlier), the fuel cannot be consid-
b) The vehicle’s use of carrying this loadfor fuels used in an off-highway business use. ered as being used for any other nontaxable

over public highways is substantially purpose. See How To Buy Diesel Fuel Tax
limited or impaired because of its de-Off-highway business use.  This is any use Free, later.
sign. To determine if the vehicle is sub-of fuel in a trade or business or in any income-
stantially limited or impaired, you mayproducing activity. The use must not be in a Fuel lost or destroyed.  You cannot treat fueltake into account whether the vehiclehighway vehicle registered for use on public lost or destroyed through spillage, fire, or othermay travel at regular highway speeds,highways. Off-highway business use generally casualty as fuel used in an off-highway busi-requires a special permit for highwaydoes not include any use in a motorboat. ness use.use, or is overweight, overheight, orDiesel fuel.  If undyed diesel fuel is used
overwidth for regular highway use.on a farm for farming purposes (discussed ear-

Examples.  Off-highway business use in alier), the fuel cannot be considered as being
trade or business or income-producing activityused in an off-highway business use. See How Public highway.  A public highway in-
includes fuels used:To Buy Diesel Fuel Tax Free, later. cludes any road in the United States that is not

a private roadway. This includes federal, state, 1) In stationary machines such as genera-
Highway vehicle.  A highway vehicle includes county, and city roads and streets. tors, compressors, power saws, and simi-
any self-propelled vehicle designed to carry a lar equipment.
load over public highways, whether or not also Registered.  A vehicle is considered regis- 2) For cleaning purposes.designed to perform other functions. Exam- tered when it is registered or required to be
ples of vehicles designed to carry a load over 3) In forklift trucks and bulldozers.registered for highway use under the law of
public highways are passenger automobiles, any state, the District of Columbia, or any for- 4) In vehicles operating off the highway inmotorcycles, buses, highway-type trucks, and eign country in which it is operated or situated. construction, mining, or timbering activi-truck tractors. It does not matter if: Any highway vehicle operated under a deal- ties, if the vehicles are neither registered
1) The vehicle’s design allows it to perform a er’s tag, license, or permit is considered regis- nor required to be registered.

highway transportation function for only: tered. A highway vehicle is not considered reg-
istered solely because a specific permit allowsa) A particular type of load, such as pas- Generally, it does not include nonbusiness,
the vehicle to be operated at particular timessengers, furnishings, and personal ef- off-highway use of fuel such as use by
and under specified conditions.fects (as in a house, office, or utility minibikes, snowmobiles, power lawn mowers,

trailer). chain saws, and other yard equipment.
Fuel used for power take-off.  You cannotb) A special kind of cargo, goods,
take a credit or refund for fuel used in the mo-supplies.
tor (for propulsion) of a highway vehicle that2) Machinery or equipment is designed (and
also operates special equipment by means of How To Buypermanently mounted) to perform some
a power take-off or power transfer. It does notoff-highway task unrelated to highway Diesel Fuelmatter if the special equipment is mounted ontransportation, except as discussed next.
the vehicle. Tax Free  

Separate motor.  The fuel you use in aVehicles not considered highway vehi-
separate motor to operate special equipment, You buy dyed diesel fuel tax free for use for acles.  Generally, the following kinds of vehicles
such as a refrigeration unit, pump, generator, nontaxable purpose, including use on a farmare not considered highway vehicles:
or mixing unit, may qualify for a credit or a re- for farming purposes. However, if you use the

1) Specially designed mobile machinery for fund. If you draw fuel from the same tank to op- dyed diesel fuel for a taxable purpose, such as
nontransportation functions. A self-pro- erate both of the motors, you must figure the in a registered highway vehicle, you could be
pelled vehicle is not a highway vehicle if quantity used in the separate motor operating subject to the excise tax and a penalty.
the chassis— the special equipment. You may make a rea- You may buy undyed diesel fuel tax free

a) Has permanently mounted to it machin- sonable estimate based on your operating ex- for use on a farm for farming purposes from a
ery or equipment used to perform cer- perience and supported by your records. registered ultimate vendor. This applies to fuel
tain operations (construction, manufac- You can use devices that measure the purchased by:
turing, drilling, mining, timbering, miles the vehicle has traveled (such as

1) The owner, tenant, or operator of a farmprocessing, farming, or similar opera- hubometers) to figure the gallons of fuel used
for use on a farm for any of the purposestions) if the operation of the machinery to propel the vehicle. Add to this amount the
listed earlier under Farming purposes, oror equipment is unrelated to transporta- fuel consumed while idling or warming up the

tion on or off the public highways. motor before propelling the vehicle. The differ- 2) Any other person for use on a farm for any
b) Has been specially designed to serve ence between your total fuel used and the fuel of the purposes in items (1) and (2) listed

only as a mobile carriage and mount for used to propel the vehicle is the fuel used in earlier under Farming purposes.
the machinery or equipment, whether the separate motor.
or not the machinery or equipment is in You must give the vendor a signed certifi-Example.  Cera owns a refrigerated truck.
operation. cate, which should be substantially the sameIt has a separate motor for the refrigeration

as the sample certificate shown in Table 18–2.c) Because of its special design, could unit. The same gasoline tank supplies both
not, without substantial structural modi-  The certificate may be included as part of anymotors. Using the truck’s hubometer, Cera
fication, be used as part of a vehicle de- business records you normally use to docu-figures that 70% of the gasoline was used to
signed to carry any other load. ment a sale and purchase.propel the truck. Therefore, she qualifies for a

You cannot claim a credit or refund for thecredit or refund on 30% of the gasoline deter-2) Vehicles designed for off-highway trans-
excise tax on diesel fuel used on a farm formined to be used in an off-highway businessportation. A self-propelled vehicle is not a
farming purposes.use.highway vehicle if—
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credit for any tax for which you have filed a re- Claiming a Credit  
fund claim.Diesel-Powered You make a claim for credit on Form 4136 and

attach it to your income tax return. Do not claimHighway Vehicles  How to claim a refund.  You may be eligible a credit on Form 4136 for any excise tax for
to use Form 8849 to claim the refund availableIf you buy a qualified diesel-powered car, van, which you have already filed a refund claim on
to you as the original purchaser of a qualifyingor light truck, you may be eligible for a one- Form 8849.
diesel-powered highway vehicle. Use Formtime credit or refund. You can purchase the ve-
8849 only if you qualify to file a quarterly re-hicle for either business or personal use. You How to claim a credit.  How you claim a credit
fund claim, as discussed under Claiming a Re-generally claim the credit on the tax return for depends on whether you are an individual,
fund, later.the year of purchase. However, if you can partnership, corporation, S corporation, trust,

claim a refund for excise taxes, you may be or farmers’ cooperative association.
able to use Form 8849 to claim a refund for the Individuals.  You claim the credit on line
purchase of a vehicle. See How to claim a re- 59 and check box b of the 1994 Form 1040. IfHow To Claim afund, later. you may not otherwise have to file an income

tax return, you must do so to obtain a fuel taxCredit or Refund 
Original purchaser.  You must be the original credit. See the instructions accompanying
purchaser to be eligible for the credit or refund. Form 1040.You may be able to claim a credit or refund of
An original purchaser is the first person to buy Partnerships.  The partnership itself can-the excise taxes included in the price of fuels
a new qualified diesel-powered vehicle for use not claim the credit on Form 1065, U.S. Part-you use for nontaxable purposes. You can
other than resale. nership Return of Income. The partnershipclaim only a credit for gasoline, special motor

If you buy and register a qualified diesel- must attach a statement to Form 1065, show-fuel, and compressed natural gas used for
powered vehicle subject to a lien (even if the ing the number of gallons of each fuel allo-farming purposes. You can claim either a
lien-holder holds title to the vehicle), you can cated to each partner and the applicable taxcredit or a refund for aviation fuel used for
claim the credit or refund. rates. Each partner claims the credit on his orfarming purposes.

The following do not qualify as original her income tax return for his or her share of theNo credit or refund is allowed to anyone for
purchasers: fuel used by the partnership.any fuel, such as dyed diesel fuel, purchased

Corporations.  To claim the credit, corpo-tax free.1) State and local governments.
rations either use line 32g of Form 1120, U.S.

2) Nonprofit educational organizations. Corporation Income Tax Return, or line 28g ofUndyed diesel fuel.  You cannot claim a
Form 1120–A, U.S. Corporation Short-Form3) Dealers who use the vehicle as a demon- credit or refund for undyed diesel fuel used on
Income Tax Return.strator vehicle. However, the first person a farm for farming purposes. Only the regis-

S corporations.  To claim the credit, S cor-to buy the demonstrator vehicle for use tered vendor that sells the fuel to you can
porations use line 23c of Form 1120S, U.S. In-other than resale qualifies as the vehicle’s make this claim. However, you can claim a
come Tax Return for an S Corporation.original purchaser. credit or refund for undyed diesel fuel used for

Farmers’ cooperative associations.  Ifother nontaxable purposes, such as off-high-
the cooperative is required to file Form 990–C,Qualified diesel-powered highway vehicle. way business use. If undyed diesel fuel is used
Farmers’ Cooperative Association Income TaxA qualified diesel-powered highway vehicle is on a farm for farming purposes, the fuel cannot
Return, it uses line 32g to claim the credit.one that: be considered as being used for any other

Trusts.  Trusts required to file Form 1041,nontaxable purpose.1) Has at least four wheels. U.S. Income Tax Return for Estates and
Trusts, use line 24g to claim the credit.2) Has a gross vehicle weight rating of

Taxpayer identification number.  To file a10,000 pounds or less.
claim for credit or refund, you MUST have a When to claim a credit.  You can claim a fuel3) Is registered for highway use in the United taxpayer identification number — either a so- tax credit on your income tax return for theStates under the laws of any state. cial security number or an employer identifica- year you used the fuels or on an amended re-
tion number. See Identification Number in turn for that year filed within the time pre-Amount of credit or refund.  You can claim a Chapter 2. scribed by law. Ordinarily, you must file an

credit or refund of $102 for a car, and $198 for
amended return by the later of 3 years from the

a light truck or van. A van is a vehicle with no Records.  Keep at your principal place of busi- date you filed your original return or within 2
body sections protruding more than 30 inches ness all records needed to enable the IRS to years from the time you paid the tax. A return
ahead of the leading edge of the windshield. verify the amount you claimed. No special form filed early is considered to have been filed onBasis reduction.  Reduce the basis of any is required, but the records should establish: the due date.
qualified diesel-powered highway vehicle by

1) The total number of gallons purchasedthe amount of credit or refund payable for such
and used during the period covered by Claiming a Refund vehicle. Consider the basis reduction to occur
your claim.on the date of purchase. You may be eligible to claim a refund during

1995 rather than waiting to file your 1995 in-Example.  David purchased a new diesel- 2) The dates of the purchases.
come tax return to claim a credit. However,powered car to use in his business. He

3) The names and addresses of suppliers you cannot claim a refund for excise tax onclaimed the $102 credit only for the tax year in
and amounts purchased from each during gasoline, special motor fuel, and compressedwhich he purchased the car (1994). He re-
the period covered by your claim. natural gas used on a farm for farming pur-duced his basis in the car by $102 on the date

poses. File a claim for refund on Form 8849.he purchased it. 4) The purpose for which you purchased and
used the fuel.

Quarterly refund claim.  You can file a quar-How to claim a credit.  You claim the credit
5) The number of gallons used for each terly refund claim for any of the first threefor the purchase of a qualified diesel-powered

purpose. quarters of your tax year for which you qualify.vehicle on Form 4136. Complete Parts I and III
To qualify for a quarterly refund, you mustand attach Form 4136 to your income tax
claim the following amounts for fuel used dur-It is important that your records show sepa-return.
ing the quarter:rately the number of gallons used for each pur-If you are not required to file an income tax

pose that qualifies as a claim. For more infor-return, you should do so to take advantage of 1) At least $1,000 for gasoline used for non-
mation on recordkeeping, see Publication 552,this refundable credit. If you do not file a return, taxable purposes (other than use on a
Recordkeeping for Individuals.you cannot claim the credit. Do not claim a farm for farming purposes).
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2) At least $1,000 for special motor fuel the $110 as additional income on his 1995 from IRS employees at all times. If you ever
and compressed natural gas used for Schedule F. feel that you are not being treated with fair-
nontaxable purposes (other than use on a ness, courtesy, and consideration by an IRS
farm for farming purposes) and for any employee, you should tell the employee’s su-Accrual method.  If you use an accrual
credit for diesel-powered highway pervisor. Publication 1 explains the manymethod, include the entire claim in gross in-
vehicles. rights you have as a taxpayer. You can get thiscome for the tax year in which the qualifying

publication free by calling us at our toll-freeuse occurred. It does not matter if an accrual-3) At least $750 for undyed diesel fuel
number.basis taxpayer filed for a quarterly refund or(other than for use on a farm for farming

claimed the entire amount as a credit.purposes) or aviation fuel used for non-
Pay only the required tax.  You have the rightExample.  Todd Green, an accrual farmer,taxable purposes.
to plan your business and personal finances infiled his 1994 Form 1040 on April 12, 1995. On
such a way that you will pay the least tax that isSchedule F, he deducted the total cost of gas-A special rule for diesel fuel and aviation
due under the law. You are liable only for theoline (including $155 of excise taxes) that hefuel allows you to aggregate the amount of fuel
correct amount of tax. Our purpose is to applyused on the farm during 1994. On Form 4136,used in each quarter. You may file a claim for
the law consistently and fairly to all taxpayers.Todd claimed the $155 excise tax paid on thethe quarter for which the combined total is at

gasoline as a credit. He must report the $155least $750.
Privacy and confidentiality. You have theas additional income on his 1994 Schedule F.Fourth quarter claims.  You cannot file a
right to have your tax case kept confidential.quarterly claim for refund for the fourth quarter
Under the law, the IRS must protect the pri-of your tax year. You file claims for the fourth
vacy of your tax information. However, if a lienquarter as a credit on your income tax return.
or a lawsuit is filed, certain aspects of your tax
case will become public record. People whoWhen to file quarterly claim.  You must file a 19. prepare your return or represent you must alsoquarterly claim by the last day of the third
keep your information confidential.month following the end of the quarter for

You also have the right to know why we arewhich the claim is being filed. If you file your The Examination
asking you for the information, exactly how weclaim late, you are not allowed a refund. In-
will use it and what might happen if you do notstead, you add the amount of disallowed re- and Appeals
give it.fund to any claim for credit and claim it on your Processincome tax return, as explained earlier. Do not

claim a credit against your income tax for any Examination of Returns 
excise tax for which you filed a claim for

An examination usually begins when we notifyrefund. Topics you that your return has been selected. We willGenerally, you file Form 8849 with the This chapter discusses: tell you which records you will need. If yousame IRS Service Center where you file your
• Examination of returns gather your records before the examination, itincome tax return. A partnership files a claim

can be completed with the least amount of• Appealing the examination findingsfor refund in the name of the partnership, and
effort.one of the partners must sign it. A corporation

files the claim in the name of the corporation Useful Items
How returns are selected.  We select returnsand one of its officers must sign it. You may want to see:
for examination by several methods. A com-
puter program called the Discriminant Func-Publication
tion System (DIF) is used to select most re-

❏ 1 Your Rights as a TaxpayerIncluding the Credit turns. In this method, the computer uses
historical data to give parts of the return a❏ 5 Appeal Rights and Preparation ofor Refund in Income score. IRS personnel then screen the return.Protests for Unagreed Cases
Returns most likely to have mistakes are se-Include any credit or refund of excise taxes on ❏ 556 Examination of Returns, Appeal
lected for examination.fuels you receive in your gross income if you Rights, and Claims for Refund

claimed the taxes as an expense deduction Some returns are selected at random. We
that reduced your income tax liability. Do not use these examination results to update and
include as income any credit or refund related improve our selection process.
to the purchase of a qualified diesel-powered We also select returns by examining claimsWe examine returns for correctness of in-
highway vehicle. for credit or refund and by matching informa-come, exemptions, credits, and deductions.

The year you include a credit or refund in tion documents, such as Forms W–2 and theAfter the examination, if we propose any
gross income depends on whether you use the 1099 series, with returns.changes to your tax, you may either agree with
cash or an accrual method of accounting. those changes and pay any additional tax, or

Arranging the examination.  Many examina-you may disagree with the changes and ap-
Cash method.  If you use the cash method tions are handled by mail. However, if we no-peal the decision.
and file a claim for refund, include the refund tify you that your examination is to be con-
in your gross income for the tax year in which ducted through a personal interview, or if you
you receive the refund. If you claim a credit on request such an interview, you have the right
your income tax return, include the credit in Fairness If Your Return to ask that the examination take place at a rea-
gross income for the tax year in which you file sonable time and place that is convenient forIs Examined Form 4136. If you file an amended return and both you and the IRS. If the time or place we
claim a credit, include the credit in gross in- suggest is not convenient, the examiner will tryMost taxpayers’ returns are accepted as filed.
come for the tax year in which you receive it. to work out something more suitable. How-But if your return is selected for examination, it

ever, we will make the final determination ondoes not suggest that you are dishonest. TheExample.  Ed Brown, a cash-basis farmer,
how, when, and where an examination takesexamination may or may not result in more tax.filed his 1994 Form 1040 on March 1, 1995.
place.Your case may be closed without change. Or,On his Schedule F, Ed deducted the total cost

you may receive a refund.of gasoline (including $110 of excise taxes) Transfers to another district.  Generally,
used on the farm for farming purposes. Then, your individual return is examined in the IRS
on Form 4136, Ed claimed the $110 of excise Courtesy and consideration.  You are enti- district office nearest your home. However, not
tax paid on the gasoline as a credit. Ed reports tled to courteous and considerate treatment all offices have examination facilities. Your
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business return is examined where your books to discuss your case further. If you still don’t Other Remedies 
and records are maintained. If the place of ex- agree after receiving the examiner’s findings,
amination is not convenient, you may ask to you have the right to appeal them. The exam-

If you believe that tax, penalty, or interest washave the examination done in another office or iner will explain your appeal rights and give
unjustly charged, you have rights that can rem-transferred to a different district. you a copy of Publication 5. This publication
edy the situation.explains your appeal rights in detail and tells

you exactly what to do if you want to appeal.Representation.  Throughout the examina-
You can also get a free copy by calling us attion, you may represent yourself, have some-

Claims for refund.  Once you have paid yourour toll-free number.one else accompany you, or, with proper writ-
tax, you have the right to file a claim for a creditten authorization, have someone represent
or refund if you believe the tax is too much.Appeals Office.  You can appeal the findingsyou in your absence. If you want to consult an

of an examination within the IRS through our You may claim a credit or refund by filing Formattorney, a C.P.A., an enrolled agent, or any
Appeals Office. The Appeals Office is inde-other person permitted to represent a taxpayer 1040X, Amended U.S. Individual Income Tax
pendent of your examiner and IRS District Di-during an examination, we will stop and Return.
rector or Service Center Director. Most differ-reschedule the interview. We cannot suspend You should file your claim by mailing it to
ences can be settled through this appealsthe interview if you are there because of an ad- the Internal Revenue Service Center where
system without expensive and time-consum-ministrative summons. you filed your original return. File a separate
ing court trials. If the matter cannot be settled form for each year or period involved.
to your satisfaction in Appeals, you can takeRecordings.  You can generally make an au- Time for filing a claim.  Generally, claims
your case to court.dio recording of an interview with an IRS Ex- for a credit or refund must be filed within 3

amination officer. Your request to record the years from the date you filed your original re-
Appeals to the courts.  Depending oninterview should be made in writing. You must turn or 2 years from the date you paid the tax,
whether you first pay the disputed tax, you cannotify us at least 10 days before the meeting whichever is later. (A return filed early is con-
take your case to the U.S. Tax Court, the U.S.and bring your own recording equipment. We sidered filed on the date it was due.) There areCourt of Federal Claims, or your U.S. Districtalso can record an interview. If we initiate the

exceptions to this time period if your claim isCourt. These courts are entirely independentrecording, we will notify you 10 days before the
based on certain carryback items, foreignof the IRS. However, a U.S. Tax Court case ismeeting and you can get a copy of the record-
taxes, bad debts, worthless securities, or if yougenerally reviewed by our Appeals Officeing at your expense.
and the Service have agreed to extend the taxbefore it is heard by the Tax Court. As always,
assessment period.you can represent yourself or have someoneRepeat examinations.  We try to avoid repeat

admitted to practice before the court representexaminations of the same items, but some-
you.times this happens. If we examined your tax

If you did not yet pay the additional tax and Cancellation of penalties.  You have the rightreturn for the same items in either of the 2 pre-
you disagree about whether you owe it, you to ask that certain penalties (but not interest,vious years and proposed no change to your
generally have the right to take your case to as discussed later) be canceled (abated) if youtax liability, please contact us as soon as pos-
the Tax Court. We will mail you a formal noticesible so that we can see if we should discon- can show reasonable cause for the failure that
(called a ‘‘notice of deficiency’’) telling you thattinue the examination. led to the penalty (or can show that you exer-
you owe additional tax. You ordinarily have 90 cised due diligence, if that is the standard for
days to file a petition with the Tax Court. the penalty).Explanation of Changes 

If you have already paid the disputed tax in If you relied on wrong advice given to youIf we propose any changes to your return, we
full and filed a claim for refund (discussed by IRS employees on the toll-free telephonewill explain the reasons for the changes. It is
later) for it that we disallowed (or on which we system, we will cancel certain penalties thatimportant that you understand the reasons for
did not take action within 6 months), you may may result. But you have to show that your reli-any proposed change. You should not hesitate
take your case to the U.S. District Court or U.S. ance on the advice was reasonable.to ask about anything that is unclear to you.
Court of Federal Claims.

Court decisions.  We follow SupremeAgreement with changes.  If you agree with
Court decisions. However, we can lose casesthe proposed changes, you may sign an Reduction of interest.  If our error caused ain other courts involving taxpayers with theagreement form and pay any additional tax delay in your case, and this is grossly unfair,same issue and still apply our interpretation ofyou may owe. You must pay interest on any you may be entitled to a reduction of the inter-the law to your situation. You have the right toadditional tax. If you pay when you sign the est that would otherwise be due. Only delaysappeal our decision to do so.agreement, the interest is generally figured caused by procedural or mechanical acts thatRecovering litigation expenses.  If thefrom the due date of your return to the date you do not involve exercising judgment or discre-court agrees with you on most of the issues inpaid. tion qualify. If you think we caused such a de-your case, and finds the IRS’s position to beIf you do not pay the additional tax when lay, please discuss it with the examiner and filelargely unjustified, you may be able to recoveryou sign the agreement, you will receive a bill. a claim.some of your litigation expenses from us. ButThe interest on the additional tax is generally
to do this, you must have used up all the ad-figured from the due date of your return to the
ministrative remedies available to you withinbilling date. However, you will not be billed for
the IRS, including going through our Appealsmore than 30 days additional interest, even if Business Taxpayers  system. You may also be able to recover ad-the bill is delayed. Also, you will not have to
ministrative expenses from the IRS.pay any more interest or penalties if you pay If you are in an individual business, the rightsPublication 556 will help you more fully un-the amount due within 10 days of the billing

covered in this discussion generally apply toderstand your appeal rights. You can get it freedate.
you. If you are a member of a partnership or aby calling our toll-free number.If you are due a refund, we can refund your
shareholder in a small business corporation,money more quickly if you sign the agreement
special rules (which may be different fromform. You will be paid interest on the refund.
those described here) may apply to the exami-
nation of your partnership or corporationAppealing the items. The examination of these items is dis-
cussed in Publication 556. You can get thisExamination Findings 
publication free by calling us at our toll-freeIf you do not agree with the examiner’s report,
number.you may meet with the examiner’s supervisor
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Schedule F as a conservation expense. He didSchedule F—Income 
not receive any cost-sharing payments thisMr. Brown prints his name and social security20. year that he could exclude from his farm in-number as shown on the address label at the
come.  See Chapter 4.top of Schedule F. He writes his principal prod-

Line 7a.  Mr. Brown reported the $665 loanuct, ‘‘MILK,’’ on line A. On line B he writes theSample Return he received from the CCC, since he elected innumber ‘‘240’’ from the list of Principal Agricul-
a previous year to treat these loans as incometural Activity Codes on page 2 of Schedule F
in the year received. (If he had elected not to(not shown). This indicates that his principal
report his CCC loan as income in the year re-source of farm income is dairy farming.

This sample return uses actual forms to ceived and forfeited the loan in a later year, heOn line C, Mr. Brown checks box 1 to indi-
show you how to prepare your income tax re- would report the loan as income in the year ofcate he uses the cash method of accounting.
turn. The information shown on the filled-in forfeiture.)  See Chapter 4.He also enters his employer identification
forms is not from any actual farming operation. Line 9.  Mr. Brown reports his $1,258 in-number on line D. He checks the ‘‘Yes’’ box on

Walter Brown is a dairy farmer and his wife, come from custom harvesting.line E to show that he materially participated in
Jane, is a substitute teacher for the county Line 10.  He claimed a gasoline tax creditthe operation of his farm business.
school system. They have three children. of $142 on his 1993 federal income tax return.
Their return has been prepared using the cash He includes the entire $142 in his 1994 incomeLine items.  Mr. Brown then fills in all applica-
method of accounting. See Chapter 3 for an on line 10, since that amount was included inble items of farm income.
explanation of the cash method and other the cost of gasoline he deducted as a farmLine 1.  In 1994, Mr. Brown sold steers he
methods of accounting. business expense in 1993. He also includeshad bought for resale. He enters the amount of

$250 he received as a director of the local milkthe sales, $12,960.
Rounding off cents.  You may round off cents marketing cooperative and $175 received forLine 2.  He enters the cost of the animals,
to the nearest whole dollar on your return and firewood the Browns cut and sold in 1994.$3,180. He has kept a record of the cost of the
schedules. This will make it easier to complete Line 11—Gross income.  Mr. Brown en-livestock he bought and is careful to deduct the
your return. To do so, drop amounts under 50 ters $137,340, the total of the amounts showncost of an animal in the year of its sale. The
cents and increase amounts from 50 to 99 on lines 3, 4, 5b, 6b, 7a, 9, and 10.cost of the steers sold in 1994 is different from
cents to the next dollar. For example, $129.39 that shown on the farm expense record be-
becomes $129 and $235.50 becomes $236. cause most of the steers sold in 1994 were Schedule F—Expenses 

If you do round off, do so for all amounts. bought in 1993. Mr. Brown keeps his farm expense recordsHowever, if you have to add two or more Line 3.  Mr. Brown subtracts his cost on during the year and summarizes the expensesamounts to figure the total to enter on a line, in- line 2 from the sales on line 1 and reports the at the end of the year. As a result, he has a re-clude cents when adding the amounts and difference, $9,780, as his profit on line 3. Had cord of his deductible expenses. These are theround off only the total. he sold any other items he bought for resale, figures he enters in Part II of Schedule F.
such as grain, he would combine the sales and

Receipt and expense records.  The receipt costs of these items with the sales and costs of
Line items.  Mr. Brown then fills in all applica-and expense records shown in this chapter are the steers and report only the totals on lines 1,
ble items of farm expense deductions.limited to a few farm account entries made at 2, and 3. He does not report sales of animals

Line 12.  Mr. Brown uses his pickup truckthe beginning of the tax year. The totals, how- held for draft, dairy, breeding, or sport here.
100% for his farming business and the actualever, include all of Mr. Brown’s receipts and Those sales are reported on Form 4797.
cost of operating the truck in 1994 was $2,659.expenses for 1994. Line 4.  Mr. Brown reports the total of all in-
He uses his family car 60% for business. It costEach entry for an income item shows the come he received during 1994 from sales of
$2,307 to operate the car in 1994 and he candate and from whom it was received, as well as items he raised or produced on his farm. His
deduct $1,384 for the car ($2,307 × .60). Hethe amount and kind of income. Each expense principal source of farm income is dairy farm-
enters a total of $4,043 on line 12.entry shows the date of payment, to whom it ing, and the amount reported on this line,

Line 13.  The $2,701 on this line is thewas paid, and whether it was a business ex- $124,599, includes $98,121 from gross sales
amount he paid for pesticides and herbicidespense or an investment in new property. of milk. Related expenses, such as hauling,
applied to his crops and land.advertising, and dues, are included as farm ex-

Line 14.  Mr. Brown deducts the $1,040penses in Part II of Schedule F.You are not required to use these particular
spent on diversion channels in 1994. TheHe also received income from sales offorms of records.  These illustrations are not
amount listed here includes the full cost of theother items raised or produced on his farm. Hethe only way records can be kept. They are
government cost-sharing project (line 6). Hereceived $2,503 from the sale of steers andused only to show a simple way to keep farm
continues the policy elected in previous yearscalves he raised. He grew some vegetablesrecords. The Cooperative Extension Service
of deducting annual soil and water conserva-and sold them for $783. In addition, he in-can provide you with more information on farm
tion expenses. The expenses are consistentcludes in the total on this line his sales of corn,record systems.
with a plan approved by the Soil Conservationhay, and wheat that he raised. He received
Service of the USDA. Since the amount was$7,050 for the corn, $8,250 for the hay, and
not more than 25% of Mr. Brown’s gross in-$7,892 for the wheat.
come from farming, the entire amount is de-Preparing the Return Lines 5a and 5b.  He reports the $33 of pa-
ductible. He must complete and attach Formtronage dividends received from cooperatives
8645, Soil and Water Conservation Plan Certi-on line 5a. He enters $33, the taxable amount
fication (not shown).  See Chapter 6.Schedule F (Form 1040) of his patronage dividends, on line 5b.  See

Line 15.  The $1,575 on this line is theThe first step in preparing Mr. Brown’s income Chapter 4.
amount he paid someone else for spraying histax return is to determine his net farm profit or Lines 6a and 6b.  Mr. Brown received
crops.loss on Schedule F. The income and expenses ASCS cost sharing of $438 on a soil conserva-

Line 16.  Mr. Brown enters the $27,317 de-shown on this Schedule F are taken from his tion project (diversion channels) completed in
preciation from Form 4562, discussed later.farm receipt and expense records. The depre- 1994. The income was received as materials

Line 18.  He enters the cost of feed boughtciation deduction is taken from the illustrated and services paid for by the government and is
for livestock, $18,019. He did not include theDepreciation Worksheet in the instructions for reported on both line 6a and line 6b. This
cost of feed bought for livestock he and hisForm 4562.  Farm income is discussed in amount is reported to the Internal Revenue
family intend to consume.Chapter 4 and farm expenses are discussed in Service (IRS), generally on Form 1099–G, by

Line 19.  Mr. Brown enters $6,544. This isChapter 5. Mr. Brown has filed all required the Department of Agriculture (USDA). The
the amount paid for fertilizer and lime.Form 1099 information returns. entire $438 has been included on line 14 of
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Line 20.  He deducts the $3,072 he paid for which he paid when he filed his Form 943 in values of the items on the date the farm was
trucking and milk marketing expenses. He January 1994, is included. bought.  See the example under Allocating the
chose to itemize the $807 government milk as- Basis in Chapter 7.He did not deduct his state income tax or
sessment and lists it separately on line 34a. He entered in his depreciation record thethe taxes on his home on Schedule F. He de-

part of the purchase price for the depreciableducts these taxes on Schedule A (Form 1040),Line 21.  Mr. Brown deducts the $3,521
property as its cost, giving him the basis for fig-which is not shown. He did not deduct any fed-cost of gasoline, fuel, and oil bought for farm
uring his depreciation allowance.eral income tax paid during the year.use, other than amounts he included on line 12

Line 32.  He enters $3,997 for the cost offor car and truck expenses. He did not deduct
water, electricity, and telephone used only inthe cost of fuel used for heating, lighting, or Methods of depreciation.  He depreciates all
farming. He cannot deduct the cost of basic lo-cooking in his home. his property placed in service before 1981 us-
cal telephone service (including any taxes) for ing the straight-line method. He chose the al-Line 22.  He deducts the $1,070 cost of in-
the first telephone line to his home. ternate ACRS method for his machine shedsurance on his farm buildings (not his home),

Line 33.  He enters $3,217, the total paid placed in service in 1986 and he uses the Al-equipment, livestock, and crops. He did not
during 1994 for veterinary fees ($1,821), live- ternative Depreciation System (ADS) for all hisdeduct the entire premiums on 3-year and 5-
stock medicines ($650), and breeding fees property placed in service in 1990. He uses theyear insurance policies in the year of payment,
($746). Mr. Brown prepares Form 1099–MISC 150% declining balance method and the half-but deducts each year only the part that ap-
for the veterinarian and breeder fees since year convention under MACRS for the prop-plies to that year.  See Chapter 5.
neither is incorporated. He sent Copy A to the erty placed in service in 1991 and subsequentLines 23a and 23b.  Mr. Brown deducts on
IRS with Form 1096 and gave Copy B to the years.line 23a the $3,175 interest paid on the farm
veterinarian and the breeder.mortgage for the land and buildings used in

Line 34.  Mr. Brown enters other farm busi-farming. He deducts on line 23b $1,043 inter- Depreciable property.  One of his purchased
ness expenses. These include: $807 govern-est paid on obligations incurred to buy live- dairy cows was killed by lightning in July 1994.
ment milk assessment; $347 for commissions,stock and other personal property used in Another purchased cow (#52) was sold on
dues, and fees; $287 for financial records andfarming or held for sale. Interest on his home is February 1, 1994. Both cows were depreci-
office supplies; and $534 for farm businessdeducted on Schedule A (Form 1040), which is ated under MACRS, using a half-year conven-
travel. Farm business travel includes ex-not shown. tion. Therefore, he can claim a half-year’s de-
penses for the State Beef Tour and for attend- preciation for each cow in 1994.Line 24.  He enters the $16,416 in wages
ing the farm management conference at State Mr. Brown has other breeding and dairyhe paid during the year for labor hired to oper-
University. However, he included only 50% of cows that he raised. He did not claim deprecia-ate his farm business, including wages paid to
the cost of the meals in the deduction. tion on them because he deducted the cost ofMrs. Brown and the children. He has no em-

Line 35—Total expenses.  Mr. Brown raising them. They have no basis for incomeployment credits. Not all the wages paid were
adds the amounts shown on lines 12 through tax purposes.subject to social security tax, but for those that
34d and enters his total expenses of $114,689 For part of 1994, he owned two family cars.were, he included the full amount of the wages
on line 35. One of them, which he bought for his wife, wasbefore reduction for the employee’s part of that

Line 36—Net farm profit.  To arrive at his not used for farm business. He cannot deducttax. His part of the social security tax is in-
net farm profit, he subtracts line 35 from the depreciation on it. He determined that hiscluded in the total taxes deducted on line 31.
$137,340, line 11. His net farm profit, entered other car was used 60% for his farm businessSee Chapter 16 for information on employ-
on line 36, is $22,651. He also enters that and 40% for personal driving.ment taxes.
amount on line 18 of Form 1040, and on line 1 The Depreciation Worksheet contains anLine 26b.  Mr. Brown enters only cash rent
of Section A, Schedule SE (Form 1040). Since itemized listing of Mr. Brown’s assets for whichpaid, $2,400, for the use of land he rented from
Mr. Brown shows a net profit on line 36, he he is deducting depreciation in 1994. Theya neighbor, Mr. Green. He did not deduct rent
skips line 37. must be listed separately to keep track of theirpaid in crop shares. He completed a Form

basis. The pickup truck and car purchased in1099–MISC for the rent paid to Mr. Green and
1991 are listed property in the 5-year propertysent Copy A to the IRS with Form 1096. He Form 4562 — Depreciation
class.gave Mr. Green Copy B of the Form 1099– and Amortization  New assets.  Mr. Brown added three as-MISC.

Mr. Brown follows the instructions and lists the sets to the business in 1994.Line 27.  The $5,424 he enters includes
information called for in Parts I through IV. He$4,902 for repairs to farm machinery and $522 1) In January, he completed and placed in
also completes Part V on page 2 to provide in-for repairs to farm buildings. He did not include service a new beef cattle feeding facility.
formation on listed property used in his farmingthe value of his own labor. The payments for Since the new structure is designed spe-
business. The three vehicles used in his busi-farm machinery repairs, although large, were cifically to house, feed, and care for beef
ness are listed property. The truck sold in Julymade to a corporation. He was not required to cattle, it is a single purpose livestock
and shown on Form 4797 was placed in ser-f i le  a  Form 1099–MISC to repor t  the structure. The structure is 10-year prop-
vice in 1980 and fully depreciated in 1988. Nopayments. erty under MACRS. It is depreciated using
depreciation is allowed for 1994.Line 28.  Mr. Brown enters the cost of the 150% declining balance method. The

seeds and plants used in farming, $2,132. He total cost of the structure ($37,500) in-
Depreciation record.  Mr. Brown records hisdid not include the cost of plants and seeds cludes the structure, site preparation,
depreciable property in a book that he can usepurchased for the family garden. feeding system, and paved feeding area.
to figure his depreciation allowance for severalLine 30.  He enters the $2,807 paid for live-

2) In February, he made improvements toyears. He uses the Depreciation Worksheetstock supplies and other supplies, including
his machine shed for a total cost offrom the Form 4562 instructions to figure hisbedding.
$1,300. The improvements are depreci-1994 deduction.Line 31.  Mr. Brown enters $3,201 for taxes
ated as if they were a separate building inpaid during 1994, including state and local
the 20-year property class.taxes on the real estate and personal property Basis for depreciation.  Mr. Brown bought his

used in farming. He did not include the sales farm on January 8, 1978. Timber on the farm 3) In March, he acquired tractor # 5 by trad-
tax paid on farm supplies, or the 60% of the was immature and had no fair market value. ing tractor # 2 and paying $23,729.07
state gasoline tax applying to gasoline used in He immediately divided the total purchase cash. The adjusted basis of tractor # 2
the family car for farm business, because price of the farm among the land, house, barn, was $984.38 when it was traded (Mr.
these taxes were included in the deductions and fences (no other improvements were Brown claimed half a year of deprecia-
for supplies and gasoline. His share of social made on the farm). The fences were fully de- tion). The new tractor has a basis of
security and Medicare tax for agricultural labor preciated in 1987. Mr. Brown made the divi- $24,713.45 ($23,729.07 + $984.38). Form
used on the farm for calendar year 1993, sion on the basis of the respective fair market 8824, Like-Kind Exchanges, (not shown)
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was filed to report the trade. He elected to any day that it is used for business. He uses the casualty, and he shows the difference,
expense part of the cost of the tractor in these records to answer the questions on lines $500, on line 25. Since the cow was business
1994 and take depreciation deductions for 22a and 22b of Section A and lines 27 through property that was totally destroyed, Mr. Brown
the rest of the basis (cost + basis of trade- 33 of Section B. enters the amount from line 20 on line 26, sub-
in). He has no amortization, so he does not use tracts line 21 from line 26, and enters $148 on

Part VI of Form 4562. lines 27 and 28.
Line items.  Form 4562 is completed by refer-

Part II.  On line 34, he identifies the casualtyring to the Depreciation Worksheet. Schedule SE (Form 1040)
and enters $148 on lines 34(b)(i), 35(b)(i), 37,Line 2.  Mr. Brown enters $61,229 on line Self-Employment Tax and 38a, and on Form 4797, Part II, line 15(g).2. This is the total cost of all section 179 prop-

After figuring his net farm profit on page 1 oferty placed in service in 1994. The machine
Schedule F, Mr. Brown figures his self-em-shed improvement does not qualify as section Form 4797—Sales of
ployment tax. To do this, he figures his net179 property. It is not a single purpose agricul- Business Property  earnings from farm self-employment on Shorttural (livestock) structure.
Schedule SE (Section A). He is not required to After completing Schedule F and Section B ofLine 6.  Mr. Brown enters the description of
use Long Schedule SE (Section B). First he Form 4684, Mr. Brown fills in Form 4797 to re-the property (tractor) he is electing to expense
prints his name (as shown on his Form 1040) port the sales of business property. See Tableunder section 179. He enters his cost basis of
and his social security number at the top of 11–1 in Chapter 11 for examples of items re-$23,729 in column (b). His cost basis for the
Schedule SE. Only Mr. Brown’s name and so- ported on Form 4797.section 179 deduction is limited to the cash he
cial security number go on Schedule SE. His He prints his name, his wife’s name, andpaid for the tractor. He then enters the tenta-
wife does not have self-employment income. If identifying number at the top of Form 4797.tive deduction, $17,500, in column (c). How-
Mrs. Brown had self-employment income, she Before he can complete Parts I and II, Mr.ever, this amount is subject to the taxable in-
would file her own Schedule SE. Brown must complete Part III to report the salecome limit on line 11. (He did not exceed the

of certain depreciable property.investment limit, $200,000, and is subject to
Line items.  Mr. Brown figures his self-em-the maximum dollar limit, $17,500.)
ployment tax on the following lines.Lines 11 and 12.  Mr. Brown’s taxable in- Part III.  Mr. Brown sold three fully depreciated

Line 1.  He enters his net farm profit,come from his farming business (without in- assets in 1994. He has information about their
$22,651. He did not list on Schedule F any in-cluding the section 179 deduction and the self- cost and depreciation in his records. These
come, losses, or deductions that are not in-employment tax deduction) exceeds the maxi- items do not appear on the Depreciation
cluded in determining net earnings from farmmum dollar limit on line 5. He enters $17,500 Worksheet.
self-employment  (see the items listed inon lines 11 and 12. See Chapter 8 for informa- He sold a truck on July 9 and a mower on
Chapter 15). Consequently, he did not have totion on the section 179 deduction. February 14. He also sold one purchased dairy
adjust his net profit to determine his self-em- cow, #41, on October 28. Since the gains onLine 14.  All property acquired in 1994 in
ployment net earnings from farming. these items were gains from dispositions ofeach class is combined and entered in Part II,

Line 3.  If Mr. Brown were engaged in any depreciable personal property,  as explainedline 14. The abbreviation HY used in column
other business in addition to farming, he would in Chapter 11, he must determine the part of(e) stands for the half-year convention. The
combine his net earnings from self-employ- each gain that was ordinary income.150 DB in column (f) stands for the 150% de-
ment from all his trades or businesses on line 3 Mr. Brown enters the description of eachclining balance method under MACRS.
of this schedule. However, since farming was item on lines 21(A) through 21(C) and relatesLine 16.  Mr. Brown enters $2,684, his
his only business, he enters his net earnings those lines to the corresponding columns. HeMACRS depreciation deduction for assets ac-
from self-employment from farming (the completes lines 22 through 27(b) for each dis-quired from 1990 through 1993, on line 16 of
amount shown on line 1). position of property.Part III. None of the assets included are listed

Line 4.  He multiplies the amount on line 3 Gain from dispositions.  As shown on lineproperty. Those assets are listed in Part V and
by .9235 and enters $20,918 on line 4. 26, column (A), his total gain on the sale of thethat total is entered on line 19, explained later.

Lines 5 and 6.  Mr. Brown multiplies the truck is $700. His gain on the sale of theLine 18.  On line 18, he enters $1,374 for
amount on line 4 by 15.3% and enters $3,200 mower on line 26, column (B), is $70. All theassets placed in service before 1981 and
on line 5. This is his self-employment tax for gain on both items is entered on line 27(b).those depreciated under ACRS that are not
1994. He also enters $3,200 on line 47 of Form Gain on the sale of the livestock is also re-listed property.
1040. He enters $1,600 on line 6 and also on ported as ordinary income. As shown on lineLine 19.  Mr. Brown enters his depreciation
line 25 of Form 1040 (deduction for one-half of 26, column (C), the total gain on the sale ofdeduction for listed property, $2,124, on line
his self-employment tax). cow #41 is $335. All of that amount is reported19. This is the total shown on line 25(h), Part V,

on line 27(b).page 2 of the form. He has two depreciable as-
Summary of Part III gains.  On line 32 hesets that are listed property for completing Part Form 4684—Casualties

enters $1,105, the total of property columnsV—the car used 60% for business and the and Thefts (A) through (C), line 26. On line 33, he enterspickup truck purchased in 1991. His deduction
Mr. Brown’s only business casualty was a pur- $1,105, the total of property columns (A)for the car cannot be more than 60% of the
chased dairy cow that was killed by lightning through (C), line 27(b). This amount is the gainlimit for passenger automobiles for the year he
on July 7. He shows the loss from the casualty that is ordinary income. He also enters thatpurchased the car.
on page 2 of Form 4684. Only page 2 is same amount on line 14, Part II, because theLine 20.  Mr. Brown totals the depreciation
shown, since page 1 is for nonbusiness total gain on line 27b is less than the deprecia-in Part IV of Form 4562 on line 20 and carries
casualties. tion allowed or allowable on line 27a and hethe total, $27,317, to line 16 of Schedule F.

He prints his name, his wife’s name, and has no other gains on lines 28-31.Other items.  He completes Sections A
identifying number at the top of page 2. He subtracts the amount on line 33 fromand B of Part V to provide the information re-

that on line 32 and enters –0– on line 34. Mr.quired for listed property. He does not com-
Brown has no long-term capital gain on theplete Section C because he does not provide Part I.  Mr. Brown shows the kind of property,
dispositions. All of his gain is ordinary income.vehicles for his employees’ use. ‘‘Dairy cow #42,’’ its location, and the date of

He has a practice of writing down the purchase on line 19. He enters his adjusted
odometer readings on his vehicles at the end basis in the cow, $257, on line 20 and the $109 Part I.  All of the animals in Part I were held 24
of each year and when he acquires and dis- insurance payment he received for the cow on months or more.
poses of the vehicles. In addition, because he line 21. Since line 20 is more than line 21, he Mr. Brown sold at a gain 10 cows he raised
used his car only partly for business, he writes skips line 22. On lines 23 and 24, he enters the and used for dairy purposes. His selling ex-
down the number of business miles it is driven fair market value before, $500, and after, –0–, pense was $101 for these cows. He enters the
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amount of gain from the sale of these cows on Mr. Brown does not complete the Capital Line 22.  Mr. Brown adds the amounts on
Gain Tax Worksheet in the instructions. His in- lines 7 through 21 and enters the total,line 2. He also enters on line 2 the gain from
come on line 37 (Form 1040) is less than the $35,403.the sale of a raised dairy heifer and the loss
amount required to compute his tax using thefrom the sale of purchased dairy cow #52. He Line 25.  Mr. Brown has already entered
maximum capital gains rate.also enters this loss on line 7(g). Because one-half of his self-employment tax, $1,600.

Mr. Brown does not have a capital loss car-dairy cow #41 was sold at a gain, it was en- He enters this amount again on line 30, as it is
ryover this year, so he does not complete the the only amount entered on lines 23a throughtered in Part III instead of Part I. See Table 11–
Capital Loss Carryover Worksheet in the 29.1 in Chapter 11.
instructions. Lines 31 and 32.  Mr. Brown subtracts lineHe totals the gains on line 2 and enters

30 from line 22 and enters the result, ‘‘adjusted$5,479 on line 7(h). He combines the loss on
gross income,’’ on line 31 and also on line 32line 7(g) with the gain on line 7(h), and enters Form 1040, Page 1 
of page 2.$5,384 on line 8. Since he has no nonrecap-

Mr. Brown is filing a joint return with his wife.tured net section 1231 losses from prior years,
He uses the form he received from the IRS.he does not fill in lines 9, 10, and 13. If he had Form 1040, Page 2 

nonrecaptured section 1231 losses, part or all
Mr. Brown fills in the following lines on page 2Presidential Election Campaign Fund.  Mr.of the gain on line 8 would be ordinary income
of Form 1040.and Mrs. Brown choose to have $6 ($3 each)and entered on line 13. Following the instruc-

go to the Presidential Election Campaign Fund Line 34.  Mr. Brown enters $6,745 from histions for line 8, he enters $5,384 as a long-
so he checks both ‘‘Yes’’ boxes. Schedule A (Form 1040), which is not shown,term capital gain on line 12(g) of Schedule D.

since it is larger than the standard deduction
for his filing status.Filing status.  He checks line 2 to indicate hePart II.  Mr. Brown enters the $250 gain from

Lines 35, 36, and 37.  Mr. Brown subtractsis married and filing a joint return.the sale of a raised dairy calf held for breeding
the $6,745 on line 34 from the $33,803 on linepurposes that is less than 24 months old on
32 and enters the result, $27,058, on line 35.Exemptions.  He checks boxes 6a and 6b toline 11. He had previously entered the $1,105
He enters $12,250 (5 × $2,450) on line 36 andclaim the regular $2,450 exemptions for him-gain from line 33, Part III, on line 14 and the
subtracts this amount from the amount on lineself and his wife, and enters the number of$148 loss from Form 4684 on line 15(g). He
35 to get taxable income on line 37.boxes checked in the far right-hand entryadds lines 11 through 18 for columns (g) and

Lines 38 and 40.  To determine their tax,space. The Browns’ three children live with(h) and enters the results on line 19. He then
he uses the Tax Table in the Form 1040 in-them. On line 6c he lists their names, checkscombines these amounts and enters a net gain
structions. Since the amount on line 37 iscolumn (2) if they are under age 1, lists theirof $1,207 on line 20. He carries the gain from
$14,808 he looks for the income bracket thatsocial security numbers where applicable, listsline 20 to line 20b(2) and shows it as ordinary
includes this amount. He finds the bracket fortheir relationship, enters the number of monthsincome on line 14 of Form 1040. incomes of at least $14,800, but less thanthey lived in his house in 1994, and then enters
$14,850, and finds that the tax for married tax-3 in the appropriate right-hand entry space. He

Schedule D (Form 1040) payers filing joint returns is $2,224. He entershas no other dependents. He enters a total of 5
this amount on line 38 and checks the box forin the far right-hand box on line 6e.Capital Gains and Losses  
Tax Table. Since line 39 does not apply to him,

After completing Form 4797, Mr. Brown fills in he makes no entry on it. He enters $2,224 onLine items.  Mr. Brown fills in all applicable in-Schedule D to report gains and losses on capi- line 40.come items on page 1 of Form 1040.tal assets and to reconcile his Form 1099–B Lines 45 and 46.  Mr. and Mrs. Brown haveLine 7.  Mrs. Brown worked part time as awith amounts shown on his Schedule D. He none of the credits listed on lines 41 throughsubstitute teacher for the county school sys-prints his name, his wife’s name, and his social 44, so Mr. Brown enters –0– on line 45, sub-tem during 1994. She also works for Mr. Brownsecurity number at the top of Schedule D. tracts it from line 40, and enters $2,224 on lineon the farm. Mr. Brown enters her total wages,
46.$4,921 ($3,721 from the school system and

Entries.  He enters the information called for in Line 47.  Mr. Brown has already entered$1,200 from the farm), as shown on the Forms
the appropriate columns. the $3,200 self-employment tax he figured onW–2 that each employer gave her, on line 7 of

Lines 1 and 3.  Mr. Brown reports as a Schedule SE.Form 1040.
short-term loss on line 1 his $50 loss on the Line 53.  He enters $5,424, which is the to-Lines 8a and 9.  Mr. Brown did not actually
sale of H. T. Corporation stock held one year tal tax for 1994.receive cash payment for the interest he listed
or less. He includes the gross sales price of the Line 54.  Mr. Brown enters the income taxon line 8a. It was credited to his account so
stock in column (d) on lines 1 and 3. He also withheld from Mrs. Brown’s wages, $227, asthat he could have withdrawn it in 1994. He
shows as a short-term capital loss on line 1 an shown on the Forms W–2 she received. He at-constructively received it and correctly in-
amount he had loaned to a friend. During 1994 taches Copy B of her Forms W–2 to the front ofcluded it in his income for 1994. He enters the
this $50 loan became uncollectible. He enters Form 1040.$220 in dividends he received from the H. T.
the name of the debtor and attaches a state- Corporation on line 9. Line 55.  He did not make estimated tax
ment with the required information (not payments since two-thirds of his gross incomePatronage dividends from farmers’ cooper-
shown). See Publication 550. for 1993 was from farming. He was sure that atatives were received on the basis of business

Lines 7 and 8.  Mr. Brown completes Part I least two-thirds of his gross income for 1994done with these cooperatives. He does not list
of Schedule D by filling in lines 7 and 8. would be from farming and he would file histhese dividends here, but properly included

Lines 9 and 11.  He enters on line 9 his Form 1040 no later than March 1, 1995. Farm-them on lines 5a and 5b, Part I of Schedule F.
$745 long-term gain on the sale of H. T. Corpo- ers who meet these conditions do not have toSince Mr. Brown did not receive more than
ration stock held more than one year and also make estimated tax payments. Therefore, he$400 in interest or $400 in dividends and had
enters the gross sales price on line 11. makes no entry on line 55.no foreign bank accounts or any interest in a

Line 12.  Mr. Brown had previously entered foreign trust, he is not required to complete Line 56.  The Browns are not entitled to
on line 12 the gain from line 8 of Form 4797. Schedule B (Form 1040). claim the earned income credit on line 56,

Lines 16 and 17.  He completes Part II of since their adjusted gross income on line 31Line 13.  The amount shown, $6,029, is the
Schedule D by filling in lines 16 and 17 accord- and their earned income are more thannet gain from the sale of capital assets listed
ing to the instructions given on those lines. $25,296.on Schedule D (Form 1040).

Line 18.  In Part III, Mr. Brown combines Line 14.  The amount shown, $1,207, is the Line 59.  Mr. Brown enters his credit for
lines 8 and 17 and enters his net gain on line net gain from Form 4797. gasoline tax. He checks box ‘‘b’’ and attaches
18. He also enters this amount on Form 1040, Line 18.  Mr. Brown enters his net farm Form 4136 (not illustrated) to his return, show-
line 13. profit, $22,651, from Schedule F (Form 1040). ing how he figured the credit. The credit must
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be reported as income on Schedule F on his transfers the address label from the cover of or form). If the Browns were including support-
1995 return. the instructions to the return after verifying the ing statements with their return, they would at-

Line 64.  He adds the amounts on lines 54 accuracy of the label, then writes a check pay- tach them last, assembled in the same order
and 59 and enters the total on line 60. He sub- able to the Internal Revenue Service for the full as the forms and schedules they support.
tracts that figure from the amount on line 53. amount on line 64 of Form 1040. On the check, Mr. Brown also received a Form 1040–V,
The balance, $4,847, is entered on line 64. he writes his social security number, their tele- Payment Voucher, in his tax package (not
This is the amount Mr. and Mrs. Brown must phone number, and ‘‘1994 Form 1040.’’ His shown). He detaches the voucher and enters
pay when they file their return. name and address are printed on the check. the amount of his payment on it. He encloses

Completing the return.  They sign their After making a copy of their complete re- his return with the payment voucher and check
names and enter the date signed and their oc- turn for his records, Mr. Brown assembles his in the envelope that came with the tax pack-
cupations. (If the Browns had not prepared original Form 1040, Schedules A, D, F, and age. He did not attach the voucher or the
their own tax return, the preparer would also SE, and Forms 4136, 4684, 4797, and 4562 in check to the return. Mr. Brown carefully follows
sign the return and provide the information re- that order (see ‘‘Attachment Sequence Num- the instructions on the back of the envelope
quested at the bottom of the page.) Mr. Brown ber’’ in the upper right corner of each schedule and mails it to the IRS. 
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Table 17-1. Key Retirement Plan Rules

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

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

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

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

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

taxable compensation4

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

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.
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Table 18-1. Sample Waiver

WAIVER OF RIGHT TO CREDIT OR REFUND

I hereby waive my right as owner, tenant, or operator of a farm located at:

Address

to receive credit or refund for fuel used by:

Name of Applicator

on the farm in connection with cultivating the soil, or the raising or harvesti
ng of any
agricultural or horticultural commodity. This waiver applies to fuel used durin
g the period:

Both Dates Inclusive

I understand that by signing this waiver, I give up my right to claim any credi
t or refund for
fuel used by the aerial applicator or other applicator of fertilizer or other s
ubstances during
the period indicated, and I acknowledge that I have not previously claimed any
credit for
that fuel.

Signature

Date
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Table 18-2. Sample Exemption Certificate

EXEMPTION CERTIFICATE
(To support vendor’s claim for credit or payment under section 6427 of the Int
ernal Revenue Code)

Name, Address, and Employer Identification Number of Seller

The undersigned buyer (‘‘Buyer’’) hereby certifies the following under penalt
ies of perjury:

A. Buyer will use the diesel fuel to which this certificate relates either — (che
ck one):

1. ← On a farm for farming purposes (as defined in §48.6420–4 of the Manufacturers
and Retailers Excise Tax Regulations)(and Buyer is the owner, tenant, or
operator of the farm on which the fuel will be used).

2. ← On a farm (as defined in §48.6420–4(c)) for any of the purposes described i
n | (d)
of that section (relating to cultivating, raising, or harvesting)(and Buyer
is not the
owner, tenant, or operator of the farm on which the fuel will be used).

B. This certificate applies to the following (complete as applicable):

1. If this is a single purchase certificate, check here ← and enter:

a. Invoice or delivery ticket number 

b. Number of gallons 

2. If this is a certificate covering all purchases under a specified account or or
der
number, check here ← and enter:

a. Effective date 

b. Expiration date 
(period not to exceed 1 year after effective date)

c. Buyer account or order number 

ð Buyer will provide a new certificate to the seller if any information in this c
ertificate
changes.

ð If Buyer uses the diesel fuel to which this certificate relates for a purpose o
ther than
stated in the certificate Buyer will be liable for any tax.

ð Buyer understands that the fraudulent use of this certificate may subject Buyer
 and all
parties making such fraudulent use of this certificate to a fine or imprisonmen
t, or both,
together with the costs of prosecution.

Signature and Date Signed

Printed or Typed Name and Title of Person Signing

Name, Address, and Employer Identification Number of Buyer

Chapter 20 SAMPLE RETURN Page 109



Page 110 Chapter 20 SAMPLE RETURN



Chapter 20 SAMPLE RETURN Page 111



Page 112 Chapter 20 SAMPLE RETURN



Chapter 20 SAMPLE RETURN Page 113



Page 114 Chapter 20 SAMPLE RETURN



Chapter 20 SAMPLE RETURN Page 115



Page 116 Chapter 20 SAMPLE RETURN



Chapter 20 SAMPLE RETURN Page 117



Page 118 Chapter 20 SAMPLE RETURN



Chapter 20 SAMPLE RETURN Page 119



Page 120 Chapter 20 SAMPLE RETURN



Chapter 20 SAMPLE RETURN Page 121



Page 122 Chapter 20 SAMPLE RETURN



Index

Page 123



IRS Publications

Listed below are selected IRS 502 of Assets 911
tax publications. The list includes Medical and Dental Expenses Tax Information for

547publications referred to in the Direct Sellers
503 Nonbusiness Disasters,chapters of this book, as well as

Child and Dependent Care Casualties, and Thefts 915others that might interest you. A
Expenses Social Security Benefits andfull list can be found in Publication 550 Equivalent Railroad Retirement910, Guide to Free Tax Services. If 504 Investment Income and Benefitsyou need to order tax forms and Divorced or Separated Expenses

publications and do not have any Individuals 917
551tax questions, please call 1–800– Business Use of a Car

505 Basis of AssetsTAX–FORM (1–800–829–3676).
Tax Withholding and 925

554Estimated Tax Passive Activity andGeneral Guides Tax Information for Older At-Risk Rules
510 Americans1

Excise Taxes for 1995 926Your Rights as a Taxpayer 556 Employment Taxes for
521 Examination of Returns, Appeal17 Household Employers

Moving Expenses Rights, and Claims for RefundYour Federal Income Tax
929(For Individuals) 523 559 Tax Rules for Children

Selling Your Home Survivors, Executors, and334 and Dependents
AdministratorsTax Guide for Small Business 524 936

Credit for the Elderly 560509 Home Mortgage Interest
or the Disabled Retirement Plans forTax Calendars for 1995 Deduction

the Self-Employed
525553 937

Taxable and Nontaxable Income 561Highlights of 1994 Employment Taxes
Determining the Value ofTax Changes 526 Donated Property 946

Charitable Contributions910 How To Begin Depreciating Your
583Guide to Free Tax Services Property527 Taxpayers Starting a Business

Residential Rental Property960 1544
584Capital Construction Fund for Reporting Cash Payments of529 Nonbusiness Disaster, Casualty,Commercial Fishermen Over $10,000Miscellaneous Deductions and Theft Loss Workbook

1635530Employer’s Guides 586A Understanding Your EINTax Information for The Collection Process (Income15 First-Time Homeowners Tax Accounts)Circular E, Employer’s Tax Spanish Language
533Guide 587 Publications

Self-Employment Tax Business Use of Your Home51 1SP
534Circular A, Agricultural 589 Derechos del Contribuyente

DepreciationEmployer’s Tax Guide Tax Information on
579SPS Corporations535 Câomo Preparar la DeclaraciâonSpecialized Publications Business Expenses 590 de Impuesto Federal

349 Individual Retirement536 594SPFederal Highway Use Tax on Arrangements (IRAs)Net Operating Losses Comprendiendo el Proceso deHeavy Vehicles
594 Cobro537

378 Understanding the CollectionInstallment Sales 596SPFuel Tax Credits and Refunds Process
Crâedito por Ingreso del Trabajo538

448 596Accounting Periods and 850Federal Estate and Gift Taxes Earned Income CreditMethods English-Spanish Glossary of
463 907 Words and Phrases Used in541

Travel, Entertainment, and Gift Tax Highlights for Publications Issued by theTax Information on Partnerships
Expenses Persons With Disabilities Internal Revenue Service

542
501 908Tax Information on Corporations

Exemptions, Standard Tax Information on Bankruptcy
544Deduction, and Filing

Sales and Other DispositionsInformation
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