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The explanations and examples in this publication re- The publication covers some subjects on which a
flect the interpretation by the Internal Revenue Service court may have made a decision more favorable to tax-
(IRS) of: payers than the interpretation of the Service. Until

these differing interpretations are resolved by higher• Tax laws enacted by Congress,
court decisions or in some other way, this publication

• Treasury regulations, and will continue to present the interpretation of the Service.
• Court decisions. All taxpayers have appeal rights within the Service

and may appeal to the courts when they do not agree
with the interpretations taken by the Service. For a dis-However, the information given does not cover every
cussion on appeal procedures, see The Examinationsituation and is not intended to replace the law or

change its meaning. and Appeals Process in this publication.



Introduction

This publication contains infor- VI contain some specific tax con- covered in two other tax informa- publications that are for sale write
siderations for each of the four tion publications. If you operate amation about the federal tax laws to:
ma jo r  fo rms  o f  bus iness farm or a fishing business, youthat apply to businesses. It de-
organization. should obtain a copy of Farmer’sscribes the four major forms of Superintendent of Documents

Part VII looks at some of the Tax Guide (Publication 225) orbusiness organization—sole pro- U.S. Government Printing
credits that can reduce your in- Tax Guide for Commercial Fish-prietorship, partnership, corpora- Office
come tax, and some of the other erman (Publication 595).tion, and S corporation—and ex- P.O. Box 371954
taxes you may have to pay in ad- For information on the individ-plains the tax responsibilities of Pittsburgh, PA. 15250-7954
dition to income tax. It also dis- ual income tax, you may want toeach.
cusses the information returns see the companion volume to thisThe Tax Guide for Small Busi- If you want information fromthat may have to be filed. The last publication, Your Federal Incomeness is divided into eight parts. the Small Business Administra-part, Part VIII, shows how to fill Tax (Publication 17).The first part contains general in- tion (SBA) on setting up a smallout the main income tax forms In addition to these publica-formation on business organiza- business, call 1–800–827–5722.businesses use. tions, the Internal Revenue Ser-tion and accounting practices. We welcome your sugges-The information in this publi- vice has many other tax publica-Part II discusses the tax aspects tions for future editions of thiscation applies to many different tions that may be of interest to

of accounting for the assets used publication. Please send yourkinds of businesses. However, you. Most of them are concerned
in a business. ideas to:the publication does not discuss with particular areas of tax law,

Parts III and IV explain how to foreign corporations, insurance such as depreciation, selling a
figure your business income for companies, collapsible corpora- home, rental property, retirement Internal Revenue Service
tax purposes. They describe the tions, personal holding compa- income, or installment sales. You Technical Publications
kinds of income you must report nies, banks, regulated invest- will find references to many of Branch (PC:FP:P)
and the different types of busi- ment companies, small business these publications throughout 1111 Constitution Ave. N.W.
ness deductions you can take. investment companies, real es- this publication. They are all Washington, DC 20224

Part V discusses the rules that tate investment trusts, foreign available free from the Forms
apply when you sell or exchange sales corporations (FSCs), and Distribution Center for your area.

We respond to many lettersbusiness assets or investment integrated oil companies. It also Use the order blank at the end of
by telephone. Therefore, it wouldproperty. It includes chapters on does not discuss bankruptcy or this publication.
be helpful if you include your areathe treatment of capital gains and corporate reorganizations and Other federal agencies also
code and daytime phone numberlosses, and on involuntary con- acquisitions. publish publications and pam-
along with your return address. ■versions, such as theft and casu- The problems related to farm- phlets designed to assist small

alty losses. The chapters in Part ing and commercial fishing are businesses. For a list of federal

Important Changes for 1994
The following items highlight a treating groundwater contami- years, IRS will expand the use of IRS

nated with hazardous waste re- this preprinted payment voucher Cash Management Sitenumber of administrative and tax
sulting from your business oper- to all 1040 filers to process pay- Officelaw changes for 1994.
ations. See Chapter 20. ments more accurately and Atlanta Service Center

efficiently. P.O. Box 47669Higher earned income credit.
If you have a balance due on Stop 295Standard mileage rate.  TheThe maximum earned income

your Form 1040 and you receive Doraville, GA 30362standard mileage rate for 1994 iscredit has been increased from
Form 1040–V, use it to make29 cents a mile for all business$2,364 in 1993 to $2,528 in
your payment. Follow the in-miles on a passenger automobile1994. To claim the credit for
structions that come with the(including vans, pickups, or New publication on employer1994, you must have earned in-
form.panel trucks). See Chapter 16. identification numbers (EINs).come (including net earnings

Publication 1635, Understandingfrom self-employment) of less
Your EIN, provides general infor-Limits on depreciation of busi- Electronic deposit of taxes.than $25,296, adjusted gross in-
mation on employer identificationness cars.  The total section 179 Beginning in 1995, taxpayerscome of less than $25,296, and
numbers. Topics include how todeduction and depreciation you whose total deposits of withheldmeet certain other requirements.
apply for an EIN and how to com-can take on a car that you use in income, social security, and

Other earned income credit plete Form SS–4.your business and first place in Medicare taxes exceeded $78
changes. The earned income service in 1994 is $2,960. Your mill ion during calendar year
credit has been expanded to in- depreciation cannot exceed New Form 1099–C. Beginning in1993 are required to deposit
clude those who earn under $4,700 for the second year of re- 1994, any debt you owe overthese taxes through TAXLINK
$9,000 and do not have a qualify- covery, $2,850 for the third year $600 that is canceled by the fed-(an electronic funds transfer
ing child. The health insurance of recovery, and $1,675 for each eral government, a financial insti-(EFT) system).
credit and the extra credit for a later tax year. See Chapters 13 tution, or a credit union will be re-Taxpayers not required to
child born during the year are no and 16. ported to you on Form 1099–C,make deposits by EFT may en-
longer available. For more infor- Cancellation of Debt. See Chap-roll in the system. The EFT sys-
mation, see Publication 596, ter 7.Payment voucher for Form tem allows taxpayers to make tax
Earned Income Credit. 1040.  To modernize the federal deposits without coupons, paper

tax payment system, this year checks, or visits to an authorized Tax rates and maximum net
Environmental clean-up costs. the IRS is sending Form 1040– depositary. For more informa- earnings for self-employment
You may be able to deduct the V, Payment Voucher, to some tion, call 1–800–829–5469, or taxes.  The self-employment tax
costs of cleaning up land and 1040 filers. Over the next few write to: rate on net earnings from self-
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employment for 1994 is 15.3%. rate remains at 6.2% through membership in any club organ- to a qualified employee after De-
1995.This rate is a total of 12.4% for ized for business, pleasure, rec- cember 31, 1993.

social security (old-age, survi- reation, or any other social Empowerment zone em-
vors, and disability insurance) purpose.Payment voucher for Forms ployment credit. Beginning af-

940 or 940–EZ.  For 1994, if youand 2.9% for Medicare (hospital ter December 31, 1993, you may
are required to make a paymentinsurance). In 1994, the maxi- be able to claim the new empow-Lobbying expenses. Beginning
of federal unemployment tax withmum amount subject to the so- erment zone tax credit on quali-in 1994, you cannot take a busi-
Form 940 or Form 940–EZ, usecial security part (12.4%) is fied wages you paid.ness expense deduction for cer-
the payment voucher at the bot-$60,600. There is no maximum tain lobbying and political ex- For more information on the
tom of the form. For more infor-limit on the amount subject to the penses. See Chapter 20. general business credit, see
mation, see the instructions forMedicare part (2.9%). Chapter 32.
Form 940 or Form 940–EZ.For 1995, the tax rate will re- General business credit.  The

main at 15.3%. However, the following new credits are part of Contributions to qualified re-
Health insurance for self-em-maximum amount subject to the the general business credit: tirement plan.  The amount ofployed persons.  The 25% de-social security part (12.4%) in- Credit for electricity pro- an employee’s annual compen-duction for health insurancecreases to $61,200. All net earn- duced from qualified energy sation that can be taken into ac-costs for self-employed personsings from self-employment are sources.You are allowed a tax count for determining the allowa-expired for tax years beginningsubject to the Medicare part of credit if you produce electricity at ble annual contributions for thatafter 1993. See Chapter 18.the tax. See Chapter 33. a wind energy facility placed in employee to a qualified retire-Caution: As this publication

service after 1993. ment plan has been reducedwas being prepared for print,
Tax rates and wage maxi- Credit for employer’s por- from $200,000 to $150,000, in-Congress was considering legis-
mums for social security and tion of social security taxes dexed for inflation. Generally, thelation to extend this provision.
Medicare taxes.  The tax rate for paid for an employee’s cash new limit applies to benefits ac-See Publication 553.
social security and Medicare tips. Beginning after December cruing in plan years beginning af-
taxes for 1994 is 7.65% for both 31, 1993, a food and beverage ter December 31, 1993. SeeMeal and entertainment ex-
the employer and the employee establishment is eligible for a Chapter 11.penses.  For tax years beginning
(a total of 15.3%). The 7.65% tax credit on its portion of social se-after 1993, the deductible portion
is a total of 6.2% for social secur- curity and Medicare taxes paidof meal and entertainment ex- Educational assistance pro-
ity (old-age, survivors, and disa- for an employee’s cash tips in ex-penses paid in connection with a grams.  The exclusion from em-bility insurance) and 1.45% for cess of those treated as wagestrade or business or for the pro- ployees’ income for the cost ofMedicare (hospital insurance). In under the Fair Labor Standardsduction of income is reduced educational assistance pro-1994 ,  the  max imum wage Act.from 80 percent to 50 percent. grams expires after Decemberamount subject to the social se- Credit for contributions toSee Chapter 16. 31, 1994.curity part (6.2%) is $60,600. certain community develop-
There is no ceiling on the amount ment corporations (CDC). IfTravel  expenses paid for Minimum tax depreciationsubject to the Medicare part. you make a qualified contributionothers. You generally cannot rules.  For purposes of the cor-For 1995,  the maximum to a community developmentdeduct travel expenses you pay

porate alternative minimum tax,wage amount subject to the so- corporation, you may be eligibleor incur for your spouse, depen-
the ACE (adjusted current earn-cial security tax (6.2%) increases to claim this new general busi-dent, or other individual who ac-
ings) depreciation adjustmentto $61,200. All covered wages ness credit.companies you on business
does not apply to property placedare subject to the Medicare tax. travel. See Chapter 16. Indian employment credit.
in service after December 31,See Chapter 34. You may be able to claim this
1993. See Chapter 35 for morenew general business credit onClub membership dues.  No
information. ■Federal unemployment (FUTA) qualified wages and employeededuction is allowed for dues

tax rate. The gross FUTA tax health insurance costs you paidpaid or incurred after 1993 for

Important Reminders
Form W–4 for 1995.  You should tax. For information on qualifying Employees’ tips.  All tips re- For more information,  see Publi-

cation 587, Business Use of Yourmake new Forms W–4 available ported by an employee are sub-stock, see Chapter 4 of Publica-
Home.to your employees and en- ject to the employer portion of thetion 550, Investment Income and

courage them to check their in- social security tax. Thus, youExpenses.
come tax withholding for 1995. must pay the employer social se- Change of home or business
Those employees who owed a curity tax on the total amount of address.  If you change yourEarned income credit.  You, as
large amount of tax or received a tips and wages up to the social mailing address, you should usean employer, must notify em-
large refund for 1994 may need security maximum. See Chapter Form 8822, Change of Address,ployees who worked for you and
to file a new Form W–4. See 34. to notify IRS. Be sure to includefrom whom you did not withholdChapter 34. your suite, room, or other unit

income tax about the earned in-
number. Send the form to the In-Business use of your home.  Ifcome credit. See Chapter 34. ternal Revenue Service CenterInvesting in small business you used part of your home in
for your old address.stock. Beginning in 1998, invest- 1994 for your trade or business

Children employed by parents.ments in certain small business and can deduct the expenses on
Wages you pay to your childrenstock held more than 5 years will Schedule C (Form 1040), you Deferral of additional 1993
age 18 and older for services inqualify for a special tax benefit. If must figure your deduction on taxes. If you filed Form 8841,
your trade or business are sub-you sell or exchange the stock at Form 8829, Expenses for Busi- Deferral of Addit ional 1993
ject to social security taxes. Seea gain, only one-half of the gain ness Use of Home, and attach it Taxes, with your 1993 tax return,
Chapter 34.will be subject to federal income to Form 1040 with Schedule C. the second installment is due
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April 17, 1995. If you are due a dates for making the payments. Deductions for clean-fuel vehi- 1) Failure to furnish tax shelter
See Chapter 30. cles and certain refuelingrefund on your 1994 tax return, registration number. The

property.  Deductions are al-you can apply part or all of the re- penalty for the seller of the
lowed for clean-fuel vehicles andfund to the second installment. tax shelter is $100; the pen-Changes to corporate esti-
certain clean-fuel vehicle refuel-See the Form 1040 instructions alty for the investor in the taxmated tax rules.  For tax years
ing property placed in service af-for more information. shelter is $250.beginning after December 31,
ter June 30, 1993. For more in-1993, a corporation’s estimated

2) Failure to register a tax shel-formation, see Chapter 15 intax payments must be based onGeneral business credit. The ter. The penalty for the orga-Publication 535.the lesser of:following credits, which are part nizer of the tax shelter is the
of the general business credit, 1) 100% of the tax shown on greater of 1% of the amountCredit for qualified electric ve-have been extended or are about the corporation’s return for invested in the tax shelter, orhicles.  A tax credit is availableto expire. the preceding tax year, or $500.for qualified electric vehiclesTargeted jobs credit. This

2) 100% of the tax for the cur- placed in service after June 30, 3) Not keeping lists of investorscredit cannot be claimed on
rent year (the current year 1993. For more information, see in potentially abusive taxwages paid to individuals hired
tax may be determined on Chapter 15 in Publication  535. shelters. The penalty for theafter December 31, 1994.
the basis of actual income or tax shelter is $50 for eachResearch credit. This credit
annualized income). Deduction for dividends re- person required to be on thewas extended from July 1, 1992,

ceived on certain public utility list, up to a maximum ofthrough June 30, 1995.
Additionally, the rules related preferred stock changes.  The $100,000.Low- income housing

to annualizing income have been deduction for dividends receivedcredit. This credit was perma-
changed. See Chapter 30. on the preferred stock of a public Fraud penalty. The fraudnently extended for all tax years

ut i l i ty  under  sect ions 244, penalty for underpayment ofending after June 30, 1992.
Corporate estimated tax pen- 243(c)(1), and 247 of the Internal taxes is 75% of the part of the un-For more information on the alty.  Generally, a penalty ap- Revenue Code has changed as derpayment due to fraud.general business credit, see plies to the underpayment of an a result of the increase in the cor- Criminal penalties. You mayChapter 32. installment of estimated tax. The porate tax rates. For more infor- be subject to criminal prosecu-
underpayment of any installment mation, see Dividends-Received tion (brought to trial) for actionsCorporate tax rate increased. is the required payment minus Deduction in Chapter 30. such as:For tax years beginning on or af- the amount paid by the due date.

ter January 1, 1993, the maxi- See Chapter 30. 1) Tax evasion,Form 1099–MISC.  If you makemum tax rate of 34% is increased
total payments of $600 or more 2) Willful failure to file a return,to 35% for corporations with tax- Discharge of real property during the year to another per- supply information, or payable income over $10 million. business indebtedness.  Tax- son, other than an employee or a any tax due,Corporations with taxable in- payers other than C corporations corporation, in the course of your

come over $15 million are sub- may elect to exclude from gross 3) Fraud and false statements,business, you must file informa-
ject to an additional tax of 3% of income certain income from dis- andtion returns to report these pay-
the excess over $15 million, or charge of qualified real property ments for the year. See Chapter 4) Preparing and filing a fraud-$100,000, whichever is less. The business indebtedness. Gener- 37. ulent return.maximum rate of tax on net capi- ally, the amount excluded cannot
tal gains is also 35%. A schedule exceed the taxpayer’s basis in Penalties.  There are various
showing the new tax rates is pro- certain depreciable real property, penalties you should be aware of
vided under Figuring Tax in Reminders—Before you fileand is treated as a reduction in when preparing your return. You
Chapter 30. your tax return, be sure to:the basis of that property. See may be subject to penalties if

The tax rate for qualified per- Use address label. TransferChapter 7. you:
sonal service corporations also the address label from the tax re-

1) Do not file your return by theis increased from 34% to 35%. turn package you received in theDepreciation.  The recovery pe-
due date. This penalty is 5%The personal holding company mail to your tax return, and makeriod for nonresidential real prop-
for each month or part of atax rate is increased to 39.6% for any necessary corrections.erty placed in service after May
month that your return istax years beginning on or after Claim payments made. Be12, 1993, has been lengthened
late, up to 25%.January 1, 1993. sure to include on the appropri-from 31.5 to 39 years. See Chap-

2) Do not pay your tax on time. ate lines of your tax return anyter 13.
Estimated tax.  If you do busi- This penalty is 1/2 of 1% of estimated tax payments and fed-
ness as a sole proprietor, or you your unpaid taxes for each eral tax deposit payments youSection 179 deduction.  For

month, or part of a month af- made during the tax year. Also,are a partner in a partnership, or property placed in service in tax
ter the date the tax is due, you must file a return to claim aa shareholder in an S corpora- years beginning after 1992, the
up to 25%. refund of any payments yoution, you may have to make esti- limit on the section 179 deduc-

made, even if no tax is due.mated tax payments. Use Form tion is increased from $10,000 to 3) Substantially understate
1040–ES, Estimated Tax for In- Attach all forms. Attach all$17,500. See Chapter 13. your tax. This penalty is 20%
dividuals. Also, use the Checklist forms and schedules in se-of the underpayment.

quence number order. The se-near the end of this publication to Amortization of goodwill and
4) File a frivolous tax return. quence number is just below thedetermine the due dates for mak- certain other intangibles.  You

This penalty is $500. year in the upper right corner ofing the payments. may have to amortize goodwill
the schedule or form. Attach allCorporations that have to 5) Fail to supply your social se-and certain other intangible prop-
other statements or attachmentsmake estimated tax payments curity number. This penaltyerty over a period of 15 years.
last, but in the same order as themay use Form 1120–W (Work- is $50 for each occurrence.See Chapter 14.
forms or schedules they relate to.sheet), Corporation Estimated This amortizable property is
Do not attach these other state-Tax, or Form 1120–(FY), Fiscal called section 197 property and, Tax shelter penalties. Tax
ments to the related form orYear Corporation Estimated Tax. if held for more than one year, it shelters, their organizers, their
schedule.A corporation may also use the may qualify for capital gain treat- sellers, or their investors may be

Fill out self-employmentChecklist near the end of this ment on its sale or other disposi- subject to penalties for such ac-
tax return. Fill out Schedule SEpublication to determine its due tion. See Chapter 23. tions as:
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(Form 1040) if you had net earn- Monday through Friday during Although the Problem Reso- amounts under 50 cents and in-
ings from self-employment of crease amounts from 50 to 99regular business hours. Check lution Office cannot change the
$400 or more. cents to the next dollar. For ex-your income tax package or tele- tax law or technical decisions, it

Use correct lines. Enter in- ample, $1.49 becomes $1 andphone book for the local number can frequently clear up misun-
come, deductions, credits, and $2.50 becomes $3.or you can call toll-free 1–800– derstandings that resulted from
tax items on the correct lines. If you do round off, do so for829–1040. previous contacts. For more in-

Sign and date return. Make all amounts. However, if youformation, get Publication 1546,
sure the tax return is signed and have  to  add  two  o r  moreHow to Use the Problem Resolu-Telephone help for hearing-dated. amounts to figure the total totion Program of the IRS.impaired persons. If you haveSubmit payment. For Forms enter on a line, include centsHearing-impaired taxpayersaccess to TDD equipment, you1040 and 1120S filers, enclose a when adding the amounts and

who have access to TDD equip-can call 1–800–829–4059 withcheck for any tax you owe. If the only round off the total.
ment may call 1–800–829–4059your tax question or to ordercheck accompanies your Form
to ask for help from Problemforms and publications. See your1040, write your social security Electronic filing.  You may be
Resolution.number on the check. If the tax package for the hours of able to have your tax return filed

check  accompan ies  Form electronically instead of on a pa-operation.
1120S, write your employer iden- per form. This method can beOverdue tax bill.  If you receive
tification number, the tax period, used  by  many  tax  re tu rna bill for overdue taxes, do not ig-Written tax questions.  You can
and the tax form number on the preparers and other professionalnore the tax bill. If you owe thesend written tax questions tocheck. Also include the tele- filers (who do not prepare returnstax shown on the bill, you shouldyour IRS District Director. If youphone number and area code but use this method to file returnsmake arrangements to pay it. Ifdo not have the address, you canwhere you can be reached dur- already completed by taxpay-you believe it is incorrect, contactget it by calling the toll-free num-ing the day. For 1120 filers, de- ers). These preparers and filersthe IRS immediately to suspendber. The IRS is working to de-posit your tax payment with Form send tax return information overaction until the mistake is cor-crease the time it takes to re-8109, Federal  Tax Deposi t telephone lines to an Internal

rected. See Publication 594, Un-spond to your correspondence. IfCoupon. Revenue Service Center. They
derstanding the Collection Pro-you write, the IRS can usually re- will charge you for this service.
cess, for more information.ply within about 30 days.Free tax help.  Publication 910, However, by filing electronically,

Guide to Free Tax Services, pro- you may have your refund de-
vides information on where to get posited directly into your savingsSmall business workshops.Tele-Tax.  The IRS has a tele-
help in preparing tax returns. It or checking account.Workshops are offered for self-phone service called Tele-Tax.
describes the kind of year-round Electronic filing of federal taxemployed or small businessThis service provides recorded
services available in resolving returns is available to preparersowners who want to learn abouttax information on approximatelyquestions on bills, letters, and in all 50 states. Also, in somethe tax aspects of running their140 topics covering such areasnotices received from Internal states, preparers can file an elec-businesses. For details, call IRSas filing requirements, employ-Revenue Service Centers, as tronic state tax return simultane-at the number listed in your tele-ment taxes, taxpayer identifica-well as questions on the status of ously with the federal return.phone directory under U.S. Gov-tion numbers, and tax credits.tax refunds. The publication also Federal/state electronic filing isernment and ask for the Tax-Recorded tax information islists free taxpayer information offered statewide in Colorado,payer Education Coordinator.available 24 hours a day, 7 dayspublications. It gives brief de- Connecticut, Idaho, Indiana,

a week, to taxpayers using push-scriptions of their content and a Iowa, Kansas, Louisiana, Maine,
Business codes.  You mustbutton telephones, and duringlist of related tax forms and Michigan, Mississippi, Missouri,
enter on the appropriate line ofregular working hours to thoseschedules discussed in the publi- New Mexico, New York, North
your return a code that identifiesusing dial telephones. The topicscation. For information about Carolina, Oklahoma, Oregon,

getting Publication 910, see Or- South Carolina, Utah, West Vir-your principal business or pro-covered and telephone numbers
dering publications and forms, ginia, and Wisconsin. It is also of-fessional activity. It is importantfor your area are listed in the
next. fered in limited programs in Ari-to use the correct business code,Form 1040 instructions.

zona, Arkansas, Delaware,since this information will identify
Ordering publications and Georgia, Kentucky, Montana,market segments of the public forUnresolved tax problems.  IRSforms. To order free publications Nebraska, New Jersey, RhodeIRS Taxpayer Education pro-has a Problem Resolution Pro-and forms, call our toll-free tele- Island, and Virginia. In thesegrams. This information is alsogram for taxpayers who havephone number 1–800–TAX– states, check with your preparerused by the U.S. Census Bureaubeen unable to resolve theirFORM (1–800–829–3676). You to see if you can participate in thefor its economic census. See theproblems with the IRS. If youcan also write to the IRS Forms program. ■sample returns in Part VIII.have a tax problem you haveDistribution Center nearest you.

been unable to resolve throughCheck your income tax package
Rounding off dollars.  You maynormal channels, write to your lo-for the address.
round off cents to the nearestcal IRS District Director or call
whole dollar on your return andyour local IRS office and ask forTelephone help.  You can call
schedules.  To do so,  dropProblem Resolution assistance.the IRS with your tax question
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Part One.

This Part discusses some of the things you must consider when setting up aThe Business business. The first chapter briefly describes the major forms of business
organization and discusses how each is taxed. The other chapters discussOrganization recordkeeping, accounting periods, and accounting methods.   

❏ SS–5 Application for a Social Rules.  Other rules explained in this pub-
Security Card lication apply to sole proprietorships unless

stated otherwise.1. ❏ W–9 Request for Taxpayer
Identification Number and Certification

Initial ❏ 1040 U.S. Individual Income Tax
Return Partnerships Considerations

❏ Sch C (Form 1040) Profit or Loss A partnership is not a taxable entity. How-
From Business ever, it must figure its profit or loss and file a

return. A partnership files its return on Form❏ Sch C–EZ Net Profit From Business
1065.

❏ 1065 U.S. Partnership Return of A partnership is the relationship existingIntroduction Income between two or more persons who join to-
Once you have decided to start a business, ❏ 1120 U.S. Corporation Income Tax gether to carry on a trade or business. Each
you must decide what type of business entity Return person contributes money, property, labor,
to use. Your decision will depend on legal or skill, and expects to share in the profits❏ 1120–A U.S. Corporation Short-and tax considerations. The legal considera- and losses of the business.Form Income Tax Returntions are beyond the scope of this publica- For income tax purposes, the term ‘‘part-
tion. However, the tax element is discussed ❏ 1120S U.S. Income Tax Return for nership’’ includes a syndicate, group, pool,
in this chapter. Normally, a business is con- an S Corporation joint venture, or other unincorporated organi-
ducted in the form of either a sole proprietor- zation that is carrying on a business and is
ship, partnership, or corporation. not  c lass i f ied as a  t rust ,  es ta te ,  or

In the case of a sole proprietorship or a corporation.
partnership, the business itself does not pay A joint undertaking to share expenses isSole Proprietorships any income taxes. The sole proprietor or the not a partnership. Mere co-ownership of
partners include the profits or losses of the property maintained and leased or rented isA sole proprietorship is the simplest form of
business on their personal income tax re- not a partnership. However, if the co-ownersbusiness organization. This form of business
turns. Profits of a corporation are taxed both provide services to the tenants, then a part-has no existence apart from you, the owner.
to the corporation and to the shareholders nership exists.Its liabilities are your personal liabilities, and
when the profits are distributed as dividends. your ownership (proprietary) interest ends
Also, losses sustained by the corporation when you die. You undertake the risks of Partnership agreement.  The partnership
usually are not available to its stockholders. business to the extent of all your assets, agreement includes the original agreement
These two corporate rules do not apply to S whether used in the business or used and any modifications of it agreed to by all
corporations. (S corporations are discussed personally. the partners or adopted in any other manner
in Chapter 31.) provided by the partnership agreement. The

The tax considerations related to the agreement or modifications may be oral orProfit or loss.  When you figure your taxable
costs of getting started in a business are dis- written.income for the year, you must add in any
cussed under Going Into Business in Chap- The partnership agreement may be mod-profit, or subtract any loss, you have from
ter 5. ified for a particular tax year after the close ofyour sole proprietorship. You must report the

that year, but not later than the date, exclud-profit or loss from each of your businesses
Topics ing any extension of time, for filing the part-operated as a sole proprietorship on a sepa-
This chapter discusses: nership return.rate Schedule C (Form 1040) or Schedule

Generally, a partner’s share of income,C–EZ (Form 1040). The amount of this busi-• Sole proprietorships
gain, loss, deductions, or credits is deter-ness profit or loss is then entered as an item

• Partnerships mined by the partnership agreement.of profit or loss on your individual income tax
However, the partnership agreement orreturn Form 1040.• Corporations

any modification of it will be disregarded ifIf you are a sole proprietor, you are prob-• S corporations the allocation to a partner under the agree-ably liable for self-employment tax (see
• Taxpayer identification numbers ment of income, gain, loss, deduction, orChapter 33). Also, ordinarily you will have to

credit (or of any item in these categories)make estimated tax payments (see Chapter
does not have substantial economic effect.28).Useful Items

In any matter on which the partnershipYou may want to see:
agreement, or any modification of it, is silent,Assets.  Each asset in your sole proprietor-
the provisions of local law are treated as partship is treated separately for tax purposes,Publication
of the agreement.rather than as part of one overall ownership

❏ 1635 Understanding Your EIN interest. For example, a sole proprietor sell-
Partnerships excluded.  If all the membersing an entire business as a going concern

Form (and Instructions) agree, some partnerships may choose to befigures gain or loss separately on each as-
completely or partially excluded from being❏ SS–4 Application for Employer set. See Chapter 28 for information on the
treated as partnerships, for federal incomeIdentification Number sale of your sole proprietorship.
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tax purposes. The exclusion applies only to state taxes to keep its corporate charter. A
certain unincorporated investing partner- corporation may be required to file a return Taxpayer Identification
ships and operating agreements where busi- for any year following the year in which it has

Number ness is not actively conducted. It applies to been dissolved, if it carries on substantial ac-
the joint production, extraction, or use of tivities such as the collection of assets or the You generally use your social security
property, but not for selling services or prop- payment of obligations in connection with the number as your taxpayer identification num-
erty produced or extracted. The members of termination of its business affairs. ber. You must put this number on each of
such an organization must be able to figure A corporation with no assets is not re- your individual income tax forms, such as
their income without having to figure partner- quired to file an income tax return after it Form 1040 and its schedules.
ship taxable income. stops doing business and dissolves. This is However, every partnership, corporation

For more information on partnerships, so even if it is treated as a corporation under (including S corporations), and certain sole
see Chapter 29. state law for limited purposes connected with proprietors must have an employer identifi-

winding up its affairs, such as suing or being cation number (EIN) to use as a taxpayer
sued. Most corporations file Form 1120 or identification number. Sole proprietors must
Form 1120–A. have EINs if they:Corporations 

1) Pay wages to one or more employees,Formation.  Forming a corporation involvesCorporate profits normally are taxed to the ora transfer of either money, property, or both,corporation. When the profits are distributed
2) Must file any pension or excise tax re-by the prospective shareholders in exchangeas dividends, the dividends are taxed to the

turns, including those for alcohol, to-for capital stock in the corporation.shareholders.
bacco, or firearms.If money is exchanged for stock, no gainIn figuring its taxable income, a corpora-

or loss is realized by the shareholder or thetion generally takes the same deductions as
If you are required to have an EIN, in-corporation. The stock received by thea sole proprietorship. Corporations also are

clude it along with your social security num-shareholder has a basis equal to the amountentitled to special deductions that are dis-
ber on your Schedule C (Form 1040). If youof money transferred to the corporation bycussed in Chapter 30.
are not required to have an EIN, only enterthe shareholder.A corporation, for federal income tax pur-
your social security number in the appropri-If property is exchanged for stock, it mayposes, includes associations, joint stock
ate space on the form.be a nontaxable exchange of property forcompanies, insurance companies, and trusts

stock, as discussed in Chapter 22. In otherand partnerships that actually operate as as-
Application for identification number.  Tocases, the shareholder who transfers thesociations or corporations.
apply for a social security number, youproperty to the corporation will realize a taxa-
should use Form SS–5. If you are under 18ble gain or loss. Under certain circum-Organizations of professional people.
years of age, you must furnish evidence,stances, as explained under Sales and Ex-Organizations of doctors, lawyers, and other
along with this form, of age, identity, and U.S.changes Between Related Part ies inprofessional people organized under state
citizenship. If you are 18 or older, you mustChapter 23, any gain recognized which ordi-professional association acts are generally
appear in person with this evidence at a So-narily would be a capital gain may have to berecognized as corporations for federal in-
cial Security office. If you are an alien, youtreated as an ordinary gain, and any losscome tax purposes. A professional service
must appear in person and bring your birthmay be nondeductible.organization must be both organized and
certificate and either your alien registrationThe gain or loss on a taxable exchangeoperated as a corporation to be classified as
card or your U.S. immigration form.is figured by comparing the adjusted basis ofone. All of the states and the District of Co-

To apply for an EIN, use Form SS–4. Thisthe property transferred with its fair marketlumbia have professional association acts.
form is available from IRS and Social Secur-value at the time of the transfer to the corpo-
ity Administration offices.ration. This may be a capital gain or loss.Unincorporated organizations.  Organiza-

See Chapter 23.tions that are unincorporated and have cer-
Payments to others.  If you make paymentsFor more information on corporations,tain corporate characteristics are classified
that require an information return, you mustsee Chapter 30.as associations and are taxed as corpora-
include the payee’s taxpayer identificationtions. These organizations must have asso-
number on the information return. See Chap-ciates and must be organized to carry on
ter 37.business and divide any gains from the busi- S Corporations To get the payee’s number, use Formness. In addition, the organizations must
W–9. This form is available from the IRS. AA qualifying corporation may choose to behave  a  major i ty  of  the  fo l low ing
payee who does not provide you with angenerally exempt from federal income tax. Itscharacteristics:
identification number may be subject toshareholders will then include in their income

1) Continuity of life, backup withholding of 31% on the paymentstheir share of the corporation’s separately
you make.2) Centralization of management, stated items of income, deduction, loss, and

Penalties.  A penalty of up to $50 per re-credit and their share of nonseparately3) Limited liability, and turn applies for each failure to comply by thestated income or loss. A corporation that
required due date with certain specified infor-4) Free transferability of interests. makes this choice is an S corporation.
mation reporting requirements, up to a maxi-Although it generally will not be liable for
mum of $100,000 for all such failures. MostOther factors may also be significant in federal income tax, an S corporation may
of these requirements concern furnishingclassifying an organization as an associa- have to pay a tax on excess net passive in-
and including taxpayer identification num-tion. An organization will be treated as an as- vestment income, a tax on capital gains, a
bers on returns, statements, and other docu-sociation if its characteristics more nearly re- tax on built-in gains, or the tax from recom-
ments. See Chapter 37 for more informationsemble a corporation than a partnership or puting a prior year’s investment credit. An S
on penalties.trust. The facts in each case determine corporation files its return on Form 1120S.

which characteristics are present. To make the election to become an S cor-
New EIN.  You may need to get a new EIN ifporation, a corporation, in addition to other
either the form or the ownership of your busi-Income tax return.  A corporation must file requirements, must not have more than 35
ness changes.an income tax return unless it has dissolved. shareholders. Also, each shareholder must

Change in organization.  A new EIN isThis applies even if it has ceased doing busi- consent to the election.
required for the following changes:ness and has disposed of all of its assets ex- For more information on S corporations,

cept for a small sum of cash retained to pay see Chapter 31. 1) A sole proprietorship incorporates;
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2) A sole proprietorship takes in partners Change in ownership.  A new EIN is re- 2) You represent an estate that operates a
and operates as a partnership; quired for the following changes: business after the owner’s death; or

3) A partnership incorporates; 1) You purchase or inherit an existing busi- 3) You terminate an old partnership and
ness that you will operate as a sole pro- begin a new one.4) A partnership is taken over by one of the
prietorship (You cannot use the EIN ofpartners and is operated as a sole pro-
the former owner, even if he or she isprietorship; or
your spouse.);

5) A corporation changes to a partnership
or to a sole proprietorship.

A corporation converting to an S corporation
does not need a new EIN.
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Listed property.  Special rules apply to debits and credits and the sum of the debits
listed property. Listed property includes: must equal the sum of the credits in each

journal entry. After the journal entries are en-2. 1) Any automobile, or other property used
tered in the ledger accounts, the total debitsfor transportation,
equal the total credits and the accounts areBooks and 2) Property used for entertainment, such in balance.

as photographic and video recording At the end of each accounting period, fi-Records equipment, nancial statements may be prepared. These
3) Cellular telephones or similar equip- statements are generally the income state-

ment, and ment and the balance sheet. The income
Topics statement reflects the current operations for4) Computers and related peripheral
This chapter discusses: the year. The balance sheet shows the finan-equipment not used exclusively at a reg-

cial position of the business in terms of as-• Setting up records ular business location.
sets, liabilities, and net worth on a given• How to keep records
date.For more information on listed property,

• Suggestions for effective records see Publication 534 or Publication 946.
• Requirements for employer records

Recordkeeping Useful Items Setting Up
You may want to see: You should deposit all business receipts inYour Records  a separate bank account. If possible, you

Publication should also make all disbursements byWhen starting a business, you should set up
check. In this way, both business income❏ 463 Travel, Entertainment, and Gift a system of recordkeeping suitable for your
and business expenses wi l l  be wel l -Expenses business. Keep in mind the taxes you will
documented.have to pay and when you will have to pay❏ 534 Depreciation

Write checks payable to yourself onlythem. The Checklist near the end of this pub-
❏ 583 Taxpayers Starting a Business when making withdrawals of income fromlication lists the due dates of various taxes

your business for your own use. Avoid writ-that might apply to your business.❏ 917 Business Use of a Car
ing business checks payable to cash. This

❏ 946 How To Begin Depreciating Your will help you identify which disbursementsChoosing an accounting method and aProperty are business and which are personal.tax year.  You should set up your books us-
If you must write a check for cash to pay aing an accounting method that clearly showsForm (and Instructions) business expense, include the receipt for theyour income for the accounting period that is

❏ W–4 Employee’s Withholding cash payment in your records. If you cannotyour tax year. See Chapters 3 and 4.
Allowance Certificate get a receipt for a cash payment, put a state-

ment in your records at the time of the trans-Choosing a bookkeeping system.  You❏ W–5 Earned Income Credit Advance
action to explain the payment.must decide whether to use a single- or aPayment Certificate

You should establish a petty cash funddouble-entry bookkeeping system. The sin-
❏ 940 Employer’s Annual Federal for small expenses. All business expensesgle-entry system is simple and easy to main-

Unemployment (FUTA) Tax Return paid by cash should be clearly supported bytain, but it may not be suitable for everyone.
❏ 940-EZ Employer’s Annual Federal You may find the double-entry system better documents showing their business purpose.

Unemployment (FUTA) Tax Return because it has built-in checks and balances
to assure accuracy and control. Support your entries.  Sales slips, invoices,

Single-entry.  The single-entry book- canceled checks, paid bills, duplicate de-
keeping system is based on the income posit slips, and any other documents that ex-

You must keep records to correctly figure statement (profit or loss statement) and in- plain and support entries made in your books
your taxes. Your records must be perma- cludes only your business income and ex- should be filed in an orderly manner and
nent, accurate, complete, and clearly estab- pense accounts. It can be a simple and very stored in a safe place. Memorandums or
lish your income, deductions, credits, and practical system if you are just starting a sketchy records that approximate income,
employee information. The law does not re- small business. For tax purposes, this sys- deductions, or other items affecting your tax
quire you to keep your records in any particu- tem records the flow of income and ex- liability will not be considered adequate.
lar way. However, if you have more than one penses through the use of a daily summary
business, you should keep a complete and of cash receipts and a monthly summary of

Classify your accounts.  Classify your ac-separate set of books and records for each cash receipts and disbursements. See Sam-
counts by separating them into five groups:business. ple Record System in Publication 583 for an
income, expenses, assets, liabilities, and eq-example of single-entry bookkeeping.
uity (net worth). For your assets, you shouldTravel expenses.  You are required to sup- Double-entry.  The double-entry book-
record the date of acquisition, cost or otherport your expenses for travel in connection keeping system uses journals and ledgers
basis, depreciation, depletion, and anythingwith your business with adequate records or and is based on both the income statement
else affecting their basis.sufficient evidence to prove your own state- and the balance sheet. Transactions are first

ments. This includes expenses for local entered in a journal and then summary totals
Keeping your records.  You must keep thetravel, gifts, entertainment, and the business (usually monthly) of the journal entry trans-
books and records of your business availa-use of certain listed property. actions are entered in ledger accounts.
ble at all times for inspection by the InternalAdequate records include account Ledger accounts include income, expense,
Revenue Service (IRS). The records must bebooks, diaries, trip sheets, or similar items. asset, liability, and net worth. Income and ex-
kept as long as they may be needed in theRecords written at or near the time you have pense accounts are closed at the end of the
administration of any Internal Revenue law.the expenses have more value than oral annual accounting period. Asset, liability,

Keep records supporting items reportedstatements or written records reconstructed and net worth accounts are kept on a perma-
on a tax return until the period of limitationsmuch later. nent basis.
for that tax return runs out. Usually, this is theSee Publications 463 and 917 for more The double-entry system is self-balanc-
later of:information. ing. Every journal entry is made up of both
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1) 3 years after the date your return is due source of income so that you can show if an 2) An account statement prepared by a fi-
or filed, or nancial institution showing an electronicincome item is taxable or nontaxable.

funds transfer is accepted as proof if it2) 2 years after the date the tax was paid.
shows the amount transferred, payeeMaintain a record of deductible ex-
name, and the date the transfer waspenses.  You may forget expenses whenHowever, you should keep some records in-
posted to the account by the financialyou prepare your tax return unless you re-definitely. For example, if you adopt the last-
institution.cord them when they occur. You should alsoin first-out (LIFO) method of valuing your in-

retain the invoice, paid receipt, or canceled 3) An account statement prepared by a fi-ventory or change your accounting method,
check that supports an item of expense in a nancial institution showing a credit cardrecords supporting these decisions may be
safe, well-organized file. charge (an increase to the cardholder’sneeded for an indefinite time.

loan balance) is accepted as proof if itKeep records that support your basis in
shows the amount charged, payeeproperty for as long as they are needed to Figure depreciation deduction.  You
name, and the date charged (transac-figure the correct basis of your original or re- should note in a permanent record all busi-
tion date).placement property (including capital ness assets you can depreciate. Deprecia-

improvements). tion allows you to recover the cost of busi-
Keep copies of your tax returns. They will ness property by deducting part of it each These account statements must show a

help you in preparing future tax returns and high degree of legibility and readability. Foryear on your tax return. You must keep a re-
in making computations if you later file a this purpose, legibility is the quality of a lettercord of the cost and other information on
claim for refund. They may also be helpful to or number enabling it to be identified posi-your assets to figure your depreciation de-
the executor or administrator of your estate tively excluding all other letters and num-duction and any gain or loss upon disposition
or to the IRS if your original return is not bers. Readability is the quality of a group ofof the asset. If the assets are sold or capital
available. letters or numbers enabling it to be recog-improvements made to them, only a perma-

nized as words or complete numbers. How-nent record will show how much of their cost
Microfilm.  Microfilm and microfiche repro- ever, this does not mean the informationyou have recovered. This information is also
ductions of general books of accounts, such must be typed or printed.needed to correctly report a disposition of an
as cash books, journals, voucher registers, However, proof of payment of an amountasset on your tax return. For more informa-
and ledgers, are accepted for recordkeeping alone does not establish that you are entitledtion on capital expenses, see Chapter 5. For
purposes if they comply with Revenue Pro- to a tax deduction. You should also keepinformation on depreciation, see Chapter 13.
cedure 81–46, in Cumulative Bulletin 1981– other documents as discussed in SupportFor information on sales and dispositions of
2 on page 621. If your micrographic system items reported on tax returns, earlier.assets, see Chapter 22.
does not meet the requirements of Revenue
Procedure 81–46, you may be subject to Figure earnings for self-employment tax
penalties. purposes.  The self-employment tax is part Records of Employers 

of the system for providing social security
Computerized systems.  If you maintain coverage for people who work for them- You must keep all your records on employ-
your records with an automated data ment taxes (income tax withholding, socialselves. The social security benefits you re-
processing system, you must be able to pro- security, Medicare, and federal unemploy-ceive when you retire, become disabled, or
duce legible records from the system to pro- ment tax) for at least 4 years after the duethat will be paid to your family in case of your
vide the information needed to determine date of the return or after the date the tax isdeath, depend on the amount you contrib-
your correct tax liability. paid, whichever is later. In addition to the fol-uted to your social security account based on

You must also keep all machine-sensible lowing items required for each specific kindyour net earnings. Your records should show
records and a complete description of the of employment tax, your records should alsohow much of your earnings are subject to
computerized portion of your accounting contain your employer identification number,self-employment tax and how much self-em-
system. This documentation must be suffi- copies of the returns you have filed, and theployment tax you paid on those earnings.
ciently detailed to show the applications be- dates and amounts of deposits you made.See Chapter 33.
ing performed; the procedures used in each
application, or the controls used to ensure Income tax withholding.  The specificSupport items reported on tax returns.  Ifaccurate and reliable processing; and con- records you must keep for income tax with-any of your tax returns are examined by thetrols used to prevent the unauthorized addi- holding are:IRS, you may be asked to explain and sup-tion, alteration, or deletion of retained

port the items reported on them. A complete 1) Each employee’s name, address, andrecords. These records must be retained for
set of records will speed up the examination. social security number.as long as they may be material in the admin-
Adequate and complete records are alwaysistration of any Internal Revenue law. 2) The total amount and date of each wagesupported by sales slips, invoices, receipts,See Revenue Procedure 91–59, in Cu- payment and the period of time the pay-bank deposit slips, canceled checks, andmulative Bulletin 1991–2 on page 841 for ment covers.other documents.more information.

3) For each wage payment, the amountFinancial account statements as proof
subject to withholding.of payment.  If you cannot provide a can-

celed check to prove payment of an expense 4) The amount of withholding tax collected
item, you may be able to prove it with certainEffective Records  on each payment and the date it was
financial account statements. This includes collected.Good records are needed for efficient man- account statements prepared by a third party

agement, to apply for credit, and to support 5) If the taxable amount is less than the to-who is under contract to prepare statements
all items of income and expense reported on tal payment, the reason why it is less.for the financial institution. To be acceptable,
your tax return. The following suggestions it must meet the following requirements: 6) Copies of any statements furnished byare provided to help you maintain good

employees relating to nonresident alienrecords and show you some ways in which 1) An account statement showing a check
status, residence in Puerto Rico or thethey may help you to operate your business. clearing is accepted as proof if it shows
Virgin Islands, or residence or physicalthe check number, amount, payee
presence in a foreign country.name, and the date the check amountIdentify source of income.  The money or

7) The fair market value and date of eachwas posted to the account by the finan-property you receive can come from many
payment of noncash compensationcial institution.sources. Your records should identify the
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made to a retail commission salesper- amounts and dates of the advance Federal Unemployment Tax Act.  For fed-
son, if no income tax was withheld. payments. eral unemployment purposes, you must

maintain records containing the following8) For accident or health plans, information
information:about the amount of each payment. An employee’s earnings ledger, which

9) The withholding allowance certificates you can buy at most office supply stores, nor-
(Form W–4) filed by each employee. mally has space for the information required 1) The total amount paid to your employ-

in items (1) to (4).10) Any agreement between you and the ees during the calendar year.
employee on Form W-4 for the voluntary
withholding of additional amounts of tax. Social security and Medicare taxes.  You

2) The amount of compensation subject to11) If necessary to figure tax liability, the must also maintain the following information
the unemployment tax, and why it differsdates in each calendar quarter on which in your records on the social security and

any employee worked for you, but not in from the total compensation if theyMedicare (FICA) taxes of your employees:
the course of your trade or business, differ.
and the amount paid for that work. 1) The amount of each wage payment sub-

ject to social security tax.12) Copies of statements given to you by
3) The amount you paid into the state un-employees reporting tips received in

2) The amount of each wage payment sub- employment fund.their work, unless the information shown
ject to Medicare tax.on the statements appears in another

item on this list.
3) The amount of social security and Medi- 4) Any other information required to be

13) Requests by employees to have their care tax collected for each payment and shown on Form 940 (or Form 940–EZ).withheld tax figured on the basis of their the date collected.
individual cumulative wages, and any
notice that the request was revoked. 4) If the total wage payment and the taxa-

For information on the employment taxesble amount differ, the reason why they14) The Forms W–5, Earned Income Credit
Advance Payment Certificate, and the do. you may have to pay, see Chapter 34.
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Form (and Instructions) will end on March 27, 1995. If you elected a
tax year ending on the Monday nearest to the❏ 1128 Application To Adopt, Change,
end of January, then for the tax year ending3. or Retain a Tax Year
in 1995, your tax year will end on January 30,

❏ 8716 Election To Have a Tax Year 1995.
Other Than a Required Tax YearAccounting You make the election by filing your tax

return for the 52–53 week year and attaching❏ 8752 Required Payment or RefundPeriods to it a statement showing:Under Section 7519

1) The day of the week on which the tax
year will always end,

2) Whether it will end on the last such day
of the week in the calendar month or onTax Year Introduction
the date such day of the week occurs

Your regular accounting period is either a nearest the end of the month, andEvery taxpayer (business or individual) must
calendar tax year or a fiscal tax year.

figure taxable income and file a tax return on 3) The month in which or with reference to
the basis of an annual accounting period. which the tax year will end.Calendar Tax Year Your ‘‘tax year’’ is the annual accounting pe-
riod you use for keeping your records and re- If you adopt the calendar year for your an- Change to a 52–53 week tax year.  You
porting your income and expenses. The ac- nual accounting period, you must maintain may change to a 52–53 week year that ends

your books and records and report your in-counting periods you can use are: with reference to the end of the same month
come and expenses for the period from Jan- with which your present tax year ends, with-1) A calendar year, or uary 1 through December 31 of each year. out first getting permission from the IRS. You

If you filed your first return using the cal-2) A fiscal year. must attach the statement, just discussed, to
endar tax year, and you later begin business the tax return for the year for which the elec-
as a sole proprietor, or become a partner in aYou adopt a tax year when you file your first tion is made.
partnership, or become a shareholder in anincome tax return. You must adopt your first Example.  If you now use a calendar yearS corporation, you must continue to use thetax year by the due date (not including exten- and want to change to a 52–53 week yearcalendar tax year unless you get permissionsions) for filing a return for that year. ending on the Friday closest to Decemberto change. See Change in Accounting Pe-The due date for individual and partner- 31, prior approval is not needed. You makeriod, later. You must report your income fromship returns is the 15th day of the 4th month the election to change by filing the statementall sources, including your sole proprietor-after the end of the tax year. Individuals in- described above with your return.ship, salaries, partnership income, and divi-clude sole proprietors, partners, and S cor- Approval required.  If you want todends, using the same tax year.poration shareholders. The due date for filing change to a 52–53 week tax year that endsYou must adopt the calendar tax year if:returns for corporations and S corporations with reference to the end of a month that is
1) You do not keep adequate records,is the 15th day of the 3rd month after the end not the same month in which your old tax

of the tax year. If the 15th day of the month year ended, you must first get approval from2) You have no annual accounting period,
falls on a Saturday, Sunday, or legal holiday, the IRS, as explained later in Change in Ac-or
the due date is the next day that is not a Sat- counting Period.

3) Your present tax year does not qualifyurday, Sunday, or legal holiday. For example, if you use a calendar year
as a fiscal year.

and want to change to a 52–53 week yearThis chapter discusses: the calendar tax
ending on the Saturday nearest to the end ofyear; the fiscal tax year (including a period of
November, you must first get approval from52 or 53 weeks); the short tax year (including

Fiscal Tax Year the IRS.a change in accounting period); improper tax
A regular fiscal tax year is 12 consecutiveyears; accounting period restrictions that ap-
months ending on the last day of any month Change from a 52–53 week tax year.  Toply to partnerships, S corporations, and per-
except December. A 52–53 week year is a change from a 52–53 week year to any othersonal service corporations; and special situ-
fiscal tax year that varies from 52 to 53 tax year, including another 52–53 week year,ations that apply to corporations.
weeks. you must first get approval from the IRS.

If you adopt a fiscal tax year, you mustNote.  Employment taxes are figured on
maintain your books and records and reporta calendar year basis. You must use the cal- Short Tax Year
your income and expenses using the sameendar quarter for withheld income tax and A short tax year is a tax year of less than 12
tax year.social security and Medicare taxes. You months. There are two situations that can re-

must use the calendar year for federal unem- sult in a short tax year. The first occurs when
52–53 Week Tax Yearployment tax. Employment taxes are dis- you (as a taxable entity) are not in existence
You can elect to use a 52–53 week tax year ifcussed in Chapter 34. for an entire tax year. The second occurs
you keep your books and records and report when you change your accounting period.
your income on that basis. If you make this Each situation results in a different way of fig-

Topics election, your tax year will always be either uring tax for the short tax year.
This chapter discusses: 52 or 53 weeks long, and will always end on

the same day of the week. You may choose Not in Existence Entire Year • Calendar tax years
to have your year always end on either: A tax return is required for the short period

• Fiscal tax years 1) The date a specified day of the week during which you were in existence. Require-
last occurs in a particular month, or ments for filing the return and paying the tax• Short tax years

generally are the same as if the return were2) The date that day of the week occurs
for a full tax year of 12 months that ended onnearest to the last day of a particularUseful Items
the last day of the short tax year.month.You may want to see:

Example 1.  Corporation X came into ex-
For example, if you elect a tax year that al- istence on July 1, 1994. It elected the calen-Publication
ways ends on the last Monday in March, then dar year as its tax year. Corporation X must

❏ 538 Accounting Periods and Methods for the tax year ending in 1995, your tax year file its return by March 15, 1995. The return
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covers the period July 1, 1994, through De- Nor does the adoption of an accounting pe- any other tax year for which the corporation
cember 31, 1994. riod ending exactly 12 months from the date establishes a business purpose or makes a

your business began satisfy the require- section 444 election. For general informationExample 2.  A calendar year corporation
ments for a 52–53 week tax year. Because on S corporations, see Chapter 31.dissolved on July 23, 1995. It must file its fi-
you have not satisfied the requirements fornal return by October 16, 1995, for the period
either a calendar or a fiscal year, you have Personal Service Corporations January 1 through July 23, 1995.
adopted an improper tax year. You must ei- Personal service corporations are requiredExample 3.  Partnership YZ formed on ther file an amended income tax return on to use a calendar tax year unless they canSeptember 4, 1994, and elected to use a fis- the basis of a calendar year, or, if you want to establish a business purpose for a differentcal year ending November 30. Partnership use a tax year other than the calendar year, period, or make a section 444 election. ForYZ is required to file its return by March 15, you must get approval from the IRS to this purpose, a personal service corporation1995. change your tax year. generally is a corporation in which the princi-

Amended return.  To file an amended pal activity is the performance of personalDeath of individual.  When an individual return to correct an improper tax year, you services that are substantially performed bydies, a tax return must be filed for the dece- must attach a completed Form 1128 to your employee-owners.dent by the 15th day of the 4th month after amended income tax return that is filed on a
the close of the individual’s regular tax year. calendar year basis. Write ‘‘FILED UNDER Performance of personal services.  For

REV. PROC. 85–15,’’ at the top of your FormExample.  Agnes Jones was a single, this purpose, any activity that involves the
1128. The form and your amended returncalendar year taxpayer. She died on March performance of services in the fields of
should be filed with the Internal Revenue6, 1994. Her last tax return for the period health, veterinary services, law, engineering,
Service Center where you filed your originalJanuary 1 through March 6, 1994, must be architecture, accounting, actuarial science,
return.filed by April 17, 1995. performing arts, or certain consulting ser-

vices, is considered to be the performance of
personal services.Change in Accounting Period Partnerships,

For additional information about a per-If you change your accounting period, you S Corporations, and
sonal service corporation’s tax year, seefigure your tax for the short tax year by plac- Personal Service Publication 538.ing your taxable income for the short period

Corporations on an annual basis. This computation, and
Section 444 Election other rules regarding a change in accounting Generally, partnerships, S corporations, and

period are explained in Publication 538. Partnerships, S corporations, and personalpersonal service corporations must use ‘‘re-
service corporations can elect under sectionquired tax years.’’ The required tax year
444 to use a tax year that is different from thedoes not have to be used if the partnership, SIRS approval. You must, with certain excep-
permitted tax year. Certain restrictions applycorporation, or personal service corporationtions, get approval from the IRS to change
to this election. In addition, this election doesestablishes a business purpose for a differ-your tax year. To get this approval, you must
not apply to any partnership, S corporation,ent period, or makes a section 444 election,file a current Form 1128 and enclose a user
or personal service corporation that estab-explained later.fee. This form must be filed by the 15th day
lishes a business purpose for a differentof the 2nd calendar month after the close of
period.the short tax year. This short tax year begins Partnerships

A partnership, S corporation, or personalon the first day after the end of your present A partnership is required to conform its tax
service corporation may make a section 444tax year and ends on the day before the first year to its partners’ tax years in the following
election if:day of your new tax year. way:
1) It is not a member of a tiered structureExample.  You use a calendar tax year 1) If a majority interest (aggregate interest

(see section 1.444–2T of the Incomeand, in 1994, you want to change to a fiscal of more than 50%) in partnership capital
Tax Regulations),year ending October 31. You must file Form and profits is held by one partner, or by

1128 by December 15, 1994. 2) It has not previously had a section 444more than one partner with the same tax
Extension to file.  If you file Form 1128 election in effect, andyear, the partnership must adopt that tax

after the due date, it is late and will be con- year. 3) It elects a year that meets the deferral
sidered only if you can show good cause for

period requirement.2) If there are no partners who own a ma-filing late. However, applications received
jority interest, or if the majority interestwithin 90 days of the date required may qual-
partners do not have the same tax year, Deferral period.  Generally, a partnership, Sify for an automatic extension. See Exten-
the partnership is required to change to corporation, or personal service corporationsion of time to file application, under Change
the tax year of its principal partners. A may make a section 444 election only if thein Accounting Method in Publication 538,
principal partner is one who has a 5% or tax year it wants to use results in a deferraland Revenue Procedure 92–85 (C.B. 1992–
more interest in the profits or capital of period of 3 months or less.2, C.B. 490).
the partnership. However, an election to change a tax

year from its required year will be allowed3) If neither (1) nor (2) applies, the partner-Husband and wife.  A husband and wife only if the deferral period of the tax year itship is required to adopt a tax year thatwho have different tax years may not file a wants to use is not longer than the shorter of:results in the least aggregate deferral ofjoint return. If the husband and wife want the
1) Three months, orincome to the partners.same tax year so they can file a joint return,

the method of changing a tax year depends 2) The deferral period of the tax year being
For more information about the required yearon whether they are newly married. See changed.
for partnerships, see Publication 538. ForPublication 538 for detailed information.
general information on partnerships, see For a partnership, S corporation, or personal
Chapter 29.Improper tax year.  If you begin your busi- service corporation that wants to adopt or

ness on a date other than the first day of a change its tax year by making a section 444
S Corporations calendar month and end it exactly 12 months election, the deferral period is the number of

from the date it began and this ending date is A small business corporation can elect to be months between the end of the tax year it
other than the last day of the month, you an S corporation. All S corporations, regard- wants to use and the close of the required tax
have not satisfied the requirements for es- less of when they became S corporations, year. If the current tax year is the required tax
tablishing a calendar year or a fiscal year. are required to use a calendar tax year, or year, the deferral period is zero.
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Example 1.  BD partnership uses a cal- must make certain distributions. These re- begins July 1, 1994, Form 8752 must be filed
endar tax year that is also its required tax by May 15, 1995.quired payments and distributions are dis-
year. Because BD’s deferral period is zero, cussed later.
BD is not able to make a section 444

Required distributions for personal ser-election.
vice corporations.  If a personal serviceEnding the election.  The section 444 elec-
corporation makes a section 444 election, ittion remains in effect until it is terminated.Example 2.  E, a newly formed partner-
must distribute certain amounts to em-The election ends when the partnership, Sship, began operations on December 1,
ployee-owners by December 31 of each ap-1994. E is owned by calendar year partners. corporation, or personal service corporation:
plicable election year. If it fails to make theseE wants to make a section 444 election to
distributions, it may be required to defer cer-adopt a September 30 tax year. E’s deferral 1) Changes to its required tax year,
tain deductions for amounts paid to owner-period for the tax year beginning December
employees. The amount deferred is treated1, 1994, is 3 months (September 30 to De- 2) Liquidates, as paid or incurred in the following tax year.cember 31, 1995).

For information on the minimum distribu-
3) Willfully fails to comply with the required tion, see the instructions for Part I of Sched-

payments or distributions, or ule H (Form 1120), Section 280H LimitationsMaking the election.  You make a section
for a Personal Service Corporation (PSC).444 election by filing Form 8716 with the In-

4) Becomes a member of a tieredternal Revenue Service Center where you
structure.normally file your returns. Form 8716 must

Expeditious Approval be filed by the earlier of:

A procedure is provided whereby a partner-The election will also end if an S corpora-1) The due date (without regard to exten- ship, S corporation, or personal service cor-tion’s S election is terminated, or a personalsions) of the income tax return resulting poration may expeditiously obtain approvalservice corporation ceases to be a personalfrom the section 444 election, or to change its tax year. For information on thisservice corporation. However, if a personal
procedure, see Publication 538.service corporation that has a section 4442) The 15th day of the 6th month of the tax

election in effect elects to be an S corpora-year for which the election will be effec-
tion, the S corporation may continue thetive. For this purpose, count the month Corporationselection of the personal service corporation.in which the tax year begins even if it be-
Or, if an S corporation terminates its S elec-gins after the first day of that month. A new corporation establishes its tax yeartion and immediately becomes a personal

when it files its first income tax return. An S
service corporation, the personal service

corporation or a personal service corporation
You must attach a copy of Form 8716 to corporation may continue the section 444 must use the required tax year rules dis-

your Form 1065 or appropriate Form 1120 election of the S corporation. cussed earlier to establish its tax year. A
for the first tax year for which the election is If the election is terminated, another sec- newly reactivated corporation which has
made. tion 444 election cannot be made for any tax been inactive for a number of years is treated

year. as a new taxpayer for the purpose of adopt-
Example 1.  AB, a partnership, began ing a tax year.

operations on September 11, 1994, and is
Required payment for partnerships and Squalified to make a section 444 election to

use a September 30 tax year for its tax year corporations.  Partnerships and S corpora- Change in Tax Year 
beginning September 11, 1994. AB must file tions must make a ‘‘required payment’’ for
Form 8716 by January 17, 1995, which is the any tax year that the section 444 election is A corporation (other than an S corporation or
due date of the partnership’s tax return for in effect and the required payment amount is a personal service corporation) generally
the period September 11, 1994, to Septem- more than $500. You also must pay if you may change its tax year under section
ber 30, 1994. 1.442–1(c) of the Income Tax Regulationshad a required payment for any prior tax year

without first getting the approval of the IRS ifthat was more than $500 and you have a lia-
Example 2.  The facts are the same as in the following conditions are met:bility of any amount for that applicable year.

Example (1) except that AB began opera- Any tax year that a section 444 election is
tions on October 21, 1994. AB must file Form 1) It must not have changed its tax yearin effect, including the first year, is called an
8716 by March 15, 1995, the 15th day of the within the 10 calendar years ending with‘‘applicable election year.’’ This required
6th month of the tax year for which the elec- the calendar year in which the short taxpayment represents the value of the tax
tion will first be effective. year resulting from the change begins,deferral that the owners receive through the

use of a tax year different from the required
Example 3.  B is a corporation that first 2) Its short tax year must not be a tax yeartax year.

becomes a personal service corporation for in which it has a net operating loss,Report the required payment on Formits tax year beginning September 1, 1994. B
8752. If the required payment is more thanqualifies to make a section 444 election to 3) Its taxable income for the short tax year,$500 (or the required payment for any prioruse a September 30 tax year for its tax year if figured on an annual basis (annual-tax year was more than $500), pay it whenbeginning September 1, 1994. B must file ized), is 80% or more of its taxable in-Form 8752 is filed. If the required payment isForm 8716 by December 15, 1994, the due come for the tax year before the short$500 or less, and no payment was requireddate of the income tax return for the short pe- tax year, andin a prior year, no payment is required, butriod September 1 to September 30, 1994.
Form 8752 must be filed showing a zeroExtension of time for filing.  You may 4) It must not apply to become an S corpo-amount.qualify for an automatic extension of 12 ration for the tax year that would imme-When to file.  Form 8752 must be filedmonths to make this election. See Revenue diately follow the short tax year required
and the required payment made (or zeroProcedure 92–85 for more information. to effect the change.
amount reported) by May 15 of the calendarEffect of election.  Partnerships and S
year following the calendar year in which thecorporations that make a section 444 elec-
applicable election year begins. For exam-tion must make certain required payments. For more information, see Publication
ple, if a partnership’s applicable election yearAn electing personal service corporation 538.
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No business will be considered separate
and distinct if you do not keep a completeAllowable Methods 
and separable set of books and records for4.

Generally, you may figure your taxable in- that business.
come under any of the following accountingAccounting methods:

1) Cash method,Methods Cash Method2) Accrual method,

The cash method of accounting is used by3) Special methods of accounting for cer-
most individuals and many small businessestain items of income and expenses, and
with no inventories. However, if inventories4) Combination (hybrid) method using ele-
are necessary in accounting for your income,ments of two or more of the above.Introduction
you must use an accrual method for your
sales and purchases. If you are not requiredAn accounting method is a set of rules used The cash and accrual methods of accounting
to keep inventories, you usually will use theto determine when and how income and ex- are explained later.
cash method. However, see Limits on Use ofpenses are reported. Your ‘‘accounting Special methods.  There are special
Cash Method, later.method’’ includes not only the overall methods of accounting for certain items of in-

method of accounting you use, but also the come or expense such as:
accounting treatment you use for any mate- Income Depreciation, discussed in Chapter 13,
rial item.

With the cash method, you include in yourAmortization and depletion, discussed inYou choose your accounting method
gross income all items of income you actu-Chapter 14,when you file your first tax return. After that, if
ally or constructively receive during the year.you want to change your accounting method, Deduction for bad debts, discussed in
You must include property and services youyou must first get consent from the IRS. See Chapter 15, and
receive in your income at their fair marketChange in Accounting Method, later. Installment sales, discussed in Chapter value.No single accounting method is required 25.

of all taxpayers. You must use a system that
Constructive receipt.  You have construc-clearly shows your income and expenses Combination (hybrid) method.  Gener-
tive receipt of income when an amount isand you must maintain records that will en- ally, you may use any combination of cash,
credited to your account or made available toable you to file a correct return. In addition to accrual, and special methods of accounting if
you without restriction. You do not need toyour permanent books of account, you must the combination clearly shows income and
have possession of it. If you authorize some-keep any other records necessary to support you use it consistently. However, the follow-
one to be your agent and receive income forthe entries on your books and tax returns. ing restrictions apply:
you, you are treated as having received itYou must use the same method from

1) If inventories are necessary to account when your agent receives it.year to year. Any accounting method that
for your income, you must use an ac-shows the consistent use of generally ac- Example 1.  You have interest credited tocrual method for purchases and sales.cepted accounting principles for your trade your bank account in December 1994. YouYou can use the cash method for allor business generally is considered to clearly must include it in your gross income for 1994other items of income and expenses.show income. An accounting method clearly and not for 1995 when you withdraw it orSee Inventories, in the discussion of ex-shows income only if all items of gross in- enter it in your passbook.penses under Accrual Method, later.come and all expenses are treated the same

Example 2.  You have interest couponsfrom year to year. 2) If you use the cash method for figuring
that mature and are payable in 1994, but youIf you do not regularly use an accounting your income, you must use the cash
do not cash them until 1995. You must in-method that clearly shows your income, your method for reporting your expenses.
clude them in income for 1994. You must in-income will be figured under the method that, 3) If you use an accrual method for report-
clude this matured interest in your gross in-in the opinion of the IRS, clearly shows your ing your expenses, you must use an ac-
come even though you later exchange theincome. crual method for figuring your income.
coupons for other property instead of cash-
ing them.

Any combination that includes the cashTopics Delaying receipt of income.  You can-method is treated as the cash method, sub-This chapter discusses: not hold checks or postpone taking posses-ject to the limitations applied to that method.
sion of similar property from one tax year to• Allowable methods
another to avoid paying the tax on the in-Business and personal items.  You may

• Cash method come. You must report the income in theaccount for business and personal items
year the property is made available to youunder different accounting methods. Thus,• Accrual method without restriction.you may figure the income from your busi-

• Change in accounting method ness under an accrual method even though
you use the cash method to figure personal Expenses
items. Usually, you must deduct expenses in theUseful Items

tax year in which you actually pay them.You may want to see:
Two or more businesses.  If you operate However, expenses you pay in advance can
more than one business, you generally may be deducted only in the year to which theyPublication use a different accounting method for each apply. In addition, if the uniform capitalization
separate and distinct business if the method rules apply (see Chapter 8), you may have to❏ 538 Accounting Periods and Methods you use for each clearly shows your income. capitalize certain costs.
For example, if you operate a personal ser-

Example.  You are a calendar year tax-Form (and Instructions) vice business and a manufacturing busi-
payer and you pay $1,000 for a business in-ness, you may use the cash method for the

❏ 3115 Application for Change in surance policy that is effective on July 1,personal service business but you must use
Accounting Method 1994, for a one-year period. You may deductan accrual method for the manufacturing

$500 in 1994 and $500 in 1995.business.
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at a lower rate until you complete your ser- tax year for which the expense or interestLimits on Use of
vices, at which time you will receive the dif- would otherwise be deductible. If a deduction

Cash Method ference between the basic rate and the is denied under this rule, the rule will con-
The cash method, including any combination amount actually paid to you. tinue to apply even if your relationship with

the person ends before the expenses or in-of methods that includes the cash method,
terest is includible in the gross income of thatcannot be used by the following entities: Accounts receivable for services.  You
person.may not have to accrue all of your accounts1) Corporations (other than S

receivable if, based on your experience, youcorporations),
Related persons.  For the purpose of apply-will not collect all of these accounts. This is

2) Partnerships having a corporation (other ing this rule, the following are relatedcalled the nonaccrual-experience method.
than an S corporation) as a partner, and persons:See section 1.448–2T(b) of the Income Tax

Regulations.3) Tax shelters. 1) Members of the immediate family, in-
cluding only brothers and sisters (either
whole or half), husband and wife, ances-Expenses Exceptions.  An exception allows farming
tors, and lineal descendants.businesses with gross receipts of $25 million You deduct or capitalize business expenses

or less, qualified personal service corpora- when you become liable for them, whether or 2) Two corporations that are members of
tions, and entities with average annual gross not you pay them in the same year. the same controlled group.
receipts of $5 million or less to continue us-

3) The fiduciaries of two different trusts,ing the cash method. However, these excep- All events test.  Before you can deduct or and the fiduciary and beneficiary of twotions do not apply to tax shelters. For more capitalize the expenses, all events that set different trusts if the same person is thegeneral information, see Publication 538. the amount of the liability must have hap- grantor of both trusts.For more information on the farming excep- pened, and you must be able to figure the
4) Certain educational and charitable orga-tion, see Chapter 3 in Publication 225. amount with reasonable accuracy.

nizations and a person (if an individual,
including the members of the individu-Economic performance rule.  Generally,
al’s family) who, directly or indirectly,you cannot deduct business expenses untilAccrual Method controls the organization.economic performance occurs. If your ex-

pense is for property or services provided to 5) An individual and a corporation of whichUnder an accrual method of accounting, in-
you, or for use of property by you, economic more than 50% of the value of the out-come generally is reported in the year
performance occurs as the property or ser- standing stock is owned, directly or indi-earned, and expenses are deducted or capi-
vices are provided or as the property is used. rectly, by or for that individual.talized in the year incurred. The purpose of
If your expense is for property or servicesan accrual method of accounting is to match 6) A trust fiduciary and a corporation of
that you provide to others, economic per-your income and your expenses in the cor- which more than 50% in value of the
formance occurs as you provide the propertyrect year. outstanding stock is owned, directly or
or services. An exception allows certain re- indirectly, by or for the trust or by or for
curring expenses to be treated as incurred the grantor of the trust.Income during a tax year even though economic per-

7) The grantor and fiduciary, and the fiduci-Generally, all items of income are included in formance has not occurred.
ary and beneficiary, of any trust.your gross income when you earn them, Example.  You are a calendar year tax-

even though you may receive payment in an- 8) Any two S corporations if the same per-payer and in December 1994 you buy office
other tax year. All events that fix your right to sons own more than 50% in value of thesupplies. You received the supplies and are
receive the income must have happened, outstanding stock of each corporation.billed for them in December, but you pay for
and you must be able to figure the amount the supplies in January 1995. You can de- 9) An S corporation and a corporation that
with reasonable accuracy. duct the expense in 1994 because all events is not an S corporation if the same per-

that set the amount of liability and economicExample.  You are a calendar year ac- sons own more than 50% in value of the
performance occurred in that year.crual basis taxpayer. You sold a computer on outstanding stock of each corporation.

Your office supplies may qualify as a re-December 28, 1994. You billed the customer 10) A corporation and a partnership if the
curring expense. In that case, you may bein the first week of January 1995, but you did same persons own more than 50% in
able to deduct the expense in 1994 even ifnot receive payment until February 1995. value of the outstanding stock of the
economic performance (delivery of the sup-You must include the amount of the sale in corporation and more than 50% of the
plies to you) did not occur until 1995. Seeyour income for 1994 because you earned capital interest or profits or profits inter-
Publication 538 for more information on thethe income in 1994. est in the partnership.
economic performance requirement.

11) A personal service corporation and anyAdvance income.  Special rules dealing
employee-owner, regardless of theInventories.  Inventories are necessary towith an accrual method of accounting for ad-
amount of stock owned by the em-clearly show income when the production,vance payments to you are discussed in
ployee-owner.purchase, or sale of merchandise is an in-Chapter 7 under Prepaid Income.

come-producing factor. If inventories are
Indirect ownership of stock. To decidenecessary to show income correctly, only anEstimating income.  When you include an

whether an individual directly or indirectlyaccrual accounting method can be used foramount in gross income on the basis of a
owns any of the outstanding stock of a corpo-purchases and sales. Inventories are dis-reasonable estimate, and you later deter-
ration, the following rules apply:cussed in Chapter 8.mine the exact amount, the difference, if any,
1) Stock owned, directly or indirectly, by oris taken into account in the tax year in which

for a corporation, partnership, estate, orSpecial Rules for Relatedthe determination is made.
trust is treated as being owned propor-Persons 
tionately by or for its shareholders, part-Change in payment schedule for ser- You cannot deduct business expenses and
ners, or beneficiaries.vices.  If you contract to perform services for interest owed to a related cash basis person

a basic rate, you must include the basic rate until you make the payment and the corre- 2) An individual is treated as owning the
in your income as it accrues. You must ac- sponding amount is includible in the gross in- stock owned, directly or indirectly, by or
crue the basic rate even if, as a matter of come of the related person. Determine the for the individual’s family (as defined in
convenience, you agree to receive payments relationship, for this rule, as of the end of the item (1) under Related persons).
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3) Any individual owning (other than by ap- 1) A change from the cash method to an
accrual method or vice versa (unlessplying rule (2)) any stock in a corpora- Change in
you must change to an accrual methodtion is treated as owning the stock Accounting Method and you make the changeowned directly or indirectly by that indi-
automatically),vidual’s partner, and When you file your first return, you may, with-

out consent from the IRS, choose any per- 2) A change in the method or basis used to4) Stock constructively owned by a person
mitted accounting method. The method you value inventories, andunder rule (1), shall, to apply rule (1), choose must be used consistently from year

(2), or (3), be treated as actually owned 3) A change in the method of figuring de-to year and clearly show your income.
by that person. But stock constructively preciation (except certain changes toAfter your first return is filed, if you want to

the straight line method as explained inowned by an individual under rule (2) or change your accounting method, you must
Chapter 13).(3) will not be treated as actually owned first get consent from the IRS. This is neces-

by the individual for applying either rule sary to notify the IRS that a change is being
(2) or (3) to make another person the Automatic change to accrual method.  Ifmade and to prevent you from gaining an un-
constructive owner of that stock. you are required to change from the cashlawful tax advantage.

method to an accrual method, discussedThe IRS will consider the need for consis-
earlier under Limits on Use of Cash Method,tency in the accounting area against yourReallocation of income and deductions.
you are not required to have prior approvalreason for wanting to change your account-Where it is necessary to clearly show income
from the IRS to make this change.ing method when the method from which youor to prevent evasion of taxes, the IRS may

Form 3115.  Although this change to anare changing clearly shows your income.reallocate gross income, deductions, credits,
overall accrual method is considered auto-If you request a change in accountingor allowances between two or more organi- matic, you must complete and file Form 3115method (such as from an improper to azations, trades, or businesses owned or con- no later than the due date (including exten-proper method), the absence of IRS consenttrolled directly or indirectly by the same sions) for filing your income tax return.  At-to the change does not prevent the IRS frominterests. tach Form 3115 with the applicable user feeimposing any penalty or addition to tax, nor
to your income tax return. For more informa-diminish the amount of the penalty or the ad-
tion, see Publication 538. Gains and losses.  Gains and losses on dition to tax.

sales or exchanges between related parties A change in your accounting method in-
are discussed in Chapter 23. For information cludes a change not only in your overall sys- Accounting change information.  For in-
on losses from sales or exchanges of prop- tem of accounting but also in the treatment of formation about the procedures to change
erty between partners and partnerships, see any material item. Some examples of your accounting method, see Publication
Chapter 29. changes that require consent are: 538.
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Part Two.

Whether you are starting a new business or are continuing a going one, youBusiness probably need to acquire property to use in your business. The cost of this
property becomes part of the capital investment in your business. This PartAssets discusses the kinds of costs that must be capitalized and how to figure the
basis of your business assets.   

3) Improvements. The costs of makingTopics
improvements to a business asset areThis chapter discusses:
also capital expenses if the improve-5. • Kinds of capital expenses
ments add to the value of the asset, ap-

• Business assets preciably lengthen the time you can useCapital Expenses it, or adapt it to a different use. However,• Going into business
normal repair costs are deducted as

• Costs you can choose to deduct or
business expenses and are not capital-capitalize
ized. Ordinarily, add the cost of the im-
provement to the basis of the improved

Useful ItemsIntroduction property. The cost of the improvement is
You may want to see: recovered through annual depreciationYou must capitalize, rather than deduct,

deductions. See Chapter 13.some costs. These costs are considered a Publication Examples of improvements are newpart of your investment in your business and
❏ 534 Depreciation electric wiring, a new roof, a new floor,are called ‘‘capital expenses.’’ There are, in

new plumbing, bricking up windows to❏ 535 Business Expensesgeneral, three types of costs that must be
s t reng then  a  wa l l ,  and  l i gh t ingcapitalized:
improvements.Form (and Instructions)

1) Going into business,
❏ 6765 Credit for Increasing Research Restoration plan.  Capitalize the cost of2) Business assets, and Activities (or for claiming the orphan

reconditioning, improving, or altering your
drug credit)3) Improvements. property as part of a general restoration plan

to make it suitable for your business. This ap-
plies even if some of the work would by itselfThese costs are discussed later. This chap-
be classified as repairs.ter and the next discuss the treatment of cap-

ital expenses. Kinds Of Capital
Basis.  When you make a capital expense,Expenses your cost becomes a part of ‘‘basis.’’ Basis isCost of goods sold.  If your business manu-
a way of measuring your investment in yourfactures products or purchases them for re- Generally, three kinds of costs must be
business and its assets for tax purposes. It issale, some of your costs are for the products capitalized:
used in many ways—to figure gain or loss onyou sell. You use these expenses to figure 1) Business assets. The cost of any asset a sale, to figure the amount of a casualtythe cost of goods you sold during the year. that you will use in your business for loss, to figure depreciation deductions, etc.Subtract cost of goods sold from total sales more than one year is a capital expense.

Your original basis in an asset is theto figure gross profit for the year. If you use There are many different kinds of busi-
amount you must spend to acquire it. Butan expense to figure cost of goods sold, you ness assets—for example, land, build-
even if it does not cost you anything to ac-cannot deduct it again as a business ex- ings, machinery, trucks, books, furni-
quire a business asset—for example, if youpense. See the Chapters in Part 3 for more ture, patents, and franchise rights. You
inherit it or get it as a gift—you will still have ainformation on gross profit and the cost of must capitalize the full cost of the asset,
basis in the asset. While you own the asset,goods sold. See Chapter 8 for a discussion including f re ight  and insta l lat ion
various events may take place that willof the uniform capitalization rules that apply charges. Business assets are discussed
change your basis in the property. Someto property produced for sale or purchased later in this chapter.
events, such as improvements or additions,for resale. If you produce certain property for
increase basis. Others, such as casualtyuse in your trade or business, capitalize
losses or depreciation deductions, decreasethe production costs. See sectionBusiness expenses.  Most of the other op-
basis.1.263A of the Income Tax Regulationserating costs of your business can be de-

For more information on figuring basis,for information on the uniform capitaliza-ducted from gross profit when figuring in-
see Chapter 6.tion rules.come or loss for the year. These operating

costs are known as business expenses. 2) Going into business. The costs of get- Recovery.  Although you generally cannotSome of the business expenses that are de- ting started in business, before you ac- directly deduct a capital expense, you canductible are advertising, office supplies, in- tually begin business operations, are all often ‘‘recover’’ your cost (i.e., subtract itsurance premiums, employee wages, utili- capital expenses. This may include the from income) one part at a time over a num-ties, rent, and property taxes. See the cost of such things as advertising, ber of years. This is done by deducting a per-chapters in Part 4 for information on deduct- travel, utilities, repairs, and employees’
centage of basis each year under one of theing business expenses, including the limits wages. These are often the same kind
following methods:on what can be deducted. Also, see Chapter of expenses that you could deduct if you

8 for a discussion of the uniform capitaliza- 1) Depreciation. Depreciation is used tohad them after you opened for business.
tion rules that apply to property produced for recover capital expenses for most tangi-The costs of going into business are dis-
sale or purchased for resale. ble business assets.cussed later in this chapter.
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2) Amortization. Amortization is used to your business are deductible expenses if the 4) Begin to hire and train employees, or
recover only certain kinds of capital ex- tools have a life expectancy of less than one 5) Analyze available facilities, labor, sup-
penses, such as some research costs, year. plies, etc.
business start-up costs, and the cost of Machinery.  Unless the uniform capitali-
pollution control facilities. zation rules apply, the cost of replacing However, because your business has not yet

short-lived parts of a machine to keep it in3) Depletion. Depletion is used to recover started active operations, you are not al-
good working condition and not to add to itsthe cost of an economic interest in tim- lowed to deduct these kinds of costs as ex-
life is deductible as an ordinary and neces-ber, minerals, and other natural penses. These costs, start-up costs, must be
sary expense.resources. amortized. To be amortizable, a start-up cost

See section 1.263A of the Income Tax must meet the following tests:
Regulations for information on the uniformYou can choose to deduct in one tax year

1) It must be a cost that you could deduct ifcapitalization rules.a limited amount of what you spend to ac-
it were paid or incurred to operate an ex-Heating equipment.  The cost of chang-quire certain tangible property for use in a
isting trade or business.ing from one heating system to another is atrade or business instead of treating this

capital expense and not a deductible one.amount as a capital expense. The maximum 2) It must be paid or incurred by you before
amount you can deduct is $17,500.  See you actually begin business operations.
Section 179 Deduction in Chapter 13.

Depreciation is discussed in Chapter 13. If you buy business assets.  The costs con-Business AssetsAmortization and depletion are covered in nected with acquiring a business asset be-
Chapter 14. A business usually owns property that it come part of your basis in the asset. For ex-

If you do not completely recover a capital uses, directly or indirectly, to earn its income. ample, a lawyer’s fee for negotiating a lease
expense through depreciation, amortization, Property that is used in this way is a business becomes part of your basis in the lease. The
or depletion, you can usually recover the bal- asset. Business assets are classified as tan- cost of a land survey for real estate you plan
ance when you sell or otherwise give up gible or intangible, real or personal. to buy becomes a part of your basis in the
ownership of your business assets. Basis is property once you acquire it.All the costs of getting a business asset
subtracted from the amount you realize on a If your attempt to acquire a business as-that is ordinarily used for more than one year
sale to figure gain or loss (see Chapter 22). set is not successful, you can deduct, as aare capital expenses. This includes the cost
Basis is also the starting point for figuring capital loss, the costs you had in the attempt.of freight, installation, and testing. It also in-
gain or loss if a business asset is stolen or You can take this loss whether or not youcludes the costs of building an asset your-
destroyed (see Chapter 26). If you abandon eventually go into business.self. See Chapter 6.
the asset, you also use basis to figure your
loss. See Dispositions in Publication 534. If you fail to go into business.  If your at-Tangible and intangible property.  A busi-

tempt to go into business is not successful,ness asset may be tangible property—such
Replacements. Like the cost of improve- the expenses you had in trying to establishas a warehouse, lathe, desk, truck, or tool—
ments, you may not deduct the cost of a re- yourself in business fall into two categories:or it may be intangible property—such as a
placement that stops deterioration and adds trademark, customer list, franchise, promis- 1) The costs you had before making a de-to the life of your property. It should be capi- sory note, or goodwill. Tangible property is cision to acquire or begin a specific busi-talized and depreciated. property that can be felt or touched. Its physi- ness. These costs are personal andTreat amounts you pay to replace parts of cal features are what make it useful to you. nondeductible. They include any costsa machine that only keep it in a normal oper- Intangible property is property that is not tan- incurred in the course of a generalating condition like repairs. You can deduct gible. Documents that are merely represen- search for, or a preliminary investigationthem as business expenses. However, if tations of value (such as stock certificates) or of, a business or investment possibility.your equipment has a major overhaul, you evidence of rights (such as patents) are in-
capitalize and depreciate the expense. 2) The costs you had in your attempt to ac-tangible property.

quire or begin a specific business.
Capital expenses or deductible ex- These costs are capital expenses andReal and personal property.  Tangible bus-
penses.  To help you distinguish between can be deducted as a capital loss.iness assets are further classified as either
capital expenses and deductible expenses, real or personal property. Real property is
several different items are discussed below. The costs of any assets you acquiredland and anything fixed to the land—for ex-

Business motor vehicles. You usually during your unsuccessful attempt to go intoample, fences, parking lots, buildings, or
capitalize the cost of a motor vehicle you buy business are a part of your basis in the as-trees. Everything else is personal property—
to use in your business. You can recover its sets. You cannot take a deduction for thesefor example, furniture, office equipment, ve-
cost  th rough annual  deduct ions for costs.hicles, and supplies. Components of build-
depreciation. ings—such as air conditioning, plumbing,

There are dollar limits on the amount of If you go into business.  When you go intoand furnaces—may be real or personal prop-
depreciation you may claim each year for business, all the costs you had to get yourerty, depending on state law.
passenger automobiles you place in service business started are treated as capital ex-
for your business.  See Chapter 13. penses and are a part of your basis in the

Repairs you make to your business vehi- business. Any costs that are for particular as-
cle are deductible. However, amounts you sets can generally be recovered through de-Going Into Business
pay for reconditioning and overhaul of busi- preciation deductions. Other expenses gen-

When you get ready to go into business, youness vehicles are capital expenses. erally cannot be recovered until you sell or
probably will have a number of differentRoads and driveways.  The cost of otherwise go out of business.
costs. For example, you may:building a private road on your business However, you can choose to amortize

property and the cost of replacing a gravel 1) Travel to line up customers and certain costs that you have in setting up your
driveway with a concrete one are capital ex- suppliers, business. These costs are deducted as ex-
penses which you may be able to depreciate. penses in equal amounts over a period of 602) Conduct market surveys, or begin to ad-The cost of maintaining a private road on months or more. The costs you can amortizevertise your business,your business property is deductible as an include:
ordinary and necessary business expense. 3) Pay salaries or fees for executives, con-

1) Business start-up costs,Tools.  Unless the uniform capitalization sultants, and other professional
rules apply, amounts spent for tools used in services, 2) Organizational costs for a corporation,
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3) Organizational costs for a partnership, costs listed above, except carrying charges choose to treat certain research and devel-
and and costs of removing architectural and opment costs as deferred expenses and

transportation barriers to disabled and eld- amortize them over a period of at least 604) The cost of acquiring a lease.
erly people, are adjustments or tax prefer- months, beginning with the month that you
ence items. These items are subject to the first receive an economic benefit from the re-See Chapter 14 for more information on bus-
alternative minimum tax if they are deducted search. See Research and Experimentaliness start-up costs and organizational costs
on your tax return. Costs in Chapter 14. You can also choose toof a corporation or partnership. See Chapter

deduct them over the 10-year period begin-Items you deduct over an optional write-12 for more information on amortizing the
ning with the tax year they were paid oroff period are not treated as tax preferencecost of a lease.
incurred.items. For more information,  see Optional

Write-Off for Certain Expenditures in the in- How to make the choice.  To choose to
structions for Form 6251. deduct research and experimental costs cur-

rently, claim them as an expense deductionCosts You Can Choose
on your income tax return for the year inCarrying charges. Carrying charges are theTo Deduct or To which you first have them.taxes and interest you pay to carry or de-

If you want to make this choice after thevelop real property or to carry, transport, andCapitalize 
first year, you must get the permission of theinstall personal property. Certain carrying

There are certain costs that you can choose Internal Revenue Service (IRS). File Formcharges must be capitalized under the uni-
either to deduct or to capitalize. The choice 3115.form capitalization rules. (For more informa-
you make depends on when it is best for you Research credit.  You may qualify for ation, see Chapter 6.) In addition, you can
to recover your costs. credit on some or all of your research and ex-choose to capitalize carrying charges not

If you deduct a cost as an expense, you perimental costs no matter how you treatsubject to the uniform capitalization rules,
‘‘recover’’ it in full by subtracting it from them. You must reduce the amount you de-but only if they are otherwise deductible.
income. duct or capitalize by the amount of the credit,You can make a separate choice to capi-

If you capitalize a cost, you may be able unless you choose to take a reduced credit.talize carrying charges for each project you
to ‘‘recover’’ it through a section 179 deduc- See the instructions for Form 6765.have and for each type of carrying charge.
tion, a deduction for clean-fuel vehicles or Research and experimental costs de-For unimproved and unproductive real prop-
certain refueling property, or periodic deduc- fined.   For tax years beginning after Octobererty, your choice is good for only one year.
tions for depreciation, amortization, or 3, 1994,  research and development costsYou must make a new choice each year the
depletion. are  reasonable costs you incur  in your tradeproperty remains unimproved and unproduc-

For a discussion on the section 179 de- or business that are the experimental  or lab-tive. For other property, your choice to capi-
duction and depreciation, see Chapter 13; oratory portion of research and developmenttalize carrying charges remains in effect until
for a discussion on amortization and deple- costs. This includes all costs  incident to theconstruction, development, or installation is
tion, see Chapter 14; for a discussion on the development or improvement of a  product.completed (or, for personal property, the
deduction for clean-fuel vehicles and certain (See Product, later.)  It also includes thedate you first use it, if later).
refueling property, see Chapter 15 in Publi- costs of obtaining  a patent (i.e., attorneys’How to make the choice.  To make the
cation 535. fees in making and perfecting  a patentchoice to capitalize a carrying charge, write a

Or you may recover the cost when you application).statement saying which charges you choose
sell the asset you bought and figure your to capitalize. Attach it to your original tax re- Costs qualify as research or experimen-
gain or loss. turn for the year the choice is to be effective. tal  costs depending on the nature of the ac-

See Publication 551, Basis of Assets for tivity the  costs relates to, rather than the na-
a discussion of the uniform capitalization ture of the product  or the improvement beingResearch and experimental costs.  The
rules that apply to property produced for sale developed or the level of  technological ad-cost of research and experimentation that is
or use in a trade or business. vancement represented.reasonable is generally a capital expense.

The costs that you can choose to deduct Costs are the experimental or  laboratoryHowever, you can choose to deduct some of
or to capitalize include: portion of research and development costs  ifthese costs as a current business expense.

they are for activities intended to discover  in-• Certain carrying charges on property (un- This choice applies to the reasonable
formation that would eliminate uncertaintyless the uniform capitalization rules apply), costs of research and development arising
concerning  the development or improve-from laboratory or experimental procedures.• Research and experimental costs,
ment of a product.  Uncertainty exists if theIt includes the cost of developing or improv-

• ‘‘Intangible’’ drilling and development information available  to you does not estab-ing a product, a formula, an invention, a plant
costs for oil, gas, and geothermal wells, lish the capability or method  for developingprocess, an experimental or pilot model, or

or improving the product or the  appropriate• Exploration costs for new mineral something similar. It also includes the cost of
design of the product.deposits, any research or experimental work carried

Research and experimental costs do noton for you by someone else (such as a re-• Mine development costs for a new mineral
include  expenses for:search institute, foundation, engineeringdeposit,

company, or similar contractor). It does not 1) Quality control testing,• Costs of increasing the circulation of a apply to market research, management
newspaper or a periodical, and 2) Efficiency surveys,surveys, or normal product testing. It also

does not apply to the costs of acquiring or im-• Costs of removing architectural and trans- 3) Management surveys,
proving land or depreciable property. (For aportation barriers to people with disabilities

4) Consumer surveys,definition of research and experimentaland the elderly.
costs, that applies to tax years beginning af- 5) Advertising or promotions,
ter October 3, 1994, see Research and ex-The decision to capitalize or to deduct 6) The acquisition of another’s patent,perimental costs defined,  later.)costs belongs to the business entity, that is— model,  production or process, or

The choice you make applies to all yourthe sole proprietor, partnership, corporation,
7) Research in connection with literary,research and experimental costs. You can-estate, or trust. Individual partners, share-

historical,  or similar projects.not choose to deduct some of these ex-holders, and beneficiaries do not make the
penses and capitalize others.choice themselves (except for exploration

However, if you do not choose to deductcosts for a new mineral deposit). Product. For tax years beginning after
your research and experimental costs cur-For individuals, partners, beneficiaries, October 3, 1994, the term ‘ ‘product’ ’
rently, you have other choices. You canand S corporation shareholders, most of the includes:

Chapter 5 CAPITAL EXPENSES Page 19



1) Any pilot model, Exploration costs.  If the costs of determin- after the discovery of ores or minerals in
commercially marketable quantities. Devel-ing the existence, location, extent, or quality2) Process,
opment costs include those incurred by aof any mineral deposit lead to the develop-

3) Formula, contractor on your behalf. They do not in-ment of a mine, they ordinarily are capital ex-
4) Invention, clude costs for depreciable improvements.penses. You can recover these costs

You can also choose to deduct your de-5) Technique, through depletion as the mineral is removed
velopment costs over the 10-year period, be-from the ground. However, you can choose6) Patent, or ginning with the tax year they were paid orto deduct the costs of exploration in the

7) Similar property. incurred.United States (except those for oil, gas, and
For more information on developmentgeothermal wells) if you paid or incurred It also includes products used by you in your costs, see Chapter 11 in Publication 535.

them before the development stage began.trade  or business or held for sale, lease, or
For more information, see Chapter 11 inlicense. Costs of removing barriers to disabled
Publication 535. and elderly people.  The cost of an improve-

If you do not choose to deduct your explo-Drilling and development costs.  The ment to a business asset is normally a capital
ration costs currently, you can choose to de-costs of developing oil, gas, or geothermal expense. However, you can choose to de-
duct them over the 10-year period beginningwells are ordinarily capital expenses. They duct a limited amount of your expenses for
with the tax year they were paid or incurred.can usually be recovered through deprecia- making a building, public transportation vehi-

tion or depletion. However, you can choose cle, or other facility more accessible and use-
to deduct as current business expenses cer- able by those who are disabled or elderly.

Development costs. You can deduct coststain drilling and development costs for wells For more information, see Chapter 11 in
paid or incurred during the tax year for devel-located in the United States in which you Publication 535.
oping a mine or any other natural deposithold an operating or working interest. For
(other than an oil or gas well) located in themore information,  see Chapter 11 in Publi-

cation 535. United States if the costs are paid or incurred
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that amount. Do not include that amount inTopics
the cost of the property.This chapter discusses:6. • Cost basis
Settlement costs.  Recording and legal fees

• Adjusted basis are some of the settlement or closing costsBasis of Assets included in the basis of property. Some• Other basis
others are:

Useful Items 1) Abstract fees,
You may want to see:

2) Charges for installing utility services,
Introduction 3) Surveys,Publication

Basis is the amount of your investment in ❏ 378 Fuel Tax Credits and Refunds 4) Transfer taxes,
property for tax purposes. Use the basis of ❏ 525 Taxable and Nontaxable Income 5) Title insurance, and
property to figure gain or loss from the sale or

❏ 544 Sales and Other Dispositions 6) Any amounts the seller owes but whichother disposition of property. Also use it to
of Assets you agree to pay, such as back taxes orfigure the deduction for depreciation, amorti-

interest, recording or mortgage fees,❏ 551 Basis of Assetszation, depletion, and casualty losses.
charges for improvements or repairs,This chapter is div ided into three ❏ 908 Tax Information on Bankruptcy and sales commissions.sections:

❏ 917 Business Use of a Car
• Cost Basis, You must reasonably allocate these fees or

Form (and Instructions) costs between land and improvements, such• Adjusted Basis, and
as buildings, to figure the basis for deprecia-❏ 8594 Asset Acquisition Statement

• Other Basis. tion of the improvements. Allocate the fees
according to the fair market values of the
land and improvements at the time ofThe basis for inventories is discussed in
purchase. Settlement costs do not includeChapter 8. Cost Basis amounts placed in escrow for the future pay-The basis of property you buy is its cost. If
ment of items such as taxes and insurance.you use the asset in a trade or business or an The basis of property you buy is usually its

activity conducted for profit, capitalize (add cost. The cost is the amount you pay in cash
Expenses paid to obtain a mortgage.  Ifto basis) many direct and indirect costs. or in other property or debt obligations. Your
you pay a deductible expense to obtain aYour original basis in property is in- cost includes amounts you pay for:
mortgage, you generally must capitalize andcreased or decreased (adjusted) for certain 1) Sales tax, deduct the expense ratably over the term ofevents. If you make improvements to the

2) Freight, the mortgage. Do not add the expense, suchproperty, this increases your basis. If you
as points (prepaid interest), to the basis of3) Installation and testing,take deductions for depreciation or casualty
the related property.losses, this reduces your basis. 4) Excise taxes, Points on home mortgage.  SpecialYou cannot determine your basis in some

5) Legal fees (when they must be rules may apply to the amounts you and theassets by cost. This includes property you capitalized), seller pay as points when you obtain a mort-receive as a gift or inheritance. It also applies
gage to purchase your main home. If these6) Revenue stamps,to property received in an involuntary ex-
amounts meet certain requirements, you can

change, and certain other circumstances. If 7) Recording fees, and deduct them in full as points for the year in
you acquire property by inheritance, receive 8) Real estate taxes (if assumed for the which they are paid. If you deduct seller-paid
a gift of property, or have property trans- seller). points, reduce your purchase price by that
ferred to you from a spouse or former amount when determining your basis. For
spouse, see  Other Basis in Publication 551. In addition, the cost basis of real estate and more information, see Points in Publication

If you sell or exchange your property, fig- business assets may include other items. 936, Home Mortgage Interest Deduction.
ure your gain or loss on the transaction. Nondeductible expenses.  Any nonde-
Compare the amount realized from the sale Loans with low or no interest.  If you buy ductible expenses you pay to purchase real
or exchange to the adjusted basis of the business or investment property on any time- property, such as an appraisal fee for your
property you transferred. The amount real- payment plan that charges little or no inter- home or other nonbusiness property, you
ized is the money you received, plus the fair est, the basis of your property is your stated generally add to the basis of the property.
market value of any other property you re- purchase price, less the amount considered Other expenses such as fire insurance pre-
ceived. For information on sales and ex- to be unstated interest. You generally have miums cannot be added to the basis of the
changes, see Chapter 22. unstated interest if your interest rate is less property.

than the applicable federal rate. See Un-To figure depreciation, use ‘‘unadjusted
stated Interest in Chapter 25.basis.’’ For information on depreciation, see Assumption of a mortgage.  If you buy

Chapter 13. property and assume an existing mortgage
on the property, your basis includes theAs a partner, you must know the basis of Real Property 
amount you pay for the property plus theyour interest in the partnership to figure your If you buy real property, certain fees and
amount to be paid on the mortgage youallowable deduction for partnership losses. other expenses you pay are part of your cost
assume.You also must know your basis if you dis- basis in the property.

pose of all or part of your interest in the part- Example.  If you buy a building and make
nership. For information on partnerships, a down payment for $20,000 and assume aReal estate taxes.  If you buy real property
see Chapter 29. mortgage of $80,000 on it, your basis isand agree to pay certain taxes the seller

If any of your debts were canceled by a $100,000.owed on it, treat the taxes you pay as part of
creditor, or were discharged because you your cost. You may not deduct them as taxes
became bankrupt, the basis of your assets paid. Constructing nonbusiness assets.  If you
might be affected. For more information, see If you reimburse the seller for taxes the build nonbusiness property (i.e., a home), or
Publication 908. seller paid for you, you can usually deduct have assets built for you, the expenses you
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pay for this construction are part of your cost You produce property if you construct, build, your cost of getting the copyright, plus copy-
basis. Some of these expenses include: install, manufacture, develop, improve, cre- right fees, attorneys’ fees, clerical assis-

ate, raise, or grow the property. Treat prop- tance, and the cost of plates that remain in1) Land,
erty produced for you under a contract as your possession. Do not include in the basis

2) Materials and supplies, produced by you up to the amount you pay or the value of your time as the author, or any
otherwise incur for the property. Tangible other person’s time you did not pay for. 3) Architect’s fees,
personal property includes films, sound re-4) Building permits,
cordings, video tapes, books, art work, or Franchises, trademarks, and trade

5) Payments to contractors, similar property. names.  If you buy a franchise, trademark, or
Under the uniform capitalization rules, trade name, the basis is its cost, unless you6) Payments for rental equipment, and

you capitalize direct costs and an allocable can deduct your payments as a business7) Inspection fees.
part of most indirect costs incurred due to expense.
production or resale activities. You must in-In addition, if you own a business and use
clude certain expenses you have during theyour employees, material, and equipment to Allocating the Basis 
year in the basis of property you produce orconstruct a nonbusiness asset, your cost ba- If you buy multiple assets for a lump sum, al-in your inventory costs, rather than deductsis would also include: locate the amount you pay to each of the as-them as a current expense. You will recover

sets you receive. Make this allocation to fig-1) Employee compensation paid for the these costs through depreciation, amortiza-
ure your basis for depreciation and gain orconstruction work, tion, or cost of goods sold when you use, sell,
loss on a later disposition of any of these as-or otherwise dispose of the property.2) Depreciation deductions on equipment sets. See  Trade or business acquired, later.Any cost that you could not use to figureyou own while it is used in the

your taxable income for any tax year is notconstruction,
Group of assets acquired.  If you buy multi-subject to the uniform capitalization rules. 3) Operating and maintenance costs for ple assets for a lump sum, you and the seller

equipment used in the construction, and may agree to a specific allocation of theExceptions.  The uniform capitalization
purchase price to each asset in the sales4) The cost of business supplies and rules do not apply to certain property. This
contract. If this allocation is based on thematerials consumed in the construction. includes:
value of each asset, and the sale is an arm’s-

1) Property you produce that you use for length transaction, the allocation generallyDo not deduct these expenses which you
personal or nonbusiness purposes. will be accepted. However, see Trade ormust capitalize (include in the asset’s basis).

business acquired, next.Also, reduce your basis by any jobs credit, 2) Qualified creative expenses incurred by
Indian employment credit, or empowerment an individual as a free-lance writer, pho-

Trade or business acquired.  If you acquirezone employment credit allowable on the tographer, or artist.
a group of assets that is a trade or business,wages you pay in (1). Do not include the

3) Property you produce under a long-term allocate the purchase price to the various as-value of your own labor, or any other labor
contract. sets acquired.you did not pay for, in the basis of any prop-

Make the allocation among the assets in4) Research and developmental expenseserty you construct.
proportion to (but not in excess of) their fairallowable as a deduction under section
market value on the purchase date in the fol-174 of the Internal Revenue Code.Business Assets lowing order:

5) Costs for personal property acquired forIf you purchase property to use in your busi-
1) Cash, demand deposits, and similarresale if your (or your predecessor’s) av-ness, your basis usually is its actual cost to

accounts,erage annual gross receipts do not ex-you. However, if you construct, build, or oth-
ceed $10 million.erwise produce property, you may be subject 2) Certificates of deposit, U.S. Govern-

to the uniform capitalization rules (discussed ment securities, readily marketable
More information. For more information onlater) to determine the basis of the property. stock or securities, and foreign
the uniform capitalization rules, see the regu- currency,Example 1.  Dale White is an indepen-
lations under section 263A of the Internaldent contractor. He purchased a building for 3) All other assets except section 197 in-
Revenue Code.his business. He used it to store his construc- tangibles, and

tion equipment. His basis in the building is its
4) Section 197 intangibles.cost to him. Intangible Assets

Example 2.  Assume the same facts as in Intangible assets include goodwill, patents, Agreement. If you and the seller agree in
Example 1 except, instead of purchasing the copyrights, trademarks, trade names, and writing to allocate the consideration, or to al-
building, Dale had his employees construct franchises. The basis of an intangible asset locate the fair market value of any asset, the
the building. He must determine his basis in is usually its cost. If you acquire multiple as- agreement is binding on both you and the
the building under the uniform capitalization sets for a lump-sum, for example a going seller unless the IRS determines either to be
rules. business, see Allocating the Basis, later, to inappropriate.

figure the basis of the individual assets. Reporting requirement. Both the buyer
Uniform Capitalization Rules and seller of a trade or business must report

Patents. The basis of a patent you get forThe uniform capitalization rules specify the to the IRS the allocation of the sales price
your invention is the cost of development,cos ts  you  add  to  bas is  in  ce r ta in among section 197 intangibles and the other
such as research and experimental expendi-circumstances. business assets. Use Form 8594 to provide
tures, drawings, working models, and attor- this information. The buyer and seller should
neys’ and governmental fees. If you deduct each attach Form 8594 to their federal in-Who must use.  You must use the uniform
the research and experimental expenditures come tax returns for the year in which thecapitalization rules if you:
as current business expenses, you cannot sale occurred.1) Produce real property or tangible per-
include them in the cost of the patent. Thesonal property for use in a trade or busi-
value of your time spent on an invention is Land and buildings.  If you buy buildingsness or an activity engaged in for profit,
not part of the basis. and the land on which they stand for your

2) Produce real property or tangible per- business and you pay a lump sum, allocate
sonal property for sale to customers, or Copyrights. If you are an author, the basis the basis of the whole property among the

3) Acquire property for resale. of the copyright for your work usually will be land and the buildings so you can figure the
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depreciation allowable on the building. See 7) Credit for qualified electric vehicles,
Chapter 13. Adjusted Basis 8) Gain from the sale of your old home on

When you allocate your cost between which tax was postponed,Before figuring any gain or loss on a sale, ex-land and buildings or among the lots, the
change, or other disposition of property or 9) Investment credit (part or all of credit)amount used as the basis of each asset is figuring allowable depreciation, depletion, or taken,the ratio of the fair market value of that asset amortization, you must usually make certain

10) Casualty and theft losses,to the fair market value of the whole property adjustments (increases and decreases) to
at the time you get it. If you are not certain of 11) Certain cancelled debt excluded fromthe basis of the property. The result of these
the fair market values of land and buildings, income,adjustments to the basis is the adjusted
you may allocate the cost among them basis. 12) Rebates received from the manufac-based on their assessed values for real es-

turer or seller,
tate tax purposes. Increases to Basis 13) Easements,Demolition of building.  Add demolition

Increase the basis of any property by all
costs and other losses incurred for the dem- 14) Residential energy credit,items properly added to a capital account.
olition of any building to the basis of the land This includes the cost of any improvements 15) Gas-guzzler tax, and
on which the demolished building was lo- having a useful life of more than one year

16) Tax credit or refund for buying a diesel-cated. Do not claim it as a current deduction. and amounts spent after a casualty to re-
powered highway vehicle.

store the damaged property.
Rehabilitation expenses also increaseSubdivided lots.  If you buy a tract of land

Some of these decreases to basis are dis-basis. However, you must subtract any reha-and subdivide it, allocate the basis to the in- cussed next.bilitation credit allowed for those expensesdividual lots based on the fair market value of
before you add them to your basis. If youeach lot to the total price paid for the tract. Section 179 deduction.  If you elect to takehave to recapture any of the credit, increaseThis allocation is necessary because you the section 179 deduction for all or part of theyour basis by the amount of the recapture.must figure the gain or loss on the sale of cost of business property, decrease the ba-If you make additions or improvements toeach individual lot. As a result, you do not re- sis of the property by the deduction. Forbusiness property, keep separate accountscover your entire cost in the tract until you more information, see Chapter 13.for them. Also, depreciate the basis of each

have sold all of the lots.
according to the depreciation rules in effect

Future development costs.  Certain Casualties and thefts. If you have a casu-when you place the addition or improvement
procedures explain how to get permission to alty or theft loss, decrease the basis of yourin service. For more information, see Chap-
add to the basis of each lot the estimated fu- property by the amount of any insurance orter 13.
ture cost of qualified development expenses. other reimbursement you receive and by anySome items added to the basis of prop-

For sales you made after December deductible loss not covered by insurance.erty are:
However, increase your basis for amounts31,1992, of lots on which development work

1) The cost of extending utility service lines you spend after a casualty to restore theis not complete, see Revenue Procedure to the property, damaged property. For more information,92–29. However, if you received explicit con-
2) Legal fees, such as the cost of defend- see Chapter 26.sent from the IRS to use  Revenue Proce-

ing and perfecting title,dure 75–25 (amplified in Revenue Proce-
Easements. The amount you receive for3) Legal fees for obtaining a decrease indure 78–25), you may continue to use this
granting an easement is usually consideredan assessment levied against propertyrevenue procedure for sales of lots covered
to be from the sale of an interest in your realto pay for local improvements,by the consent, including sales occurring af-
property. It reduces the basis of the affectedter December 31, 1992. 4) Zoning costs, and
part of the property. If the amount received isUse of erroneous cost basis.  If you 5) The capitalized value of a redeemable more than the basis of the part of the prop-made a mistake in figuring the cost basis of ground rent. erty affected by the easement, reduce your

subdivided lots that you sold in previous basis to zero and treat the excess as a rec-
years, you may not correct the mistake for Assessments for local improvements. ognized gain.  See Easements in Chapter
years for which the statute of limitations has Add assessments for items such as streets 22.
expired. Figure the cost basis of any remain- and sidewalks, which increase the value of
ing lots by allocating the original cost basis of the property assessed, to the basis of the Diesel-powered vehicle.  If you received an
the entire tract among the original lots. property. Do not deduct them as taxes. How- income tax credit or refund for buying a die-

ever, you can deduct assessments for main- sel-powered highway vehicle, reduce yourExample.  You bought a tract of land to tenance or repair or for meeting interest basis in that vehicle by the credit or refund al-which you assigned a cost of $15,000. You charges on the improvements as taxes. lowable. For more information about thissubdivided the land into 15 building lots of
credit or refund, see Publication 378.equal size and equitably divided your cost Decreases to Basis basis so that each lot had a basis of $1,000.
Credit for qualified electric vehicle.  If youSome items that reduce the basis of yourYou treated the sale of each lot as a separate
claim the credit for qualified electric vehicles,property are:transaction and figured gain or loss sepa-
you must reduce the basis of the property on1) The section 179 deduction,rately on each sale. which you claimed the credit. For more infor-

Several years later you determine that 2) The deduction for clean-fuel vehicles mation on this credit, see Chapter 15 in Pub-
your original cost basis in the tract was and clean-fuel refueling property, lication 535.
$22,500 and not $15,000. You sold 8 lots us- 3) Nontaxable corporate distributions,
ing $8,000 of basis in years for which the Deduction for clean-fuel vehicles and4) Recognized losses on involuntarystatute of limitations has expired. You now clean-fuel vehicle refueling property.  Ifexchanges,may take $1,500 of basis into account for fig- you take either the deduction for clean-fuel

5) Deductions previously allowed (or allow-uring gain or loss only on the sale of each of vehicles or clean-fuel vehicle refueling prop-
able) for amortization, depreciation, andthe remaining 7 lots ($22,500 basis divided erty, or both, you must decrease the basis of
depletion,among all 15 lots). You cannot refigure (to the property by the amount of the deduction.

$1,500) the basis of the 8 lots sold in tax 6) Exclusions from income of subsidies for For more information on these deductions,
years barred by the statute of limitations. energy conservation measures, see Chapter 15 in Publication 535.
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Canceled Debt Excluded fromTable 6-1. Examples of Increases and Decreases to Basis
Income 
You may have to reduce the basis of yourThis chart shows some common examples of items that increase or decrease basis.
property if you exclude canceled debt fromUsually, you must make these adjustments to basis before you can figure any gain or loss
income. You can exclude your canceled debton a sale, exchange, or other disposition of property, or figure allowable depreciation,

depletion, or amortization. from income if the debt is:

1) Canceled in a title 11 bankruptcy case
Increases to Basis Decreases to Basis or when you are insolvent,
Capital improvements: Exclusion from income of subsidies for 2) Qualified farm debt, or
• Putting an addition on your home energy conservation measures:

3) Qualified real property business indebt-• Replacing an entire roof • Amount of the exclusion
edness (provided you are not a C• Paving your driveway
corporation).• Installing central air conditioning Casualty or theft losses:

• Rewiring your home • Insurance reimbursements
  If you exclude canceled debt from income,• Casualty or theft loss deductions
you may have to reduce the basis of your de-Assessments for local improvements:
preciable property.• Water connections Easements:

For more information on canceled debt in• Sidewalks • Amount received for granting an
• Roads easement a bankruptcy case or during insolvency, see

Publication 908. For more information on
Casualty Losses: Credit for qualified electric vehicles: canceled debt that is qualified farm debt, see
• Restoring damaged property • Amount of the credit Chapter 4 in Publication 225.

Gain from the sale of your old home on Adjusted Basis Example which tax was postponed:
In January 1989, you paid $80,000 for real• Amount of gain
property to be used as a factory. You also
paid commissions of $2,000 and title searchResidential energy credit:

• Amount of the credit if the cost of the and legal fees of $600. You allocated the to-
energy item was previously added to the tal cost of $82,600 between the land and the
basis of your home building—$10,325 for the land and $72,275

for the building. Immediately, you spent
Section 179 deduction: $20,000 in remodeling the building before
• Amount of the deduction you placed it in service. You were allowed

depreciation of $14,526 for the years 1989
Deduction for clean-fuel vehicles and through 1993. In 1992 you had a casualty
clean-fuel vehicle refueling property: loss that was not covered by insurance of• Amount of the deduction

$5,000 on the building from a fire. This loss
was claimed as a deduction. You spentDepreciation:
$5,500 to repair the fire damages. The ad-• The greater of the depreciation deduction
justed basis of the building on January 1,that decreased your tax liability for any
1994, is figured as follows:year or the deduction you could have

taken under the depreciation method that
Building you selected

Original cost of building,
including fees andCorporate distributions:
commissions . . . . . . . . . . . . . . $72,275• Nontaxable amount

Adjustments to basis:
Add: . . . . . . . . . . . . . . . . . . . . . . . . .

Improvements . . . . . . . . 20,000Exclusion from income of subsidies for Depreciation.  Decrease the basis of your
Repair of fire damage 5,500property by the amount of depreciation youenergy conservation measures.  If you re-

$97,775could have deducted on your tax returnsceived a subsidy from a public utility com-
Subtract:under the method of depreciation you se-pany for the purchase or installation of any

Depreciation . . . . . . . . . . $14,526lected. If you deducted more depreciationenergy conservation measure, you can ex-
Casualty loss . . . . . . . . . 5,000 19,526than you should have, decrease your basisclude it from income. Reduce the basis of the

as follows. Decrease it by an amount equal Adjusted basis on January 1, 1994 $78,249property on which you received the subsidy
to the depreciation you should have de-by the excluded amount. For more informa-
ducted as well as by the part of the excess The basis of the land, $10,325, remainstion on this subsidy, see Publication 525.
depreciation you deducted that actually re- unchanged. It is not affected by any of the
duced your tax liability for any year. above adjustments, which affect only the

If you took less depreciation than you basis of the building.
Gas-guzzler tax.  Decrease the basis in could have, decrease your basis by the
your car by the gas-guzzler (fuel economy) amount you could have deducted. If you did
tax if you begin using the car within 1 year of not take a depreciation deduction, figure the Other Basis the date of its first sale for ultimate use. This amount of depreciation you could have taken
rule also applies to someone who later buys as explained in Chapter 13. There are many times when you cannot use
the car and begins using it not more than 1 In decreasing your basis for depreciation, cost as basis. In these cases, the fair market
year after the original sale for ultimate use. If take into account the amount deducted on value of the property, or the adjusted basis of

your tax returns as depreciation expense,the car is imported, the one-year period be- certain property may be important.
and any depreciation you must capitalizegins on the date of entry or withdrawal of the
under the uniform capitalization rules.car from the warehouse if that date is later Fair market value (FMV). FMV is the price

than the date of the first sale for ultimate use. at which the property would change hands
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between a buyer and a seller, neither having Example.  The state condemned your Special rules for related persons.  If a like-
kind exchange is made directly or indirectlyto buy or sell, and both having reasonable property. The property had an adjusted basis
between related persons and either partyknowledge of all necessary facts. Sales of of $26,000, and the state paid you $31,000
disposes of the property within 2 years aftersimilar property, on or about the same date, for it. You realized a gain of $5,000 ($31,000
the exchange, the exchange is disqualifiedmay be helpful in figuring the property’s − $26,000). You bought new property that is
from like-kind exchange treatment. EachFMV. similar in use to the old property for $29,000.
person must report any gain or loss not rec-You recognize a gain of $2,000 ($31,000 −
ognized on the original exchange. Each per-$29,000), the unspent part of the paymentProperty for services.  If you receive prop-
son reports it on the tax return filed for thefrom the state. The basis of the new propertyerty for services, include the property’s FMV
year in which the later disposition occurred. Ifin income. The amount you include in in- is figured as follows:
this special rule applies, the basis in thecome becomes your basis. If the services

Cost of new property . . . . . . . . . . . . . . . . . . . $29,000 property received in the original exchangewere performed for a price agreed on before
Minus: Gain not recognized . . . . . . . . . . . . 3,000 will be its fair market value.hand, it will be accepted as the FMV of the

These rules generally do not apply to dis-property if there is no evidence to the Basis of the new property . . . . . . . . . . . . . . . $26,000
positions due to:contrary.

Restricted property.  If you receive 1) The death of either related person,
property for services and the property is sub- Allocating the basis.  If you buy more than 2) Involuntary conversions, or
ject to certain restrictions, your basis in the one piece of replacement property, allocate 3) Exchanges whose main purpose is notproperty is its FMV when it becomes sub- your basis among the properties based on the avoidance of federal income tax.stantially vested. Property becomes sub- their respective costs.
stantially vested when you can transfer it or it If, in the previous example, the state had Related persons.  Generally, relatedis not subject to a substantial risk of forfei- condemned unimproved real property, and persons are ancestors, lineal descendants,ture. For more information on restricted prop- the new property you bought was improved brothers and sisters (whole or half), and aerty, see the discussion on Restricted Prop- real property with both land and buildings, spouse.erty Received for Services in Publication make an allocation. Take the new property’s For other ‘‘related persons’’ (i.e., two or525. $26,000 basis and allocate it between land more corporations, an individual and a cor-

and buildings based on their costs. poration, a grantor and fiduciary, etc.) seeTaxable exchanges.  A taxable exchange is See Chapter 26 for more information on the rules relating to losses under Sales and
an exchange on which the gain is taxable, or the involuntary exchange rules. Exchanges Between Related Parties in
the loss is deductible. If you receive property

Chapter 23.
in exchange for other property in a taxable Nontaxable Exchangesexchange, the basis of the property you re- Exchange of businesses.  Exchanging theA nontaxable exchange is an exchange inceive is usually its FMV at the time of the assets of business for the assets of anotherwhich any gain is not taxed and any loss can-exchange. business is a multiple asset exchange.  For

not be deducted. If you receive property in a
information on determining basis in a multi-

nontaxable exchange, its basis is usually the
ple asset exchange, see Multiple PropertyInvoluntary Exchanges 

same as the basis of the property you Exchanges, in Publication 544.If you acquire property as a result of an invol- exchanged.
untary exchange such as a casualty, theft, or

Partially nontaxable exchange.  A partiallycondemnation, you may figure the basis of Like-Kind Exchanges  nontaxable exchange is an exchange inthe replacement property using the basis of
The exchange of property for the same kind which you receive unlike property or moneythe property exchanged. See Chapter 26.
of property is the most common type of non- in addition to like property. The basis of the
taxable exchange. property you receive is the same as the basisSimilar or related property.  If you receive

of the old property with the fol lowingTo qualify as a like-kind exchange, bothproperty that is similar or related in service or
adjustments:the property you exchange and the propertyuse to the property exchanged, the new

you receive must be held for business or in- 1) Decreased by—property’s basis is the same as the old
vestment purposes. There must be an ex-property’s basis on the date of the exchange a) Any money you received, andchange of like-kind property (depreciablewith the following adjustments:

b) Any loss recognized on the exchange.tangible personal property may be like-class
1) Decreased by— property). For other requirements, see Like- 2) Increased by—

kind exchanges, in Chapter 22.a) Any loss recognized on the exchange, a) Any additional costs incurred, and
The basis of the property you receive isand

b) Any gain recognized on thethe same as the property you gave up.
b) Any money received that was not exchange.

Example.  You exchange real estate (ad-spent on similar property.
justed basis $50,000, FMV $80,000) held for The other party to the transaction who as-2) Increased by— investment for other real estate (FMV sumes your liabilities (including a nonre-

a) Any gain recognized on the ex- $80,000) held for investment. Your basis in course obligation), treats them as money
change, and the new property is the same as the basis of transferred to you in the exchange.

the old ($50,000).b) Any cost of acquiring replacement Allocate the basis among the properties,
property. other than money, you received in the ex-

Property plus cash.  If you trade property in change. In making this allocation, the basis
a nontaxable exchange and pay money, the of the unlike property is its FMV on the dateNot similar or related property.  If you re-
basis of the property you receive is the basis of the exchange. The remainder is the basisceive money or other property that is not sim-
of the property you exchanged increased by of the like property.ilar or related in service or use to the old
the money you paid.property, and you buy new property that is Example 1.  You exchange a truck (ad-

Example.  You trade in a truck (adjustedsimilar or related in service or use to the old justed basis $6,000) for a new, smaller truck
basis $3,000) for another truck (FMV $7,500)property, the basis of the new property is the (FMV $5,200) and $1,000. You have a rec-
and pay $4,000. Your basis in the new truckcost of the new property decreased by the ognized gain of $200 ($6,200 − $6,000).
is $7,000 (the $3,000 basis of the old truckamount of gain that is not recognized on the Your basis in the new truck is figured as
plus the $4,000 paid).exchange. follows:
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Adjusted basis of old truck . . . . . . . . . . . . . . . $6,000 Of the total basis of $17,500, $2,500 is for 2) The depreciation allowed for the old
the truck you received and the remainingMinus: Cash you received . . . . . . . . . . . . . . . 1,000 property.
$15,000 is the basis of your new boat.$5,000

Plus: Gain recognized . . . . . . . . . . . . . . . . . . . 200
Use this adjusted basis only for depreciatingPartial Business Use of Property Basis of new truck $5,200 the new property. Do not use it to figure a
gain or loss on the sale of the new property.If you have property used partly for business

and partly for personal use, and you ex-Example 2.  You had an adjusted basis
changed it in a nontaxable exchange forof $15,000 in real estate you held for invest-

Property changed to business or rentalproperty to be used wholly or partly in yourment. You exchange it for other real estate to
use.   When you hold property for personalbusiness, the basis of the property you re-

be held for investment with a fair market
ceive is figured as if you exchanged two use and change it to business use or use it to

value of $12,500, a truck with a FMV of properties. The first is an exchange of like- produce rent, you must figure the basis for
$3,000, and $1,000. You have a gain of kind property. The second is personal use depreciation. An example of this would be
$1,500 ($16,500 − $15,000) recognized on property on which gain is recognized and renting out your former main home.
the exchange. Your basis in the properties loss is not recognized. Basis for depreciation.  The basis for
you received is: First, figure your adjusted basis in the depreciation equals the lesser of:

property you transfer as if you transferred
two separate properties. Figure the adjustedAdjusted basis of real estate transferred $15,000

1) The FMV of the property on the date ofbasis of each part of the property by takingMinus: Cash received . . . . . . . . . . . . . . . . . . 1,000
the change, orinto account any adjustments to basis. De-$14,000

duct the depreciation you took or should
Plus: Gain recognized . . . . . . . . . . . . . . . . . . 1,500

have taken from the adjusted basis of the 2) Your adjusted basis on the date of the
Total basis of properties received $15,500 business part. Then figure the amount real- change.

ized for your property and properly allocate it
to the business and nonbusiness portions of

Allocate the total basis of $15,500 between the property you transferred. Example.  Several years ago you paidthe truck and the real estate. The basis of the In this case, you exchanged property per- $60,000 to have your house built on a lot thattruck is its FMV, $3,000, and the basis of the mitted to be exchanged tax free. Recognize cost you $10,000. Before changing the prop-real estate is the remainder, $12,500. any gain from the transaction on your per- erty to rental use last year, you paid $20,000
sonal-use property. The basis of the property

for permanent improvements to the houseacquired is the total basis of the propertiesTrade-in or sale and purchase.  If a sale and claimed a $2,000 casualty loss deduc-transferred, adjusted to the date of the ex-and purchase are a single transaction, you tion for damage to the house. Because landchange, increased by the gain recognized oncannot increase the basis of property for de- is not depreciable, you can only include thethe other property. You are deemed to havepreciation by selling your old property out- cost of the house when figuring the basis forreceived in exchange for your other propertyright to a dealer and then buying new prop- depreciation.an amount equal to its fair market value on
erty from the same dealer. If your sale of old Your adjusted basis in the house whenthe date of the exchange.
property and purchase of new property are you change its use is $78,000 ($60,000 +
dependent on each other, you are consid- $20,000 −$2,000). On the date of change,

Listed property.  Special rules apply toered to have traded in your old property. your property has a FMV of $80,000, of
listed property not used 100% in your busi-Treat the transaction as an exchange no which $15,000 is for the land and $65,000 for
ness. Listed property includes:matter how it is carried out. You cannot avoid the house. The basis for depreciation on the

this trade-in rule by using a subsidiary in the house is $65,000, the FMV at the date of theAny automobile, or other property usedtransaction. change in use, because it is less than yourfor transportation,
adjusted basis ($78,000).

Sale of property.  If you later sell or dis-Property used for entertainment such asExchange — loss not recognized.  If you
photographic and video recording pose of the property, the basis of the prop-have an exchange that results in an unrecog-
equipment, erty you use will depend on whether you arenized loss, the basis of the new property is

figuring gain or loss.the basis of the old property decreased by Cellular telephone or similar equipment, Gain.  The basis for gain is your adjustedany money received. Allocate this basis and basis when you sell the property. Assumeamong the properties, other than money, re-
the same facts as in the previous example,ceived in the exchange. In making this allo- Computers and related peripheral equip-
except that after being allowed depreciationcation, the basis of unlike property is its FMV ment not used exclusively at a regular
deductions of $3,750 you sell the property aton the date of the exchange. The remainder business location.
a gain. Your adjusted basis in this caseis the basis of the like property.
would be $84,250 ($78,000+$10,000 (land)

Under a special rule, when listed propertyExample.  You exchanged a fishing boat −$3,750).
used less than 100% for business is traded(adjusted basis $18,000) used in your busi- Loss.  Figure the basis for loss using the
for business property, your basis for depre-ness for a smaller f ishing boat (FMV smaller of your adjusted basis or the FMV at
ciating the newly acquired property must be$14,000) to be used in your business, a truck the time of the change. Assume the same
adjusted. First, figure the adjusted basis of(FMV $2,500) for personal use, and $500. facts as in the previous example, except that
the old property. Add to this adjusted basisDo not recognize the loss of $1,000 ($17,000 after being allowed depreciation deductions
any additional amount paid for the new prop-−$18,000). Your basis in the properties you of $3,750 you sell the property at a loss. Yourerty. Finally, subtract from that total any re-

receive is: adjusted basis in this case would be the FMVmainder of:
($80,000) because it is less than the ad-
justed basis ($88,000) on the date of theAdjusted basis of your old boat . . . . . . . . . $18,000 1) The depreciation that would have been
change. That amount ($80,000) is reducedallowable if the old property had beenMinus: Cash you received . . . . . . . . . . . . . . 500
by the depreciation deduction to arrive at aused 100% for business or investmentTotal basis of properties received $17,500
basis of $76,250 ($80,000−$3,750).purposes, over
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Part Three.

This Part discusses the items that go into figuring the gross profit of yourFiguring business—gross receipts and the cost of goods sold. The method for
figuring gross profit is essentially the same whether your business is a soleGross Profit proprietorship, a partnership, or a corporation.   

❏ 550 Investment Income and Example 2.  Both you and a house
Expenses painter are members of a barter club, an or-

ganization that each year gives its members7. ❏ 908 Tax Information on Bankruptcy
a directory of members and the services

❏ 1212 List of Original Issue Discount each member provides. Members get inBusiness Income Instruments touch with other members directly and bar-
gain for the value of the services to be
performed.

In return for accounting services you pro-
vided for the house painter’s business, theImportant Change Kinds of Income house painter painted your home. The fairfor 1994 market value of the services you receivedThis chapter primarily covers income from a
from the house painter must be included intrade or business. Income you may receiveNew Form 1099–C.  Beginning in 1994, cer-
your income, and the fair market value ofincludes:tain financial entities, including financial insti-
your accounting services must be included intutions, credit unions, and federal govern-
the house painter’s income.Business income.  Business income is in-ment agencies, are required to report on

come you receive when you sell your productForm 1099–C, Cancellation of Debt, any Example 3.  You are a member of a bar-
or services. Interest is business income to acanceled debt of $600 or more. The form ter club that uses credit units to credit or debit
lending company. Fees are business incomemust be filed even though the debtor may not members’ accounts for goods or services
to a professional person. Rents are businessbe subject to tax on the debt. See Canceled provided or received. As soon as units are
income to a person in the real estate busi-Debt, later. credited to a member’s account, the member
ness. Dividends generally are business in- can use them to buy goods or services or sell
come to a dealer in securities. All income re- or transfer the units to other members.
ceived by a corporation is business income The value of credit units received must beIntroduction regardless of its source. included in your gross income for the tax

You must report on your tax return any in- Example.  You work full t ime as a year in which the units are credited to your
come you receive from your trade or busi- mechanical engineer for an aircraft manufac- account.
ness or any other source unless it is ex- turer. During your nonworking hours, you are The dollar value of units received for ser-
cluded by law. The income can be in the form an artist. The income you receive from the vices by an employee of the club, who can
of cash, property, or services. Some types of sale of your paintings is business income. use the units in the same manner as other
income are: members, must be included in the employ-

Assignment of income.  All income you ee’s gross income for the tax year in which1) Interest, dividends, rents, royalties.
earn is taxable to you. You cannot avoid the received and is wages for social security and2) Payment for services, including fees,
tax by having the income paid to a third party. Medicare taxes (FICA), federal unemploy-commissions, fringe benefits, and simi-

ment taxes (FUTA), and income tax with-Example.  You rent out your property andlar items.
holding. See Chapter 34.the rental agreement directs the tenant to

3) Gain from the sale or exchange of prop-
pay the rent to your son. The amount paid to Example 4.  You are a cash method tax-erty (see Chapter 22).
your son is gross income to you. payer. You join a barter club and agree to

4) Income from the discharge of provide specific services to any member for
indebtedness. a specified number of hours. Each memberProperty or Services

has access to a directory that lists the mem-5) Distributive shares of partnership gross (Barter) bers of the club and the services available.income (see Chapter 29).
An exchange of property or services for your Members contact each other directly and
property or services is sometimes called bar- request services to be performed. You are
tering. Income received in the form of prop- not required to provide services unless re-Topics
erty or services must be included in income quested by another member, but you canThis chapter discusses:
at its fair market value on the date received. use as many of the offered services as you• Kinds of income If you receive the goods or services of an- wish without paying a fee.

• Items that are not income other in return for your goods or services and You must include the fair market value of
you both have definitely agreed ahead of any services you receive from club members• Accounting for your income
time as to the value of the goods or services, in your income when you receive them even• Prepaid income that value will be accepted as fair market if you have not provided any services to club
value, unless the value can be shown to be members.Useful Items otherwise.

You may want to see:
Example 1.  You perform legal services When to include in income.  If you receive

for a client, a small corporation. In payment income in the form of property or services,Publication
for your services, you receive shares of stock you may have to include the value of the

❏ 225 Farmer’s Tax Guide in the corporation. You must include the fair property or services in your income even
market value of the shares in income. before you get physical possession of the❏ 525 Taxable and Nontaxable Income
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property or make use of the services. See Interest.  Interest received on loans is busi- redemption of a municipal bond is not tax-ex-
ness income if you are in the business of empt interest. See Publication 550.Constructive receipt, later in this chapter.
lending money. In any business, interest re- For corporate bonds issued before May
ceived on notes receivable that you have ac- 28, 1969, or for government bonds issuedRents.  If you receive property or services as
cepted in the ordinary course of business is before July 2, 1982, you are not required toa payment of rent, you must include the fair
business income. include the original issue discount in incomemarket value of the property or services in

until the year the bond (or other evidence ofDiscounted loans.  If you are in the loanyour income.
indebtedness) is sold, exchanged, orbusiness, any payment you receive on a dis-Example.  You own an apartment build-
redeemed.counted loan usually includes both principaling, and you received a work of art created

If you hold a corporate bond or other evi-and interest. If you are a cash basis tax-by an artist in return for the artist’s rent-free
dence of indebtedness issued after May 27,payer, part of the discount is interest incomeuse of an apartment for six months. The fair
1969, you must include part of the OID in in-to you when you receive each payment. Ifmarket value of the art work is included in
come each tax year you own the bond. Theyou are an accrual method lender, the dis-your income, and the fair rental value of the rules for figuring how much discount to in-count is includible in income as it accruesapartment is included in the artist’s gross clude in income for a tax year are different forover the term of the loan, or it is includible as

income. obligations issued after July 1, 1982, and ob-you receive the payments if you receive the
ligations issued after December 31, 1984.payments before they accrue.

Property as dividend.  If you receive prop- For information on how much OID to in-Uncollectible loans.  If a loan payable to
erty in exchange for a dividend, include the clude in income for a tax year, see Publica-you becomes uncollectible during the tax
fair market value of the property in income. tion 1212.year, and you are on an accrual method of

accounting, you must include in gross in-
Information returns.  If you are involved in a come interest accrued up to the time the loan Dividends.  Generally, dividends are busi-
bartering transaction you may be required to became uncollectible. If the accrued interest ness income to dealers in securities. They
file information returns. See Chapter 37 for later becomes uncollectible, you may be able also are business income to partnerships
more details. to take a bad debt deduction. See Chapter and corporations that have invested their

15. funds in stocks. To most people engaged in
business, however, dividends are nonbusi-Unstated interest.  If little or no interestRental Income 
ness income. If an individual holds stock asis charged on an installment sale, unstatedThe amount you get from the rental of any
a personal investment separately from theinterest is considered to be included in theproperty is included in your gross income.
individual’s business activity, the dividendspayments received. See Unstated Interest inFor rental property, gross income means
from the stock are nonbusiness income.Chapter 25.gross receipts from rents.

Bond premium.  If a corporation issues
bonds and gets more than the face value of Canceled Debt Prepaid rent. Advance payments received
the bonds in return, the amount received thatunder a lease that does not put any restric- Beginning in 1994, certain financial entities,is greater than the face value is called bondtion on their use or enjoyment are income in including financial institutions, credit unions,premium. Bond premium is included in thethe year they are received. This is true no and federal government agencies, are re-corporation’s income, but not all of it is in-

matter what accounting method or period quired to report on Form 1099–C, Cancella-cluded in the year the bonds are issued. Part
you use. tion of Debt, any canceled debt of $600 orof the premium is included in income in each

more. The form must be filed even thoughtax year during the term of the bonds.
the debtor may not be subject to tax on theLease bonus.  A bonus that you receive To figure how much to include for each
debt.from a tenant for granting a lease is an addi- tax year, divide the number of months the

tion to the rent and included in your rental in- bonds are outstanding during the year by the
come in the year it is received. General Rule number of months from the date of issue to

the date of maturity. Then multiply this an- Generally, if a debt you owe is canceled or
Lease cancellation payments.  Payments swer by the total bond premium, less any forgiven, other than as a gift or bequest, you
that you receive from your tenant for cancel- conversion feature. For purposes of deter- must include the canceled amount in your
ing a lease are reported in gross income in mining premium, other interest-bearing obli- gross income for tax purposes. A debt in-
the year received. gations issued by corporations, such as de- cludes any indebtedness for which you are li-

bentures, notes, and certificates, are treated able or which attaches to property you hold.
Payments to third parties.  If your tenant the same way. Example.  You obtained a mortgage loan
makes payments to someone else under an Original issue discount (OID).  If a bond on your home several years ago at a rela-
agreement to pay your debts or obligations, is issued for a lower price than the amount tively low rate of interest. This year, in return
the payments are included in your rental in- the issuer will pay when the bond matures, for your paying off the loan early, the lending
come when the tenant makes the payments. the difference between the two amounts is institution cancels part of the remaining prin-
A common example of this kind of income is OID, which is the opposite of bond premium, cipal. You must include the amount canceled
a tenant’s payment of the landlord’s property just explained. You include bond premium in in gross income.
taxes on leased real property. income if you are the issuer of the bond. You

include OID in income if you are the pur- Exceptions to General Rule  Settlement payments.  Payments received chaser of the bond.
The following discussion covers exceptionsby the landlord in settlement of a tenant’s ob- OID must be included in your gross in-
to the general rule for canceled debt.ligation to restore the leased property to its come as ordinary income even though the

original condition are income in the amount bond is a capital asset in your hands. How-
Deductible debt.  You do not realize incomethat the payments exceed the adjusted basis ever, if the OID is less than one-fourth of 1%
from debt cancellation to the extent that pay-of the leasehold improvements destroyed, of the stated redemption price at maturity
ment of the debt would have given rise to aremoved, or disconnected by the tenant. times the number of full years from original
deduction.issue to maturity, the OID is considered to be

zero. Example.  You own a business and ob-Interest and Dividend
OID on a note issued by a municipality is tain accounting services on credit. Later,Income  considered tax-exempt interest if the note is when you are having trouble paying your

Interest and dividends may be considered not an industrial development bond or arbi- business debts (you are not bankrupt or in-
business income. trage bond. However, any gain on the sale or solvent), your accountant forgives part of the
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amount you owe for the accounting services. due to a discharge in bankruptcy, insol- Promissory notes. Negotiable promissory
How you treat the cancellation depends on notes and other evidences of indebtedness,vency, or of qualified farm indebted-
your method of accounting: given to you by a responsible and solventness. Depreciable real property ac-

maker are reported in gross income at theirquired in contemplation of the discharge1) Cash method – You do not include the fair market value when they are received, ifis not taken into account.debt cancellation in income because they are received as a part of your sales
payment for the services would have price and you use the cash method ofStockholder canceled debt.  If you, as abeen deductible as a business expense. accounting.stockholder, gratuitously cancel a debt owed

Discounting notes receivable. The dis-2) An accrual method – Your accountant’s to you by the corporation, the transaction is
counting of notes receivable is a commoncancellation of the debt must be in- generally a contribution to the capital of the
practice in some businesses. Many dealerscluded in income. This is because, corporation in the amount of the canceled
receive the notes of customers as paymentunder an accrual method of accounting, principal portion of the debt, so no income is
for articles sold. These notes are payablethe expense is deductible when the lia- realized by the corporation.
over a fixed period of time. The dealer thenbility is incurred, not when the debt is However, a solvent, accrual method cor-
sells the notes to a finance company, usuallypaid. poration may be required to report as income
for an amount lower than the face value ofany unpaid interest it previously deducted on
the notes.For information on the cash and accrual its debt to you. In the year the debt is for-

The dealer and the finance companymethods of accounting, see Chapter 4. given, the corporation would include in gross
often agree that a part of the price will be

income the unpaid interest it had deducted, held by the finance company in a dealer’s
Price reduced after purchase.  If you owe a but only up to the amount of the deductions reserve or similar account until collections
debt to the seller for property you purchased, that had lowered its tax in earlier tax years. are made or the reserve reaches a specified
and the seller reduces the amount you owe, total. Then the finance company pays or
generally you do not have income from the Bankruptcy.  A canceled debt is not in- credits the amount in the reserve to the
reduction. The part of the debt reduced is cluded in gross income if the cancellation dealer. Amounts held in the reserve are con-
treated as a purchase price adjustment and takes place in a bankruptcy case under title sidered income to the dealer.
reduces your basis in the property. 11 of the United States Code (the Bank- Under an accrual method of accounting,

ruptcy Code). See Publication 908 for more the full amount of the discount price, not re-
information.Discharge of qualified real property busi- duced by the reserve held by the finance

ness indebtedness.  Qualified real property company, is included in income when the
business indebtedness is indebtedness Insolvency.  Do not include a canceled debt notes are sold. This practice of discounting
(other than qualified farm debt): in gross income if the cancellation takes notes receivable is sometimes used by auto-

place when you are insolvent and the mobile dealers.1) That was incurred or assumed in con-
amount excluded is not more than the Losses on worthless notes.  Losses onnection with real property used in a
amount by which you are insolvent. See worthless notes that the finance companytrade or business,
Pub l i ca t ion  908  fo r  in fo rmat ion  on can charge against the reserve have no

2) That was secured by such real property, insolvency. bearing on the fact that taxable income has
been received by the dealer.3) That was incurred or assumed:

Qualified farm debt.  Do not include a quali-
a) Before January 1, 1993, or fied farm debt in gross income. See Cancel- Damages. You must include in gross income

lation of Debt in Chapter 4 of Publication 225 compensation you receive during the taxb) If incurred or assumed on or after that
for more information. year as a result of:date, is to acquire, construct, or sub-

stantially improve such real property, 1) Patent infringement,
and Other Income 2) Breach of contract or fiduciary duty, or

The following discussion includes other4) To which you elect to apply these rules. 3) Antitrust injury.types of business income you may receive.

Qualified indebtedness includes refi- Economic injury.  You may be entitledRestricted property. If you receive re-nancing of indebtedness described in (3) to a deduction against the income if it com-
stricted stock or other property for servicesabove, but only to the extent it does not ex- pensates you for actual economic injury.
performed, the fair market value of the prop-ceed the amount of indebtedness being Your deduction is the smaller of:
erty in excess of your cost is included in yourrefinanced.

1) The amount you receive or accrue forincome when the restriction is lifted. How-The amount excluded cannot exceed:
damages in the tax year reduced by theever, you can elect to be taxed in the year
amount you pay or incur in the tax year1) The excess (if any) of: you receive the property. For more informa-
to recover that amount, ortion on including restricted property in in-a) The outstanding principal amount of

come, see Publication 525. 2) The amount of your loss from the injurythe debt (immediately before the dis-
that you have not yet deducted.charge), minus

Capital gains.  Gains from the sale or ex-
b) The fair market value (immediately change of capital assets are included in your Punitive damages. You must also in-

before the discharge) of the business gross income. Under certain conditions, clude punitive damages in income.
real property that is security for the some business assets may be treated as
debt, reduced by any outstanding capital assets when they are sold or ex- Kickbacks.  Any kickbacks that you receive
principal amount of any other qualified changed. See Chapter 23. are included in your income. However, do
real property business indebtedness not include them in your income if you prop-
secured by this property as of the time Franchises, trademarks, trade names. erly treat them as a reduction of a related ex-
of the discharge. Amounts you receive or accrue during your pense item, cost of goods sold, or a capital

tax year that are based on the productivity, expenditure.2) The total adjusted bases of depreciable
use, or disposition of a franchise, trademark,real property (after reductions of tax at-
or trade name are generally includible intributes) held by you immediately before Recovery of items previously deducted. 
gross income as ordinary income. Seethe discharge. These adjusted bases If you recover a bad debt, prior tax, or any
Chapter 23.are determined after any basis reduction item deducted in a previous year, include the
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recovery in your income. However, if all or who are not direct beneficiaries of a service
part of the deduction in earlier years did not rendered or to be rendered by the corpora- Accounting for
reduce your tax, you may not have to include tion are not included in the corporation’s
all of the recovered amount in your income. gross income. However, the basis of prop- Your Income 
Exclude the part that did not reduce your tax. erty contributed or property purchased with

Accounting for your income for income taxIf you exclude part of the recovery from in- money contributed by nonshareholders must
purposes differs at times from accounting forcome, you must include with your return a be adjusted.
financial purposes. This section discussescomputation showing how you figured the For example, a contribution made to a some of the more common differences thatexclusion. corporation by a chamber of commerce or may affect business transactions.

civic organization to induce the corporationExample 1.  In 1994, the Maple Corpora- The income from your business is figured
to locate in its area is not includible in thetion had gross income of $8,000, a bad debt on the basis of a tax year (see Chapter 3)
gross income of the corporation.deduction of $300, and other allowable de- and according to your regular method of ac-

Contributions to capital or other pay-ductions of $7,700. If, in a later year, the Ma- counting (see Chapter 4). If the sale of a
ments to a corporation by persons who areple Corporation recovers all or part of the product is an income-producing factor in

$300 bad debt, it must include the recovery direct beneficiaries of a service rendered or your business, the use of inventories is usu-
in income in the year of recovery. to be rendered by the corporation are in- ally required to clearly show your income.

cluded in the corporation’s gross income.Example 2.  Joe Smith, a sole proprietor, Dealers in real estate are prohibited from us-
For example, to be entitled to receive ser-had the same income and deductions as the ing inventories. See Chapter 8 for more infor-

vice, subscribers to a television transmissionMaple Corporation in the preceding exam- mation on inventories.
service must contribute a specified sum to-ple. He also had personal exemptions of
ward the cost of constructing the facility for$4,900. He would not pay income tax even if Cash discounts. These are amounts that
supplying the television signal. They musthe did not deduct the bad debt. Therefore, he the seller permits you to deduct from the in-
also pay a monthly maintenance charge. Thewill not have to report as income any part of voice price for prompt payment. For income
initial contribution is neither a gift nor a contri-the $300 he may recover in any future year. tax purposes you can use either of two meth-
bution to capital, but is part of the paymentsDepreciation, depletion, or amortiza- ods to account for cash discounts. You can:
for services.tion.  Amounts deducted for these items in a

1) Deduct the cash discount fromprevious year are not amounts for which you
purchases (see Chapter 8), orcan claim no tax benefit was received. You Loans.  Money borrowed through a bona

must use any net operating loss carryovers fide loan is not income. 2) Credit the cash discount to a discount
and carrybacks and capital loss carryovers income account.
(or carrybacks for a corporation) to figure Appreciation. Increases in value of your
whether the previous deduction or credit ac- property are not income until you realize the You must use the method you select
tually reduced your tax for any previous year. increases through a sale or other taxable every year for all your purchase discounts.

disposition. If the second method is used, the credit
Recapture of depreciation.  If your busi- balance in the account at the end of your tax
ness use of listed property falls to 50% or year is business income. Under this method,Leasehold improvements. If a tenant
less in a tax year after the tax year you the cost of goods sold is not reduced by theerects buildings or makes improvements to
placed the property in service, you may have cash discounts you received. When valuingyour property, the increase in the value of the
to include in income part of the depreciation your closing inventory, you cannot reduceproperty that is due to the improvements is
you deducted in previous years. See Apply- the invoice price of merchandise on hand atnot income to you. However, if the facts indi-
ing the Predominant Use Test in Chapter 4 of the close of the tax year by the average orcate that the improvements are a payment of
Publication 534. est imated discounts received on therent to you, then the increase in value would

If you take a section 179 deduction for an merchandise.be income.
asset and before the end of the asset’s re-
covery period it is not used predominantly in Trade discounts.  These are reductionsExchange of property for like property.  If
business, you must recapture part of the sec- from list or catalog prices and usually are notyou exchange your business property or
tion 179 deduction. You do this by including written into the invoice or charged to the cus-property you hold for investment solely for
in income part of the deduction you took. See tomer. These discounts are not entered onproperty of a like kind to be used in your busi-
When To Recapture the Deduction in Chap- your books of account. Only the net amountness or to be held for investment, no gain or
ter 13. is included for purchases. See Trade dis-loss is recognized. A common type of non-

counts in Chapter 8.taxable exchange is the trade-in of a busi-
ness automobile for another business auto-

Constructive receipt.  Income is construc-mobile. See Chapter 22.Items That
tively received when it is credited to your ac-Are Not Income count or set apart in a way that makes itConsignments. Consignments of merchan-
available to you. You do not need to havedise to others to sell for you are not sales.In some cases the receipt of property or
physical possession of it. If you use the cashThe title of merchandise remains with you,money is not income.
method of accounting, report the income inthe consignor, even after the consignee pos-
the year it is constructively received. Seesesses the merchandise. Therefore, if youIssuance of stock.  Issuing stock does not
Chapter 4.ship goods on consignment, you have noproduce income for a corporation regardless

profit or loss until the merchandise has been Example.  Frances Jones, a service con-of the amount for which the stock was is-
sold by the consignee. Merchandise that you tractor, was entitled to receive a $10,000sued. This also applies to the sale of trea-
have shipped out on consignment is included payment on a contract in December 1994.sury stock.
in your inventory until it is sold. She was told in December that her payment

Merchandise that you receive on con- was available. At her request, she was notContribution to capital. A contribution to
signment is never included in your inventory. paid until January 1995. She must includecapital by an owner or stockholder of a busi-
Your profit or commission on merchandise this payment in her 1994 income because itness is not income to the business. For a cor-
consigned to you is included in your income was constructively received in 1994.poration, contributions to capital by non-
when you sell the merchandise or when youstockholders are not always included in Checks.  A valid check received before
receive your profit or commission, depend-gross income. Contributions to capital or the close of the tax year is constructive re-
ing upon the method of accounting you use.other payments to a corporation by persons ceipt of income in that year, even though you
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do not cash or deposit the check until the fol- the advance payments in income until you you agree to repair or replace certain parts
lowing year. earn them. However, you cannot postpone that fail to function properly in television sets

including them beyond the year after the that were sold by an unrelated party. You canExample.  Dr. Redd received a check for
year you receive them. include the payments in gross income as you$500 on December 31, 1994, from a patient.

earn them over the period of the contract.This check was not deposited in her busi-
Service agreements.  You can postpone re-ness account until January 2, 1995. This fee Example 3.  You own a dance studio. On
porting in income the advance payments youmust be included in her income for 1994. November 2, 1994, you received payment
receive under service agreements (includingAgents.  An agent is someone who en- for a one-year contract beginning on that
agreements providing for incidental replace-gages in business transactions for you. In- date and providing for 48 one-hour lessons.
ment of parts or materials) for property thatcome is constructively received by you in the You gave eight lessons in 1994. Under this
you offer to sell, lease, build, or install withoutyear your agent receives it. method of including advance payments, you
service agreements in the normal course ofPartnerships.  If you are a member of a must include one-sixth of the payment in in-
business.partnership, you are required to include in in- come for 1994 and five-sixths of the payment

come your share of the partnership profits in 1995, even if you cannot give all the les-Guarantees and warranties.  You generallywhether or not they are distributed to you. sons by the end of 1995.cannot postpone reporting as incomeFor each tax year, include your share of the
amounts that you receive under guarantee orprofits from the partnership’s tax year that Advance Income from Sales warranty contracts.ends during your tax year or that ends on the

If you use an accrual method of accounting,same day that your tax year ends.
any advance payments you receive for futurePrepaid rent or prepaid interest.  You can-Debts paid by another person or can-

not postpone reporting income from prepaid sales or other dispositions of goods are in-celed.  If your debts are paid by another per-
rent or for prepaid interest. Prepaid rent does cluded in your income under special rules.son or are canceled by your creditors, you
not include payments for use of rooms or Under these rules, advance payments in-may have to report part or all of this debt re-
other space when significant services are clude those you receive under an agreementlief as income. If you receive income in this
also provided for the occupant. You provide for future sales of goods you hold primarilyway, the income is constructively received by
significant services when you supply space for sale to your customers in the ordinaryyou when the debt is canceled or paid. See
in hotels, boarding houses, tourist homes, course of your trade or business. They alsoCanceled Debt, earlier.
motor courts, motels, or apartment houses include payments received under agree-
that furnish hotel services. ments for building, installing, or manufactur-Payment placed in escrow. If part or all of

ing items if you do not complete the agree-the purchase price is placed in escrow by the
Postponement not allowed.  Usually youbuyer, you do not include any part of it in ment in the tax year.
cannot postpone including advance pay-gross sales until it is actually or construc- If the advance payments are for contracts
ments for services if, under the agreement:tively received. However, upon completion of involving both sale and service of goods, it

the terms of the contract and the escrow may be necessary to treat them as two1) You are to perform any part of the ser-
agreement, you will have taxable income, agreements. An agreement also means a giftvices after the end of the tax year imme-
even if you do not accept the money until the certificate that can be redeemed for goods.diately following the year you receive
next year. the advance payments, or Amounts that are due and payable are

treated as received.2) You are to perform any part of the ser-
Insurance proceeds.  These are discussed vices at any unspecified future date that
in Chapters 18 and 26. Inclusion in income.  You can choose whenmay be after the end of the tax year im-

to report the advance payments in income.mediately following the year you receive
Sales returns and allowances.  Credits you You can include them in income in the taxthe advance payment.
allow customers for returned merchandise year in which you receive them. Under an al-
and any other allowances you make on sales ternative method, you can include them inAny advance payment that you include in
are deductions from gross sales in figuring income in the earlier of the:gross receipts in the tax year you receive the
net sales. payment cannot be less than the amount of 1) Tax year in which you include the ad-

the payment you include as gross receipts in vance payments in gross receipts underPrepaid Income gross income in your books and records and the method of accounting that you use
all your reports (including consolidated finan-Prepaid income is generally included in your for tax purposes.
cial statements) to shareholders, partners,gross income in the year that it is received.

2) Tax year in which you include any partand other proprietors or beneficiaries, and inHowever, the amount received is not income
of the advance payments in any of yourreports you prepare for credit purposes.unless it is subject to your free and un-
financial reports under the method of ac-If you want to change your method of re-restricted use. Prepaid income must be
counting used for those reports.porting advance payments, you must first gettreated this way whether you use the cash or

consent from the IRS. See Chapter 4 for in-an accrual method of accounting. But, if you
Your financial reports include consoli-formation on how to apply for a change inuse an accrual method and meet the condi-

dated financial statements; reports to share-your accounting method.tions explained in Advance Income for Ser-
holders, partners, beneficiaries, and otherAll of the following examples use the cal-vices, next, you may be able to postpone in-
proprietors; and reports you prepare forendar year as the tax year and an accrualcluding these amounts in income until the
credit purposes.method of accounting.year you earn them.

If you must repay any part or all of the Example 1.  You manufacture, sell, and Example 1.  You are a retailer who uses
prepaid income in a later year, you can ordi- service television sets. In 1994, you received an accrual method of accounting under
narily deduct the repayment in the year you payment for a one-year contingent service which you account for your sales of goods
make the repayment. See Chapter 20. contract on a television set you sold. You can when you ship the goods. You use this

postpone including this payment in income if method for both tax and reporting purposes.
you offer the television sets for sale withoutAdvance Income for Services Therefore, you must include advance pay-
the contingent service contracts in the nor- ments you receive in gross receipts for taxIf you use an accrual method of accounting
mal course of your business. purposes either in the tax year you receiveand, under an agreement, you receive ad-

the payments or in the tax year you ship thevance payments for services to be per- Example 2.  You are in the television re-
goods. However, see Exception for inventoryformed by the end of the next tax year, you pair business. In 1994, you received pay-
goods, later.can make an election to postpone including ments for one-year contracts under which
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Example 2.  You are a calendar year tax- this second year, you must deduct all actual your cost of goods sold the cost of the goods
payer who makes household furniture. You (or similar goods) on hand or, if no suchor estimated inventoriable costs of goods
use an accrual method of accounting. Under goods are on hand, the estimated inventori-necessary to satisfy the contract.
your method of accounting, you accrue in- able costs necessary to satisfy the contract.Any difference between the estimated
come for your financial reports when you Because no further deferral is allowableand the actual costs in fulfilling the contract
ship the furniture. For tax purposes, you do for the contract, you must include in yourmust be taken into account as an adjustment
not accrue income until the furniture has gross income for each remaining year of theto cost of goods sold when the goods are de-
been delivered and accepted. contract the advance payments you receivelivered. After the second tax year, any more

In 1993, you received an advance pay- in each of those years. Any difference be-advanced payments received on this con-
ment of $8,000 from a customer for an order tween the estimated costs and the costs youtract are reported in income in the year re-
of furniture to be made for a total price of actually have in satisfying the contract will beceived because no further deferral is allowa-
$20,000. You shipped the furniture to your taken into account in 1997, when you deliverble on this contract.
customer in December 1993, but it was not the goods.Substantial advance payments.  Under
delivered and accepted until January 1994. an agreement for a future sale, substantial

You must include the entire $8,000 ad- advance payments are considered received Information schedule.  If you use this alter-
vance payment in your gross income for by the end of a tax year. But the total ad- native method of treating advance payments
1993. You include the remaining $12,000 of vance payments received during the current for sales of goods, attach to your income tax
the contract price in your gross income for and preceding tax years must be equal to or return for each tax year a statement that
1994. more than the total costs and expenditures shows the following:

reasonably estimated to be includible in in-
1) Total advance payments you received inException for inventory goods.  If you re- ventory because of the agreement.

the current tax year.ceive advance payments under an agree-
Example.  You are a calendar year, ac-ment for the sale of goods that are included 2) Total advance payments you received incrual method taxpayer who accounts for ad-in your inventory or under an agreement, earlier tax years that you have not in-vance payments under the alternativesuch as a gift certificate, that can be satisfied cluded in income before the current taxmethod. In 1991, you entered into a contractwith goods or a type of goods that cannot be year.for the sale of goods that are properly includi-identified in the year of sale, you may be able

ble in your inventory. The total contract price 3) Total payments you received in earlierto postpone including the advance payments
is $50,000 and you estimate that your total tax years that you have included in in-in income in the year of receipt. However,
inventoriable costs for the goods will be come for the current tax year.you can postpone including these payments
$25,000. You receive the following advanceuntil no later than the end of the second tax
payments under the contract:year following the end of a tax year in which To change to this method of reporting

you received an advance payment if, on the your income, you must first get consent from
1991 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,500last day of your tax year, you meet the follow- the IRS. See Chapter 4 for more information
1992 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000ing conditions: on changing your accounting method.
1993 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 7,500

1) You account for advance payments
1994 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000

under the alternative method, as dis- Nonstock Membership1995 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000cussed earlier in Inclusion in income. Organization 1996 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000
2) You have received substantial advance A nonstock membership organization that

payments, discussed later, on the Your customer asked you to deliver the does not distribute earnings to its members
agreement. goods in 1997. In your 1992 closing inven- can choose to report prepaid dues as income

tory, you had enough of the type of goods3) You have on hand or available to you over the period it is liable for providing ser-
specified in the contract on hand to satisfythrough your normal source of supply in vices or privileges to members because of
the contract. Since the advance paymentsthat year enough substantially similar those dues. To make this choice, the organi-
you had received by the end of 1992 weregoods to satisfy the agreement. zation must use an accrual method of ac-
more than the inventoriable costs you esti- counting and the period for providing ser-
mated you would have, the payments areIf you meet these conditions, then by the vices must not be more than 36 months. The
substantial advance payments.end of the second tax year after the year in organization can make this choice without

All payments you receive by the end ofwhich you received substantial advance pay- first getting consent from the IRS if it is made
1994, the second tax year following the taxments, you must include in income all ad- for the first tax year in which prepaid dues
year in which substantial advance paymentsvance payments you have received to date are received or accrued or for the first tax
are received, are included in income forthat have not already been included in in- year that it becomes a nonstock membership
1994. Therefore, you must include $40,000come under your accrual method of account- organization. The choice must be made on a

ing for advance payments. Also by the end of in income for 1994, and you must include in timely filed return, including extensions.
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your accounting method. If such a deduction
is taken, then those costs and expenses thatFiguring Cost
are incurred in the year of the contribution8.
are not treated as resulting in a basis for theof Goods Sold 
contributed property.

Add to your beginning inventory the cost ofCost of Goods
Example 1.  You are a calendar year tax-inventory items purchased during the year,

payer who uses an accrual method of ac-including all other items entering into the costSold
counting. In 1994 you contributed propertyof obtaining or producing the inventory. From
from inventory to a church. It had a fair mar-this total, subtract your inventory at the end
ket value of $600. The closing inventory atof the year. The remainder represents the

cost of goods sold during the tax period. It the end of 1993 properly included $400 ofIntroduction should not include selling expenses or any costs due to the acquisition of the property,
other expenses that are not required to be in- and in 1993, you properly deducted $50 ofIf you make or buy goods to sell, you are enti-
cluded in inventory. administrative and other expenses attributa-tled to deduct the cost of goods sold on your

The following computation of the cost of ble to the property as business expense. Thetax return. You deduct these costs from your
goods sold is keyed by numbers to a discus- amount of the charitable contribution allowedgross receipts. However, to determine these
sion below of each i tem used in the for 1994 is $400 ($600 − $200). The $200 iscosts, you must maintain inventories.
computation. the amount that would be ordinary income ifManufacturers, wholesalers, retailers,

the contributed inventory had been sold atand every other business that makes, buys,
1. Inventory at beginning of fair market value on the date of the gift. Theor sells goods to produce income, must de-

year . . . . . . . . . . . . . . . . . . . . $30,700 cost of goods sold to be used in determiningtermine the value of inventory at the begin-
Minus: Cost of gross income for 1994 may not include thening and the end of each tax year. Invento-
merchandise contributed $400. That amount is removed from openingries include goods held for sale in the normal
to charitable inventory for that year.course of business as well as raw materials
organizations during theand supplies that will physically become a Example 2.  If, in Example 1, the contrib-year . . . . . . . . . . . . . . . . . . . . 400 $ 30,300part of merchandise intended for sale. uted property had been acquired in 1994 at a

Add:You must take physical inventories at cost of $400, the $400 cost of the property
2. Merchandise (or rawreasonable intervals and the book figure for would be included in figuring the cost of

materials) purchasedinventory must be adjusted to agree with the goods sold for 1994, and the $50 of adminis-
during the year . . . . . . . . . $60,000actual inventory.

trative and other expenses attributable to the
The inventory methods described in this 3. Labor . . . . . . . . . . . . . . . . . . 20,000

property would be allowed as a deduction forchapter apply to sole proprietorships, part- 4. Materials and supplies 4,000 that year. You would not be allowed any fur-nerships, and corporations. 5. Other costs . . . . . . . . . . . . . 6,000 90,000 ther deduction for the contributed property.
6. Cost of goods in

Accrual accounting method required.  If
inventory . . . . . . . . . . . . . . . $120,300 2. Merchandise or Raw Materials Pur-you must account for inventories in your bus-

Subtract: chased.  For manufacturers or producers,iness, you must use an accrual method of ac-
7. Inventory at end of year 35,000 this includes the cost of all raw materials orcounting for your purchases and sales. See

parts purchased for manufacture into a fin-Result:Chapter 4.
ished product. For merchants, it includes all8. Cost of goods sold . . . . . $ 85,300
merchandise bought for sale.Accrual method not required.  Personal

Trade discounts. The differences be-service businesses, such as those of doc-
tween the stated prices of articles and the ac-tors, lawyers, carpenters, and painters, usu- 1. Inventory at Beginning of Year.  For a
tual prices you pay for them are called tradeally are not required to use inventories. Their manufacturer or producer, the beginning in-
discounts. The prices you pay (not the statedgross business income usually is the same ventory includes the total cost of raw materi-
prices) must be used in figuring your cost ofas their gross receipts, and most of them use als, work in process, finished goods, and
purchases. Do not show the discountthe cash method of accounting. However, if materials and supplies used in manufactur-
amount separately as an item in grossthey also sell or charge for the materials and ing the goods. For merchants, it consists of
income.supplies that are normally used in their busi- merchandise held for sale, discussed in In-

A dealer must record the cost of an articlenesses or professions, they must use ventories in Publication 538.
in inventory reduced by the amount of a man-inventories. Opening inventory usually will be identi-
ufacturer’s rebate that represents a tradecal with the closing inventory of the year
discount.before. Any difference must be explained inTopics

Cash discounts.  Cash discounts area schedule attached to the return.This chapter discusses:
amounts your suppliers let you deduct fromDonation of inventory.  If you donate• Figuring cost of goods sold
your purchase invoices for prompt pay-any inventory item to a charitable organiza-

• Inventories ments. There are two methods of accountingtion, the amount of your deductible contribu-
for cash discounts. You may either credittion is the fair market value of the item, less• Uniform capitalization rules
them to a separate discount account or de-the amount that would be ordinary income if
duct them from total purchases for the year.you had sold the item at its fair market valueUseful Items
Whichever method you use, you must beon the date of gift.You may want to see:
consistent. If you want to change yourCosts and expenses for the contributed
method of figuring inventory cost, you mustproperty that were incurred in earlier yearsPublication
get consent from the IRS. See Publicationmust be removed from opening inventory.

❏ 538  Accounting Periods and 538.They are not a part of cost of goods sold for
Methods If you credit cash discounts to a separatefiguring gross income for the year of the con-

account, you must include this credit balancetribution. Costs and expenses for the contrib-
Form (and Instructions) in your business income at the end of the taxuted property that were incurred in the year

year. If you use this method, do not reduce❏ 970 Application To Use LIFO of the contribution are deductible as part of
Inventory Method your cost of  goods sold by the cashcost of goods sold for that year, if this treat-

discounts.ment of costs and expenses is proper under
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Purchase returns and allowances.  All Freight-in. Freight-in, express-in, and The rules discussed here only apply if
cartage-in on raw materials, supplies that arereturns and allowances must be deducted they do not conflict with the uniform capitali-
used in production, and merchandise that isfrom your total purchases during the year. zation rules under the Internal Revenue
purchased for sale are all part of cost of Code section 263A.Merchandise withdrawn from sale.  If
goods sold.you withdraw merchandise for your personal

Overhead expenses. Overhead ex-or family use, you must exclude this cost Items included in inventory.  Inventories
penses include such expenses as rent, heat,from the total amount of merchandise you include all your finished or partly finished
light, power, insurance, depreciation, taxes,bought for sale. You do this by crediting the goods and raw materials and supplies that
maintenance, labor, and supervision. Thepurchases or sales account with the cost of will become a part of the merchandise you in-
overhead expenses you have as direct andmerchandise you withdraw for personal use. tend to sell.
necessary expenses of the manufacturingThe amount should be charged to your draw- Merchandise.  You include merchandise
operation are included in your cost of goodsing account. You should keep a separate ac- in your inventory only if you have title to it.
sold.count of all goods you withdraw for personal You include merchandise you purchase in in-

or family use. ventory if title to it has passed to you, even
6. Cost of Goods Available for Sale.  The though it is in transit or you do not have phys-
total of items 1 through 5 represents the cost3. Labor. Labor costs usually are an element ical possession of it for some other reason.
of the goods available for sale during theof cost of goods sold only in a manufacturing Your inventory also includes:
year.or mining business. Small merchandising

1) Goods under contract for sale that youconcerns usually do not have labor costs that
have not yet segregated and applied to7. Inventory at End of Year.  The value ofcan properly be charged to cost of goods
the contract,your closing inventory (including, as appro-sold. However, see Uniform Capitalization

priate, the allocable parts of the cost of rawRules, later. In a manufacturing business, la- 2) Goods out on consignment (see Con-
materials and supplies, direct labor, andbor costs that are properly allocable to the signments in Chapter 7), and
overhead expenses) is subtracted from thecost of goods sold include both the direct and

3) Goods that are in display rooms, mer-amount in item 6.indirect labor used in fabricating the raw ma-
chandise mart rooms, or booths that areterial into a finished, salable product.
located away from your place of8. Cost of Goods Sold.  When your closingDirect labor.  Direct labor costs are the
business.inventory is subtracted from the cost ofwages paid to those employees who spend

goods in inventory, the remainder is yourall their time working directly on the product
cost of goods sold during the tax year. When In figuring gross income, you may be per-being manufactured. They also include a
you subtract your cost of goods sold from mitted to account for the sale of your productpart of the wages paid to employees who
your adjusted gross receipts, the remainder when the goods are shipped, when the prod-work directly on the product part time, if that
is your gross profit from sales. See the illus- uct is delivered or accepted, or when title topart of their wages can be determined.
tration in Chapter 9. the goods passes to the customer, whetherIndirect labor.  Indirect labor costs are

or not billed, depending upon the methodthe wages paid to employees who perform a
you use for keeping your books. Do not in-general factory function that does not have
clude the goods you have sold in yourany immediate or direct connection with Inventories inventory.making the salable product, but that is a nec-

Containers. You include containers inessary part of the manufacturing process. Inventories are necessary to clearly show in-
your inventory if title to them has not passedOther labor.  Other labor costs that are come when the production, purchase, or sale
to the buyer of the contents. Containers in-not properly chargeable to the cost of goods of merchandise is an income-producing fac-
clude such items as kegs, bottles, andsold may be deducted as selling or adminis- tor in your business.
cases, whether or not on hand and whethertrative expenses. Generally, if the uniform The most common kinds of inventories
or not returnable. If title has passed to acapitalization rules do not apply, the only are:
buyer, you exclude the containers from in-kinds of labor costs that are properly charge-

1) Merchandise or stock in trade, ventory. Under certain circumstances, someable to your cost of goods sold are the direct
containers may be depreciated. See Chapter2) Raw materials,or indirect labor costs, and certain other
13.costs that are treated as overhead expenses 3) Work in process,

C.O.D. mail sales. If you sell merchan-properly charged to the manufacturing pro-
4) Finished products, and dise by mail and intend payment and deliverycess, as discussed below under Other

to happen at the same time, title passesCosts. 5) Supplies that physically become a part
when payment is made. Include the mer-of the item intended for sale.
chandise in your closing inventory until the4. Materials and Supplies.  Materials and
buyer pays for it.supplies, such as hardware and chemicals, The value of inventories at the beginning and

used in manufacturing goods are charged to end of each tax year is required to determine
cost of goods sold. Those that are not used Items excluded from inventory.  Excludetaxable income. To determine the value of
in the manufacturing process are treated as from your inventory all goods you have sold,your inventory, you need a method for iden-
deferred charges, deductible as a business but be sure that the title to them has passedtifying the items in your inventory and a
expense when used. For additional informa- to the buyer. Also exclude goods in your pos-method for valuing these items.
tion, see  Business expenses in Chapter 5. session that are consigned to you and goodsInventory valuation rules cannot be the

you ordered for future delivery if you do notsame for all kinds of businesses. The
yet have title to them. See Consignments in5. Other Costs.  Examples of other costs in- method you use must conform to generally
Chapter 7.curred in a manufacturing or mining process accepted accounting practices used for simi-

lar businesses, and it must clearly show in-that are chargeable to your cost of goods Other assets.  Other assets such as
come. To clearly show income, you mustsold are as follows. land, buildings, and equipment used in your
consistently use the same inventory method business, as well as notes and accounts re-Containers. Containers and packages
from year to year. ceivable, and similar assets, are not includedthat are an integral part of the product manu-

The value of your inventory may include in your inventory. Also, real estate held forfactured are a part of your cost of goods sold.
certain capitalized costs. These rules are ex- sale by a real estate dealer in the ordinaryIf they are not an integral part of the manu-
plained later under Uniform Capitalization course of business is not included infactured product, their costs are shipping or
Rules. inventory.selling expenses.
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the 3 preceding tax years. For information on the cost method, the value of your closingCost Identification 
inventory would be $950.this method, see section 474 of the Internal

There are three methods of identifying items Revenue Code. Market value. Under ordinary circum-
in inventory—specific identification, first-in stances and for normal goods, market value
first-out (FIFO), and last-in first-out (LIFO). means the usual bid price at the date of yourValuing Inventory

inventory. This price is based on the volume
Specific identification method.  The spe- Since valuing the items in your inventory is a of merchandise you usually buy. Thus, if you
cific identification method is used to identify major factor in figuring your taxable income, buy items in small lots at $10 an item and a
the cost of each inventoried item by match- the method you use to value your inventory is competitor buys identical items in larger lots
ing the item with its cost of acquisition in ad- very important. The two common methods to at $8.50 an item, your usual market price is
dition to other allocable costs, such as labor value non-LIFO inventory are the specific higher than your competitor’s.
and transportation. cost identification or cost method and the The lower of cost or market rule applies to

If there is no specific identification of lower of cost or market method. goods purchased and on hand, and to basic
items with their costs, you must make an as- For a new business not using LIFO, you elements of cost (direct materials, direct la-
sumption to decide which items were sold may select either method to value your in- bor, and an allocable share of indirect costs)
and which remain in inventory. Make this ventory. You must use the same method to of goods in process of manufacture and fin-
identification by either the FIFO method, or value your entire inventory, and you may not ished goods on hand. It does not apply to
the LIFO method. change to another method without consent goods on hand or in process of manufacture

from the IRS. for delivery at fixed prices on a firm sales
FIFO and LIFO methods.  The FIFO contract (that is, not legally subject to cancel-
method assumes that the items you pur- Cost method.  To properly value your inven- lation by either you or the buyer). These
chased or produced first are the first items tory at cost, you must include all direct and goods must be inventoried at cost.
you sold, consumed, or otherwise disposed indirect costs that are associated with it. Ap- Lower than market.  When, in the regu-
of. ply the following rules: lar course of business, you have offered

The items in inventory at the end of the merchandise for sale at prices lower than1) For merchandise on hand at the begin-year are valued as the items most recently market, the inventory may be valued at thesening of the tax year, cost means the in-purchased or produced. If there is intermin- prices, less the direct costs of disposition.ventory price of the goods.gling of the same type of goods in your inven- Figure these prices from the actual sales for
2) For merchandise purchased during thetory so that they cannot be identified with a reasonable period before and after the

year, cost means the invoice price lessspecific invoices, you must use the FIFO date of your inventory. Prices significantly
appropriate discounts plus transporta-method to value these items, unless you different from the actual prices determined
tion or other charges you incur in acquir-elect to use the LIFO method. are not acceptable as reflecting the market.
ing the goods. In addition, see UniformThe LIFO method assumes that the No market exists.  If no market exists, or
Capitalization Rules, later, for any addi-items of inventory that you purchased or pro- if quotations are given without reference to
tional cost that may have to be includedduced last are sold or removed from inven- actual conditions because of an inactive
in the inventoriable cost of goodstory first. Thus, items included in your closing market, you must use whatever evidence of
purchased.inventory are considered to be, first, those a fair market price is available, at the dates

from the opening inventory in order of acqui- nearest your inventory date. This evidence3) For merchandise produced during the
sition and, second, those items acquired in could include specific purchases or salesyear, cost means all direct and indirect
the current year. you or others made in reasonable volumecosts that are required to be capitalized

The FIFO method and the LIFO method and in good faith, or compensation paid forunder the uniform capitalization rules.
produce different results in income depend- cancellation of contracts for purchase
ing on the trend of price levels of the goods commitments.Discounts.  You must reduce the cost of
included in those inventories. In times of in- Unsalable goods. Unsalable goods areyour inventory by trade discounts for volume
flation when prices are rising, LIFO will pro- goods in your inventory that you cannot sellpurchases. You may choose whether to de-
duce a larger cost of goods sold and a lower at normal prices or in the usual way becauseduct cash discounts for prompt payment, but
closing inventory. Under FIFO, the cost of of damage, imperfections, shop wear,you must treat them the same way from year
goods sold will be lower and the closing in- changes of style, odd or broken lots, or otherto year. If you do not deduct the cash dis-
ventory will be higher. However, in times of similar causes, including secondhand goodscounts from your inventory costs, you must
falling prices, LIFO will produce a smaller taken in exchange. You value these goods atinclude them in your business income.
cost of goods sold and a higher closing in- selling prices minus direct costs of disposi-
ventory. Under FIFO the reverse will be true. tion, no matter what method you use to valueLower of cost or market method.  Lower of

Adopting LIFO method.  To adopt the the rest of your inventory. If these goods con-cost or market means that you compare the
LIFO method, you are required to file Form sist of raw materials or partly finished goodsmarket value of each item on hand at the in-
970, or a statement that has all the informa- held for use or consumption, they are valuedventory date with its cost and use the lower
tion required in Form 970. You must file the on a reasonable basis, considering the us-value as its inventory value. Thus, if at the
form (or the statement) with your timely filed ability and condition of the goods. Do notend of your tax year you had the following
tax return for the year in which you first use value them for less than scrap value.items on hand, the value of your closing in-
LIFO. ventory would be $600.

You may qualify for an automatic exten- Perpetual or book inventories. You may
sion of 12 months to make this election; see Whichever figure the cost of goods on hand by perpetual
Revenue Procedure 92–85 for  more Cost Market is lower or book inventories if you use sound ac-Items
information. counting practices. Inventory accounts, how-R . . . . . . . . . . . . . . . . . . . $300 $500 $300

There are very complex rules involved in ever, are charged with the actual cost ofS . . . . . . . . . . . . . . . . . . . 200 100 100
using the LIFO method that are not dis- goods purchased or produced, and creditedT . . . . . . . . . . . . . . . . . . . . 450 200 200
cussed in this publication. For more informa- with the value of goods used, transferred, or

Totals $950 $800 $600tion, see the regulations under section 472 of sold. Credits are figured on the basis of the
the Internal Revenue Code. actual cost of goods acquired during the year

If you use this method, you must value eachAn eligible small business may elect the and the inventory value at the beginning of
item in the inventory. You may not value thesimplified dollar-value LIFO method. An the year.
entire inventory at cost ($950) and at marketeligible small business is one with average Physical inventories.  You must take
($800) and use the lower figure. If you useannual gross receipts of $5 million or less for physical inventories at reasonable intervals
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and the book figure for inventory must be ad- allocable portion of most indirect costs that 2) Property you use for personal or non-
justed to agree with the actual inventory. business purposes, or for purposes notbenefit or are incurred because of production

connected with a trade or business or anor resale activities. This means that certain
Practices not approved.  The following are activity conducted for profit;expenses you have during the year are in-
some of the inventory practices that are not cluded in the basis of property you produce

3) Research and experimental expendi-recognized for tax purposes: or in your inventory costs, rather than
tures deductible under section 174;claimed as a current deduction. You will re-1) Deducting a reserve for price changes

cover these costs through depreciation,or an estimated amount for depreciation
4) Intangible drilling and developmentamortization, or cost of goods sold when youin the value of your inventory,

costs of oil and gas or geothermal wells,use, sell, or otherwise dispose of the2) Taking work in process or other parts of or any amortization deduction allowableproperty.your inventory at a nominal price or less under section 59(e) for intangible drill-You are subject to the uniform capitaliza-than its full value, ing, development, or mining explorationtion rules if, in the course of a trade or busi-
expenditures;3) Omitting part of your stock on hand, ness or an activity carried on for profit, you:

4) Using a constant price or nominal value
5) Property you produce under a long-termfor so-called normal quantity of materi- 1) Produce real or tangible personal prop- contract, except for certain home con-als or goods in stock, erty for use in the business activity, struction contracts described in section

5) Including stock in transit, shipped either 460(e)(1);
to or by you, the title to which you do not 2) Produce real or tangible personal prop-
hold, erty for sale to customers, or 6) Timber and certain ornamental trees

you raise, harvest, or grow, and the un-6) Separating indirect production costs into
derlying land;3) Acquire property for resale. However,fixed and variable production cost clas-

this rule does not apply to personalsifications and then allocating only the
7) Qualified creative expenses you incurproperty if your average annual grossvariable costs to cost of goods produced

as a free-lance writer, photographer, orreceipts are not more than $10 million.while treating fixed costs as period costs
artist;that are currently deductible (the direct

cost method), or
8) Costs allocable to natural gas acquiredYou produce property if you construct, build,

7) Treating all or almost all indirect produc- for resale, to the extent these costsinstall, manufacture, develop, improve, cre-tion costs (whether fixed or variable) as would otherwise be allocable to ‘‘cush-ate, raise, or grow the property. Property pro-period costs that are currently deducti- ion gas’’ stored underground;duced for you under a contract is treated asble (the prime cost method).
produced by you to the extent that you make

9) Property produced if substantial con-payments or otherwise incur costs for theGains and losses.  If items included in in- struction occurred before March 1,property.ventory are damaged by a fire or other casu- 1986;Tangible personal property includesalty, or are stolen, a casualty or theft loss
films, sound recordings, video tapes, books,may result. You do not claim a loss if the cost 10) Property provided to customers incidentartwork, photographs, or similar property.of the damaged or lost goods has been in- to the provision of services, if it is deHowever, free-lance authors, photogra-cluded in cost of goods sold. See Loss of in- minimis in amount and not inventory inphers, and artists may be exempt from theventory in Chapter 26. Any loss from casu- the hands of the service provider; anduniform capitalization rules. See Publicationalty or theft is reflected in the cost of goods
538 for more information.sold. 11) The origination of loans.

For information about how the capitaliza-Sale of entire inventory.  You must in-
tion rules apply to certain inventory methods,clude the total amount you receive from the
see section 1.263A of the Income Tax Regu- De minimis exception. The costs of certainsale of your entire inventory on your return as
lations.  producers using a simplified productionordinary income. For the sale of your entire

method are not subject to the uniform capi-inventory, such as when you sell or dispose
talization rules if their total indirect costs areof your business, see Chapter 28.

Exceptions.    The uniform capitalization $200,000 or less. See section 1.263A–2(b)
rules do not apply to: of the Regulations for more information.Uniform Capitalization Special uniform capitalization rules apply

Rules 1) Resellers of personal property with av- to farming businesses. See Special Rules for
erage annual gross receipts of not moreUnder the uniform capitalization rules, you Farm Property, in Publication 225, Farmer’s
than $10 million;are required to capitalize direct costs and an Tax Guide.
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Illustration.  This illustration of the gross have been included in the inventory and that
profit section of the income statement of a re- proper pricing techniques have been used.
tail business shows how gross profit is9. Avoid using adding machine tapes as the
figured. only evidence for your inventory. Inventory

forms are available at office supply stores.Gross Profit
These forms have columns for recording theIncome Statement
description, quantity, unit price, and value ofYear Ended December 31, 1994
each inventory item. Each page has space to
record who made the physical count, whoGross receipts . . . . . . . . . . . . . . . . . . . . . . . . $400,000
priced the items, who made the extensions,Minus: Returns and allowances . . . . . . 14,940
and who proofread the calculations. TheseIntroduction Net receipts . . . . . . . . . . . . . . . . . . . . . . . . . . $385,060
forms will help satisfy you that the total inven-Minus: Cost of goods sold . . . . . . . . . . . . 288,140

After you have figured the gross receipts tory is accurate. They will also provide you
Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . $ 96,920

from your business (Chapter 7) and the cost with a permanent record to support its
of goods sold (Chapter 8), you are ready to validity.

The cost of goods sold for this business isfigure your gross profit. You must determine Inventories are discussed in Chapter 8.
figured as follows:gross profit before you can take any deduc-

tions for business operations. These deduc-
Inventory at beginning of year . . . . . . . . $ 37,845tions are discussed in Part 4 of this book. Testing Gross
Plus: Purchases . . . . . . . . . . $285,900 Profit Accuracy  Minus: Items withdrawn for

Topics personal use . . . . . . . . . . . 2,650 283,250 If you are in a retail or wholesale business,This chapter discusses:
Goods available for sale . . . . . . . . . . . . . . $321,095 you can check the accuracy of your gross
Minus: Inventory at end of year . . . . . . . 32,955 profit figure. First, divide gross profit by net• Figuring gross profit
Cost of goods sold . . . . . . . . . . . . . . . . . . $288,140 receipts. The resulting percentage measures

the average spread between the merchan-• Testing gross profit accuracy
dise cost of goods sold and the selling price.

• Additions to gross profit Next, compare this percentage to yourPoints to Check markup policy. Little or no difference be-
Consider the following items before figuring tween these two percentages shows thatUseful Items your gross profit. your gross profit figure is accurate. A largeYou may want to see:

difference between these percentages may
show that sales, purchases, inventory, orGross receipts.  Even very small busi-

Publication other items of cost have not been figured ac-nesses find it helpful to use cash registers to
curately. The reason for the differencekeep track of receipts. You should also use a

❏ 538 Accounting Periods and Methods should be determined.proper invoicing system and keep a separate
Example.  Joe Able operates a retail bus-bank account for your business. At the end of

iness. On the average, he marks up his mer-each business day, make sure your records
balance with your actual cash and credit re- chandise so that he will realize a gross profit
ceipts for the day. of 331/3% on its sales. The net receipts (gross

receipts minus returns and allowances)Figuring Gross Profit 
shown on his income statement for 1994 isSales tax collected.  Check to make sure
$300,000.  His cost  of  goods sold isyour records show the correct amount ofTo figure your gross profit, first figure your
$200,000. This results in a gross profit ofsales tax collected.net receipts. Do this by subtracting any ‘‘re-
$100,000 ($300,000 − $200,000). To test theturns and allowances’’ from gross receipts.
accuracy of this year’s results, Joe dividesReturns and allowances include cash or Inventory at beginning of year.  Compare
gross profit ($100,000) by net receiptscredit refunds you make to customers, re- this figure with last year’s ending inventory.
($300,000). The resulting 331/3% confirms hisbates, and other allowances off the actual The two amounts should be the same.
markup policy of 331/3%.sales price.

Next, subtract the cost of goods sold from
Purchases.  If you take any inventory itemsnet receipts. The result is the gross profit
for your personal use — use them yourself, Additions to Gross Profit from your business.
provide them to your family, or give them asYou do not have to figure the cost of
personal gifts, etc. — be sure to remove If your business has income from a sourcegoods sold if the sale of merchandise is not
them from the cost of goods sold. Subtract other than its regular business operations,an income-producing factor for your busi-
the amount from your purchases for the year. add that income to gross profit. Examples in-ness. Your gross profit is the same as your

clude income from an interest-bearingnet receipts—gross receipts minus any re-
checking account, income from scrap sales,funds, rebates, or other allowances. Most Inventory at end of year.  Check to make
amounts recovered from bad debts, andprofessions and businesses that sell ser- sure your procedures for taking inventory are
other kinds of miscellaneous income fromvices rather than products can figure gross adequate. These procedures should provide
your business.profit directly from net receipts in this way. you with a way of making sure that all items
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Part Four.

This Part discusses business expenses that you can deduct from grossFiguring Net profit to figure the net income or loss of your business. Business expenses
are the normal and current costs of operating a business. Income or
To be deductible, a business expense must be ordinary in your businessLoss and necessary for its operation. An ordinary expense is one that is common
and accepted in your field of business, trade, or profession. A necessary
expense is one that is helpful and appropriate for your business. An
expense does not have to be indispensable to be considered necessary. 

If you have an expense that is partly for business and partly personal, you
must separate the personal part from the business part. Only the business
part is deductible.   

❏ 4782 Employee Moving Expense 6) The general cost of living in the locality.
Information

7) The ability and achievements of the indi-10.
vidual performing the service.

Employees’ Pay 8) The pay compared with the amount of
gross and net income of the business asTests for Deductibility 
well as with distributions to sharehold-

To be deductible, employees’ pay must meet ers, if a corporation.
all of the following four tests.Important Reminder 

9) Your policy regarding pay for all
Educational assistance programs.  The employees.Test 1. — Ordinary and necessary.  You
exclusion from employees’ income for edu- must be able to show that salaries, wages,
cational assistance programs does not apply 10) The history of pay for each employee.and other payments for services employees
to tax years beginning after 1994. render are ordinary and necessary expenses

and are directly connected with your trade or Individual salaries.  You must base the
business. test of whether or not a salary is reasonable

The fact that you pay your employees forIntroduction on each individual’s salary and the services
legitimate business purposes is not suffi- performed, not on the total salaries paid to allSalaries,  wages, and other forms of pay you cient, by itself, for deducting the amounts as officers or all employees. For example, evengive employees for work they perform in your business expenses. You can deduct pay- if the total amount of salaries you pay to yourbusiness are generally deductible business ments for services of your employees only if officers is reasonable, you still cannot deductexpenses. However, you must reduce your the payments are ordinary and necessary to an individual officer’s salary if it is not reason-deduction for salaries and wages by any cur- carry on your trade or business. able based on the factors listed above.rent tax year employment credits. For more

information on these credits, see the employ- Test 2. — Reasonable.  What is reasonable
ment credit forms listed in Chapter 32. Test 3. — For services performed.  Youpay is determined by the facts. Generally, it

must be able to prove that the paymentsis the amount that would ordinarily be paid
Topics were made for services actually performed.for these services by like enterprises under
This chapter discusses: similar circumstances.

You must be able to prove that the pay is• Tests for deductibility Test 4. — Paid or incurred.  You must have
reasonable. This test is based on the circum-• Cash payments actually made the payments or incurred the
stances at the time you contract for the ser- expense during the tax year.• Noncash payments vices, and not those existing when the rea-

If you use the cash method of accounting,• Other payments sonableness is questioned. If the pay is
your expense for salaries and wages is de-excessive, you can deduct only the part that• Employee benefit programs ducted in the year it is paid to the employee.is reasonable.

If you use an accrual method of account-• Meals and lodging for employer Factors to be considered.  You should
ing, your expense for salaries and wages isconvenience consider the following factors and any other
deducted when you establish your obligation• Exclusion of fringe benefits pert inent data to determine i f  pay is
to make the payments and when economicreasonable.
performance occurs. Economic performanceUseful Items 1) The duties performed by the employee. occurs generally when an employee per-You may want to see:
forms his or her services for you. The eco-2) The volume of business handled.
nomic performance rule is discussed inPublication 3) The character and amount of Chapter 4. Your payments need not be made

❏ 535 Business Expenses responsibility. in the year the obligation exists but can be
deferred to some later date. However, there4) The complexities of your business.Form (and Instructions) are special rules that may apply. See Unpaid

5) The amount of time required. Salaries, later in this chapter.❏ W–2 Wage and Tax Statement
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Cash basis taxpayers.  You can deduct va- March 3, 1995, he acquires additional shares
cation pay as wages when you pay your that bring his holdings up to 51%. The corpo-Cash Payments 
employee. ration, at the end of December 1994, ac-

You may provide compensation to your em- crued $1,000 salary payable to Frank
ployees in various ways that involve cash. Accrual basis taxpayers.  You can deduct Wilson.
Some of these ways are discussed next. vacation pay earned by your employees as The Lomar Corporation pays Frank $600

wages in the year earned only if you pay it: on January 30, 1995, and the balance by
March 14, 1995. The corporation is entitled1) By the close of your tax year, orBonuses and Gifts 
to the $1,000 salary deduction in 1994.

2) If the amount is vested, within 21/2You can deduct bonuses and gifts to your Frank and the Lomar Corporation were not
months after the close of the year.employees if they meet certain conditions. related taxpayers at the close of Lomar’s

1994 tax year.
If you pay it later than this, you deduct it inBonus. A bonus you pay to an employee is

the year actually paid.an allowable deduction if it is intended as ad- Guaranteed Annual Wage ditional pay for services, not as a gift, and is
If you guarantee to pay certain employeesUnpaid Salariespaid for services actually performed. How-
full pay during the year (determined by theever, the total of bonuses, salaries, and other If you have a definite, fixed, and uncondi-
number of hours in your normal work year)tional agreement to pay your employee apay must be reasonable for the services per-
under terms of a collective bargaining agree-certain salary for a year but you defer payingformed to deduct the amount as wages. The
ment, you can deduct the payments aspart of it until the next tax year, you can takebonus is includible in an employee’s income.
wages. You must include the payments inyour deduction for the salary based on theYou can pay a bonus in cash, property, or a
the employee’s income and they are subjectfollowing factors.combination of both.
to FICA and FUTA taxes and income tax

1) If you use an accrual method of ac-
withholding.Gifts of nominal value.  If, in order to pro- counting, you can deduct the entire sal-

ary in the first year if economic perform-mote employee goodwill, you distribute tur-
Compensation forance has occurred (the employeekeys, hams, or other merchandise of nominal

performed his or her services in thatvalue to your employees at holidays, the Sickness and Injury 
year).value of these items is not salary or wages.

You can deduct as compensation amountsYou can deduct the cost of these items as a 2) If you use the cash method of account- you pay to your employees for sickness andbusiness expense. ing, you can deduct each year only the injury, including lump-sum amounts. How-
If you distribute cash, gift certificates, or amount actually paid that year. ever, your deduction is limited to amounts

similar items of easily convertible cash value, not compensated for by insurance or
the value of such items is considered addi- If no definite prior arrangement was otherwise.
tional wages or salary regardless of the made, only the amount paid in the first year is
amount. See Business Gift Expenses in deductible in that year because no fixed obli-
Chapter 16 for more information on gifts. gation exists to make later payments. The re-

For information on achievement, safety, sult is the same for the cash method and any Noncash Payments 
accrual method.and other awards, see Chapter 2 in Publica-

You may pay your employees in propertytion 535.
other than cash, such as property used inSpecial rule for an accrual method payer.
your business, or shares of stock in yourIf you are an accrual method taxpayer, youLoans or Advances company. You may also pay expenses forcannot deduct salaries, wages, and other ex-
your employees such as tuition for non-job-Loans or advances you make to an em- penses owed to a related person (as defined
related courses, or the cost of moving to an-ployee that you do not expect the employee in Chapter 4) until the tax year you make the
other location. These items are discussedto repay generally are deductible as wages if payment and the amount is includible in the
next.they are for personal services actually per- income of the person paid. This rule applies

formed. The total must be reasonable when even if prior to the time the amount is includi-
ble in the income of the person to whom youthey are added to the employee’s other com- Education Expenses
will make the payment, that person and youpensation, and they must meet the tests for If you pay the education expenses of your
cease to be related taxpayers.deductibility, discussed earlier. However, if employees who are enrolled in courses that

the services are not performed, the amount Example 1.  Tom Green runs a retail are not required for their present job with
you advanced to the employee may be store as a sole proprietor. He uses a calen- your company, or are not otherwise job re-
treated as a loan that is not deductible as dar year and an accrual method of account- lated, you deduct these payments as wages.
compensation. ing. He employs his brother, Bob, for $1,000 You must include the payments in your em-

a month. Bob uses a calendar year and the ployees income and they are subject to FICA
cash method of accounting. At the end of De-Below-market interest rate loans.  For cer- and FUTA taxes and income tax withholding.
cember 1994, Tom accrues Bob’s $1,000tain loans you make to an employee or stock- However, if the payments are part of a quali-
December salary.holder, you may be considered to have re- fied educational assistance program, these

Because of a temporary cash shortage,ceived interest income and to have paid rules may not apply. See Chapter 5 in Publi-
Tom pays only $600 to Bob on January 13,compensation or dividends equal to that in- cation 535.
1995, and pays him the $400 balance onterest. For more information, see Below-
April 1, 1995. Tom cannot deduct the $1,000Market Interest Rate Loans in Chapter 17. Moving Expensesuntil 1995, the year Bob must include the
amount in his income. Deduct as a qualified fringe benefit amountsVacation Pay you reimburse employees or pay on their be-Example 2.  The Lomar Corporation

Vacation pay is any amount you pay or will half for qualified moving expenses incurreduses a calendar year and an accrual method
pay to your employee while the employee is after 1993. Qualified moving expenses areof accounting. Frank Wilson, an officer in the
on vacation. It includes amounts you pay an those that would be deductible by the em-corporation, uses the calendar year and the
employee even if the employee chooses not ployee if paid or incurred by the employee.cash method of accounting. At the close of
to take a vacation. Vacation pay does not in- They include only the reasonable expensescalendar year 1994, he owned 50% of the
clude sick pay or holiday pay. of:outstanding stock of the corporation. On
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1) Moving household goods and personal have a deductible ordinary and necessary Relatives.  You can deduct salaries and
effects from the former home to the new business expense. ‘‘Substantially vested’’ wages paid to employees who are your rela-
home, and means the person can transfer the property tives, including your minor child, if the four

and is not subject to a risk of forfeiture; that tests for deductibility, discussed earlier, are2) Traveling (including lodging) from the
is, the person is not likely to have to give up met. Also see Unpaid Salaries, earlier.former home to the new home.
his or her rights in the property in the future.

The amount and the year in which you Payments to a beneficiary of a deceasedQualified moving expenses do not in-
can deduct it will vary, depending in part employee.  You can deduct payments youclude any expenses for meals.
upon the kind of property interest you trans- make to an employee’s beneficiary becauseDeduct as wages any payments you
ferred. The amount you can deduct depends of the employee’s death if the payments aremake as an allowance or reimbursement for
on the amount includible in the recipient’s in- reasonable in relation to past services per-nonqualified moving expenses (i.e., not de-
come. However, if the recipient is an em- formed by the employee. The paymentsductible by the employee). You must include
ployee, you must withhold federal income tax must also meet the tests for deductibility, dis-the payments in your employee’s income.
in order to take a deduction. cussed earlier.These payments are wages for income tax

withholding and FICA and FUTA taxes. For
example, if you reimburse your employee for
a loss on the sale of a residence, you must Employee BenefitOther Payments 
treat the amount as wages and it is subject to Programs income tax withholding and FICA and FUTA

Construction of capital assets.  You can-taxes. You treat the reimbursements to an Employers may provide forms of pay othernot deduct salaries and other payments in-employee as payment for services and you than cash to their employees. These includecurred for constructing capital assets. In-can deduct the amounts if they meet the de- life, health, or accident insurance, educa-stead, you include them in the basis of theductibility tests discussed earlier. tional assistance, and other benefit pro-constructed asset and recover your cost for
grams. Life and health insurance are dis-them through depreciation deductions. SeeStatement to employees.  You must give cussed in Chapter 18. The fol lowingChapter 13.your employees a statement describing the discussion explains the costs you can and

payments made to them or on behalf of them cannot deduct, how to claim a deduction onCost of goods sold.  Generally, you mustfor moving expenses. The statement must your tax return, whether it is includible or ex-capitalize or include in inventory the wagescontain sufficient information to enable your cludable from your employees’ income, andand salaries you pay your employees to pro-employees to properly figure their allowable whether it is subject to employment and in-duce real or tangible personal property or tomoving expense deduction. You may use come tax withholding.acquire property for resale. If the property isForm 4782 for this purpose. You must give
inventory, add the wages to inventory. Capi-this information to your employees by Janu- Educational Assistance talize any costs for other property. Personalary 31 of the year after the year in which you
property acquired for resale is not subject to You can exclude from an employee’s incomemake the payments.
this rule if your average annual gross re- up to $5,250 of your payments or expenses
ceipts for the 3 preceding tax years are incurred for the employee during the calen-Form W–2.  You must show any reimburse-
$10,000,000 or less. You can deduct these dar year under a qualified educational as-ment for moving expenses on the employ-
wages as a current business expense. For sistance plan. (The requirements for a quali-ee’s Form W–2. However, any amounts that
more information on the uniform capitaliza- fied educational assistance program areare considered qualified fringe benefits are
tion rules, see Chapter 8. discussed in Chapter 5 of Publication 535.) Ifreported in box 13, not box 1, ‘‘Wages, tips,

the total cost under a qualified plan exceedsother compensation.’’
Employee-stockholders.  Salaries of em- $5,250, the excess is treated in one of two
ployees who are also stockholders must ways, as discussed next. You cannot ex-More information.  For more information on
meet the same tests for deductibility, dis- clude costs under a nonqualified plan.moving expenses, see Publication 521. For
cussed earlier, as the salaries of any other These costs must be included in the employ-information on excluding fringe benefits, see
executives or employees. ee’s income.Chapter 4 in Publication 535.

Payments to employee-stockholders that
are not for services performed are not de- Payments over $5,250 limit.  If your total

Capital Assets ductible. The payments may be distributions educational assistance cost for an employee
of dividends on stock. This is most likely to under a qualified plan exceeds the $5,250If you transfer a capital asset or an asset
occur in a corporation with only a few share- limit, the excess may qualify as a workingused in your business to one of your employ-
holders, practically all of whom draw sala- condition fringe benefit, discussed in Chap-ees as payment for services, you can deduct
ries. Salaries of employee-stockholders that ter 4 of Publication 535. If the excess quali-as wages its fair market value on the date of
are more than those ordinarily paid for simi- fies as a working condition fringe benefit, youthe transfer. You treat the deductible amount
lar services and that bear a close relation- can exclude the excess from the employee’sas received in exchange for the asset, and
ship to the stock holdings of the employees, income. You must include in the employee’syou must recognize any gain or loss realized
are probably not paid wholly for services per- income any excess cost that does not qualifyon the transfer. You figure gain or loss on the
formed. These salaries may include distribu- as a working condition fringe benefit.difference between the fair market value of
tions of earnings on the stock.the asset and its adjusted basis on the date

However, if the payments to an em- Business tax return.  Deduct up to $5,250of the transfer. See Chapter 23.
ployee-stockholder of a closely held corpo- of the qualified educational costs for an em-
ration are reasonable and for services per- ployee on the Employee benefit programsPayments in
fo rmed,  the payments  made by  the line of your business tax return. Any excess

Restricted Property corporation will not be denied as a deduction educational costs that qualify as a working
In general, restricted property is property that merely because it has a poor history of pay- condition fringe benefit are deducted on that
is subject to a condition that has a significant ing dividends on its outstanding stock. line, also. The excess educational costs not
effect on its value. If your corporation uses an accrual excluded from income are deducted on the

If you transfer property, including stock in method of accounting and the salary is un- Wages line of your business return.
your company, to a person as payment for paid at the end of the tax year, see Unpaid
services and the property is considered sub- Salaries, earlier, to determine how to handle W–2.  Educational costs not excluded as
stantially vested in that person, you generally the deduction. qualified educational expenses or working
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condition fringe benefits are wages subject If the value of the meals and lodging isCafeteria Plans 
not included in income, it is not subject to so-to income, social security, and Medicare

You can deduct your contributions to a cafe- cial security, Medicare, or FUTA tax or in-taxes. They are reported to the employee in
teria plan on the Employee benefit programs come tax withholding.the Wages, tips, other compensation box on
line of your tax return. If you have deducted the cost of theseForm W–2.

Cafeteria plans, including flexible spend- items elsewhere on your tax return (for ex-
ing arrangements, are written plans that al- ample, as part of the cost of goods sold), youNote.  The exclusion for employer-pro-
low your employees to choose among two or cannot deduct their cost again as pay forvided educational assistance costs does not
more benefits consisting of cash and quali- employees.apply to tax years beginning after 1994.
fied benefits.

Generally, a plan that provides for de- Rules for Exclusion 
ferred compensation is not a cafeteria plan.Dependent Care Meals and lodging you furnish to your em-
However, certain profit-sharing or stock bo- ployees must meet the following rules beforeAssistance nus plans, and certain life insurance plans you can exclude their value from the employ-How you deduct the expenses for providing maintained by educational institutions can ees’ income.dependent care assistance to your employ- be offered through a cafeteria plan even

Rule 1. The meals or lodging must beees depends on how you provide the care. If though  they  p rov ide  fo r  de fe r red
furnished on your businessyou provide the care in-kind (operate a de- compensation.
premises.pendent care facility for your employees), Unless actually elected, the fact that cash

deduct the costs of operating the care facility Rule 2. The meals or lodging must beor certain taxable benefits are available
in the appropriate categories (depreciation, furnished for your convenience.under the plan does not cause an employee
utilities, salaries, etc.) on your return. If you to be treated as having received the cash or Rule 3. In the case of lodging (but notcontract with a third party to provide the care, taxable benefit. meals), the employees must be re-or if you reimburse your employees directly

quired to accept the lodging as a con-for the dependent care expenses they incur,
Qualified benefits.  A cafeteria plan may of- dition of their employment. Thisdeduct your costs on the Employee benefit

means that they must accept thefer any qualified benefit other than scholar-programs line of your return.
lodging in order for them to properlyships and fellowship grants, educational as-If you have a dependent care assistance
perform their duties.sistance, and, generally, the fringe benefitsprogram that meets the requirements, you

discussed in Chapter 4 of Publication 535.can exclude each year up to $5,000 of assis-
If the employees have a choice of eitherQualified benefits include any other benefitstance for each employee. Include the entire

receiving additional pay or meals or lodging,your employees are allowed to exclude fromamount paid to your employee or paid on
you treat the value of the meals or lodging asincome because of specific provisions of theyour employee’s behalf in box 10 of your em-
income to your employees.law. Generally, qualified benefits include ac-ployee’s 1994 Form W–2. If you furnished

For more information, see Chapter 3 incident or health plans, dependent care assis-the care in-kind, use the fair market value of
Publication 535.tance benefits, and group term life insur-the dependent care provided to that em-

ance. The costs of group term life insuranceployee, less any amount the employee paid
in excess of $50,000 and employer-providedyou for the care. The fair market value of the
dependent group term life insurance are in-care provided is a reasonable estimate of the Exclusion of
cludible in income.amount the employee would pay for care of Fringe Benefits the type and quality you furnished. Any

amount over the limit is included in the em- Nondiscrimination rules.  If, in any plan You can exclude certain fringe benefits you
ployee’s income in box 1 of Form W–2. This year, your cafeteria plan discriminates in provide an employee from the employee’s in-
excess is subject to income tax withholding favor of certain employees as to eligibility to come. If the fringe benefits are excludable,
and FICA and FUTA taxes. participate in the plan or plan contributions or the benefits are not subject to income tax

For information on the requirements for benefits, these employees are taxed on the withholding, social security and Medicare
dependent care assistance programs, see amount of the taxable benefits that could taxes (FICA), or federal unemployment tax
Chapter 5 in Publication 535. have been elected. (FUTA). Excludable fringe benefits include:

1) No-additional-cost service.
More information.  For more information onSupplemental 2) Qualified employee discount.cafeteria plans and the reporting require-Unemployment Benefits 3) Working condition fringe.ments, see Chapter 5 in Publication 535.

You can deduct costs you pay to a welfare 4) De minimis (minimal) fringe.
benefit fund that provides supplemental un-

5) Qualified transportation fringe.employment benefits for your employees if
the costs are ordinary and necessary busi- Meals and Lodging 6) Qualified moving expense
ness expenses. Your deduction cannot be reimbursement.for Employermore than the fund’s qualified cost for the tax

7) Certain athletic facilities.year. Convenience 
These amounts are deducted on the Em-

The value of meals you provide to yourployee benefit programs line on your busi- You can usually deduct the costs of furnish- employees at an eating facility operated byness tax return. ing meals and lodging to your employees if you on or near your business premises is a
the expense is an ordinary and necessary de minimis fringe only if the annual revenue
business expense. You can usually deductWelfare benefit fund.  A welfare benefit from the facility equals or exceeds the direct

fund is any fund that is part of an employer’s only 50% of the cost of food or beverages operating costs of the facility.
plan through which you provide welfare ben- you furnish. You can exclude from your employees’
efits to employees or their beneficiaries. If the meals and lodging meet the three income the value of an on-premises gym or

rules for exclusion, described next, their other athletic facility you provide and operate
value is not included in the income of yourMore information.  For more information if substantially all the use during the calendar
employees. However, your deduction mayand the definition of a fund’s qualified cost, year is by your employees, their spouses,

see Chapter 5 in Publication 535. be subject to a limit. See Chapter 16. and their dependent children. 
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You can also exclude from your employ- Certain nondiscrimination requirements For more information on fringe benefits,
ees’ income any reimbursements or pay- apply to a no-additional-cost service, quali- see Chapter 4 in Publication 535.
ments you make for qualified moving ex- fied employee discount, and an employee
penses incurred after 1993. eating facility.
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Table 11-1. Key Retirement Plan Rules

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

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

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

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

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

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

Defined Benefit Plans

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

1 Distributions of at least the required minimum amount must be made each year if the entire balance is not distributed.
2 13.0435% of the self-employed participant’s taxable compensation before adjustment 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.

Funding the plan.  A retirement plan you es- property or in inventory costs). See Chapters
6 and 8.tablish as an employer can be funded en-

tirely by employer contributions or by a mix of11.
employer and employee contributions. Em- Kinds of plans.  Employer retirement plans
ployee contributions may not satisfy the mini- are either:Retirement Plans mum funding requirements for your plan.

• Qualified plans (including retirement plansEmployee contributions can be mandatory or
for the self-employed, such as HR–10 (Ke-

voluntary. For example, a retirement plan
ogh) plans and simplified employee pen-

can require after-tax employee contributions sions (SEPs)), or
that by themselves do not meet the minimum

• Nonqualified plans.funding requirements.Important Change Although they are considered employer
contributions, a plan can allow your em- Also, in general, individuals who are em-

New compensation limit.  Compensation of ployees to make elective deferrals. This al- ployed can set up and contribute to individual
a participant that can be taken into account retirement arrangements (IRAs).lows employees to elect to have you contrib-
for computing contributions to a Keogh or ute part of their current compensation (pay)
SEP plan is generally limited to $150,000 for to a retirement plan. Only the remaining por- Topicsplan years beginning on or after January 1, tion of their pay is currently taxable. The in- This chapter discusses:1994. See Deduction Limits under Keogh come tax on the contributed pay (and earn-
Plans for more information. • Qualified plansings on it) is deferred.

Employer contributions  to an em- • Kinds of qualified plans
ployer-sponsored retirement plan are gener-

• Plans for the self-employedally deductible as discussed later under De-Introduction duction Limits. • Keogh plans

• Simplified employee pensions (SEPs)Retirement plans are savings plans that offer
Employer contributions that must be cap-you tax advantages to set aside money for • Salary reduction arrangements
italized.  You cannot currently deduct em-your own and your employees’ retirement.

• Nonqualified plansployer contributions to a retirement plan, orIn general, a sole proprietor or a part-
any other expenses, that you are required toner is considered an employee for pur- • Individual retirement arrangements

poses of participating in a retirement plan. capitalize (include in the basis of certain (IRAs)
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groups are treated as working for a single Master and prototype plans.  It may beUseful Items
easier for you to adopt an existing IRS-ap-employer.You may want to see:
proved master or prototype retirement plan
than to set up your own original plan. MasterPublication Kinds of Qualified Plans and prototype plans can be provided by the

❏ 533 Self-Employment Tax There are two basic kinds of qualified retire- following sponsoring organizations:
ment plans: defined contribution plans and❏ 560 Retirement Plans for the Self- • Trade or professional organizations,
defined benefit plans.Employed

• Banks (including some savings and loan
❏ 590 Individual Retirement associations and federally insured credit

Defined Contribution Plans Arrangements (IRAs) unions),
These are plans that provide for a separate❏ 937 Employment Taxes • Insurance companies, or
account for each person covered by the plan.

• Mutual funds.Benefits are based only on amounts contrib-Form (and Instructions)
uted to or allocated to each account.

❏ W–2 Wage and Tax Statement Adoption of a master or prototype plan doesThere are three types of defined contri-
not mean that your plan is automatically❏ 5305–SEP Simplified Employee bution plans: profit-sharing plans, stock bo-
qualified. It must still meet all of the qualifica-Pension–Individual Retirement nus plans, and money purchase pension
tion requirements stated in the tax law.   Accounts Contribution Agreement plans.

❏ 5305A–SEP Salary Reduction and
Other Elective Simplified Employee Profit-sharing plan.   This is a plan that lets
Pension–Individual Retirement your employees or their beneficiaries share Retirement Plans for
Accounts Contribution Agreement in the profits of your business. The plan must the Self-Employed have a definite formula for allocating the con-❏ 5500–EZ Annual Return of One-

tributions to the plan among the participating If you are a self-employed person, you canParticipant (Owners and Their
employees and for distributing the funds in set up certain qualified retirement plans. SeeSpouses) Pension Benefit Plan
the plan. Qualified Plans, earlier. These plans are

generally called Keogh or HR–10 plans. You
Stock bonus plan.  The benefits in this plan can also set up a less complicated tax-ad-

vantaged retirement plan. See Simplifiedare similar to those of a profit-sharing plan.Qualified Plans Employee Pension (SEP), later.Benefits are payable in the form of the com-
pany’s stock. Only a corporation can set up aA qualified retirement plan is a written plan
stock bonus plan.that you, as an employer, can establish for Keogh Plans 

the exclusive benefit of your employees and Only a sole proprietor or a partnership (but
Money purchase pension plan.  Under thistheir beneficiaries. not a partner) can set up a Keogh plan. For
plan, your contributions are a stated amount,Contributions to the plan may be made by plan purposes, a self-employed person is
or are based on a stated formula that is notyou or by both you and your employees. If both an employer and an employee. It is not
subject to your discretion. For example, youryour plan meets the qualification require- necessary to have employees besides your-
formula could be 10% of each participatingments, you can generally deduct your contri- self to set up a Keogh plan. The plan must be
employee’s compensation. Your contribu-butions to the plan when you make them, ex- for the exclusive benefit of employees or
tions to the plan are not based on yourcept for any amount you must capitalize. For their beneficiaries. You can generally deduct

more information, get Publication 560. profits. contributions to the plan. Contributions are
Your employees generally are not taxed not taxed to your employees until plan bene-

on your contributions or increases in the fits are distributed to them.Defined Benefit Plans 
plan’s assets until they are distributed to

These are any plans that are not definedthem. However, certain loans made from Deduction Limits contribution plans. In general, a qualified de-qualified employer plans are treated as taxa-
The limits differ depending on the kind of Ke-fined benefit plan must provide for set bene-ble distributions. For more information, get
ogh plan you have. If your plan is a definedfits. Your contributions to the plan are basedPublication 575.
contribution plan, the limit for each em-on actuarial assumptions. You may need
ployee generally is the lesser of $30,000 orcontinuing professional help to have a de-Qualification rules.  To be a qualified plan,

fined benefit plan. • 15% of the employee’s taxable compensa-the plan must meet many requirements.
tion, if your plan is a profit-sharing plan, orAmong these are rules concerning:

Plan Approval • 25% of the employee’s taxable compensa-• Who must be covered by the plan,
tion, if your plan is a money purchase pen-The Internal Revenue Service (IRS) will is-• How contributions to the plan are to be sion plan.sue a determination or opinion letter regard-invested,

ing a plan’s qualification. The determination
• How contributions to the plan and benefits The maximum compensation that can beor opinion of the IRS will be based on how

under the plan are to be determined, and taken into account for these limits is gener-the plan is written, not on how it operates.
ally $150,000 for plan years beginning inYou are not required to request a deter-• How much of an employee’s interest in the
1994.mination or opinion letter to get all the taxplan must be guaranteed (vested).

benefits of a plan. But, if your plan does not
Note:  For employees in a collective bar-have a determination letter, you may want toFor more information, get Publication 560.

gaining unit covered by a plan for which therequest one to ensure that your plan meets
$150,000 limit is not effective for the planthe requirements for tax benefits.Nondiscrimination rules.  To prevent dis-
year beginning in 1994, the compensationBecause requesting a determination,crimination in a plan caused by using sepa-
limit is $242,280.opinion, or ruling letter can be complex, yourate businesses (and separate plans), all

may need professional help. Also, the IRSemployees of certain related employers are The deduction limit for contributions to a
charges a fee for issuing these letters. Fortreated as if employed by a single employer. defined benefit plan may be greater than
more information, get Publication 1380, UserFor example, employees of commonly con- the defined contribution plan limits just de-

trolled businesses or affiliated service Fees. scribed, but actuarial calculations are
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needed to determine the amount. For more Self-Employed Person’s Rate Worksheet Self-Employed Person’s Rate Worksheet
information, see Kinds of Plans in Publica-

1) Plan contribution rate as a decimaltion 560.
(for example, 101/2% would be

1) Plan contribution rate as a decimal 0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.105
Deduction of contributions for yourself. (for example, 101/2% would be

2) Rate in line 1 plus one, (forTo take a deduction for employer contribu- 0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
example, 0.105 plus one would betions made for your benefit to a plan, you 2) Rate in line 1 plus one (for 1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.105

must have net earnings from the trade or example, 0.105 plus one would be
3) Self-employed rate as a decimalbusiness for which the plan was established. 1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

(divide line 1 by line 2) . . . . . . . . . . . . 0.0950Limit on deduction.  If the Keogh plan is
3) Self-employed rate as a decimal

a profit-sharing plan,  your deduction of
(divide line 1 by line 2) . . . . . . . . . . . .

employer contributions for yourself is limited
Self-Employed Person’s Deduction Worksheetto the smaller of $30,000 or 13.0435% (15%

reduced, as discussed below) of your net
Step 1

earnings from the trade or business that has Now that you have your self-employed Enter the contribution rate
the plan. If the plan is a money purchase rate, you can figure your maximum deduc- shown on line (3), above . . . . . . . 0.0950
pension plan,  the deduction is limited to the tion for contributions for yourself by complet-

Step 2smaller of $30,000 or 20% (25% reduced, as ing the following steps: Enter your net earnings from linediscussed below) of your net earnings.
3, Schedule C-EZ (Form 1040),Net earnings.  Your net earnings must
line 31, Schedule C (Form

be from self-employment in a trade or busi-
1040), line 36, Schedule F (Form

Self-Employed Person’s Deduction Worksheetness where your personal services are a ma-
1040), or line 15a, Schedule K-1

terial income-producing factor. Therefore, if (Form 1065) . . . . . . . . . . . . . . . . . . . . $ 200,000
you are a partner who only contributed capi-

Step 3tal, and who did not perform personal ser- Step 1 Enter your deduction for self-vices, you cannot participate in the partner- Enter the contribution rate shown in employment tax from line 25,
ship’s plan. Your net earnings do not take line (3), above . . . . . . . . . . . . . . . . . . . . . Form 1040 . . . . . . . . . . . . . . . . . . . . . $ 6,435
into account tax-exempt income (or deduc- Step 2

Step 4tions related to that income) other than for- Enter your net earnings from line 3,
Subtract Step 3 from Step 2 andeign earned income and foreign housing cost Schedule C-EZ (Form 1040), line
enter the result . . . . . . . . . . . . . . . . . $ 193,465amounts. 31, Schedule C (Form 1040), line

Step 5Your net earnings are your business 36, Schedule F (Form 1040), or line
Multiply Step 4 by Step 1 andgross income minus allowable deductions 15a, Schedule K-1 (Form 1065) . . . $
enter the result . . . . . . . . . . . . . . . . . $ 18,389from that business. Allowable deductions in- Step 3

Step 6clude contributions to the plan for your com- Enter your deduction for self-
Multiply $150,000 by your planmon-law employees along with your other employment tax from line 25, Form
contribution rate. Enter the resultbusiness expenses. If you are a partner, 1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $
but not more than $30,000 . . . . . $ 15,750other than a limited partner, your net earn-

Step 4
Step 7ings include your distributive share of the

Subtract Step 3 from Step 2 and
Enter the smaller of Step 5 orpartnership income or loss (other than sepa-

enter the result . . . . . . . . . . . . . . . . . . . . $
Step 6. This is your maximumrately computed items such as capital gains

Step 5 deductible contribution. Enterand losses) and any ‘‘guaranteed payments’’
Multiply Step 4 by Step 1 and enter your deduction on line 27, Formyou received from the partnership. If you are
the result . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1040. . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,750a limited partner, your net earnings include

only guaranteed payments you receive for Step 6
Multiply $150,000 by your planservices rendered to or for the partnership.

When to make contributions.  In order tocontribution rate. Enter the resultFor more information, see Partners under
take a deduction for contributions for a par-but not more than $30,000 . . . . . . . . $Self-Employment Income, in Publication
ticular year, you must make the contributions533. Step 7
not later than the due date, plus extensions,Adjustments.  You must reduce your net Enter the smaller of Step 5 or Step
of your return for that year.earnings by the income tax deduction you 6. This is your maximum

are allowed for one-half of the self-employ- deductible contribution. Enter
Additional information.  Additional infor-ment tax. Also, net earnings must be re- your deduction on line 27, Form
mation on retirement plans for the self-em-duced by the deduction for employer contri- 1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $
ployed and on the reporting forms that mustbutions made for your benefit. This reduction
be filed for these plans can be found in Publi-is made indirectly, as explained next.
cation 560.Net earnings reduced by adjusting

Example.  You are a sole proprietor andcontribution rate.  To reduce net earnings
Simplified Employeehave employees. The terms of your plan pro-by the employer deduction for contributions

for yourself presents a problem. This is be- vide that you contribute 101/2% (.105) of your Pension (SEP) 
cause the deduction and the net earnings compensation, and 101/2% of your common- A simplified employee pension (SEP) is a
depend on each other. You can make this law employees’ compensation. Your net written plan that allows you to make deducti-
adjustment to your net earnings indirectly by, earnings from Line 31, Schedule C (Form ble contributions toward your own and your
in figuring your maximum deduction, reduc- 1040) is $200,000. In figuring this amount, employees’ retirement, without getting in-
ing the contribution rate called for in the plan. you deducted your common-law employees’ volved in more complex retirement plans. A

pay of $100,000 and contributions for them corporation can also have a SEP and make
of $10,500 (101/2% x $100,000). You figureFiguring your deduction.  Use the following deductible contributions toward its employ-

worksheet to find the reduced contribution your self-employed rate and maximum de- ees’ retirement. But some advantages avail-
rate. Make no reduction to the contribution duction for employer contributions for your able to Keogh and other qualified plans, such
rate for any common-law employees. benefit as follows: as the special averaging treatment that may
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apply to lump-sum distributions, do not apply • You had no more than 25 employees who
to SEPs. were eligible to participate in the SEP (or Nonqualified Plans 

would have been eligible to participate ifUnder a SEP, you make the contributions
You can deduct contributions made to a non-to an individual retirement arrangement you had maintained a SEP) at any time
exempt trust or premiums paid under a non-(called a SEP-IRA in this chapter), which is during the preceding year, and
qualified annuity plan. Your employees gen-owned by  you or  your  common- law
erally must include the contributions or• The deferral each year by each eligibleemployee.
premiums in their gross income.highly compensated employee (as de-SEP-IRAs are set up for, at a minimum,

Deduct your contributions to the plan infined in Publication 560) as a percentageeach qualifying employee. A SEP-IRA may
the tax year in which any of your employeesof pay (deferral percentage) is no morehave to be set up for a leased employee, but
must include an amount attributable to thethan 125% of the average deferral per-need not be set up for an excludable em-
contributions in their gross income. You canployee. For more information, get Publica- centage (ADP) of all nonhighly compen-
deduct contributions only if you maintaintion 560. sated employees eligible to participate
separate accounts for each participatingYou may be able to use Form 5305-SEP (the ADP test). For plan years beginning
employee.in setting up your SEP. See the Form 5305- in 1994, you generally cannot consider

SEP sample at Table 11-2. compensation of an employee in excess of
Transferable interest.  When an employ-$150,000 in figuring an employee’s defer-
ee’s interest in your contributions or premi-ral percentage.Employer contributions.  You can contrib-
ums for that employee is transferable, theute each year to each employee’s SEP-IRA
employee must include those amounts inup to the smaller of $30,000 or 15% of the

Note:  For employees in a collective bar- gross income for the tax year in which youemployee’s compensation (determined
gaining unit covered by a SEP for which the make them. This rule also applies if the em-without regard to your contributions to the
$150,000 limit is not effective, the compen- ployee’s interest is not subject to a substan-employee’s SEP-IRA). If you are self-em-
sation limit is $242,280. tial risk of forfeiture (that is, there is not muchployed, SEP contributions you make to  your

of a risk that the employee will lose his or herSEP-IRA, because a special computation is
interest) when you make contributions or payrequired, are limited to 13.0435% of your

Limits on deferrals.  In general, the total in- premiums for that employee.compensation. See Figuring your deduction
come an employee can defer under a salaryunder Retirement Plans for the Self-Em-
reduction arrangement included in a SEP Nontransferable interest.  If, when youployed, earlier. Make no reduction to the
and certain other elective deferral arrange- make the contributions, the employee’s in-contribution rate for any common-law
ments for 1994 is limited to $9,240. This limit terest in the trust or in the value of the annu-employees.
applies only to the amounts that represent a ity contract is not transferable and is subjectYour contributions are not included in a
reduction from the employee’s pay, not to to a substantial risk of forfeiture, the em-participant’s income when contributed.
any contributions from employer funds. ployee does not include that interest in grossYour employees cannot take a deduction

income until the tax year in which the interestfor your SEP contribution.
becomes transferable or is no longer subjectEmployment taxes.  Elective deferrals, not
to a substantial risk of forfeiture.SEP and profit-sharing plans.  If you also exceeding the ADP test, are not subject to in-

contributed to a qualified profit-sharing plan, come tax in the year of deferral, but are in-
you must reduce the 15% deductible limit for cluded in wages for social security, Medi-
that plan by the allowable deduction for con- care, and unemployment tax purposes. Individual Retirementtributions to the SEP-IRAs of those partici-
pating in the profit-sharing plan. Arrangements (IRAs) 

Reporting SEP Contributions on
You can set up and make contributions to anSEP and other qualified plans.  If you also Form W–2 
individual retirement arrangement (IRA) ifcontributed to any other type of qualified
you received taxable compensation duringYour SEP contributions are excluded fromplan, treat the SEP as a separate profit-shar-
the year and have not reached age 701/2 byyour employees’ income. Therefore, unlessing plan for purposes of applying the overall
the end of the year. You can have an IRAthere are contributions in excess of the appli-25% deduction limit described in section
whether or not you are covered by any othercable limit, or unless there are contributions404(h)(3) of the Internal Revenue Code.
retirement plan. However, you may not beunder a salary reduction arrangement, do
able to deduct any or some of your contribu-not include these contributions in your em-Employee contributions.  Participants can
tions if you or your spouse is covered by anployees’ wages on Form W–2, for income,also make contributions of up to $2,000 to
employer’s retirement plan.social security, or Medicare tax purposes.their SEP-IRAs independent of your SEP

Your SEP contributions under a salary re-contributions. The portion of the contribu-
Compensation.  Compensation includesduction arrangement are included in yourtions that is deductible may be reduced or
taxable wages, salaries, commissions, bo-employees’ Form W–2 wages for social se-eliminated because the participant is cov-
nuses, tips, professional fees, self-employ-curity and Medicare tax purposes only.ered by an employer retirement plan (the
ment income (subject to certain adjustments,SEP plan). See Publication 590 for details.

Example.  In 1994, Jim chooses to have discussed below, and providing your per-
$4,500 taken out of his pay to fund employer sonal services are a material income-pro-Salary Reduction Arrangement contributions to his SEP-IRA. His compensa- ducing factor), other amounts received for

A SEP can include a salary reduction (elec- tion for the year is $30,000. On Jim’s Form personal services, and taxable alimony and
tive deferral) arrangement. Under the ar- W–2, his employer will show total wages of separate maintenance payments.
rangement, employees can elect to have you $25,500 ($30,000 minus $4,500) for income If you are an employee,  compensation
contribute part of their pay to their SEP-IRAs. tax and $30,000 for social security and Medi- includes any amount properly shown in box 1
The tax on the part contributed is deferred. care wages. Jim will report $25,500 as (wages, tips, other compensation) of Form
This choice is called an elective deferral. wages on his tax return. W–2, provided that amount is reduced by
This election is available only if: For more information on employer with- any amount shown in box 11 (nonqualified

holding requirements, get Publication 937. plans).• At least 50% of your employees eligible to
For more information on SEPs, see Publi- If you are self-employed  (a sole propri-participate choose the salary reduction

etor or partner), compensation is the netcation 560.arrangement,
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earnings of your trade or business (self-em- from gross income are not compensation for to your IRA. However, if you or your spouse
ployment income) reduced by the deduction IRA purposes. is covered by an employer retirement plan at
for contributions on your behalf to retirement any time during the year, your IRA deduction
plans and the deduction allowed for one-half may be reduced or eliminated, depending onContributions.  The most you can contrib-
of your self-employment tax. your filing status and the amount of your in-

ute for any year to your IRA is the smaller of:
Compensation does not include: come. Whether or not your allowable contri-

butions are deductible, you can choose to• $2,000, or• Income received from property, such as
make nondeductible contributions to yourrental, interest, or dividend income, or
IRA. For details on these and other rules, as• Your taxable compensation.

• Any amounts received as a pension or an- well as general information on IRAs, see
nuity, or as deferred compensation. Publication 590.

Deductible and nondeductible contribu-
Foreign income.  Foreign earned in- tions.  Generally, you can take a deduction

come and other amounts that are excluded for the contributions you are allowed to make
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Rent paid in advance. Generally, rent paid 7) The lease designates some part of the
in connection with your trade or business is payments as interest, or part of the pay-
deductible in the year paid or accrued. If you ments is easy to recognize as interest.12.
pay rent in advance, you can deduct only the
amount that applies to your use of the rented Leveraged leases.  These transactionsRent Expense property during the tax year. The balance may be considered leases. Leveraged
can be deducted only over the period to leases generally involve three parties: a les-
which it applies. sor, a lessee, and a lender to the lessor. Usu-

ally, the lease covers a large part of the use-Example 1.  In May 1994, you leased a
ful life of the leased property, and thebuilding for 5 years, beginning July 1, 1994,Introduction
lessee’s payments to the lessor are enoughand ending June 30, 1999. According to the

If you lease business property, you generally to cover the lessor’s payments to the lender.terms of the lease, your rent is $12,000 per
can deduct the rent you pay. You can also If you plan to take part in what appears toyear. You paid the first year’s rent ($12,000)
deduct certain other expenses as rent. If you be a leveraged lease, you may want to get anon June 30, 1994. On your income tax return
lease a car for 30 days or more for use in advance ruling. The following Revenue Pro-for calendar year 1994, you can deduct only
your business, see Leasing a Car in Publica- cedures contain the guidelines to determine$6,000 (6/12 × $12,000) for the rent applica-
tion 917. If you lease business property and if a leveraged lease is a lease for federal in-ble to 1994.
incur a casualty loss on the leased property, come tax purposes:Example 2.  In January 1994, you leasedsee Leased Property in Chapter 26.

property for 3 years for $6,000 a year. You Revenue Procedure 75–21, 1975–1 C.B.
paid the full $18,000 (3 × $6,000) during the 715Topics first year of the lease. For 1994, you can de-

Revenue Procedure 75–28, 1975–1 C.B.This chapter discusses: duct only $6,000, the part of the rent that ap-
752plies to 1994. You can deduct the balance• The definition of rent

($12,000) over the remaining 2-year term of Revenue Procedure 76–30, 1976–2 C.B.• Taxes on leased property
the lease, at $6,000 each year. 647

• The cost of acquiring a lease
Revenue Procedure 79–48, 1979–2 C.B.

Lease or purchase. There may be in-• Improvements by lessee 529
stances where it is necessary to determine if

• Capitalizing rent expenses your payments are for rent or for the
In general, the Revenue Procedures pro-purchase of the property. You must first de-

vide that, for advance ruling purposes only,Useful Items termine if your agreement is a lease or a con-
the IRS will consider the lessor in a lever-You may want to see: ditional sales contract. If, under the agree-
aged lease transaction to be the owner of thement, you acquired or will acquire title to or
property and the transaction to be a validequity in the property, the agreement shouldPublication
lease if all of the following apply:be treated as a conditional sales contract.

❏ 538 Accounting Periods and Methods
Payments made under a conditional sales 1) The lessor must risk a minimum uncon-

❏ 946 How To Begin Depreciating Your contract are not deductible as rent expense. ditional investment (at least 20%)  in the
Property Whether the agreement is a conditional property during the entire lease,

sales contract depends upon the intent of❏ 1380 User Fees 2) The lessee may not have a contractualthe parties. Intent is determined based upon
right to buy the property from the lessorthe facts and circumstances existing at the
at less than fair market value at the timetime the agreement is made.
the right is exercised,Determining the intent.  Generally, an

agreement is considered a conditional salesRent 3) The lessee may not invest in the prop-
contract rather than a lease if any of the fol- erty, except as provided by Revenue

Rent is any amount you pay for the use of lowing is true: Procedure 79–48,
property that you do not own. You can gener-

1) The agreement applies part of eachally deduct rent as an expense only if the rent 4) The lessee may not lend any money to
payment toward an equity interest thatis for property that you use in your trade or the lessor to buy the property, and
you will receive.business. If you have or will receive equity in

5) The lessor must have a profit motiveor tit le to the property, the rent is not 2) You get title to the property upon the apart from tax deductions, allowances,deductible. payment of a stated amount required credits, and other tax attributes.
under the contract.

Unreasonable rent.  You cannot take a
3) The amount you pay to use the property The IRS will charge you a user fee for is-rental deduction for rents that are unreason-

for a short period of time is a large part suing a tax ruling. See Publication 1380 forable. Ordinarily, the issue of reasonableness
of the amount you would pay to get title more information.of the rent will not arise unless you and the
to the property. Leveraged leases of limited use prop-lessor are related. Rent paid to a related per-

erty.  The IRS will not issue advance rulingsson is reasonable if it is the same amount 4) You pay much more than the current fair
on leveraged leases of so-called limited usethat would be paid to a stranger for use of the rental value for the property.
property. Limited use property is property notsame property. A percentage rental is rea-

5) You have an option to buy the property expected to be either useful to or usable by asonable if the rental paid is reasonable. For a
at a nominal price compared to the lessor at the end of the lease term except fordefinition of related persons, see Chapter 4.
value of the property at the time you continued leasing or transfer to a member of
may take advantage of the option. De- the lessee group. See Revenue ProcedureRent on a personal residence.  If you rent termine this value at the time of the 76–30 for examples of limited use propertyrather than own a home and use part of your agreement. and property that is not limited use property.home as your place of business, you may be

Special rules apply for leases of tangible6) You have an option to buy the propertyable to deduct the rent you pay for that part, if
property over $250,000. See Leases overat a nominal price compared to the totalyou meet the requirements for business use
$250,000 in Chapter 7 of Publication 535 foramount you are required to pay underof your home. For more information, see Use
details.the lease.Tests in Publication 587.
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must amortize any amount you pay to ac- year will be $150 ($3,000 ÷ 20). You cannot
quire that lease over the remaining term of deduct the $600 that you will actually payTaxes on Leased
the lease. For example, if you pay $10,000 to during each of the first 5 years as rent.Property acquire an existing lease on a machine and
there are 10 years remaining on the lease Commissions, bonuses, and fees.  Com-If you lease business property, you can de-
with no option to renew, you can deduct missions, bonuses, fees, and other amountsduct as additional rent any taxes that you
$1,000 each year. that you pay to obtain a lease on propertyhave to pay to or for the lessor. When you

The cost of acquiring a lease is not sub- you use in your business are capital costs.can deduct these taxes as additional rent de-
ject to the amortization rules on section 197 You must amortize these costs over the termpends on your accounting method.
intangibles discussed in Chapter 14. of the lease.

Cash method.  If you use the cash method
Option to renew.  The term of the lease for Loss on merchandise and fixtures.  If youof accounting, you can only deduct the taxes
amortization will include all renewal options sell merchandise and fixtures that youas additional rent for the tax year in which
(as well as any period for which the lessee bought solely to acquire a lease and youyou pay them.
and lessor reasonably expect the lease to be have a loss on the sale, the loss is a cost of
renewed) if less than 75% of the cost is at- acquiring the lease. You must capitalize theAccrual method.  If you use an accrual
tributable to the term of the lease remaining loss and amortize it over the remaining termmethod of accounting, you can deduct taxes
on the purchase date. In determining the of the lease.as additional rent for the tax year in which
term of the lease remaining on the purchaseyou can determine:
date, you do not include any period for which

1) That you have a liability for taxes on the the lease may be renewed, extended, or
leased property, continued under an option exercisable by the Improvements by

2) How much the liability is, and lessee. LesseeGenerally, allocation of the lease cost to3) That economic performance occurred.
the original term and any option term is If you add buildings or make other perma-
based on the facts and circumstances. ThisThe liability and amount of taxes are de- nent improvements to leased property, you
allocation can be made using a presenttermined by state or local law, and also by depreciate the cost of the improvements us-
value computation. For more information,the lease agreement. Economic perform- ing the modified accelerated cost recovery
see section 1.178–1(b)(5) of the Income Taxance occurs as you use the property. system (MACRS). The property is depreci-
Regulations. ated over its appropriate recovery period.Example.  Oak Corporation is a calendar

You are not allowed to amortize the cost overyear taxpayer that uses an accrual method of Example 1.  You paid $10,000 to acquire
the remaining term of the lease.accounting. Oak leases land for use in its a lease with 20 years remaining on it and two

If you do not keep the improvementsbusiness. Under local law, owners of real options to renew for 5 years each. Of this
when the lease is terminated, your gain orproperty become liable (incur a lien on the cost, $7,000 was paid for the original lease
loss is based on your adjusted basis of theproperty) for real estate taxes for the year on and $3,000 was applied to the renewal op-
improvements at that time. For more infor-January 1 of that year, but do not have to pay tions. Since $7,000 is less than 75% of the
mation, see Publication 946.these taxes until July 1 of the next year (18 total cost of the lease of $10,000, you must

months later). This means that property own- amortize the $10,000 over 30 years, the re-
ers become liable for 1994 real estate taxes maining life of your present lease plus the Assignment of a lease.  If a long-term
on January 1, 1994, but do not have to pay periods for renewal. lessee makes permanent improvements to
them until July 1, 1995. leased land and later assigns all lease rightsExample 2.  If in Example 1, the amount

Under the terms of the lease, Oak be- to you for money, and you pay rent requiredapplicable to the original lease had been
comes liable for the real estate taxes when by the lease, the amount you pay for the as-$8,000, then you would have been allowed
the tax bills are issued on July 1, 1995. Oak signment is a capital investment. If the rentalto amortize the entire $10,000 over the 20-
cannot deduct the real estate taxes for 1994 value of the leased land increased since theyear remaining life of the original lease be-
as additional rent until July 1, 1995. This is lease began, part of your capital investmentcause the $8,000 cost of acquiring the origi-
when Oak’s liability under the lease be- is for that increase in the rental value, andnal lease was not less than 75% of the total
comes fixed. the balance is for your investment in the per-cost of the lease.

If, according to the terms of the lease, manent improvements.
Oak is liable for the real estate taxes when The part that is for the increased rentalCost of a modification agreement.  If you
the owner of the property becomes liable for value of the leased land is a cost of acquiringhave to pay an additional ‘‘rent’’ amount over
them on January 1, 1994, but does not have a lease, and you amortize it over the remain-part of the lease period in order to change
to pay them until July 1, 1995, Oak will de- ing term of the lease. You can depreciate thecertain provisions in your lease, you must
duct the lessor’s real estate taxes as addi- part that is for your investment in the im-capitalize these payments and amortize
tional rent on its 1994 tax return. This is the provements as discussed earlier.them over the remaining period of the lease.
year in which Oak’s liability under the lease You cannot deduct the payments as addi-
becomes fixed. tional rent even if they are described as rent

in the agreement. Capitalizing
Example.  You are a calendar year tax-

Cost of Acquiring a Rent Expenses payer and sign a 20-year lease to rent part of
a building starting on January 1. However, Under the uniform capitalization rules, youLease before you occupy it, you decide that you re- are required to capitalize direct costs and an
ally need less space. The lessor agrees toYou may either enter into a new lease with allocable part of most indirect costs that ben-
reduce your rent from $7,000 to $6,000 perthe lessor of the property or acquire an ex- efit or are incurred because of production or
year and to release the excess space fromisting lease from another lessee. Very often resale activities.
the original lease. In exchange, you agree towhen you acquire an existing lease from an-

You are subject to the uniform capitaliza-pay an additional rent amount of $3,000 pay-other lessee, in addition to paying the rent on
tion rules if you:able in 60 monthly installments of $50 each.the lease, you must pay the previous lessee
1) Produce real or tangible personal prop-a sum of money to acquire that lease. You must capitalize the $3,000 and

erty for use in a trade or business or anIf you acquire an existing lease on prop- amortize it over the 20-year term of the
activity engaged in for profit,erty or equipment for your business, you lease. Your amortization deduction each
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2) Produce real or tangible personal prop- Example 1.  You rent construction equip- tools. The rent you paid to occupy the facility
erty for sale to customers, or must be included in the cost of the tools youment to build a storage facility. The rent you

produce.paid for the equipment must be capitalized3) Acquire property for resale. However,
as part of the cost of the building. You re-this rule does not apply to personal

More information.  For more information,cover your cost by claiming a deduction forproperty if your average annual gross
see Uniform Capitalization Rules in Publica-depreciation on the building.receipts are not more than $10 million.
tion 538.

Example 2.  You rent space in a facility toIndirect costs include amounts incurred
for rent of equipment, facilities, or land. conduct your business of manufacturing
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gain (profit) is realized, all or part of the gain Depreciable property may be tangible or
may be ordinary income. See Chapter 24. intangible.

Two other methods for recovering the13.
cost of property, amortization and depletion, Tangible Property 
permit deductions similar to those allowed by Tangible property is any property that can beDepreciation depreciation. Amortization is a method that seen or touched. Tangible property includes
permits you to deduct certain capital expend- real and personal property. Personal prop-
itures in a way similar to depreciation. Deple- erty is property such as machinery or equip-
tion permits the owner of an economic inter- ment that is not real estate. Real property is
est in mineral deposits, oil wells, gas wells,Important Change land and generally anything that is erected
geothermal deposits, or standing timber to on, growing on, or attached to land. How-
deduct the cost of the economic interest overfor 1994   ever, land itself is never depreciable.
the economic life of the property. Depletion You can deduct depreciation on tangibleLimits on depreciation for business cars. and amortization are explained in Chapter property only if it can wear out, decay, loseThe total section 179 deduction and depreci- 14. value from natural causes, be used up, or if itation you can take on a car that you use in

becomes obsolete.your business and first place in service in
Topics1994 is $2,960. Your depreciation cannot ex-
This chapter discusses:ceed $4,700 for the second year of recovery, Partial business use.  If you use property

$2,850 for the third year of recovery, and for business, investment, and nonbusiness• Basic information on depreciation
$1,675 for each later tax year. See Passen- purposes, you can deduct depreciation only

• The section 179 deductionger automobiles, later. for the part used for business and investment
• The Modified Accelerated Cost purposes. For example, if you use your car

Recovery System (MACRS) both for business and personal transporta-
tion, determine what percentage of its use is• Listed property rulesImportant Reminders   for business and depreciate only the busi-

• Form 4562 ness percentage part of its cost.Deductions for clean-fuel vehicles and
certain refueling property.  Deductions are

Passenger automobiles.  There are dollarUseful Itemsallowed for clean-fuel vehicles and certain
limits on the amount of the depreciation de-You may want to see:clean-fuel vehicle refueling property placed
ductions you can claim for passenger auto-in service after June 30, 1993. For more in-
mobiles. There are also limits on the depreci-formation, see Chapter 15 in Publication Publication
at ion  you  can  c la im fo r  passenger535.

❏ 534 Depreciation automobiles not used more than 50% in a
❏ 538 Accounting Periods and Methods qualified business use. A similar limit appliesTax credit for qualified electric vehicles.

to lessees of leased cars. See Listed Prop-An electric vehicle tax credit is available for ❏ 551 Basis of Assets
erty, later.qualified electric vehicles placed in service

❏ 917 Business Use of a Carafter June 30, 1993. For more information,
see Chapter 15 in Publication 535. Idle assets. You must claim depreciation on❏ 946 How To Begin Depreciating Your

an asset usually used in your business butProperty
temporarily idle. For example, if there is a
temporary lack of a market for the productForm (and Instructions)Introduction made with that asset, the asset is still treated

❏ 4562 Depreciation and Amortization as used in your business for federal income
tax purposes.❏ 4797 Sales of Business PropertyCaution: At the time this publication was

being prepared for print, final regulations ❏ 6251 Alternative Minimum Tax—
concerning the use of general asset ac- Intangible PropertyIndividuals
counts were issued. For information on gen- Intangible property is generally property that
eral asset accounts, see Publication 553, cannot be seen or touched and includes
Highlights of 1994 Tax Changes. property such as a copyright, patent, or

franchise.If you buy certain property for use in your Basic Information Generally, if acquired prior to August 11,trade or business that has a useful life of
1993 (or July 26, 1991, if elected), intangi-more than 1 year, you can claim a limited on Depreciation ble property was depreciable only if youamount of the cost as a section 179 deduc-
could determine a useful life for it. Some ex-tion. You must spread the remainder of the The first part of the chapter provides you with
amples of these depreciable and nondepre-cost of this property over more than 1 year information on what property can and cannot
ciable intangible properties are discussedand claim depreciation deductions over the be depreciated, when depreciation begins
next. However, if you acquired an intangiblerecovery period of the property. You can take and ends, and when to claim depreciation.
property after August 10, 1993 (July 25,depreciation deductions only on property
1991, if elected), it may qualify for amortiza-that is used in your trade or business or for What Can Be Depreciated tion as a section 197 intangible asset. For in-the production of income.

In general, property is depreciable if it meets formation on section 197 intangible assets,The discussion in this chapter gives you
these requirements: see Chapter 14.basic information on depreciation, the sec-

tion 179 deduction, the modified accelerated 1) It must be used in business or held for
cost recovery system (MACRS), and listed Patents and copyrights. Unless you mustthe production of income.
property. MACRS is the depreciation system amortize the costs of a patent or copyright

2) It must have a determinable useful lifethat applies to property placed in service af- (as explained in Chapter 14), you can re-
and that life must be longer than oneter 1986. If you need information on the de- cover the costs through depreciation. The
year.preciation methods for property placed in useful life is the life granted by the govern-

service before 1987, see Publication 534. 3) It must be something that wears out, de- ment for the patent or copyright. If it becomes
Generally, if you sell, exchange, or invol- cays, gets used up, becomes obsolete, valueless in any year before its useful life ex-

untarily convert depreciable property, and a or loses value from natural causes. pires, you can deduct in full for that year any
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remaining cost or other basis you have not 1991, if elected), you can choose to either What Cannot Be
yet depreciated. treat the development costs as current ex- Depreciated Patents and copyrights subject to penses or capitalize the costs and depreci-

Some property you use in your business oramortization.  If you acquired patents and ate them using the straight line method over
hold for investment cannot be depreciated incopyrights as part of the acquisition of a sub- 5 years (or any shorter life you can clearly
certain circumstances or the depreciation onstantial portion of a business after August 10, establish). You cannot change methods
that property cannot be deducted by you.1993 (after July 25, 1991, if elected), you without the approval of the IRS.

must amortize the cost as discussed in Software purchased before August 11,
Inventory.  You cannot depreciate your in-Chapter 14. If the patent or copyright is not 1993.  If you purchased software before Au-
ventory. Inventory is property that is held pri-acquired as part of an acquisition of a sub- gust 11, 1993 (before July 26, 1991, if
marily for sale to customers in the ordinarystantial portion of a business, depreciate the elected), your recovery of costs depends on
course of business. In some cases, it is notcost as discussed above. how you are billed. If the cost of the software
immediately clear whether property is a busi-is included in the price of computer hardware
ness asset or inventory. In these cases,and the software cost is not separatelyAgreement not to compete.  An agreement
carefully examine all the facts to see if it isstated, you treat the entire amount as thenot to compete is an agreement by the seller
depreciable property.cost of the hardware and depreciate it underof a business not to compete with the buyer.

Containers. Containers are generallyMACRS as discussed later. If the cost of theThe agreement may restrict competition for
part of inventory and cannot be depreciated.software is separately stated, you can depre-an agreed upon period of time, within an
However, certain durable containers used tociate the cost using the straight line methodagreed upon area, or for a combination of
ship products can be depreciated if theyover 5 years (or any shorter life you canboth.
have a life longer than 1 year, if they qualifyestablish).Generally, if you bought a business
as property used in your business, and if titleSoftware acquired after August 10,before August 11, 1993, and part of its price
to them does not pass to the buyer. To deter-1993.  If you acquire software after Augustis for an agreement not to compete for a fixed
mine whether a container can be depreci-10, 1993 (after July 25, 1991, if elected), younumber of years, the agreement is deprecia-
ated, you should consider:can depreciate it over 36 months if it meetsble property. However, because goodwill is

all three of the following requirements:often confused with an agreement not to 1) Whether the sales contract, sales in-
compete, and because goodwill is not depre- voice, or acknowledgment of order indi-1) It is readily available for purchase by the
ciable, you must establish from the facts and cates that you have retained title,general public,
circumstances whether you have purchased

2) Whether the invoice treats the contain-2) It is not subject to an exclusive license,goodwill or entered into an agreement not to
ers as separate items, andandcompete.

If you bought a business after August 10, 3) Whether your records properly state3) It has not been substantially modified.
1993 (after July 25, 1991, if elected), you your basis in the containers.
must amortize that part of its price that is for Even if the software does not meet the above
an agreement not to compete. If you can requirements, you can depreciate it over 36 Manufacturing or processing busi-
amortize the cost (as discussed in Chapter months if it was not acquired in connection nesses.  If you must include depreciation as
14), you cannot depreciate it. with the acquisition of a substantial portion of part of the cost of goods sold, you cannot de-

a business. duct this depreciation again as a separate
Designs and patterns.  Designs and pat- If you acquire software after August 10, business expense on your return. See Chap-
terns are kinds of intangible property that can 1993 (after July 25, 1991, if elected), you ter 8 for more information on cost of goods
be depreciated only if they have a determina- must amortize it over 15 years (rather than sold.
ble useful life and cannot be amortized (as depreciate it) if it does not meet all three of
discussed in Chapter 14). the requirements listed above and it was ac- Rented property.  Generally, a person who

quired in connection with the acquisition of a uses property subject to depreciation in a
Franchise. A franchise is intangible property substantial portion of a business. For more trade or business or holds it for producing in-
that can be depreciated only if it has a deter- information on amortization, see Chapter 14. come is entitled to the depreciation deduc-
minable useful life and cannot be amortized Software leased.  If you lease software, tion for the property. This is usually the
(as discussed in Chapter 14). you can treat the rental payments in the owner of the property. However, for rented

same manner that you treat any other rental property, this is usually the lessor. An owner
Customer lists, subscription lists, loca- payments. or lessor is the person who generally bears
tion contracts, and insurance expira- the burden of exhaustion of capital invest-
tions.  Generally, you can depreciate these Goodwill.  Goodwill can never be depreci- ment in the property. This means the person
intangible properties only if: ated because its useful l ife cannot be who retains the incidents of ownership for

determined. the property. The incidents of ownership1) Their value can be determined sepa-
However, if you acquired a business after include:rately from the value of any goodwill that

August 10, 1993 (after July 25, 1991, ifgoes with the business, 1) The legal title,
elected), and part of the price includes good-

2) Their useful life can be determined with 2) The legal obligation to pay for it,will, you may have to amortize the cost of the
reasonable accuracy, and goodwill over 15 years. For more informa- 3) The responsibility to pay its mainte-

3) They cannot be amortized (as dis- tion, see Chapter 14. nance and operating expenses,
cussed in Chapter 14).

4) The duty to pay any taxes, andTrademark and trade name.  Generally,
5) The risk of loss if the property is de-Computer software. Computer software in- costs for trademarks and trade names must

stroyed, condemned, or diminished includes all programs designed to cause a be capitalized. For trademarks and trade
value through obsolescence orcomputer to perform a desired function. names acquired before August 11, 1993
exhaustion.Computer software also includes any (before July 26, 1991, if elected), you cannot

database or similar item that is in the public depreciate or amortize these costs. For
domain and is incidental to the operation of trademarks and trade names acquired after Land. You can never depreciate land. This
qualifying software. August 10, 1993 (after July 25, 1991, if generally includes the cost of clearing, grad-

Software developed before August 11, elected), you may have to amortize their ing, planting, and landscaping because
1993.  If you developed software programs costs over 15 years. For more information, these expenses are all part of the cost of
before August 11, 1993 (before July 26, see Chapter 14. land. However, you can depreciate some
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land preparation costs if they are so closely period for depreciation ends when property What Costs Can and
associated with a depreciable asset that it is is retired from service.

Cannot Be Deducted possible to determine a life for the prepara- You can retire property from service by
tion costs along with the life of the asset with selling or exchanging it, abandoning it, or de- You can claim the section 179 deduction
which they are associated. only on qualifying property purchased for usestroying it.

in your trade or business. You cannot claim
the deduction on property you hold only forDemolition of buildings.  You cannot de- When To Claim the production of income.duct any amount paid or incurred to demolish

Depreciation any structure, or any loss pertaining to the
undepreciated basis of a structure. Instead, After you figure your depreciation deduction, Acquired by Purchase 
you must add these costs to the basis of the you are ready to claim it on your tax return. Only the cost of property you purchase forland on which the demolished structure was Depreciation can only be claimed on a tax re- use in your business qualifies for the section
located. turn for the tax year to which it applies. You 179 deduction. However, the cost of property

cannot deduct unclaimed depreciation in the purchased from a related person or group
Equipment used to build capital improve- current year or any later tax year. However, may not qualify. See Nonqualifying Property,
ments.  You cannot deduct depreciation on you can claim the depreciation on a timely later.
equipment you are using to build your own filed amended return for the earlier year. You
capital improvements. You must add depre- must file an amended return within 3 years Acquired by Trade  ciation on this equipment during the period of from the date you filed your original return, or
construction to the basis of the improve- If you purchase an asset with cash and awithin 2 years from the time you paid your

trade-in, part of the basis of the asset you re-ments. See Uniform Capitalization Rules in tax, whichever is later. A return filed early is
ceive is the basis of the trade-in. You cannotChapter 6. considered filed on the due date.
claim the section 179 deduction on this partIf, in an earlier year, you did not claim de-
of the basis of the asset. For example, if youRepairs and replacements.  You can de- preciation you were entitled to deduct, you
buy (for cash and a trade-in) a new truck toduct the cost of repairs and replacements must still reduce the basis of the property.
use in your business, your cost for the sec-that do not increase the value of property, You reduce the basis by the amount of de-
tion 179 deduction does not include the ad-make it more useful, or lengthen its life. How- preciation you were entitled to deduct. If you
justed basis of the truck you trade for the newever, if a repair or replacement increases the deduct more depreciation than you should, vehicle. See Adjusted Basis in Chapter 6.value of the property, makes it more useful, you must decrease your basis by the amount

or lengthens its life, you must capitalize and Example.  In 1994, Just Sweets, a retaildeducted to the extent of any benefit from the
depreciate it. See Additions or improve- bakery, traded in two ovens with a total ad-excess depreciation claimed.
ments to property, under Modified Acceler- justed basis of $680 for a new oven costing
ated Cost Recovery System (MACRS), later. $1,320. The bakery also traded a used ma-

chine with an adjusted basis of $4,500 for a
Professional libraries. If you maintain a li- new machine costing $9,000. Both newSection 179 Deduction 
brary that you use in your profession, you items were placed in service in 1994. Just

This discussion explains the section 179 de-can depreciate it. You can deduct the cost of Sweets got an $800 trade-in on the old ovens
duction. It tells what costs can and cannot betechnical books, journals, and information and paid $520 cash for the new oven. The
deducted, how to elect the deduction, how toservices that are used in your business, and bakery was given $4,800 trade-in and paid
figure the deduction, and when to recapturehave a useful life of 1 year or less. $4,200 cash for the machine. The transac-
the deduction. tions are nontaxable and no gain is recog-

You can elect to treat all or part of the nized on the trade-ins.When Depreciation
cost of certain qualifying property as an ex- The part of the basis of the equipment

Begins and Ends pense rather than as a capital expenditure. If carried over due to the transactions ($680 for
you make the election, you can deduct a lim- the oven and $4,500 for the machine) is notYou begin to depreciate your property when

treated as business cost for the section 179ited amount of the cost of qualifying propertyyou place it in service for use in your trade or
deduction. However, Just Sweets can electyou buy for use in your trade or business onlybusiness or for the production of income.
to deduct $4,720 ($520 and $4,200), the partYou stop depreciating property either when in the first year you place your property in
of the cost of the new property not deter-you have recovered cost or other basis or service.
mined by reference to the property traded.when you retire it from service. (See Retire

From Service, later.) Placed in service.   Property is considered
placed in service when it is first ready and Qualifying Property 

Placed in Service available for a specific use. Such use can be Property qualifying for the section 179 de-
in a trade or business, the production of in-For depreciation purposes, property is con- duction is depreciable property and includes:
come, a tax-exempt activity, or a personalsidered placed in service when it is ready

1) Tangible personal property,activity. Property placed in service in a useand available for a specific use, whether in
that does not qualify for the section 179 de-trade or business, the production of income, 2) Other tangible property (except most
duction cannot later qualify in another taxa tax-exempt activity, or a personal activity. buildings and their structural compo-
year even if its use changes to business.Even if the property is not actually used yet, it nents) used as:

is in service when it is ready and available for Example.  In 1993, you bought a new car a) An integral part of manufacturing, pro-its specific use. However, you can begin de- and placed it in service for personal pur- duction, or extraction, or of furnishingpreciating property only when it is ready and poses. In 1994, you began to use it for busi- transportation, communications, elec-available for a specific use (placed in ser- ness. The fact that you changed its use to tricity, gas, water, or sewage disposalvice) in a trade or business or for the produc- business use does not qualify the cost of services, ortion of income. your car for a section 179 deduction in 1994.
b) A research facility in any of the activi-However, you can claim a depreciation de-

ties in (a), orRetired From Service duction for the business use of the car in
1994. To figure this deduction, see ModifiedProperty is retired from service when it is per- c) A facility in any of the activities in (a)
Accelerated Cost  Recovery  Systemmanently withdrawn from use in a trade or for the bulk storage of fungible
(MACRS), later.business or in the production of income. The commodities,
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3) A single purpose agricultural (livestock) 3) Property acquired from certain groups the consent of the Internal Revenue Service
or persons, and (IRS).or horticultural structure (defined later),

and 4) Certain property you lease to others (if
How To Figureyou are a noncorporate lessor).4) Storage facilities (except buildings and

their structural components) used in dis- the Deduction 
tributing petroleum or any primary prod- For the kind of property you lease on which The total business cost you can elect to de-
uct of petroleum. you can claim the section 179 deduction, see duct under section 179 for a tax year cannot

Leased property, earlier. be more than $17,500. You decide how
Single purpose structures.  A single much of the cost of property you want to de-

purpose agricultural structure is any building Production of Income  duct under section 179. You do not have to
or enclosure specifically designed, built, and claim the full $17,500. Any cost you do notProperty is held only for the production of  in-
used to: deduc t  under  sec t ion  179  can  become if it is investment property, rental prop-

depreciated.erty  (if renting property is not your trade or1) House, raise, and feed a particular type
If you purchase and place in service morebusiness),  or property that produces royal-of livestock (including poultry) and its

than one item of qualifying property duringties. Property you use  in the active conductproduce, and
the year, you can divide the deduction be-of a trade or business is not  held only for the2) House the equipment, including any tween the items in any way, as long as the to-production of income.replacements, necessary to house, tal deduction is not more than the limits. If

raise, and feed this livestock. you have only one item of qualifying prop-Acquired from certain groups or persons.
erty, and it costs less than $17,500, such asThe following property does not qualify for

A single purpose horticultural structure $3,200, your deduction is limited to thethe section 179 deduction:
is: lesser of your taxable income limit or $3,200.

1) Property acquired by one member of a You must figure your section 179 deduction1) A greenhouse specifically designed,
controlled group from another member before figuring your depreciation deduction.built, and used for the commercial pro- of the same group, Taxable income limit is discussed later underduction of plants, or

Deduction Limits.2) Property for which the basis is deter-
2) A structure specifically designed, built, You must subtract the amount you electmined in whole or in part by its adjusted

and used for the commercial production to deduct from the business/investment costbasis in the hands of the person from
of mushrooms. of the qualifying property. This result is calledwhom you acquired it or is determined

your unadjusted basis and is used to com-under stepped-up basis rules for prop-
If a structure includes work space, that pute your depreciation deduction.erty acquired from a decedent (see Pub-

structure is not a single purpose agricultural lication 448), or
or horticultural structure unless the work Deduction Limits  3) Property acquired from a relatedspace is used only for:

In figuring your section 179 deduction, youperson.
1) Stocking, caring for, or collecting live- must apply the following limits:

stock or plants or their produce, 1) Maximum dollar limit,For this purpose, a list of related persons is
2) Maintaining the enclosure or structure, available in Chapter 2 of Publication 946 or 2) Investment limit, and

and Chapter 2 of Publication 534.
3) Taxable income limit.

3) Maintaining or replacing the equipment
Partial business use. When you use prop-or stock enclosed or housed in the Maximum dollar limit.  The total cost youerty for both business and nonbusiness pur-structure. can elect to deduct for a tax year cannot ex-poses, you can elect the section 179 deduc-

ceed $17,500. This $17,500 maximum ap-tion only if more than 50% of the property’s
plies to each taxpayer and not to each busi-use in the tax year it is placed in service is forLeased property. Generally, taxpayers ness operated by a taxpayer.trade or business purposes. You must allo-other than corporations cannot claim a sec- While the maximum dollar amount thatcate the cost of the property to reflect onlytion 179 deduction based on property they can be deducted is $17,500, there are cer-the business use of the property. You do thislease to someone else. However, you can tain rules that can reduce this amount.by multiplying the cost of the property by theclaim a section 179 deduction based on:

percentage of business use. You use this
Joint returns.  A husband and wife who file1) Property you lease to others that you business cost to figure your section 179
a joint return are treated as one taxpayer inmanufactured, and deduction.
determining any reduction to the $17,500

2) Property you lease to others if the term maximum dollar limit, regardless of which
of the lease is less than half of the Electing the Deduction spouse purchased the property or placed it in
property’s class life and for the first 12 service.You must make an election to take the sec-
months the property is transferred to the tion 179 deduction. You can make this elec- Example 1.  The Elms file a joint return.
lessee, the total of the business deduc- tion only in the first tax year the property is In 1994, Jack Elm bought and placed in ser-
tions that you are allowed on the prop- placed in service. See Placed in service, vice $200,000 of section 179 property. His
erty (except rent and reimbursed earlier. wife placed in service $5,000 of qualifying
amounts) are more than 15% of the

property she bought. Their 1994 maximum
rental income from the property.

How to make the election.  You make this dollar limit is $12,500 ($17,500 − $5,000) be-
election by taking the deduction on Form cause they exceeded the $200,000 invest-
4562 filed with your original tax return ment limit by $5,000.

Nonqualifying Property (whether or not you file it timely) or on an
You cannot claim the section 179 deduction amended return filed no later than the due Married individuals filing separate re-
on: date (including extensions) for your return for turns.  A husband and wife filing separate re-

the tax year the property is placed in service. turns for a tax year are treated as one tax-1) Property held only for the production of
You cannot make the election for the section payer for purposes of the $17,500 maximumincome,
179 deduction on an amended return filed af- dollar limit and the $200,000 investment limit

2) Real property including buildings and ter the due date (including extensions). Once that applies to the reduction of the maximum
their structural components, made, the election can be revoked only with dollar limit. Unless they elect otherwise, 50%
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of the maximum dollar limit (after applying Taxable income for this purpose is fig- Two different taxable income limits.  The
the investment limit) will be allocated to ured by totaling the net income (or loss) from section 179 deduction is subject to a taxable
each. If the percentages elected by each all trades and businesses you and your income limit. You also may have to figure an-
spouse do not total 100%, 50 % will be allo- spouse (if filing a joint return) actively con- other deduction that has a limit based on tax-
cated to each spouse. See Investment limit, ducted during the tax year. Items of income able income. The limit for this other deduc-
later. derived from a trade or business actively tion may have to be figured taking into

conducted by you include section 1231 gains account the section 179 deduction. If so,Example 2.  Jack Elm is married. He and
(or losses) as discussed in Chapter 24 of this complete the steps discussed next.his wife file separate returns for 1994. Jack
publication, and interest from working capitalbought and placed in service $200,000 of Step 1– Figure taxable income without
of your trade or business. Also include in to-qualified farm machinery in 1994. His wife either a section 179 deduction or the
tal taxable income any wages, salaries, tips,had her own business and she placed in ser- other deduction.
or other compensation earned as an em-vice $5,000 of qualified business equipment.

Step 2– Figure a hypothetical sectionployee. When figuring taxable income, doIf Mr. and Mrs. Elm had filed a joint return for
179 deduction using the taxable in-not take into account unreimbursed em-1994, their maximum dollar limit would have
come figured in Step 1.ployee business expenses you may have asbeen $12,500. This is because their $17,500

an employee.maximum dollar limit would have been re- Step 3– Subtract the hypothetical section
In addition, taxable income is figuredduced by $5,000 (the excess over the 179 deduction figured in Step 2 from

$200,000 investment limit). They elect to al- without regard to: the taxable income figured in Step 1.
locate the $12,500 as follows: $9,375 (75%) 1) The section 179 expense deduction, Step 4– Figure a hypothetical amount forto Mr. Elm’s machinery and $3,125 (25%) to

the other deduction using the amount2) The self-employment tax deduction, andMrs. Elm’s equipment. If they did not make
figured in Step 3 as taxable income.an election to allocate their costs, they would 3) Any net operating loss carryback or

be limited to the $12,500 multiplied by 50% Step 5– Subtract the hypothetical othercarryforward.
or $6,250 each on their separate returns. deduction figured in Step 4 from the

taxable income figured in Step 1.
Example.  Joyce Jones places in serviceJoint return after filing separate returns. Step 6– Now figure your actual sectionin 1994 a machine that cost $8,000. The tax-If a husband and wife elect to file a joint re- 179 deduction using the taxable in-able income from her business for 1994 (de-turn after the due date for filing the return, the

come figured in Step 5.termined without a section 179 deduction formaximum dollar limit on the joint return is the
the cost of the machine and without the self- Step 7– Subtract your actual section 179lesser of:
employment tax deduction) is $6,000. Her deduction figured in Step 6 from the1) The maximum dollar limit (after applying section 179 deduction is limited to $6,000. taxable income figured in Step 1.the investment limit), or The $2,000 cost that is not allowed as a cur-

Step 8– Figure your actual other deduc-2) The total cost of section 179 property rent section 179 deduction because of the
tion using the taxable income figuredthey elected to expense on their sepa- taxable income limit can be carried to 1995.
in Step 7.rate returns. Carryover of unallowable deduction.

Any cost that is not deductible in one tax year
Example.  XYZ is a corporation. Duringunder section 179 because of this limit canExample 3.  Assume Jack Elm and his

the tax year, the corporation purchased andbe carried to the next tax year. The amountwife in Example 1 had filed separate returns.
placed in service qualifying section 179 prop-you carry over will be taken into account inOn their separate tax returns, Jack elected to

determining the amount of your section 179 erty that cost $10,000. It elects to expense asexpense $4,000 of section 179 property and
deduction in the next year. In the tax year much as possible under section 179. Thehis wife elected to expense $2,000. If they
you place property in service, you can select XYZ corporation also gave a charitable con-subsequently file a joint return after the due
the properties for which costs will be carried tribution of $1,000 during the tax year. A cor-date for that return, their maximum dollar
forward and you can allocate the portion of poration’s deduction for charitable contribu-limit for section 179 is $6,000, the lesser of
the costs to these properties provided your tions cannot be more than 10% of its taxable$12,500 (the maximum dollar limit after ap-
decisions are shown in your books and income, figured after subtracting any sectionplying the investment limit) or $6,000 (the to-
records. 179 deduction. The taxable income limit fortal amount they elected to expense on their

See Carryover of disallowed deduction in the section 179 deduction is figured afterseparate returns).
Chapter 2 of Publication 534 for more infor- subtracting any allowable charitable contri-
mation on figuring the carryover; or to figure butions. XYZ’s taxable income figured with-Investment limit.  For each dollar of busi-
the carryover, use the Section 179 Work- out taking into account either any sectionness cost over $200,000 for section 179
sheet also provided in Chapter 2 of Publica- 179 deduction or any deduction for the chari-property placed in service in a tax year, the
tion 534. table contributions is $12,000. XYZ figures$17,500 maximum dollar limit is reduced (but

Basis adjustment.  Generally, upon anot below zero) by one dollar. its section 179 deduction and its deduction
sale or other disposition of section 179 prop- for charitable contributions as follows.Example.  In 1994, James Smith placed
erty, or a transfer of section 179 property in-in service machinery with a cost of $207,000. Step 1– Taxable income figured without
volving a transaction whereby gain or loss isBecause the cost of the machinery exceeds either deduction is $12,000.
not recognized in whole or in part (including$200,000 by $7,000, he must reduce the

Step 2– Using $12,000 as taxable in-transfers at death), the adjusted basis of themaximum deduction allowed ($17,500) by
come, a hypothetical section 179 de-property is increased before the sale or other$7,000. If his taxable income limit is $10,500
duction of $10,000 would bedisposition by the amount of disallowed sec-or more, he is entitled to a section 179 de-
allowable.tion 179 deduction.duction for 1994 of $10,500.

Neither the old nor the new owner can de- Step 3– $12,000 (from Step 1) minus
duct any of the disallowed amount that isTaxable income limit.  The total cost that $10,000 (from Step 2) equals $2,000.
added to the basis of the property.can be deducted in each year is limited to the

Step 4– Using $2,000 (from Step 3) astaxable income from the active conduct of
taxable income, a hypothetical chari-Passenger automobiles.  For passengerany trade or business during the tax year.
table contribution (limited to 10% ofautomobiles placed in service in 1994, yourGenerally, you are considered to actively
taxable income) of $200 is figured.total section 179 deduction and depreciationconduct a trade or business if you meaning-

cannot exceed $2,960 for 1994. See Publi- Step 5– $12,000 (from Step 1) minusfully participate in the management or opera-
cation 917 for more information.tions of the trade or business. $200 (from Step 5) equals $11,800.
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Step 6– Using $11,800 (from Step 5) as You figure the amount to include in in- What Can Be
taxable income, the actual section come by subtracting the depreciation that Depreciated179 deduction is figured. Because the would have been allowable on the section
taxable income is at least $10,000, 179 amount for prior years and the year of re- Under MACRS 
XYZ can take a $10,000 section 179 capture from your section 179 deduction. MACRS applies to most tangible depreciable
deduction. If you elect the section 179 deduction, the property placed in service after 1986. Prop-

amount deducted is treated as depreciation erty that you cannot use MACRS for is dis-Step 7– $12,000 (from Step 1) minus
for purposes of the recapture rules. Thus, cussed later in What Cannot Be Depreciated$10,000 (from Step 6) equals $2,000.

Under MACRS.any gain you realize from a sale, exchange,
Step 8– Using $2,000 (from Step 7) as or other disposition of property may have to

taxable income, the actual charitable Use of real property changed.  All realbe treated as ordinary income to the extent of
contribution (limited to 10% of taxable property acquired before 1987 that wasthe section 179 and depreciation deductions
income) of $200 is figured. changed from personal use to a business orclaimed. For more information on disposi-

income-producing use after 1986 must betions (including installment sales), see Chap-
Partnerships and partners.  The section depreciated under MACRS.ters 24 and 25.
179 deduction limits apply to both the part-
nership and to each partner. The partnership Example.  Paul Lamb, a calendar year When To Use GDS 
determines its section 179 deduction subject taxpayer, bought and placed in service on Most tangible depreciable property falls
to the limits. It allocates the deduction among August 1, 1992, an item of 3–year property within the general rule of MACRS, also
its partners. costing $10,000. The property is not listed called the General Depreciation System

Each partner adds the amount allocated property. He used the property only for busi- (GDS). The major differences between GDS
from the partnership as shown on Schedule ness in 1992 and 1993. He elected a section and ADS are the recovery period and
K–1 to his or her other nonpartnership sec- 179 deduction of $5,000 for this property. method of depreciation you use to figure the
tion 179 costs and then applies the maxi- deduction. Because GDS permits use of theDuring 1994, he used the property 40% for
mum dollar limit to this total to determine his declining balance method over a shorter re-business and 60% for personal use. He
or her section 179 deduction. To determine if covery period, the deduction is greater in thefigures his recapture amount as follows:
a partner has exceeded the $200,000 invest- earlier years.
ment limit, the cost of section 179 property However, the law requires the use of

Section 179 Deduction Claimedplaced in service by the partnership is not at- ADS for certain property as discussed under
(1991) $5,000.00tributed to any partner. The total amount of When To Use ADS, next.

Allowable Depreciationeach partner’s (partnership and nonpartner- Although your property may qualify for
(Instead of Sectionship) section 179 deduction is subject to both GDS, you can elect to use ADS. If you make
179):the taxable income limit and the maximum this election, however, you can never revoke

dollar limit. it. How to make this election is discussed in
For more information about how the sec- Election, under Depreciation Methods, later.1992 —

tion 179 deduction limits apply to partner- $5,000 × 33.33%* $1,666.50
ships and partners, see Publication 534. 1993 — When To Use ADS

$5,000 × 44.45%* 2,222.50 Under ADS, you determine your deduction
S corporations.  The limits that apply to 1994 — by using the straight line method over a re-
partnerships and its partners also apply to an $5,000 × 14.81%* × covery period that generally is longer than
S corporation and its shareholders. The cor- 40% (Business) 296.20 4,185.20 the recovery period under GDS. This system
poration allocates the deduction among the is required for: 1994 —shareholders, who then take the deduction

Recapture Amount $ 814.80 1) Any tangible property used predomi-subject to the limits.
nantly outside the United States duringFor more information about how the sec-
the year,tion 179 deduction limits apply to an S corpo- *Rates from 200% table, later.

ration and its shareholders, see Publication 2) Any tax-exempt use property,
534. 3) Any tax-exempt bond-financed property,Paul must include $814.80 in income for

4) Any imported property covered by an1993, the excess of $5,000 over $4,185.20Records.  You must keep records that show
executive order of the President of the($1,666.50 + $2,222.50 + $296.20).the specific identification of each piece of
United States, andsection 179 property. These records must

show how the property was acquired, the 5) Any property used predominantly in a
person from whom it was acquired, and farming business and placed in service
when it was placed in service. You must stay during any tax year in which you makeModified Accelerated
with your selection of section 179 property an election not to apply the uniform capi-
for which you claim a deduction when com- talization rules to certain farming costs.Cost Recovery System
puting taxable income for the tax year the (MACRS) election is made and all later tax years.

What Cannot
The modified accelerated cost recovery sys-When To Recapture Be Depreciatedtem (MACRS) generally applies to all tangi-

the Deduction ble property placed in service after 1986. Under MACRS
MACRS provides two systems for depreciat-If you claim a section 179 deduction for the You cannot use MACRS for certain property

cost of qualifying property and, in a year after ing property. The main system is called the because of special rules that exclude it from
you place it in service, you do not use it General Depreciation System (GDS) and ap- MACRS. You can elect to exclude certain
predominantly for business, you may have to plies to most property. The second system is property from being depreciated under
recapture (include in income) part of the called the Alternative Depreciation System MACRS.
deduction. (ADS). Unless ADS is specifically required No depreciation deduction is allowed for

You report any recapture of the section by law or you elect it, GDS is generally used property placed in service and disposed of
179 deduction on Form 4797. to figure your depreciation deductions. during the same tax year.
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Property that you cannot depreciate us- property in the hands of the person from Some, such as casualty losses and the sec-
ing MACRS includes: whom it is so acquired due to 2) or 3). tion 179 deduction, decrease basis. If basis

is adjusted, the depreciation deduction may1) Intangible property,
also have to be changed, depending on theReal property.  For real property placed

2) Any motion picture film or video tape, reason for the adjustment and on the methodin service after 1986 (after July 31, 1986, if
3) Any sound recording, of depreciation you are using.MACRS was elected), you cannot use

Chapter 6 explains how to figure basis forMACRS if:4) Certain real and personal property
property acquired in different ways and howplaced in service before 1987, and 1) You or a party related to you owned the
to allocate basis among assets. It also ex-property in 1986,5) Property you elect to exclude from plains what items increase or decrease

MACRS that is properly depreciated 2) You lease the property back to the per- basis.
under a method of depreciation that is son (or a person related to this person)
not based on a term of years. who owned the property in 1986, or Basis of property changed from personal

use.  When you change property that was3) You acquire the property in a transac-Election to exclude certain property.  If not used for business to a business or invest-tion in which some of your gain or loss isyou properly depreciate any of your property ment use, you must determine your basis innot recognized. MACRS applies only tounder a method of depreciation that is not the property for figuring depreciation. Youthe part of your basis in the acquiredbased on a term of years, such as the unit-of- determine this amount as of the date of theproperty that represents cash paid orproduction method, you can elect to exclude change. It is the lesser of the fair marketunlike property given up. It does not ap-that property from MACRS. To figure a de- value of your property on that date or the ad-ply to the substituted portion of thepreciation deduction under the unit-of-pro- justed basis of the property on that date.basis.duction method, you divide the cost or other
basis (less salvage) by the estimated num-

Property Classes andNote:  This rule does not apply to non-ber of units to be produced during the life of
residential real property or residential rental Recovery Periodsthe asset. Apply the resulting amount to the
property.units produced in a year to arrive at your de- Each item of property depreciated under

preciation for that year. GDS is assigned to a property class. TheRelated parties.  For these rules, a party
You make this election by reporting your property class of an item of property estab-related to you includes members of your im-

depreciation for the property on line 17, of lishes the number of years over which themediate family (including your spouse, an-
Part III on Form 4562, and attaching a state- basis of the property is recovered. This pe-cestors, and lineal descendants).
ment as described in the Instructions for riod of time is called a recovery period.Special rule.  The excluded property
Form 4562. You make the election by the tax rules do not apply to any property if the allow-
return due date (including extensions) for the GDS. Under GDS, most types of tangibleable deduction for the property for the first
year the property is placed in service. property fall into one of the following classes:tax year in which the property is placed in

service using ACRS is greater than the de- 3–year property. This class includesUse of standard mileage rate.  If you use duction under MACRS using the half-year tractor units for use over the road, anythe standard mileage rate for an automobile convention. race horse over 2 years old whenyou buy and use for business after 1980, you For more information on related parties placed in service, and any otherare considered to have elected to exclude and other special rules, see Chapter 3 of horse over 12 years old when placedthe automobile from MACRS and ACRS. Publication 534. in service.See Chapter 16 of this publication for a dis-
cussion of the standard mileage rate. 5–year property. This class includes au-How To Figure tomobiles, buses, trucks, computers
Property placed in service before 1987. and peripheral equipment, office ma-MACRS Deduction 
These excluded property rules apply to both chinery (typewriters, calculators,To figure MACRS deduction, you generally
personal and real property. However, the copiers, etc.), and any property usedmust first determine the following information
rules for personal property are more in research and experimentation.about the property you intend to depreciate.
restrictive. 7–year property. This class includes of-1) Its basis,

fice furniture and fixtures (desks, files,
Note:  For these rules, neither real nor 2) Its property class and recovery period, etc.).

personal property is treated as owned before Any property that does not have a3) The date it was placed in service,
it is placed in service. Therefore, if you class life, and that has not been des-4) The applicable convention, andowned property in 1986 but did not place it in ignated by law as being in any other
service until 1987, it is not treated as owned 5) The depreciation method you can use. class and, if placed in service before
in 1986. 1989, any single purpose agricultural

Personal property.  You cannot use or horticultural structure is also 7-year
MACRS for personal property (section 1245 property.Basis
property) that you acquired after 1986 (after Basis is a measure of your investment in the 10–year property. This class includes
July 31, 1986, if MACRS was elected) if: property for tax purposes. When you depre- vessels, barges, tugs, and similar

ciate property, a certain percentage of your1) You or a party related to you owned or water transportation equipment, and,
basis in it is deducted each year.used the property in 1986, if placed in service after 1988, any

For property that you buy, your original single purpose agricultural or horticul-2) The property was acquired from a per-
basis is usually its cost to you. For property tural structure, and any tree or vineson who owned it in 1986 and, as part of
that you acquire in some other way, such as bearing fruit or nuts.the transaction, the property user does
by inheriting it, receiving it as a gift, building itnot change, 15–year property. This class includesyourself, or getting it in a tax-free exchange,

certain depreciable improvements3) You lease the property to a person (or a you must figure your original basis in some
made directly to land or added to it,person related to this person) who other way.
such as shrubbery, fences, roads,owned or used the property in 1986, or Events will often change the basis of a
and bridges.4) The property is acquired in a transaction piece of property. This changed basis is

in which the property user does not called the adjusted basis. Some events, 20–year property. This class includes
change and the property is not MACRS such as improvements, increase basis. farm buildings (other than agricultural
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or horticultural structures) and any Personal residences changed to rental To determine whether you must use the
municipal sewers. use.  If you begin to rent a residence after mid-quarter convention, the depreciable ba-

1986 that was your personal residence sis of property is your basis multiplied by theNonresidential real property. This
before 1987, you depreciate it as residential percentage of business/investment use andclass includes any section 1250 real
rental property over 27.5 years under GDS. then reduced by:property that is not:

1) The amount of amortization taken on thea) Residential rental property, or
Placed-in-Service Date property,

b) Property with a class life of less than
As discussed in Placed in Service in When 2) Any section 179 deduction claimed on27.5 years.
Depreciation Begins and Ends, earlier, de- the property, andThe recovery period for nonresidential real
preciation begins when your property isproperty is: 3) Any deduction claimed for clean-fuel ve-placed in service in a trade or business or for

31.5 years for property you placed in hicles or for clean-fuel vehicle refuelingthe production of income. For example, if
service before May 13, 1993, or property.property is placed in service for personal

use, depreciation is not allowable. If the39 years for property you placed in
property use changes to a business or in- Under the mid-quarter convention, youservice after May 12, 1993.
come-producing activity, depreciation begins treat all property placed in service, or dis-However, property you placed in service
at the time of the change in use. posed of, during any quarter of a tax year asbefore January 1, 1994, will not be subject to

placed in service, or disposed of, at the mid-the longer recovery period if you or a ‘‘quali- Example 1.  On November 22, 1993,
point of the quarter.fied person’’ entered into a binding written Donald Steep bought a machine for his busi-

To figure your MACRS deduction forcontract to purchase or construct the prop- ness. It was delivered on December 7, 1993.
property subject to the mid-quarter conven-erty before May 13, 1993, or you (or a quali- However, it was not installed and operational
tion, first figure your depreciation for the fullfied person) began construction of the prop- until January 3, 1994. Because it was not op-
tax year. Then multiply this amount by theerty before May 13, 1993. A qualified erational until 1994, it is considered placed in
following percentages for the quarter of theperson is anyone who transfers a contract service in 1994. If the machine had been
tax year the property is placed in service:or property to you so long as the property ready for use when it was delivered in 1993,

was not put in service by the transferor. See it would be considered placed in service in
Quarter of tax year Percentage Publication 534 for the 39–year nonresiden- 1993 even if it was not actually used until

tial real property table. First 87.5%1994.
Second 62.5%Residential rental property. This class Example 2.  On April 6, 1994, Sue Thorn Third 37.5%includes any real property that is a bought a house to use as residential rental Fourth 12.5%rental building or structure (including property. She made several repairs and had

mobile homes) for which 80% or more it ready for rent on July 5, 1994. At that time, For more information including percent-of the gross rental income for the tax she began to advertise it for rent in the local age tables based on the mid-quarter conven-year is rental income from dwelling newspaper. The house is considered placed tion, see Publication 534.units. If you occupy any part of the in service in July when it was ready and
building or structure, the gross rental available for rent. She can begin to depreci- Mid-month convention.  Under the mid-income includes the fair rental value ate it in July. month convention, you treat all propertyof the part you occupy. The recovery

placed in service, or disposed of, during anyperiod for this property is 27.5 years.
Conventions month as placed in service, or disposed of, at

the midpoint of that month.The class lives and recovery periods for Generally, you use the half-year convention
most assets are listed in the Table of Class to figure the deduction for property other Example.  You buy a bui lding for
Lives and Recovery Periods in Appendix B of than residential rental and nonresidential $100,000 that is nonresidential real property
Publication 534. real property. Under a special rule, you may that you place in service in your business on

be required to use the mid-quarter conven- January 7, 1994. You use the calendar year
Additions or improvements to property. tion. For residential rental and nonresidential as your tax year. You do not use the tables to
Additions or improvements you make to any real property, you use the mid-month con- compute your depreciation deductions. You
property, including leased property, are vention in all situations. figure your MACRS depreciation for the
treated as separate property items for depre- building by dividing 1 by 39 years to get the
ciation purposes. The recovery period for an straight line rate for a full year of 2.564%.Half-year convention.  Under MACRS, the
addition or improvement to property begins The depreciation for a full year is $2,564half-year convention treats all property
on the later of the date the addition or im- (2.564% × $100,000). Under the mid-monthplaced in service, or disposed of, during a tax
provement is placed in service or the date convention, January, the month the propertyyear as placed in service, or disposed of, at
the property to which the addition or im- is placed in service, is treated as half athe midpoint of that tax year.
provement is made is placed in service. The month. Therefore, you would get 11.5
recovery period and class of the addition or months of depreciation for 1994. ExpressedMid-quarter convention.  If during any tax
improvement is the one that would apply to as a percentage, 11.5 months is 95.8% (11.5year the total depreciable bases of all
the underlying property if it were placed in ÷ 12). Your 1994 depreciation for the buildingMACRS property placed in service during
service at the same time as the addition or is $2,456 (95.8% × $2,564).the last 3 months of that tax year exceeds
improvement. 40% of the total depreciable bases of all

MACRS property placed in service during Depreciation Methods 
Office in the home.  If you begin to use part that tax year, you use the mid-quarter con- Under MACRS, there are five ways to depre-of your home as an office after 1986, that vention instead of the half-year convention. ciate your property.part of your home is depreciated as nonresi- In determining the total bases of the prop-
dential real property over 39 years (31.5 erty, do not include the basis of:
years for property you placed in service 200% declining balance method.  You use

Residential rental property,before May 13, 1993) under GDS. See Pub- the (200%) declining balance method for
lication 587 for a discussion of the tests that nonfarm property in the 3–, 5–, 7–, or 10–Nonresidential real property, or
must be met to claim expenses, including de- year class over a GDS recovery period and
preciation, for the business use of your Property placed in service and disposed apply a half-year or mid-quarter convention
home. of in the same tax year. (discussed earlier).
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150% declining balance method.  You use year period with either the half-year or you can actually compute the deduction us-
the 150% declining balance method for prop- mid-quarter convention. ing the applicable depreciation method and
erty in the 15– or 20–year class (and for convention over the recovery period. The de-• For any tree or vine bearing fruit or nuts, it
property used in farming businesses) over a duction is the same under both methods.is applied over a 20–year period with ei-
GDS recovery period and apply a half-year ther the half-year or mid-quarter
or mid-quarter convention. Percentage tables.  The percentage tablesconvention.

For these classes of property, you are based on the depreciation method, re-
change to the straight line method for the first covery period, and convention. The percent-The ADS recovery periods for many as-
tax year for which that method, when applied ages in the tables are applied to the unad-sets can be found in the Table of Class Lives
to the adjusted basis at the beginning of such justed basis of the property each year of theand Recovery Periods in Appendix B of Pub-
year, will yield a larger deduction. You al- recovery period. Unadjusted basis is thelication 534.
ways use the straight line method for resi- same amount you would use to compute aElection.  You make the election to use
dential rental and nonresidential real gain on a sale but it is figured without takingthe ADS method by completing line 15 of
property. into account any depreciation taken in earlierPart II of Form 4562. Make the election by

years. However, you do reduce your basisthe tax return due date (including exten-
Straight line election.  Instead of using the by:sions) for the year the property is placed in
declining balance method, you can elect to service. 1) The amount of amortization taken on the
use the straight line method and apply a half- The election of the ADS method for one property,
year or mid-quarter convention (discussed item in a property class generally applies to

2) Any section 179 deduction claimed, andearlier) over the GDS recovery period. The all property in that class placed in service
election to use the straight line method for during the tax year of the election. However, 3) Any deduction claimed for clean-fuel ve-
one item in a property class applies to all you can make the election on a property-by- hicles and clean-fuel vehicle refueling
property in that class placed in service in the property basis for residential rental and non- property.
year of the election. residential real property.

The election is made by entering ‘‘S/L’’ in Once made, the election to use the ADS Also, if the business property is a vehicle,
column (f) of Part II of Form 4562. The elec- method cannot be changed. you must reduce the basis by any qualified
tion must be made by the tax return due date electric vehicle credit.
(including extensions) for the year the prop-

However, you cannot continue to use theDepreciation Methods Chart erty for which you make the election is
tables if there are any adjustments to the ba-To help you determine the proper method forplaced in service. However, this election can
sis of your property for reasons other than:a specific property class, use the followingbe made each year for each property class.

chart. The declining balance method is 1) Depreciation allowed or allowable, orOnce made, the election to use the
shown as DB and the straight line method asstraight line method over the recovery period 2) An addition or improvement to that prop-SL.cannot be changed. erty depreciated as a separate item of

property.Depreciation Methods Chart
150% election.  Instead of using the 200%

Method-declining balance method over the GDS re- For example, if the basis of the property is
Property Class Recovery Periodcovery period, you can elect to use the 150% reduced as a result of a casualty to the prop-

declining balance method over the ADS re- 3, 5, 7, 10–Year 200% DB-GDS erty, you cannot continue to use the tables.
covery period for the property. If the property (Nonfarm) 150% DB-ADS* For the year of adjustment and the re-
does not have an ADS recovery period as- SL-GDS* mainder of the recovery period, you must
signed to it, the recovery period is 12 years. SL-ADS* compute your depreciation based on the ad-
A half-year or mid-quarter convention is used 3, 5, 7, 10–Year 150% DB-GDS justed basis of the property at the end of the
and there is a change to the straight line (Farm) tax year of adjustment and the remaining re-
method when that method will give a larger 150% DB-ADS* covery period. For more information, see
deduction. SL-GDS* Computing MACRS Deductions Without Ta-

The election to use the 150% declining SL-ADS* bles in Chapter 3 of Publication 534.
balance method for one item in a property

In addition, you cannot use the tables if15, 20–Year (Farm or 150% DB-GDSclass applies to all property in that class
you have a short tax year. If this occurs, seeNonfarm)placed in service in the tax year of the
MACRS Deduction in Short Tax Year inSL-GDS*election.
Chapter 3 of Publication 534.SL-ADS*The election is made by entering ‘‘150

Nonresidential Real SL-GDSDB’’ in column (f) of Part II on Form 4562.
200% table.  The following table has the per-Property SL-ADS*Once made, the election to use the 150%
centages for 3–, 5–, and 7–year nonfarmResidential Rentaldeclining balance method over the ADS re-
property. The percentages are based on thePropertycovery period cannot be changed.
200% declining balance method over GDSTrees or Vines Bearing
recovery periods and apply a half-year con-Fruit or NutsADS method. If you choose, you can use the
vention with a change to the straight lineTax-Exempt Use SL-ADSADS method. Under this method, deprecia-
method. See Appendix A in Publication 534Propertytion is figured using the straight line method
for complete MACRS tables, including tablesTax-Exempt Bond-but over ADS recovery periods.
for the mid-quarter convention.Financed Property• For residential rental and nonresidential

Imported Property Year 3–Year 5–Year 7–Year real property, the straight line method is
Foreign Use Propertyapplied to a 40–year recovery period with 1 33.33% 20% 14.29%(Used Outside U.S.)the mid-month convention. 2 44.45% 32% 24.49%
*Elective Method

3 14.81% 19.2% 17.49%• For automobiles and light general purpose
trucks, the straight line method is applied 4 7.41% 11.52% 12.49%
over a 5–year period with either the half- 5 11.52% 8.93%MACRS Deductions 
year or mid-quarter convention. 6 5.76% 8.92%You may determine your MACRS deprecia-

7 8.93%• For single purpose agricultural and horti- tion deduction in one of two ways. You can
8 4.46%cultural structures, it is applied over a 15– use the percentage tables discussed next, or
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Example.  You buy an item of 7–year 5) for a full tax year. After applying the half- (including passenger automobiles) unless
property for $10,000 and place it in service you can prove business/investment use byyear convention, the first year rate is 10%. At
on August 10, 1993. You do not elect a sec- adequate records or sufficient evidence tothe beginning of the second year, the re-
tion 179 deduction. The unadjusted basis of support your own statements.maining recovery period is 4.5 years as a re-
the property is $10,000. You use the per- sult of the half-year convention. The straight
centage tables to figure your deduction. line rate for the second year is 22.22% (1 ÷

Adequate Records You multiply $10,000 by 14.29% to get 4.5). This second year rate is applied to the
your depreciation for 1993 of $1,429 for this cost or other basis of the property reduced by

To meet the adequate records requirement,item of 7–year property. For 1994, you multi- the depreciation taken in the first year. 
you must maintain an account book, diary,ply $10,000 by 24.49% to get your deprecia-
log, statement of expense, trip sheet, or simi-tion deduction of $2,449.
lar record or other documentary evidence
that, together with the receipt, is sufficient toComputing deductions without tables.  In- Listed Property
establish each element of an expenditure orstead of using the percentage tables to figure
use. It is not necessary to record informationdepreciation, you can actually compute your There are limits on the depreciation deduc- in an account book, diary, or similar record ifdepreciation deduction each year. You must tions you can claim on listed property. If your the information is already shown on the re-apply the appropriate convention for the first listed property is not used more than 50% in ceipt. However, your records should back upyear. business use during any tax year, the section your receipts in an orderly manner.

179 deduction is not allowable and you must For l isted property, you must keepDeclining balance method. To figure your depreciate the property using the ADS records for as long as any excess deprecia-MACRS deduction, first determine your de- method. ADS uses the straight line method tion can be recaptured (included in income).clining balance rate. Do this by dividing the and is discussed earlier under When To Use For property placed in service after 1986,specified declining balance percentage ADS. Limitations are also imposed on les- recapture can occur in any tax year of the(150% or 200%) by the recovery period. For sees that are similar to those imposed on ADS recovery period.example, for 3–year nonfarm property, you owners. See Chapter 4 of Publication 534. For more information, see Publicationdivide 2.00 by 3 to get .6667 or 66.67%. For In addition to the rules for all listed prop- 534.15–year property, you divide 1.50 by 15 to erty, there is a special dollar limit on the de-
get .10 or 10%. preciation and section 179 deduction you

You multiply the unadjusted basis of the can claim each year for passenger automo- Alternative minimum tax.  If you use accel-
property by the declining balance rate and biles. For passenger automobiles placed in erated depreciation, you may need to figure
apply the half-year convention to figure your service in 1994, your total section 179 de- alternative minimum tax. For more informa-
depreciation for the first year. In the second duction and depreciation cannot exceed tion about the alternative minimum tax rules
year, first reduce your basis for the amount of $2,960. For the second year, it cannot ex- applicable to individuals, see Form 6251, Al-
depreciation allowable for the first year. Then ceed $4,700. It cannot exceed $2,850 in the ternative Minimum–Individuals, and for the
multiply this adjusted basis by the same rate third year and $1,675 each later year. For rules applicable to corporations, see Chapter
used in the first year. more information, see Publication 917. 35 in this publication.

Declining balance rates.  The following ta-
Listed property. Listed property includes:ble shows the applicable declining balance

rate for each class of property and the first
1) Any passenger automobile. Form 4562 year for which the straight line method will

give an equal or greater deduction. For 3–,
2) Any other transportation vehicle (includ-5–, 7–, and 10–year nonfarm property, the Form 4562  is used by most taxpayers re-

ing boats).rate is based on the 200% declining balance porting depreciation, amortization, or the
method. For farm property and 15– and 20– section 179 deduction.

3) Any property of a type generally used foryear property, it is based on the 150% declin- File Form 4562 only if:
entertainment, recreation, oring balance method.
amusement.

1) You are claiming depreciation on prop-Class Declining Balance Rate Year 
erty placed in service this year,4) Any computer and related peripheral3 66.67% 3rd

equipment unless it is used only at a5 40% 4th 2) You are claiming a section 179regular business establishment and7 28.57% 5th deduction,owned or leased by the person operat-10 20% 7th
ing the establishment. A regular busi-

15 10% 7th
3) You are beginning to claim amortizationness establishment includes a portion of

20 7.5% 9th
this tax year,a dwelling unit, if, and only if, that portion

is used both regularly and exclusively
for business as discussed in Publication 4) You are claiming depreciation on anyStraight line method. To figure your
587. listed property,MACRS deduction using the straight line

method, a new depreciation rate is deter-
5) Any cellular telephone (or similar tele-mined for each tax year in the recovery pe- 5) You claiming a deduction for any vehicle

communication equipment) placed inriod. For any tax year, the straight line rate is reported on a form other than Schedule
service or leased in a tax year beginningdetermined by dividing the number 1 by the C or Schedule C–EZ, or
after 1989.years remaining in the recovery period at the

beginning of the tax year. The rate is applied 6) You are filing a corporate tax return
to the unrecovered basis of the property. If (other than Form 1120S).
the remaining recovery period at the begin- What Recordsning of the tax year is less than 1 year, the
straight line rate for that tax year is 100%. If you do not have to file Form 4562, claimMust Be Kept 

For example, the straight line method ap- depreciation on the appropriate line of your
You cannot take any depreciation or sectionplied to property with a 5–year recovery pe- tax return. A sample Form 4562 is illustrated
179 deduction for the use of listed propertyriod results in a straight line rate of 20% (1 ÷ in Part 8, Filled-In Forms in this publication.
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3) Workforce in place including its compo-
sition, terms, and conditions (contrac-Amortization 
tual or otherwise) of employment,14.

Amortization lets you recover certain capital
4) Business books and records, operatingexpenses in a way that is like straight line de-

systems, and any other informationAmortization and preciation. Only certain specified expenses
base including lists, or other informationcan be amortized for federal income tax pur-
with respect to current or futureDepletion poses. The different types of expenses that
customers,can be amortized are discussed in this chap-

ter. For a more detailed discussion of amorti- 5) A patent, copyright, formula, process,
zation, see Chapter 12 of Publication 535. design, pattern, know-how, format, or

If you want to amortize your expenses, similar item,Important Reminder you usually must make an election to do so.
6) A customer-based intangible,The election is made by filing Form 4562 andAmortization of certain intangibles.  You

attaching a required statement to your in- 7) A supplier-based intangible,may have to amortize, over 15 years, certain
come tax return. Unless otherwise indicated,intangibles that you acquired in connection 8) A license, permit, or other right granted
you enter your deduction in Part VI, Amorti-with a trade or business or an activity for the by a governmental unit or agency (in-zation, of Form 4562. production of income. cluding renewals),

For more information, see Amortization 9) A covenant not to compete entered into
of Certain Intangibles, later.

in connection with an acquisition of anAmortization of Certain interest in a trade or business, and

10) A franchise, trademark, or trade nameIntangibles Introduction (including renewals).
You must amortize over 15 years, the capi-

You may be able to deduct each year, as talized costs of certain intangibles that you
You cannot amortize any of the intangiblesamortization, a part of certain capital ex- acquire after August 10, 1993. These in-
listed in items (1) through (7) that you cre-penses. Amortization generally allows a tangibles are cal led ‘ ‘section 197 in-
ated, unless you created it in connection withwriteoff of your costs that are not ordinarily tangibles’’ and are defined later. They must
the acquisition of a substantial portion of adeductible. See Chapter 13 for information be held in connection with your trade or busi-
business.on depreciation. ness or in an activity engaged in for the pro-

For more information on these sectionIf you have an exhaustible natural re- duction of income. The amount of your de-
197 intangibles, see Chapter 12 in Publica-source or timber, you are allowed a depletion duction is the adjusted basis (for purposes of
tion 535. deduction. Depletion is discussed later in this determining gain) of the intangible amortized

chapter. over a 15-year period beginning with the
Workforce in place.  This includes the com-month acquired. No other depreciation or
position of a workforce (for example, its ex-amortization deduction is allowed for sectionTopics
perience, education, or training), the terms197 intangibles.This chapter discusses:
and conditions of employment whether con-

• Amortizing qualified expenses tractual or otherwise, and any other valueEffective date elections.  While this amorti-
placed on employees or any of their attrib-zation provision generally applies only to• Mineral property
utes. Therefore, the part of a purchase priceproperty acquired after August 10, 1993,

• Oil and gas wells of a trade or business attributable to the exis-under two elections, you may choose to
tence of a highly-skilled workforce, or thehave it apply differently.• Natural and geothermal deposits
cost of acquiring an existing employmentFirst, you can choose to apply this amor-

• Timber contract or relationship with employees ortization provision to section 197 intangibles
consultants as part of the acquisition of aacquired after July 25, 1991, and before Au-

Useful Items trade or business are examples of workforcegust 11, 1993. Once made, the election ap-
You may want to see: in place. plies to all section 197 intangibles acquired

during that period and it can only be revoked
Publication with the consent of the IRS. Customer-based intangible.  A customer-

Second, you can choose not to apply this based intangible is the composition of mar-
❏ 533 Self-Employment Tax

amortization provision to section 197 in- ket, market share, and any other value re-
❏ 535 Business Expenses tangibles acquired after August 10, 1993, if sulting from the future provision of goods and

they were acquired under a binding written services because of relationships with cus-❏ 544 Sales and Other Dispositions of
contract in effect on that date and at all times tomers in the ordinary course of business. ItAssets
thereafter until the property was acquired. includes that part of the purchase price of a

❏ 550 Investment Income and Once made, the choice applies to all prop- trade or business that is attributable to a cus-
Expenses erty acquired under that contract, and the tomer base, circulation base, undeveloped

choice can only be revoked with the consent market or market growth, insurance in force,
Form (and Instructions) of the IRS. This election may not be made if mortgage servicing contracts, investment

you have chosen to apply the new amortiza- management contracts, or other relation-❏ T Forest Industries Schedules
tion provision to all section 197 intangibles ships with customers that involve the future

❏ Sch E (Form 1040) Supplemental acquired after July 25, 1991, as discussed in provision of goods or services. 
Income and Loss the preceding paragraph. 

Supplier-based intangible.  A supplier-❏ Sch SE (Form 1040) Self-
based intangible is the value resulting fromEmployment Tax Section 197 Intangibles 
the future acquisition of goods or servicesThe fol lowing assets are section 197❏ 4562 Depreciation and Amortization because of relationships in the ordinaryintangibles:

❏ 6251 Alternative Minimum Tax— course of business with suppliers of goods or
1) Goodwill,Individuals services to be used or sold by the business.

Examples include that part of the purchase2) Going concern value,
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price of a trade or business that is attributa- For more information on depreciation of 1) Avoid the requirement that the intangi-
ble to the existence of a favorable relation- computer software, see Publication 534. ble be acquired after August 10, 1993,
ship with distributors (such as favorable shelf or
or display space at a retail outlet), the exis- Additional costs associated with nonsec- 2) Avoid any of the anti-churning rules.
tence of a favorable credit rating, or the exis- tion 197 intangibles.  Additional costs that
tence of favorable supply contracts. are taken into account in determining the ba- For more information on amortizable sec-

sis of property that is not a section 197 intan- tion 197 intangibles, see Chapter 12 in Publi-Intangibles that are not section 197 in- gible are not themselves section 197 in- cation 535.tangibles.  The following assets are not sec- tangibles. For example, none of the costs of
tion 197 intangibles: acquiring real property held for the produc-

Going Into Businesstion of rental income (including goodwill, go-1) Any interest in a corporation, partner-
When you go into business, all the costs youing concern value, etc.) is an amortizableship, trust or estate, futures contract,

section 197 intangible. These costs are in- have to get your business started are treatedforeign currency contract, notional prin-
stead, added to the basis of the real property. as capital expenses and are part of your ba-cipal contract, or similar financial

sis in the business. Any costs that are forcontract,
particular assets can generally be recoveredDispositions 2) Any interest in land,
through depreciation deductions. Other

A section 197 intangible is treated as depre-3) Most computer software (see Computer costs generally cannot be recovered until
ciable property used in your trade or busi-software, later), you sell or otherwise go out of business. See
ness. Therefore, if you dispose of a section Going Into Business in Chapter 5 for a dis-4) Any of the following not acquired in con- 197 intangible that you held for more than 1 cussion of how to treat these costs if you donection with the acquisition of a trade or year, the property qualifies as section 1231 not go into business.business or a substantial part of a trade property. Any gain on the disposition is

However, you can elect to amortize cer-or business: treated as ordinary income to the extent of
tain costs that you have in setting up youra) An interest in a film, sound recording, the allowable amortization. The gain or loss
business. These costs are deducted in equalvideotape, book, or similar property, on the sale of property held for 1 year or less
amounts over a period of 60 months or more.is reported as an ordinary gain or loss. Seeb) A right to receive tangible property or To be amortizable in this way, costs mustChapter 2 in Publication 544, Sales andservices under a contract or granted qualify in one of the following three areas:Other Dispositions of Assets, for moreby a governmental agency,
1) Business start-up costs,information.

c) An interest in a patent or copyright, If you acquire more than one section 197 2) Organizational costs for a corporation,
d) A right under a contract (or a right intangible in a transaction (or series of re- or

granted by a governmental agency) if lated transactions) and later dispose of one
3) Organizational costs for a partnership.the right has a fixed life of less than 15 of them or if one of them becomes worthless,

years or is of a fixed amount that ex- you cannot recognize any loss on it. Increase
The sections below discuss which costscept for the section 197 intangible the adjusted basis of each remaining amor-
qualify in each of these three areas.provisions, would be recoverable tizable section 197 intangible that you did not

under a method similar to the unit-of- dispose of by:
production method of cost recovery. Business start-up costs. Start-up costs are

The amount of the loss not recognized on those that you have in setting up an active5) An interest under an existing lease or the disposition trade or business, or investigating the possi-sublease of tangible property,
bility of creating or acquiring an active tradeMULTIPLIED BY

6) An interest under an indebtedness that or business.
A fraction:was in existence when the interest was Start-up costs are amounts you paid or

acquired, • The numerator of which is the adjusted incurred in an activity engaged in for profit
basis of that remaining intangible as of7) Sports franchises, and for the production of income in anticipa-
the date of its disposition, and tion of that activity becoming an active trade8) A right to service residential mortgages

or business.unless the right is acquired in the acqui- • The denominator of which is the total
To be amortizable, a start-up cost mustsition of a trade or business or a sub- adjusted basis of all retained amortiza-

meet the following tests.stantial part of a trade or business, and ble section 197 intangibles as of the
date of the disposition. 1) It must be a cost that would be deducti-9) Certain transaction costs under a corpo-

ble if it were paid or incurred to operaterate organization or reorganization in
an existing trade or business.For more information on dispositions ofwhich any part of a gain or loss is not

amortizable section 197 property, see Chap-recognized. 2) It must be paid or incurred by you before
ter 12 in Publication 535. you actually begin business operations.

Computer software.  Section 197 in-
tangibles do not include computer software Start-up costs include what you pay forAnti-Churning Rules 
that is: both investigating a prospective business

You cannot convert existing goodwill, going and getting the business started. For exam-1) Readily available for purchase by the concern value, or any other section 197 in- ple, they may include costs of items such asgeneral public, tangible for which a depreciation or amortiza-
the following:2) Subject to a nonexclusive license, and tion deduction would not have been allowa-

A survey of potential markets,ble before August 10, 1993, to amortizable3) Not substantially changed.
property. An analysis of available facilities, labor,

For more information, see Chapter 12 in supplies, etc., Also, computer software not acquired in the
Publication 535. acquisition of a substantial part of a business Advertisements for the opening of the

is not section 197 property. business,Anti-abuse rule.  A section 197 intangibleIf depreciation is allowed for any com-
Salaries and wages for employees whomay not be amortized under these rules ifputer software that is not a section 197 intan-

are being trained, and theiryou acquired the intangible in a transactiongible, use the straight line method with a use-
instructors,one of the principal purposes of which is to:ful life of 36 months.

Chapter 14 AMORTIZATION AND DEPLETION Page 63



Travel and other necessary expenses for How to amortize.  You deduct start-up and However, you, as an individual, can elect
securing prospective distributors, to amortize the costs you incur to investigateorganizational costs in equal amounts over a
suppliers, or customers, and an interest in an existing partnership. Theseperiod of not less than 60 months. You can

expenses qualify as business start-up costselect a period for start-up costs that is differ-Salaries and fees for executives and con-
if you succeed in acquiring your interest.ent from the period you elect for organiza-sultants, or for other professional

tional costs, as long as both are 60 months orservices.
more. Once you elect an amortization period, Construction Period
you cannot change it.Start-up costs do not include deductible Interest and Taxes To figure your deductions, you divideinterest, taxes, and research and experimen- You cannot deduct real property construc-your total start-up or organizational costs bytal costs. See Research and Experimental tion period interest or taxes that are paid orthe number of months in the amortization pe-Costs, later. accrued in the tax year on property you useriod. The result is the amount you can deduct

in your trade or business or in an activity youeach month.Business sold.  If you completely dispose of conduct for profit. Instead, you must capital-The amortization period starts with theyour business before the end of the amorti- ize these amounts. However, you couldmonth you begin business operations. Youzation period selected, any deferred start-up amortize amounts you paid or incurredcan amortize only if you actually go into busi-costs for your business that you have not de- before 1987, over a 10-year period.ness. For the amortization of organizationalducted can be deducted to the extent they For more information, see Chapter 12 incosts, a partnership or corporation is consid-qualify as a loss from a trade or business. Publication 535.ered to begin business operations when it
starts the activities for which it is organized.Organizational costs for a corporation. Research andThis can happen either before or after theCorporate organizational costs are those
corporate charter is granted or a partnershipthat are incident to the creation of the corpo- Experimental Costs
agreement is signed. A partnership or corpo-ration. They include the cost of temporary di- Research and experimental costs may be
ration will be considered as having begunrectors, organizational meetings, state incor- amortized or deducted as current business
business if its activities have reached theporation fees, and accounting services costs. You have the choice to deduct the
point where the nature of its business opera-related to setting up the organization. They costs currently as business expenses or to
tions can be established. For example, if italso include the cost of legal services, such treat them as deferred expenses and amor-
acquires the assets it needs to operate itsas drafting the charter, bylaws, terms of the tize them in equal amounts over a period of
business, this may constitute the beginningoriginal stock certificates, and minutes of or- not less than 60 months. See Chapter 5 for a
of business activities.ganizational meetings. discussion of the choice to deduct the costs

Making the election.  To amortize yourHowever, you cannot amortize costs of currently.
costs, you must complete Part VI of Formissuing and selling stock or securities, such The amortization deduction is an election
4562 and attach it to your income tax return.as commissions, professional fees, and that applies to those costs that are chargea-
You must also attach to your return a state-printing costs because they are not organiza- ble to a capital account and that:
ment showing the information listed below. Iftional costs. Costs connected with the trans-

1) You paid or incurred in your trade oryou have both start-up and organizationalfer of assets to the corporation also cannot
business, andcosts, attach a separate statement to yourbe amortized. They must be capitalized.

return for each type of cost. Each statement 2) You are not currently deducting.To qualify for amortization, your organi-
should:zational cost must meet all three of the fol-

For more information, see section 174 oflowing tests. 1) Show the total start-up or organizational
the Internal Revenue Code and the Incomecosts that you will amortize,1) It must be incident to the creation of the Tax Regulations.

corporation. You must have incurred the 2) Describe what each is for,
cost before the end of the first tax year in

3) Give the date each cost was incurred, Bond Premiumwhich the corporation is in business. A
corporation using the cash method of Bond premium generally is the amount you4) State the month your business began
accounting may amortize organizational pay for a bond that is more than the amountoperations (or the month you acquired
costs incurred within the first tax year, the bond issuer will pay upon maturity of thethe business), and
even if it does not pay them in that year. bond. For taxable bonds, bond premium is

5) Specify the number of months in your
determined by reference to the amount the2) It must be chargeable to a capital amortization period (not less than 60).
bond issuer will pay upon an earlier call dateaccount.
if it results in a smaller amortizable bond pre-

Attach Form 4562 and accompanying3) It must be a cost that could be amortized mium attributable to the period ending on the
statements to your return for the first tax yearover the life of the corporation, if the cor- call date. Bond premium does not include
you are in business. The return must be filedporation had a fixed life. any amount attributable to the conversion
by the due date for the return (including any features of a bond.
extensions).Organizational costs for a partnership. You must amortize the premium on tax-

Partnerships and corporations.  If yourPartnership organizational costs are those exempt bonds, but you cannot deduct the
business is organized as a partnership orcosts that are incident to the creation of the amortizable premium in figuring your taxable
corporation, only your partnership or corpo-partnership. To be amortizable, your organi- income.
ration can elect to amortize its start-up or or-zational cost must be chargeable to a capital You can elect to amortize the premium on
ganizational costs. A partner or shareholderaccount, and it must be one that you could taxable bonds. However, if you do not elect
cannot make this election.amortize over the life of the partnership, if to amortize the premium, you treat it as part

If you as a partner or shareholder incuryour partnership had a fixed life. of the basis of your bond.
costs in setting up your partnership or corpo-Partnership organizational costs do not If you are required or elect to amortize the
ration, you cannot amortize them. If the part-include syndication fees. That is, they do not premium, you decrease the basis of your
nership or corporation does not reimburseinclude costs connected with the issuing and bond by the amortizable bond premium. This
you for these costs, it cannot amortize them.marketing of interests in the partnership, will give you the adjusted basis you will use
These costs then become part of the basis ofsuch as commissions, professional fees, and to figure gain or loss on the sale or redemp-
your interest in the business. You can re-printing costs. These costs must be capital- tion of the bond.
cover them only when you sell your interestized. You cannot depreciate or amortize A dealer in taxable bonds (or anyone
in the partnership or corporation.these costs. who holds them mainly for sale to customers
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in the ordinary course of a trade or business, amount equal to any rents and royalties
(which are depletable income to the payee)and who would properly include bonds on Depletion 
you pay or incur for the property.hand in inventory at the close of the tax

If you own mineral property  or standing tim-year), cannot claim a deduction for amortiza- Also, reduce your gross income from the
ber, you can take a deduction for depletion.ble bond premium. Instead the premium is property by the allocable part of any bonus
Mineral property includes oil and gas wells, you paid for a mineral lease or an oil and gaspart of the cost of the bonds.
mines, and other natural deposits (including lease on the property.See section 75 of the Internal Revenue
geothermal deposits). Limit for certain oil and gas wells.  IfCode for determining your gross income if

The deduction is available to you as an you are a qualified independent producer oryou are a dealer in tax-exempt bonds.
owner and an operator only if you have an royalty owner of oil and gas (see Small pro-For more information, see Publication
economic interest in mineral deposits or ducers exemption, later, under Oil and Gas550. standing timber. For more information on de- Wells), your deduction for percentage deple-
pletion, see Chapter 13 in Publication 535. tion cannot be more than the smaller of:Reforestation Expenses Depletion is figured separately for each

1) Your taxable income from the propertymineral property. A mineral property is eachYou can elect to amortize part of the
separate interest you own in each mineral figured without the deduction for deple-amounts you spend on forestation or refores-
deposit in each separate tract or parcel of tion, ortation of property held for commercial timber
land. A timber property is your economic in-production. You can amortize your direct 2) 65% of your taxable income (figuredterest in standing timber in each tract orcosts for planting or seeding, including your without certain deductions).block representing a separate t imbercosts for site preparation, seeds or seed-
account.lings, labor, and tools. Only $10,000 ($5,000 Any amount that cannot be deducted be-

for a married individual filing a separate re- cause of the 65% limit can be carried overAlternative minimum tax.  Individuals, cor-turn) of these costs in each tax year qualify and added to your depletion allowanceporations, estates, and trusts who claim de-for amortization. Each year’s qualifying costs (before applying any limits) for the followingpletion deductions may be liable for alterna-are amortized over an 84–month period. For year.tive minimum tax.more information, see Reforestation Ex-
For more information on individual alter-penses in Chapter 12 of Publication 535.

native minimum tax, see Form 6251, Alterna- Oil and Gas Wells
tive Minimum Tax–Individuals, and its in-

Generally, percentage depletion is not al-Pollution Control Facilities struct ions.  For  more in format ion on
lowed for any oil or gas well. However, an ex-corporate alternative minimum tax, see Pub-You can elect to amortize the cost of a certi-
emption from this rule applies to certain oillication 542, Tax Information on Corpora-fied pollution control facility over a period of
and gas producers.tions. For more information on estate and60 months. The facility must be used for a

The use of percentage depletion for oiltrust alternative minimum tax, see Formplant (or other property) that was in operation
and gas is usually allowed for domestic gas1041 and its instructions.before 1976.
and oil production of small producers. The
percentage depletion allowance is 15% of

Certified pollution control facility.  A certi- Mineral Property the gross income from the qualifying produc-
fied pollution control facility is depreciable There are two ways of figuring depletion on tion from oil and gas property.
property that is a new identifiable treatment mineral property: cost depletion and percent-
facility used to abate or control water or at- age depletion. However, percentage deple- Small producers exemption.  Independentmospheric pollution or contamination by re- tion does not apply to oil and gas wells, ex- producers and royalty owners (small produc-moving, altering, disposing, storing, or cept for certain ones exempt from this rule. ers) qualify for a 15% rate for an averagepreventing the creation or emission of pollu- See Oil and Gas Wells, later. daily production of up to 1,000 barrels.tants, contaminants, wastes, or heat. It must If you can use percentage depletion but it (6,000 cubic feet of natural gas is thebe appropriately certified by state and fed- is less than cost depletion for any year, you equivalent of a barrel of oil.) This is the small-eral certifying authorities. must use cost depletion. producer exemption.If it appears that all or a part of the cost of

If you have a part interest in property, youa facility will be recovered from its operation, Cost depletion. Figure cost depletion by di- have production from that property in propor-such as through sales of recovered wastes, viding the adjusted basis of the mineral prop- tion to your interest. To figure your share ofthe federal certifying authority will certify to erty by the total number of recoverable units production for a part interest, such as a netthat effect, describing the nature of the po- in the property’s natural deposit. You then profits interest, see Share of production fortential cost recovery. The amortizable cost of multiply the resulting rate per unit by: part interest in Chapter 13 of Publicationthe facility must be reduced accordingly.
1) The number of units sold and for which 535.For more information on pollution control you receive payment during your tax

facilities, see Chapter 12 in Publication 535. year if you use the cash method of ac- Gross income from oil and gas property.
counting, or For purposes of percentage depletion, grossCost of Acquiring a Lease income from oil and gas property is the2) The number of units sold if you use the

If you acquire a lease for business purposes, amount you receive from the sale of the oil oraccrual method of accounting.
you can recover the cost by amortizing it over gas in the immediate vicinity of the well. If
the term of the lease. The term of the lease you do not sell the oil or gas on the property,Percentage depletion. Figure percentage
for amortization purposes includes all re- but manufacture or convert it into a refineddepletion by multiplying a certain percent-
newal options (and any other period for product before sale, or transport it beforeage, specified for each mineral, by your
which the lessee and lessor reasonably ex- sale, the gross income from the property isgross income from the property during the

the ‘‘representative market or field price’’pect the lease to be renewed) if less than tax year. The deduction for depletion under
(RMFP) of the oil or gas before conversion or75% of the cost is attributable to the term of this method cannot be more than 50%
transportation.the lease remaining on the acquisition date. (100% for oil and gas property) of your taxa-

The remaining term of the lease on the ac- If gas is sold after it is removed from theble income from the property figured without
quisition date does not include any period for premises, for a price that is lower than thethe deduction for depletion.
which the lease may be subsequently re- RMFP, gross income from the property forWhen figuring your percentage depletion

percentage depletion purposes is deter-newed, extended, or continued under an op- and the taxable income limit, exclude from
mined without regard to the RMFP.tion exercisable by the lessee.  your gross income from the property an
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Gross income from the property does not sale. The price must not be adjusted to re- a recognized mining treatment process is
include any lease bonuses, advance royal- applied.flect the increase in the liability of the seller
ties, or other amounts payable without re- Gross income from mining property alsofor tax because of the change in the law re-
gard to production from the property. includes the separately stated excise tax re-garding percentage depletion for gas. Price

ceived by a mine operator from the sale ofincreases after February 1, 1975, are pre-
coal to compensate the operator for excisesumed to take the liability into account un-Partnership oil and gas properties.  For
tax the mine operator must pay to financeless the taxpayer can demonstrate to thepartnership property, the depletion allow-
black lung benefits.contrary by clear and convincing evidence.ance, whether cost or percentage, must be

figured separately by each partner and not Natural gas from geopressured brine.
Disposal of coal or iron ore.  If you disposeby the partnership. Each partner must decide Qualified natural gas from geopressured
of coal (including lignite) or iron ore mined inwhether to use cost or percentage depletion. brine is eligible for percentage depletion at
the United States, held for more than 1 year,The partnership must allocate to each the rate of 10% if it is produced from a well
with a retained economic interest and thepartner that partner’s proportionate share of you began to drill after September 1978, and
gain is a capital gain, you cannot take a de-the adjusted basis of each partnership do- before 1984.
pletion deduction.mestic oil or gas property.

Each partner, after receiving the informa- Natural and
tion from the partnership, must keep this in- Geothermal deposits. Geothermal deposits

Geothermal Deposits formation separately. Later, in those sepa- located in the United States or its posses-
rate records, the partner must reduce the sions qualify for percentage depletion at theMine, wells, and other natural deposits and
share of the adjusted basis of each property rate of 15%. A geothermal deposit is a geo-geothermal deposits qualify for percentage
by the depletion taken on the property each thermal reservoir of natural heat stored indepletion.
year by that partner, and use that reduced rocks or in a watery liquid or vapor. It is not
adjusted basis to figure any cost depletion or considered a gas well.Mine and other natural deposits.  The per-
the partner’s gain or loss if the partnership Gross income from a geothermal steamcentage of your gross income from a natural
later disposes of the property. well is figured in the same way as for oil anddeposit that you can deduct as depletion is

Reporting the deduction.  Deduct oil gas wells. See Gross income from oil andbased on the type of deposit.
and gas depletion for a partnership interest gas property, earlier, under Oil and GasSome of the depletion percentages of the
in Part I of Schedule E (Form 1040). Wells.more common minerals follow:

You may also have to complete Schedule
SE (Form 1040), if your partnership net in- Deposits Percent Lessor’s Gross Income
come is considered net earnings from self- Sulphur, uranium, and, if from deposits A lessor’s gross income from the lease ofemployment. For more information, see Pub- in the United States, asbestos, lead, gas, oil, or mineral property for percentagelication 533. zinc, nickel, mica, and certain other depletion usually is the total of the royalties

ores and minerals . . . . . . . . . . . . . . . . . . . . 22 received from the lease, excluding rentals
S corporation oil and gas properties.  The Gold, silver, copper and iron ore, and that are not payment for units of mineral pro-
depletion allowance is figured separately by certain oil shale if from deposits in the duced or to be produced.
each shareholder of an S corporation in the United States . . . . . . . . . . . . . . . . . . . . . . . . . 15
same way as a partner in a partnership. Coal, lignite, and sodium chloride . . . . . . . 10 Bonuses and advance royalties. These

For an S corporation shareholder to fig- Clay and shale used in making sewer are payments that a lessee makes to a lessor
ure cost depletion, the S corporation must al- pipe or bricks, or used as sintered or as consideration for the lease or for minerals,
locate to each shareholder that sharehold- burned lightweight aggregates . . . . . . . 71/2 gas, or oil that are to be extracted from
er’s adjusted basis of each oil or gas property Clay (used or sold for use in making leased property. Both types of payments are
held by the S corporation. The allocation is drainage and roofing tile, flower pots, made in advance of production. If you are the
made as of the date the corporation acquires and kindred products), gravel, sand, lessor, your income from bonuses and ad-
the property. The shareholder’s share of the and stone (other than stone used or vanced royalties is subject to an allowance
adjusted basis of the oil and gas property is sold by a mine owner or operator as for depletion.
adjusted by the S corporation for any capital dimension or ornamental stone) . . . . . . 5 For more information on figuring deple-
expenditures made for the property. Most other minerals, including carbon tion on bonuses and advance royalties, see

Each shareholder must separately keep dioxide produced from a well, and Chapter 13 in Publication 535.
records of the shareholder’s pro rata share of metallic ores . . . . . . . . . . . . . . . . . . . . . . . . . 14
the adjusted basis in each oil and gas prop-

Timbererty of the S corporation. Thereafter, the Reduction of percentage depletion for
shareholder must reduce the share of the ad- corporations.  The percentage depletion You can figure timber depletion only by the
justed basis by the depletion taken on the deduction of a corporation for iron ore and cost method. Percentage depletion does not
property by the shareholder, and use that re- coal (including lignite) is reduced by 20% of apply to timber. Your depletion is based on
duced adjusted basis to figure cost depletion the excess of: your cost or other basis in the timber. Your
or the shareholder’s gain or loss on the dis- cost does not include any part of the cost of1) The percentage depletion deduction for
position of the property by the S corporation. the land.the tax year (determined without regard

to this reduction), over
Depletion of certain natural gas wells. Figuring the deduction.  Depletion takes

2) The adjusted basis of the property at thePercentage depletion is allowed for regu- place when standing timber is cut, however,
close of the tax year (determined with-lated natural gas and for natural gas sold you can figure your depletion deduction
out the depletion deduction for the taxunder a fixed contract or produced from ge- when the quantity of cut timber is first accu-
year).opressured brine, regardless of whether you rately measured in the process of exploita-

qualify for the small-producer exemption. tion. At the end of your tax year include in
Gross income from mining.  Gross in-Fixed contract.  Income from natural gas your closing inventory of products cut from

come from a mining property, other than asold under a fixed contract qualifies for per- timber as a cost item any allowable depletion
geothermal deposit, is the gross income fromcentage depletion at 22%. on the timber from which the unsold products
extracting ores or minerals from the ground,Natural gas sold under a fixed contract is are cut.
applying treatment processes, and trans-domestic gas that is sold by the producer Figure your depletion allowance by multi-
porting them not more than 50 miles from theunder a contract in effect on February 1, plying the number of timber units cut by your
point of extraction to the plant or mill in which1975, and at all times thereafter before the depletion unit.
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Figure your depletion unit as follows: acquired during the year to the number Sale or exchange.  You can elect, under
of units on hand in the account at the be- certain circumstances, to treat the cutting of1) Determine your cost or adjusted basis of
ginning of the year and then adding (or timber as a sale or exchange. See the dis-the timber on hand at the beginning of
subtracting) any correction to the esti- cussion under Timber in Chapter 23. the year.
mate of the number of units remaining in

2) Add to the amount determined in 1) the
the account.

cost of any units acquired during the
year and any additions to capital. Form T.  Attach Form T to your income tax

return if you claim a deduction for depletion4) Divide the result of 2) by the result of 3).3) Figure the number of units to take into
This is your depletion unit.account by adding the number of units of timber.
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If you are unable to collect any part of
these accounts or notes receivable, the un-Nonbusiness Bad
collectible part is a business bad debt. Ac-15.
counts or notes receivable valued at fair mar-Debts 
ket value at the time of the transaction are

There are two kinds of bad debts: businessBad Debts deductible only at fair market value, even
bad debts and nonbusiness bad debts. A though that value may be less than face
business bad debt generally is one that value.
comes from operating your trade or busi- You can take a bad debt deduction for
ness. All other bad debts are nonbusiness your accounts and notes receivable only ifIntroduction bad debts. you included the amount owed you in your

If someone owes you money you cannot col- gross income. This applies to amounts owedExample.  An architect made personal
lect, you have a bad debt. You can generally you from all sources of taxable income, suchloans to several friends who were not clients.
deduct the amount of the bad debt owed you as sales, services, rents, and interest.She could not collect on some of these loans.
when you figure your income for tax pur- If you meet certain requirements, you canThey are deductible only as nonbusiness
poses. For a bad debt to qualify for the de- use the nonaccrual-experience method, dis-bad debts, since the architect was not in the
duction, there must be a true creditor-debtor cussed later. This method allows you to esti-business of lending money and the loans do
relationship between you and the person or mate uncollectible amounts. Do not includenot have any relationship to her business.
organization that owes you the money. them in your gross income.
There must be a legal obligation to pay you a Accrual method taxpayers.  AccrualDeductible nonbusiness bad debts.  To be
fixed sum of money. You must realize a loss method taxpayers normally report income asdeductible, nonbusiness bad debts must be
because of your inability to collect the money they earn it. Therefore, they can take a badtotally worthless. You cannot deduct a partly
owed to you. debt deduction when they cannot collectworthless nonbusiness bad debt.

To take the bad debt deduction, you must what is owed them, if they included that
show that the debt is worthless and will re- amount in income.

Loan or gift.  If you lend money to a relativemain that way. You must have taken reason- Cash method taxpayers.  Cash method
or friend with the understanding it will be re-able steps to collect the debt. However, it is taxpayers normally do not report income until
paid, but later forgive the debt, it is a gift, notnot necessary to go to court if you can show they receive payment. Therefore, they can-
a loan. You cannot take a bad debt deductionthat a judgment from the court would be un- not take a bad debt deduction for payments
for a gift. There must be a creditor-debtor re-collectible. Bankruptcy is generally good evi- they have not received or cannot collect.
lationship between you and the person or or-dence of the worthlessness of at least part of
ganization that owes you the money.an unsecured and unpreferred debt. Former business.  You can deduct a busi-

A bad debt can be either totally or partly ness bad debt that becomes worthless, even
Worthless securities.  If you own securitiesworthless. If you can collect part, but not all, if the debt became worthless after you went
and they become totally worthless, you canof the amount owed you, you have a partly out of business.
take a deduction for a loss, but not for a badworthless bad debt. If you cannot collect any For more information, see Former busi-
debt. See Worthless securities in Publicationof the amount owed you, even if you col- ness in Chapter 14 in Publication 535.
550.lected some of it in the past, you have a to-

tally worthless bad debt. Loans or capital contributions.  You can-
You can take a bad debt deduction only if not take a bad debt deduction for loans you

you have an actual loss of money, or if you made to a corporation if the loans are actu-Business Bad Debts have already reported the amount you were ally capital contributions.
to be paid as income. A business deducts its bad debts from gross

Insolvency of partner.  If your businessincome when figuring its taxable income. Un-
partnership breaks up and one of your for-Topics like nonbusiness bad debts, you do not de-
mer partners cannot pay any of the partner-This chapter discusses: duct business bad debts as short-term capi-
ship’s debts, you may have to pay more thantal losses.• Nonbusiness bad debts your share of the partnership’s debts. YouTo be deductible as a business bad debt,• Business bad debts can take a bad debt deduction for any part ofa debt must closely relate to the activity of
the insolvent partner’s share of the debts that• Reporting a bad debt your business. There must have been a main
you are required to pay.business reason for you to have entered into• Methods of treating business bad debts

the transaction as the creditor.
Business loan guarantees.  If you guaran-

The bad debts of a corporation are al-Useful Items tee payment of another person’s debt and
ways business bad debts.You may want to see: then have to pay it off, you may be able to

Example.  John Smith, an advertising take a bad debt deduction for your loss. It
Publication agent, made loans to certain clients to retain does not matter in what capacity you make

their business. His main reason for making the guarantee, whether as guarantor, en-❏ 525 Taxable and Nontaxable Income
these loans was his business. One of these dorser, or indemnitor. To qualify for a bad

❏ 535 Business Expenses clients later went bankrupt and could not re- debt deduction, a guarantee you enter into
pay him. Since John’s business was the must be either entered into with a profit mo-❏ 550 Investment Income and
main reason for making the loan, the debt tive or related to your trade or business, orExpenses
was a business debt and he can take a busi- your employment.
ness bad debt deduction.Form (and Instructions) Example.  Bob Zayne owns the Zayne

Dress Company. He guaranteed payment of❏ Sch C (Form 1040)  Profit or Loss
Credit transactions. Business bad debts a $20,000 note for Elegant Fashions, a dressfrom Business
are mainly the result of credit sales to cus- outlet. Elegant Fashions is one of Zayne’s

❏ Sch D (Form 1040)  Capital Gains tomers. They can also be loans to suppliers, largest clients. Elegant Fashions later files
and Losses clients, employees, or distributors. Goods for bankruptcy and defaults on the loan. Mr.

and services customers have not paid for are❏ Sch F (Form 1040)  Profit or Loss Zayne makes full payment to the bank. He
shown in your books as either accounts re-From Farming can take a business bad debt deduction,
ceivable or notes receivable. since his guarantee was closely related to
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his trade or business. He was motivated by Partnerships.  Partnerships deduct their you may have to include the amount you re-
the desire to retain one of his better clients cover in gross income. However, you can ex-business bad debts on line 12 of Form 1065.
and keep a sales outlet. clude from gross income the amount recov-

Business bad debt.  You must be able to ered up to the amount of the deduction that
show that your reason for guaranteeing the did not reduce your tax in the year deducted.

Methods of Treatingdebt was closely related to your trade or bus- See Recoveries in Publication 525 for
iness. Consider any guarantees you make to more information on recovered amounts.Business Bad Debts protect or improve your job as being closely Example.  In 1993, the Willow Corpora-
related to your trade or business as an tion had gross income of $158,000, a badThere are two ways to treat uncollectible
employee. debt deduction of $3,500, and other allowa-amounts: the specific charge-off and nonac-

For more information on business bad ble deductions of $49,437. The corporationcrual-experience methods. All taxpayers, ex-
debts, see chapter 14 in Publication 535. reported on an accrual method of accountingcept certain financial institutions, must gen-

Nonbusiness bad debt.  You must be and used the specific charge-off method forerally use the specific charge-off method.able to show that your reason for making the bad debts. In 1994, the corporation recoversYou can use the nonaccrual-experienceguarantee was to protect your investment or part of the $3,500 deducted in 1993. It mustmethod if you meet the requirements, dis-that you entered the guarantee transaction include the part recovered in income forcussed later.with a profit motive. If you make the guaran- 1994. The entire bad debt deduction reduced
tee as a favor to friends and do not receive the tax on the 1993 corporate return. For
any consideration in return, it is a gift. You Specific Charge-Off 1994, Willow reports the recovery as ‘‘Other
cannot take a nonbusiness bad debt Income’’ on its corporate return.Method deduction. Property received for a debt.  If you re-

Using the specific charge-off method, you ceive property in partial settlement of a debt,Example.  Henry Lloyd, an officer and
deduct specific business bad debts that be- reduce the debt by the fair market value ofprincipal shareholder of the Spruce Corpora-
come either partly or totally worthless during the property received. The remaining debt istion, guaranteed payment of a bank loan the
the tax year. deductible as a bad debt in the year you de-corporation received. The corporation de-

termine it to be worthless and charge it off.faulted on the loan and Henry made full pay-
If you later sell the property received, in-ment. Because he entered into the guaran- Partly worthless debts.  You can deduct

clude any gain from the sale in gross income.tee to protect  h is  investment  in  the specific bad debts that are partly uncollecti-
The gain is not a recovery of a bad debt pre-corporation, Henry can take a nonbusiness ble. But limit your deduction to the amount
viously deducted without tax benefit. For in-bad debt deduction. you charge off on your books during the tax
formation on the sale of an asset, see Chap-year. You do not have to annually charge off
ter 22.and deduct your partly worthless debts. In-

Bankruptcy claim.  You can only deductstead you can delay the charge-off until aReporting a Bad Debt as a bad debt the difference between thelater year. You can wait until more of the debt
amount owed to you by a bankrupt entity andIf you deduct a nonbusiness bad debt, fully becomes worthless, or you collect all you
the amount you received from the distribu-explain it on your tax return. Attach a state- can and it is totally worthless. You cannot,
tion of its assets.ment to your return that contains: however, deduct any part of a debt after the

Net operating loss.  A bad debt deduc-year it becomes totally worthless.1) A description of the debt, including the tion can produce or increase a net operating
Deduction disallowed.  Usually, youamount and date it became due, loss. If you have a net operating loss one

can take a partial bad debt deduction only in year, you can carry it back or forward to other2) The name of the debtor and any busi-
the year you make the charge-off on your tax years and deduct it from income youness or family relationship between you
books. However, the Internal Revenue Ser- earned in those years. As a result, a bad debtand the debtor,
vice may not allow your deduction. If the debt deduction that contributes to a net operating3) The efforts you made to collect the debt, then becomes partly worthless in a later tax loss may lower taxes in the year to which youand year, you can deduct the amount you charge carry the net operating loss.
off in that year, plus the amount charged off4) Why you decided the debt was See Chapter 21 for information on oper-

worthless. in the earlier year. The charge-off in the ear- ating losses.
lier year, unless reversed on your books, ful-
fills the charge-off requirement for the laterNonbusiness bad debts.  Deduct nonbusi- Nonaccrual-Experience

ness bad debts as short-term capital losses year.
Methodon Schedule D (Form 1040). There are limits

on how much of your capital losses you may If you use an accrual method of accountingTotally worthless debts.  Deduct a totally
deduct. For a discussion of these limits, see and qualify under certain rules, you can useworthless bad debt only in the tax year it be-
Treatment of Capital Losses in Chapter 23. the nonaccrual-experience method of ac-comes totally worthless. The deduction for

In Part I, line 1 of Schedule D, enter the counting for bad debts. Under this method,the debt must not include any amount de-
name of the debtor, and ‘‘schedule at- you do not have to accrue income that youducted in an earlier tax year when the debt
tached,’’ in column (a), and the amount of the do not expect to collect.was only partly worthless.
bad debt in column (f). Use a separate line The nonaccrual-experience method ap-You do not have to make an actual
for each bad debt. plies only to amounts you will receive (ac-charge-off on your books to claim a bad debt

counts receivable) for performing services.
deduction for a totally worthless debt. How-

You cannot use it if you charge interest orBusiness bad debts.  Use the following ever, you may want to do so. If a debt you penalties on late payments. If you determine,guide to find where to report your business
claim to be totally worthless is not charged based on your experience, you will not col-bad debt deductions.
off on your books and the IRS later rules that lect your accounts receivable, do not includeIndividuals.  Deduct a bad debt from op-
the debt is only partly worthless, you will not it in gross income for the tax year.erating a trade or business on line 9 of
be allowed any subsequent deduction. A de-Schedule C (Form 1040). Deduct a bad debt
duction of a partly worthless bad debt is lim-from operating a farm business, on line 34 of Performing services.  You can use the
ited to the amount actually charged off.Schedule F (Form 1040). nonaccrual-experience method only for

Corporations.  Corporations deduct bad amounts, earned by performing services,
Recovery of a bad debt. If you deduct a baddebts on line 15 of Form 1120, line 15 of that you would otherwise include in income.
debt and later recover (collect) all or part of it,Form 1120–A, or line 10 of Form 1120S. You cannot use this method for amounts
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owed to you from activities such as lending 2) You treat the discount allowed for early Treat each system as a separate method
money, selling goods, or acquiring receiv- of accounting. You generally cannot changepayment as an adjustment to gross in-
ables or other rights to receive payments. from one system to the other without IRScome in the year of payment.

consent.
Interest cannot be charged on amounts Generally, you need the consent of the

You can apply the nonaccrual-experi-due.  Generally, you cannot use the nonac- IRS to change to either system under the
crual-experience method for amounts due ence method under either a separate receiv- nonaccrual-experience method from a differ-
on which you charge interest or a late pay- ent accounting method. able system or a periodic system. Under the
ment penalty. However, do not treat offering For more information on the separate re-separate receivable system, apply the
a discount for early payment as charging in- ceivable system, see section 1.448-2T of thenonaccrual-experience method separately to
terest or a late payment penalty if: Income Tax Regulations. For more informa-each account receivable. Under the peri-

tion on the periodic system, see Notice 88-odic system, apply the nonaccrual-experi-1) You accrue the full amount due as gross
51, 1988-1, C.B. 535.ence method to the total of the qualified ac-income at the time you provide the ser-

counts receivable at the end of your tax year.vices, and
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You will find examples of deductible
travel expenses in Table 16–1.Introduction16.

This chapter covers certain expenses of bus- Traveling away from home.  You are travel-
iness owners. However, if you reimburse ing away from home if:Travel, employees for business expenses that they

1) Your duties require you to be away fromincur on your behalf, this chapter applies to
the general area of your tax home (de-Entertainment, your employees also.
fined next) substantially longer than an
ordinary day’s work, andand Gift Topics

This chapter discusses: 2) You need to get sleep or rest to meet theExpenses demands of your work while away from• Business-related travel away from
home.home

• Entertainment
This rest requirement is not satisfied by

• Business gifts merely napping in your car. You do not haveImportant Changes
• Local business transportation to be away from your tax home for a whole

day or from dusk to dawn as long as your re-for 1994 • Recordkeeping
lief from duty is long enough to get necessary

Travel expenses paid for others.  Begin- • Reimbursement of employee business sleep or rest.
ning in 1994, you cannot deduct travel ex- expenses
penses you pay or incur for a spouse, depen-

Tax Homedent, or other individual who accompanies Useful Items
you (or your employee) on business travel To deduct travel expenses, you must first de-You may want to see:
unless the travel satisfies specific require- termine the location of your tax home.
ments. See Travel expenses for another Generally, your tax home is your regularPublication
individual. place of business or post of duty, regardless❏ 463 Travel, Entertainment, and Gift

of where you maintain your family home. ItExpenses
Club dues.  Beginning in 1994, you are not includes the entire city or general area in

❏ 535 Business Expensesallowed a deduction for dues (including initia- which your business or work is located. If you
tion fees) for membership in any club organ- ❏ 917 Business Use of a Car have more than one regular place of busi-
ized for business, pleasure, recreation, or ness, your tax home is your main place of❏ 1542 Per Diem Rates
other social purpose. business. If you do not have a regular or a

main place of business because of the na-Form (and Instructions)
Business meals and entertainment.  Be- ture of your work, then your tax home may be

❏ W–2 Wage and Tax Statementginning in 1994, the amount you can deduct the place where you regularly live. See No
for business meals and entertainment ex- ❏ Sch C (Form 1040) Profit or Loss main place of business or work, later.
penses is reduced from 80% to 50%. From Business If you do not fit any of these categories,

you are considered a transient (an itinerant)❏ Sch C–EZ (Form 1040) Net Profit
Standard mileage rate.  The standard mile- and your tax home is wherever you work. AsFrom Business
age rate for the cost of operating your car in a transient, you cannot claim a travel ex-❏ 2106 Employee Business Expenses1994 is 29 cents per mile for all business pense deduction because you are never

❏ 2106–EZ Unreimbursed Employeemiles. considered away from home.
Business Expenses

Form 2106–EZ.  Your employees may be ❏ 4562 Depreciation and Amortization Main place of business or work.  If you
able to use new Form 2106–EZ to claim em- have more than one place of work, you
ployee business expenses. There are two should use the following factors to determine
requirements. your main place of business or work:
1) If claiming car expenses, they must use 1) The total time you ordinarily spendTravel Expenses

the standard mileage rate. working in each area,
If you temporarily travel away from your tax

2) If they received reimbursement, it must 2) The degree of your business activity inhome, you can use this section to determine
all be included in their income. each area, andif you have deductible travel expenses. This

section includes the definitions of ‘‘tax home’’ 3) The relative amount of your income fromFor more information, see the instructions on and ‘‘temporary’’ and a discussion of differ- each area.the form. ent types of travel expenses. The section
then discusses the rules for travel inside and

Example.  You live in Cincinnati whereoutside the United States and deductible ex-
you have a seasonal job for 8 months andpenses of attending a convention.Important Reminder earn $15,000. You work the remaining 4
months in Miami, also at a seasonal job, andTax incentives for clean-fuel vehicles. Travel expenses defined.  For tax pur-
earn $4,000. Cincinnati is your main place ofYou may be entitled to a tax credit for an poses, travel expenses are ordinary and
work because you spend most of your timeelectric vehicle or a deduction from gross in- necessary expenses that you pay while trav-
there and earn most of your income there.come for a part of the cost of a clean-fuel ve- eling away from home for your business or

hicle if you place one of these vehicles in ser- profession. An ordinary expense is one that
No main place of business or work.  Youvice from July 1, 1993, through December is common and accepted in your field of busi-
may have a tax home even if you do not have31, 2004. The vehicle must meet certain re- ness, trade, or profession. A necessary ex-
a regular or main place of work. Your taxquirements, and you do not have to use it in pense is one that is helpful and appropriate
home may be the home where you regularlyyour business to qualify for the credit or the to your business. An expense does not have
live. If you do not have a regular or maindeduction. For more information, see Chap- to be indispensable to be considered neces-
place of business or work, use the followingter  15 of  Publ icat ion 535,  Business sary. However, you cannot deduct expenses
three factors to see if you have a tax home:Expenses. to the extent they are lavish or extravagant.
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1) You have part of your business in the of expense you can deduct depends on the for the individual’s presence. Incidental ser-
area of your main home and use that facts and your circumstances. Table 16–1 vices, such as typing notes or assisting in en-
home for lodging while doing business summarizes the expenses you may be able tertaining customers, are not enough to war-
there. to deduct. rant a deduction.

You can use that table as a general2) You have living expenses at your main
guideline. The expenses are explained inhome that you duplicate because your New business.  You cannot deduct amounts
more detail in Chapter 1 of Publication 463.business requires you to be away from you spend for travel to conduct a general
You may have other deductible travel ex-that home. search for, or preliminary investigation of, a
penses that are not listed there, depending3) You have not left the area in which both new business. For more information on how
on the facts and your circumstances.your traditional place of lodging and to treat these costs, see Going Into Business

your main home are located; you have a in Chapter 5. If you moved your home in
Travel expenses for another individual.  Ifmember or members of your family liv- 1994 because you started a new business,
a spouse, dependent, or other individualing at your main home; or you often use you may qualify for a moving expense de-
goes with you (or your employee) on a busi-that home for lodging. duction. For information, see Publication
ness trip or to a business convention, you 521, Moving Expenses.
generally cannot deduct his or her travel ex-If you meet all three factors above, your
penses. You can only deduct the travel ex-tax home is the home where you regularly

Standard Meal Allowancepenses you pay or incur for such an accom-live, and you may be able to deduct travel ex-
panying individual if that individual:penses. If you meet only two of the factors, You generally can deduct a standard amount

you may have a tax home depending on all for your daily meals and incidental expenses1) Is your employee,
the facts and circumstances. If you meet only

while you are traveling away from home onone factor, you are a transient; you do not 2) Has a bona fide business purpose for
business. Incidental expenses include costshave a tax home and you cannot deduct the travel, and
for laundry, cleaning, and tips for services. Intravel expenses.

3) Would otherwise be allowed to deduct this chapter, the term ‘‘standard meal allow-
the travel expenses. ance’ ’  refers to meals and incidentalTemporary assignment or job. Although

expenses.you regularly work or carry on your business
For a bona fide business purpose to ex- This method is an alternative to the actualactivities within the city or general area of

ist, you must prove a real business purpose cost method. It allows you to deduct a setyour tax home, you may have to work or con-
duct business at another location. It may not
be practical to return home from this other lo-

Table 16-1. Deductible Travel Expensescation at the end of each day’s work.
If your assignment away from your main

place of work is temporary, your tax home Expense Description
does not change. You are considered to be

Transportation The cost of travel by airplane, train, or bus between youraway from home for the whole period, and
home and your business destination.your travel expenses are deductible. Gener-

ally, a temporary assignment in a single loca-
Taxi, commuter bus, Fares for these and other types of transportation between thetion is one that is realistically expected to last
and limousine airport or station and your hotel, or between the hotel and your(and does in fact last) for one year or less.

work location away from home.However, if your assignment is indefi-
nite, that location becomes your new tax

Baggage and The cost of sending baggage and sample or display materialhome and you cannot deduct your travel ex- shipping between your regular and temporary work locations.
penses while there. Your assignment or job
is considered indefinite if it is realistically ex- Car The costs of operating and maintaining your car when travel-
pected to last for more than one year, regard- ing away from home on business. You may deduct actual ex-
less of whether it actually exceeds one year. penses or the standard mileage rate, including business-re-

lated tolls and parking. If you lease a car while away from
Additional information.  See Chapter 1 of home on business, you can deduct business-related ex-
Publication 463 for more information on tax penses only.
home.

Lodging The cost of lodging if your business trip is overnight or long
enough to require you to get substantial sleep or rest to prop-What Are Travel Expenses? erly perform your duties.

Once you have determined that you are trav-
eling away from your tax home, you can de- Meals The cost of meals only if your business trip is overnight or long
termine what travel expenses are deductible enough to require you to stop to get substantial sleep or rest.
on your tax return. Includes amounts spent for food, beverages, taxes, and re-

lated tips.
Records.  When you travel away from home

Cleaning Cleaning and laundry expenses while away from home over-on business, you should keep records of all
night.the expenses you incur. You can use a log,

diary, notebook, or any other written record
Telephone The cost of business calls while on your business trip, includ-to keep track of your expenses. The types of

ing business communication by fax machine or other commu-expenses you need to record, along with
nication devices.supporting documentation, are described

later in this chapter under Recordkeeping.
Tips Tips you pay for any expenses in this chart.

Deductible travel expenses.  Deductible Other Other similar ordinary and necessary expenses related to
travel expenses include those ordinary and your business travel such as public stenographer’s fees and
necessary expenses you incur while travel- computer rental fees.
ing away from home on business. The type

Page 72 Chapter 16 TRAVEL, ENTERTAINMENT, AND GIFT EXPENSES



amount, depending on where you travel, in- meal allowance if you work in the transporta- activities, you can deduct your business-re-
stead of keeping records of actual meal ex- tion industry. You are in the transportation in- lated travel expenses. These expenses in-
penses. If you use the standard meal allow- dustry if your work: clude the travel costs of getting to and from
ance, you still must keep records to prove the your business destination and any business-1) Directly involves moving people or
time, place, and business purpose of your re la ted  expenses  a t  your  bus inessgoods by airplane, barge, bus, ship,
travel. See the recordkeeping rules for travel, destination.train, or truck, and
explained later under Recordkeeping. Example.  You work in Atlanta and take a2) Regularly requires you to travel away

business trip to New Orleans. On your wayfrom home and, during any single trip,Who can use the standard meal allow- home, you stop in Mobile to visit your par-usually involves travel to areas eligibleance.  You can use the standard meal allow- ents. You spend $630 for the 9 days you arefor different standard meal allowanceance whether you are an employee or self- away from home for travel, meals, lodging,rates.employed. and other travel expenses. If you had not
You can use the standard meal allow- stopped in Mobile, you would have beenIf this applies to you, you can claim a $32 aance whether or not you are reimbursed for gone only 6 days and your total cost wouldday standard meal allowance ($36 for travelyour traveling expenses. However, if you are

have been $580. You can deduct $580 foroutside the continental United States).not reimbursed for meal expenses, you can
your trip, including the cost of round-tripUsing the special rate for transportationdeduct only 50% of the standard meal
transportation to and from New Orleans. Theworkers eliminates the need for you to deter-allowance.
cost of your meals is subject to the 50% limitmine the standard meal allowance for every

area where you stop for sleep or rest. If you on meal expenses.Amount of standard meal allowance.  The
choose to use the special rate for any trip,

standard meal allowance is $26 a day for
however, you must continue to use the spe- Trip Primarily formost areas in the United States. Other loca-
cial rate (and not use the regular standard Personal Reasons tions in the United States are designated as
meal allowance rates) for all trips you take

high-cost areas, qualifying for higher stan- If your trip was primarily for personal rea-that year.
dard meal allowances. sons, such as a vacation, the entire cost of

Table 2 in Publication 463 shows the lo- the trip is a nondeductible personal expense.Travel for less than 24 hours.  If you are
cations qualifying for rates of $30, $34, or However, you can deduct any expenses younot traveling for the entire 24-hour day, you
$38 a day for travel on or after January 1, have while at your destination that are di-must prorate the standard meal allowance.
1994. rectly related to your business.You may do so by dividing the day into 6-

If you travel to more than one location in A trip to a resort or on a cruise ship mayhour quarters. The 6-hour quarters are:
one day, use the rate in effect for the area be a vacation even if the promoter advertises1) Midnight to 6 a.m.,where you stop for sleep or rest. If you work that it is primarily for business. The schedul-
in the transportation industry, however, see 2) 6 a.m. to noon, ing of incidental business activities during a
Special rate for transportation workers, later trip, such as viewing videotapes or attending3) Noon to 6 p.m., and
in this section. lectures dealing with general subjects, will4) 6 p.m. to midnight.Example.  You regularly live and work as not change what is really a vacation into a
an independent contractor in Chicago. You business trip.You can claim one-fourth of the full day stan-sometimes travel overnight to Des Moines

dard meal allowance for each 6-hour quarterfor business. You must keep receipts to Part of Trip Outsideof the day during any part of which you areprove the amount of your lodging expense.
traveling away from home. the United States You can claim the standard meal allowance

Example.  You live and work in your own If part of your trip is outside the Unitedfor Des Moines, $30. You are subject to the
consulting business in Los Angeles. You go States, use the rules described later under50% l imit on meal and entertainment
to San Francisco on a temporary assign- Travel Outside the United States for that partexpenses.
ment. You leave home at 8 a.m. on March of the trip. For the part of your trip that is in-Standard meal allowance for areas
23. Your assignment is completed on March side the United States, use the rules in thisoutside the continental United States.
26. You arrive home at 4 p.m. on that day. section. Travel outside the United StatesThe previously mentioned standard meal al-
You are considered to be traveling for 31/2lowance rates do not apply to travel in does not include travel from one point in the
days (a 3/4 day on March 23 + 2 full days + a 3/4Alaska, Hawaii, or any other nonforeign loca- United States to another point in the United
day on March 26). Your standard meal allow-tions outside the continental United States. States. The following discussion can help
ance is $133 (31/2 × $38) while on thisThey also do not apply to foreign locations. you determine whether your trip was entirely
assignment.The federal per diem rates for these loca- within the United States.

tions are published monthly in the Maximum
Travel Per Diem Allowances for Foreign Travel in the Public transportation.  If you travel by pub-
Areas. lic transportation, any place in the UnitedUnited States 

You can purchase the publication from States where that vehicle makes a sched-The following discussion applies to travel inthe: uled stop is a point in the United States.the United States. For this purpose, the
Once the vehicle leaves the last scheduledUnited States includes the 50 states and theSuperintendent of Documents
stop in the United States on its way to a pointDistrict of Columbia. The treatment of yourU.S. Government Printing Office
outside the United States, you apply thetravel expenses depends on how much ofP.O. Box 371954
rules under Travel Outside the Unitedyour trip was business related and on howPittsburgh, PA 15250–7954
States.much of your trip occurred within the United

States. Example.  You fly from New York to Pu-You can also order it by calling the Govern-
erto Rico with a scheduled stop in Miami.ment Printing Office at (202)512–1800 (not a
You return to New York nonstop. The flightTrip Primarily for Business toll-free number). To find out the rate for a
from New York to Miami is in the Unitedspecific foreign location, you can call the De- You can deduct all your travel expenses if
States, so only the flight from Miami to Pu-partment of State at (703)875–7900 (not a your trip was entirely business related. If

toll-free number). erto Rico is outside the United States. Theyour trip was primarily for business and,
return trip is all outside the United States, aswhile at your business destination, you ex-
there are no scheduled stops between Pu-Special rate for transportation workers. tended your stay for a vacation, made a non-

You may be able to use a special standard business side trip, or had other nonbusiness erto Rico and New York.
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Private car.  Travel by private car in the Tuesday and flew to New York. On Trip Primarily for Vacation 
United States is travel between points in the Wednesday, you flew from New York to

If your travel was primarily for vacation, or forUnited States, even when you are on your Paris, arriving the next morning. On
investment purposes, and you spent someway to a destination outside the United Thursday and Friday, you had business
time attending brief professional seminars orStates. discussions, and from Saturday until
a continuing education program, the entireTuesday, you were sightseeing. YouExample.  You travel by car from Denver cost of the trip is a nondeductible personalflew back to New York, arriving Wednes-to Mexico City and return. Your travel from
expense. You may, however, deduct your re-day afternoon. On Thursday, you flewDenver to the border and from the border
gistration fees and any other expenses in-back to Denver. Although you wereback to Denver is travel in the United States
curred that were directly related to youraway from your home in Denver forand the rules in this section apply. The rules
business.more than a week, you were not outsideunder Travel Outside the United States apply

the United States for more than a week.to your trip from the border to Mexico City Example.  You are a doctor practicing
This is because the day of departureand back to the border. medicine and are a member of a profes-
does not count as a day outside the sional association. The association spon-
United States. You can deduct your costPrivate plane.  If you travel by private plane, sored a 2-week trip to two foreign countries
of the round-trip flight between Denverany trip, or part of a trip, for which both your with three professional seminars in each
and Paris. You can also deduct the costtakeoff and landing are in the United States country. Each seminar was 2 hours long and
of your stay in Paris for Thursday andis travel in the United States. This is true was held in a different city. You also made an
Friday while you conducted business.even if part of your flight is over a foreign optional side trip to a well-known tourist at-
However, you cannot deduct the cost ofcountry. traction in each of the countries visited. At
your stay in Paris from Saturday throughExample.  You fly nonstop from Seattle the end of the trip you received a Certificate
Tuesday because those days wereto Juneau. Although the flight passes over of Continuing Education in Medicine.
spent on nonbusiness activities.Canada, the trip is considered to be travel in You paid the cost of airfare, hotel accom-

the United States. modations, meals, a special escort, trans-3) You spent less than 25% of the total time
portation to and from hotels, and tips. No partyou were outside the United States on
of the cost you paid was specifically statednonbusiness activities, even if the tripTravel Outside

outside the United States was for more for the seminars, which were arranged forthe United States than a week. For this purpose, count you by the sponsor ing profess ional
If any part of your business travel is outside both the day your trip began and the day association.
the United States, some of your deductions it ended. Your participation in the professional
for the cost of getting to and from your desti- Example. You flew from Seattle to seminars did not change what was essen-
nation may be limited. For this purpose, the Tokyo, where you spent 14 days on bus- tially a vacation into a business trip. Your
United States includes the 50 states and the iness and 5 days on personal matters. travel expenses were not related primarily to
District of Columbia. You then flew back to Seattle. You spent your business. You had no other expenses

How much of your travel expenses is de- one day flying in each direction. Be- that were directly for your business. There-
ductible depends in part upon how much of cause only 5/21 (less than 25%) of your to- fore, you cannot deduct the cost of your trip
your trip outside the United States was busi- tal time abroad was for nonbusiness ac- as an ordinary and necessary businessness related. t iv i t ies, you can deduct as travel expense.See Chapter 1 of Publication 463 for in- expenses what it would have cost you to
formation on luxury water travel. make the trip if you had not engaged in

Conventions any nonbusiness activity. The amount
Travel Entirely for Business you can deduct is the cost of the round- You can deduct your travel expenses when
If you travel outside the United States and trip plane fare and 16 days of meals you attend a convention if you can show that
you spend the entire time on business activi- (subject to the 50% limit), lodging, and your attendance benefits your trade or busi-
ties, all your travel expenses of getting to and other related expenses. ness. You cannot deduct the travel expenses
f rom your  bus iness dest ina t ion  are

for your family. If the convention is for invest-4) You can establish that a personal vaca-deductible.
ment, political, social, or other purposes un-tion was not a major consideration, evenIn addition, even if you do not spend your
related to your trade or business, you cannotif you have substantial control over ar-entire time on business activities, your trip is
deduct the expenses. Nonbusiness ex-ranging the trip.considered entirely for business and you can
penses, such as social or sightseeing ex-deduct all of your business-related travel ex-
penses, are personal expenses and are notIf you do not meet any of these condi-penses if you meet at least one of the follow-
deductible.tions, you may still be able to deduct some ofing four conditions.

Your appointment or election as a dele-your expenses. See Travel Primarily for Bus-
1) You did not have substantial control over gate does not, in itself, entitle you to or de-iness, next.arranging the trip. You are not consid- prive you of a deduction. Your attendance

ered to have substantial control merely must be connected to your own trade orTravel Primarily for Business because you have control over the tim- business.
ing of your trip. If you traveled outside the United States pri-

A self-employed person is generally marily for business purposes, but spent 25%
Convention agenda.  The agenda of theregarded as having substantial control or more of your time on nonbusiness activi-
convention does not have to deal specificallyover arranging business trips. ties, your travel expense deductions are lim-
with your official duties or the responsibilitiesited unless you meet one of the four condi-2) You were outside the United States for a of your position or business. It is enough iftions listed earlier under Travel Entirely forweek or less, combining business and the agenda is so related to your active tradeBusiness. If your deductions are limited, younonbusiness activit ies. One week or business and your responsibilities that at-must allocate your travel expenses of gettingmeans seven consecutive days. In tendance for a business purpose is justified.to and from your destination between yourcounting the days, do not count the day

business and nonbusiness activities to de-you leave the United States, but count
Foreign conventions.  See Chapter 1 oftermine your deductible amount. Thesethe day you return to the United States.
Publication 463 for information on conven-travel allocation rules are discussed in Chap-Example. You traveled to Paris pri-
tions held outside the North American area.marily for business. You left Denver on ter 1 of Publication 463.
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Deduction may depend on your type transportation), you must allocate that ex-
of business.  Your kind of business may de- pense between the cost of meals and en-Entertainment
termine if a particular activity constitutes en- tertainment and the cost of the other ser-
tertainment. For example, if you are a dressExpenses vices. You must have a reasonable basis for
designer and have a fashion show to intro- making this allocation. For example, you

You may be able to deduct business-related duce your new designs to store buyers, the must allocate your expenses if a hotel in-
entertainment expenses you have for enter- show generally is not considered entertain- cludes one or more meals in its room charge,taining a client, customer, or employee. ment because fashion shows are typical in or if you are provided with one per diem

To be deductible, the expense must be your business. But, if you are an appliance amount to cover both your lodging and meal
both ordinary and necessary. An ordinary ex- distributor and hold a fashion show for the expenses.pense is one that is common and accepted in spouses of your retailers, the show generally
your field of business, trade, or profession. A is considered entertainment. Application of 50% limit.  The 50% limit onnecessary expense is one that is helpful and Taking turns paying for meals or en-

meal and entertainment expenses applies ifappropriate for your business. An expense tertainment.  Expenses are not deductible
the expense is otherwise deductible and isdoes not have to be indispensable to be con- when a group of business acquaintances
not covered by one of the exceptions dis-sidered necessary. take turns picking up each other’s meal or
cussed in Chapter 3 of Publication 535. TheIn addition, the entertainment expense entertainment checks without regard to
50% limit also applies to activities that aremust meet one of two tests: whether any business purposes are served.
not a trade or business. It applies to meal

1) Directly-related test, or and entertainment expenses incurred for theExpenses not considered entertainment.
production of income including rental or roy-2) Associated test. Entertainment does not include supper
alty income. It also applies to deductible edu-money you give your employees working
cational expenses.overtime, a hotel room you keep for your em-You must also meet the requirements dis-

ployees while on business travel, or a carcussed later under Recordkeeping.
When to apply the 50% limit.  You apply theused in your business (even if it is used forEven if you meet all the requirements for
50% limit after determining the amount thatroutine personal purposes, such as commut-claiming a deduction for entertainment ex-
would otherwise qualify for a deduction. Youing to and from work). However, if you pro-penses, the amount you can deduct may be
first determine the amount of meal and en-vide the use of a hotel suite or a car to yourlimited. Generally, you can deduct only 50%

employee who is on vacation, this is en- tertainment expenses that would be deducti-of your unreimbursed entertainment ex-
tertainment of the employee. ble under the rules discussed in this chapter.penses. This limit is discussed later under

If you are self-employed, figure the limit50% Limit.
Additional information.  For more informa- on Schedule C. If you file Schedule C–EZ,
tion on entertainment expenses, including enter the total amount of your business ex-Club dues and membership fees.  Begin-
discussions of the directly-related and asso- penses on line 2. You can only include 50%ning in 1994, you are not allowed a deduction
ciated tests, see Chapter 2 of Publication of your meal and entertainment expenses infor dues (including initiation fees) for mem-
463. that total.bership in any club organized for business,

pleasure, recreation, or other social purpose. Example 1.  You spend $100 for a busi-
50% Limit ness-related meal. If $40 of that amount is

Entertainment.  Entertainment includes any not allowable because it is considered lavishIn general, you can deduct only 50% of your
activity generally considered to provide en- and extravagant, the remaining $60 is sub-business-related meal and entertainment ex-
tertainment, amusement, or recreation. Ex- ject to the 50% limit. Your deduction cannotpenses. This limit applies to employees or
amples include entertaining guests at night their employers, and to self-employed per- be more than $30 (.50 × $60).
clubs; at social, athletic, and sporting clubs; sons (including independent contractors) or Example 2.  You purchase two tickets toat theaters; at sporting events; on yachts; or their clients, depending on whether the ex- a concert and give them to a client. You pur-on hunting, fishing, vacation, and similar penses are reimbursed. chased the tickets through a ticket agent.trips. You cannot deduct expenses for en- The 50% limit applies to business meals You paid $150 for the two tickets, which hadtertainment to the extent they are lavish or or entertainment expenses incurred while:

a face value of $60 each ($120 total). Yourextravagant. If you buy a ticket to an en-
1) Traveling away from home (whether deduction cannot be more than $60 (.50 ×tertainment event for a client, you generally eating alone or with others) on business, $120).cannot deduct more than the face value of
2) Entertaining business customers at yourthe ticket.

place of business, a restaurant, or otherEntertainment also may include meeting
location, orpersonal, living, or family needs of individu- Business Gift

als, such as providing food, a hotel suite, or a 3) Attending a business convention or re-
car to business customers or their families. Expensesception, business meeting, or business

A meal as a form of entertainment.  En- luncheon at a club.
If you give business gifts in the course oftertainment includes the cost of a meal you
your trade or business, you can deduct theprovide to a customer or client whether the Taxes and tips relating to a business
cost subject to the limits and rules in thismeal is a part of other entertainment or by it- meal or entertainment activity are included in
section.self. A meal sold in the normal course of your the amount that is subject to the 50% limit.

business is not entertainment. Generally, to Expenses such as cover charges for admis-
Limit on business gifts.  You can deduct nodeduct an entertainment-related meal, you sion to a night club, rent paid for a room in
more than $25 for business gifts you give di-or your employee must be present when the which you hold a dinner or cocktail party, or
rectly or indirectly to any one person duringfood or beverages are provided. the amount paid for parking at a sports arena
your tax year. A gift to a company that is in-A meal expense includes the cost of food, are subject to the 50% limit. However, the
tended for the eventual personal use or ben-beverages, taxes, and tips for the meal. cost of transportation to and from a business
efit of a particular person or a limited class ofNo double deduction allowed for meal or a business-related entertainment ac-
people will be considered an indirect gift tomeals.  You cannot claim the cost of your tivity is not subject to the 50% limit.
that particular person or to the individualsmeal as an entertainment expense if you are If you pay or incur an expense for goods
within that class of people who receive thealso claiming the cost of your meal as a and services consisting of meals, entertain-
gift.travel expense. ment, and other services (such as lodging or
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A gift to the spouse of a business cus- allowed for the assessment of income tax. In Example.  You had a telephone installed
tomer or client is an indirect gift to the cus- in your car. You sometimes use that tele-most instances, this assessment period
tomer or client. However, if you have an inde- phone to make business calls while commut-ends 3 years after the due date of your in-
pendent bona fide business connection with ing to and from work. Sometimes businesscome tax return. But if you go with the cus-
the spouse, the gift generally will not be con- associates ride with you to and from work,tomer to the event, you must treat the cost of
sidered an indirect gift to the other spouse. It and you have a business discussion in thethe tickets as an entertainment expense.
will, however, be considered an indirect gift car. These activities do not change the trip’sYou cannot choose, in this case, to treat the
to the other spouse if it is intended for that expenses from commuting to business. Youtickets as a gift expense.
spouse’s eventual use or benefit. These cannot deduct your commuting expenses.
rules also apply to gifts you give to any other Parking fees.  Fees you pay to park your
family member. car at your place of business are nondeduct-

If you and your spouse both give gifts, ible commuting expenses. You can, how-Local Transportation
both of you are treated as one taxpayer. It ever, deduct business-related parking feesExpensesdoes not matter whether you have separate when visiting a customer or client.
businesses, are separately employed, or Hauling tools or instruments.  If youThis section discusses expenses you canwhether each of you has an independent haul tools or instruments in your vehiclededuct for local business transportation. Itconnection with the recipient. If a partnership while commuting to and from work, this doesalso discusses deductions you can take forgives gifts, the partnership and the partners not make your commuting costs deductible.

the business use of your car, whether youare treated as one taxpayer. However, you can deduct additional costs,
use it for business-related local transporta- such as renting a trailer that you tow with
tion or when traveling away from home over-Incidental costs.  Incidental costs, such as your vehicle for carrying equipment to and
night on business.engraving on jewelry, or packaging, insuring, from your job.

Local transportation expenses includeand mailing, are generally not included in de- Advertising display on car.  The use of
the ordinary and necessary expenses of get-termining the cost of a gift for purposes of the your car to display material that advertises
ting from one workplace to another in the$25 limit. your business does not change the use of
course of your business or profession whenA related cost is considered incidental your car from personal use to business use.
you are traveling within your tax home area.only if it does not add substantial value to the If you use this car for commuting or other
Tax home is defined earlier.gift. For example, the cost of gift wrapping is personal uses, you cannot deduct your ex-

The following discussion applies to you ifconsidered an incidental cost. However, the penses for such uses. Commuting or per-
purchase of an ornamental basket for pack- you have a regular or main job away from sonal expenses are not deductible.
aging fruit is not considered an incidental your residence. If your principal place of bus-
cost of packaging if the basket has a sub- iness is in your home, see Office in the Office in the home.  If you have an office in
stantial value compared to the value of the home, later. your home that qualifies as a principal
fruit. Local transportation expenses also in- place of business, you can deduct your

clude the cost of getting from your home to a daily transportation costs between your
Exceptions.  The following items are not temporary workplace when you have one or home and another work location in the same
subject to the $25 limit for business gifts. more regular places of work. These tempo- trade or business. (See Publication 587,

Business Use of Your Home, for informationrary workplaces can be either within the area1) An item that costs $4 or less and:
on determining if your home office qualifiesof your tax home or outside that area.a) Has your name clearly and perma-
as a principal place of business.)Local business transportation does notnently imprinted on the gift, and

If your home office does not qualify as ainclude expenses you have while traveling
b) Is one of a number of identical items principal place of business, follow the rulesaway from home overnight. Transportation

you widely distribute. explained earlier.expenses you can deduct while traveling
Examples include pens, desk sets, and away from home overnight are discussed
plastic bags and cases. Examples of deductible local transporta-ear l ier  in  th is  chapter  under  Travel
2) Signs, display racks, or other promo- tion.  The following examples illustrate whenExpenses.

tional material to be used on the busi- you can deduct local transportation ex-Local business transportation expenses
ness premises of the recipient. penses based on the location of your workinclude the cost of transportation by air, rail,

and your home.bus, taxi, etc., and the cost of driving and
Employee achievement awards.  Em- maintaining your car. Example 1.  Your office is in the same
ployee achievement awards are not treated You can deduct your expenses for local city as your home. You cannot deduct the
as gifts. For information on the requirements business transportation, including the busi- cost of transportation between your home
you must meet in order to deduct the cost of and your office. This is a personal commut-ness use of your car, if the expenses are or-
these awards, see Bonuses and Awards in ing expense. You can deduct the cost ofdinary and necessary. An ordinary expense
Chapter 2 of Publication 535. round-trip transportation between your officeis one that is common and accepted in your

and a cl ient’s or customer’s place offield of trade, business, or profession. A nec-
Gift or entertainment.  Any item that might business.essary expense is one that is helpful and ap-
be considered either a gift or an entertain- propriate for your business. An expense Example 2.  You regularly work in an of-ment expense generally will be considered

does not have to be indispensable to be con- fice in the city where you live. You attend aan entertainment expense. However, if you
sidered necessary. one-week training session at a different of-give a customer packaged food or bever-

fice in the same city. You travel directly fromages that you intend the customer to use at a
your home to the training location and returnCommuting expenses. You cannot deductlater date, treat it as a gift expense.
each day. You can deduct the cost of yourthe costs of taking a bus, trolley, subway, orIf you give tickets to a theater perform-
daily round-trip transportation between yourtaxi, or driving a car between your home andance or sporting event to a business cus-
home and the training location.your main or regular place of work. Thesetomer and you do not go with the customer to

costs are personal commuting expenses.the performance or event, you can choose to Example 3.  Your principal place of busi-
You cannot deduct commuting expenses notreat the tickets as either a gift or entertain- ness is in your home. (The rules for ‘‘principal
matter how far your home is from your regu-ment expense,  whichever is  to your place of business’’ are discussed in Publica-
lar place of work. You cannot deduct com-advantage. tion 587, Business Use of Your Home.) You
muting expenses even if you work during theYou can change your treatment of the can deduct the round-trip business-related
commuting trip.tickets at a later date, but not after the time local transportation expenses between your
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deduction. For more information, see Chap-
ter 15 of Publication 535.

Car expense records.  Whether you use ac-
tual expenses or the standard mileage rate,
you must keep records to show when you
started using your car for business and the
cost or other basis of the car. Your records
must also show the business miles and the
total miles you drove your car during the
year.

Actual expenses.  If you deduct actual
expenses, you must keep records of the
costs of operating the car. If you lease a car,
you must also keep records of that cost.

Actual Expenses 
If you choose to deduct actual expenses, you
can deduct the cost of the following items:

Depreciation Lease fees Rental fees
Garage rent Licenses Repairs
Gas Oil Tires
Insurance Parking fees Tolls

Business and personal use.  If you use
your car for both business and personal pur-
poses, you must divide your expenses be-
tween business and personal use.

Example.  You are a contractor and drive
your car 20,000 miles during the year:
12,000 miles for business use and 8,000
miles for personal use. You can claim only
60% (12,000 ÷ 20,000) of the cost of operat-
ing your car as a business expense.

Interest on car loans.  If you are self-em-
ployed and use your car in that business, see
Chapter 17.

Personal property taxes on your car.  You
cannot deduct luxury or sales taxes, even if
you use your car 100% for business. Luxury
and sales taxes are part of your car’s basis
and may be recovered through depreciation.
If you are self-employed and use your car in
that business, see Chapter 19 for more
information.

Fines and collateral.  Fines and collateral
qualifying home office and your client’s or deduct local transportation expenses when for traffic violations are not deductible.

you have a regular or main job away fromcustomer’s place of business. You must,
your residence. You may want to refer to ithowever, distinguish between business and Leasing a car.  If you lease a car that you
when deciding whether you can deduct yourpersonal transportation. use in your business, you can deduct the part
local business transportation expenses. of each lease payment that is for the use ofExample 4.  You have no regular office,

the car in your business. You cannot deductand you do not have an office in your home.
any part of a lease payment that is for com-In this case, the location of your first busi- Car Expenses
muting or for any other personal use of the

ness contact is considered your office. If you use your car for business purposes, car. You must spread any advance pay-
Transportation expenses between your you may be able to deduct car expenses. ments over the entire lease period. You can-
home and this first contact are nondeductible You generally can use one of two methods to not deduct any payments you make to buy a
commuting expenses. In addition, transpor- figure your expenses: actual expenses or the car even if the payments are called lease
tation expenses between your last business standard mileage rate. payments.
contact and your home are also nondeduct- You may be entitled to a tax credit for an If you lease a car that you use in your
ible commuting expenses. Although you electric vehicle or a deduction from gross in- business for 30 days or more, you may have
cannot deduct the costs of these trips, you come for a part of the cost of a clean-fuel ve- to include in your income an amount called
can deduct the costs of going from one client hicle if you place one of these vehicles in ser- an ‘‘inclusion amount.’’ For more informa-
or customer to another. vice from July 1, 1993, through December tion, see Chapter 3 of Publication 917.

31, 2004. The vehicle must meet certain re-
Illustration of local transportation. Figure quirements, and you do not have to use it in Depreciation and section 179 deductions.
16–A illustrates the rules for when you can your business to qualify for the credit or the If you use your car for business purposes,
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you may be able to recover its cost by claim- mileage rate for the business use of any car. Note:  These rates do not apply for any
ing a depreciation or section 179 deduction. year in which the actual expenses methodHowever, you may be able to deduct a part of
The amount you may claim depends on the was used.the actual expenses for operating each of the
year you placed the car in service and the cars. See Actual Car Expenses in Chapter 2
amount of your business use. Year Rate per Mile of Publication 917 for information on how to

For more information, see the instruc- figure your deduction. 1994 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12 cents
tions for Form 4562. Also see Chapter 2 of You are not using two or more cars for 1992 – 1993 . . . . . . . . . . . . . . . . . . . . . . 111/2 cents
Publication 917 for a detailed discussion of business at the same time if you alternate us- 1989 – 1991 . . . . . . . . . . . . . . . . . . . . . . 11 cents
these deductions. ing (use at different times) the cars for 1988 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 101/2 cents

business. 1987 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 cents
Standard Mileage Rate 1986 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9 centsThe following examples illustrate the
Instead of figuring actual expenses, you may 1983 – 1985 . . . . . . . . . . . . . . . . . . . . . . 8 centsrules for when you can and cannot use the
be able to use the standard mileage rate to 1982 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71/2 centsstandard mileage rate for two or more cars.
figure the deductible costs of operating your 1980 – 1981 . . . . . . . . . . . . . . . . . . . . . . 7 cents
car, van, pickup or panel truck for business Example 1.  Marcia, a salesperson, owns For tax years before 1990, the rates ap-purposes. You can use the standard mileage

a car and a van that she alternates using for plied to the first 15,000 miles. For tax yearsrate only for a car that you own. For 1994, the
calling on her customers. She can take the after 1989, the depreciation rate applies to allstandard mileage rate is 29 cents a mile for
standard mileage rate for the business mile- business miles.all business miles.
age of the car and the van.If you choose to take the standard mile- Example.  In 1989, you bought a car for

age rate, you cannot deduct actual operat- exclusive use in your business. The car cost
Example 2.  Tony uses his own pickuping expenses. These include depreciation, $14,000. From 1989 through 1994, you used

truck in his landscaping business. Duringmaintenance and repairs, gasoline (includ- the standard mileage rate to figure your car
ing gasoline taxes), oil, insurance, and vehi- 1994, he traded in his old truck for a newer expense deduction. You drove your car at
cle registration fees. one. Tony can take the standard mileage least 15,000 business miles in 1989. You

You generally can use the standard mile- rate for the business mileage of both the old drove your car 20,000 miles in 1990, 18,750
age rate regardless of whether you are reim- and the new truck. miles in 1991, 17,200 miles in 1992, 18,100
bursed and whether or not any reimburse- miles in 1993, and 16,300 miles in 1994. The
ment is more or less than the amount figured depreciation allowed is figured as follows:Example 3.  Chris owns a repair shop
using the standard mileage rate. See Reim- and an insurance business. He uses his

Year Miles × Rate Amount bursement of Employee Expenses, later. pickup truck for the repair shop and his car
1989 15,000 × .11 $ 1,650for the insurance business. No one else uses

Choosing the standard mileage rate.  If 1990 20,000 × .11 2,200either the pickup truck or the car for businessyou want to use the standard mileage rate for 1991 18,750 × .11 2,063purposes. Chris can take the standard mile-a car, you must choose to use it in the first 1992 17,200 × .111/2 1,978age rate for the business use of the truck andyear you place the car in service in business. 1993 18,100 × .111/2 2,082
the car.Then in later years, you can choose to use 1994 16,300 × .12 1,956

the standard mi leage rate or  actual Total $11,929
Example 4.  Maureen owns a car and aexpenses.

van that are both used in her housecleaningIf you choose to use the standard mile-
At the end of 1994, your adjusted basis in theage rate, you are considered to have made business. Her employees use the car and
car is $2,071 ($14,000 − $11,929).an election not to use the accelerated cost she uses the van to travel to the various cus-

recovery system (ACRS) or the modified ac- tomers. Maureen cannot take the standard
celerated cost recovery system (MACRS). mileage rate for the car or the van. This is be-
This is because the standard mileage rate al- cause both vehicles are used in Maureen’s Recordkeeping
lows for depreciation. You also cannot claim business at the same time. She must use ac-

This section discusses the written recordsthe section 179 deduction. If you change to tual expenses for both vehicles.
you need to keep if you plan to deduct an ex-the actual expenses method in a later year,
pense discussed in this chapter. By keepingbut before your car is considered fully depre-
timely and accurate records, you will haveciated, you have to estimate the useful life of Parking fees and tolls.  In addition to using
support to show the IRS if your tax return isthe car and use straight line depreciation. the standard mileage rate, you can deduct
ever examined. Or, you may require proof ofFor information on how to figure that depreci- any business-related parking fees and tolls.
expenses for which you are reimbursing youration, see the exception in Methods of depre- (Parking fees that you pay to park your car at employees under an accountable plan, asciation under Depreciation Deduction in Pub- your place of work are nondeductible com- discussed later under Adequate Accounting.lication 917. muting expenses.) If you reimburse employees for business
expenses that they incur on your behalf, thisStandard mileage rate not allowed.  You
section applies to your employees as well ascannot use the standard mileage rate if you: Basis of car.  To figure gain or loss on the to you, the employer. Your employees must1) Do not own the car, disposition of a car that you used for busi- submit the proper records to you, and you

ness, you must figure its adjusted basis by2) Use the car for hire (such as a taxi), must retain these records to support your de-
subtracting from the basis any depreciation ductible business expenses. If your employ-3) Operate two or more cars at the same
(including any section 179 or clean-fuel vehi- ees have questions on what records aretime (as in fleet operations), or
cle deduction) that you claimed. If you used needed, you will find the information in this4) Claimed a deduction for the car in an the standard mileage rate for the business section helpful in answering their questions.earlier year using: use of your car, depreciation was included in

a) ACRS or MACRS depreciation, or that rate. The rate of depreciation that was Proof required.  You must be able to prove
allowed in the standard mileage rate isb) A section 179 deduction. (substantiate) your deductions for travel, en-
shown in the chart below. This depreciation tertainment, business gift, and transportation
reduces the basis of your car (but not below expenses. You should keep adequateTwo or more cars.  If you own two or
zero) in figuring its adjusted basis when you records or have sufficient evidence that willmore cars that are used for business at the
dispose of it. support your own statement. Estimates orsame time, you cannot take the standard
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Table 16-2. Elements To Prove Certain Business Expenses

ExpenseElement to
be

proved Travel Entertainment Gift Transportation (Car)
(1) (2) (3) (4) (5)

Amount Amount of each Amount of each separate expense. Incidental Cost of gift. 1) Amount of each
separate expense for expenses such as taxis, telephones, etc., separate expense
travel, lodging, and may be totaled on a daily basis. including cost of the
meals. Incidental car,
expenses may be 2) Mileage for each
totaled in reasonable business use of the
categories, such as car, and
taxis, daily meals for 3) Total miles for the
traveler, etc. tax year.

Time Date you left and Date of entertainment. For meals or Date of gift. Date of the expense or
returned for each trip, entertainment directly before or after a use.
and number of days for business discussion, the date and duration of
business. the business discussion.

Place Name of city or other Name and address or location of place of Not applicable. Name of city or other
designation. entertainment. Type of entertainment if not designation if

otherwise apparent. Place where business applicable.
discussion was held if entertainment is
directly before or after a business discussion.

Description Not applicable. Not applicable. Description of gift. Not applicable.

Business Business reason for Business reason or the business benefit Business reason Business reason for
Purpose travel or the business gained or expected to be gained. Nature of for giving the gift the expense or use of

benefit gained or business discussion or activity. or the business the car.
expected to be gained. benefit gained or

expected to be
gained.

Business Not applicable. Occupations or other information—such as Occupation or Not applicable.
Relationship names or other designations—about persons other

entertained that shows their business information—
relationship to you. If all people entertained such as name or
did not take part in business discussion, other
identify those who did. You must also prove designation—
that you or your employee was present if about recipient
entertainment was a business meal. that shows his or

her business
relationship to
you.

approximations do not qualify as proof of an pays directly for any ticket or other travel having the information and receipts (where
expense. item. However, if you charge these items to required) for the expenses listed in columns

your employer, through a credit card or oth- 2, 3, 4, or 5, whichever apply.
Timely recordkeeping.  You do not need to erwise, you must make a record of the
write down the elements of every expense at amounts you spend. Adequate records.  You should keep the
the time of the expense. However, a record proof you need for these items in an account
of the elements of an expense or of a busi- Expense accounts.  An expense account book, diary, statement of expense, or similar
ness use made at or near the time of the ex- statement you give your employer, client, or record, and keep adequate documentary ev-
pense or use, supported by sufficient docu- customer is considered to have been made idence (such as receipts, canceled checks,
mentary evidence, has more value than a at or near the time of the expense or use. or bills), that together will support each ele-
statement prepared later when generally The statement must be copied from your ac- ment of an expense. Documentary evidence
there is a lack of accurate recall. A log main- count book, diary, statement of expense, or is explained in more detail later in this discus-
tained on a weekly basis, which accounts for similar record. sion. Written evidence has considerably
use during the week, is considered a record more value than oral evidence alone.
made at or near the time of the expense or Chart that shows proof required. Table
use. 16–2 summarizes the factors needed to Separating expenses.  Each separate pay-

prove the elements of your expenses for ment usually is considered a separate ex-
Duplicate information.  You do not have to travel, local business transportation, en- pense. If you entertain a customer or client at
record information in your account book or tertainment, and gifts. These factors are dis- dinner and then go to the theater, the dinner
other record that duplicates information cussed in more detail in Chapter 5 of Publi- expense and the cost of the theater tickets
shown on a receipt as long as your records cation 463. are two separate expenses. You must record
and receipts complement each other in an To deduct these expenses, you must be them separately in your records.
orderly manner. You do not have to record able to prove the elements listed in column 1 Totaling items.  You may make one
amounts your employer, client, or customer of the chart. You prove these elements by daily entry for reasonable categories such as
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taxi fares, telephone calls, gas and oil, or each case. If the business purpose of an ex- Reimbursement, allowance, or advance.
A reimbursement or other expense allow-other incidental travel costs. Meals should be pense is clear from the surrounding circum-
ance arrangement is a system or plan thatin a separate category. You should include stances, a written explanation is not needed.
you use to pay, substantiate, and recover thetips with the costs of the services you Example.  A sales representative who
expenses, advances, reimbursements, andreceived. calls on customers on an established sales amounts charged to you by your employeesExpenses of a similar nature occurring route does not have to submit a written ex- for employee business expenses. It can alsoduring the course of a single event are con- planation of the business purpose for travel- be a system used to keep track of amountssidered a single expense. For example, if

ing that route. you pay through an agent or a third party. Ar-during entertainment at a cocktail lounge,
rangements include per diem and mileageyou pay separately for each serving of re-

Confidential information.  Confidential in- allowances. If a single payment includesfreshments, the total expense for the refresh-
formation relating to an element of a deducti- both wages and an expense reimbursement,ments is treated as a single expense.
ble expense, such as the place, business you must specifically identify to the em-
purpose, or business relationship, need not ployee the amount of the reimbursement.Documentary evidence.  You generally
be put in your account book, diary, or other You have different options for reimburs-must have documentary evidence, such as
record. However, the information has to be ing your employees for business-related ex-receipts, canceled checks, or bills, to support

penses. These include:recorded elsewhere at or near the time of theyour expenses. However, this evidence is
expense and be available to fully prove thatnot required if: 1) Reimbursing them for their actual ex-
element of the expense. penses, as discussed throughout this1) You have meal or lodging expenses

chapter,while traveling away from home for
Inadequate records.  If you do not have ad-which you account to your employer 2) Reimbursing them for business use ofequate records to prove an element of an ex-under an accountable plan and you use their cars:pense, then you must prove the element by:a per diem allowance method that in-

a) At a fixed amount per mile of businesscludes meals and/or lodging, 1) Your own statement, whether written or
travel,oral, containing specific information2) You are reimbursed under a mileage

about the element, and b) With a fixed and variable amount de-allowance,
termined by a cents-per-mile rate plus2) Other supporting evidence sufficient to3) Your expense, other than lodging, is a flat amount (based on a standardestablish the element.less than $25, or vehicle and the area) as explained

4) You have a transportation expense for later under Car or mileage al-
Additional information for the IRS.which a receipt is not readily available. lowances, or

The IRS may require additional information
c) By any other method that is consist-to clarify or to establish the accuracy or relia-Accountable plans and per diem and ently applied and in accordance withbil ity of information contained in yourmileage allowances are discussed later reasonable business practices.records, statements, testimony, or documen-under  Re imbursement  o f  Employee

tary evidence before a deduction is allowed. 3) Using the meals only allowance (dis-Expenses.
cussed later) to reimburse meals and in-Adequate evidence.  Documentary evi-
cidental expenses and reimbursing ac-How long to keep records and receipts.dence ordinarily will be considered adequate
tual lodging expenses,You must keep proof to support your claim toif it shows the amount, date, place, and es-

a deduction as long as your income tax re-sential character of the expense. 4) Using the regular federal per diem rate
turn can be examined. Generally, it will beFor example, a hotel receipt is enough to (discussed later),
necessary for you to keep your records for 3support expenses for business travel if it has:

5) Using the high-low method (discussedyears from the date you file the income tax1) The name and location of the hotel, later), orreturn on which the deduction is claimed. A
2) The dates you stayed there, and return filed early is considered as filed on the 6) Reimbursing them under any other

due date.3) Separate amounts for charges such as method that is acceptable to the IRS.
lodging, meals, and telephone calls.

Additional information.  See Chapter 5 of You should tell your employees what
Publication 463 for more information on re-A restaurant receipt is enough to prove method of reimbursement you use and what
cordkeeping, including a discussion on howan expense for a business meal if it has: records they must submit.
to prove each type of expense discussed in1) The name and location of the
this chapter. No reimbursement.  Your employees arerestaurant,

not reimbursed or given an allowance for
2) The number of people served, and

their expenses if you pay them a salary or
3) The date and amount of the expense. commission with the understanding that theyReimbursement of will pay their own expenses. In this situation,

you do not have a reimbursement or allow-If a charge is made for items other than food Employee Expenses
ance arrangement.and beverages, the receipt must show that

You generally can deduct the amount you re-this is the case.
imburse your employees for expenses dis-Canceled check.  A canceled check, to- Accountable Planscussed in this chapter. The amount andgether with a bill from the payee, ordinarily

To be an accountable plan, your reimburse-manner in which you can deduct these ex-establishes the cost. However, a canceled
ment or allowance arrangement must re-penses depend in part on whether you reim-check by itself does not prove a business ex-
quire an employee to meet all three of the fol-pense without other evidence to show that it burse the expenses under an accountable
lowing rules:was for a business purpose. plan or a nonaccountable plan.

This section explains the two types of 1) The employee’s expenses must have a
Business purpose.  A written statement of plans, how per diem allowances simplify business connection — that is, he or she
the business purpose of an expense is gen- proving the amount of your expenses, and must have paid or incurred deductible
erally needed. However, the degree of proof the tax treatment of these reimbursements expenses while performing services as
varies according to the circumstances in and expenses. your employee,

Page 80 Chapter 16 TRAVEL, ENTERTAINMENT, AND GIFT EXPENSES



2) Your employee must adequately ac- Table 16-3. Reporting Travel, Entertainment, and
count to you for these expenses within a Gift Expenses and Reimbursements
reasonable period of time, and

3) Your employee must return any excess Type of Reimbursement Employer Employee
reimbursement or allowance within a (or Other Expense Reports on Shows on
reasonable period of time. Allowance) Arrangement Form W–2 Form 21061

‘‘Adequate accounting’’ and ‘‘returning Accountable
excess reimbursements’’ are discussed

Actual expense reimburse- Not reported Not shown if expenses dolater.
ment not exceed reimbursementAn excess reimbursement or allow-

ance is any amount you pay that is more Adequate accounting
than the business-related expenses that and excess returned
your employee adequately accounted for to

Actual expense reimburse- Excess reported as wages All expenses (and reim-you. See Returning Excess Reimburse-
ment in box 1.2 Amount ade- bursements reported onments, later, for information on how to han-

quately accounted for is re- Form W–2, box 13) only ifdle these excess amounts.
Adequate accounting and ported only in box 13—it is some or all of the excess
return of excess not reported in box 1. expenses are claimed.3

Reasonable period of time.  The definition
both required but Otherwise, form is not filed.of ‘‘reasonable period of time’’ depends on
excess not returned

the facts of the situation. The IRS will con-
sider it reasonable for your employee to: Per diem or mileage All expenses and reim-Not reported
1) Receive an advance within 30 days of allowance (up to federal bursements only if excess

rate) expenses are claimed.3the time he or she has an expense,
Otherwise, form is not filed.2) Adequately account for the expense Adequate accounting

and excess returnedwithin 60 days after it was paid or in-
curred, and

Per diem or mileage Excess reported as wages All expenses (and reim-3) Return any excess reimbursement to allowance (exceeds in box 1.2 Amount up to the bursements equal to the
you within 120 days after the expense federal rate) federal rate is reported only federal rate) only if ex-
was paid or incurred. in box 13—it is not reported penses in excess of theAdequate accounting up to

in box 1. federal rate are claimed.3

the federal rate onlyIf you give your employee a periodic Otherwise, form is not filed.and excess not returnedstatement (at least quarterly) that asks him
or her to either return or adequately account

Nonaccountablefor outstanding advances and the employee
complies within 120 days of the statement, Either adequate accounting Entire amount is reported All expenses3

the IRS will consider the amount adequately or return of excess, or both, as wages in box 1.2

accounted for or returned within a reasona- not required by plan
ble period of time.

No reimbursement Normal reporting of wages, All expenses3

etc.Employee meets accountable plan rules.
If your employee meets the three rules for

1 Employees may be able to use Form 2106-EZ. The qualifications are listed on the form.accountable plans, do not include any reim- 2 Excess is also reported in boxes 3 and 5, if applicable.bursements in his or her income in boxes 1, 3 Any allowable business expense is carried to line 20 of Schedule A (Form 1040) and deducted as a
3, or 5 of Form W–2. miscellaneous itemized deduction.

Expenses subject to 50% limit.  If you
reimburse meal or entertainment expenses
under an accountable plan, you (the em- only the amount for which the employee did they paid when working late at the office,
ployer) may be subject to the 50% limit. Ex- adequately account is considered as paid even though they are not away from home.
ceptions to the 50% limit are discussed in under an accountable plan. The remaining The part of the arrangement that reimburses
Chapter 3 of Publication 535. expenses are treated as having been reim- the employees for the nondeductible meals

bursed under a nonaccountable plan (dis- while working late at the office is treated as a
Keeping records. If you require that your cussed later). second arrangement. The payments under
employees account to you and return any ex- If you pay your employees an advance or this second arrangement are treated as paid
cess advances or allowances (and the em- allowance that is higher than the federal per under a nonaccountable plan.
ployees meet these requirements), you must diem or standard mileage rate, see Re-
keep the records and supporting documents turning Excess Reimbursements, later.

Per diem allowances. If you reimburse em-given to you by your employees to prove the
ployees by a per diem allowance (dailydeductions on your return for the allowances Reimbursement of nondeductible ex- amount) that qualifies as an accountableand reimbursements you paid them. penses.  If you reimburse your employees plan, two facts affect your reporting:

under your accountable plan for expenses
Employee does not meet accountable

related to your business that are not deducti- 1) The federal rate for the area where yourplan rules.  You may reimburse an em-
ble as employee business expenses, the employees traveled, andployee under your accountable plan but only
amounts you pay the employee for the non-part of the employee’s expenses may meet 2) Whether the allowance or your employ-deductible expenses are treated as paidall three rules. ees’ actual expenses were more thanunder a nonaccountable plan.If you reimburse expenses under an oth-

the federal rate.Example.  Your reimbursement arrange-erwise accountable plan but your employee
ment reimburses your employees for traveldoes not return, within a reasonable period

For this purpose, the federal rate can be fig-expenses they incurred while away fromof time, any reimbursement for which he or
ured by using any one of three methods:she did not adequately account to you, then home on business, and for meal expenses
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1) The regular federal per diem rate (dis- them a cents-per-mile rate to cover their vari- 1) You reasonably limit payments of the
travel expenses to those that are ordi-cussed later), able operating costs (such as gas, oil, etc.)
nary and necessary in the conduct ofplus a flat amount to cover their fixed costs2) The high-low method (discussed later),
your trade or business,(such as depreciation, insurance, etc.). Thisor

is called a FAVR allowance. See Revenue 2) The allowance is similar in form to and3) The standard meal allowance (dis- Procedure 93–51 in Internal Revenue Bulle- not more than the federal per diem (that
cussed earlier under What Are Travel tin 1993–42 for information on using a FAVR is, the allowance varies based on where
Expenses?). allowance. and how long an employee was

traveling),
The following discussions explain how to

Employer’s plan.  You make the decision 3) The employee is not related to you (ashandle the reimbursements depending upon
whether to use an accountable plan or a defined under Standard Meal Allowancehow the amount of the per diem allowance

in Chapter 1 of Publication 463), andnonaccountable plan when reimbursing yourcompares to the federal rate.
employees. An employee cannot turn yourPer diem allowance LESS than or 4) The time, place, and business purpose
nonaccountable plan into an accountableEQUAL to the federal rate.  If the per diem of the travel are proved, as explained
plan by voluntarily accounting to you for theallowance is less than or equal to the federal earlier under Recordkeeping.
expenses and voluntarily returning excessrate, you do not include the allowance in
reimbursements to you.boxes 1, 3, and 5 of the employee’s Form W– If the IRS finds that your travel allowance

2. practices are not based on reasonably accu-
rate estimates of travel costs, including rec-Example.  In April you send Jeremy on a Adequate Accounting 
ognition of cost differences in different areas,2-day business trip to Boston. The federal

One of the three rules (listed earlier) for a re- your employees will not be considered torate in Boston is $139 per day. As required
imbursement or other expense allowance ar- have accounted to you. In this case, theyby your accountable plan, Jeremy accounts
rangement to qualify as an accountable plan may be required to prove their expenses tofor the time (dates), place, and business pur-

the IRS.was that employees adequately account topose of the trip. You reimburse him $139 a
Allowance for meals.  These rules alsoyou for their expenses. Employees ade-day ($278 total) for living expenses.

apply if you reimburse an employee for mealquately account by giving you documentaryYou do not include any of the reimburse-
expenses only or give a separate per diemevidence of their mileage, travel, and otherment on his Form W–2.
allowance for meals and incidental ex-employee business expenses, along with aPer diem allowance MORE than the
penses. Your reimbursement or allowancestatement of expense, an account book, a di-federal rate.  If you pay an amount that is
must not be more than the standard meal al-ary, or a similar record in which they enteredmore than the federal rate, you must include
lowance. A per diem allowance is paid sepa-each expense at or near the time they had it.the amount of the per diem allowance up to
rately for meals and incidental expenses ifDocumentary evidence includes receipts,the federal rate in box 13 (code L) of your
you furnish lodging in kind, pay a meal allow-canceled checks, and bills. See Table 16–2employee’s Form W–2. This amount is not
ance plus the actual cost of lodging, or paytaxable. In addition, you must include the for the aspects or elements of each expense
the hotel, motel, etc., directly for employeeamount of the allowance that exceeds the that employees must prove.
lodging. A per diem allowance is also paidfederal rate in box 1 (and in boxes 3 and 5 if Employees must account for all amounts separately for meals and incidental ex-applicable) of your employee’s Form W–2. received from you during the year as ad- penses if you do not have a reasonable beliefYour employee must report this part of the al- vances, reimbursements, or allowances for that an employee incurred lodging ex-lowance as if it were wage income. business use of their cars, travel, entertain- penses, such as when the employee stays

ment, gifts, or any other expenses. This in-Example.  Laura lives and works in Aus- with friends or relatives or the employee
tin. You send her to Dallas for 2 days on busi- cludes amounts that they charged to you by sleeps in the cab of his or her truck.
ness. You pay the hotel directly for Laura’s credit card or other method. They must give
lodging and reimburse Laura $40 a day ($80 you the same type of records and supporting Regular federal per diem rate.  The regular
total) for meals and incidental expenses. The information that they would have to give to federal per diem rate is the highest amount
federal rate for Dallas is $34 per day. the IRS if the IRS questioned a deduction on that the federal government will pay to its

You must include the $12 excess over their return. Employees must pay back the employees for lodging, meal, and incidental
the federal rate [($40 − $34) × 2] in boxes 1, amount of any reimbursement or other ex- expenses (or meal and incidental expenses
3, and 5 of Laura’s Form W–2. You also pense allowance for which they do not ade- only) while they are traveling (away from
show $68 ($34 a day × 2) in box 13 of her quately account or that exceeds the amount home) in a particular area. The rates are dif-
Form W–2. This amount is not included in for which they accounted. ferent for different locations. You must use
Laura’s income. the rate in effect for the area where your em-

ployee stops for sleep or rest. You shouldPer diem allowance or reimbursement.Car or mileage allowances.  The rules gov- have these rates available. You can get Pub-You can have your employees prove theerning car or mileage allowances you pay lication 1542, which gives the rates in theamount of their travel expenses by using ayour employees are similar to those gov- continental United States for the current
per diem allowance amount. If you reimburseerning per diem allowances. You can pay a year.
your employees for lodging, meal, and inci-car or mileage allowance at the standard The federal rates for meals and incidental
dental expenses at a fixed amount per day ofmileage rate (discussed earlier), pay at an- expenses are the same as those rates dis-
business travel, that amount is called a perother rate per mile, or base the payment on a cussed ear l ier  under Standard Meal
diem allowance.fixed and variable rate allowance (as de- Allowance.

The term ‘‘incidental expenses’’ includes,scribed later).
but is not limited to, laundry expenses, clean-General ly, the amount considered High-low method.  This is a simplified
ing and pressing expenses, and fees andproven by a car or mileage allowance cannot method of computing the federal per diem
tips for persons who provide services, suchexceed the standard mileage rate. Your em- rate for travel within the continental United
as food servers and luggage handlers. Inci-ployees must prove to you the time (dates), States. It eliminates the need to keep a cur-
dental expenses do not include taxicab faresplace, and business purpose for using their rent list of the per diem rate in effect for each
or the costs of telegrams or telephone calls.cars. city in the continental United States.

A per diem allowance satisfies the ade-Fixed and variable rate allowance Under the high-low method, the per diem
quate accounting requirements for the(FAVR).  You can choose to reimburse your amount for travel on or after January 1, 1994,

employees for their car expenses by paying amount in question if: is $152 for certain locations. All other areas
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have a per diem amount of $95. The areas Nonaccountable Plans Contractors and Clients 
eligible for the $152 per diem amount under

This section discusses special rules for inde-the high-low method for all of the year or the A nonaccountable plan is a reimbursement pendent contractors and clients.portion of the year specified in parentheses or expense allowance arrangement that
under the key city name are listed in Table 6 does not meet the three rules listed earlier Independent contractor.  If you have reim-in Chapter 6 of Publication 463. under Accountable Plans. bursed travel, transportation, meal, en-

In addition, if you reimburse your employ- tertainment, or gift expenses that you in-
Returning Excess ees under an accountable plan, the following curred on behalf of a client, you should
Reimbursements amounts will be treated as being paid under provide an adequate accounting of these ex-

a nonaccountable plan: penses to your client. If you do not account toUnder an accountable plan, you must require
your client for these expenses, you must in-your employees to return any excess reim-

1) Excess reimbursements an employee clude any reimbursements or allowances inbursement or other expense allowances for
income. You must keep adequate records offails to return, andbusiness expenses to you. Excess reim-
these expenses regardless of whether youbursement means any amount for which the
account to your client for such expenses.employee did not adequately account within 2) Reimbursements of nondeductible ex-

If you do not separately account for anda reasonable period of time. For example, if penses related to your business. See
seek reimbursement for meals and en-an employee received a travel advance and Reimbursement of nondeductible ex-
tertainment in connection with providing ser-did not spend all the money on business-re- penses earlier under Accountable
vices for a client, you are subject to the 50%lated expenses, or did not have proof of all Plans.
limit on such expenses. See 50% Limit,his or her expenses, the employee has an
earlier.excess reimbursement.

An arrangement that repays an em- Report travel and entertainment ex-Unproven amount.  If an employee does
ployee by reducing the amount reported as penses on line 24 of Part II, Schedule C, ornot prove that he or she actually traveled on

on line 2 of Schedule C–EZ.his or her wages, salary, or other compensa-each day for which he or she received a per
tion will be treated as a nonaccountable plan.diem or mileage allowance (proving the ele-
This is because the employee is entitled to Required records for client or customer.ments described in Table 16–2), he or she
receive the full amount of his or her compen- If you are a client or customer, you generallymust return this unproven amount of the al-

are not required to keep records to prove thesation regardless of whether or not he or shelowance within a reasonable period of time. If
reimbursements or allowances you give, inincurred any business expenses.the employee fails to do this, you must report
the course of your business, to an indepen-as income in boxes 1, 3, and 5 of the employ- You must combine the amount of any re-
dent contractor for travel or gift expenses in-ee’s Form W–2 the unproven amount of the imbursement or other expense allowance
curred on your behalf. However, you mustallowance as excess reimbursement. This paid to your employees under a nonaccount-
keep records if:unproven amount is considered paid under a able plan with their wages, salary, or other

nonaccountable plan (discussed later). compensation. Report the total in box 1 (and 1) You reimburse the contractor for en-
boxes 3 and 5 if they apply) of their Forms tertainment expenses incurred on your

Per diem or mileage allowance MORE W–2. behalf, and
than federal rate or standard mileage rate.

2) The contractor adequately accounts toIf your accountable plan pays a per diem or Example 1.  In 1994, you gave Kim $500
you for these expenses.other allowance that is higher than the fed- a month, $6,000 total this year, for her busi-

eral per diem rate, or your mileage allowance ness expenses. You do not require Kim to
Contractor adequately accounts.  If theis higher than the standard mileage rate, em- provide any proof of her expenses, and Kim

contractor does adequately account to youployees do not have to return the difference can keep any funds that she does not spend.
for entertainment expenses, you (the clientbetween the two rates for the period or the You are reimbursing Kim under a nonac-
or customer) must keep records docu-miles they can prove business-related ex- countable plan. You include the $6,000 on
menting each element of the expense. Usepenses. However, you must report this differ- Kim’s Form W–2 as if it were wages. your records as proof for a deduction on yourence between the rates as wages on their
tax return. If entertainment expenses are ac-Forms W–2. This excess amount is consid- Example 2.  You pay Kevin $2,000 a counted for separately, you are subject to theered paid under a nonaccountable plan (dis- month. On days that he travels away from 50% limit discussed earlier under Entertain-

cussed later). home on business, you designate $50 a day ment Expenses. You do not, however, have
of his salary as paid to reimburse him for hisExample.  You send Maria on a 5-day to file an information return to report amounts
travel expenses. Because you would pay Ke-business trip to Miami. She uses her per- for which you reimbursed the contractor, as
vin his $2,000 monthly salary regardless ofsonal car to make the trip and you reimburse long as he or she adequately accounted to
whether or not he was traveling away fromthe hotel directly. You give her a $200 ($40 × you for these expenses.
home, the arrangement is a nonaccountable5 days) advance to cover her meals and inci- Contractor does not adequately ac-
plan. You cannot treat any part of the $50 adental expenses and $180 (600 × 30 cents) count.  If the contractor does not adequately
day (that you designated as reimbursement)for the 600 business miles you expect her to account to you for allowances or reimburse-

drive. The federal per diem rate for meals as paid under an accountable plan. ments of entertainment expenses, then you
and incidental expenses in Miami is $34. (the client or customer) do not have to keep

Maria’s trip only lasts 3 days and she your own separate records of these items in-
Part of reimbursement paid under ac-drives only 500 miles. She must return the curred by the contractor on your behalf. You
countable plan.  If you reimbursed ex-$80 ($40 × 2 days) advance for the 2 days are not subject to the 50% limit on entertain-
penses under an otherwise accountable planshe did not travel and the $30 (100 miles × 30 ment in this case. You can deduct the reim-
but an employee does not return, within acents) for the 100 business miles she did not bursements or allowances as compensation
reasonable period of time, any reimburse-drive. For the days and miles Maria did if they are ordinary and necessary business
ment for which the employee did not ade-travel, she can keep the $18 difference [($40 expenses. However, you must file Form
quately account, that amount is considered− $34) × 3 days] between the per diem rates 1099–MISC, Miscellaneous Income, to re-
paid under a nonaccountable plan. The re-and the $5 difference [(30 cents − 29 cents) × port amounts paid to the independent con-
mainder is treated as having been paid tractor if the total of the reimbursements and500 miles] between the mileage rates. You
under an accountable plan (as discussed any other fees is $600 or more during the cal-must, however, report $23 ($18 + $5) on her
earlier). endar year.Form W–2 as wages.
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3) Amounts allocated to passive activities
in connection with a rental real estateAllocation of Interest 17. activity in which you actively participate,

The rules for deducting interest vary, de-
pending on whether the loan proceeds are 4) Amounts allocated to former passive ac-Interest Expense used for business, personal, home mort- tivities, and
gage, investment, or passive activities. If you
use the proceeds of a loan for more than one

5) Amounts allocated to trade or business
expense, you must make an allocation to

use and to expenses for certain low-in-
determine the amount of interest for each

come housing projects.Important Change for use of the loan’s proceeds. However, inter-
est on a qualified home mortgage is fully de-1994 ductible. For more information on home Partnerships and S corporations.  Special
mortgage interest, see Publication 936.Refunds of interest shown on Form 1098. rules apply to the allocation of interest ex-

The best way to allocate interest is toForm 1098, Mortgage Interest Statement, pense in connection with debt-financed ac-
keep the proceeds of a particular loan sepa-has been revised for 1994. Box 3 of the form quisitions of, and distributions from, partner-
rate from any other funds. You can treat anwill show any refunds for overpayment(s) of ships and S corporations. These rules will
expenditure made from any account (or ininterest you made in a prior year or years. not apply if the partnership or S corporation
cash) within 30 days before or after the debtSee Mortgages, later in this chapter. is formed or used for the principal purpose ofproceeds are deposited (or received in cash)

avoiding the interest allocation rules.as being from such debt proceeds.
Debt-financed acquisitions.  This is theIn general, you allocate the interest on a

use of loan proceeds to purchase an interestloan in the same way as the loan itself is allo-Introduction
in an entity or to make a contribution to thecated. This is true even if the funds are paid
capital of the entity. If you purchase an inter-Interest is the amount you pay for the use of directly to a third party. You allocate loans by

borrowed money. You can generally deduct est in an entity, you allocate the loan pro-tracing disbursements to specific uses. If you
all interest you pay or accrue during the tax ceeds and the interest expense among allmust allocate your interest expense, use the
year on debts related to your trade or busi- the assets of the entity. The allocation can befollowing categories:
ness. (However, see Interest Capitalization, based on the fair market value, book value,
discussed later.) Special rules apply if you For More or adjusted basis of the assets, reduced by
have a loan on which the interest rate is less Expenditure Information any debts allocated to the assets.
than the applicable federal rate. See Below- If you contribute to the capital of an entity,Trade or business . . . . . . . . . . . . . . . . . . . . See this
Market Interest Rate Loans, later. chapter make the allocation based on the assets or

To deduct the interest paid, you must be by tracing the loan proceeds to the entity’sPassive activity . . . . . . . . . . . . . . . . . . . . . . . Publication
liable for its payment. For example, you can-

925 expenditures. A purchase of an interest in an
not deduct interest paid on a corporation’s

Investment (including portfolio) . . . . . . . Publication entity is treated as a contribution to capital todebt on your individual return.
550 the extent the entity receives any proceeds

Personal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Publication of the purchases.
Topics 17
This chapter discusses: Example.  You purchase an interest in a

partnership for $20,000 using borrowed• Allocation of interest Allocation based on the use of the loan’s funds. The partnership’s only assets include
proceeds.  You allocate interest on a loan in• Interest you can deduct machinery used in its business valued at
the same way as the loan is allocated for the

$60,000, and stocks valued at $15,000. You• Interest you cannot deduct same period. Loan proceeds and the related
allocate the loan proceeds based on theinterest are allocated only by reference to the

• Interest capitalization value of the assets. Therefore, $16,000 ofuse of the proceeds. Allocation is not af-
the loan proceeds ($60,000 / $75,000 Xfected by the use of property that secures the• When to deduct interest
$20,000) and the interest expense on thatloan.
part are allocated to trade or business use.• Below-market interest rate loans

Example.  You secure a loan with prop- The amount allocated to investment use is
erty used in your business. You use the loan $4,000 ($15,000 / $75,000 X $20,000) andUseful Items proceeds to buy an automobile for personal

the interest on that part.You may want to see: use. You must allocate interest expense on
Debt-financed distributions.  Gener-the loan to personal use (purchase of the au-

ally, if the entity borrows funds, the generaltomobile) even though the loan is secured byPublication
allocation rules discussed earlier in this sec-business property.
tion apply. If those funds are allocated to dis-❏ 538 Accounting Periods and Methods Allocation period.  Allocate a loan to a
tributions made to partners or shareholders,particular use from the date the proceeds are❏ 550 Investment Income and the distributed loan proceeds and related in-used to the earlier of the date the loan is re-Expenses terest expense must be reported to the part-paid or the date the loan is reallocated to an-
ners and shareholders separately. This is❏ 551 Basis of Assets other use.
because the loan proceeds and the interest
expense must be allocated depending onForm (and Instructions) Loan repayments.  When any part of a loan
how the partner or shareholder uses the pro-allocated to more than one use is repaid, you

❏ Sch A (Form 1040) Itemized ceeds. For example, if a shareholder usesare treated as repaying the loan in the follow-
Deductions distributed loan proceeds to invest in a pas-ing order:

sive activity, that shareholder’s portion of the❏ 1098 Mortgage Interest Statement 1) Amounts allocated to personal use, entity’s interest expense on the loan pro-
❏ 3115 Application for Change in ceeds is allocated to a passive activity use.2) Amounts allocated to investments and

Accounting Method For more information on interest alloca-passive activities (other than those in-
cluded in (3) below), tion, see Chapter 8 in Publication 535.
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made for the points. For 1995, you can de- that may seem to be interest are not, and are
duct 12/120 of the prepaid interest. not deductible as interest.Interest You Can

Expenses paid to obtain a mortgage.
Certain expenses you pay to obtain a mort-Deduct Payment by cash or equivalent.  A cash
gage cannot be deducted as interest. These method taxpayer cannot deduct interest un-Generally, the amount agreed upon by the expenses, which include mortgage commis- less it is paid in cash or its equivalent. If youlender and the borrower as interest can be sions, abstract fees, and recording fees, are are a cash method taxpayer you cannot de-deducted when paid or accrued, unless it is capital expenses. However, they are not duct interest you pay with borrowed fundsrequired to be capitalized or if personal, is capital expenses that you add to the basis of you get from the original lender through asubject to certain limits. The intent of both your property. If the property mortgaged is second loan, an advance, or any other ar-parties must be to repay the loan. business or income-producing property, you rangement similar to a loan. You may deduct
can amortize the costs over the life of the the interest expense once you start makingInsurance contracts.  If you borrow on your mortgage. payments on the new loan. When you makelife insurance, endowment, or annuity con-

partial payments on loans, you first apply thetract and use the proceeds for business pur- Partial liability.  If you are liable for part of a payment to interest and then to the principal.poses, you can take a business interest de- business debt, you can deduct only your This rule does not apply if both you and theduction. (However, you cannot deduct the share of the total interest paid or accrued. lender intend for a different allocation to beinterest if you are required to capitalize it.) If Example.  You and your brother borrow made. All amounts you apply to the interestyou use the proceeds for a nonbusiness pur- money. You are liable for 50% of the note. on the first loan are deductible, along withpose, you cannot deduct the interest on You use your half of the loan in your busi- any interest you pay on the second loan,Schedule A (Form 1040). Personal interest is ness, and you make one-half of the loan pay- subject to any applicable limits.not deductible. See Publication 17. ments. You can deduct your half of the total
For loans under life insurance policies interest payments as a business deduction. Capitalized interest.   There are certain in-purchased after June 20, 1986, no interest

terest expenses you must capitalize ratherdeduction is allowed to the extent that total Partial payments on a nontax debt.  If you than deduct. These are discussed laterloans on policies covering an officer, em- make partial payments on a debt (other than under Interest Capitalization.ployee, or individual financially interested in a debt owed IRS), the payments, in the ab- If you buy property and pay interest owedyour trade or business are more than sence of any agreement between you and by the seller (for example, by assuming the$50,000. the lender, are applied first to interest and the debt and any interest accrued on the prop-
remainder to principal. You can deduct only erty), you cannot deduct the interest. YouMortgages.   Monthly mortgage payments the interest. add to the basis of the property the interestare usually made up of principal and interest.

you paid that the seller owed.You can deduct only the interest, unless you Unstated interest.  If you make payments
are required to capitalize it. If you paid mort- on an installment purchase on which no in- Commitment fees or standby charges. gage interest of $600 or more during the year terest or low interest is charged, part of the Fees you incur to have business funds avail-on any one mortgage to a mortgage holder payment is considered unstated interest. able on a standby basis, but not for the actual(including a financial institution, a govern- Both the buyer and the seller must treat a use of the funds, are not deductible as inter-mental unit, or a cooperative housing corpo- part of each installment sale payment as in- est payments. They may be deductible asration) in the course of that holder’s trade or terest. For the most part, this interest will be business expenses.business, you will receive a Form 1098 or a stated in the sales agreement. For more in-

If you pay or incur commitment fees orsimilar statement. formation on unstated interest, see Publica-
standby charges on a loan to have moneyIn addition, if you receive a refund of in- tion 537.
made available when needed, you may beterest you overpaid in an earlier year, this The holder of any debt instrument having
able to deduct the expense. The commit-amount will be reported on box 3 of Form original issue discount (OID) that is issued
ment fees are a cost of getting your loan and1098. You cannot deduct this amount. For after July 1, 1982, must generally include in
you can generally deduct part of the feesinformation on how to report this refund, see gross income (as interest) an amount equal
each year during the period of the loan. ToRefunds of interest, later in this chapter. to the sum of the daily portions of the OID for
figure your deduction for each year, dividePrepayment penalty.  If you pay off your each day during the tax year in which the
the part of the loan period falling within themortgage early and pay the lender a penalty holder held the debt instrument. This rule
tax year by the total loan period. Then multi-for doing this, you can deduct the penalty as does not apply to:
ply this answer by the total amount of theinterest.

1) Any holder who purchased the debt in- fees. If you do not take out a loan, you canPoints.  The term ‘‘points’’ is often used strument at a premium, take a loss deduction for these fees in theto describe some of the charges paid by a
2) A life insurance company, year your right to borrow the funds expires.borrower when the borrower takes out a loan

or a mortgage. These charges are also 3) Tax-exempt obligations,
Income tax owed.  Interest paid or accruedcalled  loan origination fees, maximum 4) United States savings bonds, on income tax assessed on your individualloan charges, or premium charges. If any of

5) Short-term obligations, income tax return is not a business deduc-these charges is solely for the use of money,
tion even though the tax due is related to in-it is interest. 6) Obligations issued by natural persons
come from your trade or business. This inter-These points are interest paid in advance before March 2, 1984, and
est is treated as a business deduction only inand you cannot deduct it all in one tax year. 7) Certain loans between natural persons if
figuring a net operating loss deduction. SeeInstead, you can deduct part of the interest in the amount is not over $10,000.
Chapter 21.each tax year during the period of the loan,

Penalties.  Penalties on deficiencies andunless it must be capitalized. For more information, see Publication 1212.
underestimated tax are not interest and can-To figure how much to deduct in each tax
not be deducted. Fines and penalties areyear, divide the part of the loan period falling
generally not deductible.within your tax year by the total loan period. Interest You CannotThen multiply this answer by the amount of

prepaid interest. For example, if you take out Interest related to tax-exempt income.Deduct a 10-year loan on October 1, 1994, 3 months Generally, interest related to tax-exempt in-
of the loan period fall in your 1994 tax year. come is not deductible. No deduction is al-Some interest payments cannot be de-
For 1994 you deduct 3/120 of the payments you ducted. In addition, certain other expenses lowed for:
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1) Interest on a debt incurred to buy or includes grading or clearing of land and ex- 5) Interest attributable to a debt between
carry tax-exempt securities, you and certain related parties (or be-cavation of foundations or utility lines. For all

tween such parties themselves), if theother property, the production period begins2) Amounts paid or incurred in connection
rate of interest is less than the applica-on the date the total production costs in-with personal property used in a short
ble federal interest rate on the date is-curred (including planning and design costs)sale, or
sued. See Chapter 4 for informationequal or exceed 5% of the total estimated

3) Amounts paid or incurred by others for about related persons.production costs (including planning and de-
the use of any collateral used in connec- sign costs) allocable to the property. The
tion with a short sale. Avoided cost debt.  If production costsproduction period ends when the property is

for the property exceed the amount of yourready to be placed in service or held for sale.
If you deposit cash as collateral in a short traced debt, assign any excess eligible debt
sale and the cash does not earn a material to the excess production costs. Then capital-Capitalized interest.  Capitalized interest is
return during the period of sale, item (2) ize the interest on that debt.treated as a cost of the property produced.
above does not apply. For more information Next, figure the interest to be capitalizedYou recover the interest when you sell or use
on short sales, see Publication 550. under the avoided cost method. Base thethe property, or dispose of it under the rules

amount of debt to be allocated to excess pro-that apply to such transactions.
duction costs on the interest expense thatLimit on investment interest. Your deduc- You recover the capitalized interest
would have been avoided if production coststion for investment interest expense is limited through cost of goods sold, an adjustment to
had not been made and the costs had beento the amount of your net investment income. basis, depreciation, amortization, or other
used to repay your debt.This rule applies only if: method.

The avoided cost method assumes thatThe capitalization rules of Internal Reve-1) You are a noncorporate taxpayer (in-
such repayment of debt occurs, regardlessnue Code sections 263A and 460 apply to in-cluding shareholders and partners of S
of your subjective intentions or the facts andterest you pay or incur on any debt allocablecorporations and partnerships), and
circumstances surrounding your operations.to the costs of producing qualified property.

2) You paid or accrued interest on money You can apply this method regardless ofFor example, these costs would include
you borrowed to buy or carry property whether you actually would have used theplanning and design activities which are gen-
held for investment (including amounts amounts otherwise spent for production toerally incurred before the production period
allowable as a deduction in connection repay the debt.begins, as well as the costs of raw land and
with personal property used in a short materials acquired before the production pe- Example.  Assume that you are engaged
sale). riod begins. Also, they include any costs you in the production of qualified property. Your

may incur under a contract for property pro- production costs are $1,000,000. You have a
For more information about the limit on duced by a third party. $400,000 loan that is traced to these produc-

the investment interest expense deduction, t ion costs. You have another loan of
see Publication 550. $1,200,000 which is an eligible debt, bearingAllocating interest.  To determine the

interest at a 10% annual rate.amount of interest to be capitalized on quali-
You must capitalize the interest incurredfied property, first capitalize the interest on

on the traced debt during the production pe-debt directly allocable to the property’s costsInterest Capitalization riod of the property. In addition, you mustof production (traced debt). Then assign any
capitalize interest incurred on the avoidedother debt to the remaining costs of produc-Under the uniform capitalization rules, you
cost debt during that period, consisting oftion. The interest on that debt is capitalized tomust generally capitalize interest on debt
$600,000 of the $1,200,000 obligation, at athe extent the interest could have been re-used to finance the production of real or tan-
10% annual  interest  rate.  Treat th isduced if the costs of production had not beengible personal property. The property must
$600,000 portion of that loan as avoided costincurred (avoided cost debt).be produced by you for use in your trade or
debt regardless of the particular financial orbusiness or produced by you for sale to cus- Do not reduce the interest expense capi-
regulatory accounting treatment of the debt,tomers. Interest on a debt on property that talized by any interest income you may earn
and regardless of the purpose for which youwas acquired and held for resale does not on unspent debt proceeds you temporarily
got the loan and regardless of when you in-have to be capitalized. Interest you paid or invest.
curred the loan.incurred during the production period (de- Traced debt.  Generally, allocate traced

Interest rate on avoided cost debt.fined later) must be capitalized if the property debt to a particular cost by tracing payments
The interest rate on avoided cost debt is gen-produced is qualified property. Qualified made from the debt’s proceeds to that cost.
erally a weighted average of the interestproperty is: In this case, traced debt includes only:
rates on your eligible debt outstanding during

1) Real property, 1) Eligible debt (defined later) equal to or the production period. It does not include
less than the qualified property’s accu-2) Personal property with a class life of 20 debt that has been specifically traced to the
mulated production costs, andyears or more, production activity.

Advance payments.  If you contract out2) Debt directly attributable to the produc-3) Personal property with an estimated
your production activity and agree to maketion of qualified property.production period of more than 2 years,
progress or advance payments to the con-or
tractor, you must capitalize the interest onSee Election to avoid tracing requirement,

4) Personal property with an estimated the debt incurred during production that is al-later.
production period of more than one year locable to the payments.Eligible debt.  This includes all of your
if the estimated cost of production is The contractor who produces the prop-debt, except for any debt with:
more than $1 million. erty for you must also capitalize interest

1) Permanently nondeductible interest costs related to that property to the extent
(such as tax-exempt interest),Under this rule, you are considered to that the production costs incurred by the con-

have produced property if you construct, tractor exceed your total payments for the2) Personal interest,
build, install, manufacture, develop, improve, property.3) Qualified home mortgage interest,create, raise, or grow the property. Property used in production.  If you in-

4) Interest incurred by a tax-exempt organ- cur interest on a debt to finance any asset
ization (unless directly connected to thatProduction period.  For real property, the used in the production of property (for exam-
organization’s unrelated trade or busi-production period begins when physical ac- ple, manufacturing equipment and facilities),
ness), andtivity is first performed on the property. This you must also capitalize the interest to the
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extent that it is paid or incurred during the rules and elect to avoid the tracing require- it is not a payment of interest and you cannot
production of the property. If an asset is used ments, you must obtain the permission of the deduct it when you get the loan. A cash-
in the production of property and for other Commissioner of the Internal Revenue Ser- method taxpayer must spread this discount
purposes, capitalize only the portion of the vice to make a change in accounting over the loan period and can deduct interest
interest allocated to the production activity. method. Use Form 3115 and indicate that only when payments are made on the loan.

you are requesting this change under Sec- Refunds of interest. If you pay interest
tion VII of Notice 88–99.Calculation methods.  You can use any and then receive a refund for any part of the

reasonable calculation method, (if you apply interest later in the same tax year, reduce
it consistently) when figuring: Partnerships and S corporations.  The in- your interest deduction by the amount of the

terest capitalization rules, described above, refund. If you receive the refund in a later tax• The amount of traced or avoided cost
are applied first at the level of the partnership year, include the refund in income if the de-debt,
or S corporation, and then at the level of the duction for the interest reduced your tax. You

• The interest on the debt, and partners or shareholders. These rules are should include in income only the amount of
applied to the extent the partnership or S cor- the interest deduction that reduced your tax.• The amount of accumulated production
poration has insufficient debt to support thecosts for which interest must be
production or construction expenses. Accrual method.  You can deduct only inter-capitalized.

If you are a shareholder in an S corpora- est that has accrued during the tax year.
tion, you may have to capitalize interest you Prepaid interest.  If you pay interest inFor example, you can use methods that in-
incur during the tax year with respect to the advance, you deduct it as it accrues over thevolve the computation of daily, weekly, or
production costs of the S corporation. Simi- period of the debt. This rule also applies tomonthly average debt balances, interest
larly, you may have to capitalize interest in- the amount subtracted on a discountedrates, or production costs. You cannot, how-
curred by the S corporation with respect to loan.ever, use a method of making these calcula-
your own production costs. See Internal Rev-tions that involves computations made less Payments unlikely to be made.  If it is
enue Service Notice 88–99, 1988-2 C.B.frequently than monthly, unless you can unlikely that you will make the interest pay-
422. You must provide the required informa-demonstrate that no significant difference ments because of your financial difficulty,
tion in an attachment to the Schedule K–1 tooccurs between the method you choose and you can still take a deduction for accrued
properly capitalize interest for this purpose.a method based on monthly computations. interest.

If you are a partner in a partnership, you Tax deficiency.  If a corporation contests
may have to capitalize interest you incur dur-Election to avoid tracing requirement.  In- a federal income tax deficiency, interest
ing the tax year with respect to the produc-stead of determining and accounting for the does not accrue until the tax year that final
tion costs of the partnership. Similarly, youamount of all traced debt under the rules de- determination of liability is made. If the cor-
may have to capitalize interest incurred byscribed earlier, you can elect to treat all of poration does not contest the deficiency,
the partnership with respect to your own pro-your traced debt as debt under the avoided then the interest accrues in the year the tax
duction costs. See Internal Revenue Servicecost method, regardless of the actual dis- was asserted and agreed to. Interest is de-
Notice 88–99. You must provide the requiredbursement of debt proceeds to specific ducted in the year it accrues.
information to properly capitalize interest forcosts. The way you figure your interest under However, if a corporation contests but
this purpose in an attachment to the Sched-the election may vary from year to year de- pays the proposed tax deficiency and inter-
ule K–1.pending on your situation for that year. est and the corporation does not designate

Accumulated production costs more the payment as a cash bond, then the inter-
Related parties.  Under the avoided costthan eligible debt.  If your accumulated pro- est is deductible in the year it is paid.
method, interest capitalization also appliesduction costs exceed your total eligible debt,
to the extent that a related party (to the tax-add all of your otherwise traced debt to your Related taxpayer.  If you use an accrual
payer) produces qualified property.other eligible debt. Then treat the total as method, you cannot deduct interest owed to

For more information on the uniform capi-avoided cost debt to figure the interest you a related person who uses the cash method,
talization rules, see section 1.263A of the In-must capitalize. until payment is made and the interest is in-
come Tax Regulations.Eligible debt more than accumulated cludible in the gross income of that person. If

production costs.  If your total eligible debt a deduction is denied under this rule, the rule
exceeds the accumulated production costs, will apply even if your relationship with the
first allocate all of the trade or business debt person ceases to exist before the interest isWhen To Deductto your production costs and capitalize the includible in the gross income of that person.
interest. You must capitalize the interest as See the definition of related taxpayers inInterest 
you would with an avoided cost debt. If your Chapter 4.

If interest capitalization (discussed earlier)eligible trade or business debt exceeds the However, you can deduct the amount if
does not apply to you, deduct interest asproduction costs, capitalize a pro rata portion you pay it within 21/2 months after the end of
follows.of the interest on this debt as you would with your tax year and if the amount is paid:

an avoided cost debt. Trade or business
For debt incurred on or before Septem-Cash method.  You can deduct only pay-debt is eligible debt as described earlier, ex-

ber 29, 1983, orments of interest you actually made duringcept it does not include debt subject to the in-
the tax year. A promissory note you give as Under a contract binding on Septembervestment interest or passive act iv i ty
payment of interest is not deductible be-limitations. 29, 1983, and thereafter before the
cause it is a promise to pay and not an actual amount is paid or incurred.If your total production costs exceed your
payment.trade or business debt, you must also allo-

Prepaid interest.  Under the cashcate your remaining eligible debt that is not
method, you cannot generally deduct any in-trade or business debt to these production
terest paid before the year it is due. Interestcosts on a pro rata basis. But only do this to Below-Market Interestyou pay that is properly allocable to a laterthe extent of the excess. In this case, you are

not required to use the allocation rules and tax year must be charged to a capital ac- Rate Loans 
will thereby avoid the tracing requirements count. Treat an advance payment as paid in
for any of your trade or business debt. the period covered by the prepaid interest. If you receive a below-market loan for your

trade or business, you may be entitled toElection requirements.  If you were pre- Discounted loans.  If interest or a dis-
claim an interest expense in excess of anyviously subject to the interest capitalization count is subtracted from your loan proceeds,
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interest you may actually have paid or in- A loan in exchange for a note that re- compensation, or other payment, depending
curred. The lender would then have to report on the purpose of the transaction. You mayquires the payment of interest at the
that amount as interest income. have to report this payment as additional in-applicable federal rate, and

A below-market loan is a loan on which come depending on its purpose. 
no interest is charged or on which interest is For more information, see Chapter 8 in

An additional payment.charged at a rate below the applicable fed- Publication 535.
eral rate. A below-market loan is generally
treated as an arm’s-length transaction in

The additional payment is treated as a gift,which you, the borrower, are treated as hav-
ing received: dividend, contribution to capital, payment of
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more than one tax year, you cannot deduct 7) Employers’ liability insurance. 
the entire premium in the year you make the 8) Malpractice insurance that covers your
payment, even if you are a cash basis tax-18. professional personal liability for negli-
payer. You can deduct only the part of the gence resulting in injury or damage to
premium that applies to the current tax year. patients or clients.Insurance In each later tax year you deduct the part that

9) Liability insurance that covers your lia-applies to that year.
bility for bodily injuries suffered by per-Example.  You operate a business and
sons who are not your employees andfile your returns on a calendar-year basis.
for property damage to others.You bought a fire insurance policy on yourImportant Change for

building effective October 1, 1994, and paid 10) Workers’ compensation insurance set1994 in advance a premium of $1,200 for 2 years. by state law  that covers any claims for
On your 1994 return, you can deduct only the bodily injuries or job-related diseasesHealth insurance costs for self-employed
part of the total premium that applies to the 3 suffered by employees in your business,persons.  The deduction for 25% of health
months of coverage in 1994. The part of the regardless of fault. A partnership caninsurance premiums paid for self-employed
premium that applies to 1995 and 1996 can deduct workers’ compensation premi-persons and their spouses and dependents
be deducted in those years. Since the total ums paid on behalf of partners.expired for tax years beginning after Decem-
policy premium is $1,200 for 2 years, theber 31, 1993. However, as this publication 11) Contributions to a state unemployment
yearly rate is $600 and the monthly rate iswas being prepared for print, Congress was insurance fund. You can deduct these
$50. For the 3-month period in 1994, you canconsidering legislation to extend this provi- contributions as taxes if they are consid-
deduct $150; for 1995, you can deduct $600;sion. For information on late legislative ered taxes under state law.
and for the 9-month period in 1996, you canchanges, see Publication 553, Highlights of

12) Use and occupancy and business inter-deduct $450.1994 Tax Changes.
ruption insurance. This insurance paysIf you use the cash method of accounting
you for lost profits if your business isand you do not pay the $1,200 premium until
shut down due to a fire or other cause.January 1995, you cannot deduct on your re-
Report the proceeds as ordinaryturn for 1994 the $150 for that year. How-Introduction
income.ever, you can deduct $750 (the $150 that ap-

You can deduct the cost of insurance for your plies to 1994 plus the $600 that applies to 13) Overhead insurance. This insurancebusiness or profession as a business ex- 1995) on your return for 1995. pays you for business overhead ex-pense if the insurance is an ordinary and
penses you have during long periods ofnecessary expense in carrying on your trade Accrual method.  If you use an accrual disability caused by your injury or sick-or business. However, you cannot deduct method of accounting, your insurance ex- ness. Report the proceeds as ordinarythe cost of certain life insurance. See Life In- pense deduction depends on when eco- income.surance, later. nomic performance occurs. If you have a lia-

14) Car and other vehicle insurance. Thisbility to make premium payments, economic
Topics insurance covers liability, damages, andperformance generally occurs as the insur-
This chapter discusses: other losses from accidents involvingance protection is provided to you. For more

vehicles used in your business. If youinformation, see Chapter 4.• When to deduct premiums
operate a vehicle partly for personal

• Deductible premiums use, you can deduct only the part ofDividends received.  If you receive divi-
your insurance premiums that applies to• Nondeductible premiums dends from business insurance and you de-
the business use of the vehicle. If youducted the premiums in prior years, part of• Life insurance
use the standard mileage rate to figurethe dividends are income. However, see Re-
your car expenses, you cannot deductcovery of items previously deducted in Chap-Useful Items any car insurance premiums. Seeter 7.You may want to see: Chapter 16 for information on car
expenses.

Publication

Deductible Premiums ❏ 15 Circular E, Employer’s Tax Guide

❏ 535 Business Expenses You can generally deduct the following kinds
of insurance premiums related to your Nondeductible
business.Form (and Instructions)

Premiums 1) Fire, theft, flood, or other casualty❏ W–2 Wage and Tax Statement
insurance.❏ 1040 U.S. Individual Income Tax You may incur expenses for insurance poli-

2) Merchandise and inventory insurance. Return cies that cannot be deducted. The following
are examples of some nondeductible3) Credit insurance to cover losses from
premiums.unpaid debts. Report any proceeds from

this insurance as ordinary income.
Cost of goods sold.  Manufacturers,4) Group hospitalization and medical insur-When To Deduct processors, and others who include a part ofance costs paid for employees. 
their business insurance premiums in cost ofYou usually deduct premiums in the tax year

5) A partnership can deduct the cost of ac- goods sold cannot deduct that part as a cur-to which they apply.
cident and health insurance premiums rent business expense.
as guaranteed payments for partners.Cash method.  If you use the cash method

of accounting and you pay a premium for in- 6) An S corporation can deduct the cost of Self-insurance reserve funds.  You cannot
surance that covers an earlier tax year, you accident and health insurance premi- deduct amounts credited to a reserve you set
can deduct the payment only in the tax year it ums paid for its shareholders. (How- up for self-insurance. This applies even if
is paid. ever, the cost of the premiums paid for a you cannot get business insurance coverage

If you make an advance payment of a more-than-2% shareholder is included for certain business risks. However, your ac-
premium for an insurance policy that covers in the shareholder’s income.) tual losses are deductible.
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Loss of earnings.  You cannot deduct pre- Employment taxes.  The cost of group term Group term life insurance.  You can deduct
miums for a policy that pays for your lost group term life insurance premiums paid orlife insurance (discussed later) that is income
earnings due to sickness or disability. How- incurred by you on policies covering the livesto the employee is not subject to income tax
ever, see the earlier discussion on overhead of your officers and employees if you are notwithholding and is exempt from FUTA tax.
insurance under Deductible Premiums. directly or indirectly the beneficiary under theHowever, the cost is subject to social secur-

contract.ity and Medicare tax withholding.
Cost taxable to employee.  Generally,Former employee.  The cost of group

an employee must include in income the costterm life insurance that is income to employ-Life Insurance of group term life insurance coverage on hisees who quit or retire is subject to social se-
Generally, you can deduct premiums (cost of or her life to the extent that the cost is morecurity and Medicare tax withholding. The for-
insurance) you pay or incur on life insurance than the total of:mer employee is liable for the employee’s
policies covering the lives of your officers share of the tax and you must provide (on 1) The cost of $50,000 of this insurance,and employees if you are not the beneficiary

Form W–2) the amount for the employee to plusunder the contract and can show that the
include on line 53, Form 1040.premiums represent current pay. However, 2) Any amount paid by the employee to-Form W–2.  You must report the cost in-the total of the premiums paid combined with ward the purchase of the insurance.cludible in the employee’s income on Formother pay must be reasonable as discussed
W–2. For information on Form W–2, seein Chapter 10.
Publication 15. However, certain key employees may

also have to include in income the cost of theNondeductible premiums.  You cannot de-
first $50,000 of this insurance. See Chapterduct premiums on a life insurance policy cov- Partners.  If you are a partner in a partner-
5 of Publication 535 for more information.ering yourself, an employee, or any person ship, you are considered a beneficiary if you

If the insurance includes permanentfinancially interested in your business if you take out an insurance policy on your own life
benefits, the employee must include inare directly or indirectly a beneficiary of the and name your partners as beneficiaries to
income:policy. This is true whether the policy insures induce them to retain their investments in the

you, your employee, or a person who has a partnership. You cannot deduct the premi- 1) The cost of the permanent benefits,financial interest in your business. A person ums as business expenses. minushas a financial interest in your business if the
person is an owner or part owner of the busi- 2) The amount paid by the employee forSecurity for loan.  If you take out a policy onness or has lent money to the business. the permanent benefits.your life or on the life of another person finan-

cially interested in your business to get orDeductible premiums.  For premiums ex-
protect a business loan, you cannot deduct Permanent benefits are economic val-cludable from an employee’s income, deduct
the premiums as business expenses. Nor ues provided under a life insurance policythem on the ‘‘employee benefit programs’’
can you deduct the premiums as interest on that extend beyond one policy year, such asline of the tax schedule or return for your bus-
business loans or as expenses of financing paid-up insurance or cash surrender value.iness. For premiums includible in an employ-
loans. In the event of death, the proceeds of For more information on group term lifeee’s income, deduct them as wages subject

insurance, see Group Term Life Insurance inthe policy are not taxed as income even ifto certain employment taxes, as explained
Chapter 5 of Publication 535.next. they are used to liquidate the debt.
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Form (and Instructions) taxes are apportioned to the seller up to but
not including the date of sale, and to the❏ Sch A (Form 1040) Itemized
buyer beginning with the date of sale, re-19. Deductions
gardless of the accrual or lien dates under lo-

❏ Sch C or C–EZ (Form 1040) Profit or cal law.
Loss From BusinessTaxes If you use the cash method and the buyer

of your property is personally liable for the❏ Sch SE (Form 1040) Self-
tax, you are considered to have paid the partEmployment Tax
of the tax imposed for the part of the year up

❏ 3115 Application for Change in
to the time of the sale. This permits you toAccounting MethodIntroduction deduct the part of the tax to the date of sale
even though you do not actually pay it.

You can deduct various taxes imposed by
If you use an accrual method and have

federal, state (including certain Indian tribal
not elected to ratably accrue real property

governments), local, and foreign govern-
taxes, the taxes apportioned to you (but notReal Estate Taxesments if you incur them in the ordinary
deductible for any year under your account-

course of your trade or business and if they Real estate taxes are the taxes you pay on ing method) accrue on the date you sell the
are directly attributable to that trade or busi- real property that you own. Ordinarily, you property.
ness. Certain other taxes not attributable to can deduct them, but sometimes you may

Example.  Al Green, a calendar year ac-your trade or business are deductible only if elect to capitalize expenses for taxes as part
crual method taxpayer, owns real property inyou itemize deductions on Schedule A (Form of the cost of property (see Chapter 5).
X County but has not elected to ratably ac-1040). Sometimes you must capitalize expenses
crue property taxes. November 30 of eachIf you conduct business as a sole proprie- for real property taxes under the uniform
year is the assessment and lien date. Hetor, deduct your business taxes on Schedule capitalization rules. See Chapter 6.
sold the property on June 30, 1994, andC or C–EZ (Form 1040). A partnership de-
under his accounting method would not beducts its business taxes on Form 1065 and a Assessments. Assessments for local bene-
able to claim a deduction for the taxes be-corporation on Form 1120, Form 1120–A, or fits that tend to increase the value of your
cause the sale occurred before NovemberForm 1120S. property (such as assessments for construc-
30. The part of the 1994 tax apportioned toFederal income, estate, and gift taxes tion of streets, sidewalks, and water and
him, 180/365 (January 1–June 29), is treatedand state inheritance, legacy, and succes- sewerage systems, or to provide public park-
as having accrued on June 30, and is de-sion taxes are not deductible. ing facilities) generally are not deductible. If
ductible for 1994.If you use the cash method of accounting, the local benefit increases the value of your

Excess deduction.  If you sold real prop-your deduction for taxes can be taken only in p roper ty ,  you  mus t  cap i ta l i ze  the
erty, the deduction you claimed last year forthe year paid. If you use an accrual method, assessment.
real property taxes may be greater than theyour deduction can be taken only in the year Local assessments for maintenance, re-
taxes apportioned to you, as already dis-the taxes are properly accrued. pairs, or interest charges for benefits such as
cussed. If this occurs, the excess is includedUniform capitalization rules apply to cer- streets, sidewalks, and water and sewerage
in your gross income to the extent providedtain taxpayers who produce real or tangible systems are deductible. If only part of the as-
in Recovery of items previously deducted inpersonal property for use in a trade or busi- sessment is for maintenance, repairs, or in-
Chapter 7.ness, or for sale to customers, or acquire terest, you must be able to show the amount

property for resale. Under these rules, cer- allocated to the different purposes. If you
Election to ratably accrue.  An accrualtain expenses that are allocable to the prop- cannot show what part of the assessment is
method taxpayer may elect to accrue ratablyerty, including taxes, may have to be in- for maintenance, repairs, or interest, none of
real property taxes that are related to a defi-cluded in inventory costs or capitalized. In it is deductible.
nite period of time over that period of time.some cases, you may elect to capitalize Water bills, sewerage, and other service

taxes. For more information, see Chapter 5. charges assessed against your business Example.  John Smith is a calendar year
property are deduct ib le as business taxpayer who is on an accrual method. His
expenses. real property taxes applicable to the fiscalDeductible taxes.  Taxes that are deducti-

year July 1, 1994, to June 30, 1995, amountble are broken down into broad categories: Example.  City X, to improve downtown
to $1,200. The assessment and lien date iscommercial business, converted a down-1) Real estate taxes; July 1.town business area street already improved

If for 1994 John makes the election to rat-2) State and local income taxes; by lights, sidewalks, sewers, etc., into an en-
ably accrue the taxes, $600 of the taxes willclosed pedestrian mall. The full cost of con-3) Employment taxes (see Chapter 34); accrue in 1994 and the balance will accrue instruction, financed with 10-year bonds, wasand 1995.assessed against the affected properties.

Separate elections.  An election may be4) Other taxes. The property owners are required to make
made for each separate trade or businesspayments of principal and interest annually
and for nonbusiness activities if accountedfor 10 years, which is also the period of ex-
for separately.pected business advantage.Topics

The election to ratably accrue real prop-The assessments incurred by the prop-This chapter discusses:
erty taxes is binding unless the consent oferty owners are not deductible as taxes, or

• Real estate taxes the IRS is obtained to change the method ofas business expenses, but are depreciable
deducting real property taxes.capital expenses. The part of the payments• State and local income taxes

Any real property taxes that are normallythat is to pay the interest charges on the
• Other taxes deductible for the tax year, and that apply tobonds is deductible as taxes.

periods prior to the year of the election, are
deductible for the tax year in which you makeReal estate sales.  If real estate is sold, theUseful Items
the election.deduction for real estate taxes must be di-You may want to see:

Making the election.  If you make yourvided between the buyer and the seller ac-
election for the first year in which real prop-cording to the number of days in the realPublication
erty taxes are incurred, the election may beproperty tax year (the period to which the
made in a statement attached to your income❏ 378 Fuel Tax Credits and Refunds tax relates) that each held the property. The
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tax return for that year. The return must be prior years. Without some objective act of Sales tax imposed on the seller or re-
filed by the regular due date (including exten- protest or evidence of denial of liability by an tailer.  If state law imposes the sales tax on
sions). The statement should indicate: accrual method taxpayer, any additional the seller or retailer and allows the seller or

state taxes assessed for a prior year is de- retailer to state it separately or pass it on to
1) The trades or businesses to which the ductible for the prior year rather than in the the consumer, that consumer may deduct,

election applies, and the accounting year the amount is finally determined. as a business expense, the sales tax paid in
method or methods used; However, a taxpayer who uses a consis- purchasing property used in a trade or busi-

tent method of accounting to deduct addi- ness, provided that the property is not a capi-2) The period of time to which the taxes re-
tional prior year state taxes (including uncon- tal item (generally, a depreciable asset) or anlate; and
tested ones) in the year they are finally inventory item. If the property is a capital item

3) The computation of the real property tax determined may continue to use that ac- or an inventory item, the consumer (business
deduction for the first year of election. counting method and deduct the additional person) must treat the sales tax as part of the

taxes in the year finally determined. If that cost of the item.
taxpayer deducts the additional taxes Use tax.  A compensating use tax isUnder an automatic procedure rule, you
against income of the prior year, a credit or treated as a general sales tax. This tax is im-generally may elect or revoke an election to
refund will be allowed only if the taxpayer re- posed on the use, storage, or consumptionratably accrue real estate taxes by attaching
ceived permission from the IRS to change of an item brought in from another taxing ju-a statement to your timely filed return (includ-
the accounting method. risdiction. It is often imposed at the same rateing extensions) for the first tax year after

1992. See Revenue Procedure 94–32 for as the general sales tax and is often comple-
more information. mentary to a general sales tax on retail sales

In other cases, you must secure the con- of similar items in the taxing jurisdiction.
sent of the IRS to make the election for the Other Taxes change. To request the consent, complete

Self-employment tax.  You can deduct halfForm 3115 and file it with the IRS. Generally,
of your self-employment tax when figuringthis form should be filed within 180 days from The following are other taxes that you can

the beginning of the tax year for which the your income tax. After you figure your self-deduct if they are incurred in the ordinary
election is to be effective, and you may have employment tax on Schedule SE, deduct halfcourse of your trade or business.
to pay a user fee. See the instructions for of the tax on line 25 of your 1994 Form 1040.
Form 3115 for more information. For more information, see Chapter 33.

Personal property tax.  You can deduct any
tax imposed by a state or local governmentLimitation on accrual of taxes.  A taxing ju-

Fuel taxes.  Taxes on gasoline, diesel fuel,on personal property used in your trade orrisdiction can require the use of an earlier
and other motor fuels that are used in yourbusiness.date for accruing taxes than that which was
business are deductible. They usually are in-previously required. However, the accrual
cluded as part of the cost of the fuel itself anddate for federal income tax purposes is the
are not deducted as a separate item.Sales tax.  An individual cannot deduct statedate on which the tax would have accrued

Also, you may be entitled to a credit forhad no action been taken. and local sales tax as an itemized deduction.
tax paid on fuels used for certain purposes.However, if you pay or accrue sales tax on
For more information, see Publication 378.the purchase of property, the tax is treated as

part of the cost of the property. Thus, if you
State and Local acquire depreciable property for use in a Unemployment fund taxes.  As an em-

business, any sales tax paid or accrued on ployer, you may be required to make pay-Income Taxes the purchase is added to the basis of the ments to a state unemployment compensa-
property and treated as part of the property’sState income taxes imposed on a corpora- tion fund or to a state disability benefit fund.
cost for depreciation purposes. If you buy ation or partnership are deductible by the cor- These payments are deductible as taxes.
nondepreciable item that is deductible as aporation or partnership. However, state in-
business expense, the sales tax on thecome taxes imposed on an individual are not
purchase is also deductible as a business Franchise taxes.  Corporate franchise taxesdeductible by the individual as expenses of
expense. I f  you pay sales tax on the are deductible as a business expense. If youthe business, but they can be deducted in
purchase of merchandise for resale, thecomputing the individual’s income tax liability are a cash-basis taxpayer, you deduct the
sales tax is treated as part of the merchan-if deductions are itemized. franchise tax in the year paid. If you are an
dise cost. A state tax on gross income (as distin- accrual-basis taxpayer, you take a deduction

Sales tax imposed on sales of property orguished from net income) directly attributa- in the year you become legally liable to pay
ble to a trade or business carried on by an in- services at retail and measured by gross the tax regardless of the year the tax is
dividual or a partnership is deductible as an sales price or gross receipts may be deducti- based on. Thus, if your state imposes a
expense of the business. ble. Rentals qualify as sales if so treated franchise tax for 1994 that is based on your

under local law. corporate net income for 1993, you deduct
Sales taxes collected and paid over to the the tax in 1994 if you are on an accrual basisAccrual of additional state income taxes.

state are not deductible if you have not in- because that is the year you became legallyIf an accrual method of accounting is used
cluded them in gross receipts. If you have, liable for the tax. and liability is contested, any increase in de-
you may take a deduction for them when youductible business taxes for a previous year
pay them over to the state. Because the vari-will accrue and be deductible in the year the

Excise taxes.  All excise taxes you pay or in-ous states and local jurisdictions have differ-amount is finally determined.
cur as ordinary and necessary expenses ofent requirements for collection of salesFiling a state tax return is not considered

taxes, you should contact the taxing authori- carrying on your trade or business can be de-contesting a liability for additional state in-
ties in your area for sales tax regulations. ducted as operating expenses.come taxes assessed against taxpayers for
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Black lung benefit trust contributions.  IfTopics
you, as a coal mine operator, make a contri-This chapter discusses:
bution to a qualified black lung benefit trust,20.

• Bribes and kickbacks you may be able to deduct it. To be deducti-
ble, you must make your contribution during• Lobbying expensesOther Business the tax year or pay it to the trust no later than

• Loss recovery the due date for filing your federal income taxExpenses return (including extensions). You must• Penalties and fines
make the contribution in cash or in property

• Repayments the trust is permitted to hold. If you contribute
property, treat the transaction as a sale or• Other miscellaneous expenses
exchange of the property. Do not treat aImportant Changes for transfer to the trust of a note or other evi-Useful Items
dence of your indebtedness as a contributionYou may want to see:1994  to the trust.

Figure your allowable deduction for con-Club dues.  You are not allowed any deduc-
Publication tributions to a black lung benefit trust ontion for dues paid or incurred after 1993 for

Schedule A of Form 6069.membership in any clubs organized for busi- ❏ 529 Miscellaneous Deductions
ness, pleasure, recreation, or other social

❏ 534 Depreciation Bribes and kickbacks. You cannot deductpurpose. See Dues and subscriptions.
bribes, kickbacks, or similar payments if they❏ 587 Business Use of Your Home
are either of the following:Environmental clean up costs.  You may

be able to deduct the costs of cleaning up Form (and Instructions) 1) Payments directly or indirectly to an offi-
and treating groundwater contaminated with cial or employee of any government or❏ Sch A (Form 1040) Itemizedhazardous waste resulting from your busi- an agency or instrumentality of any gov-Deductionsness operations. See Environmental clean ernment in violation of the law. If the
up costs. ❏ 1099-MISC Miscellaneous Income government is a foreign government,

the payments are not deductible if they❏ 6069 Return of Excise Tax on Excess
Lobbying expenses.  Beginning in 1994, are unlawful under the Foreign CorruptContributions to Black Lung Benefit
you cannot take a deduction for certain lob- Practices Act of 1977.Trust Under Section 4953 and
bying and political expenses. See Lobbying 2) Payments directly or indirectly to a per-Computation of Section 192 Deduction
expenses. son in violation of any federal or state

law (but only if that state law is generally
enforced) that provides for a criminalAdvertising expenses. You can deduct
penalty or for the loss of a license orreasonable advertising expenses if they re-Important Reminder privilege to engage in a trade orlate to your business activities. Generally,
business.for 1994 you cannot deduct the cost of advertising to

influence legislation. See Lobbying ex-Franchise, trademark, or trade name.  If Meaning of ‘‘generally enforced.’’ Apenses later in this chapter.any amount you pay or incur for a franchise, state law is considered generally enforcedYou can usually deduct as a business ex-trademark, or trade name acquired after Au- unless it is never enforced or enforced onlypense the cost of public service advertisinggust 10, 1993, does not qualify to be de- for infamous persons or persons whose vio-to keep your name before the community if itducted as a business expense, you may be lations are extraordinarily flagrant. For ex-relates to the business you reasonably ex-able to deduct the amount ratably over a 15– ample, a state law is generally enforced un-pect to gain in the future. For example, theyear period. See Franchise, trademark, less proper reporting of a violation of the lawcost of advertising that encourages people totrade name later in this chapter. results in enforcement only under unusualcontribute to the Red Cross, to buy U.S. Sav-
circumstances.ing Bonds, or to participate in similar causes

Kickbacks.  A kickback includes a pay-is usually deductible.
ment for referring a client, patient, or cus-Foreign expenses.  You cannot deductIntroduction tomer. The common kickback situation oc-the cost of advertising on foreign radio and
curs when money or property is given toThis chapter briefly covers some expenses television (including cable) where the adver-
someone as payment for influencing a thirdthat are not explained elsewhere in this pub- tising is primarily for a market in the United
party to purchase from, use the services of,lication. So that you may find the different States. However, this rule only applies to ad-
or otherwise deal with the person who paystypes of expenses more readily, they are in vertising expenses in countries that deny a
the kickback. In many cases, the personalphabetical order. deduction for advertising on a United States
whose business is being sought or enjoyedYou may not be able to deduct certain broadcast primarily for that country’s market.
by the person who pays the kickback doescurrent expenses that you incur to produce
not know of the payment.real or tangible personal property or to ac- Anticipated liabilities. Anticipated liabilities

Example 1.  Mr. Green, an insurancequire property for resale. Instead, the uni- or reserves for anticipated liabilities are not
broker, pays part of the insurance commis-form capitalization rules apply. You must in- deductible. For example, assume you sold
sions he earns to car dealers who refer insur-clude the expenses in the basis of the one-year TV service contracts this year total-
ance customers to him. The car dealers areproperty you produce or in your inventory ing $50,000. From past experience, you
not licensed to sell insurance. If these pay-costs. These rules do not apply to expenses know you will have expenses of about
ments are made in violation of any federal orincurred to acquire personal property for re- $15,000 in the coming year for these
state law, as explained in (2) above, Mr.sale if your average annual gross receipts (or contracts.
Green cannot deduct them.those of your predecessor) for the preceding You cannot deduct any of the $15,000

3 taxable years are not more than $10 this year by charging expenses to a reserve Example 2.  The Yard Corporation is in
million. or liability account. You can deduct your ex- the business of repairing ships. It returns

For more information on the uniform capi- penses only when you actually pay or accrue 10% of the repair bills as kickbacks to the
talization rules, see section 1.263A of the In- them, depending on your accounting captains and chief officers of vessels it re-
come Tax Regulations. method. pairs. It considers kickbacks necessary to
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get business. The owners of the ships do not in the year of the contribution if you treat to distribute, sell, or provide goods, services,
know of these payments. them as part of the cost of goods sold under or facilities within a specified area.

In the state where the corporation oper- your accounting method. Do not use these If you buy a franchise, trademark, or
ates, it is unlawful to attempt to influence the costs to increase the basis of the donated trade name under a contract entered into af-
actions of any employee, private agent, or fi- property. ter October 2, 1989, you can deduct the
duciary in relation to the principal’s or em- amount you pay or incur as a business ex-
ployer’s affairs by giving or offering anything Demolition expenses or losses.  You can- pense only if the payments are part of a se-
of value without the knowledge and consent not deduct any amount paid or incurred to ries of payments that are:
of the principal or employer. The state gener- demolish any structure, or any loss for the

1) Contingent on the productivity, use, orally enforces the law. Therefore, the kick- undepreciated basis of a structure. Add
disposition of the item,backs paid by the Yard Corporation are not these costs to the basis of the land where the

deductible. 2) Payable at least annually for the entiredemolished structure was located.
Medicare or Medicaid.  Kickbacks, term of the transfer agreement, and

bribes, and rebates paid in Medicare or Dues and subscriptions. You cannot take a 3) Substantially equal in amount (or paya-
Medicaid programs are not deductible. deduction for dues you pay or incur for mem- ble under a fixed formula).

Form 1099–MISC.  If you pay kickbacks bership in any club organized for business,
during your tax year, whether or not they are pleasure, recreation, or any other social pur- Contracts entered into before Octoberdeductible on your return, file an information pose. This includes business, social, ath- 3, 1989.  For contracts to buy a franchise,return, Form 1099–MISC, for every person to letic, luncheon, sporting, airline, and hotel trademark, or trade name entered into beforewhom you pay $600 or more during the year. clubs. October 3, 1989, you can deduct payments

You can deduct donations to other busi- contingent on productivity, use, or disposi-Business use of your home. If you use part ness organizations as business expenses if
tion. Items (2) and (3) above do not apply.of your home exclusively and regularly as the they relate directly to your trade or business,

Property acquired before August 11,principal place of business for your trade or and you reasonably expect a financial return
1993.  For a transfer not treated as a sale orbusiness or as a place where you meet or in line with your donation. For example, a
exchange of a capital asset, you can deductdeal with customers in your business, you contribution you make to a committee organ-
a lump-sum payment of an agreed upon prin-can deduct the expenses for the part of your ized by the Chamber of Commerce to bring a
cipal amount ratably over the shorter of 10home used for business. Also, you may be national convention to your city may be
years or the life of the agreement. However,allowed to deduct expenses for use of part of deductible.
for transfers after October 2, 1989, this 10-your home as a day-care facility or as a place You can deduct as a business expense
year period does not apply if the principalto store inventory you sell in your business, subscriptions to professional, technical, and
sum is over $100,000.even if that part of your home is sometimes trade journals that deal with your business

For a transfer not treated as a sale or ex-used for personal purposes. For more infor- field.
change of a capital asset, you can deduct, inmation, see Publication 587.
the year made, a payment that is one of a se-Education expenses. You can deduct two
ries of approximately equal payments paya-Charitable contributions. Cash payments kinds of expenses for education. One is the
ble over:to charitable, religious, educational, scien- ordinary and necessary expenses you pay

tific, or similar organizations may be deducti- for the education and training of your em- • The period of the transfer agreement, or
ble as business expenses if the payments ployees. These expenses are discussed in

• A period of more than 10 years, regardlessare not charitable contributions or gifts. If the Chapter 10.
of the life of the agreement.payments are charitable contributions or The other is for amounts you spend for

gifts, you cannot deduct them as business your own education in your trade, business,
Charge any payment not deductible be-expenses. However, corporations can de- or profession, along with certain related

cause of these rules to a capital account.duct charitable contributions on their income travel expenses. You must be able to show
However, you can deduct the paymentstax returns. See Charitable Contributions in that the education maintains or improves
charged to a capital account over the life ofChapter 30. If you are an individual, a partner skills required in your trade, business, or pro-
the asset if you can determine the useful lifein a partnership, or a shareholder in an S cor- fession, or it is required by law or regulations
of the asset. Otherwise, you can amortizeporation, you may be able to deduct charita- for keeping your pay, status, or job.
the payment over a 25-year period beginningble contributions made by your business on You cannot deduct education expenses
with the tax year the transfer occurs.your individual income tax return. you incur to meet the minimum requirements

Property acquired after August 10,of your present trade, business, or profes-Example.  You paid $15 to a local church
1993.  Any amounts you pay or incur for thesion or those that qualify you for a new trade,for a half-page ad in a program for a concert
transfer (after August 10, 1993) of abusiness, or profession, even if the educa-it is sponsoring. Since your payment is not a
franchise, trademark, or trade name, (if thetion maintains or improves skills presently re-contribution, you cannot deduct it as such.
payments are not described in (1) throughquired in your business.However, you can deduct it as an advertising
(3) above) must be charged to a capital ac-expense.
count. See Chapter 14 for more informationEnvironmental clean up costs.  You canInventory. You can take a charitable
on how to recover these costs.deduct certain costs to clean up land and tocontribution deduction for inventory items

You can also elect to apply this sametreat groundwater that you contaminateddonated to a qualified charitable organiza-
treatment to any franchise, trademark, orwith hazardous waste from your businesstion. Your deduction is limited to the fair mar-
trade name acquired after July 25, 1991.operations. You can deduct the costs you in-ket value of the property on the date of the
This election is binding and cannot be re-cur to restore your land and groundwater tocontribution less any gain you would have re-
voked without consent from the IRS.the same physical condition that existed prioralized if you had sold the property at its fair

Renewals.  The term of the transferto contamination. You cannot deduct costsmarket value. You must remove from open-
agreement includes all renewal options, andattributable to the construction of ground-ing inventory for the year you make the con-
any other period the parties reasonably ex-water treatment facilities. You must capital-tribution any costs for the donated property
pect the agreement to be renewed.ize those costs and you can recover themincluded from prior years. These costs are

through depreciation. Recapture.  You must recapture the pay-not part of the cost of goods sold for deter-
ments as ordinary income if you transfer,mining gross income for the year of the con-
sell, or otherwise dispose of a franchise,tribution. Use them in figuring the basis of the Franchise, trademark, trade name.  A
trademark, or trade name for which pay-donated property. However, you can include franchise includes an agreement that gives

(as part of the cost of goods sold) these costs one of the parties to the agreement the right ments were deducted as:
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1) A lump-sum or serial payment of a prin- influence the official actions or positions of patent infringement, breach of contract or fi-
cipal amount not treated as a sale or ex- such officials. duciary duty, or antitrust injury. The deduc-
change of an asset, or tion is the smaller of:

Lobbying expenses you cannot deduct also2) An amortized payment deducted over 1) The amount you received or accrued for
include amounts paid or incurred for re-25 years. damages in the tax year reduced by the
search, preparation, planning, or coordina- amount you paid or incurred in the year
tion of any activity described in the preceding to recover that amount, orFor more information on the amortization of
list.intangibles, see Chapter 14. 2) Your losses from the injury you have notCovered executive branch official.  A

deducted.covered executive branch official in last itemInterview expense allowances.  Reim-
of preceding list includes:bursements you make to job candidates for The deduction applies only to amounts re-
1) The President,transportation or other expenses related to covered for actual injury, not any additional

interviews are not wages. They are not sub- amount.2) The Vice President,
ject to social security and Medicare taxes

3) Any officer or employee of the White(FICA), federal  unemployment taxes Medical expenses. If you are disabled, youHouse Office of the Executive Office of(FUTA), or income tax withholding. You can can deduct expenses necessary for you tothe President, and the two most seniordeduct the al lowance as a business be able to work (impairment-related ex-level officers of each of the other agen-expense. penses) as business expenses, rather thancies in the Executive Office,
medical expenses.  You are disabled if you

Legal and professional fees. Legal and 4) Any individual serving in a position in have:
professional fees, such as fees charged by Level I of the Executive Schedule under

1) A physical or mental disability (for exam-accountants that are ordinary and necessary Section 5312 of Title 5, United States
ple, blindness or deafness) which func-expenses of operating your business and di- Code, any other individual designated
tionally limits your being employed.rectly related to your business are deductible by the President as having Cabinet-level

as business expenses. However, you usu- status, and 2) A physical or mental impairment which
ally cannot deduct legal fees you pay to ac- substantially limits one or more of your5) Any immediate deputy of an individual
quire business assets. Add them to the basis major life activities.listed in item 4) above.
of the property.

If the fees include payments for work of a You can deduct the expenses as busi-Exceptions to denial of deduction.personal nature (such as making a will), you ness expenses if:The general denial of the deduction does notcan take a business deduction only for the
apply to: 1) Your work clearly requires the expensespart of the fee directly related to your busi-

for you to perform the work1) Expenses for attempting to influence theness. The personal portion of legal fees for
satisfactorily,legislation of any local council or similarproducing or collecting taxable income, do-

governing body (local legislation). Aning or keeping your job, or for tax advice may 2) The goods or services purchased are
Indian tribal government shall be treatedbe deductible on Schedule A (Form 1040) if clearly not needed or used, other than
as a local council or similar governingyou itemize deductions. See Publication incidentally, in your personal activities,
body.529. and

Tax preparation fees.  You can deduct 2) Any in-house expenses for influencing 3) Their treatment is not otherwise speci-
as a trade or business expense on Schedule legislation or communicating directly fied by other tax law provisions.
C (Form 1040) the cost of preparing that part with a covered executive branch official
of your tax return relating to your business as if such expenses for the tax year do not Moving machinery. The cost of movinga sole proprietor. You can deduct the re- exceed $2,000 (excluding overhead your machinery from one city to another is amaining cost on Schedule A (Form 1040) if expenses). deductible expense. So is the cost of movingyou itemize your deductions.

machinery from one plant to another, or from3) Expenses incurred by taxpayers en-You can also take a deduction on Sched-
one part of your plant to another part. Yougaged in the trade or business of lobby-ule C for the amount you pay or incur in
can also deduct the cost of installing the ma-ing (professional lobbyists) on behalfresolving asserted tax deficiencies for your
chinery in the new location. However, youof another person (but does apply tobusiness as a sole proprietor.
must capitalize the costs of installing or mov-payments by the other person to the lob-
ing newly purchased machinery.byist for lobbying activities).Licenses and regulatory fees.  Licenses

and regulatory fees for your trade or busi-
Outplacement services.  You can deductDisallowance of charitable deduction.ness paid each year to state or local govern-
the costs of outplacement services you pro-You cannot take a charitable deduction forments are deductible.

amounts paid to an organization described in vide to your employees to help them find new
IRC 170(c) if that organization conducts lob- employment (such as career counseling,

Lobbying expenses.  Generally, you can- bying activities on matters of direct financial resumâe assistance, skills assessment,
not take a deduction for lobbying expenses interest to your business and if the principal etc.).
for any amounts you pay or incur after De- purpose of your contribution is to avoid Fed- The costs of outplacement services maycember 31, 1993. This includes amounts eral income tax. cover more than one deduction category. Forpaid or incurred for:

If a tax-exempt organization provides you example, deduct as a utilities expense the
• Influencing legislation, with a notice on the portion of dues that are cost of telephone calls made under this ser-

allocable to nondeductible lobbying and po- vice, and deduct as rental expense the cost• Participating, or intervening, in any politi-
litical expenses, you cannot deduct that por- of renting machinery and equipment for thiscal campaign for, or against, any candi-
tion of the dues. service.date for public office,

• Attempting to influence the general public, Losses recovered. If you are compensated Penalties and fines.  Penalties you pay for
or segments of the public, about elections, during the tax year for unrecovered losses, late performance or nonperformance of a
legislative matters, or referendums, or you may be able to take a special deduction. contract are generally deductible. For in-

The deduction applies only to damages in-• Communicating directly with covered ex- stance, if you contracted to construct a build-
cluded in gross income and recovered fromecutive branch officials in any attempt to ing by a certain date and had to pay an
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amount for each day the building was not fin- from the function are for, or intended for, right to it. No deduction resulted from includ-
ished after that date, you can deduct the the use of a political party or candidate. ing it in income. In 1994 you can deduct the
amounts paid or incurred. $2,000 repayment.3) Admission to an inaugural ball, gala,

On the other hand, you cannot deduct Repayment over $3,000.  If the amountparade, concert, or similar event if iden-
penalties or fines you pay to any government you repaid is more than $3,000, your tax istified with a political party or candidate.
agency or instrumentality because of a viola- the lesser of:
tion of any law. These fines or penalties in- 1) Your tax for this year figured with a de-Repairs. The cost of repairing or improving
clude amounts: duction for the amount repaid, orproperty used in your trade or business is ei-
1) Paid because of a conviction for a crime ther a deductible or capital expense. You can 2) Your tax for this year:

or after a plea of guilty or no contest in a deduct expenses to keep your property in a
a) Figured without deducting the repaidcriminal proceeding. normal and efficient operating condition. But

amount, andyou must capitalize expenses that add to the2) Paid as a penalty imposed by federal,
value of your property or significantly in- b) Reduced by the amount your tax forstate, or local law in a civil action, includ-
crease its life. Although you cannot deduct the earlier year increased becauseing certain additions to tax and assessa-
capital expenses as current expenses, you you included the amount repaid inble penalties imposed by the Internal
can usually deduct them over a period of income.Revenue Code.
time as depreciation. See Chapter 5.

3) Paid in settlement of actual or possible Repairs neither add to the value or use- If your tax is the amount figured under (2),liability for fine or penalty, whether civil fulness of property nor do they appreciably you cannot deduct the amount repaid in fig-or criminal. lengthen its life. They merely maintain the uring a net operating loss for this year. How-
4) Forfeited as collateral posted for a pro- property in a normal efficient operating con- ever, take the amount into account in figuring

ceeding that could result in a fine or dition. Deductible repairs include the cost of the decrease in tax for the earlier tax year.
penalty. labor, supplies, and certain other items. This discussion does not apply if your de-

However, you cannot deduct the value of duction results from any of the following:
Examples of nondeductible penalties and your own labor.

1) Sales of inventory items to customers infines include: Examples of repairs include:
the ordinary course of your trade or

1) Fines for violating city housing codes. 1) Patching and repairing floors. business.
2) Fines paid by truckers for violating state 2) Repainting the inside and outside of a 2) Sales returns and allowances and simi-

maximum highway weight laws or air building. lar items.
quality laws. 3) Repairing roofs and gutters. 3) Bad debts.

3) Civil penalties for violating federal laws 4) Mending leaks. 4) Legal and other expenses of contestingregarding mining safety standards and
the repayment.discharges into navigable waters.

You cannot deduct repairs allocable to
the cost of goods sold, discussed in Chap- Accounting for repayments.  If you useA fine or penalty does not include: ter 8, again as a business expense. the cash method of accounting, you can

1) Legal fees and related expenses to de- Improvements a lessee makes on rented claim the deduction only in the year the in-
fend yourself in a prosecution or civil ac- property are discussed in Chapter 12. come item is repaid. If you included the
tion for a violation of the law imposing amount in income because of the rule of con-
the fine or civil penalty. Repayments (claim of right). If you in- structive receipt, but never received it, you

cluded an amount in income because you can deduct the amount in the tax year you2) Court costs or stenographic and printing
thought you had an unrestricted right to it, must give up your right to receive it. If youcharges.
and in a later year you have to repay all or use any other accounting method, you can3) Compensatory damages paid to a
part of it, a special rule may apply. Usually, deduct the repayment only in the proper taxgovernment.
you can deduct the repayment in the year in year under that accounting method.
which you make it. If the income item gave

Nonconformance penalty.  You can de- rise to a deduction in the year you included it Supplies and materials. You can deductduct a nonconformance penalty assessed by in income, any deduction for the repayment the cost of incidental supplies and materials,the Environmental Protection Agency for fail- is limited to the net amount you included in such as office supplies and wrapping paper,ing to meet certain emission standards. income in the earlier year. used in your business during the tax year.
The character of the deduction in the year However, if you make unusually largePolitical contributions.  You cannot deduct of repayment depends on the character of purchases of these items you may not be al-contributions or gifts to political parties or the income included in the earlier year. For lowed to deduct the entire cost in the yearcandidates as business expenses. In addi- instance, if you repay an amount previously you buy them.tion, you cannot deduct expenses you pay or reported as a long-term capital gain, the re- You can also deduct the cost of books,incur to take part in any political campaign of payment is a long-term capital loss. professional instruments, equipment, etc., ifa candidate for public office.

you normally use them up in less than a year.Example.  You use the cash method ofIndirect political contributions.  You
accounting. In 1993, you were involved in aalso cannot deduct indirect political contribu-
lawsuit resulting from a contract dispute with Utilities. Your business expenses for heat,tions and costs of taking part in political activ-
Doe Corporation. The dispute was over the lights, power, and telephone are deductible.ities as business expenses. Examples of
amount owed to you. The court decided in However, any part due to personal use is notnondeductible expenses include:
your favor for $2,000. Although Doe Corpo- deductible.

1) Advertising in a convention program of a ration said it would appeal the judgment, it Telephone.  If you have an office in your
political party, or in any other publication was ordered by the court to pay you immedi- home, even though you are in business, you
if any of the proceeds from the publica- ately without restriction. As promised, Doe cannot deduct the cost of basic local tele-
tion are for, or intended for, the use of a Corporation appealed the case and won. phone service (including any taxes) for the
political party or candidate. The appellate court reversed the lower first telephone line you have in your home.

2) Admission to a dinner or program (in- court’s judgment in June 1994. In 1994, you Cellular telephone.  Any cellular tele-
cluding, but not limited to, galas, repaid the $2,000 you received in 1993. phone or similar telecommunications equip-
dances, film presentations, parties, and You included the $2,000 in your income ment placed in service in tax years beginning
sporting events) if any of the proceeds for 1993 because you had an unrestricted after 1989 is listed property. If listed property
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is not used more than 50% for qualified busi-
ness use during any tax year, the section 179
deduction is not allowed and the deprecia-
tion deductions are limited. See Predomi-
nant Use Test in Chapter 4 of Publication
534.
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You are considered at risk for amountsTopics
borrowed for use in the activity if you are per-This chapter discusses:
sonally liable for repayment of the amounts21. • At-risk loss limits
or if the amounts borrowed are secured by

• Passive activity limits your property that is not used in the activity.Net Income or However, you are not considered at risk if• Not-for-profit activities
you borrowed the money from a person hav-• Net operating loss (NOL)Loss ing an interest in the activity (other than as a

• How to figure an NOL creditor) or from someone related to such a
lender. For more information, see Publica-• When to use an NOL
tion 925.• How to claim an NOL deduction

• How to figure an NOL carryover
Introduction • NOL of a corporation Passive Activity Limits 
After figuring your business income and ex- Useful Items If your loss is from a passive activity, firstpenses, you are ready to figure the net in- You may want to see: consider the at-risk limits and then considercome or net loss from your business. You do

the special passive activity rules that limit thethis by subtracting business expenses from Publication amount of loss you can deduct when figuringbusiness income. If your expenses are less
your taxable income or an NOL. Generally,❏ 529 Miscellaneous Deductionsthan your income, the difference is net in-
losses from passive activities that exceed

❏ 535 Business Expensescome. If your expenses are more than your the income from all other passive activities
income, the difference is a net loss. ❏ 536 Net Operating Losses cannot be deducted in the tax year. Credits

If you have more than one business, you are similarly limited.❏ 542 Tax Information on Corporations
must figure your net income or loss for each

❏ 925 Passive Activity and At-Riskbusiness separately. Passive activity.  A passive activity gener-Rules
ally is any activity involving the conduct of

❏ 936 Home Mortgage Interest any trade or business in which you do notSole proprietorship.  If you are a sole pro- Deduction materially participate during the tax year.prietor, figure the net income or loss from
See Publication 925 for a discussion of ma-your business on Schedule C (Form 1040). If Form (and Instructions) terial participation during the tax year.your business has net income, it generally

❏ Schedule A (Form 1040) Itemized Rentals.  A rental activity is generally abecomes part of your gross income on Form
Deductions passive activity. If you are a person who ma-1040. If your business has a net loss, it gen-

terially participates in a real property trade or❏ Schedule C (Form 1040) Profit orerally can be deducted from other income
business, your real property rentals may notLoss From Businesswhen figuring your gross income on Form
be passive activities.1040. For more information on sole proprie- ❏ 1040X Amended U.S. Individual

For more information, see Publicationtorships, see Chapter 28. Income Tax Return
925.

❏ 1045 Application for Tentative Refund
Partnership.  A partnership figures its net in- ❏ 1120X Amended U.S. Corporation
come or loss on Form 1065. The partnership Income Tax Return Not-for-Profit Activities then allocates its net income or loss among ❏ 1138 Extension of Time for Payment
its partners. If the partnership has net in- If your business activity or the activity you in-of Taxes by a Corporation Expecting a
come, each partner’s share is added into the vest in is not carried on to make a profit, theNet Operating Loss Carryback
partner’s gross income on the appropriate deductions you can take for it are limited and❏ 1139 Corporation Application forforms for the partner, depending on whether no loss is allowed to offset other income. Ac-Tentative Refund
the partner is an individual, a corporation, or tivities you do as a hobby, or mainly for sport

❏ 5213 Election To Postponeother entity. If the partnership has a net loss, or recreation, come under this limit. So does
Determination as To Whether theeach partner’s share is deducted when figur- an investment activity intended only to pro-
Presumption Applies That an Activity Ising the partner’s gross income. For more in- duce tax losses for the investors.
Engaged in for Profitformation on partnerships, see Chapter 29. The limit on not-for-profit losses applies

to individuals, partnerships, estates, trusts,
and S corporations. It does not apply to cor-

Corporation.  A corporation figures its net porations other than S corporations.
income or loss on Form 1120 or Form 1120– At-Risk Loss Limits A. The corporation itself must pay tax on its Figuring the limit.  If your activity is not car-
earnings. It figures its taxable income from Special at-risk rules apply to most business ried on for profit, take deductions only in the
its net income or loss for the year. For more or income-producing activities. The main ex- following order, only to the extent stated in
information on corporations, see Chapter 30. ception is certain equipment leasing by the three categories, and only if you itemize

closely held corporations. them on Schedule A (Form 1040).
At-risk rules limit the amount of loss you

S corporation.  An S corporation figures its 1) Deductions you can take for personal asmay deduct to the amount you are consid-
net income or loss on Form 1120S. It then al- well as for business activities are al-ered to have at risk in an activity. Generally,
locates its net income or loss among its lowed in full. All nonbusiness deduc-you are considered to be at risk up to the
stockholders. If the corporation has net in- tions, such as those for home mortgageamount of money and the adjusted basis of
come, each stockholder’s share becomes interest, taxes, and casualty losses (ex-other property that you contribute to the ac-
part of his or her gross income on Form cept for the first $100 of each loss plustivity, plus certain amounts borrowed for use
1040. If the corporation has a net loss, each 10% of your adjusted gross income), be-in the activity. However, an amount is not
stockholder’s share is deducted when figur- long in this category. Deduct them onconsidered at risk if it is part of a loss limiting
ing gross income on Form 1040. For more in- the appropriate lines of Schedule Aarrangement or the borrowed amounts are
formation on S corporations, see Chapter 31. (Form 1040).from nonrecourse financing.
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For the limits that apply to mortgage 9) Whether you can expect to make a fu- how to claim an NOL deduction, and how to
interest, see Publication 936. figure an NOL carryover.ture profit from the appreciation of the

If your deductions for the year are moreassets used in the activity.2) Deductions that do not result in an ad-
than your income for the year, you may havejustment to the basis of property are al-
a net operating loss (NOL). You can use anPresumption that an activity is for profit.lowed next, but only to the extent that
NOL by deducting it from your income in an-your gross income from the activity is An activity is presumed to be carried on for
other year or years.more than the deductions you take (or profit if it produced a profit in at least 3 of the

To have an NOL, your loss must becould take) for it under the first category. last 5 tax years including the current year.
caused by:Most business deductions, such as Activities that consist primarily of breeding,

those for advertising, insurance premi- training, showing, or racing horses are pre- 1) Deductions from a trade or business,
ums, interest, utilities, wages, etc., be- sumed to be carried on for profit if they pro-

2) Deductions from your work as an em-long in this category. duced a profit in at least 2 of the last 7 tax
ployee, oryears including the current year. You have a3) Business deductions that decrease the

profit when the gross income from an activitybasis of property are allowed last, but 3) Deductions for casualty and theft
only to the extent that the gross income is more than its deductions. losses.
from the activity is more than deductions If a taxpayer dies before the end of the 5-
you take (or could take) for it under the year (or 7-year) period, the period ends on A loss from operating a business is the
first two categories. The deductions for the date of the taxpayer’s death. most common reason for an NOL.
depreciation, amortization, and the part If your business or investment activity Partnerships and S corporations cannot
of a casualty loss not deductible in cate- passes this 3- (or 2-) years-of-profit test, pre- use an NOL. But partners or shareholders
gory (1) belong in this category. Where sume it is carried on for profit. This means it can use their separate shares of the partner-
more than one asset is involved, divide will not come under these limits. You can ship’s or S corporation’s business income
depreciation and these other deductions take all your business deductions from the and business deductions to figure their indi-
proportionally among those assets. activity, even for the years that you have a vidual NOLs.

loss. You can rely on this presumption in
For an example using the above three cate- every case, unless the Internal Revenue NOL Steps gories in figuring the limit on deductions and Service (IRS) shows it is not valid.
losses, see Chapter 1 in Publication 535. Figure and use your NOL in the followingUsing the presumption at a later time.Additional limit.  Claim the amounts in steps:If you are starting an activity and do not yetcategories (2) and (3) as miscellaneous de-

have 3 (or 2) years showing a profit, you mayductions on Schedule A (Form 1040). They
Step 1.  Complete your tax return for thewant to take advantage of this presumptionare subject to the 2% of adjusted gross in-
year. You may have an NOL if a negative fig-at a later time, after you have the 5 (or 7)come limit. See Publication 529 for informa-
ure appears on the line below:years of experience allowed by the test.tion on this limit.

You can choose to do this by filing FormPartnerships and S corporations.  If a Individuals — line 35 of Form 1040.
5213. Filing this form postpones any deter-partnership or S corporation carries on a not-

Corporations — line 30 of Form 1120 ormination that your activity is not carried on forfor-profit activity, these limits apply at the
line 26 of Form 1120–A.profit until 5 (or 7) years have passed sincepartnership or S corporation level. They are

you started the activity. Form 5213 mustreflected in the individual stockholders’ or
If the amount on that line is not a negativepartners’ distributive shares. generally be filed within 3 years after the due
figure, stop here — you do not have andate of your return for the year in which you
NOL.Not for profit.  In determining whether an first carried on the activity.

activity is carried on for profit, all the facts re- The benefit gained by making this choice
lating to the activity must be taken into ac- Step 2.  Determine whether your have anis that the IRS will not immediately question
count. No one factor alone is decisive. NOL and its amount. See How To Figure anwhether your activity is engaged in for profit.
Among the factors to be considered are: NOL, later. If you do not have an NOL, stopAccordingly, it will not restrict your deduc-

here.tions. Rather, you will gain time to earn a1) Whether you carry on the activity in a
profit in 3 (or 2) out of the first 5 (or 7) yearsbusinesslike manner.

Step 3.  Decide whether to carry the NOLyou carry on the activity. If you show 3 (or 2)
2) Whether the time and effort you put into

back to a past year or to forgo any carrybackyears of profit at the end of this period, yourthe activity indicate that you intend to
and instead carry forward the NOL to a futuredeductions are not limited under these rules.make it profitable.
year. See When To Use an NOL, later.If you do not have 3 (or 2) years of profit, the

3) Whether you depend on income from limit may be applied retroactively to any year
the activity for your livelihood. in the 5-year (or 7-year) period with a loss. Step 4.  Deduct the NOL in the carryback or

Filing Form 5213 automatically extends carryforward year. See How To Claim an4) Whether your losses from the activity
are due to circumstances beyond your the statute of limitations on any year in the 5- NOL Deduction, later. If your NOL deduction
control (or are normal in the start-up is equal to or smaller than your taxable in-year (or 7-year) period to 2 years after the
phase of the business). come without the deduction, stop here —due date of the return for the last year in the

you have used up your NOL.period. The statute is extended only for de-5) Whether you change your methods of
ductions from the activity and any related de-operation in an attempt to improve the
ductions that might be affected. Step 5.  Determine the amount of your un-profitability of the activity.

used NOL. See How To Figure an NOL Car-
6) Whether the activity makes a profit in

ryover, later. Carry over the unused NOL to
some years, and how much profit it

the next carryback or carryforward year andmakes. Net Operating Loss begin again at Step 4.
7) Whether you, or your advisors, have the (NOL) knowledge needed to carry on the activ- Note.  If your NOL deduction includes

ity as a successful business. The remainder of this chapter discusses more than one NOL amount, apply Step 5
NOLs for individuals and corporations. It ex- separately to each NOL amount, starting8) Whether you were successful in making
plains how to figure an NOL, when to use it,a profit in similar activities in the past. with the earliest.

Chapter 21 NET INCOME OR LOSS Page 99



Payments by a federal employee to buy is single and has the following income and
back sick leave used in an earlier deductions on his Form 1040:How To Figure an NOL 
year,

INCOMEIf your deductions for the year are more than Loss on property you rent out, Wages from part-time job . . . . . . . . . . . . . . . $ 1,225your income for the year, you have a poten-
Loss on the sale or exchange of business Interest on savings . . . . . . . . . . . . . . . . . . . . . 425tial NOL.

real estate or depreciable business Net long-term capital gain on sale of realThere are rules that limit what you can
property, estate used in business . . . . . . . . . . . . . . 2,000deduct when figuring an NOL. In general,

these rules do not allow: Glenn’s total income . . . . . . . . . . . . . . . . . . $ 3,650Loss on the sale of accounts receivable if
you use an accrual method of1) Exemptions,
accounting), DEDUCTIONS

2) Net capital losses, Net loss from business (sales ofLoss on the sale or exchange of stock in
$67,000 minus expenses of $72,000) $ 5,000a small business corporation or a3) Nonbusiness losses, or

Net short-term capital loss on sale ofsmall business investment company,
4) Nonbusiness deductions. stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000if treated as ordinary loss, and

Personal exemption . . . . . . . . . . . . . . . . . . . . 2,450
Unrecovered investment in a pension or Standard deduction . . . . . . . . . . . . . . . . . . . . . 3,800Schedule A (Form 1045).  You can use

annuity claimed on a decedent’s final Loss on small business investmentSchedule A (Form 1045) to figure an NOL for
return. company stock . . . . . . . . . . . . . . . . . . . . . . . 300an individual.

Loss on small business stock . . . . . . . . . . . 700First, complete lines 1–3 of Schedule A,
Nonbusiness income (line 10).  Enterusing amounts from your return. If line 3 is a Glenn’s total deductions . . . . . . . . . . . . . . $13,250on line 10 as your nonbusiness income onlynegative amount, you have a net loss and a

income that is unrelated to your trade or busi-potential NOL. Glenn’s deductions exceed his incomeness or your employment. For example,Next, complete the rest of Schedule A to by $9,600 ($13,250 − $3,650). However, toenter your annuity income, dividends, and in-figure your NOL. Adjust the amount on line 3 figure whether he has an NOL, he must mod-terest from investments. Also include yourfor deductions that are allowed when figuring ify certain deductions. He can use Scheduleshare of nonbusiness income from partner-your taxable income but not when figuring an A (Form 1045) to figure his NOL.ships and S corporations.NOL. The following discussions explain Glenn cannot deduct the following:Do not include the income you receivethese adjustments.
from your trade or business or your employ-

Nonbusiness net short-term capital loss  $1,000
ment. This includes salaries and wages, self-

Personal exemption . . . . . . . . . . . . . . . . . . . . . 2,450Adjustment for exemptions (line 4).  You employment income, and your share of busi-
The excess of his nonbusinesscannot deduct your personal exemption or ness income from partnerships and S corpo-

deductions (standard deductionexemptions for dependents. Your adjust- rations. Also do not include rental income or
amount, $3,800) over his nonbusinessment is the total amount you deducted. ordinary gain from the sale or other disposi-
income (interest, $425) . . . . . . . . . . . . . . . . 3,375

tion of business real estate or depreciable
Total adjustments to net loss . . . . . . . . . . $6,825Adjustment for nonbusiness deductions business property.

(line 12).  You can deduct your nonbusiness
deductions (line 9) only up to the total of: When these i tems are el iminated,Adjustment for capital losses (line 22).

Glenn’s net loss is reduced to $2,775You can deduct your nonbusiness capital1) Your nonbusiness capital gains that are
($9,600 − $6,825). This amount is his NOLlosses (line 5) only up to the amount of yourmore than your nonbusiness capital
for 1994.nonbusiness capital gains (line 6). If yourlosses (line 8), and

nonbusiness capital losses are more than
2) Your nonbusiness income (line 10). your nonbusiness capital gains, you cannot

deduct the excess. When To Use an NOL Your adjustment is your nonbusiness deduc- You can deduct your business capital
tions that are more than the total of (1) and losses (line 14) only up to the total of: Generally, you carry back an NOL to the 3
(2). tax years before the NOL year (the carryback1) Your nonbusiness capital gains that are

Nonbusiness deductions (line 9). years), and then carry forward any NOL re-more than the total of your nonbusiness
Enter on line 9 as your nonbusiness deduc- maining for up to 15 years after the NOL yearcapital losses and excess nonbusiness
tions only those that are unrelated to your (the carryforward years). However, see For-deductions (line 13), and
trade or business or your employment. For going the carryback period, later. The ‘‘NOL

2) Your business capital gains (line 15).example, enter your deductions for alimony, year’’ is the year in which the NOL occurred.
contributions to an IRA or other retirement You cannot deduct any part of the NOL re-

Your adjustment is your nondeductibleplan, medical expenses, and charitable con- maining after the 15-year carryforward
capital losses (line 18) that are more than thetributions. If you do not itemize deductions, period.
nondeductible net capital loss on your returninclude your standard deduction. You must first carry the entire NOL to the
(line 21). (You had a nondeductible net capi-Do not include your deductions for per- earliest carryback year. If your NOL is not
tal loss if your net capital loss was more thansonal casualty and theft losses or for one- used up, you can carry the remainder to the
your capital loss deduction.)half of self-employment tax. Treat these as next earliest carryback year, and so on.

business deductions. If you do not use up the NOL in the 3 car-
Adjustment for NOL deduction (line 23).Also do not include your deductions for ryback years, carry forward what remains of
You cannot deduct any NOL carryovers orexpenses that are ordinary and necessary in it to the 15 tax years following the NOL year.
carrybacks from other years. Your adjust-carrying on your trade or business or your Start by carrying it to the first tax year after
ment is the total amount of your NOL deduc-employment, or the following related deduc- the NOL year. If you do not use it up, carry
tion for losses from other years.tions for: over the unused part to the next year. Con-

tinue to carry over any unused part of theMoving expenses, Schedule A (Form 1045) NOL until you complete the 15-year carryfor-
State income tax on business profits, ward period.The following example illustrates how to fig-

ure an NOL on Schedule A (Form 1045). Example.  You started your business inInterest and litigation expenses on state
1994 and had a $42,000 NOL for the year.and federal income taxes related to Example.  In 1994, Glenn Johnson
You begin using your NOL in 1991, the thirdyour business income, started a retail record business. For 1994, he

Page 100 Chapter 21 NET INCOME OR LOSS



year before the NOL year, as shown in the Form 1045.  You can apply for a quick refund deduction. If you file a joint return, the NOL
following chart. by filing Form 1045. This form results in a deduction is limited to the income of that

tentative adjustment of tax in the carryback spouse.
Carryback year. For example, if your marital status

or Unused If the IRS refunds or credits an amount to changes because of death or divorce, and in
Year Carryover Loss you on the basis of Form 1045 and later de- a later year you have an NOL, you can carry
1991 . . . . . . . . . . . . . . . . . . . . . . . $42,000 $40,000 termines that the refund or credit is too much, back that loss only to the part of the income
1992 . . . . . . . . . . . . . . . . . . . . . . . 40,000 37,000 the IRS may assess and collect the excess reported on a joint return (filed with your for-
1993 . . . . . . . . . . . . . . . . . . . . . . . 37,000 31,500 immediately. mer spouse) that was your taxable income.
1994 (NOL year) . . . . . . . . . . . You must file Form 1045 on or after the After you deduct the NOL in the carryback
1995 . . . . . . . . . . . . . . . . . . . . . . . 31,500 22,500 date you file the return for the NOL year, but year, the joint rates apply to the resulting tax-
1996 . . . . . . . . . . . . . . . . . . . . . . . 22,500 12,700 not later than one year after the NOL year. able income.
1997 . . . . . . . . . . . . . . . . . . . . . . . 12,700 4,000 For example, if you are a calendar year tax- For more information on changes in mari-
1998 . . . . . . . . . . . . . . . . . . . . . . . 4,000 –0– payer with a carryback from 1994 to 1991, tal or filing status, see Publication 536.

you must file Form 1045 on or after the date
If your loss were larger, you could carry it you file your tax return for 1994, but no later

forward until the year 2009. If you still had an than January 2, 1996.
unused 1994 carryforward after the year How To FigureThe IRS will ordinarily act on Form 1045
2009, you could not deduct it. within 90 days from the day you file it. an NOL Carryover 
Forgoing the carryback period.  You can Form 1040X.  If you do not file Form 1045, If your NOL is more than your taxable incomechoose not to carry back your NOL. If you you can file Form 1040X to get a refund of for the year to which you carry it (figuredmake this choice, you use your NOL only in tax because of an NOL carryback. File Form before deducting the NOL), you must makethe 15-year carryforward period. To make 1040X within 3 years after the due date, in- certain modifications to your taxable incomethis choice, attach a statement to your tax re- cluding extensions, for filing the return for the to determine how much NOL you will use upturn for the NOL year. This statement must NOL year. For example, if you are a calendar in that year and how much you can carryshow that you are choosing to forgo the car- year taxpayer and filed your 1991 return by over to the next tax year. Your carryover isryback period under section 172(b)(3) of the the April 15, 1992 due date, you must file a the excess of your NOL deduction over yourInternal Revenue Code. claim for refund of 1988 tax because of an modified taxable income for the carryback orYou must file this statement by the due NOL carryback from 1991 by April 17, 1995. carryforward year. If your NOL deduction in-date, including extensions, for filing your re- Attach a computation of your NOL using cludes more than one NOL, apply the NOLsturn for the NOL year. If you do not file it on Schedule A (Form 1045) and, if applicable, against your modified taxable income in thetime, you cannot forgo the carryback period. your NOL carryover using Schedule B (Form same order in which you incurred them,Once you make this choice, you cannot 1045), discussed later. starting with the earliest.change it. If you want to forgo the carryback
period for more than one NOL, you must Refiguring your tax.  You must refigure the Modified taxable income.  Your modifiedmake a separate choice for each NOL year. carryback year’s income and deductions that taxable income is your taxable income fig-

are affected by a percentage of your ad- ured with the following changes.
justed gross income, such as medical ex-

1) You cannot claim an NOL deduction forpenses and casualty losses. Use the lowerHow To Claim the NOL whose carryover you are figur-adjusted gross income resulting from your
ing or for any later NOL.NOL deduction. However, do not refigurean NOL Deduction 

your deduction for charitable contributions. 2) You cannot claim a deduction for a netIf you have not already carried the NOL to an
That deduction does not change because of capital loss.earlier year, your NOL deduction is the total
an NOL carryback.

amount of the NOL. If you carried the NOL to 3) You cannot claim your exemptions forNext refigure your income tax and alter-
an earlier year, your NOL deduction is the yourself or dependents.native minimum tax. However, do not
amount of the NOL minus the amount you 4) You must figure any item affected by therefigure your self-employment tax.
used in the earlier year or years. amount of your adjusted gross incomeFinally, refigure any credits that are

If you carry more than one NOL to the after making the changes in (1) and (2),based on or limited by the amount of tax.
same year, your NOL deduction is the total of above, and certain other changes toRefigure these credits on the basis of your
these carrybacks and carryovers. your adjusted gross income that resultnew tax liability.

from (1) and (2). This includes income
NOL more than taxable income.  If your and deduction items used to figure ad-Deducting a Carryforward NOL is more than the taxable income of the justed gross income (for example, IRA
year you carry it to (figured before deducting If you carry forward your NOL to a tax year deductions), as well as certain itemized
the NOL), your income tax for that year is after the NOL year, list your NOL deduction deductions. To figure a charitable contri-
zero. You generally will have an NOL carry- as a negative figure on the ‘‘Other income’’ bution deduction, the change in (1) is
over to the next year. See How To Figure an line of Form 1040 (line 21 for 1994). treated as including an NOL deduction
NOL Carryover, later, to determine how You must attach a statement that shows for a carryback of an earlier NOL.
much NOL you have used and how much all the important facts about the NOL. Your
you carry to the next year. statement should include a computation Your taxable income as modified cannot be

showing how you figured the NOL deduction. less than zero.
If you deduct more than one NOL in theDeducting a Carryback 
same year, your statement must cover each

If you carry back your NOL, you can use ei- Schedule B (Form 1045).  You can useof them.
ther Form 1045 or Form 1040X. You can get Schedule B (Form 1045) to figure your modi-
your refund faster by using Form 1045, but fied taxable income for carryback years and

Change in Marital Status you have a shorter time to file it. A Form 1045 your carryover from each of those years. Do
can be used to apply an NOL to all three car- If you and your spouse were not married to not use Schedule B for a carryforward year.
ryback years. If you use Form 1040X, a sep- each other in all years involved in figuring If your 1994 return includes an NOL deduc-
arate Form 1040X is required for each car- NOL carrybacks and carryovers, only the tion from an NOL year before 1994 that re-
ryback year to which the NOL is applied. spouse who had the loss can take the NOL duced your taxable income to zero, see NOL
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Carryover From 1994 to 1995 in Publication based on taxable income does not apply. In why it expects the loss. This explanation
536. determining if a corporation has an NOL, the must comply with the instructions on Form

corporation figures the dividends-received 1138.
deduction without regard to the 70% or 80% The extension applies to previously de-
of taxable income limit. termined unpaid tax required to be paid after

See Publication 542 for more informationCorporations filing Form 1138. This amount cannot ex-
on the dividends-received deduction. ceed the tax overpayment in the carryback

A corporation generally figures and deducts years due to the NOL carryback.
an NOL the same way an individual does. Example.  A corporation had $500,000 Period of extension.  The extension is in
The same carryback and carryforward peri- gross income from business operations and effect until the end of the month in which the
ods apply, and the same sequence applies $625,000 of allowable business expenses. It return for the NOL year is due, including
when it carries two or more NOLs to the also received $150,000 in dividends from a extensions.
same year. See When To Use an NOL, domestic corporation for which it can take an If the corporation files Form 1139 before
earlier. 80% deduction, ordinarily limited to 80% of this date, the extension will continue until theA corporation’s NOL generally differs its taxable income before the deduction. It date the IRS notifies the corporation that itsfrom an individual’s in two ways: figures its NOL as follows:

Form 1139 is disallowed in whole or in part.
1) A corporation can take different deduc-

Income from business . . . . . . . . . . . . . . . $ 500,000tions when figuring an NOL, and
Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

2) A corporation must make different modi- How a Corporation FiguresGross income . . . . . . . . . . . . . . . . . . . . . . . $ 650,000
fications to its taxable income in the car- Deductions (expenses) . . . . . . . . . . . . . . (625,000) an NOL Carryover 
ryback or carryforward year when figur-

Taxable income before specialing how much of the NOL is used and
deductions . . . . . . . . . . . . . . . . . . . . . . . . $ 25,000how much is carried to the next year. If the NOL available for a carryback or car-

Minus: Deduction for dividends
ryforward year is greater than the taxable in-received, 80% of $150,000 . . . . . . . . (120,000)
come for that year, the corporation mustA corporation also uses different forms

Net operating loss ($ 95,000) modify its taxable income to figure how muchwhen claiming an NOL deduction than those
of the NOL it will use up in that year and howused by individuals.

The following discussions explain these much it can carry to the next tax year. Its car-
differences. ryover is the excess of the available NOL

How a Corporation Claims over its modified taxable income for the car-
ryback or carryforward year.an NOL Deduction How a Corporation Figures

The form a corporation uses to deduct itsan NOL 
NOL depends on whether it carries the NOL

A corporation figures an NOL in the same Modified taxable income.  A corporationback or forward.
way as its taxable income. It starts with the figures its modified taxable income in the
corporation’s gross income and subtracts its same way as its taxable income. But it can
deductions. If its deductions are more than For a carryback.  If a corporation carries deduct NOLs only from years before the
its gross income, the corporation has an back the NOL, it can use either Form 1120X NOL year whose carryover is being figured.
NOL. or Form 1139. A corporation can get a refund The corporation must figure its deduction for

However, there are rules for figuring the faster by using Form 1139. It cannot file charitable contributions without considering
NOL that either limit what it can deduct, or Form 1139 before filing the return for the cor- any NOL carrybacks.
permit deductions not ordinarily allowed. poration’s NOL year, but it must file Form Modified taxable income is used only to
These rules are: 1139 no later than one year after the NOL figure how much of an NOL the corporation

year. uses up in the carryback or carryover year1) A corporation cannot deduct any NOL If the corporation does not file Form and how much it carries to the next year. It iscarrybacks or carryovers from other 1139, it must file Form 1120X within 3 years not used to fill out the corporation’s tax returnyears, of the due date, plus extensions, for filing the or figure its tax.
return for the year in which it has the NOL.2) A corporation can take the deduction for

dividends received, explained later,
without limiting it to a percentage of its For a carryforward.  If a corporation carries Ownership change.  A loss corporation thattaxable income, and forward its NOL, it enters the carryover on has an ownership change is limited on the

Schedule K (Form 1120), line 15. It also en-3) A corporation can figure the deduction amount of taxable income it can offset by
ters the deduction for the carryover (but notfor dividends paid on certain preferred NOL carryforwards arising before the date of
more than the corporation’s taxable incomestock of public utilities without limiting it the ownership change. This limit applies to
after special deductions) on line 29(a) ofto its taxable income for the year. any year ending after the change of
Form 1120 or line 25(a) of Form 1120–A.

ownership.
See section 382 of the Internal RevenueDividends-received deduction.  The

Code and the related regulations for more in-Carryback expected.  If a corporation ex-amount of a corporation’s deduction for divi-
formation about the limits on corporate NOLpects to have an NOL in its current year, itdends received from domestic corporations
carryovers and corporate ownershipmay automatically extend the time for pay-(70% or 80% of the dividends) is generally
changes. ment of all or part of its income tax for the im-limited to 70% or 80% of its taxable income.

mediately preceding year. It does this by fil- For more information on NOLs, see Pub-However, if a corporation sustains an NOL
ing Form 1138. It must explain on the form lication 536.for a tax year, the limit on this deduction
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Part Five.

This Part discusses reporting sales and other dispositions of assets. If youDisposing of sell a business asset, exchange it for another asset, or dispose of it in some
other way, you may have to report a gain or a loss. Gains and losses mayBusiness be capital or ordinary. If capital, they may be long-term or short-term.
However, some kinds of exchanges result in nontaxable gains andAssets nondeductible losses. 

The rules for reporting sales and other dispositions of business assets are
important in planning future transactions. Several options may be open to
you, each producing different tax results.  

the basis of the part of the property on which
the easement is granted, the basis of theTransactions Treated22. whole property is reduced by the amountas Sales or Exchanges received.

Any amount received that is more thanThe following discussions describe the kindsSales and the basis to be reduced is a taxable gain. Theof transactions that are treated as sales or
transaction is reported as a sale of property.exchanges.Exchanges

For more information, see Chapter 1 in
Publication 544.Copyrights. Amounts you receive for grant-

ing the exclusive use or right to exploit a cop-
yright throughout its life in a particular me- A transfer of property to satisfy a debt.  A
dium are treated as received from the sale of transfer of property to satisfy a debt is anIntroduction property. It does not matter if the payment is exchange.
a fixed amount or a percentage of receipts

This chapter describes the kinds of transac- from the sale, performance, exhibition, or Extended note maturity date.  The exten-tions that are treated as sales or exchanges publication of the copyrighted work, or an sion of a note’s maturity date is not treated asand explains how to figure gain or loss. amount based on the number of copies sold, an exchange of an outstanding note for aA sale is a transfer of property for money performances given, or exhibitions made.
new and different note. Nor is it a closed andor for a mortgage, note, or other promise to Nor does it matter if it is paid over the same
completed transaction upon which a gain orpay money. An exchange is a transfer of period as that covering the grantee’s use of
a loss is figured. This treatment will not applyproperty for other property or services. The the copyrighted work.
when changes in the term of the note are sorules for figuring a taxable gain or a deducti- If the property was used in your trade or
significant as to amount virtually to the issu-ble loss apply to both sales and exchanges. business, the gain or loss is a section 1231
ance of a new security. Also, each case mustgain or loss.
be determined by its own facts.Topics

Sale or lease.  Some agreements that seemThis chapter discusses:
Involuntary exchanges.  An involuntary ex-to be leases may really be conditional sales
change is the destruction, theft, condemna-contracts. The intention of the parties to the• Gain or loss from sales and exchanges

agreement can help you distinguish between tion, or disposal under the threat of condem-
• Foreclosures and repossessions a sale or lease. nation of your property if you receive other

There is no test or group of tests to prove property or money in payment, such as in-• Nontaxable exchanges what the parties intended when they made surance or a condemnation award. See
the agreement. You should consider each Chapter 26 for more information.
agreement based on its own facts and cir-Useful Items
cumstances. For more information onYou may want to see: Contributions to a partnership.  If you con-
leases, see Lease or purchase in Chapter tribute property to a partnership and within a
12. short period you receive a distribution ofPublication

property from that partnership, the transac-
Cancellation or sale of a lease.  Payments❏ 504 Divorced or Separated tion may be treated as a sale or exchange on
received by a tenant for the cancellation orIndividuals which a gain or loss is recognized. For more
sale of a lease are treated as an amount real- information, see Chapter 29.

❏ 544 Sales and Other Dispositions of ized from the sale of property. Payments re-
Assets ceived by a landlord (lessor) for the cancella-

Trade secrets (technical ‘‘know-how’’).  Ation of a lease are ordinary income.
transfer of a trade secret is a sale or ex-

Form (and Instructions) change if the transfer includes all substantialEasements.  Granting or selling an ease-
rights to the trade secret. The substantialment is usually not a sale of property. In-❏ Schedule D (Form 1040) Capital
rights that must be transferred are the right tostead, the amount received for the easementGains and Losses
use the trade secret in perpetuity or until itis subtracted from the basis of the property. If
becomes public knowledge and no longer❏ 4797 Sales of Business Property only a part of the entire tract is permanently
protectable under laws of the country whereaffected by the easement, only the basis of

❏ 8824 Like-Kind Exchanges the transferee operates, and the exclusivethat part is reduced by the amount received.
right to prevent further disclosure.If it is impossible or impractical to separate
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your real estate taxes of $3,000 and a loss on the exchange, it will not be recog-
mortgage of $17,000 on the building. The nized (included in income) until you sell orGain or Loss From
selling expenses were $4,000. Your gain otherwise dispose of the property you

Sales and Exchanges on the sale is figured as follows: receive.

A gain  is the excess of the amount you real- Amount realized:
ize from a sale or exchange over the ad- Like-Kind Exchanges Cash . . . . . . . . . . . . . . . . . $100,000
justed basis of the property you transfer. A The exchange of property for the same kindProperty received
loss is the excess of the adjusted basis of of property is the most common type of non-(FMV) . . . . . . . . . . . . . . 20,000
the property over the amount you realize. taxable exchange. To be nontaxable, a like-Real estate taxes

kind exchange must:(assumed by buyer)
Basis.  Your cost or purchase price of prop- . . . . . . . . . . . . . . . . . . . . . 3,000 1) Involve qualifying property, anderty is usually its basis for figuring gain or Mortgage (assumed
loss from its sale or other disposition. How- 2) Involve like property.by buyer) . . . . . . . . . . 17,000
ever, if you got the property by gift, inheri-

Amount realized . . . . . . $140,000tance, or in some way other than buying it, These two requirements are discussed
Adjusted basis:you must use a basis other than its cost. later. If the like-kind exchange includes the

Cost of building . . . . . . . $ 70,000Adjusted basis.  Your original cost or receipt of money or unlike property, you may
Improvements . . . . . . . . 20,000other basis plus certain additions, and minus have a taxable gain. (See Partially nontax-
Total $ 90,000certain deductions (such as depreciation and able exchange, later.)
Less: Depreciation . . . 10,000casualty losses) is the adjusted basis of your Additional requirements apply to ex-

property. Chapter 6 discusses basis of as- Adjusted basis . . . . . . . . . . $ 80,000 changes in which the property received is not
sets. In determining gain or loss, the cost of Plus: Selling received immediately upon the transfer of
transferring property to a new owner, such expenses . . . . . . . . . . 4,000 84,000 the property given up. See Deferred ex-
as selling expenses, is added to your ad- changes, later.Gain on sale $ 56,000
justed basis.

Multiple-party transactions.  The like-kind
Amount realized.  The amount you realize exchange rules also apply to property ex-Amount recognized.  Your gain or loss real-
from a sale or exchange is the total of all changes that involve three- and four-partyized from a sale or exchange of property is
money you receive plus the fair market transactions. Any part of these multiple-usually a recognized gain or loss for tax pur-
value of all property or services you receive. party transactions can qualify as a like-kindposes. However, there are exceptions to this
The amount you realize also includes any of exchange if it meets all of the conditions de-rule discussed later under Nontaxable Ex-
your liabilities that were assumed by the scribed in this section.changes. Recognized gains must be in-
buyer and liabilities to which the property you Receipt of title from third party.  If youcluded in gross income. Recognized losses
transferred is subject, such as real estate receive property in a like-kind exchange andare deductible from gross income.
taxes or a mortgage. the other party who transfers the property to

If the liabilities relate to an exchange of you does not give you the title but a third
multiple properties, see Exchanges of multi- party does, you may still treat this transaction
ple properties, later. as a like-kind exchange, if it meets all theForeclosures and

requirements.Repossessions 
Money paid.  If, in addition to giving up likeTable 22-1. How to Figure a Gain or If the borrower (buyer) does not make pay-
property, you pay money in a like-kind ex-Loss ments due on a loan secured by property, the
change, you still have no taxable gain or de-lender (mortgagee or creditor) may foreclose

If: Then: ductible loss.on the mortgage or repossess the property.
The foreclosure or repossession is treated Example.  Bill Smith trades an old cab forAdjusted basis is more You have a
as a sale or exchange from which the bor- a new one. The new cab costs $10,800. Hethan amount realized loss
rower may realize gain or loss (discussed is allowed $2,000 for the old cab, and pays

Amount realized is You have a next). This is true even if the property is vol- $8,800 cash. He has no taxable gain or de-
more than adjusted gain untarily returned to the lender. ductible loss on the transaction, regardless
basis of the adjusted basis of his old cab. If Bill sold

the old cab to a third party for $2,000 andGain or loss on foreclosure or reposses-
purchased a new one, he would have a rec-sion.  The borrower’s gain or loss from the
ognized gain or loss on the sale of his old cabforeclosure or repossession described previ-Fair market value. This is the price at
equal to the difference between the amountously is generally figured and reported in thewhich the property would change hands
realized and the adjusted basis of the oldsame way as gain or loss from sales or ex-between a willing buyer and a willing seller
cab.changes. The gain or loss is the differencewhen both have reasonable knowledge of

between the borrower’s adjusted basis of theall the necessary facts and neither is re-
transferred property and the amount real- Sale and purchase.  If you sell property andquired to buy or sell. If parties with adverse
ized. See Gain or Loss From Sales and Ex- buy similar property in two mutually depen-interests place a value on property in an
changes, earlier. dent transactions, you may be required toarm’s length transaction, that is strong evi-

For more information about foreclosures treat the sale and purchase as a single non-dence of fair market value (FMV). If there is
and repossessions, see Chapter 1 in Publi- taxable exchange.a stated price for services, this price is
cation 544.treated as their FMV, unless there is con- Example.  You used your car in your bus-

trary evidence. iness for 2 years. Its adjusted basis is $3,500
Example.  In your business, you used a and its trade-in value is $4,500. You are in-

building that cost you $70,000. You made terested in a new car that costs $10,500. Or-Nontaxable Exchanges
certain permanent improvements at a cost dinarily, you would trade your old car for the

Certain exchanges are nontaxable. Thisof $20,000 and deducted depreciation to- new one and pay the dealer $6,000. Your ba-
means that any gain from the exchange istaling $10,000. You sold the building for sis for depreciation of the new car will then
not taxed, and any loss cannot be deducted.$100,000, plus property having a fair mar- be $9,500 ($6,000 plus $3,500 basis for the
In other words, even if you realize a gain orket value of $20,000. The buyer assumed old car).
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Because you want your new car to have a a like-kind exchange. An exchange of per- given in the exchange. Any property re-
larger basis for depreciation, you arrange to sonal property for real property does not ceived on or before that day is considered to
sell your old car to the dealer for $4,500. You qualify as a like-kind exchange. have been identified. The identification re-
then buy the new one for $10,500 from the quirement may be met by designating the
same dealer. However, you will be treated as property to be received in the contract be-Real property.  An exchange of city property
having exchanged your old car for the new tween the parties. See Identifying replace-for farm property, or improved property for
one because the sale and purchase are re- unimproved property is a like-kind exchange. ment property.
ciprocal and mutually dependent. Your basis The exchange of real estate you own for a If you transfer more than one property (as
for depreciation for the new car will then be real estate lease that runs 30 years or more part of the same transaction) and the proper-
$9,500, the same as if you traded the old car. is a like-kind exchange. However, not all ex- ties are transferred on different dates, the

changes of interests in real property qualify. identification period and the receipt period
Reporting the exchange.  Report the ex- For example, the exchange of a life estate (discussed later) begin on the earliest date of
change of like-kind property on Form 8824. expected to last less than 30 years for a re- the transfers.
The instructions for the form explain how to mainder interest is not a like-kind exchange. Identifying replacement property.  You
report the details of the exchange. Report The exchange of a remainder interest in must identify the replacement property in a
the exchange even though no gain or loss is real estate for a remainder interest in other signed written document and deliver it to the
recognized. real estate is a like-kind exchange if the na- other person involved in the exchange. You

If you have any taxable gain because you ture and character of the two property inter- must clearly describe the replacement prop-
received money or unlike property, report it ests are the same. erty in the written document. For example,
on Schedule D (Form 1040) or Form 4797, Special rule for foreign real property use the legal description or street address for
whichever applies. You may also have to re- exchanges.  Real property located in the real property and the make, model, and year
port ordinary income because of deprecia- United States and real property located for a car. In the same manner, you can re-tion on Form 4797. See Like-Kind Ex- outside the United States are not considered voke an identification of replacement prop-changes and Involuntary Conversions in like-kind property under the like-kind ex- erty at any time before the end of the identifi-Chapter 24. change rules. Therefore, if you exchange for- cation period.

eign real property for property located in the For more information on identifying re-Qualifying Property U.S., any gain on the exchange is taxable. placement property, including alternative
Foreign real property is real property not lo-The property must be business or invest- and multiple properties, see Deferred Ex-
cated in a state or the District of Columbia.ment property. Both the property you trade changes in Chapter 1 of Publication 544.

The foreign real property exchange ruleand the property you receive must be held by Receipt requirement.  The exchange
does not apply to the replacement of con-you for business or investment purposes. must meet the receipt transaction require-
demned real property. Foreign and U.S. realNeither may be property used for personal ment. The property must be received on or
property can still be considered like kindpurposes, such as your home or family car. before the earlier of:
under the rules for replacing condemnedThe property must not be property you

• The 180th day after the date on which youproperty to postpone gain on the condemna-primarily hold for sale. The property you
transfer the property given up in the ex-tion. See Gain or Loss From Condemna-trade and the property you receive must not
change, ortions, under Involuntary Conversions, inbe property you sell to customers, such as

Chapter 1 of Publication 544.merchandise. It must be property held for in- • The due date, including extensions, for
vestment or property held for productive use your tax return for the tax year in which the
in your trade or business. Machinery, build- Personal property.  Depreciable tangible transfer of the property given up occurs.
ings, land, trucks, and rented houses are ex- personal property may be either ‘‘like kind’’
amples of property that may qualify. Invento- or ‘‘like class’’ to qualify for nonrecognition

You must receive substantially the sameries, raw materials, accounts receivable, treatment. Like-class properties are depre-
proper ty  that  met  the ident i f i ca t ionother current assets, and real estate that ciable tangible personal properties within the
requirement.dealers hold for sale to customers are exam- same General Asset Class or Product Class.

ples of property that do not qualify. Property classified in any General Asset
Like-kind exchanges between relatedAn exchange of the assets of a business Class may not be classified within a Product
parties.  Special rules apply to like-kind ex-for the assets of a similar business cannot be Class. General Asset Classes describe the
changes made between related parties.treated as an exchange of one property for types of property frequently used in many
These rules affect both direct and indirect ex-another property. Whether you have en- businesses. For more information, see
changes. Under these rules, if either partygaged in a like-kind exchange depends on Chapter 1 in Publication 544.
disposes of the property within 2 years afteran analysis of each asset involved in the ex-

change. However, see Exchanges of multi- the exchange, then the exchange is disquali-Deferred exchanges.  A deferred exchange
ple properties, later. fied from nonrecognition treatment. The 2-is one in which you transfer property you use

These rules for like-kind exchanges do year holding period begins on the date of thein business or hold for investment and, at a
not apply to exchanges of stocks, bonds, last transfer of property which was part of thelater time, you receive like-kind property you
notes, choses in action, certificates of trust or like-kind exchange. The gain or loss on thewill use in business or hold for investment.
beneficial interest, or other securities or evi- original exchange must then be recognized(The property you receive is replacement
dences of debt or interest, or the exchange of as of the date of that later disposition.property.) The transaction must be an ex-
partnership interests. However, you may Related parties.  Under these rules, re-change (that is, property for property) rather
have a nontaxable exchange under another lated parties include, for example, you and athan a transfer of property for money that is
provision, discussed later in this chapter. member of your family (spouse, brother, sis-used to purchase replacement property. The

ter, parent, child, etc.), you and a corporationexchange must also meet the identification
in which you have more than 50% owner-Like Property and receipt requirements (explained next).
ship, and two partnerships in which you di-For more information, see Deferred Ex-There must be an exchange of like property.
rectly or indirectly own more than 50% of thechanges in Chapter 1 of Publication 544.The exchange of real estate for real estate
capital interest or profits.Identification requirement.  The prop-and the exchange of personal property for

For more information on related parties,erty must meet the identification require-similar personal property are exchanges of
see Nondeductible Loss under Sales andment. The property to be received must belike property. For example, the trade of an
Exchanges Between Related Parties inidentified on or before the date that is 45apartment house for a store building that you
Chapter 2 of Publication 544.days after the date you transfer the propertyrent out, or a panel truck for a pickup truck, is
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Exceptions to the related party rules. The realized gain is taxed only up to Corporate Stocks 
The following kinds of property dispositions $3,500, the sum of the cash received In certain cases, exchanges of corporate
are excluded from the related party rules: ($1,000 − $500 exchange expenses) and the stock are nontaxable. The rules for these ex-

mortgage ($3,000). To figure the basis of the1) Dispositions due to the death of either changes follow.
new property, see Chapter 6.related person,

Unlike property given up.  If, in addition A corporation’s own stock.  A corporation2) Involuntary conversions, or to like property, you give up unlike property, may dispose of its own stock, including trea-
3) Dispositions if it is established to the sat- you must recognize gain or loss only on the sury stock, without having a taxable gain or

isfaction of the IRS that neither the ex- unlike property you give up. The gain or loss loss.
change nor the disposition had as a is equal to the difference between the fair
main purpose the avoidance of federal market value of the unlike property and its Stock for stock of the same corporation.
income tax. adjusted basis. You may exchange common stock for com-

Example.  You exchange stock and real mon stock in the same corporation, or pre-
For more information, see Like-Kind Ex- estate that you held for investment for real ferred stock for preferred stock in the same

changes Between Related Parties under estate that you also intend to hold for invest- corporation, without having a taxable gain or
Nontaxable Exchanges in Chapter 1 of Publi- ment. The stock you transfer has a fair mar- loss.
cation 544. ket value of $1,000 and an adjusted basis of

$4,000. The real estate you exchange has a Convertible stocks and bonds.  If you con-Partially nontaxable exchange.  If, in addi- fair market value of $19,000 and an adjusted vert corporate bonds into stock of the sametion to like property, you receive money or basis of $15,000. The real estate you receive corporation, or preferred stock into commonunlike property in a like-kind exchange, you has a fair market value of $20,000. You do stock of the same corporation, you will nothave a partially nontaxable exchange. You not have a taxable gain on the exchange of have a taxable gain or loss. The conversionare taxed on the gain you realize, but only to the real estate because it qualifies as a non- must be made according to the terms of thethe extent of the money and the fair market taxable exchange. However, you must rec- bond or preferred stock certificate.value of the unlike property you receive. ognize (report on your tax return) a $3,000
To figure the amount of taxable gain, first loss on the stock because the stock is unlike Property for stock.  If you transfer propertydetermine the fair market value of any unlike property. to a corporation in exchange for stock or se-property you receive and add it to the amount

curities in that corporation, and immediatelyof any money you receive. The total is the Exchanges of multiple properties.  Under afterwards you are in control of the corpora-maximum amount of gain that can be taxed.
the like-kind exchange rules, you must gen- tion, the exchange is usually nontaxable.Next, figure the amount of gain on the whole
erally make a property-by-property compari- This rule applies both to individual investorsexchange, as discussed earlier under Gain
son to figure your recognized gain and the and to groups of investors who transfer prop-or Loss From Sales and Exchanges. Your
basis of the property you receive in the ex- erty to a corporation. It does not apply if thetaxable gain is the lesser of these two
change. However, for exchanges of multiple corporation is an investment company.amounts. A loss is never deductible in a non-
properties, you do not make a property-by- Control of a corporation.  To be in con-taxable exchange, even though you receive
property comparison if you: trol of the corporation, you or your group ofunlike property or cash.

investors must own, immediately after theTransfer and receive properties in two orExample.  You exchange real estate held exchange, at least 80% of the total combinedmore exchange groups, orfor investment, having an adjusted basis of voting power of all classes of stock entitled to
$8,000, for other real estate that you want to Transfer or receive more than one prop- vote and at least 80% of the outstanding
hold for investment. The real estate you re- erty within a single exchange group. shares of each class of nonvoting stock.
ceive has a fair market value of $10,000. You

Example.  You and Bill Jones transferalso receive $1,000 in cash. You paid $500 In this situation, you compare the properties property having a basis of $100,000 to a cor-in exchange expenses. Although the total within each exchange group. Each ex- poration for stock having a fair market valuegain realized on the transaction is $2,500, change group consists of properties trans- of $300,000. This represents only 75% ofonly $500 ($1,000 cash received minus the ferred and received in the exchange that are each class of stock of that corporation. The$500 exchange expenses) is recognized (in- of like kind or like class. See Like Property, other 25% was already issued to someonecluded in your income). earlier. else. You and Bill recognize a taxable gain ofAssumption of liabilities. If the other For more information, see Multiple Prop- $200,000 on the transaction.party to a nontaxable exchange assumes erty Exchanges in Chapter 1 of Publication Services rendered.  The term propertyany of your liabilities, or you transfer property 544. does not include services rendered or to besubject to a liability, you will be treated as if
rendered to the issuing corporation. There-you received cash in the amount of the
fore, stock received for services is income toOther Nontaxableliability.
the recipient.Exchanges Example.  If, in the preceding example,

Example.  You transfer property worththe property you give up is subject to a The following discussions are of other ex-
$35,000 and render services valued at$3,000 mortgage, figure the gain realized changes that may be nontaxable.
$3,000 to a corporation in exchange for stockand the amount of gain to be taxed as
valued at $38,000. Right after the exchangefollows: Transfers Between Spouses you own 85% of the outstanding stock. No

No gain or loss is recognized on a transfer ofFair market value of like property gain is included in income on the exchange
property from an individual to (or in trust forreceived . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000 of property. However, you will recognize or-
the benefit of) a spouse, or to a formerCash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 dinary income of $3,000 as payment for ser-
spouse if incident to divorce. This rule doesMortgage assumed on property given vices you rendered.
not apply if the recipient-spouse is a nonresi-up . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000 Property of relatively small value.  The
dent alien. Nor does it apply to a transfer in term property does not include property ofTotal consideration received . . . . . . . . . . . . $14,000
trust to the extent the adjusted basis of the relatively small value when it is compared toLess: Exchange expenses . . . . . . . . . . . . . . (500)
property is less than the amount of the liabili- the value of stock and securities alreadyAmount realized . . . . . . . . . . . . . . . . . . . . . . . . $13,500 ties assumed and the liabilities on the owned or to be received for services by theLess: Adjusted basis of property you property. transferor, if the main purpose of the transfertransferred . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,000)

For more information, see Property Set- is to qualify for the nonrecognition of gain or
Realized gain $ 5,500 tlements in Publication 504. loss by other transferors.
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Property transferred will not be consid- Exchanges. If the property you give up in- the assumption is treated as if you re-
ered to be of relatively small value if its fair ceived money in the amount of thecludes depreciable property, the taxable
market value is at least 10% of the fair mar- liabilities.gain may have to be reported as ordinary in-
ket value of the stock and securities already come because of depreciation. See Chapter
owned or to be received for services by the 24. No loss is recognized.
transferor.

Example.  You transfer property to a cor-Stock received in disproportion to
poration for stock. You also receive $10,000property transferred.  If a group of inves-

Liabilities.  If the corporation assumes your in the exchange. Your adjusted basis in thetors exchange property for corporate stock,
liabilities, or the property is taken subject to a transferred property is $20,000. The stockeach investor does not have to receive stock
liability, the transfer is not generally treated you receive has a fair market value (FMV) ofin proportion to his or her interest in the prop-
as if you received money or other property. $16,000. The corporation also assumes aerty transferred. If a disproportionate transfer
There are two exceptions to this treatment. $5,000 mortgage on the property. The gaintakes place, it will be treated for tax purposes

realized is as follows:in accordance with its true nature. It may be
treated as if the stock were first received in

1) If the liabilities the corporation assumesproportion and then some of it used to make
are more than your adjusted basis in thegifts, pay compensation for services, or sat- FMV of stock received . . . . . . . . . . . . . . . . . . $16,000property you exchange, gain is recog-isfy the transferor’s obligations. Cash received . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000nized up to the amount of the excess.

Liability assumed by corporation . . . . . . . 5,000However, if the liabilities assumed giveMoney or other property.  If, in an other-
Total received . . . . . . . . . . . . . . . . . . . . . . . . . . $31,000rise to a deduction when paid, such as awise nontaxable exchange of property for
Less: Adjusted basis of propertycorporate stock, you also receive money or trade account payable or interest, no

transferred . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000property other than stock, you may have a gain is recognized.
taxable gain. You are taxed only up to the Realized gain $11,000
amount of money plus the fair market value

2) If there is no good business reason forof the other property you receive. The rules
the corporation to assume your liabili-for figuring gain in this situation generally fol-
ties, or if your main purpose in the ex- The gain recognized is  l imi ted tolow those for a partially nontaxable ex-

$10,000, the amount of the cash received.change, discussed earlier under Like-Kind change is to avoid federal income tax,
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Topics
This chapter discusses: Noncapital Assets 23.

This discussion lists and illustrates the six• Capital assets
exceptions to capital assets. They are:

• Noncapital assetsGains and 1) Property held mainly for sale to custom-
• Sales and exchanges between related ers or property that will physically be-

partiesLosses: Capital come part of merchandise for sale to
customers,• Hedgingor Ordinary 2) Accounts or notes receivable acquired

• Other Dispositions in the ordinary course of your trade or
business, or for services rendered as an• Losses on small business stock
employee, or from the sale of any(section 1244)
properties described in (1),

• Figuring capital gains and losses
3) Depreciable property used in your tradeImportant Reminder • Maximum tax rate on capital gains or business (even if fully depreciated),

4) Real property used in your trade or
Investing in small business stock.  Begin- Useful Items business,
ning in 1998, investments in certain small You may want to see: 5) A copyright, literary, musical, or artisticbusiness stock held more than 5 years will

composition, a letter or memorandum,qualify for a special tax benefit. If you sell or
Publication or similar property—exchange the stock at a gain, only one-half of

a) Created by your personal efforts, orthe gain will be subject to federal income tax. ❏ 544 Sales and Other Dispositions
For information on qualifying stock, see of Assets b) Prepared or produced for you (in the
Chapter 4 of Publication 550, Investment In- case of a letter, memorandum, or sim-❏ 550 Investment Income
come and Expenses. ilar property), orand Expenses

c) Acquired from a person who created
❏ 551 Basis of Assets the property, or for whom the property

was prepared, under circumstances
Form (and Instructions) (for example, by gift) entitling you toIntroduction

his or her basis, and❏ Sch D (Form 1040) Capital Gains
and LossesYou must distinguish gains and losses as or- 6) U.S. Government publications that you

dinary or capital gains or losses (and capital got from the government for free or for
❏ 1099–A Acquisition or Abandonment

less than the normal sales price, or thatgains or losses as either short-term or long- of Secured Property
you acquired under circumstances enti-term gains or losses). These distinctions
tling you to the basis of someone who❏ 4797 Sales of Business Propertyneed to be made to arrive at your net capital
got the publications for free or for lessgain or loss.
than normal sales price.For individuals, a net capital gain may be

taxed at a lower tax rate than ordinary in-
Property held mainly for sale to custom-come. Your deduction for a net capital loss
ers.  Whether property is held mainly for saleCapital Assets may be limited. See Figuring Capital Gains
to customers is a question of fact to beand Losses later.

For the most part, everything you own and judged in each case. Among the factors to be
use for personal purposes or investment is a considered are:
capital asset.  For exceptions to capital as-Capital gain or loss.  Generally, you will 1) The purpose for which the property issets, see Noncapital Assets, next.have a capital gain or loss if you sell or ex- acquired,

Some examples of capital assets are:change a capital asset. You may also have a
2) The development of the property be-capital gain if you sell or exchange section • Stocks and bonds; tween the time it was acquired and sold,1231 property.

• A home owned and occupied by you and 3) The number and frequency of sales, andSection 1231 property.  Generally, this
your family;is property held more than 1 year and used in 4) The time the property is held before it is

a trade or business or held for the production sold.• Timber grown on your home property or in-
of rents or royalties. Section 1231 property vestment property, even if casual sales of
also includes any property (including capital the timber are made; Example.  You manufacture and sell
assets held in a trade or business) that is steel cable which you deliver on returnable

• Household furnishings;subject to an involuntary conversion. A net reels that are depreciable property. Custom-
gain on the sale of section 1231 property is a ers make deposits on the reels, which you re-• A car used for pleasure or commuting;
capital gain unless the gain is subject to the fund if the reels are returned in a year. If they

• Coin or stamp collections;recapture rule. A net loss on the sale of sec- are not returned, you keep each deposit as
tion 1231 property is an ordinary loss. For the agreed-upon sales price. Most reels are• Gems and jewelry;
more information, see Section 1231 Prop- returned within the one-year period. You

• Gold, silver, or any other metal.erty, in Chapter 24. keep adequate records showing deprecia-
tion and other charges to the capitalized cost

Personal use property.  Property held for of the reels. Under these conditions, the
Sale of a business.  If you sell a business personal use is a capital asset. Gain from a reels are not property held for sale to cus-
that you operate as a sole proprietorship, sale or exchange of a capital asset is a capi- tomers in the ordinary course of your busi-
see Chapter 28. If you sell your interest in a tal gain. A loss from the sale or exchange of ness. Any gain or loss resulting from their not
partnership, see Chapter 29. If you sell your that property is not deductible. You can de- being returned may be capital or ordinary,
interest in a corporation, see Publication duct a loss relating to personal use property depend ing  on  your  sec t ion  1231
550. only if it results from a casualty or theft. transactions.
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Letters and memorandums.  Letters, c) Two S corporations, if the same per- reportable gain is only $500, the excess gain
memorandums, and similar property (such sons own more than 50% in value of over the $2,400 loss not allowed to you.
as drafts of speeches, recordings, tran- the outstanding stock of each
scripts, manuscripts, drawings, or photo- corporation.
graphs) are not treated as capital assets if d) Two corporations, one of which is an Forward Contracts,your personal efforts created them or they S corporation, if the same person
were prepared or produced for you. Nor is owns more than 50% in value of the Futures Contracts,this property a capital asset if your basis in it outstanding stock of each
is determined by reference to the person and Options oncorporation.
who created it or the person for whom it was

Futures Contractsprepared. For this purpose, letters and Controlled partnership transactions.  For
memorandums addressed to you are consid- special rules that apply to sales and ex- (Hedging)ered prepared for you. If letters or memoran- changes of property between certain per-
dums are prepared by persons under your A commodity futures contract is a standard-sons and partnerships, see Partner’s Deal-
administrative control, they are considered ized, exchange-traded contract for the saleings With the Partnership in Chapter 29.
prepared for you whether or not you review or purchase of a fixed amount of a commod-
them. ity at a future date for a fixed price. TheDetermining control.  For purposes of the

holder of an option on a futures contract hasabove rules, use the following discussion to
the right (but not the obligation) for a speci-determine if you control an entity.
fied period of time to enter into a futures con-Sales and Exchanges 1) Stock or a partnership interest owned, tract to buy or sell at a particular price. A for-

directly or indirectly, by or for a corpora- ward contract is generally similar to a futuresBetween Related tion, partnership, estate, or trust is contract except that the terms are not stan-
treated as being owned proportionatelyParties dardized and the contract is not exchange
by or for its shareholders, partners, or traded.If a gain is recognized on the sale or ex- beneficiaries. (However, for a partner- Businesses may enter into commodity fu-change of property, including a leasehold or ship interest owned by or for a C corpo- tures contracts or forward contracts and maya patent application, that is depreciable prop- ration, this applies only to shareholders acquire options on commodity futures con-erty in the hands of the party who receives it, who own, directly or indirectly, 5% or tracts as either:the gain may be ordinary income. The gain is more in value of the stock of the

ordinary income if the transaction is either di- Transactions that are entered in the nor-corporation.)
rectly or indirectly between: mal course of business primarily to2) An individual is treated as owning the

reduce the risk of interest rate or price1) A person and the person’s controlled stock or a partnership interest owned,
changes or currency fluctuations withentity or entities (discussed below), directly or indirectly, by or for the individ-
respect to borrowings, ordinary prop-ual’s family, including only brothers and2) A taxpayer and any trust in which the erty, or ordinary obligations (hedgingsisters (either whole or half), spouse,taxpayer (or his or her spouse) is a ben- transactions). (Ordinary property orancestors, and lineal descendants.eficiary, unless the beneficiary’s interest obligations are those that cannot pro-

in the trust is a remote contingent inter- 3) Stock or a partnership interest con- duce capital gain or loss under any
est; that is, the value of the interest com- structively owned by a person under circumstances.)
puted actuarially is 5% or less of the rule (1), for applying rules (1) and (2), is

Transactions that are not hedgingvalue of the trust property, or treated as actually owned by that per-
transactions.son. But stock or a partnership interest3) An employer (and any person related to

constructively owned by an individualthe employer under rules (1) and (2))
Futures transactions that are not hedgingunder rule (2) will not be treated asand a welfare benefit fund (within the
transactions generally result in capital gainowned by the individual for applying rulemeaning of section 419(e) of the Internal
or loss. There is a limit on the amount of capi-(2) to make another person the con-Revenue Code) that is controlled di-
tal losses you can deduct each year.structive owner of that stock or partner-rectly or indirectly by the employer (and

The termination of a contract that is partship interest.any person related to the employer).
of a hedge produces ordinary gain or loss.
For instance, ordinary gain or loss results

A person’s controlled entity is: from offset or exercise of a futures contractNondeductible Loss 1) A corporation in which more than 50% that protects against price changes in a busi-
No deduction is allowable for losses fromof the value of all outstanding stock, or a ness’ inventory. On the other hand, contracts
sales or exchanges of property (other thanpartnership in which more than 50% of that protect against price changes of nonin-
corporate liquidations) directly or indirectlythe capital interest or profits interest, is ventory supplies gives rise to capital gain or
between the related taxpayers listed underowned, directly or indirectly, by or for loss. However, if a business sells only a neg-
Related persons in Chapter 4.that person. ligible amount of noninventory supply, a

transaction to hedge the purchase of that2) An entity whose relationship with that
Property received from a related party.  If, supply is treated as a hedging transaction if itperson is one of the following:
in a purchase or exchange, you receive occurred after July 17, 1994. Ordinary gain

a) A corporation and a partnership if the property from a related party who had a loss or loss treatment is also available for certain
same persons own more than 50% in that was not allowable and you sell or ex- hedges of the purchase of noninventory sup-
value of the outstanding stock of the change the property at a gain, you recognize plies that occurred in a taxable year that en-
corporation and more than 50% of the the gain only to the extent that it is more than ded before July 18, 1994, and that, as of
capital interest or profits interest in the the loss not allowed to the transferor. This September 1, 1994, were still open for as-
partnership. rule applies only if you are the original sessment of tax. See Regulation section

transferee. 1.1221-2(g)(3) for details.b) Two corporations that are members of
If you have numerous transactions in thethe same controlled group as defined Example.  You sell stock with a cost ba-

commodity futures market during the year,in section 1563(a) of the Internal Rev- sis of $10,000 to your brother for $7,600.
the burden of proof is on you to show whichenue Code, except that ‘‘more than Your loss of $2,400 is not deductible. He
transactions are hedging transactions.50%’’ is substituted for ‘‘at least 80%’’ later sells the same stock for $10,500, realiz-
Clearly identify a hedging transaction onin that definition. ing a gain of $2,900 ($10,500 −$7,600). His
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your books and records before the end of the property is a capital asset or a noncapital This treatment applies to your transfer of
a patent if you meet all of the followingday you entered into the transaction. It may asset.
conditions:be helpful to have separate brokerage ac- The following discussions explain special

counts for your hedging and nonhedging rules that apply to certain dispositions of in- 1) You are the holder of the patent.
transactions. tangible property.

2) You transfer the patent other than byThe identification must not only be on,
gift, inheritance, or devise.and retained as part of, your books and Section 197 Intangibles 

3) You transfer all substantial rights to therecords but must specify both the hedging
Section 197 intangibles are certain in- patent or an undivided interest in alltransaction and the item, items, or aggregate
tangibles acquired after August 10, 1993 (af- such rights.risk that is being hedged. The identification
ter July 25, 1991, if elected), and held in con-of the hedged item, items, or risk must be 4) You do not transfer the patent to a re-
nection with the conduct of a trade ormade no more than 35 days after entering lated person.
business or an activity entered into for profit,into the hedging transaction. These rules ap-
whose costs are amortized over 15 years.ply to hedging transactions entered into after Holder.  You are the holder of a patent if you
Section 197 intangibles are listed in Chapter1993, or hedging transactions entered into are either:
14 under Amortization of Certain Intangibles.before 1994 and remaining in existence on The individual whose effort created theThe following special rules apply to dis-March 31, 1994. For exceptions, see Regu- patent property and who qualifies aspositions of section 197 intangibles.lation section 1.1221-2(g). the original and first inventor or joint

For more information, see Chapter 4 in inventor, or
Covenant not to compete.  A covenant notPublication 550.

The individual who purchased an interestto compete (or similar arrangement) that is a
in the patent from the inventor beforesection 197 intangible cannot be treated as
the invention was tested and oper-disposed of or worthless before you have
ated successfully under operatingOther Dispositions disposed of your entire interest in the trade or
conditions, and who is neither relatedbusiness for which the covenant was enteredThis section discusses some special rules to, nor the employer of, the inventor.into. Members of the same controlled groupfor determining the treatment of gain or loss

of corporations and commonly controlledfrom various dispositions of property. Substantial rights.  All substantial rights tobusinesses are treated as a single entity in
patent property are all rights that are of valuedetermining whether a member has dis-
when they are transferred. A security interestAbandonments posed of its entire interest in a trade or
(such as a lien), or a reservation calling forLoss from abandonment of business or in- business.
forfeiture for nonperformance, is not treatedvestment property is deductible as an ordi-
as a substantial right for these rules and maynary loss, even if the property is a capital as- Nondeductible loss.  You cannot deduct a be kept by you as the holder of the patent.set. The loss is the amount of the property’s loss from the disposition or worthlessness of In the following situations, all substantialadjusted basis when abandoned. However, a section 197 intangible that you acquired in rights are not transferred, and the holder isif the property is later foreclosed on or repos- the same transaction (or series of related not entitled to the special tax treatment:sessed, gain or loss is figured as discussed transactions) as another section 197 intangi-
1) The rights are limited geographicallyin Chapter 22 under Foreclosures and Re- ble you still hold. Instead, you must increase

within a country (limiting the rights topossessions. The abandonment loss is the adjusted basis of your retained section
one or more whole countries could be ataken in the tax year in which the loss is sus- 197 intangible by the amount of nondeduct-
transfer of all substantial rights).tained. However, you may not deduct any ible loss. If you retain more than one section

loss from abandonment of your personal res- 2) The rights are limited to a period less197 intangible, increase each intangible’s
idence or other property held for personal than the remaining life of the patent.adjusted basis by an amount figured by mul-
use. tiplying the nondeductible loss amount by a 3) The rights are limited to fields of use

For more information about abandon- fraction, the numerator of which is the in- within trades or industries that are less
ments, see Chapter 2 in Publication 544. tangible’s adjusted basis on the date of the than all the rights that exist and have

loss and the denominator of which is the total value at the time of the grant.
adjusted basis of all retained intangibles onDispositions of Intangible 4) The rights are less than all the claims or
the date of the loss. inventions covered by the patent thatProperty In applying this rule, members of the exist and have value at the time of theIntangible property is any personal property same controlled group of corporations and grant.that has value but cannot be seen or commonly controlled businesses are treated

touched. It includes such items as patents, as a single entity. For example, a corporation Related persons.  The special tax treatmentcopyrights, and the goodwill value of a cannot deduct a loss on the sale of a section does not apply if the transfer is either directlybusiness. 197 intangible if, after the sale, a member of or indirectly between you and a related per-Gain or loss on the sale or exchange of the same controlled group retains other sec- son as defined under Related persons, inamortizable or depreciable intangible prop- tion 197 intangibles that were acquired in the Chapter 4, with the following changes:erty held more than one year (other than an same transaction as the intangible sold.
1) Members of your family include youramount recaptured as ordinary income) is a

spouse, ancestors, and lineal descend-section 1231 gain or loss. The treatment of Patents ants, but not your brothers, sisters, half-section 1231 gain or loss and the recapture
brothers, or half-sisters.Under a special rule, the transfer of a patentof amortization and depreciation as ordinary

by an individual is treated as a sale or ex-income are explained in Chapter 24. See 2) Substitute ‘‘25% or more’’ ownership for
change of a capital asset held more than oneChapter 14 for information on amortizable in- ‘‘more than 50%’’ in that listing.
year. This applies even if the payments fortangible property, and Chapter 13 for infor-
the patent are made periodically during themation on depreciable intangible property. If you fit within the definition of a related
transferee’s use or are contingent on the pro-Gain or loss on dispositions of such property person independent of family status, the
ductivity, use, or disposition of the patent.other than by sale or exchange is ordinary brother-sister exception in (1), above, does
For information on the treatment of capitalgain or loss. Gain or loss on dispositions of not apply. Thus, a transfer between a brother

other intangible property is ordinary or capi- assets held for more than one year, see Fig- and a sister (as beneficiary and fiduciary of a
tal gain or loss depending on whether the uring Capital Gains and Losses later. trust) is a transfer between related parties.
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The brother-sister exception does not apply Schedule D (Form 1040). If you held the tim- election for any tax year ending after 1986
because the trust relationship is independent ber primarily for sale to customers, it is not a without the consent of IRS. You can revoke
of the family status. capital asset. Gain or loss on the sale is ordi- the election by attaching a statement to your

nary income or loss reported on the gross re- tax return for the year the revocation is to be
ceipts/sales and cost of goods sold lines of effective. If you make this special revocation,Contract for Services 
your return. Special rules apply, however, if which can be made only once, you can stillA contract for services is not a capital asset.
you owned the timber more than 1 year and make a new election without the consent ofIf you assign or sell such a contract, and the
you choose to either treat timber cutting as a the IRS. Any further revocation will requireassignee or purchaser is only entitled to
sale or exchange, or enter into a cutting con- the consent of the IRS.compensation for services under the terms
tract. Under these rules, discussed below, The statement must provide:of the contract for its remaining life, the
disposition of the timber is treated as a sale 1) Your name, address, and identificationamount you receive is ordinary income. 
or exchange of section 1231 property. Gain number,
or loss is reported on Form 4797. Depletion

Franchise, Trademark, or Trade 2) The year the revocation is effective andon timber is discussed under Timber in
timber to which it applies,Name Chapter 14.

If you transfer or renew a franchise, trade- 3) That the revocation being made is of the
mark, or trade name for a price that is contin- Christmas trees.  Evergreen trees, such as election to treat cutting of timber as a
gent on its productivity, use, or disposition, Christmas trees, that are more than 6 years sale or exchange under IRC section
the amount you receive is generally treated old when severed from their roots and sold 631(a),
as an amount realized from the sale of a non- for ornamental purposes, are included in the 4) That the revocation is being made under
capital asset. A franchise includes an agree- term ‘‘timber’’ and qualify for both rules, dis- section 311(d) of Public Law 99-514,
ment that gives one of the parties the right to cussed next. and
distribute, sell, or provide goods, services, or

5) That you are entitled to make the revo-facilities within a specified area. Timber cutting treated as a sale or ex-
cation under section 311(d) of PublicIf you keep any significant power, right, or change.  Under the general rule, the cutting
Law 99-514 and temporary Income Taxcontinuing interest in the subject matter of a of timber results in no gain or loss. It is not
Regulation section 301.9100–7T.franchise, trademark, or trade name that you until a sale or exchange occurs that gain or

transfer or renew, the amount you receive is loss is realized. But if you owned or had a
Gain or loss.  Your gain or loss on theordinary royalty income, rather than an contractual right to cut timber, you may

cutting of standing timber is the differenceamount realized from a sale or exchange. choose to treat the cutting of timber as a sale
between its adjusted basis for depletion andor exchange in the year it is cut. Even though
its fair market value on the first day of yourthe cut timber is not actually sold or ex-Significant power.  Significant power, right,
tax year in which it is cut.changed, you report your gain or loss on theor continuing interest in a franchise, trade-

cutting for the year the timber is cut. Any latermark, or trade name includes, but is not lim- Example.  In April 1994, you owned
sale results in ordinary income or loss. Seeited to, the following rights in the transferred 4,000 MBF (1,000 board feet) of standing
Example, later.interest: timber for more than 1 year. It has an ad-

For your timber to qualify for this treat- justed basis for depletion of $40 per MBF.1) A right to disapprove any assignment of
ment, you must: You are a calendar year taxpayer. On Janu-the interest, or any part of it.

ary 1, 1994, the timber had a fair market1) Own, or hold a contractual right to cut,2) A right to end the agreement at will. value of $120 per MBF. It was cut in April forthe timber for a period of more than 1
sale. On your 1994 tax return, you elect to3) A right to set standards of quality for year before it is cut,
treat the cutting of the timber as a sale or ex-products used or sold, or for services

2) Cut the timber for sale or use in your change. You report the difference betweenprovided, and for the equipment and fa-
trade or business, and the fair market value and your adjusted basiscilities used to promote such products or

for depletion as a gain. This amount is re-3) Elect to treat the cutting of timber as aservices.
ported on Form 4797 along with your othersale or exchange of property used in a

4) A right to make the recipient sell or ad- section 1231 gains and losses to figuretrade or business (regardless of whether
vertise only your products or services. whether it is treated as capital gain or as ordi-the timber is includible in inventory or

5) A right to make the recipient buy most nary gain. You figure your gain as follows:held primarily for sale to customers).
supplies and equipment from you.

Fair market value of timber on Election.  You make the election on your6) The right to get payments based on the January 1, 1994 . . . . . . . . . . . . . . . . . . . . $480,000return for the year the cutting takes place byproductivity, use, or disposition of the Less: Adjusted basis for depletion . . . . 160,000including in income the gain or loss on thetransferred item of interest if such pay-
Section 1231 gain $320,000cutting, and including a computation of yourments are a substantial part of the trans-

gain or loss. You do not have to make thefer agreement.
The fair market value becomes your ba-election in the first year you cut timber. You

sis for the timber cut, and a later sale of themay choose to make it in any year to which
cut timber, including any by-product or treethe election would apply. If the timber is part-

Precious Metals and tops, results in ordinary income or loss.nership property, the election is made on the
partnership return. This election cannot beStones, Stamps, and Coins 
made on an amended return. Cutting contract.  If you own standing tim-These items are capital assets except when

Once you have made the election, it re- ber and dispose of it under a cutting contract,they are held for sale by a dealer. Any gain or
mains in effect for all later years unless you you must treat the disposal as a sale or ex-loss on their sale or trade generally is a capi-
revoke it. You may revoke an election you change if you held the timber for more than 1tal gain or loss. If you are a dealer, the sale is
made for a tax year beginning after 1986 only year before its disposal. You must also retainordinary income reportable on Schedule C
if you can show undue hardship and get the an economic interest in it.(Form 1040).
consent of the IRS. Thereafter, you may not The difference between the amount real-
make any new election unless you have the ized from the disposal of the timber and the

Timber consent of the IRS. timber’s adjusted basis for depletion is
Standing timber you held as investment Special revocation.  A special rule for treated as gain or loss on its sale. This
property is a capital asset. Gain or loss from any election you made for a tax year begin- amount must be included on Form 4797
its sale is capital gain or loss reported on ning before 1987 allows you to revoke the along with your other section 1231 gains and
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losses to figure whether it is treated as capi- from the amount received to determine the
tal or ordinary gain or loss. gain. If the total of these expenses plus the Figuring Capital

Date of disposal.  This is the date the adjusted depletion basis is more than the Gains and Losses timber is cut. However, if you receive pay- amount received, the result is a loss.
ment under the contract before the timber is If you have a gain or loss from the disposition
cut, you may choose to treat the date of pay- Special rule.  The above treatment does not of a capital asset, it is a capital gain or loss.
ment as the date of disposal. This election is Likewise, you may have a capital gain fromapply if you dispose of the iron ore or coal di-
effective only to figure the holding period of the disposition of a noncapital asset, if it isrectly or indirectly to:
the timber. It has no effect on the time for re- section 1231 property (discussed in Chapter

1) A related person (defined under Relatedporting gain or loss. The election is made by 24). However, a net section 1231 loss is an
persons in Chapter 4), whose relation-a statement attached to the tax return filed by ordinary loss, and not a capital loss.
ship to you would result in the disallow-the due date (including extensions) for the
ance of a loss, oryear payment is received. The statement Long and short term.  The treatment of a

identifies the advance payments subject to capital gain or loss depends on how long you2) An individual, trust, estate, partnership,the election and the contract under which own the asset before you sell or exchange it.association, company, or corporationthey were made. The time you own an asset before disposingowned or controlled directly or indirectlyOwner.  The owner is any person who of it is the holding period.by the same interests that own or controlowns an economic interest in the timber, in- If you hold a capital asset 1 year or less,your business.cluding a sublessor and the holder of a con- the gain or loss from its disposition is short
tract to cut timber. term. If you hold a capital asset for more than

Economic interest.  This means you ac- 1 year, the gain or loss from its disposition is
quired an interest in standing timber by in- long term.
vestment and get, by any form of legal rela- Losses on Smalltionship, income from cutting that timber, for
a return of your capital investment. Business Stock Table 23-1. Do I Have a Short-Term

or Long-Term Gain or(Section 1244)Tree stumps.  Tree stumps are a capital as- Loss?
set if they are on land held by an investor

An individual (not including a trust or estate)who is not in the timber or stump business as If you hold the Then you have a:can deduct, as an ordinary loss, a loss on thea buyer, seller, or processor. Gain from the property:
sale, exchange, or worthlessness of smallsale of stumps sold in one lot by such a
business stock. This ordinary loss is reported One year or less Short-term capitalholder is taxed as a capital gain. However,

gain or losson line 11, Part II of Form 4797. The gain ontree stumps held by timber operators after
this stock, however, is a capital gain if thethe saleable standing timber was cut and re- More than one Long-term capital
stock is a capital asset in your hands and ismoved from the land are considered by- year gain or loss
reported on Schedule D (Form 1040).products. Gain from the sale of stumps in lots

or tonnage by such operators is taxed as or-
dinary income. Ordinary loss.  The ordinary loss that you

These distinctions are essential to cor-
can deduct on this stock is l imited to rectly arrive at your net capital gain or loss.
$50,000. On a joint return, the limit isCoal and Iron Ore Capital losses are allowed in full against
$100,000 even if only one spouse has this capital gains plus up to $3,000 of ordinaryIf you own, for more than 1 year, coal (includ-
type of loss. Thus, if your loss is $110,000 income.ing lignite) or iron ore mined in the United
and your spouse has no loss, you may de-States and dispose of it under a contract in
duct $100,000 on a joint return. The excesswhich you keep an economic interest in the Holding period.  To figure if you held prop-
of $10,000 is a capital loss.coal or iron ore, the disposition is treated as a erty more than 1 year, start counting on the

No offset of gains and losses.  Do notsale of section 1231 property. For this rule, day following the day you acquire the prop-
offset the gains against the losses that arethe date the coal or iron ore is mined is con- erty. The same date of each following
within the ordinary loss limits, even if thesidered the date of its disposal. month is the beginning of a new month re-

gardless of the number of days in the pre-transactions are in stock of the sameYour gain or loss is the difference be-
ceding month. The day you dispose of thetween the amount realized from disposal of corporation.
property is part of your holding period.the coal or iron ore and its adjusted basis for

cost depletion (increased by certain expendi- Example.  If you bought an asset onThe stock must be issued to the individ-
tures not allowed as deductions for the tax June 18, 1994, you should start countingual taking the loss.  The ordinary loss de-
year). This amount is included on Form 4797 on June 19, 1994. If you sell the asset onduction is available only to the original owner
along with your other section 1231 gains and June 18, 1995, your holding period is notof this stock. To claim a deductible loss on
losses. more than 1 year, but if you sell it on Junestock issued to your partnership, you must

You are considered an owner if you own 19, 1995, your holding period is more thanhave been a partner when the stock was is-
or sublet an economic interest in the coal or 1 year.sued and remain so until the time of the loss.
iron ore in place. If you own an option only to Inherited property.  If you inherit prop-You add your distributive share of the part-buy the coal in place, you do not qualify as an erty that is a capital asset, your gain ornership loss to any individual loss you mayowner. In addition, this special gain or loss loss on any later disposition of the prop-

have on the stock before applying the ordi-treatment does not apply to income realized erty is treated as a long-term capital gain or
nary loss limits.by an owner who is a co-adventurer, partner, loss. You are considered to have held the

Stock distributed by the partnership.or principal in the mining of coal or iron ore. property for more than 1 year even if you
If the partnership distributes the stock to theThe expenses of making and administer- dispose of it within 1 year after the dece-
partners, the partners will not be able to treating the contract under which the coal or iron dent’s death.
any later loss on that stock as an ordinaryore was disposed of and the expenses of Installment sale.  The gain from an in-
loss.preserving the economic interest kept under stallment sale of a capital asset qualifying

For more information about the treatmentthe contract are not allowed as deductions in for long-term capital gain treatment in the
of losses on small business stock, see Chap-figuring taxable income. Rather, their total year of sale continues to be long term in

along with the adjusted basis is deducted ter 4 in Publication 550. later tax years. If it is short term in the year
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1) Your excess capital loss is more thanTable 23-2. Holding Period for Different Types of Acquisitions
the yearly limit, or

Type of acquisition: When your holding period starts: 2) The amount shown on line 35, Form
1040, is less than zero.

Stocks and bonds bought on Day after trading date you bought security. Ends on
a securities market trading date you sold security. If these situations apply to you in 1994,

complete the Capital Loss Carryover Work-
U.S. Treasury notes and If bought at auction, day after notification of bid sheet, provided in the instructions to
bonds acceptance. If bought through subscription, day after Schedule D (Form 1040), to figure thesubscription was submitted.

amount of your loss that you can carry over
to 1995.Nontaxable exchanges Day after date you acquired old property.

In 1995, you will treat the carryover loss
as if it occurred in that year. It will be com-Gift If your basis is giver’s adjusted basis, same day as giver’s
bined with any capital gains and losses youholding period began. If your basis is FMV, day after date
have in 1995, and any excess capital lossof gift.
will be subject to the limit for that year. Any
loss not used in 1995 will be carried over toReal property bought Generally, day after date you received title to the property.
1996. When you carry over a loss, it retains
its original character as either short term orReal property repossessed Day after date you originally received title to the property
long term.but does not include time between the original sale and

date of repossession. Example.  Bob and Gloria Sampson
sold property in 1994. The sale resulted in
a capital loss of $7,000. The Sampsons
had no other capital transactions. On theirof the sale, it continues to be short term Net Gain or Loss joint 1994 return, the Sampsons deductwhen payments are received in later tax
$3,000, the yearly limit. They had taxableThe totals for short-term capital gains andyears.
income of $2,000. The unused part of thelosses and the totals for long-term capitalNontaxable exchanges.  If you ac-
loss, $4,000 ($7,000 −$3,000), is carriedga ins  and losses must  be  f iguredquire an asset in exchange for another as-
over to 1995. The allowable $3,000 deduc-separately.set, your basis for the new asset is figured,
tion is considered used in 1994.First, combine your short-term capitalin whole or in part, by your basis in the old

If the Sampsons’ capital loss had beengains and losses. Do this by adding up allproperty, the holding period of the new
$2,000, it would not have been more thanyour short-term capital gains. Then add upproperty includes the holding period of the
the yearly limit. They would have no carry-all your short-term capital losses. Subtractold property. That is, it begins on the same
over to 1995.one total from the other. The result is yourday as your holding period for the old

Joint and separate returns.  On a jointnet short-term capital gain or loss.property.
return, the capital gains and losses of aNext, follow the same steps to combineCorporate liquidation.  The holding
husband and wife are figured as the gainsyour long-term capital gains and losses.period for property you receive in a liquida-
and losses of an individual. If you are mar-The result is your net long-term capitaltion generally starts on the day after you re-
ried and filing a separate return, your yearlygain or loss.ceive it if gain or loss is recognized.
capital loss deduction is limited to $1,500.Gifts. If you receive a gift of property
Neither you nor your spouse may deductand your basis in it is figured using the do- Net gain.  If the total of your capital gains is
any part of the other’s loss.nor’s basis, your holding period includes more than the total of your capital losses,

If you and your spouse once filed sepa-the donor’s holding period. See Publication the excess is taxable. This net gain is gen-
rate returns and are now filing a joint return,551. erally taxed at the same rate as your ordi-
you must both combine each of your capitalReal property.  To figure how long you nary income. However, the part that is not
loss carryovers. However, if you and yourheld real property, start counting on the day more than your net long-term capital gain is
spouse once filed jointly and are now filingafter you received title to it or, if earlier, the taxed at a rate no higher than 28%. See
separately, any capital loss carryover canday after you took possession of it and as- Maximum Tax Rate on Capital Gains, later.
be deducted only on the return of thesumed the burdens and privileges of
spouse who actually had the loss.ownership. Net loss.  If the total of your capital losses Death of taxpayer.  Capital losses can-However, taking delivery or possession is more than the total of your capital gains, not be carried over after a taxpayer’sof real property under an option agreement the excess is deductible. But there are lim- death. They are deductible only on the finalis not enough to start the holding period. its on how much loss you can deduct, and income tax return filed on the decedent’sThe holding period cannot start until there when you can deduct it. See Treatment of behalf. The capital loss limit discussed ear-is an actual contract of sale. The holding Capital Losses, next. lier still applies in this situation. Even if theperiod of the seller cannot end before that
loss is greater than the limit, the excesstime.
cannot be deducted by the decedent’s es-Treatment ofRepossession.  If you sell real prop-
tate or carried over to following years.erty but keep a security interest in it and Capital Losses

then later repossess it, your holding period
If your capital losses are more than your Corporations.  A corporation can deductfor a later sale includes the period you held
capital gains, you must deduct the excess capital losses only up to its capital gains. Inthe property before the original sale, as
even if you do not have ordinary income to other words, if a corporation has an excesswell as the period after the repossession.
offset it. The yearly limit on the amount of capital loss, it cannot deduct the loss in theYour holding period does not include the
the capital loss you can deduct is $3,000 current tax year. It carries the loss to othertime between the original sale and the re-
($1,500 if you are married and file a sepa- tax years and deducts it from capital gainspossession. That is, it does not include the
rate return). occurring in those years.period during which the first buyer held the

First, carry a net capital loss back 3property.
Capital loss carryover.  Generally, you years. Deduct it from any capital gain net
have a capital loss carryover if the following income for that year. If you do not deduct
situations apply to you: the full loss, carry it forward 1 year (2 years
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back) and then 1 more year (1 year back). If other words, you may only carry capital gain (the smaller of line 17 or 18 of
any loss remains, carry it over to future tax capital losses to years that would Schedule D, Form 1040) is 28%. Net capi-
years, 1 year at a time, for up to 5 years. otherwise have capital gain net tal gain is the excess of net long-term capi-
When you carry a net capital loss to an- income. tal gain for the year over the net short-term
other tax year, treat it as a short-term loss. capital loss for the year. To figure the tax onIf you carry capital losses from 2 or
It does not retain its original identity as long your net capital gain, see the Form 1040more years to the same year, de-
term or short term. instructions.duct the loss from the earliest year

However, if you elect to include any partExample.  In 1994, a corporation has a first. After you fully deduct that loss,
of a net capital gain from a disposition of in-net short-term capital gain of $3,000 and a deduct the loss from the next earli-
vestment property in investment income fornet long-term capital loss of $9,000. The est year, and so on.
figuring your investment interest deduction,short-term gain offsets some of the long- You cannot use a capital loss carried you must reduce the net capital gain eligi-term loss, leaving a net capital loss of from another year to produce or in- ble for the 28% rate by the same amount.$6,000. It treats this $6,000 as a short-term crease a net operating loss in the You make this election on Form 4952, lineloss when carried back or forward. year to which you carry it. 4e. For information on making this election,In 1991, the corporation had a net
see the instructions to Form 4952. For in-short-term capital gain of $8,000 and a net Refunds.  When you carry back a capi- formation on the investment interest de-long-term capital gain of $5,000. It sub- tal loss to an earlier tax year, refigure your duction, see Chapter 3 in Publication 550.tracts the $6,000 short-term loss from 1994 tax for that year. If your corrected tax is less

first from the net short-term gain. This re- than you originally owed, you may apply for
sults in capital gain net income for 1991 of a refund. File Form 1120X. 
$7,000. This consists of a net short-term
capital gain of $2,000 ($8,000 − $6,000)
and a net long-term capital gain of $5,000.

Rules for carryover and carryback. Maximum Tax Rate
When carrying a capital loss from one year on Capital Gains to another, the following rules apply:

When figuring this year’s net capital The 31%, 36%, and 39.6% income tax
loss, you cannot use any capital rates for individuals do not apply to net cap-
loss carried from another year. In ital gains. The maximum tax rate on a net
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of Assets Condemnations.  The gain or loss on con-
demnations (property condemned for pub-

❏ 551 Basis of Assets lic use) is treated as section 1231 gain or24.
loss if the property was held for more than 1❏ 559 Survivors, Executors, and
year. This includes business property andAdministratorsDispositions of capital assets held in connection with a
trade or business or transaction enteredForm (and Instructions)Depreciable into for profit, such as investment property.

❏ 4797 Sales of Business Property Property held for personal use is notProperty included.
For more information about condemna-

tions, see Chapter 26.
Casualty and theft gains and losses.

Section 1231 Property For casualty and theft gains and losses toIntroduction
receive section 1231 treatment, the prop-

Real property and depreciable or amortiza-If you dispose of depreciable or amortiza- erty must be held for more than 1 year.
ble personal property used in a trade orble property at a gain, you may have to These include casualty to or theft of busi-
business or held for the production of rentstreat all or part of the gain as ordinary ness property, property held for the pro-
or royalties and held more than 1 year isincome. duction of rents and royalties, and invest-
section 1231 property and subject to sec- ment property (such as notes and bonds).
tion 1231 treatment. Capital assets held inRecords.  To figure any gain that must be Insurance payments or other reimburse-
connection with a trade or business or areported as ordinary income, you must ment must be taken into account in arriving
transaction entered into for profit and sub-keep permanent records of the facts nec- at the net gain or loss. However, if your
jected to an involuntary conversion areessary to figure the amount of depreciation casualty or theft losses exceed your casu-
also section 1231 property if held moreor amortization that was allowed or allowa- alty or theft gains, neither the gains nor the
than 1 year.ble on your property. This includes the date losses are taken into account in the section

In a disposition of depreciable sectionand manner of acquisition, cost or other ba- 1231 computation.
1231 property, you figure any ordinary gainsis, depreciation or amortization, and all For more information on casualties and
from the deduction of depreciation first byother adjustments that affect basis. thefts, see Chapter 26.
using the rules discussed later under De-On any property you got in a nontaxable
preciation Recapture on Personal Propertyexchange or as a gift, your records must Treatment of gains and losses.  Com-

also indicate: or Depreciation Recapture on Real Prop- bine all gains and losses from the sale or
erty. Any remaining gain is included in the other disposition of section 1231 property1) Whether the adjusted basis was fig-
section 1231 computation in Part I of Form for the tax year. If your section 1231 gainsured using depreciation or amortiza-
4797. exceed your section 1231 losses, you havetion you claimed on other property,

a net section 1231 gain. If you have a netand
section 1231 gain, your gains and lossesProperty for sale to customers.  Property2) Whether the adjusted basis was fig- are treated as long-term capital gains ormainly for sale to customers or property in-ured using depreciation or amortiza- long-term capital losses, unless you havecludible in your inventory is not depreciabletion another person claimed. nonrecaptured section 1231 losses. (Seeproperty. If you believe that you will get
the next discussion.) If your section 1231back all, or nearly all, of your investment inCorporate distributions.  If the fair market losses exceed your section 1231 gains,it, by selling rather than by using it up invalue of depreciated property distributed to you have a net section 1231 loss. If youyour business, it is property that is mainlyshareholders is more than the adjusted ba- have a net section 1231 loss or your sec-for sale to customers. Thus, all cars ac-sis of that property, the corporation must tion 1231 gains and losses are equal, treatquired by a car dealer are treated as part ofreport ordinary income because of depreci- each item as an ordinary gain or loss.the dealer’s stock in trade unless the dealeration. This applies even though the distri- Recapture of net ordinary losses.  Acan clearly show that a vehicle was boughtbution, either as a dividend or in liquidation, net section 1231 gain is treated as ordinaryonly for business use (other than as a dem-might otherwise be nontaxable. income to the extent it does not exceedonstrator), and that its cost is believed to be
your nonrecaptured net section 1231recovered through depreciation rather thanTopics losses taken in prior years. Nonrecap-resale.

This chapter discusses: tured losses are the total of your net sec-
tion 1231 losses for your five most recent• Section 1231 property Real property or depreciable personal preceding tax years that have not yet been

property.  This property must be used in a• Depreciation recapture on personal applied (recaptured) against any net sec-
trade or business or held for the productionproperty tion 1231 gains in those years. Your losses
of rents or royalties, and held for more than• Depreciation recapture on real are recaptured beginning with the earliest
1 year, to qualify as section 1231 property.property year subject to recapture.
This includes amortizable section 197

Example.  Ashley, Inc., a graphic arts• Other dispositions intangibles.
company, is a calendar year corporation. In
1991, it had a net section 1231 loss ofUseful Items Leaseholds.  Leaseholds must be used in $8,000. For tax years 1993 and 1994, theYou may want to see: a trade or business and held for more than company has net section 1231 gains of

1 year to qualify as section 1231 property. $5,250 and $4,600, respectively. In figuringPublication
taxable income for 1993, Ashley treated its

❏ 526 Charitable Contributions Timber, coal, and iron ore.  Gain or loss net section 1231 gain of $5,250 as ordinary
from the cutting of timber and the disposal❏ 534 Depreciation income by recapturing $5,250 of its $8,000
of timber, coal, or domestic iron ore with a net section 1231 loss. In 1994, it applies its❏ 537 Installment Sales
retained economic interest, as described in remaining net section 1231 loss, $2,750

❏ 542 Tax Information on Chapter 23 under Timber and Coal and ($8,000 minus $5,250) against its net sec-
Corporations Iron Ore is subject to sect ion 1231 tion 1231 gain, $4,600. For 1994, the com-

treatment.❏ 544 Sales and Other Dispositions pany reports $2,750 as ordinary income
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and $1,850 ($4,600 minus $2,750) as long- structures such as oil and gas storage exchange or  convers ion of  the o ld
term capital gain. property.tanks, grain storage bins, silos, fractionat-

ing towers, blast furnaces, basic oxygen
furnaces, coke ovens, brick kilns, and coal Depreciation and amortization.  Depreci-
tipples are not treated as buildings. ation and amortization that must be recap-Depreciation tured as ordinary income include (but areStorage facility.  A storage facility is a

not limited to) the following items:facility used mainly for the bulk storage ofRecapture on
fungible commodities. To be fungible, a 1) Ordinary depreciation deductions;Personal Property commodity must be such that any one part

2) Amortization deductions for–may be used in place of another. Bulk stor-A gain on the disposition of section 1245
a) The cost of acquiring a lease,age means the storage of a commodity in aproperty is treated as ordinary income to

large mass before it is used. Stored materi- b) The cost of lessee improvements,the extent of depreciation allowed or allow-
als that vary in composition, size andable on the property. See Treatment of c) Pollution control facilities,weight are not fungible. One part cannot beGain, later.
used in place of another part and the d) Reforestation expenses,
materials cannot be estimated and re- e) Section 197 intangibles,Section 1245 property.  This property in-
placed by simple reference to weight, mea-cludes any property that is or has been f) Child care facility expenditures madesure, and number.subject to an allowance for depreciation or before 1982, andThus, if a facility is used to store or-amortization and that is:

g) Franchises, trademarks, and tradeanges that have been sorted and boxed, it
1) Personal property (either tangible or names acquired before August 10,is not used for bulk storage. The storage of

intangible), 1993;different grades and forms of aluminum
2) Other tangible property (except build- scrap is not bulk storage of fungible 3) The section 179 expense deduction;

ings and their structural components) commodities.
4) Deductions for—used as:

a) The cost of removing barriers to thea) An integral part of manufacturing, Treatment of Gain disabled and the elderly,production, or extraction or of fur- The amount of gain treated as ordinary in-
nishing transportation, communica- b) Tertiary injectant expenses, andcome on the sale, exchange, or involuntary
tions, electricity, gas, water, or sew- c) Depreciable clean-fuel vehicles andconversion of section 1245 property, in-
age disposal services, refueling property; andcluding a sale and leaseback transaction,

b) A research facility in any of the ac- is limited to the lower of: 5) The amount of any basis reduction for
tivities in (a) above, or the investment credit (less the amount1) The depreciation and amortization

c) A facility in any of the activities in (a) of any basis increase for any credittaken on the property (the recomputed
for the bulk storage of fungible recapture).basis of the property minus the ad-
commodities. justed basis of the property), or

Example.  In February 1992, you pur-3) That part of real property (not included 2) The gain realized on the disposition
chased and placed in service for 100% usein (2)) having an adjusted basis that (the amount realized from the disposi-
in your business a light-duty truck (5–yearwas reduced by certain amortization tion minus the adjusted basis of the
property) with an original basis of $10,000.deductions (including those for certi- property).
You file your return on a calendar year. Youfied pollution control facilities, removal
use the half-year convention and figureof architectural and transportation bar- For any other disposition of section 1245
your MACRS deductions for the truck wereriers to persons with disabilities and property, ordinary income is the lower of (1) $2,000 in 1992 and $3,200 in 1993. Youthe elderly, reforestation expenditures, above or the amount by which its fair mar- did not take the section 179 deduction onor child-care facilities) or a section 179 ket value exceeds its adjusted basis. See the truck. The MACRS deduction in 1994,deduction, Other Dispositions, later. the year of sale, is $960 (1/2 of $1,920).4) Single purpose agricultural (livestock)
You sell the truck in May 1994 for $7,000.or horticultural structures, or Recomputed basis.  The recomputed ba- Your adjusted basis is $3,840 ($10,000 −

sis of your section 1245 property is the total5) Storage facilities (except buildings and $6,160). Your recomputed basis is $10,000
of its adjusted basis plus depreciation andtheir structural components) used in ($3,840 + $6,160). The amount you treat
amortization adjustments (allowed or al-distributing petroleum or any primary as ordinary income is the lower of the
lowable) reflected in the adjusted basis.product of petroleum. following:
These include adjustments:

Recomputed basis ($10,000) minus theBuildings and their structural com- On property you exchanged for, or con- adjusted basis ($3,840), or $6,160,ponents.  Section 1245 property does not verted to, your section 1245 prop- orinclude buildings and structural compo- erty in a like-kind exchange or invol-
Amount realized ($7,000) minus thenents. Do not include structures that are untary conversion, and

adjusted basis ($3,840), or $3,160.essentially items of machinery or equip-
Allowed or allowable to a previousment as buildings and structural compo-

owner, if your basis is determined The lower of these two amounts,nents. Nor do you include a structure that
with reference to that person’s ad- $3,160, is the amount of gain treated as or-houses property used as an integral part of
justed basis. dinary income. Figure this amount in Partan activity, if the structure’s use is so

III, Form 4797.closely related to the property’s use that
Property received in an exchange orthe structure can be expected to be re-

conversion.  If you received property in aplaced when the property it initially houses Depreciation on ‘‘other tangible prop-
like-kind exchange or involuntary conver-is replaced. The fact that the structure is erty’’.  You must take into account depreci-
sion, the recomputed basis of that propertyspecially designed to withstand the stress ation during periods when the property was
includes a depreciation or amortization ad-and other demands of the property and not used as an integral part of an activity or
justment taken on the old property you ex-cannot be economically used for other pur- did not constitute a research or storage fa-
changed or converted. This adjustment isposes indicates that it is closely related to cility, as described earlier under Section
reduced by any gain you recognized on thethe use of the property it houses. Thus, 1245 property.
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For example, if depreciation deductions Normal retirement.  The normal retire- The ordinary income rules for gains on
section 1250 property dispositions do nottaken on cer ta in  s torage fac i l i t ies ment of section 1245 property in multiple
apply if:amounted to $10,000, of which $6,000 is asset accounts does not require recogni-

from the periods before their use in a pre- tion of gain as ordinary income because of
1) You figure depreciation for the prop-

scribed business activity, you must use the depreciation if your method of accounting erty using the straight line method or
entire $10,000 in determining ordinary in- for asset retirements does not require rec- any other method that does not result
come because of depreciation. ognition of that gain. in depreciation in excess of the

amount that is figured by the straight
Depreciation allowed or allowable.  The Section 1231 gain.  Any gain realized that line method, and you have held the
greater of the depreciation allowed or al- is more than the ordinary income part is a property more than a year,
lowable is generally the amount to use in section 1231 gain. As such, it is subject to

2) You realize a loss on the sale, ex-figuring the part of gain to report as ordi- the rule on nonrecaptured net section 1231
change, or involuntary conversion ofnary income. If, in prior years, you have losses for determining whether all or part of
the property,consistently taken proper deductions the section 1231 gain is treated as long-

under one method, the amount allowed for term capital gain or ordinary income. See 3) You dispose of residential low-income
your prior years will not be increased even Treatment of gains and losses, under Sec- rental property that you held for 162/3
though a greater amount would have been tion 1231 Property earlier. years (i.e., 16 years, 8 months) or
allowable under another proper method. If more. (For low-income rental housing
you did not take any deduction at all for de- on which the special 60–month depre-
preciation, your adjustments to basis for ciation for rehabilitation expenditures
depreciation allowable are figured by using Depreciation was allowed, the 162/3 years starts
the straight line method. when the rehabilitated property isRecapture onThis treatment applies only when figur- placed in service.),
ing what part of gain is treated as ordinary Real Property 4) You chose the alternate ACRSincome under the rules for section 1245 de-

method for the types of 15–, 18–, orpreciation recapture. A gain on the disposition of section 1250
19–year real property covered by theproperty is treated as ordinary income to
section 1250 rules (discussed earlier),the extent of additional depreciation al-Section 1245 property and other prop-
orlowed or allowable on the property. To de-erty in the same disposition.  A sale or

termine the additional depreciation on sec-other disposition may involve a combina- 5) You dispose of residential rental prop-
t ion 1250 property ,  see Addi t ionaltion of section 1245 property and other erty or nonresidential real property
Depreciation, later.property. To figure the gain or loss on each placed in service after December 31,

item, the total amount realized must be al- 1986 (or after July 31, 1986, if the
located among the section 1245 property election to use MACRS was made).Section 1250 property.  Section 1250
and the other property in proportion to each These properties are depreciated us-property includes all real property that is
item’s fair market value. If a buyer and ing the straight line method.subject to an allowance for depreciation
seller have adverse interests, their arm’s- and that is not and has never been section
length agreement setting values for the 1245 property or section 1245 recovery Gain treated as ordinary income.  To find
items will establish the allocation. Special property. It includes a leasehold of land or what part of the gain is treated as ordinary
allocation rules apply to the sale of a group section 1250 property that is subject to an income, follow these steps:
of assets that can be a trade or business. allowance for depreciation.

1) In a sale, exchange, or involuntarySee Allocating the Basis in Chapter 6. If, because of a change in its use, sec-
conversion of the property, figure theLosses cannot be used to offset gains to tion 1250 property becomes section 1245
excess of the amount realized over thereport a combined gain or loss for section property in the hands of a taxpayer, it may
adjusted basis of the property (in any1245 property. never again be treated as section 1250
other disposition of the property, figureproperty by that taxpayer.
the excess of fair market value overMultiple asset accounts.  In figuring ordi- Generally, the deductions taken under
adjusted basis),nary income because of depreciation, you ACRS are treated as ordinary income

may treat any number of units of section under section 1245, except for deductions 2) Figure the additional depreciation for
1245 property in a single depreciation ac- taken on the following properties, which the periods after 1975, and
count as one item if the total ordinary in- are treated as section 1250 property if the

3) Multiply the smaller of (1) or (2) by thecome because of depreciation figured by property was placed in service before
applicable percentage (discussedusing this method is not less than it would 1987:
later).be if depreciation on each unit were figured

1) 15–year, 18–year, or 19–year real If any gain is left after following thisseparately.
property and low-income housing that procedure (that is, if (1) is more than

Example.  In one transaction you sold is residential rental property, (2)), then:
50 machines, 25 trucks, and certain other

2) 15–year, 18–year, or 19–year real 4) Figure the additional depreciation forproperty that was not section 1245 prop-
property and low-income housing that the periods after 1969 and beforeerty. All of the depreciation was recorded in
is used mostly outside the United 1976,a single depreciation account. After divid-
States,ing the total received among the various 5) Multiply the smaller of the remaining

assets sold, you figured that each unit of 3) 15–year, 18–year, or 19–year real gain ((1) less (2)) or (4) by the applica-
section 1245 property was sold at a gain. property and low-income housing on ble percentage (as discussed later),
You may figure the ordinary income be- which the alternate ACRS method of and
cause of depreciation as if the 50 machines depreciation is taken, and

6) Add the results from (3) and (5) to ar-and 25 trucks were one item.
4) Low-income property. rive at the gain that is to be treated asHowever, if 5 of the trucks had been

ordinary income.sold at a loss, only the 50 machines and 20
For more information on ACRS 15–of the trucks could be treated as one item in

year, 18–year, and 19–year property, getdetermining the ordinary income because You use Part III, Form 4797 to figure the or-
Publication 534.of depreciation. dinary income part of section 1250 gain.
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Special rule for corporations.  Corpora- amount to use in figuring the part of gain to longer available unless the expenditures
tions, other than S corporations, have an be reported as ordinary income. If you can were incurred under a binding contract, or if
additional amount to recognize as ordinary show that the deduction allowed for any tax rehabilitation began, before 1987.
income on the sale or other disposition of year was less than the amount allowable, If the property is held 1 year or less after
section 1250 property. The additional the smaller figure will be the depreciation the expenses are incurred, the entire spe-
amount treated as ordinary income is 20% adjus tment  fo r  f igur ing  add i t iona l cial depreciation adjustment is treated as
of the excess of the amount that would depreciation. additional depreciation. If the property is
have been ordinary income if the property held more than 1 year after the expenses
were section 1245 property over the Retired or demolished property.  The ad- are incurred, the additional depreciation is
amount treated as ordinary income under justments reflected in adjusted basis gen- the excess of the special depreciation ad-
section 1250. Report this additional ordi- erally do not include deductions for depre- justments from the rehabilitation expendi-
nary income on line 28(f) of Form 4797, ciation on retired or demolished parts of tures over the adjustments that would have
Part III. section 1250 property, unless these deduc- resulted if the straight line method, normal

tions are reflected in the basis of replace- useful life, and salvage value had been
ment property that  is  sect ion 1250 used.Additional Depreciation 
property.

If you hold section 1250 property longer
Example.  If a wing of a building is to-than 1 year, the additional depreciation is Applicable Percentage tally destroyed by fire, the depreciation ad-the excess of actual depreciation adjust- The applicable percentage used to figurejustments figured in the adjusted basis ofments over the depreciation figured using the amount taxable as ordinary income be-the building after the wing is destroyed dothe straight line method. Treat any basis re- cause of additional depreciation dependsnot include any deductions for depreciationduction for investment credit as part of your on whether the real property you disposedon the destroyed wing unless it is replacedactual depreciation adjustment. (See De- of is nonresidential real property, residen-and the adjustments for depreciation on itpreciation and amortization, earlier.) tial rental property, or low-income housing.are reflected in the basis of the replace-Figure straight line depreciation for The applicable percentage for low-incomement property.ACRS real property by using its 15–, 18–, housing is discussed in Chapter 4 of Publi-

or  19–year recovery per iod as the cation 544. The applicable percentages forUseful life and salvage value.  The usefulproperty’s useful life. nonresidential real property and residentiallife and salvage value you use to figure theThe straight line method is applied with- rental property are as follows.amount that would have been the depreci-out any basis reduction for investment
ation if you had used the straight linecredit.
method are the same as those you used Nonresidential real property.  For realIf you hold section 1250 property for 1
under the depreciation method you actually property, that is not residential rental prop-year or less, all of the depreciation is addi-
used. Salvage value and useful life are not erty, the applicable percentage for periodstional depreciation.
used for either ACRS or MACRS methods after 1969 is 100%. For periods beforeYou will have additional depreciation if of depreciation. If you did not use a useful 1970, the applicable percentage is zero.you use the regular ACRS method, the de- life under the depreciation method you No ordinary income will result on its dispo-clining balance method, the sum-of-the- chose (such as with the units-of-production sition because of additional depreciationyears-digits method, the units-of-produc- method), or if you did not take salvage before 1970.tion method, or any other method of rapid value into account (such as with the declin-

depreciation. You also have additional de- ing balance method), the useful life or sal- Residential rental property.  For residen-preciation if you elect amortization, other vage value for figuring what would have tial rental property (80% or more of thethan amortization on real property that been the straight line depreciation is the gross income is from dwelling units) otherqualifies as section 1245 property, dis- useful life and salvage value you would than low-income housing, the applicablecussed earlier. have used under the straight line method. percentage for periods after 1975 is 100%.
For residential rental property, the applica-Depreciation taken by other taxpayers Property held by lessee. If a lessee ble percentage for periods before 1976 isor on other property.  Additional depreci- makes a leasehold improvement, the lease zero. Therefore, no ordinary income will re-ation includes all depreciation adjustments period for figuring what would have been sult from a disposition of residential rentalto the basis of section 1250 property, the straight line depreciation adjustments property because of additional deprecia-whether allowed or allowable to you or an- and for figuring the additional depreciation tion before 1976.other person (as for carryover basis includes all renewal periods. This cannot

property). extend the period taken into account to a
Example.  Larry Johnson gives his son period which exceeds the remaining useful

section 1250 property on which he took life of the improvement. This same rule ap- Installment Sales
$2,000 in depreciation deductions, of plies to the cost of acquiring a lease.

If you report the sale of property under thewhich $500 is additional depreciation. Im- Renewal period.  The term ‘‘renewal
installment method, any depreciation re-mediately after the gift, the son’s adjusted period’’ means any period for which the
capture under section 1245 or 1250 is taxa-basis in the property is the same as his fa- lease may be renewed, extended, or con-
ble as ordinary income in the year of sale,ther’s and reflects the $500 additional de- tinued under an option exercisable by the
even if no payments are received in thatpreciation. On January 1 of the next year, lessee. However, the inclusion of renewal
year. If the gain is more than the deprecia-after taking depreciation deductions of periods cannot extend the lease by more
tion recapture income, report the remain-$1,000 on the property, of which $200 is than two-thirds of the period that was the
der of the gain using the rules of the install-additional depreciation, the son sells the basis on which the actual depreciation ad-
ment method. For this purpose, add theproperty. At the time of sale, the additional justments were allowed.
recapture income to the property’s ad-depreciation is $700 ($500 allowed the fa-
justed basis.ther plus $200 allowed the son). Rehabilitation expenditures.  A part of

If you dispose of more than one assetthe special 60–month depreciation adjust-
in a single transaction, you must separatelyDepreciation allowed or allowable.  The ment allowed for rehabilitation expendi-
figure the gain on each asset so that it maygreater of depreciation allowed or allowa- tures incurred in connection with low-in-
be properly reported. To do this, allocateble (to any person who held the property if come ren ta l  hous ing  is  add i t iona l
the selling price and the payments you re-the depreciation was used in figuring its ad- depreciation. After 1986, the special 60–
ceive in the year of sale to each asset. Anyjusted basis in your hands) is generally the month treatment of expenditures is no
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depreciation recapture income must be re- section 1231 gain) that would have re- rules explained earlier (see Depreciation
sulted had the property been sold. Forported in the year of sale before using the Recapture on Personal Property ), is lim-
more information, see Giving Property Thatinstallment method for any remaining gain. ited to the sum of:
Has Increased in Value in Publication 526,For more information, see Chapter 25. 1) The gain that must be included in in-
Charitable Contributions. come under the rules for like-kind ex-

changes or involuntary conversions,Bargain sale to charitable organization.
plusOther Dispositions A bargain sale is a sale or exchange of

2) The fair market value of the like-kind,property to a charitable organization forThis section discusses the tax treatment of
similar, or related property other thanless than its fair market value. It results in atransfers of depreciable property by gift, at
depreciable personal property ac-transaction that is partly a sale or exchange

death, in like-kind exchanges, and in invol-
and partly a charitable contribution. A spe- quired in the transaction.

untary conversions. It also explains how to cial computation must be made to figure: 1)
handle a single transaction involving a the gain from the part of the transaction Example.  You bought a new machinecombination of depreciable property and that is a sale, and 2) the amount of any de- for $4,300 plus your old machine, for whichother property. ductible charitable contribution. The ad- you were allowed a $1,360 trade-in. The

justed basis of the property must be divided old machine cost you $5,000 two years
between the part sold and the part given toGifts ago. You took depreciation deductions of
charity. See Allocation of basis, underIf you make a gift of depreciable personal $3,950. Even though you deducted depre-
Other Dispositions in Chapter 4 of Publica-property or real property, you are not re- ciation of $3,950, the $310 gain ($1,360
tion 544.quired to report income on the transaction. trade-in allowance less $1,050 adjusted

If a deduction for the contribution is notHowever, if the person who receives it (do- basis) is not reported because it is ex-
allowable, the transaction is treated as anee) sells or otherwise disposes of the cluded under the rules for like-kind ex-
regular sale. In that case, any gain is fig-property in a disposition that is subject to changes and you received only deprecia-
ured (without allocation of basis) in the nor-recapture, the donee must take into ac- ble personal property in the exchange.
mal manner (selling price less adjusted ba-count the depreciation you deducted in fig-
sis of entire property).uring the gain to be reported as ordinary Depreciable real property.  If you have aFor more information about charitableincome. gain from either a like-kind exchange or ancontributions, see Publication 526.

For low-income housing, the donee involuntary conversion of your depreciable
must take into account the donor’s holding real property, the amount to be reported as

Transfers at Deathperiod to figure the applicable percentage. ordinary income because of additional de-
When a taxpayer dies, no gain is reportedUnder Depreciation Recapture on Real preciation, figured under the rules ex-
on depreciable personal property or realProperty, in Chapter 4 of Publication 544, plained earlier (see Depreciation Recap-
property that is transferred to his or her es-see Applicable Percentage, and its discus- ture on Real Property), is limited to the
tate or beneficiary. For information on thesion on low-income housing. larger of:
tax liability of a decedent, see Publication

1) The gain that must be reported under559.Disposition part gift and part sale or ex- the rules for like-kind exchanges or in-However, if the taxpayer disposed ofchange.  If you transfer depreciable per- voluntary conversions, plus the fairthe property while alive and, because of hissonal property or real property for less than market value of stock bought as re-or her method of accounting or for anyits fair market value, the transaction is con- placement property in acquiring con-other reason, the gain from the dispositionsidered to be partly a gift and partly a sale trol of a corporation, oris reportable by the estate or beneficiary, itor exchange. If this transaction resulted in
must be reported in the same way the de- 2) The gain you would have had to reportyour having a gain because the amount re-
cedent would have been required to report as ordinary income because of addi-alized is more than your adjusted basis,
it if he or she were still alive. tional depreciation had the transactionyou must report ordinary income (up to the

Ordinary income due to depreciation been a cash sale, less the cost (or fairamount of gain) to recapture depreciation,
must be reported on a transfer from an ex- market value in an exchange) of theas discussed earlier in this chapter. If the
ecutor, administrator, or trustee to an heir, depreciable real property acquired.depreciation (additional depreciation, if
beneficiary, or other individual, if the trans-section 1250 property) is more than the
fer is a sale or exchange on which gain is The ordinary income not reported forgain, the balance is carried over to the
realized. the year of the disposition is carried over totransferee, to be taken into account on any

the depreciable real property acquired inlater disposition of the property. However,
the like-kind exchange or involuntary con-Like-Kind Exchanges andsee Bargain sale to charitable organiza-
version as additional depreciation from thetion, later. Involuntary Conversions 
property disposed of. Further, to figure the

A like-kind exchange of your depreciable applicable percentage of the additional de-Gift to charitable organization.  If you property, or an involuntary conversion of preciation on low-income housing to begive property to a charitable organization, the property into similar or related property treated as ordinary income, consider theyou figure your deduction for your charita- will not result in your having to report ordi- holding period as starting over for the newble contribution by reducing the fair market nary income because of depreciation un-
property.value of the property by the ordinary in- less money or property other than like-kind,

come and short-term capital gain that Example.  The state paid you $116,000similar, or related property is also received
would have resulted had you sold the prop- when it condemned your depreciable realin the transaction. For information on like-
erty at its fair market value at the time of the property for public use. You bought otherkind exchanges and involuntary conver-
contribution. Thus, your deduction for de- real property similar in use to the propertysions, see Chapter 22.
preciable real or personal property given to condemned for $110,000 ($15,000 for de-
a charitable organization does not include preciable real property and $95,000 forDepreciable personal property.  If you
the  po ten t ia l  o rd inary  ga in  f rom land). You also bought stock for $5,000 tohave a gain from either a like-kind ex-
depreciation. get control of a corporation owning prop-change or an involuntary conversion of

You also may have to reduce the fair erty similar in use to the property con-your depreciable personal property, the
market value of the contributed property by demned. You chose to postpone the tax onamount to be reported as ordinary income
the long-term capital gain (including any the gain. If the transaction had been a salebecause of depreciation, figured under the
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for cash only, under the rules of this chap- $10,000 is ordinary income because of ad- the fair market value of the depreciable per-
ditional depreciation but is not reported be- sonal property acquired and, second (to theter, $20,000 would be reportable as ordi-
cause of the special rule for involuntary extent of any remaining balance), the fairnary income because of  addi t ional
conversions of depreciable real property. market value of the other property acquired.depreciation.
The basis of the property bought is The amount allocated to the other propertyThe ordinary income to be reported is
$30,000, figured and allocated as follows: disposed of is treated as consisting of the fair$6,000, which is the larger of:

market value of all property acquired that has1) The tentative basis of depreciable real1) The gain that is required to be re- not already been taken into account.property is $32,000 (cost of $42,000ported under the rules for involuntary If you dispose of and acquire deprecia-less $10,000 ordinary income not re-conversions, $1,000 ($116,000 − ble real property and other property in aquired to be reported).$115,000), plus the fair market value like-kind exchange or involuntary conver-
2) The tentative basis of depreciable realof stock bought as qualified replace- sion, the amount realized that is allocated to

property plus the cost of other propertyment property, $5,000, for a total of each of the three types of property (deprecia-
(land) is $80,000 ($32,000 plus$6,000, or ble real property, depreciable personal prop-
$48,000). erty, or other property) is treated as consist-2) The gain you would have had to report

3) Subtract from the $80,000 figured in ing of, first, the fair market value of that typeas ordinary income because of addi-
(2) the $50,000 excess of the $60,000 of property acquired and, second (to the ex-tional depreciation ($20,000) had this
gain realized on which tax is post- tent of any remaining balance), any excesstransaction been a cash sale, less the
poned over the $10,000 gain that fair market value of the other types of prop-cost of the depreciable real property
would have been recognized as ordi- erty acquired. (If the excess fair market valuebought ($15,000), or $5,000.
nary income because of additional de- is more than the remaining balance of the
preciation that is not required to be re- amount realized and is from both of the otherBasis of real property acquired in in-
ported. The difference is $30,000. two types of property, you can apply the ex-voluntary conversions. If only deprecia-

cess in any manner you choose.)4) Allocate the result in (3) to each prop-ble real property is acquired to replace de-
Example.  A fire destroyed your propertyerty in proportion to its cost, as listed inpreciable real property in an involuntary

having a total fair market value of $50,000(2).conversion in which gain is realized, and
and consisting of machinery worth $30,000tax on the gain is postponed under the
and nondepreciable property worth $20,000.rules for involuntary conversions, the basis Depreciable real property
You received an insurance payment of($32,000 ÷ $80,000) × $30,000 = $12,000of the replacement property is its cost less
$40,000 and immediately used it withthe gain on which tax is postponed. If the Other property (land)
$10,000 of your own funds (or a total of($48,000 ÷ $80,000) × $30,000 = $18,000replacement consists of more than one
$50,000) to buy machinery with a fair marketpiece of depreciable real property, the cost

The amount of gain that would have been value of $15,000 and nondepreciable prop-of each piece is reduced by an allocable recognized as ordinary income but that was erty with a fair market value of $35,000. Thepart of the gain. not required to be reported ($10,000) is car- adjusted basis in the machinery was $5,000However, if the replacement property ried over as additional depreciation to the de- and your depreciation on it was $35,000.consists of both depreciable real prop- preciable real property that was bought, and You choose under the rules discussed inerty and other property, the basis must may be taxed as ordinary income on a later Chapter 26 to postpone the tax on your gainbe figured as follows: disposition. arising from the involuntary conversion. You
1) Figure a tentative basis for the depre- must report $9,000 as ordinary income be-

ciable real property by subtracting cause of depreciation arising from this trans-Depreciable Property
from its cost the ordinary income be- action, figured as follows —and Other Propertycause of additional depreciation that is

in One Transaction not required to be reported. If more 1)  The $40,000 insurance payment must be
than one piece of depreciable real allocated between the machinery and theIf you dispose of both depreciable property
property is acquired, the tentative ba- other property destroyed in proportion to theand other property in a single transaction
sis must be allocated to each piece in fair market value of each. Therefore, theand realize a gain, you must allocate the
proportion to its cost. amount al located to the machinery isamount realized between the two types of

$30,000/$50,000 of $40,000, or $24,000,property in proportion to their respective fair2) Add the tentative basis figured in (1) to
and the amount allocated to the other prop-market values to figure the part of your gainthe cost of the other property acquired.
erty is $20,000/$50,000 of $40,000, orto be reported as ordinary income because

3) Subtract from the total in (2), the ex- $16,000. Your gain on the involuntary con-of depreciation. Special rules may apply to
cess of the gain realized on which tax version of the machinery is $24,000 lessthe allocation of the amount realized on the
is postponed over the gain that would $5,000 adjusted basis, or $19,000.sale of a business that includes a group of
have been recognized as ordinary in- assets. See Sale of a Business in Chapter 2
come because of additional deprecia- 2)  The $24,000 allocated to the machineryof Publication 544.
tion but that is not required to be disposed of is treated as consisting of theIn general, if a buyer and seller have ad-
reported. $15,000 fair market value of the replacementverse interests as to the allocation of the

machinery bought and $9,000 of the fair mar-amount realized between the depreciable4) Allocate the amount obtained in (3) to
ket value of other property bought in theproperty and other property, any arm’s-each asset in proportion to its cost, as
transaction. All of the $16,000 allocated tolength agreement between them will estab-listed in (2).
the other property disposed of is treated aslish the allocation.
consisting of the fair market value of the

Example.  John Adams gets a $90,000 other property that was bought.Like-kind exchanges and involuntary
fire insurance payment for depreciable real conversions.  In a like-kind exchange or in-
property (office building) with an adjusted voluntary conversion, if both depreciable 3)  Your potential ordinary income because
basis of $30,000. He uses the whole pay- personal property and other property (other of depreciation is $19,000, the gain on the
ment to buy property similar in use, spend- than depreciable real property) are disposed machinery, because it is less than the
ing $42,000 for depreciable real property of and both types are also acquired in the $35,000 depreciation. However, the amount
and $48,000 for land. He chooses to post- transaction, the amount realized that is allo- you must report as ordinary income is limited
pone tax on the $60,000 gain realized on cated to the depreciable personal property to the $9,000 included in the amount you re-
the involuntary conversion. Of this gain, disposed of is treated as consisting of, first, alized for the machinery that represents the
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fair market value of property other than the
depreciable property you bought.
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1) Return of your investment (basis) in the purposes. This also applies to real property
property sold, held for sale to customers in the ordinary25. course of the trade or business. However,2) Gain on the sale, and

this does not apply to a sale on the install-
3) Interest. ment plan of any property used or producedInstallment Sales

in the trade or business of farming.
You are taxed only on the part of each Special rule.  Dealers of timeshares and

payment that represents interest and your residential lots can report sales using the in-
profit on the sale. In this way, the installment stallment method if they elect to pay a spe-
method of reporting income relieves you of cial interest charge. For more information,Introduction
paying tax on income that you have not yet see section 453(l) of the Internal RevenueSome  sales are made under arrangements collected. However, for a sale of depreciable Code.that provide for part or all of the selling price property, you must report in the year of sale

to be paid in a later year. These sales are any depreciation recapture income up to the
called ‘‘installment sales.’’ amount of the gain. Only the gain in excess

The buyer’s ‘‘installment obligation’’ to Death of seller.  If an installment obligationof the recapture amount is taken into account
make future payments to you might be in the is transferred as a result of the death of theunder the installment method.form of a deed of trust, note, land contract, seller (or other holder of the obligation), theFor more information on installment salesmortgage, or other evidence of the buyer’s transfer is not treated as a disposition of thethan is given in this chapter, see Publicationindebtedness to you. The rules discussed in

obligation. Any unreported gains from the in-537.this chapter apply regardless of the form of
stallment obligation are not treated as in-the installment obligation.
come to the decedent. This means that who-Sale at a loss.  If your sale results in a loss,
ever receives the obligation as a result of theyou may not use the installment method. IfTopics seller’s death is taxed on the payments in thethe loss is on an installment sale of businessThis chapter discusses:
same way as the seller would have been ifassets, you can deduct it only in the tax year

• Installment method the seller had lived to receive the payments.of sale. You cannot deduct a loss on the sale
However, if the installment obligation isof property owned for personal use.• Figuring installment sale income

canceled, becomes unenforceable, or is• Installment payments
transferred to the buyer, it is treated as a dis-Installment sale form.  Each year, including

• Single sale of several assets position. The estate of the seller must figurethe year of sale, report your income from an
gain or loss on the disposition. See Disposi-• Unstated interest installment sale on Form 6252. Attach this
tions of Installment Obligations, later.form to your tax return.• Dispositions of installment obligations

Capital assets.  If you sell property that
• Repossessions is a capital asset, each year you must include

the capital gain part of the installment pay-
Electing out. You must report an installmentUseful Items ments in your net gain or loss from the sale
sale using the installment method unless youYou may want to see: or exchange of capital assets. If your gain
elect not to use that method. If you make thisfrom an installment sale qualified for long-
election, you will generally report the entirePublication term capital gains treatment in the year of
gain in the year of sale, even though you willsale, it will continue to qualify in later tax❏ 523 Selling Your Home not be paid all of the selling price until later.years when you receive and report the gain

❏ 537 Installment Sales You then do not have to report any gain fromfrom the installment payments. This gain is
the payments you receive in later years.reported on Schedule D (Form 1040). See

Form (and Instructions) If you want to make this election, do notChapter 27.
report your sale on Form 6252. Instead, re-❏ Sch D (Form 1040) Capital Gains Business property.  Taxable gain from
port the full amount of the gain on Scheduleand Losses payments you receive each year on an in-
D (Form 1040) or Form 4797, whichever isstallment sale of business property is in-❏ 4797 Sales of Business Property
appropriate. See the instructions for Sched-cluded with certain other gains and losses

❏ 6252 Installment Sale Income ule D and Form 4797 for information on re-from business property. Your gain from the
porting your gain.sale of business property you held for more

When to elect out.  Make the electionthan one year may be reported as capital
not to have the installment method apply bygain in some years and as ordinary gain in
the due date, including extensions, for filingother years. If you sell depreciable or amor-Installment Method  
your tax return for the year the sale takestizable property, you report depreciation re-

An installment sale is a sale of property place. Once made, the election generallycapture income in the year of sale up to the
where one or more payments are received cannot be changed. However, you can applyamount of the gain. See Chapter 24.
after the close of the tax year. If you finance to revoke your election not to use the install-
the buyer’s purchase of your own property, ment method. A revocation of the electionStock or securities.  If you use the cash ba-instead of having the buyer get a loan or will not be permitted when one of its pur-sis method of accounting, you cannot usemortgage, you probably have an installment

poses is to avoid federal income tax, or whenthe installment method to report the sale ofsale. However, it is not an installment sale if
the tax year in which any payment was re-stock. You must report the sale of stock orthe buyer borrows the money from a third
ceived has closed.securities traded on an established securi-party and then pays you the total selling

ties market in the year in which the trade date You may qualify for an automatic exten-price.
falls. sion of six months from the due date of theYou generally report your gain on an in-

return, excluding extensions, to make thisstallment sale only as you actually receive
election. See Revenue Procedures 92-85Dealer sales.  Sales of personal property bythe payments. It does not matter whether
and 93-28 for more information. You cananyone who regularly sells or otherwise dis-you use the cash method or an accrual

poses of property of the same type on the in- read the full text of these revenue proce-method of accounting. Each payment you re-
stallment plan cannot be reported on the in- dures at most IRS offices and at many publicceive on an installment sale usually consists
stallment method for federal income tax libraries.of three parts:
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Basis.  Basis is a way of measuring your in- income can be reported on the installment
vestment in the property you are selling. It is method. For more information on the sectionFiguring Installment
defined and discussed in Chapter 6. The way 179 deduction, see Section 179 Deduction in

Sale Income you figure basis depends on how you first ac- Chapter 13.
quired the property. The basis of property For more information on the section 179A

Each year that you receive payment, you in- you bought is usually its cost to you. The ba- deduction, see Chapter 15 in Publication
clude in income the interest part of the pay- sis of property you inherited, got as a gift, 535.  See Chapter 24 for more information on
ment as well as the part of the payment that built yourself, or received in a tax-free ex- depreciation recapture.
is your gain. You do not include in income the change is figured differently. While you own
part of the payment that is the return of your personal use property, various events may Sale of home.  If you sell your home, youbasis in the property. change your original basis in the property. may be able to postpone or exclude all or

Some events, such as additions or perma- part of the gain on the sale. See Publication
Interest income.  You must report all inter- nent improvements, increase basis. Others, 523. If the sale is an installment sale, any
est as ordinary income. Interest is generally such as deductible casualty losses, de- gain you postpone or exclude is not taken
not included in a downpayment. However, crease basis. The result is called adjusted into account. Therefore, you figure your
you may have to treat part of each later pay- basis. gross profit percentage by including in gross
ment as interest, even if it is not called inter- The adjusted basis plus selling expenses profit only the part of the gain not postponed
est in your agreement with the buyer. See and depreciation recapture income is re- or excluded.
Unstated Interest, later. ferred to in this chapter as the installment Seller-financed mortgages.  If you fi-

sale basis. nance the sale of your home to an individual,
Gain.  The rest of each payment is treated as special reporting procedures apply.
if it were made up of two parts. One part is a Gross profit. For an installment sale, gross When reporting the interest income, you
return of your investment (basis) in the prop- profit is the amount of gain you report on the must report the name, address, and social
erty you sold. The other part is your gain. The installment method. security number of the buyer on line 1 of ei-
gain is capital gain if the property you sold To figure your gross profit, subtract your ther Schedule B (Form 1040) or Schedule 1
was a capital asset. However, if you took de- installment sale basis from the selling price. (Form 1040A).
preciation deductions on the asset, part of If the property you sold was your home, also When taking the mortgage interest de-
your gain may be treated as ordinary in- subtract any gain you can postpone or duction, the buyer must report your name,
come. For more information, see Gain re- exclude. address, and social security number (or em-
ported in year of sale, later in this chapter. ployer identification number) on line 11 of

To determine what part of a payment is Contract price.  The contract price is the to- Schedule A (Form 1040).
gain, multiply the payment by the gross profit tal amount of all the principal payments you Both you and the buyer are required to
percentage. The gross profit percentage is are to receive on the installment sale. It in- exchange social security numbers (or em-
figured by dividing the gross profit (gain) on cludes payments you are considered to re- ployer identification number if applicable). If
the sale by the contract price. ceive, even though you are not paid anything you fail to include the other person’s social

The following worksheet gives the basic directly. See Payments, later. security number or employer identification
items you must know to figure the gross profit If the selling price is partly payable in number, a penalty of $50 may be asserted
percentage. cash, with the remainder secured by a mort- against you.

gage payable from the buyer to you, then the
1) Selling price . . . . . . . . . . . . . . . . . . . . . . . . . contract price equals the selling price. Installment sales to related persons.  Spe-
2) Minus the sum of: cial rules apply if you sell property that you

Basis of property sold Gross profit percentage. A certain percent- report under the installment method to a re-
age of each payment (after subtracting inter- lated person who then sells or otherwise dis-Selling expenses . . . . .
est) is reported as gain from the sale. This poses of the property before you receive all3) Gross profit (line 1 less line 2) . . . . . . .
percentage usually remains the same for the payments from the first sale and does so

4) Contract price . . . . . . . . . . . . . . . . . . . . . . . each payment you receive. It is called the within 2 years of the first sale. Spouses, chil-
5) Gross profit percentage (line 3 gross profit percentage, and is figured by dren, grandchildren, brothers, sisters, and

divided by line 4) . . . . . . . . . . . . . . . . . . . . dividing your gross profit from the sale by the parents are all considered related persons. A
contract price. partnership or corporation that you have an

interest in, or an estate or trust that you haveThe following paragraphs discuss the Example.  You sell property at a contract
a connection with, can also be considered aitems on the above worksheet. price of $2,000, and your gross profit is $500.
related person. For more information, seeYour gross profit percentage is 25% ($500
Publication 537.Selling price.  The selling price is the entire divided by $2,000). After subtracting interest,

cost of the property to the buyer. It includes 25% of each payment, including the down-
Trading property for like-kind propertyany money and the fair market value of any payment, is reported as your gain from the
(like-kind exchanges).  If you exchangeproperty you are to receive. It also includes sale for the tax year payment is received.
business or investment property for theany debt the buyer pays, assumes, or to
same kind of property, you can postpone re-which the property is subject. The debt could Income from sale.  Each year you receive a
porting part of the gain. See Like-Kind Ex-be a note, mortgage, or any other liability, payment on the installment sale, multiply the
changes under Nontaxable Exchanges insuch as a lien, accrued interest, or taxes you payment (less interest) by the gross profit
Chapter 22 for more information. If the tradeowe on the property. If the buyer pays any of percentage to determine the amount you
includes an installment obligation, the follow-your selling expenses for you, that amount is must include in income for the tax year.
ing rules apply:also included in the selling price. The selling Gain reported in year of sale.  For sales

price does not include interest, whether of depreciable property, figure your depreci- 1) The contract price must not include the
stated or unstated. ation recapture income (including the section fair market value of the like-kind prop-

Selling price reduced.  If the selling 179 deduction and the section 179A deduc- erty received in the trade.
price is reduced at a later date, the gross tion recapture) in Part III of Form 4797. Re-

2) The gross profit is reduced by any gainprofit on the sale will also change. You must port the recapture income in Part II of Form
on the trade that can be postponed.then refigure the gross profit percentage for 4797 as ordinary income in the year of sale.

the remaining payments. You cannot go You cannot use the installment method to re- 3) Like-kind property received in the trade
back and refigure the gain you reported in port your gain that is equal to the recapture is not considered payment on the install-
earlier years. income. Any gain that exceeds the recapture ment obligation.
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Example.   In 1994, George Brown Mortgage more than basis.  If the buyer However, these rules apply only to two
traded personal property with a basis of assumes a mortgage that is more than your types of debts that the buyer assumes:
$40,000 for like-kind property having a fair installment sale basis for the property, you

1) Those you acquired from your owner-market value of $20,000. He also received recover your entire basis. You are also re-
ship of the property you are selling, suchan installment note for $80,000 in the trade. lieved of the obligation to repay the amount
as a mortgage, lien, overdue interest, orUnder the terms of the note, he is to receive borrowed. The part of the mortgage in ex-
back taxes, and$10,000 (plus interest) in 1995 and the bal- cess of your basis is treated as a payment in

ance of $70,000 (plus interest) in 1996. the year of sale. This is in addition to the buy- 2) Those you acquired in the ordinary
George’s gross profit is $60,000 (selling er’s other payments. course of your business, such as a bal-

price of $100,000 minus the basis of To figure the contract price, subtract the ance due for inventory you purchased.
$40,000). The contract price is $80,000 mortgage from the selling price. This is the
($100,000 minus the fair market value of the total you will actually receive from the buyer.

If the buyer assumes any other type of debt,like-kind property received, $20,000). The To this amount, add the ‘‘payment’’ you are
such as a personal loan, it is treated as if thegross profit percentage is 75% ($60,000 di- considered to receive (the difference be-
buyer paid off the debt at the time of the sale.vided by $80,000). He reports no gain for tween the mortgage and your installment
The value of the assumed debt is considered1994 because the like-kind property he re- sale basis). The contract price is then the
a payment to you in the year of sale.ceived is not treated as payment for figuring same as your gross profit from the sale.

gain. He reports $7,500 gain for 1995 (75% Therefore, if the mortgage the buyer as-
Payments of property.  If you receive prop-of $10,000) and $52,500 gain for 1996 (75% sumes is equal to or more than your install-
erty rather than money from the buyer, it isof $70,000). ment sale basis for the property, the gross
still considered a payment. However, seeprofit percentage will always be 100%.
Trading property for like-kind property (like-Example.  The selling price for your prop-
kind exchanges), discussed earlier. Theerty is $9,000. The buyer will pay you $1,000Payments value of the payment is the property’s fairannually (plus 8% interest) over the next 3

You must figure your gain each year on the market value on the date you receive it.years, and assume an existing mortgage of
payments you receive, or are treated as re- Fair market value. This is the price at$6,000. Your basis in the property is $4,400.
ceiving, from an installment sale. These pay- which the property would change hands be-You have selling expenses of $600, for an in-
ments include the downpayment and each tween a buyer and a seller, neither being re-stallment sale basis of $5,000. The part of
later payment of principal on the buyer’s debt quired to buy or sell, and both having reason-the mortgage that is more than your install-
to you. able knowledge of all the necessary facts. Ifment sale basis is $1,000 ($6,000 − $5,000).

In certain situations, you are considered This amount is included in the contract price your installment sale fits this definition, the
to have received a payment, even though the and treated as a payment received in the value assigned to property in your agree-
buyer does not pay you directly. These situa- year of sale. The contract price is $4,000. ment with the buyer is good evidence of its
tions arise if the buyer takes over or pays off fair market value.

Selling Price . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000any of your debts, such as a loan, or any of
Minus Mortgage . . . . . . . . . . . . . . . . . . . . . . . (6,000)your expenses, such as a sales commission.

Third-party notes.  If the property the buyerAdd difference:
gives you is a third-party note (or other obli-Mortgage . . . . . . . . . . . . . . . . . . . . 6,000Buyer assumes expenses. If the buyer as-
gation of a third party), you are considered toLess Installment sale basis 5,000 1,000sumes and pays your expenses from selling
have received a payment equal to the note’syour property, it is considered a payment to Contract Price $ 4,000
fair market value. Because the note is itself ayou in the year of sale. Include these ex-
payment on your installment sale, any pay-penses in both the selling and the contract Your gross profit on the sale is also ments you later receive from the third partyprices when figuring gross profit percentage. $4,000. are not considered payments on your sale.

Selling Price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $9,000Mortgage assumed. If the buyer assumes Example.  You sold real estate in an in-
Minus Installment sale basis . . . . . . . . . . . . . 5,000or pays off your mortgage, or otherwise stallment sale. As part of the downpayment,
Gross Profit $4,000takes the property subject to it, the following the buyer assigned you a $5,000, 8% note of

rules apply. a third party. The fair market value of the
Mortgage less than basis.  If the buyer    Therefore, your gross profit percentage is third-party note at the time of your sale was

assumes a mortgage that is less than your 100%. Report 100% of each payment as $3,000. This amount, and not $5,000, is a
installment sale basis in the property, it is not gain from the sale. You also treat the $1,000 payment to you in the year of sale. Because
considered payment to you. The contract difference between the mortgage and your the third-party note had a fair market value
price equals the selling price minus the mort- installment sale basis as a payment, and equal to 60% of its face value ($3,000 di-
gage. This difference is all that you will di- report 100% of it as gain in the year of sale. vided by $5,000), 60% of each payment of
rectly collect from the buyer. principal you receive on this note is a return

Example.  You sell property with a basis Debts. If the buyer pays off any of your of capital. The remaining 40% is ordinary in-
to you of $19,000. You have selling ex- debts, such as a loan or back taxes, it may come. The interest you receive is reported in
penses of $1,000. The buyer assumes your be considered a payment to you in the year full as ordinary income.
existing mortgage of $15,000 and agrees to of sale.
pay you a total of $10,000 (a cash downpay- If the buyer assumes the debt instead of

Bonds.  A bond or other evidence of indebt-ment of $2,000 and $2,000 (plus 7% interest) paying it off, only a part of it may have to be
edness you receive from the buyer that isin each of the next 4 years). treated as a payment. Compare the amount
payable on demand is treated as a paymentThe selling price is $25,000 ($15,000 + of the debt to your installment sale basis in
in the year you receive it. If you receive a$10,000). The contract price is $10,000 the property being sold. If the debt is less
government or corporate bond that has inter-($25,000 − $15,000 mortgage). Your gross than the installment sale basis, none of it is
est coupons attached or that can be readilyprofit is $5,000 ($25,000 − $20,000 (install- treated as a payment. If it is more, only the
traded in an established securities market,ment sale basis)), and your gross profit per- difference is treated as a payment. If the
you are considered to have received pay-centage is 50% ($5,000 divided by $10,000). buyer assumes more than one debt, any part
ment equal to the bond’s fair market value.Therefore, you report half of each $2,000 of the total that is more than your installment
Accrual basis taxpayers see sect ionpayment you receive as gain from the sale. sale basis is considered a payment. This fol-
15A.453–1(e)(2)  o f  the Income TaxYou also report all of the interest you receive lows the same rules discussed earlier under
Regulations.as ordinary income. Mortgage assumed.
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Buyer’s note.  The buyer’s note (unless asset that the buyer assumes or to which the The cancellation of installment obliga-
tions, for example, is a disposition other thanpayable on demand) is not considered a pay- asset is subject.
by sale or exchange. The gain or loss is thement on the sale. Its full face value is in- A sale, at a gain, of separate and unre-
difference between the basis of the obliga-cluded when figuring both selling price and lated assets of the same class under a single
tions and their fair market value at the time ofcontract price. Payments you receive on the contract is reported as a single transaction.
the cancellation.note are used to figure your gain in the year See Publication 537.

you receive them.
Basis. Your basis in an installment obliga-
tion depends on the unpaid balance on theInstallment obligation used as security
obligation and your gross profit percentage.(pledge rule).  If you use an installment obli-
Multiply the unpaid balance by your grossUnstated Interestgation to secure any debt, the net proceeds
profit percentage. Subtract that amount from

from the debt are treated as a payment on
the unpaid balance. The result is your basis

the installment obligation. This is known as Both the buyer and the seller must treat a in the installment obligation.
the pledge rule. The pledge rule applies if the part of each installment sale payment as in- Example.  Several years ago, you soldselling price of the property was over terest. For the most part, this interest will be some property on the installment method.$150,000. It does not apply to the sale of: stated in the sales agreement. However, in The buyer still owes you $10,000 of the sell-

some situations you may have to treat a cer- ing price. This is the unpaid balance on theProperty used or produced in the trade or
tain amount of each payment as interest, buyer’s installment obligation to you. Be-business of farming, or
even though it is not called interest in your cause your gross profit percentage is 60%,

Personal use property. agreement with the buyer. This amount, gen- $6,000 (60% of $10,000) is the profit owed
erally referred to as unstated interest or im- you on the obligation. The rest of the unpaid
puted interest, reduces the stated sellingFor more information, see Installment obliga- balance, $4,000, is your basis in the
price of the property and increases the sell-tion used as security (pledge rule) under obligation.
er’s interest income and the buyer’s interestPayments in Publication 537.
expense. Forgiving part of the buyer’s debt.  If you

reduce the selling price or accept part pay-For more information on unstated inter-Guarantees.  If a third party or government
ment in a later year, and cancel the balanceest, see Unstated Interest in Publication 537.agency guarantees the buyer’s payments to
of the buyer’s debt on an installment sale,you on an installment obligation, the guaran-
you treat the settlement as a disposition oftee itself is not considered payment.
the installment obligation. You must report
the gain, or deduct the loss, in the year of

Deposits.  Deposits that you receive before settlement. The gain or loss is the differenceDispositions of
the year of sale are treated as payments in between your basis in the obligation and the
the year of sale if, under the contract, they Installment Obligations amount you realize.
become part of the downpayment. If you reduce the selling price but do not

cancel the rest of the buyer’s debt to you, it is
If you are using the installment method and

not considered a disposition of the install-
you dispose of the installment obligation, ment obligation. You must refigure the gross
(the buyer’s note, mortgage, etc.), you willSingle Sale of profit percentage and apply it to the pay-
usually have a gain or loss to report. The ments you receive after the reduction.Several Assets gain or loss is considered to result from the For more information, see Publication
sale of the property for which the installment 537.If you sell two or more assets in a single sale obligation was received. If the original install-

to one buyer, you may have to allocate the ment sale of the property produced ordinary
downpayment to the assets. Do this in pro- income, the disposition of the obligation will
portion to their respective selling prices. Repossessionsresult in ordinary income or loss. If the origi-

The arm’s-length allocation of the selling nal sale resulted in a capital gain, the dispo- If the buyer defaults on the contract and youprice and of payments received in the year of sition of the obligation will result in a capital repossess the property, you may have asale will be acceptable if substantiated by all gain or loss. See Chapter 23 for more infor- gain, loss, or bad debt. The rules used to fig-the facts and circumstances. However, an al- mation on capital gains and losses. ure the gain or loss from repossessions oflocation that is not based on the respective Use the following rules to figure your gain personal property are different from thoseselling prices of the assets sold is not or loss from the disposition of an installment used to figure the gain or loss from reposses-acceptable. obligation. sions of most real property.You must allocate the downpayment and
A detailed explanation of the tax treat-payments received from installment obliga-

ment of repossessions is in Publication 537.If you sell or exchange the obligation,tions on the basis of the proportionate net fair
or if you accept less than face value inmarket value of the assets if:
satisfaction of the obligation, the gain

The asset is encumbered by debts as- or loss is the difference between your
sumed by the buyer, or basis in the obligation and the amount

you realize.The asset is taken subject to a debt, and
an arm’s length allocation of the
downpayment or other payments to If you dispose of the obligation in any
be received was not made. other way, the gain or loss is the dif-

ference between your basis in the ob-
The net fair market value of any asset is its ligation and its fair market value at the
fair market value reduced by any debt on this time of the disposition.
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For information on casualties and thefts 3) That you were the owner of the property,
of personal-use property, see Publication or if you leased the property from some-
547. one else, that you were contractually lia-26.

ble to the owner for the damage.

Casualty Casualties, Thefts, For a theft loss, you should be able toA casualty is the damage, destruction, or
show:loss of property resulting from an identifiableand

event that is sudden, unexpected, or 1) When you discovered that your property
unusual. was missing,Condemnations
• A sudden event is one that is swift, not 2) That your property was stolen, and

gradual or progressive.
3) That you were the owner of the property.

• An unexpected event is ordinarily unan-
ticipated and unintentional on the part ofIntroduction the one who has the loss. Related Expenses A casualty occurs when property is dam- • An unusual event is one that is not a day-

Related expenses that are not deductible asaged, destroyed, or lost due to a sudden, un- to-day occurrence and that is not typical of
part of a casualty or theft loss are discussedexpected, or unusual event. A theft occurs the activity in which you are engaged.
next.when property is stolen. A condemnation

occurs when private property is legally taken Events that may cause casualty damage,
The cost of protection.  The cost of protect-for public use without the owner’s consent. A destruction, or loss include:
ing your property against a casualty or theftcasualty, theft, or condemnation may result

1) Earthquake, hurricane, tornado, flood, is not part of a casualty or theft loss. For ex-in a deductible loss on your federal income
storm, volcanic eruption, shipwreck, ample, what you spend on insurance or totax return. Report a deductible loss as ex-
mine cave-in, sonic boom, vandalism, board up your business building against aplained in Chapter 27.

2) Fire, but if you willfully set the fire, or pay storm is not part of your loss. These ex-An involuntary conversion occurs
someone else to set it, any resulting penses are  deduct ib le  as  bus inesswhen you receive money or other property,
damage, destruction, or loss is not a expenses.such as insurance proceeds or a condemna-
casualty, and If you make permanent improvements totion award, as reimbursement for a casualty,

your property to protect it against casualty ortheft, condemnation, or disposition of prop- 3) Car or truck accidents, but if your willful
theft, add the cost of these improvements toerty under threat of condemnation. negligence or act caused the accident,
your basis in the property. An example wouldIf an involuntary conversion results in a the damage, destruction, or loss of your
be the cost of a dike to prevent flooding.gain, you can postpone recognition of the car or truck is not a casualty.

gain on your income tax return if you receive
Incidental expenses.  The incidental ex-or buy qualified replacement property within Gradual deterioration.  Damage from
penses you have due to a casualty or theft,the specified replacement period. For more gradual or progressive deterioration, such as
such as expenses for the treatment of per-information, see Postponing Gain, later. If from rust, corrosion, or termites, is not a
sonal injuries, temporary housing, or a rentalyou do not choose to postpone recognition of casualty.
car, are not deductible as part of a casualtythe gain, report the gain as explained in
or theft loss. However, they may be deducti-Chapter 27. Theft ble as business expenses.

A theft is the unlawful taking and removing of
Topics money or property with the intent to deprive Loss of inventory.  A casualty or theft lossThis chapter discusses: the owner of it. It includes, but is not limited of inventory, including items you hold for sale

to, larceny, robbery, and embezzlement.• Casualties and thefts to customers, is automatically claimed
If money or property is taken as the result through the increase in the cost of goods• Condemnations of extortion, kidnaping, threats, or blackmail, sold by properly reporting your opening and

• Postponing gain it may also be a theft if the taking of your closing inventories. Do not claim this loss
property was illegal under the law of the state again as a casualty or theft loss. If you take
in which it occurred and it was done withUseful Items the loss automatically through the increase
criminal intent.You may want to see: in the cost of goods sold, include any insur-

ance or other reimbursement you receive for
Mislaid or lost property.  The mere disap-Publication the loss in gross income.
pearance of money or property is not a theft. You can choose to deduct the loss sepa-❏ 547 Nonbusiness Disasters, However, an accidental loss or disappear- rately. If you deduct it separately, eliminateCasualties, and Thefts ance of property may be a casualty if it re- the items from cost of goods sold by a down-
sults from an identifiable event that is sud- ward adjustment to opening inventory orForm (and Instructions) den, unexpected, or unusual. purchases.

❏ 1040X Amended U.S. Individual If you deduct the loss separately, reduce
Income Tax Return Proof of Loss it by the reimbursement you received. Do not

include the reimbursement in gross income.To take a deduction for a casualty or theft❏ 4684 Casualties and Thefts
If you do not receive the reimbursement byloss, you must be able to show that there
the end of the year, you may not claim a losswas a casualty or theft. You must also be
to the extent you have a reasonable prospectab le  to  suppor t  the amount  o f  your
of recovery. See Insurance and Otherdeduction.
Reimbursements,later.For a casualty loss, you should be ableCasualties and Thefts 

to show:
The damage, destruction, or loss of your

1) The type of casualty (car accident, fire, Figuring Gains and Losses business or income-producing property as
storm, etc.) and when it occurred,the result of a casualty or theft may result in a If a single casualty or theft involves more

reportable gain or a deductible loss on your 2) That the loss was a direct result of the than one item of business or income-produc-
income tax return. casualty, and ing property, you must figure the gain or loss
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on each item separately. For example, if cas- 1) The insurance or other reimbursement offer for your car as a trade-in on a new car is
ualty damage occurs to both a building and you receive, less not usually a measure of its true value.
trees, both of which are part of the same re- 2) Your adjusted basis in the property im-
alty, figure the loss in value by taking them Repair cost.  You can use the cost of clean-mediately before the casualty or theft.
both into account separately. ing up or making repairs after a casualty as a

measure of the decrease in fair market value
This is true even if the decrease in fair mar-Lump-sum reimbursement.  If you have a if you meet all the following conditions.
ket value of the property is more than yourcasualty or theft loss of several assets at the 1) The repairs are needed to restore theadjusted basis. If you have a gain, you maysame time, divide any lump-sum reimburse- property to its condition before thebe able to postpone reporting it. For more in-ment you receive among the assets accord- casualty.formation, see Postponing Gain, later.ing to the fair market value of each at the

2) The cost of repairs is not excessive.time of the loss. Figure the gain or loss sepa-
Leased property.  If you are liable for casu-rately for each asset that has a separate 3) The repairs only take care of the
alty damage to property you lease frombasis. damage.
someone else, figure your deductible casu-

4) The value of the property after the re-alty loss by subtracting any insurance orCasualty loss.  If any insurance or other re- pairs is not, due to the repairs, moreother reimbursement you receive or expectimbursement you receive or expect to re- than its value before the casualty.to receive from the amount you must pay toceive as a result of casualty damage, de-
repair the property.struction, or loss to an item of your business Restoration of landscaping.  The cost of

or income-producing property is less than restoring landscaping to its original conditionDecrease inyour adjusted basis in the property, you may after a casualty may indicate the decrease in
have a deductible casualty loss. Fair Market Value fair market value. You may be able to mea-

If the reimbursement is more than your To figure the decrease in fair market value sure your loss by what you spend on the
adjusted basis, you have a gain. See Casu- due to casualty or theft, determine the fair following:
alty or theft gain, later. market value of your property immediately

1) Removing destroyed or damaged treesIf your property is not completely de- before and immediately after the casualty or
and shrubs, minus any salvage youstroyed or lost as the result of a casualty, theft. Fair market value is defined in Chapter
receive,figure your deductible casualty loss by sub- 6. An appraisal is the best way to make this

tracting any insurance or other reimburse- 2) Pruning and other measures taken todetermination.
ment you receive or expect to receive from preserve damaged trees and shrubs,
the smaller of: andGeneral decline in market value.  The de-
1) The decrease in fair market value of the crease in value of your property is not de- 3) Replanting necessary to restore the

property as a result of the casualty, or ductible simply because it is in or near an property to its approximate value before
area that had a casualty, and might again the casualty.2) Your adjusted basis in the property im-
have a casualty.mediately before the casualty.

Appraisals.  A competent appraiser shouldYou do not have a deductible casualty Adjusted Basis 
determine the difference between the fairloss if the decrease in fair market value of the Basis is the measure of your investment in
market value of the property immediatelyproperty as a result of the casualty is smaller the property you own. For property you buy,
before a casualty and immediately after-than both: your basis is usually its cost to you. For prop-
wards. The appraiser must recognize the ef- erty you acquire in some other way, such as1) Any insurance or other reimbursement fects of any general market decline that may inheriting it, receiving it as a gift, or getting ityou receive or expect to receive, and occur along with the casualty. This is neces- in a tax-free exchange, you must figure your2) Your adjusted basis in the property. sary so that any deduction is limited to the basis in another way, as explained in Chap-
actual loss resulting from damage to the ter 6.If your property is completely de- property. While you own the property, variousstroyed or lost as the result of a casualty, The appraiser should be reliable and ex- events may take place that change your ba-figure your deductible casualty loss by sub- perienced. Several factors are important in sis. Some events, such as additions or per-tracting any insurance or other reimburse- evaluating the accuracy of an appraisal, in- manent improvements to the property, in-ment you receive or expect to receive from cluding the appraiser’s: crease basis. Others, such as earl ieryour adjusted basis in the property before

deductible casualty or theft losses and de-• Familiarity with your property before andthe casualty. The decrease in fair market
preciation deductions, decrease basis.after the casualty,value is not considered.
When you add the increases to the basis and• Knowledge of sales of comparable prop-
subtract the decreases from the basis, theTheft loss.  If an item of your business or in- erty in the area,
result is your adjusted basis. For more in-come-producing property is stolen, figure • Knowledge of conditions in the area of the formation on figuring the adjusted basis ofyour deductible theft loss by subtracting any casualty, and your property, see Chapter 6.insurance or other reimbursement you re-

• Method of appraisal.ceive or expect to receive from your adjusted
Insurance andbasis in the property before the theft.
Other Reimbursements If the reimbursement is more than your Cars.  Books issued by various automobile
If you receive insurance or another type ofadjusted basis, you have a gain. See Casu- organizations may be useful in figuring the
reimbursement for your loss, you must sub-alty or theft gain, next. value of your car, if your car is listed in the
tract it from the loss when you figure your de-If you get your stolen property back, see books. You can use the books’ retail values
duction. You cannot deduct the reimbursedRecovered Property, later. and modify them by factors such as the mile-
part of a casualty or theft loss.age and condition of your car to figure its

Casualty or theft gain.  If the insurance or value. The prices are not ‘‘official,’’ but they
other reimbursement you receive as a result may be useful in determining value and sug- Reimbursement.  The amount you receive
of a casualty or theft of an item of your busi- gesting relative prices for comparison with includes any money plus the value of any
ness or income-producing property is more current sales and offerings in your area. If property you receive, minus any expenses
than your adjusted basis in the property, you your car is not listed in the books, you deter- you have in obtaining reimbursement. It also
have a casualty or theft gain. Your gain is: mine its value from other sources. A dealer’s includes any reimbursement used to pay off
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a mortgage or other lien on the property that lease is ascertainable with reasonable accu- and Losses, earlier) or the decrease in fair
was damaged, destroyed, or lost by casualty racy. This could include a settlement, adjudi- market value from the time it was stolen until
or theft. cation, or abandonment of the claim. This is the time it was recovered. Use this amount to

true even if the loss occurred or the liability refigure your total loss for the year in whichExample.  A hurricane destroyed your of-
was paid in a different year. the loss was deducted.fice building and the insurance company

This is your refigured loss. If this amountawarded you $45,000. You received
is less than the loss you deducted, you gen-Reimbursement Claims $40,000 in cash. The remaining $5,000 was
erally have to report the difference as incomeIf there is a reasonable prospect you will bepaid directly to the holder of a mortgage on
in the recovery year. But report the differ-reimbursed for part or all of your loss, youthe property. The reimbursement you re-
ence only up to the amount of the loss thatmust subtract the expected reimbursementceived includes the $5,000 paid on the
reduced your tax.to figure your loss. You must reduce yourmortgage.

loss even if you do not receive payment untilIf you expect to be reimbursed, but
Disaster Area Losses a later tax year. You are believed to have ahave not yet received payment, you must still

reasonable prospect of reimbursement if you If you have a deductible casualty loss from asubtract the expected reimbursement from
have filed suit for damages. disaster in an area declared by the Presidentthe loss.

of the United States to be eligible for federal
If you later receive less reimbursement disaster assistance, you can choose to de-Reimbursement from creditors or suppli-
than you expected, include that difference as duct that loss on your return or amended re-ers.  If your creditors forgive part of what you
a loss with your other losses (if any) on your turn for the immediately preceding tax year.owe them because of your inventory loss,
return for the year in which you can reasona- If you do this, the loss is treated as havingtreat this amount as a reimbursement. Ac-
bly expect no more reimbursement. occurred in the preceding year.count for it in the same manner as an insur-

Make the election to deduct the loss inExample.  A collision with another car inance reimbursement, discussed earlier.
the preceding year by the later of:1993 completely destroyed your business

automobile. The negligence of the other 1) The due date (without extensions) for fil-Other reimbursements.  Insurance is the
driver caused the accident. Your automobile ing your income tax return for the taxmost common way to be reimbursed for a
had a fair market value of $4,000 and an ad- year in which the disaster occurred, orcasualty or theft loss. But you may be reim-
justed basis of $3,000. As of December 31,bursed in some other way. The following 2) The due date (with extensions) for the
1993, it was reasonable to believe you woulditems are considered reimbursements: preceding year’s return.
recover the total damages from the owner of

• The forgiven part (the part you do not have the other car. You do not have a deductible
Disaster loss to inventory.  If your inven-to pay back) of a federal disaster loan loss in 1993.
tory loss is from a disaster in an area de-under the Disaster Relief and Emergency In January 1994, the court awards you a
clared by the President of the United StatesAssistance Act, judgment of $4,000, but in July 1994 you can
to be eligible for federal assistance, you mayshow with reasonable certainty the other• The repayment and the cost of repairs by choose to deduct the loss on your return ordriver has nothing against which you can en-the person who leases your property, amended return for the immediately preced-force your judgment. You can claim a $3,000
ing year. However, decrease your opening• The court awards for damages for a casu- loss for 1994.
inventory for the year of the loss so that thealty or theft loss (the amount you are able
loss will not show up again in inventories.to collect) minus lawyers’ fees and other If you later receive more reimbursement

necessary expenses, than you expected, after you have claimed a
Disaster unemployment pay.  Disaster un-deduction for the loss, you may have to in-• The repairs, restoration, or cleanup ser- employment assistance payments are taxa-clude the extra reimbursement in your in-vices provided by relief agencies, and ble unemployment benefits.come for the year you receive it. Do not

• A bonding company payment for a theft refigure your tax for the year you claimed the
Grants.  Do not include grants you receiveloss. deduction. For more information, see Recov-
under the Disaster Relief and Emergencyery of items previously deducted in Chapter
Assistance Act in your gross income. Also,7.
do not deduct a casualty loss to the extent

When to Report you are specifically reimbursed by the grant.Note.  If the total of all the reimburse-
For more information on disaster areaGains and Losses ments you receive is more than your ad-

losses, see Publication 547.justed basis in the destroyed or stolen prop-Casualty losses are generally deductible
erty, you will have a gain on the casualty oronly in the tax year they occur. This is true How to Reporttheft. If you have already taken a deductioneven if you do not repair or replace the dam-
for a loss and you receive the reimbursementaged property until a later year. (But see Dis- Gains and Losses 
in a later year, you must include it in your in-aster Area Losses, later.) Use Section B of Form 4684 to figure and re-
come for the later year. Include the reim-Theft losses are generally deductible port casualties and thefts of property used in
bursement as ordinary income to the extentonly in the year they are discovered. You a trade or business or for income-producing
your deduction reduced your tax for the ear-must prove there was a theft, but you do not purposes. For more information, see Chap-
lier year.have to know when it occurred. ter 27.

Casualty or theft gains are generally in- You must also report your gain in the later
cluded in income in the tax year in which you year. But you may be able to postpone re- Adjustments to Basis 
received the reimbursement that produced porting your gain as explained under Post- If your property is partly or totally destroyed
the gain, unless you choose to postpone the poning Gain, later. by casualty, you must decrease your basis in
gain as explained under Postponing Gain, the property by any insurance or other reim-
later. Recovered Property bursement you receive and by any deducti-

Recovered property is your property that was ble loss. The insurance or reimbursement
Lessee’s loss.  If your loss is on leased stolen and later returned to you. If you recov- represents a return of part or all of the capital
property and you were liable to the owner for ered property after you had already taken a you invested in the property. You must in-
the loss, you can deduct the loss only in the theft loss deduction, you must refigure your crease your basis by any amounts spent to
year the liability becomes fixed. The lessee loss using the smaller of the property’s ad- rebuild or restore the property after a
cannot deduct a loss until liability under the justed basis (explained under Figuring Gains casualty.
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For more information on adjusted basis, and 10% rules. You figure the loss as private organization that has the power to le-
follows:see Chapter 6. gally take it. The owner receives money or

property in exchange for the condemnedExample 1.  Your business truck is in- Business Personal property. A condemnation is like a forcedvolved in an accident. After appraisals, you loss loss sale, the owner being the seller and the con-determine the loss to be $2,000. You carry
1) Adjusted basis of demning authority being the buyer.$250 deductible insurance. You receive

building before flood:$1,750 from insurance. Your deductible cas- Example.  A local government author-
Business part (costualty loss is $250 ($2,000 minus $1,750 in- ized to acquire land for public parks told you
$93,333 minussurance). Reduce the basis of your truck by that it wished to acquire your property. After
depreciation $8,400) $84,933your deductible casualty loss, $250, and by the local government took action to condemn
Personal-use partthe insurance, $1,750. your property, you went to court to keep it.
(basis equals cost) . . . $46,667 But the court ruled for the local government,Example 2.  Before being partly de-

which took your property and paid you anstroyed by fire, your building had an adjusted 2) Value before flood
amount fixed by the court. This is a condem-basis of $115,000. Its value was $130,000 (total $133,000) . . . . . . $88,667 $44,333
nation of private property for public use.just before the fire and $120,000 immedi- 3) Value after flood (total

ately after. You collected $10,000 insurance. $120,000) . . . . . . . . . . . . 80,000 40,000
Threat of condemnation.  Your property isYou have no casualty loss deduction be- 4) Decrease in value . . . . $ 8,667 $ 4,333
under threat of condemnation if a represen-cause the insurance you received equaled

5) Amount of loss (line 1 tative of a government body or a public offi-your casualty loss. Reduce the basis of your
or line 4, whichever is cial authorized to acquire property for publicbuilding by the $10,000 insurance.
less) . . . . . . . . . . . . . . . . . . $ 8,667 $ 4,333 use tells you that the government body or of-

6) Minus: Insurance . . . . . 6,000 3,000 ficial has decided to acquire your property.If Loss Is More
This gives you reasonable grounds to be-7) Loss afterThan Income lieve that, if you do not sell voluntarily, yourreimbursement . . . . . . . $ 2,667 $ 1,333

If your casualty or theft loss deduction is property will be condemned.8) Minus: $100 on
more than your income, you may have a net You are under threat of condemnation ifpersonal-use property –0– 100
operating loss. You can use a net operating you sell your property to someone other than9) Loss after $100 rule $ 2,667 $ 1,233loss to lower your tax in an earlier year al- the condemning authority, if you have rea-10) Minus: 10% oflowing you to get a refund for tax you already sonable grounds to believe that your prop-$50,000 on personal-paid. Or, you can use it to lower your taxes in erty will be condemned. If the buyer of thisuse property . . . . . . . . . . –0– 5,000a later year. For more information, see Chap- property knows of the threat of condemna-

11) Deductible businesster 21. tion at the time of purchase and sells it to the
loss . . . . . . . . . . . . . . . . . . . $ 2,667

condemning authority, that sale also quali-
Part Business and 12) Deductible personal fies as a condemnation.

loss . . . . . . . . . . . . . . . . . . . –0– Reports of condemnation.  You arePart Personal-Use Property 
also under threat of condemnation if youWhen property is partly personal-use and
learn of a decision to acquire your propertypartly business or income-producing prop-

Listed property.  Special rules apply to for public use through a report in a newspa-erty, figure the casualty or theft loss deduc-
listed property not used 100% in your busi- per or other news medium, and this report istion as though there were two separate casu-
ness. Listed property includes: confirmed by a representative of the govern-alties or thefts. Figure the one affecting the

ment body or public official involved.personal-use property and the other affect- 1) Any passenger automobile,
You must have reasonable grounds toing the business or income-producing

2) Other property used for transportation, believe that they will take the necessaryproperty.
steps to condemn your property if you do not3) Property used for entertainment, such
sell voluntarily. If you relied on oral state-as photographic, communication, andPersonal-use property.  You can deduct
ments made by a government representativevideo recording equipment, andthe total casualty or theft loss to your per-
or public official, the Internal Revenue Ser-sonal-use property only if it is more than 10% 4) Computers and related peripheral vice may ask you to get written confirmationof your adjusted gross income. You also equipment not used exclusively at a reg- of the statements.must first reduce each separate casualty or ular business location.

theft loss by $100. Example 1.  A public utility company that
does not have the authority to condemnFor more information on losses to per- For listed property not used 100% in your
property, but can get that authority, wants tosonal-use property, see Publication 547. trade or business, figure its adjusted basis as
acquire your property. If, during negotiations,if all its use were in your trade or business.Example.  You own a 3-story building
a representative tells you your property willThis will require you to reduce the adjustedthat you built on leased land. You use two
be condemned and also reveals the identitybasis of listed property by depreciation fig-floors (2/3 of the building) in your business and
of the condemning authority, you have rea-ured as if you used it 100% for business. Thisyou live on the third floor (1/3 of the building).
sonable grounds to believe condemnationis true even if a lesser amount was allowableThe cost of the building was $140,000 and
will occur if you do not voluntarily sell thebecause your trade or business use of theyou made no improvements or additions to it.
property.property was less than 100%.A flood in March damaged the entire build-

For more information on listed property, Example 2.  Tom Young received aing. The fair market value of the building was
see Chapter 13. health department notice that a building he$133,000 immediately before the flood and

owns is unfit and will be condemned if neces-$120,000 afterwards. Your insurance com-
sary repairs are not made. He is not underpany reimbursed you $9,000 for the flood
threat of condemnation because the notice isdamage. Depreciation on the business part Condemnations not related to a condemnation of privateof the building before the flood totaled
property for public use.$8,400. Your adjusted gross income is Condemnation is the process by which pri-

$50,000. vate property is legally taken for public use
You have a deductible business casualty Property voluntarily sold.  A voluntary salewithout the owner’s consent. The property

loss of $2,667. You do not have a deductible of your property may be treated as a forcedmay be taken by the federal government, a
personal casualty loss because of the $100 sale that qualifies as a condemnation if thestate government, a political subdivision, or a
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property had a substantial economic rela- Interest on award.  If the condemning your business, see Property voluntarily sold,
authority pays you interest for its delay intionship to your condemned property. A earlier.
paying your award, it is not part of the con-substantial economic relationship exists if to-
demnation award. You should report the in-gether the properties were one economic Consequential damages.  You may receive
terest separately as ordinary income.unit. You must also show that the con- consequential damages and similar awards

Payments to relocate.  Payments youdemned property could not reasonably or ad- for damage from improvements made to
receive to relocate and replace housing be-equately be replaced. your property by a state, city, or other public
cause you have been displaced from your body that did not take your property. TheseExample.  Green Corporation rented its
home, business, or farm as a result of federal amounts are awarded for the same reasonsmanufacturing plant from your father and an
or federally assisted programs are not part of as severance damages, discussed earlier,adjacent warehouse from you. Your father
the condemnation award. Do not include and treated in the same way.owns 51% of Green’s stock. You and your
them in your income. Replacement housingbrother own the remaining stock. Last year
payments are added to the cost of your Expenses of obtaining awards and dam-your father sold his plant under threat of con-
newly acquired property. ages.  Subtract the expenses of obtaining ademnation. You sold your warehouse be-

condemnation award, such as legal, engi-cause the plant was relocated. Your volun-
Severance damages.  Severance damages neering, and appraisal fees, from the totaltary sale is not a condemnation because you
are compensation paid to you if part of your award. Also subtract the expenses of ob-do not own the condemned property (the
property is condemned and the value of theplant). taining severance damages from the sever-
part you keep decreases because of the ance damages paid to you. If part of your
condemnation. condemnation award is for severance dam-Easements.  Treat the granting of an ease-

The condemnation of part of your prop- ages, determine which part of your expensesment on your property (for example, a right-
erty may damage the part you keep. For ex- is for each part of the award. If you cannot doof-way over it) under condemnation or threat
ample, you may receive severance damages this,  you must make a proport ionateof condemnation, as a forced sale, even
if your retained property will be subject to allocation.though you keep the legal title. Although you
flooding. Severance damages may also be

figure gain or loss on the easement in the
given to you if you must replace fences, dig

same way as a sale of property, treat the Special assessment withheld from award.new wells or ditches, or plant trees to restore
gain or loss as from a condemnation. See When part of your property is condemned,your remaining property to the same useful-
Figuring Gain or Loss, later. you must reduce the condemnation award byness it had before the condemnation.

the expenses of obtaining the award and byThe contracting parties should agree on
any amount withheld because of a specialCondemnation award.  A condemnation the severance damages and put that in writ-
assessment levied against the remainingaward is the money or the value of other ing. If this is not done, all proceeds from the
property. An assessment may be levied if theproperty you receive for your condemned condemning authority are considered
remaining property benefited from the im-property. The award is also the amount paid awarded for your condemned property.
provement resulting from the condemnation.to you for the sale of your property under You cannot make a completely new allo-

threat of condemnation. Examples of improvements that may cause acation of the total award after the transaction
special assessment are widening a streetDeposits made by the condemning au- is completed. However, you may show how
and installing a sewer.thority.  The condemning authority may de- much of the award both parties intended to

posit with the clerk of the court, for example, The assessment must be withheld frombe for severance damages. Determine the
any award that is being disputed. Treat the the award. The award cannot be reduced bypart of the award for severance damages
award as received in the first year you have any assessment levied after the award isfrom all the facts and circumstances.
an unrestricted right to it. This can occur made, even if the assessment is levied in the
when you can withdraw the money for your same year the award is made.Treatment of severance damages.  You
own use. Report the award on your return for Example.  To widen the street in front ofmust first reduce your severance damages
that year, not the settlement year of the your home, the city acquired part of yourby your expenses in obtaining the damages.
dispute. land. It awarded you $5,000. You spent $300You then reduce them by any special as-

Amounts wi thheld f rom award. to get the award. Before paying the award,sessment levied against the remaining prop-
Amounts withheld from the award to pay the city levied a special assessment of $700erty if the assessment was withheld from the
your debts are considered paid to you. for the street improvement against your re-award by the condemning authority. The bal-
Amounts paid directly to the holder of a mort- maining property. The city then paid you onlyance is your net severance damages. You
gage or other lien (claim) against your prop- then reduce the basis of the remaining prop- $4,300. Your net award is $4,000 ($5,000 to-
erty are part of your award, even though the erty by your net severance damages. tal award minus $300 expenses to get the
debt attaches to the property and is not your If the severance damages are based on award and $700 for the special assessment
personal liability. damage to a specific part of the remaining withheld).

Example.  The state condemned your property, reduce only the basis of that part by If the $700 special assessment were not
property for public use. The award was set at the net severance damages. If your net sev- withheld from the award and you received
$200,000. The state paid you only $148,000 erance damages are more than the basis of $5,000, your net award would be $4,700
because it paid $50,000 to your mortgage the remaining property, you have a gain. You ($5,000 minus $300). The net award is not
holder and $2,000 accrued real estate taxes. may choose to postpone the gain by buying changed even if you later paid the assess-
You are considered to have received the en- replacement property. See Postponing Gain, ment from the amount you received.
tire $200,000 as a condemnation award. later. Severance damages included in

Net condemnation award.  A net con- If you restore the remaining property to its award.  If the award includes severance
demnation award is the total award you re- former use, you can choose to treat the cost damages, you must first reduce the sever-
ceived, or are considered to have received, of restoring it as the cost of replacement ance damages by any special assessment
for the condemned property minus your ex- property. You can also make this choice if withheld. Use any balance to reduce the con-
penses of obtaining the award. If only a part you spend the severance damages, together demnation award.
of your property was condemned, you must with other money you received for the con-
also reduce the award by any severance demned property, to acquire nearby property Figuring Gain or Loss damages and any special assessment levied that will allow you to continue your business.

If your property was condemned, figure youragainst the part of the property you retain. If suitable nearby property is not available
gain or loss by comparing your adjusted ba-See Severance damages and Special as- and you are forced to sell the remaining
sis in the condemned property with thesessment withheld from award, later. property and relocate in order to continue
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award you received minus the expenses of property. You now change your mind and 1) Whether the properties are of similar
obtaining it. want to postpone the tax on the $4,000 of service to you,

If your net condemnation award is more gain spent for the replacement property. You 2) The nature of the business risks con-
than your adjusted basis in the condemned should file a claim for refund on Form 1040X. nected with the properties, and
property, you have a gain. You may be able Explain on Form 1040X that you previously

3) What the properties demand of you into postpone reporting it. If your award is less reported the entire gain from the condemna-
the way of management, service, andthan your adjusted basis, you have a loss. If tion, but you now want to report only the part
relations to your tenants.your loss is from property you held for per- of the gain ($1,000) not spent for replace-

sonal use, you cannot deduct it. You must re- ment property.
port any deductible loss in the tax year in Example.  You owned land and a build-
which it happened. ing you rented to a manufacturing company.Replacement Property 

The building was condemned. During the re-
You must buy replacement property for the placement period, you had a new buildingPart business or part rental.  If you used
specific purpose of replacing your con- constructed on other land you alreadypart of your condemned property as your
demned, damaged, destroyed, or stolen owned. You rented out the new building forhome and part as business or rental prop-
property. You do not have to use the actual use as a wholesale grocery warehouse. Be-erty, treat each part as a separate property
award or reimbursement from your old prop- cause the replacement property is also rentaland figure your gain or loss separately be-
erty to acquire the replacement property. property, the two properties are consideredcause different treatment may apply to each
Property or stock you acquire by gift or inher- similar or related in service or use if there is again or loss.
itance does not qualify as replacement similarity in:Some examples of this type of property
property.are a building in which you live and operate a 1) Your management activities,

grocery, and a building in which you live on
2) The amount and kind of services youSimilar or related in service or use.  Yourthe first floor and rent out the second floor.

provide to your tenants, andreplacement property must be similar or re-
lated in service or use to the property it re- 3) The nature of your business risks con-
places. If the condemning authority acquired nected with the properties.Postponing Gain real estate that you used in your business or
for rental or investment purposes, see Spe- Advance payment.  You have not pur-Do not report the gain on condemned, dam-
cial rule for certain real property, later. chased replacement property if you pay aaged, destroyed, or stolen property if you re-

You can treat qualified property bought contractor in advance to build your replace-ceive only property that is similar or related in
with the proceeds from the sale of timber ment property unless it is finished before theservice or use to it. Your basis for the new
downed by a casualty (such as high winds, end of the replacement period.property is the same as your basis for the old
earthquakes, or volcanic eruptions) as a re-property.
placement property. If the proceeds are in- Controlling interest in a corporation.  You
vested in property similar or related in ser- can replace property by acquiring a control-Choosing to postpone gain.  You must or-
vice or use to the timber property within the ling interest in a corporation that owns prop-dinarily report the gain if you receive money
specified replacement period, you can post- erty similar or related in service or use toor unlike property as reimbursement. You
pone the gain. your condemned, damaged, destroyed, orcan choose to postpone reporting the gain if,

Fee simple property.  ‘‘Fee simple’’ stolen property. You can postpone the tax onwithin a specified replacement period, dis-
property you will use in your trade or busi- your entire gain if the cost of the stock thatcussed later, you purchase:
ness or for investment can qualify as re- gives you controlling interest is equal to or1) Property similar or related in service or placement property that is similar or related more than the amount realized (reimburse-use to the condemned, etc., property, or in service or use to a condemned 15-year ment) for your property. You have controlling
leasehold if you use the ‘‘fee simple’’ prop-2) A controlling interest (at least 80%) in a interest if you own stock having at least 80%
erty in the same business and for the identi-corporation owning such property. of the combined voting power of all classes
cal purpose as the condemned leasehold. of voting stock and at least 80% of the total

A ‘‘fee simple’’ property interest generallyTo postpone all the gain, the cost of your number of shares of all other classes of
is one in which the owner is entitled to the en-replacement property must equal or exceed stock.
tire property, with unconditional power to dis-the amount realized for your property.
pose of it during his or her lifetime. A lease-Report your election to postpone your Special rule for certain real property.  A
hold is property held under a lease usuallygain, along with all necessary details, on special rule applies to the replacement of
for a term of years.your return for the tax year in which you real- real property used in your trade or business

Owner-user.  If you are an owner-user,ize the gain. or held for the production of income or for in-
similar or related in service or use meansIf you are a member of a partnership or a vestment that is condemned or sold under
that replacement property must function inshareholder in a corporation that owns the threat of condemnation. Real property
the same way as the property it replaces.condemned, damaged, destroyed, or stolen means property relating to land, and gener-

property, only the partnership or corpora- Example.  Your home was destroyed by ally anything that is erected on, growing on,
tion can choose to postpone reporting the fire. Your insurance reimbursement resulted or attached to the land. This special rule
gain. in a gain. To postpone reporting the gain, you does not apply to the acquisition of real prop-

must replace your home with another home erty held as stock in trade or primarily for
Changing your mind.  You can change your that costs at least as much as the reimburse- sale.
mind about reporting or postponing the gain ment. If you replace your home with an apart- In such cases, you can postpone report-
at any time before the end of the specified re- ment house you buy to rent out to others, you ing your gain on the condemnation of your
placement period. However, see Substitut- cannot postpone reporting the gain because real property if, within the replacement pe-
ing replacement property, later. the apartment house is not similar or related riod, you replace it with ‘‘like-kind property’’

in service or use to your destroyed home.Example.  Your property was con- that will be used in your trade or business or
demned and you had a gain of $5,000. You Owner-investor.  If you are an owner-in- held for the production of income or for in-
reported the gain on your return for the year vestor, similar or related in service or use vestment. If you do not replace the con-
in which you received it, and paid the tax means that any replacement property must demned property with like-kind property, you
due. You buy replacement property within have the same relationship of services or can still postpone reporting the gain by re-
the replacement period. You used all but uses to you as the property it replaces. You placing it with property that is similar or re-
$1,000 of your gain to buy the replacement decide this by determining: lated in service or use.
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Like-kind property.  Like-kind property, but not spent for replacing the property, and property acquired within the replacement
for the special rule, generally means real increase it by the amount of gain or decrease period.
property. It does not matter if the condemned it by the amount of loss to be reported on Constructive receipt of condemnation
property or your replacement property is im- your income tax return. If you spend more for payments.  The replacement period ends 2
proved or unimproved. In determining the replacement property than you received (or 3) years after the close of the first tax year
whether the two properties qualify as like- from the condemnation, add that amount to in which you realize any part of the gain. You
kind property, consider the nature and char- the basis of the replacement property. For realize gain when you receive payments that
acter of each property. more information on basis, see Chapter 6. exceed your basis in the property. This ap-

For example, replacement with real prop- plies even though the amounts received are
erty held for use in a trade or business or for only partial or advance payments and the fullReplacement Period 
the production of income for the following are amount of the award has not yet been deter-To postpone reporting your gain from a con-like-kind exchanges: mined. A replacement will be too late if youdemnation, casualty, or theft, you must buy
1) Easements, wait for a final determination that does notreplacement property within a specified pe-

take place in the applicable replacement pe-riod of time. This is the ‘‘replacement2) Rights-of-way,
riod after you first realize gain.period.’’3) Leaseholds for a term of 30 years or In addition, the replacement period be-

more (the term includes the initial term gins when the condemning authority makesCasualty or theft.  The replacement periodof the lease and all optional renewal
deposits into the court and you withdrawfor a casualty or theft begins on the date theperiods),
amounts in excess of your basis.property was damaged, destroyed, or stolen.

4) Perpetual water rights, if considered real For accrual basis taxpayers, gain beginsThe replacement period ends 2 years after
property rights under state law, and to accrue in the year of condemnation andthe close of the first tax year in which you re-

not in the year of payment.5) Any similar continuing interests in real alize any part of the gain on the casualty or
property. theft.

Extension.  You may get an extension of the
Condemnation.  The replacement period for replacement period if you apply to the DistrictExample 1.  You planned to build ware-
a condemnation begins on the earlier of: Director of the Internal Revenue Service forhouses for your business on your vacant

your area. Make your application before theland. The land was condemned before you 1) The date the condemned property was
built the warehouses. You bought land with a end of the replacement period. Include all thedisposed of, or
garage, a service station, and sales rooms details about your need for an extension.

2) The date the threat of condemnationon it. You rent out these buildings. The im- You may file an application within a reasona-
began.proved land qualifies as replacement prop- ble time after the replacement period ends if

erty because it is held for the production of you can show reasonable cause for the de-
The replacement period ends 2 years af-income and of a like kind. lay. You will get an extension of time if you

ter the close of the first tax year in which any can show reasonable cause for not makingExample 2.  Assume that in Example 1
part of the gain on the condemnation is the replacement within the regular period.you used the amount you received from the
realized.condemnation to buy a controlling interest in

If real property held for use in a tradea corporation that owns land with a garage, a How to Postpone Gain or business or for investment (not includingservice station, and sales rooms on it. Your
property held primarily for sale) is con- If your property is condemned, damaged, de-purchase of the controlling interest does not
demned, the replacement period ends 3 stroyed, or stolen, report your election toqualify as replacement property because
years after the close of the first tax year in postpone your gain, along with all the neces-stock is not like-kind property to vacant land
which any part of the gain on the condemna- sary details, on your return for the tax year innor is the new property similar or related in
tion is realized. However, this 3-year re- which you realize the gain.service or use to your vacant land.
placement period cannot be used if you re-
place the condemned property by acquiringOutdoor advertising displays.  You can Replacement property acquired before
control of a corporation owning property thatmake an election to treat a qualifying outdoor return filed.  If you acquire replacement
is similar or related in service or use.advertising display as real property if you did property before you file your return for the

Example.  You are a calendar year tax-not claim a section 179 deduction for the dis- year you realize gain, attach a statement to
payer. The city council notified you on De-play. You cannot revoke this election unless your return. Show in the statement the
cember 1, 1994, of its intent to acquire youryou get the consent of the Internal Revenue amount realized from the condemnation,
business real property. On June 1, 1995,Service. casualty, or theft. Also show how you figured
when the property had an adjusted basis ofIf you make this election and you replace the gain, and any gain you will report.
$40,000 to you, the city condemned theyour condemned, etc., outdoor advertising
property and paid you $50,000. The replace-display with real property in which you hold a Substituting replacement property.  Once
ment period began on December 1, 1994,different kind of interest, your replacement you designate certain property as replace-
the date you were notified of the intent toproperty can qualify as like-kind property. ment property, you may not substitute other
condemn the property. Because the con-For example, real property purchased to re-

qualified property. But if your previously des-demned property was business real estate,place a destroyed billboard and leased prop-
ignated replacement property does not qual-the replacement period ends on Decembererty on which the billboard was located qual-
ify, you can substitute qualified property if31, 1998, three years after the last day of theify as property of a like kind.
you acquire it within the replacement period.year in which the gain was realized.An outdoor advertising display is a sign or

device rigidly assembled and permanently Replacement property acquired
Replacement property acquired after re-attached to the ground, a building, or any before the condemnation.  If you acquire
turn filed.  If you intend to buy replacementother permanent structure used for commer- your replacement property after there is a
property after you file your return for the yearcial or other advertisement to the public. threat of condemnation, but before the actual
you realize gain, attach a statement to yourcondemnation, and you still hold the replace-
return. Show in the statement all the facts re-Basis of replacement property.  If you ac- ment property at the time of the condemna-
lating to the condemnation, casualty, or theft.quire property as the result of a condemna- tion, you have acquired your replacement
Also show how you figured the gain, and thattion, the basis of the replacement property is property within the replacement period.
you choose to replace the property within thethe same as that of the condemned property. Property you acquire before a threat of con-
required replacement period.Decrease that basis by any money received demnation does not qualify as replacement
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You then attach another statement to 1) You did not acquire replacement prop- Effect of taxpayer’s death.  If a taxpayer
your return for the year you buy the replace- erty within the replacement period, dies in the year the gain is realized, but
ment property. Show in the statement de- before replacement property is acquired,2) You got replacement property within the
tailed information on the replacement prop- there can be no election to postpone the replacement period but for less than you
erty. I f  you make the replacement in gain. Instead, report the gain on the dece-expected when you made the election,
separate years, attach a statement with the dent’s final income tax return.or
return for each year. Include in the statement

3) You decided not to replace the property.detailed information on the balance of the re-
placement property.

Amended return.  File an amended return
and refigure your tax liability for the tax year
you made the choice if:
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transactions. Generally, the person respon- held 1 year or less is short-term capital gain
sible for closing the transaction must report or loss. Report it in Part I.
on Form 1099–S sales or exchanges of the27. Net short-term gain or loss.  Combine
following: your share of short-term capital gains or

losses from partnerships, S corporations, or1) Land (improved or unimproved), includ-Reporting Gains fiduciaries with your short-term capital lossing air space,
carryovers and other short-term gains and

2) Inherently permanent structures, includ-and Losses
losses to figure your net short-term capitaling any residential, commercial, or in-
gain or loss.dustrial building,

3) A condominium unit and its appurtenant Long-term gains and losses.  A gain or
fixtures and common elements (includ- loss on the sale or exchange of capital as-Introduction ing land), or sets held more than 1 year is long-term capi-

This chapter discusses the reporting of capi- 4) Stock in a cooperative housing tal gain or loss. Report it in Part II.
tal gains and losses and ordinary gains and corporation. Net long-term gain or loss.  A net sec-
losses from sales, exchanges, and other dis- tion 1231 gain from Part I of Form 4797, after
positions of property. It covers the use of If you sold or exchanged the above types of reduction for prior years’ nonrecaptured sec-
Schedule D (Form 1040), Form 4684, and property, the reporting person must give you tion 1231 losses, if applicable, is long-termForm 4797. a copy of Form 1099–S or a statement con- capital gain. See Chapter 24. Report thisAlthough this chapter refers to Schedule taining the same information as the Form gain in Part II of Schedule D (Form 1040).D (Form 1040), the rules discussed here also 1099–S. Also, you report the following in Part II:apply to taxpayers other than individuals. If you receive or will receive property or
However, the rules for property held for per- 1) Capital gain distributions from regulatedservices in addition to gross proceeds (cash
sonal use will usually not apply to taxpayers investment companies, mutual funds,or notes) in this transaction, the person re-
other than individuals. and real estate investment trusts,porting it is not required to value that property

Capital gains and losses as well as the or those services. In that case, the gross pro- 2) Your share of long-term capital gains orexchange of like-kind property are reported ceeds reported on Form 1099–S will be less losses from partnerships, S corpora-on Schedule D (Form 1040). For the tax than the sales price of the property you sold. tions, and fiduciaries, andtreatment of capital gains and losses, see Figure any gain or loss according to the sales
Chapter 23. price, which is the total amount you realized 3) Long-term capital loss carryovers.

on the transaction.
Personal use property.  Report gain on the The result from combining these items with
sale or exchange of property held for per- Topics other long-term capital gains and losses is
sonal use (such as your home) on Schedule This chapter discusses: your net long-term capital gain or loss.
D. Loss from the sale or exchange of prop-

• Schedule D (Form 1040)erty held for personal use is not deductible.
Total net gain or loss.  Figure your total net• Form 4797But if you had a loss from the sale or ex-
gain or loss by combining your net short-termchange of real estate held for personal use • Form 4684 capital gain or loss with your net long-term(other than your main home), report the
capital gain or loss. Enter the result on linetransaction on Schedule D even though the Useful Items 18, Part III. If losses are more than gains, seeloss is not deductible. Complete columns (a) You may want to see: Treatment of Capital Losses in Chapter 23.through (e) and write ‘‘Personal loss’’ across

columns (f) and (g). Publication

❏ 544 Sales and OtherOther forms.  Before completing Schedule Form 4797 Dispositions of AssetsD (Form 1040), you may have to complete
other forms. For the sale of business prop- ❏ 550 Investment Income Use Form 4797 to report gain or loss from a
erty, complete Form 4797. Form 4797 is and Expenses sale, exchange, or involuntary conversion of
used along with Form 1040, as well as Forms property used in your trade or business or
1065, 1120, and 1120S. Main Form (and Instructions) held for the production of rents or royalties.

For a like-kind exchange, complete Form ❏ Schedule D (Form 1040) Capital
8824. See Reporting the exchange under Gains and Losses Section 1231 gains and losses.  Any sec-Like-Kind Exchanges, in Chapter 22.

tion 1231 gains and losses are shown in Part❏ 1099–B Proceeds From Broker andFor an installment sale, complete Form
I. A net gain is carried to Schedule D (FormBarter Exchange Transactions6252. See Installment Sales, in Chapter 24.
1040) as a long-term capital gain. A net loss

❏ 1099–S Proceeds From Real Estate
is carried to Part II of Form 4797 as an ordi-TransactionsInformation returns.  If you sell or ex- nary loss.

change certain assets, you should receive ❏ 8824 Like-Kind Exchanges If you had any nonrecaptured net sectionan information return showing the proceeds
1231 losses from the preceding 5 tax years,of the sale. This information is also provided
reduce your net gain by those losses and re-to the Internal Revenue Service.
port the amount of the reduction as an ordi-Form 1099–B.  If you sold stocks, bonds,
nary gain in Part II. Any remaining gain is re-Schedule Dcommodities, etc., you should receive Form
ported on Schedule D (Form 1040). See1099–B or an equivalent statement. Whether (Form 1040) Section 1231 Property, in Chapter 24.or not you receive Form 1099–B, you must

report all taxable sales of stocks, bonds, Where you report a sale or exchange on
Ordinary gains and losses.  Any ordinarycommodities, etc., on Schedule D. For more Schedule D (Form 1040) depends on how
gains and losses are shown in Part II. This in-information on figuring gains and losses from long you held (owned) the property. See
cludes a net loss or a recapture of lossesthese transactions, see Chapter 4 in Publica- Chapter 23.
from prior years figured in Part I of Formtion 550.
4797. It also includes ordinary gain figured inForm 1099–S.  Information reporting Short-term gains and losses.  Gain or loss
Part III.must be provided on certain real estate on the sale or exchange of capital assets
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Ordinary income due to depreciation re- Section B, Part II, is used to summarize
capture.  The ordinary income due to the re- all your gains and losses from casualties andForm 4684 
capture of depreciation on personal property thefts of business or income-producing prop-

Use Form 4684 to figure and report casualtyand additional depreciation on real property erty during the tax year. Your net gain or loss
and theft losses and gains. Section B, Part I,(as discussed in Chapter 24) is figured in is then carried to other tax forms. Short-term
has space to figure a gain or loss on fourPart III. The ordinary income is carried to gains and losses are listed separately from
items of business or income-producing prop-Part II of Form 4797 as an ordinary gain. Any long-term gains and losses. Part II also sep-
erty. List each item or article for which youremaining gain is carried to Part I as section arates losses by the type of property. Losses
are claiming a casualty or theft loss. If more1231 gain, unless it is from a casualty or on business property and property that earns
than four items of property were damaged ortheft. Any remaining gain that is from a casu- rent or royalty income are listed in column
stolen in a single casualty or theft, use addi-alty or theft is carried to Form 4684. (b)(i). Losses on income-producing property
tional sheets following the format of Section are listed in column (b)(ii). Gains are listed in
B, Part I, through line 27. column (c).

If you had more than one casualty or theft
during the year, fill out a separate Form 4684
for each casualty or theft.
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Part Six.

This Part discusses some of the tax rules that may differ, depending onThe Business whether you operate your business as a sole proprietor, a partnership, a
corporation, or an S corporation.    Activity

Withdrawals.  If you are a sole proprietor,
there is no tax effect if you take money out ofSchedule C and
your business, or transfer money to or from28.
your business. It is a good idea to set up aSchedule C–EZ 
drawing account. This will help you identify

If you are a sole proprietor, you report yourSole amounts that are not for business expenses
income and expenses from your business or but that are for your own personal use.Proprietorships profession on Schedule C or Schedule C–EZ
(Form 1040) and file it with your Form 1040. Self-employment tax.  Generally, if you are
Report the amount of net profit (or loss) from a sole proprietor, you will have to pay self-
Schedule C on line 12 of Form 1040. If you employment tax. See Chapter 33.
operate more than one business as a sole
proprietor, you must prepare a separateIntroduction Estimated Tax Schedule C or Schedule C–EZ for each

If you are a sole proprietor, you may have toThis chapter explains the filing requirements business and attach each of them to your
make estimated tax payments if the total offor a sole proprietor and how a sole proprie- tax return. If you do not prepare a separate
your estimated income tax and self-employ-tor should report the sale or disposition of a Schedule C or Schedule C–EZ for each busi-
ment tax for 1995 will exceed your total with-business. For information on how to treat the ness, you may have to pay a penalty be-
holding and credits by $500 or more. expenses of starting a new business or buy- cause you did not properly report your in-

You use Form 1040–ES to estimate youring an existing business, see Chapters 5 and come and deductions.
tax. See Publication 505, and the instruc-14. It is important to use the correct business tions for Form 1040–ES for information onYou are a sole proprietor if you are self- code, since this information will identify mar- estimated taxes.employed and are the sole owner of an unin- ket segments of the public for IRS Taxpayer

corporated business. Education programs. This information is also Underpayment of tax.  If you did not pay
used by the U.S. Census Bureau for their ec- enough income tax and self-employment tax
onomic census.Topics for 1994 by withholding or by making esti-

This chapter discusses: mated tax payments, you may have to pay a
Schedule C–EZ (Form 1040).  You may be penalty on the amount not paid. IRS will fig-

• Schedule C (Form 1040) able to use Schedule C–EZ, Net Profit From ure the penalty for you and send you a bill. Or
Business, if you had gross receipts from your you can use Form 2210 to see if you have to• Schedule C–EZ (Form 1040)
nonfarm business of $25,000 or less and pay a penalty and to figure the penalty

• The sale of a business business expenses of $2,000 or less. Other amount. For more information, see Publica-
requirements that must be met are listed on tion 505.
Schedule C–EZ.Useful Items

You may want to see:
Due date.  Form 1040 is due, for calendar Sale of a Business 
year 1994, by April 17, 1995. If you use a fis-

Publication If you are a sole proprietor and sell your busi-cal year, your return is due by the 15th day of
ness, you are really selling all the individualthe 4th month after the close of your fiscal❏ 505 Tax Withholding and Estimated
assets of your business.year. See the Checklist near the end of thisTax

publication.
❏ 544 Sales and Other Dispositions of Classification of assets.  To determine

Assets whether the gain or loss on the sale of an as-Automatic extension of time to file
set is capital gain or loss or ordinary gain orForm 4868.  If you cannot file your return on
loss, you must classify the assets sold intoForm (and Instructions) time, use Form 4868 to request an automatic
one of the following categories:4–month extension.

❏ Schedule C (Form 1040) Profit or 1) Capital assets,You may not use Form 4868 if:Loss From Business
2) Real property and depreciable property1) You want the IRS to figure your tax, or

❏ Schedule C–EZ (Form 1040) Net used in your business and held for more
2) You are under a court order to file yourProfit From Business than one year (this includes amortizable

return by the regular due date. section 197 intangibles) (see Chapter
❏ 1040–ES Estimated Tax for 24), and

Individuals You must file Form 4868 by the date your 3) Other property—for example, stock-in-
Form 1040 would be due. When you file❏ 2210 Underpayment of Estimated trade, inventory, or property used in
Form 4868, estimate any tax you will oweTax by Individuals, Estates, and Trusts your business and held one year or less.
and any balance due. Pay as much as you

❏ 4868 Application for Automatic can at this time to limit the interest you will Accounts and notes receivable.  Ac-
Extension of Time To File U.S. owe. Also, you may be charged the late pay- counts and notes receivable acquired in the
Individual Income Tax Return ment penalty on the unpaid tax from the reg- ordinary course of your business for services

ular due date of your return. rendered, or from the sale of stock-in-trade,
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are not capital assets. They should be classi- their costs over 15 years. If the patent or cop- Amounts received by a professional per-
fied in category (3). yright is not acquired as part of an acquisition son when admitting partners to that person’s

Installment notes.  Installment notes of a substantial portion of a business, you practice may be payment for a partial trans-
from the sale of stock-in-trade should be must depreciate the cost. For more informa- fer of goodwill (rather than an assignment of
classified in category (3). The gain, which is tion, see Chapter 14. anticipated future earnings). In such a case,
the difference between the basis of the note Goodwill.  Goodwill is a section 197 in- the goodwill must in fact exist and the consid-
and the amount realized, is ordinary income. tangible. It belongs in category (2). The basis eration allocated to it must actually be a pay-

Merchandise inventories.  Merchan- of goodwill is usually its cost if you bought it. ment for it.
dise inventories are not capital assets and When you buy a going business and intend Allocation of selling price.  You must
belong in category (3). to continue the business, goodwill may be in- allocate the selling price proportionately

Land and leaseholds.  Land and lease- cluded in the price. among all the assets sold.  See Chapter 2 in
holds used in your business are not capital If you acquired a business after August Publication 544 for a discussion of the allo-
assets. If you hold them for more than one 10, 1993 (or July 25, 1991, if elected), and cation rules.year, they belong in category (2), and if you part of the price included goodwill, you may
hold them one year or less, in category (3). amortize the cost of the goodwill over 15

Buildings, machinery, furniture, and Figuring gain or loss.  After classifyingyears. For more information on section 197
fixtures.  Buildings, machinery, furniture, each asset sold and allocating the sellingintangibles, see Chapter 14.
and fixtures that you use in your business are price, you are ready to figure your gain orAgreement not to compete.   An agree-
not capital assets. You should put them in loss. You must figure separately the gain orment not to compete (also called a covenant
category (2) if you hold them for more than loss for each asset sold, and then treat it ac-not to compete) entered into in connection
one year, and in (3) if you hold them for one cording to its classification. The treatment ofwith the acquisition of an interest in a trade oryear or less. assets in categories (1) and (2) is discussedbusiness is a section 197 intangible andPatents.  Patents that you use in your in Chapters 22, 23, and 24. Also see Publica-should be classified in category (2). Seebusiness should ordinarily be classified in

tion 544.Chapter 23.category (2) if you hold them more than one
You should treat the gains or losses relat-Professional skill or other characteris-year, and in (3) if you hold them one year or

ing to assets in category (3) as ordinary in-tics of an owner.  The amount received fromless. But if you are the inventor (or if you are
come or loss.the sale of a professional practice that is forentitled to the same treatment as the inven-

goodwill is determined by the facts in the par- Transactions between related parties.tor, as explained under Patents, in Chapter
ticular case and not by whether the business If there is a direct or indirect sale or ex-23) and you sell all substantial rights to pat-
is, or is not, dependent solely on the owner’s change of depreciable property between re-ent property or a patent, or an undivided in-
pro fess iona l  sk i l l  o r  o ther  personal lated parties, any gain will be taxed as ordi-terest in all such rights, to a person other
characteristics. nary income. Losses between related partiesthan a related person, treat the sale as a sale

If the seller has the right to keep fees col- are not deductible. See Chapter 23.of a long-term capital asset and include it in
lected after the sale for services performedcategory (1).
before the sale, or receives payment for giv-Copyrights.  Copyrights that you use in

Other disposition of a business.  You caning up all or part of the right to these fees, theyour business should be classified in cate-
change the present form of your businessamount received is treated as if it were forgory (2) if you hold them more than one year,
without selling your assets. You may do thisservices performed before the sale ratherand in (3) if you hold them one year or less.
by joining one or more persons who want tothan for the sale of goodwill, and is ordinaryHowever, if you sell a copyright that you cre-
consolidate their individual businesses into aincome.ated, or if you sell a copyright that gets its ba-
partnership or other form of organization andIf the seller retains a right to any fees orsis from the person who created the prop-
by transferring your assets to the new form ofrevenue collected for services performed af-erty, you should not classify it in category (2).
business. You may change the form of yourter the sale, or if the purchaser agrees to payInstead, you should classify it in category (3).
business by incorporating a sole proprietor-an amount equal to any part of these fees orIf you acquired patents and copyrights as
ship or a partnership. You also may transferrevenues, these amounts are ordinary in-part of the acquisition of a substantial portion

come from the business, not proceeds from the property of a sole proprietorship or part-of a business after August 10, 1993 (or after
the sale of goodwill.July 25, 1991, if elected), you must amortize nership to a previously existing corporation.
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the inventory is treated as substantially ap- Husband-wife partnerships.  If spouses
carry on a business together and share in thepreciated.The modified definition of substan-
profits and losses, they may be partnerstially appreciated inventory applies to sales,29.
whether or not they have a formal partner-exchanges, and distributions after April 30,
ship agreement. If so, they should report in-1993. See Inventory items that have appreci-Partnerships come or loss on Form 1065. They should notated substantially in value, later.
report the income on a Schedule C (Form
1040) in the name of one spouse as a soleTreatment of certain payments to retired
proprietor.or deceased partners.  New rules apply to

Each spouse should include his or herthe liquidation of a partner’s interest for part-Important Changes share of self-employment income shown onners retiring or dying on or after January 5,
Schedule K–1 (Form 1065) on a separate1993. They do not apply to any partner retir-for 1994 Schedule SE (Form 1040). Usually this willing on or after that date if a written contract to
not increase their total tax, but it will giveHealth insurance deduction for the self- purchase the partner’s interest in the part-
each spouse credit for social security earn-employed.  The 25% deduction for health in- nership was binding on January 4, 1993, and
ings on which retirement benefits are based.surance costs for self-employed persons ex- at all times thereafter. See Payments in liqui-
See Family Partnerships, later.pired for tax years beginning after 1993. dation of retiring or deceased partner’s inter-

However, as this publication was being pre- est, later.
pared for print, Congress was considering Topics
legislation to extend the provision. See Publi- This chapter discusses:Discharge of qualified real property busi-
cation 553, Highlights of 1994 Tax Changes, ness indebtedness.  Partners may elect to • Form 1065
for information. exclude from gross income certain income

• Partnership incomefrom discharge of qualified real property bus-
• Partner’s incomeRental real estate activity.  For tax years iness indebtedness in tax years ending after

beginning after 1993, passive activities do 1992. See Discharge of qualified real prop- • Family partnerships
not include a rental real estate activity in erty business indebtedness in Publication

• Partner’s dealings with the partnershipwhich the partner materially participates. 541.
The partner must meet other conditions. See • Contributed property
Passive activities, later. Net capital gains treated as investment • Basis of partner’s interest

income.  For tax years beginning after 1992,
• Optional adjustment to basis ofEstimated tax for individuals modified. net capital gain from the disposition of prop-

partnership propertyGenerally, the required payment for esti- erty held for investment may be excluded
mated tax for individuals is the smaller of: • Sales, exchanges, and other transfersfrom investment income for purposes of

computing the investment interest limitation. • Unrealized receivables and inventory1) 90% of the total expected tax for the cur-
For more information, see Publication 550, itemsrent year, or
Investment Income and Expenses.

2) 100% of the total tax shown on the prior
Useful Itemsyear’s tax return. Increased expensing deduction.  The You may want to see:

amount allowed to be expensed under sec-
However, for tax years beginning after tion 179 of the Code is increased from

Publication1993, individuals with adjusted gross income $10,000 to $17,500 for property placed in
of more than $150,000 ($75,000 if married ❏ 541 Tax Information on Partnershipsservice in tax years beginning after 1992. For
and filing a separate return) must substitute more information, see Publication 534. ❏ 551 Basis of Assets
110% in (2) above. This rule does not apply

❏ 556 Examination of Returns, Appealto individuals who receive at least two-thirds Jobs credit extended.  The targeted jobs
Rights, and Claims for Refundof their gross income from farming or fishing. credit has been extended for employees who

See Publication 505 for more information. ❏ 925 Passive Activity and At-Riskbegin work for the employer after June 30,
Rules1992, and before January 1, 1995. For an

Capital gains exclusion for small busi- employee who began work after August 9,
Form (and Instructions)ness stock.  Beginning in 1998, a partner 1993, the jobs credit is not allowed for any

may be able to exclude up to 50% of the gain employee who is related to a partner who ❏ Sch SE (Form 1040) Self-
from the sale or exchange of qualified small owns more than 50% of the capital and prof- Employment Tax
business stock that was: its interest of the partnership.

❏ Sch K–1 (Form 1065) Partner’s
1) Originally issued after August 10, 1993. Share of Income, Credits, Deductions,Meal and entertainment expenses.  For tax

Etc.2) Held by the partnership for more than 5 years beginning after 1993, the deductible
years. ❏ 8082 Notice of Inconsistentpart of otherwise allowable business meals

Treatment or Amended Returnand entertainment expenses is reduced from
See Internal Revenue Code section 1202 80% to 50%. ❏ 8736 Application for Automatic

for the definition of qualified small business Extension of Time To File U.S. Return
stock and special rules that apply to for a Partnership, REMIC, or for
partners. Certain TrustsIntroduction

A partnership is the relationship between two
or more persons who join together to carryImportant Reminders 
on a trade or business. Each person contrib- Form 1065  Definition of ‘‘substantially appreciated’’ utes money, property, labor, or skill, and

inventory modified.  The definition of sub- each expects to share in the profits and Every partnership doing business in or hav-
stantially appreciated inventory has been losses. ‘‘Person,’’ when used to describe a ing income from sources within the United
modified. If the partnership’s inventory is partner, means an individual, a corporation, States is required to file Form 1065 for its tax
worth more than 120% of its adjusted basis, a trust, an estate, or another partnership. year. This is an information return and must
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be signed by a general partner. If a limited li- possessions taxes, certain mining explora- her interest in the partnership (taking into ac-
count all facts and circumstances) if either ofability company is treated as a partnership tion expenses, and income from discharge of
the following applies:and files Form 1065, one of the company indebtedness.

members must sign the return. See the in- 1) The partnership agreement does not
s t ruc t ions  fo r  Form 1065  fo r  more Tax year.  Generally, a partnership must use provide for the allocation of income,
information. the same tax year as its majority partners. gain, loss, deduction, or credit (or item

For exceptions to this rule and for more infor- thereof), or
Due date.  Form 1065 generally must be mation, see Chapter 3.

2) The allocation of income, gain, loss, de-filed on or before April 15 following the close
duction, or credit (or item thereof) to anyof the partnership’s tax year if its accounting
partner under the agreement does not

period is the calendar year. A fiscal year part-
have substantial economic effect.Partner’s Income  nership generally must file its return by the

15th day of the 4th month following the close In determining a partner’s income tax for the The allocation is done by taking into ac-
of its fiscal year. However, if the date for filing year (on his or her own income tax return), count the partner’s contributions to the part-
a return or making a tax payment falls on a the partner must take into account his or her nership, the interests of all partners in profits
Saturday, Sunday, or legal holiday, the part- distributive share (whether or not it is dis- and losses (if different from interests in taxa-
nership can file the return on the next day tributed) of certain partnership items. These ble income or loss), cash flow, and the rights
that is not a Saturday, Sunday, or legal items will be reported to the partner on of the partners to distributions of capital upon
holiday. Schedule K–1 (Form 1065). See the instruc- liquidation.

If a partnership needs more time to file its tions for Form 1065 for more information. Substantial economic effect.  An allo-
partnership return, it should file Form 8736 cation has substantial economic effect if both
by the regular due date of its Form 1065. The of the following apply:Estimated tax.  As a result of partnership
automatic extension is 3 months. distributions, a partner may have to make 1) There is a reasonable possibility that theSchedule K–1 due date.  The partner- payments of estimated tax. For more infor- allocation will substantially affect theship must provide copies of Schedule K–1 mation, see Estimated tax under Partner’s dollar amount of the partners’ shares of(Form 1065) to the partners on or before the Income in Publication 541. partnership income or loss indepen-date Form 1065 is required to be filed, includ-

dently of tax consequences, anding extensions. Treatment of partnership items.  Partners
2) The partner to whom an allocation ismust treat partnership items on their individ-

made actually receives the economicPenalties.  A penalty is assessed against ual tax returns as they are treated on the
benefit or bears the economic burdenany partnership that must file a partnership partnership return. If a partner treats an item
corresponding to that allocation.return and, unless the failure is due to rea- differently on his or her individual return, the

sonable cause, it fails to file on time (includ- IRS can automatically assess and collect
Character of items.  The character of cer-ing extensions), or fails to file a return with all any tax and penalties that result from adjust-
tain items of income, gain, loss, deduction, orthe information required. The penalty is $50 ing the item to make it consistent with the
credit included in a partner’s distributiveper month (or part of a month) per partner, up partnership return. However, this does not
share is determined as if the partner:to a maximum of 5 months. For more infor- apply if a partner files Form 8082 with his or

mation, see Penalties under Filing Require- 1) Realized the item directly from the sameher return identifying the different treatment.
ments in Publication 541. source from which the partnership real-Examination procedures.  Under cur-

The partnership will also receive a pen- ized it, orrent examination procedures, the tax treat-
alty if it fails to provide copies of Schedules ment of any partnership item is determined 2) Incurred the item in the same manner as
K–1 (Form 1065) to the partners, unless the at the partnership level in a unified partner- the partnership.
failure is due to reasonable cause and not ship proceeding rather than at the individual
willful negligence. partner’s level. After the proper treatment of For example, a partner’s distributive

a partnership item is determined at the part- share of gain from the sale of partnership de-
nership level, the IRS can automatically preciable property used in a trade or busi-
make related adjustments to the tax returns ness of the partnership is treated as gainPartnership Income 
of the partners based on the partners’ shares from the sale of depreciable property that the

Partnership profits (and other income and of any adjusted items. partner used in a trade or business.
gains) are not taxed to the partnership. A These examination procedures do not
partnership determines its income in the apply to small partnerships that have 10 or Self-employment tax.  A partner’s distribu-
same manner as an individual. However, a fewer partners who are individuals (other tive share of income from a partnership is
partnership must state certain items of gain, than nonresident alien individuals) or es- usually included in figuring net earnings from
loss, income, etc. separately and certain de- self-employment. If an individual partner hastates. This rule applies if each partner’s
ductions are not allowed to the partnership. net earnings from self-employment of $400share of every partnership item is the same

or more for the year, the partner must figureas that partner’s share of every other item.
Partnership chooses how to compute in- self-employment tax on Schedule SE (FormHowever, small partnerships can make an
come.  The partnership, not the partners, 1040). See Chapter 33.election to have these procedures apply.
makes most choices about how to compute For more information on these proce-
income. These include choices for account- Tax preference income.  To figure alterna-dures, see Publication 556.
ing methods (Chapter 4), depreciation meth- tive minimum tax, a partner must separately
ods (Chapter 13), accounting for specific take into account any distributive share ofDistributive Share items such as depletion, amortization of cer- items of income and deductions that enter

Generally, the partnership agreement deter-tain organization fees, amortization of busi- into the computation of alternative minimum
mines a partner’s distributive share of anyness start-up costs of the partnership, and taxable income. For additional information,
item or class of items of income, gain, loss,reforestation expenditures (Chapter 14), in- see the instructions to Form 6251, Alterna-
deduction, or credit.stallment sales (Chapter 25), and nonrecog- tive Minimum Tax – Individuals.

nition of gain on involuntary conversions of
property (Chapter 26). Distributive share determined by interest Gross income.  When it is necessary to de-

in partnership.  A partner’s distributiveHowever, each partner, not the partner- termine the gross income of a partner, the
share of each item is determined by his orship, decides how to treat foreign and U.S. partner’s gross income includes his or her
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distributive share of the partnership’s gross 2) Other partnership property in exchange if the lender is related to a person (other than
income. For example, each partner’s share for all or part of a partner’s interest in un- the partner) having such an interest. For
of partnership gross income is used in deter- realized receivables or substantially ap- more information on determining the amount
mining whether an income tax return must be preciated inventory items of the at risk, see Publication 925.
filed by that individual partner. partnership.

Passive activities.  Generally, Code section
Certain distributions of property.  If a part- Losses.  A partner’s distributive share of 469 limits the amount you can deduct for
nership makes a distribution to a partner af- partnership loss is allowed only to the extent passive activity losses and credits. The pas-
ter June 24, 1992, the partner generally will of the adjusted basis of the partner’s interest sive activity limits do not apply to the partner-
have a gain equal to the lesser of: in the partnership. The adjusted basis is fig- ship. Instead, they apply to each partner’s

ured at the end of the partnership’s tax year1) The excess of: share of loss or credit from passive activities.
in which the loss occurred, before taking the Because the treatment of each partner’sa) The fair market value of any property loss into account. Any loss that is more than share of partnership income, loss, or credit(other than money) received, over the partner’s adjusted basis is not deductible depends upon the nature of the activity thatb) The adjusted basis of the partner’s in- for that year. However, any loss not allowed

generated it, the partnership must report in-terest in the partnership immediately for this reason will be allowed as a deduction
come, loss, or credits separately for eachbefore the distribution reduced (but (up to the partner’s basis) at the end of any
activity.not below zero) by any money re- succeeding year in which the partner in-

Generally, passive activities include ac-ceived in the distribution, or creases his or her basis to more than zero.
tivities that involve the conduct of a trade orSee Basis of Partner’s Interest, later.2) The net precontribution gain of the business, if the partner does not materially

Example.  Mike and Joe are equal part-partner. participate in the activity. The level of each
ners in a partnership. Mike files his individual

partner’s participation in an activity must bereturn on a calendar year basis. The partner-The character of the gain is determined
determined by the partner.ship return is also filed on a calendar yearby reference to the proportionate character

Rental activities.  Passive activities alsobasis. The partnership incurred a $10,000of the net precontribution gain. This gain is in
include rental activities, regardless of theloss last year. Mike’s distributive share of theaddition to any gain the partner must recog-
partner’s participation. However, for taxloss is $5,000. The adjusted basis of his part-nize if the amount of money distributed is
years beginning after 1993, passive activi-nership interest, before considering hismore than his or her basis in the partnership.
ties do not include a rental real estate activityshare of last year’s loss, was $2,000. HeNet precontribution gain.  This is the
in which the partner materially participates.could claim only $2,000 of the loss on lastnet gain that the distributee partner would
The partner must also meet both of the fol-year’s individual return. The adjusted basishave recognized if all the partnership prop-
lowing conditions for the tax year:of his interest at the end of last year was thenerty that had been contributed by the partner

reduced to zero.within 5 years of the distribution, and held by 1) More than half of the personal services
The partnership showed an $8,000 profitthe partnership immediately before the distri- a partner performs in any trade or busi-

for this year. Mike’s $4,000 share of the profitbution, had been distributed by the partner- ness are in a real property trade or busi-
increased the adjusted basis of his interestship to another partner. ness in which the partner materially
by $4,000 (not taking into account the $3,000Effect on basis.  The adjusted basis of participates.
excess loss he could not deduct last year).the partner’s interest in the partnership is in-

2) The partner performs more than 750His return for this year will show his $4,000creased by any gain recognized by this part-
hours of service in a real property tradedistributive share of this year’s profits andner. Other than for purposes of determining
or business in which the partner materi-the $3,000 loss not allowable last year. Thethe gain, the increase is treated as occurring
ally participates.adjusted basis of his partnership interest atimmediately before the distribution. See Ba-

the end of this year is $1,000.sis of Partner’s Interest, later.
At-risk limits.  At-risk rules apply to mostThe partnership must adjust its basis in Limited partners.  Limited partners are

trade or business activities including activi-any property that the partner contributed generally not considered to materially partici-
ties conducted through a partnership, or ac-within 5 years of the distribution to reflect any pate in trade or business activities conducted
tivities for the production of income. The at-gain that partner recognizes under this rule. through partnerships.
risk rules limit the loss a partner can deductException 1.  If any of the distributed More information.  For more information
on the amounts for which that partner is con-property is property which the partner had on passive activities, see Publication 925
sidered at risk in the activity.contributed to the partnership, such property and the instructions to Forms 1065 and

A partner is considered at risk for:is not taken into account in determining 8582.
either: 1) The amount of money and the adjusted

basis of any property he or she contrib-1) The excess of the fair market value of
uted to the activity,any property received over the adjusted

Family Partnerships basis of the partner’s interest in the part- 2) The income retained by the partnership,
nership, or and Members of a family can be partners. Mem-

2) The partner’s net precontribution gain. bers of a family include only spouses, ances-3) Certain amounts borrowed by the part-
tors, and lineal descendants, or any trust fornership for use in the activity.

If any interest in an entity is distributed, their primary benefit.
this exception does not apply to the extent However, a partner is generally not con-
that the value of the interest is due to prop- sidered at risk for amounts borrowed unless Family members as partners.  Familyerty contributed to the entity after the interest that partner is personally liable for repay- members will be recognized as partners onlyin the entity had been contributed to the ment, or the amounts borrowed are secured if one of the following requirements is met.partnership. by the partner’s property (other than property

Exception 2.  This rule does not apply to 1) If capital is a material income-producingused in the activity).
a distribution of either: factor, they acquired their capital inter-A partner is not considered at risk for

est in a bona fide transaction (even if by1) Unrealized receivables or substantially amounts protected against loss through
gift or purchase from another familyappreciated inventory items of the part- guarantees, stop-loss agreements, or similar
member), actually own the partnershipnership, discussed later, in exchange for arrangements. Nor is the partner at risk for
interest, and actually control the inter-all or part of a partner’s interest in other amounts borrowed if the lender has an inter-
est, orpartnership property, or est in the activity (other than as a creditor) or
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2) If capital is not a material income-pro- owning that interest, thus making an-
ducing factor, they must have joined to- other person the constructive owner.Partner’s Dealings
gether in good faith to conduct a busi-

with the Partnership  ness. In addition, they must have Example.  Individuals A and B and Trust
agreed that contributions of each entitle T are equal partners in Partnership ABT. A’sFor certain transactions between a partner
them to a share in the profits. Some cap- husband, AH, is the sole beneficiary of Trustand his or her partnership, the partner is
ital or service must be provided by each T. Trust T’s partnership interest will be attrib-treated as not being a member of the part-
partner. uted to AH only for the purpose of further at-nership. See Publication 541 for more infor-

tributing the interest to A. This attributionmation on the transactions.
Capital is material.  Capital is a material makes A a more-than-50% partner. This

income-producing factor if a substantial part means that any deductions for losses onSales and exchanges.  Special rules apply
of the gross income of the business comes transactions between her and ABT will notto sales or exchanges of property between
from the use of capital. Capital is ordinarily be allowed, and any gains will be treated ascertain persons and partnerships.
an income-producing factor if the operation ordinary rather than capital gains.Losses.  Losses will not be allowed from
of the business requires substantial invento- a sale or exchange of property (other than an
ries or investments in plant, machinery, or interest in the partnership) directly or indi- Payments by accrual basis partnership to
equipment. rectly between a partnership and a person cash basis partner.  A partnership that uses

Capital is not material.  In general, capi- whose direct or indirect interest in the capital an accrual method of accounting cannot de-
tal is not a material income-producing factor or profits of the partnership is more than duct any business expense owed to a cash
if the income of the business consists princi- 50%. basis partner until the amounts are paid and
pally of fees, commissions, or other compen- If the sale or exchange is between two the partner includes the payment in income.
sation for personal services performed by partnerships in which the same persons di- However, this does not apply to guaranteed
members or employees of the partnership. rectly or indirectly own more than 50% inter- payments made to a partner, which are gen-

est of the capital or profits in each partner- erally deductible when accrued.
Capital interest.  A capital interest in a part- ship, no deduction of a loss is allowed.
nership is an interest in its assets that is dis- In either case, if the purchaser later sells Guaranteed payments.  A partnership
tributable to the owner of the interest if: the property, any gain realized will be taxable treats guaranteed payments to a partner for

only to the extent that it is more than the loss services, or for the use of capital, as if they1) He or she withdraws from the partner-
that was not allowed. were made to a person who is not a partner.ship, or

Gains.  Gains are treated as ordinary in- This is true only to the extent the payments
2) The partnership liquidates. come in a sale or exchange of property di- are figured without regard to the partner-

rectly or indirectly between a person and a ship’s income. This treatment is for purposes
partnership, or between two partnerships, ifThe mere right to share in the earnings of determining gross income and deductible
both of the following apply:and profits is not a capital interest in the business expenses only. For other tax pur-

partnership. poses, guaranteed payments are treated as1) More than 50% of the capital or profits
Gift.  If a family member receives a gift of a partner’s distributive share of ordinary in-interest in the partnership(s) is directly

a capital interest in a family partnership in come. Guaranteed payments are not subjector indirectly owned by the same per-
which capital is a material income-producing to tax withholding.son(s), and
factor, there are limits on the amount that can The payments are generally deductible2) The property in the hands of the trans-be allocated to that member (donee) as a by the partnership as a business expense.feree immediately after the transfer isdistributive share of partnership income. To They are included in Schedules K and K–1 ofnot a capital asset. Property that is not adetermine the limits for a donee’s share: the partnership return and are reported bycapital asset includes trade accounts re-

the individual partner on Form 1040 as ordi-1) The partnership income must be re- ceivable, inventory, stock-in-trade, and
nary income, in addition to the appropriateduced by a reasonable compensation depreciable or real property used in a
distributive share of the other ordinary in-for services rendered to the partnership trade or business.
come of the partnership.by the donor, and

Guaranteed payments made to partnersDetermining ownership.  To determine2) The donee-partner’s share of the re- for organizing the partnership or syndicatingif there is more than 50% ownership in part-maining profits allocated to donated interests in the partnership are capital ex-nership capital or profits, the following rulescapital must not be proportionately penditures and are not deductible by theapply:greater than the donor’s share attributa- partnership. However, these payments must
1) An interest directly or indirectly ownedble to the donor’s capital. be included in the partners’ individual income

by or for a corporation, partnership, es- tax returns. See Organizational costs for a
tate, or trust is considered to be ownedPurchase.  An interest purchased by one partnership in Chapter 14.
proportionately by or for its sharehold-member of a family from another member of A partner includes the guaranteed pay-
ers, partners, or beneficiaries.the family is considered to be created by gift. ments in income in the partner’s tax year in

which the partnership’s tax year ends.2) An individual is considered to own theExample.  A father sold 50% of his busi-
interest that is directly or indirectlyness to his son. The resulting partnership Example.  Under the terms of the part-
owned by or for the individual’s family.had a profit of $60,000. Capital is a material nership agreement, Erica is entitled to a fixed
For this rule, ‘‘family’’ includes onlyincome-producing factor. The father per- annual payment of $10,000 without regard to
brothers, sisters, half-brothers, half-sis-formed services worth $24,000, which is rea- the income of the partnership. Her distribu-
ters, spouses, ancestors, and linealsonable compensation, and the son per- tive share of the partnership income is 10%.
descendants.formed no services. The $24,000 must be After deducting the guaranteed payment, the

allocated to the father as compensation. Of 3) If a person is considered to own an inter- partnership has $50,000 of ordinary income.
the remaining $36,000 of income which is est using rule (1), that person (the ‘‘con- She must include $15,000 as ordinary in-
due to capital, at least 50%, or $18,000, must structive owner’’) is treated as if actually come on her individual income tax return for
be allocated to the father since he owns a owning that interest when rules (1) and her tax year in which the partnership’s tax
50% capital interest. The son’s share of part- (2) are applied. However, if a person is year ends ($10,000 guaranteed payment
nership income cannot be more than considered to own an interest using rule plus $5,000 ($50,000 × 10%) distributive
$18,000. (2), that person is not treated as actually share).
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Minimum payment.  If a partner is to re- not recognized. For more information, see
ceive a minimum payment from the partner- Publication 541. Basis of Partner’s
ship, the guaranteed payment is the amount Interest  by which the minimum payment is more than Interest acquired as compensation.  A
the partner’s distributive share of the partner- partner can acquire an interest in partnership A partner’s basis is determined by using the
ship income before taking into account the capital as compensation for services per- following rules.
guaranteed payment. formed or to be performed. The fair market

Example.  Under a partnership agree- value of such an interest must generally be General Basis Rules  ment, Chris is to receive 30% of the partner- included in the partner’s gross income in the
The general rules cover the partner’s originalship income, but not less than $8,000. The first tax year in which the partner’s interest
basis, adjusted basis, and share of partner-partnership has net income of $20,000. can be transferred or is not subject to a sub-
ship liabilities.Chris’s share, without regard to the minimum stantial risk of forfeiture. Such a transfer of

guarantee, is $6,000 (30% of $20,000). partnership interest as compensation for ser-
Original Basis Thus, the amount of the guaranteed pay- vices is subject to the rules discussed under

ment that may be deducted by the partner- The original basis of a partnership interestPayments in restricted property in Chapter
ship is $2,000 ($8,000 less $6,000). Chris’s acquired by a contribution of property, in-10.
income from the partnership is $8,000, and cluding money, is the money a partner con-
the remaining $12,000 will be reported by the tributed plus the adjusted basis of any prop-Partnership’s gain or loss on contributed
other partners in proportion to their shares erty he or she contributed. If the propertyproperty.  For unrealized receivables, in-
under the partnership agreement. contribution results in taxable income to theventory items, and certain capital loss prop-

If the partnership net income had been partner, this income will generally be in-
erty contributed by a partner to a partnership,$30,000, there would have been no guaran- cluded in the basis of his or her interest. Any
the character of the partnership’s gain or loss increase in a partner’s individual liabilitiesteed payment since his share, without regard
on a later disposition is determined by spe- because of an assumption of partnership lia-to the guarantee, would have been greater
cial rules discussed in Publication 541. bilities is also treated as a contribution ofthan the guarantee.

money to the partnership by the partner.
Basis of contributed property.  If a partnerPayments resulting in loss.  If a partner-
contributes property to a partnership, the Partner’s liabilities assumed by partner-ship agreement provides for guaranteed
partnership’s basis for determining deprecia- ship.  If the property contributed is subject topayments to a partner and the payments re-
tion, depletion, gain, or loss on property con- indebtedness or if a partner’s liabilities aresult in a partnership loss in which the partner
tributed by a partner is the same as the part- assumed by the partnership, the basis of thatshared, the partner must:
ner’s adjusted basis of the property when it partner’s interest is reduced by the liability

1) Report the full amount of the guaranteed was contributed, increased by any gain rec- assumed by the other partners. This partner
payments as ordinary income, and ognized by the partner at that time. must reduce his or her basis because the as-

2) Separately take into account the appro- sumption of the liability is treated as a distri-The fair market value of property at the
priate distributive share of the partner- bution of money to that partner. The othertime it is contributed may be different from
ship loss. partners’ assumption of the liability is treatedthe partner’s adjusted basis. The partnership

as though they contributed money to themust allocate among the partners any in-
partnership.come, deduction, gain, or loss on the prop-

erty in a manner that will account for all or Example 1.  John acquired a 20% inter-
any part of the difference. est in a partnership by contributing propertyContributed Property However, the total depreciation, deple- that had an adjusted basis to him of $8,000

and a $4,000 mortgage. The partnership as-tion, gain, or loss allocated to partners can-Usually, neither the partners nor the partner-
sumed payment of the mortgage. The ad-not be more than the depreciation or deple-ship recognizes a gain or loss when property
justed basis of John’s interest is:tion allowable to the partnership or the gainis contributed to the partnership in exchange

for a partnership interest. This applies or loss realized by the partnership. The allo-
Adjusted basis of contributed property . . . $8,000whether a partnership is being formed or is cation can apply to all property contributed or
Minus:  Part of mortgage assumed byalready operating. The partnership’s holding only to specific items. This rule also applies

other partners and treated as aperiod for the property includes the partner’s to accounts payable and other accrued but
distribution (80% of $4,000) . . . . . . . . . . 3,200holding period. unpaid items of a cash basis partner.

Basis of John’s partnership interest. . . $4,800However, a transaction may be treated Example.  Sara and Gail form an equal
as an exchange of property on which gain or partnership. Sara contributed $10,000 in
loss is recognized if a partner contributes Example 2.  If, in the above example, thecash to a partnership and Gail contributed
property to a partnership and within a short property John contributed had a $12,000depreciable property with a fair market value
period: mortgage, the adjusted basis of his partner-

of $10,000 and an adjusted basis of $4,000.
ship interest would be zero. The difference1) Before or after the contribution, other The partnership’s basis for depreciation is between the amount of the mortgage as-property is distributed to the contributing limited to the adjusted basis of the property in sumed by the other partners, $9,600 (80%partner and the contributed property is Gail’s hands, $4,000. ×$12,000), and his basis of $8,000 would bekept by the partnership, or In effect, Sara purchased an undivided treated as his gain from the sale or exchange

one-half interest in the depreciable property2) After the contribution, the contributed of a capital asset. However, this gain would
with her contribution of $10,000. Assumingproperty is distributed to another not increase the basis of his partnership
that the depreciation rate is 10% a yearpartner. interest.
under the General Depreciation System
(GDS), she would have been entitled to a de-Special rule for investment companies. Interest acquired by gift, etc.  If a partner
preciation deduction of $500 per year, basedGain is recognized when property is contrib- acquires an interest in a partnership by gift,
on her interest in the partnership.uted (in exchange for an interest in the part- inheritance, or under any circumstance other

However, since the partnership is al-nership) to a partnership that would be than by a contribution of money or property
lowed only $400 per year of depreciationtreated as an investment company if it were to the partnership, the partner’s basis must
(10% of $4000), no more than $400 can beincorporated. A loss realized on a contribu- be determined using the rules described in
allocated between the partners.tion of stock, securities, or other property is Publication 551.
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Debt-financed acquisitions.  The interest increase is treated as a contribution of the period it was held by that partner is also
expense on loan proceeds used to purchase money by the partner to the partnership. included. However, this does not apply for
an interest in, or make a contribution to, a If a partner’s share of partnership liabili- determining the 5-year period for substan-
partnership must be allocated as explained ties decreases, or a partner’s individual lia- tially appreciated inventory items (defined
in Chapter 8 of Publication 535. bilities decrease because the partnership as- later).

sumes his or her individual liabilities, this
decrease is treated as a distribution of Complete liquidation of partner’s inter-Adjusted Basis 
money to the partner by the partnership. est.  The basis of property received in com-

For more information on liabilities, see plete liquidation of a partner’s interest is theIncreases.  The partner’s basis of an interest
Publication 541. adjusted basis of the partner’s interest in theis increased by the partner’s:

partnership reduced by any money distrib-1) Additional contributions to the Alternative Basis Rule uted to the partner in the same transaction.partnership.
In certain cases, the adjusted basis of a part-

2) Distributive share of both taxable and nership interest can be figured by using the Special rule.  A partnership distribution is
nontaxable partnership income. partner’s share of the adjusted basis of part- treated as a sale or exchange of property

nership property that would be distributable3) Distributive share of the excess of the that is not a capital asset if it consists of:
to the partner if the partnership terminated.deductions for depletion over the basis 1) Unrealized receivables or substantially

This alternative rule can be used to deter-of the depletable property. appreciated inventory items to a partner
mine the adjusted basis of a partner’s inter- in exchange for any part of the partner’s
est if either of the following applies:Decreases.  The partner’s basis is de- interest in other partnership property, in-

creased (but never below zero) by: 1) The circumstances are such that the cluding money, or
partner cannot practicably apply the1) The amount of money and the adjusted

2) Other property (including money) in ex-general basis rules.basis of property distributed to the part-
change for any part of a partner’s inter-ner by the partnership. (See Partner’s 2) It is, in the opinion of the IRS, reasona- est in unrealized receivables or substan-Basis of Property Received, later.) ble to conclude that the result produced tially appreciated inventory items.

will not vary substantially from the result2) The partner’s distributive share of the
under the general basis rules.partnership losses (including capital See Unrealized Receivables and Inven-

losses). tory Items, later.
Adjustments may be necessary in figur-3) The partner’s distributive share of non- Exceptions.  The special rule on certain

ing a partner’s adjusted basis of a partner-deductible partnership expenses that distributions does not apply in the following
ship interest under the alternative rule. Forare not capital expenditures. situations:
example, adjustments would be required to

4) The amount of the partner’s deduction 1) A distribution of property to the partnerinclude in the partner’s share of the adjusted
for depletion for any partnership oil and who contributed the property to the part-basis of partnership property any significant
gas wells, up to the proportionate share nership, anddiscrepancies that resulted from contributed
of the adjusted basis of the wells allo- property, transfers of partnership interests, 2) Certain payments made to a retiringcated to the partner. or distributions of property to the partners. partner or successor in interest of a de-

5) The partner’s share of any section 179 ceased partner.
expenses, even if the partner cannot de- Partner’s Basis of
duct the entire amount on his or her indi- Basis divided among properties.  Gener-Property Received  vidual income tax return.

ally, the basis of property received is limitedUnless there is a complete liquidation of a
to the adjusted basis of the partner’s interestpartner’s interest, the basis of property (otherBook value of partner’s interest.  The ad- in the partnership, reduced by money re-than money) distributed to the partner by ajusted basis of a partner’s interest is deter- ceived in the same transaction. This basispartnership is its adjusted basis to the part-mined without considering any amount must be divided among any properties dis-nership immediately before the distribution.shown in the partnership books as a capital, tributed to a partner. The basis must first beHowever, the basis of the property to theequity, or similar account.
allocated to unrealized receivables and in-partner cannot be more than the adjustedExample.  Sam contributes to the part- ventory items included in the distribution.basis of his or her interest in the partnershipnership property that has an adjusted basis The receivables or inventory items gen-reduced by any money received in the sameof $400 and a value of $1,000. His partner erally cannot take a higher basis in the part-transaction.contributes $1,000 cash. While under the ner’s hands than their common adjusted ba-Example 1.  The adjusted basis of Bet-partnership agreement each has a capital sis to the partnership immediately before thety’s partnership interest is $30,000. She re-account in the partnership of $1,000, which distribution. However, the items could have aceives a distribution of property that has anwill be reflected in the partnership books, the higher basis if the distribution is treated as aadjusted basis of $20,000 to the partnershipadjusted basis of Sam’s interest is only $400 sale or exchange under the Special rule, dis-and $4,000 in cash. Her basis for the prop-and his partner’s basis is $1,000. cussed earlier, or if the partner has a specialerty is $20,000.
basis adjustment for the property, discussed

Determination of adjusted basis.  The ad- Example 2.  The adjusted basis of Mike’s later.
justed basis of a partner’s partnership inter- partnership interest is $10,000. He receives

Any basis not allocated to unrealized re-
est is ordinarily determined at the end of a a distribution of $4,000 cash and property

ceivables and inventory items must then be
partnership’s tax year. However, if there has that has an adjusted basis to the partnership

divided among any other properties distrib-been a sale or exchange of all or part of the of $8,000. His basis for the distributed prop-
uted to the partner in the same transaction.partner’s interest or a liquidation of his or her erty is limited to $6,000 ($10,000 minus the
The division must be in proportion to their ad-entire interest in a partnership, the adjusted $4,000 cash he receives).
justed bases in the hands of the partnershipbasis is determined on the date of the sale,
before the distribution.exchange, or liquidation. Holding period for distributed property.  A

Example.  The adjusted basis of Ted’spartner’s holding period for property distrib-
partnership interest is $30,000. In completePartnership liabilities.  If a partner’s share uted to the partner by the partnership in-
liquidation of his interest, he receivesof partnership liabilities increases, or a part- cludes the period that the property was held
$10,000 in cash, his share of inventory itemsner’s individual liabilities increase because by the partnership. If the property was con-
having a basis to the partnership of $12,000,he or she assumes partnership liabilities, this tributed to the partnership by a partner, then
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and two parcels of land having adjusted ba- of property to a partner or because of a trans- from all the partnership rules of the Code is
ses to the partnership of $12,000 and fer of interest in the partnership, whether by treated as an interest in each of the partner-
$4,000. sale or exchange or because of the death of ship assets and not as a partnership interest.

a partner. The partnership can adjust the ba-The basis of Ted’s partnership interest is
sis only if it files an election to make an op-reduced to $20,000 by the $10,000 cash. Liquidation of
tional adjustment to the basis of its propertyThis $20,000 basis is then divided among

Partner’s Interest upon the transfer. A partnership does not ad-the properties he receives. The inventory
just the basis of partnership property for aitems in his hands now have a basis of Payments made by the partnership to a retir-
contribution of property, including money, to$12,000. To divide the balance of $8,000, he ing partner or successor in interest of a de-
the partnership. See Optional Adjustment toadds the bases of the two parcels of land ceased partner in return for the partner’s en-
Basis of Partnership Property in Publication($12,000 +$4,000) and takes [(12,000 ÷ tire interest in the partnership may have to be
541 for more information.16,000) × $8,000] and [(4,000 ÷ 16,000) × allocated. The allocation is made between

$8,000]. The bases of the two parcels of land payments in liquidation and other payments.
in his hands are $6,000 and $2,000, For income tax purposes, a retiring part-
respectively. ner or a successor in interest to a deceasedSales, Exchanges,Partner’s interest less than partner- partner is treated as a partner until his or her
ship basis.  If the partnership’s adjusted ba- interest in the partnership has been com-and Other Transfers  
sis for the unrealized receivables and inven- pletely liquidated.

The sale or exchange of a partner’s interesttory items distributed to a partner is more
in a partnership usually results in capital gainthan the adjusted basis of the partner’s inter- Payments in liquidation of retiring or de-
or loss. Gain or loss is the difference be-est, the amount of the partner’s basis is allo- ceased partner’s interest.  Payments in liq-
tween the amount realized and the adjustedcated among these items in proportion to the uidation of the interest of a retiring or de-
basis of the partner’s interest in the partner-partnership’s adjusted bases of the items. ceased partner in exchange for his or her
ship. If the selling partner is relieved of anyThe partner’s basis must be reduced first by interest in partnership property are consid-
partnership liabilities, the selling partnerany  money d is t r ibu ted  in  the  same ered a distribution, not a distributive share or
must include the amount of liability relief astransaction. guaranteed payment that could give rise to a
part of the amount realized for his or her deduct ion (or  i ts  equivalent)  for  theExample.  Jenny’s basis for her partner- interest. partnership.ship interest is $18,000. In a distribution in

Example 1.  Fred became a limited part- Special rule.  Payments in exchange forliquidation of her entire interest, she receives
ner in the ABC Partnership by contributing an interest in partnership property do not in-$12,000 cash, her share of inventory items
$10,000 in cash on the formation of the part- clude amounts paid for:having an adjusted basis to the partnership
nership. The adjusted basis of his partner-of $12,000, and unrealized receivables hav- 1) Unrealized receivables of the partner-ship interest at the end of the current year ising a basis to the partnership of $8,000. The ship, or$20,000, which includes his share of partner-basis of her partnership interest is first re-
ship liabilities of $15,000. The partnership 2) Goodwill of the partnership, except toduced to $6,000 by the $12,000 cash she re-
has no other liabilities and no unrealized re- the extent that the partnership agree-ceives. This $6,000 basis is then divided pro-
ceivables or substantially appreciated inven- ment provides for a payment forportionately between the inventory items and
tory items. Fred sells his interest in the part- goodwill.the unrealized receivables. Jenny’s basis for
nership for $10,000 in cash. He had beenthe inventory items is $3,600 [(12,000 ÷
paid his share of the partnership income for This rule applies only if:20,000) × $6,000]. Her basis for the unreal-
the tax year.ized receivables is $2,400 [(8,000 ÷ 20,000) 1) Capital is not a material income-produc-The amount realized by Fred from the× $6,000]. ing factor for the partnership, andsale of his partnership interest is $25,000,Partner’s interest more than partner-
consisting of the $10,000 cash payment and 2) The retiring or deceased partner was aship basis.  If the basis of a partner’s inter-
his share of partnership liabilities of which he general partner in the partnership.est to be divided is more than the partner-
is relieved, $15,000. Since the adjusted ba-ship’s adjusted basis for the unrealized
sis of his interest in the partnership is Thus, if the retiring partner was not a gen-receivables and inventory items distributed,
$20,000, he realizes a gain of $5,000, which eral partner or if capital is a material income-and if no other property is distributed to
he reports as a capital gain. producing factor, the partnership will not re-which the partner can apply the remaining

ceive a deduction or its equivalent (distribu-Example 2.  The facts are the same as inbasis, the partner has a capital loss to the ex-
tive share) for the payments to the retiredExample 1, except that instead of selling histent of the remaining basis of the partnership
partner.interest for $10,000, Fred withdraws from theinterest. See Chapter 23 for a discussion of

Capital is not a material income-produc-partnership when the adjusted basis of hiscapital losses.
ing factor if substantially all the gross incomeinterest in the partnership is zero. In this situ-
of the business consists of fees, commis-ation he is considered to have received a dis-Special adjustment to basis of property
sions, or other compensation for personaltribution of money from the partnership ofreceived.  There is a special rule for figuring
services performed by a partner. The prac-$15,000, the amount of liabilities of which hethe partnership basis of property (other than
tice of his or her profession by a physician,is relieved. Since the partnership has no un-money) distributed to a partner within 2 years
dentist, lawyer, architect, or accountant isrealized receivables or substantially appreci-after the partner acquires his or her partner-
not treated as a trade or business in whichated inventory items, he reports a capitalship interest through a sale or exchange or
capital is a material income-producing factor,gain of $15,000.upon the death of a partner. See Publication
even though the practitioner may have a541.
substantial capital investment in the profes-Exchange of partnership interests.  Ex-
sional equipment or physical plant of thechanges of partnership interests generally
practice, so long as the capital investment isdo not qualify as nontaxable exchanges of
merely incidental to the professionallike-kind property. However, under some cir-Optional Adjustment to
practice.cumstances, certain exchanges may beBasis of Partnership treated as a tax-free contribution of property This rule applies to partners retiring or dy-

to a partnership. See Publication 541. ing on or after January 5, 1993. It does notProperty 
An interest in a partnership that has a apply to any partner retiring on or after that

Generally, a partnership cannot adjust the valid election in effect under section 761(a) date if a written contract to purchase the part-
basis of its property because of a distribution of the Internal Revenue Code to be excluded ner’s interest in the partnership was binding
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on January 4, 1993, and at al l  t imes A partner who sells or exchanges only The basis for any unrealized receivables
part of an interest in a partnership, or includes all costs or expenses for the receiv-thereafter.
whose interest is reduced (whether by entry ables that were paid or accrued but not previ-Partner’s valuation.  Generally, the
of a new partner, partial liquidation of a part- ously taken into account under the partner-partners’ valuation of a partner’s interest in
ner’s interest, gift, or otherwise), reports his ship’s method of accounting.partnership property in an arm’s-length
or her distributive share of partnership items Items included as unrealized receiv-agreement will be treated as correct. If the
by taking into account his or her varying in- ables.  When either of the following partner-valuation reflects only the partner’s net inter-
terests during the partnership year. ship transactions occur, unrealized receiv-est in the property (total assets less liabili-

ables include the section 1245 gain thatties), it must be adjusted so that both the
would be treated as ordinary income (depre-Deceased partner.  If a partner dies, thevalue of and the basis for the partner’s inter-
ciation recapture) if the partnership had soldpartner’s estate or other successor in inter-est include the partner’s share of partnership
certain depreciable property at its fair marketest reports on its return the decedent’s dis-liabilities.
value.tributive share of the partnership items forRemaining partners’ distributive

the partnership tax year ending after theshares.  The remaining partners’ distributive 1) A distribution by a partnership to a part-
death occurred.shares are reduced by payments in ex- ner, or

For example, if the partnership and thechange for a retired or deceased partner’s in- 2) A sale or exchange of an interest in apartners all use a calendar year as their taxterest when those payments are treated as partnership by a partner.year and one of the partners dies on June 10,distributive shares of partnership income or
none of the income of the partnership for thatguaranteed payments.

Unrealized receivables also include theyear will be reported in the final return of the
amount of potential gain that would be ordi-deceased partner. All of it will be included inOther payments.  Payments in liquidation of nary income from:the return of the partner’s estate or other suc-a general partnership interest in a partner-

cessor in interest. 1) Mining property.ship where capital is not a material income-
However, if the partnership terminatesproducing factor are treated as distributive 2) Stock in an Interest Charge Domesticwith the death of the partner, the partnershipshares of partnership income or guaranteed International Sales Corporation (IC–year closes for all partners. The deceasedpayments if they are not made in exchange DISC).partner’s share of income for that year will befor an interest in partnership property. This

3) Certain farmland for which expenses forincluded in the deceased partner’s final re-rule applies regardless of the time over
soil and water conservation or landturn. If the decedent’s tax year is differentwhich the payments are to be made. It in-
clearing were deducted.from the partnership’s, the decedent’s finalcludes payments made for the partner’s

return will include his or her share of partner- 4) Franchises, trademarks, or tradeshare of unrealized receivables and goodwill
ship items for both the partnership year end- names.not treated as a distribution.
ing with the decedent’s death and any part-

If the amount is based on partnership in- 5) Oil, gas, or geothermal property.nership year ending earlier in the decedent’s
come, the payments are taxable as distribu- last tax year. See Publication 541 for more 6) Stock of certain controlled foreigntive shares of partnership income. These information. corporations.payments, reported by the recipient, retain
the same character they would have had if 7) Market discount bonds and short-term
they had been reported by the partnership. If obligations.
the amount is not based on partnership in- Unrealized Receivables 8) Recapture of deductions under sections
come, it is treated as a guaranteed payment. 1245 (discussed earlier), 1250, 1253,and Inventory Items  The recipient reports guaranteed payments etc.
as ordinary income. If a partner receives money or property in ex-

These payments are included in income change for any part of a partnership interest, See  Pub l i ca t ion  541  fo r  more
by the recipient for his or her tax year that in- the amount that is due to his or her share of information.
cludes the end of the partnership tax year for the partnership’s unrealized receivables or
which the payments are a distributive share substantially appreciated inventory items re- Inventory items that have appreciatedor in which the partnership is entitled to de- sults in ordinary income or loss. Any such substantially in value.  Before May 1, 1993,
duct them as guaranteed payments. amount received is treated as if it were re- inventory items of the partnership were con-

Former partners who continue to make ceived for the sale or exchange of property sidered to have appreciated substantially in
guaranteed periodic payments to satisfy the that is not a capital asset. value if, at the time of the sale or distribution,
partnership’s liability to a retired partner after their total fair market value is more than:
the partnership is terminated can deduct the Unrealized receivables.  Unrealized receiv- 1) 120% of the partnership’s adjusted ba-payments as a business expense in the year ables are any rights to payments not already sis for the property, andpaid. included in income for:

2) 10% of the fair market value of all part-
1) Goods delivered or to be delivered, toPartner’s taxable income.  If a partner dis- nership property other than money.

the extent that the payment would beposes of his or her entire interest in a part-
treated as received for property othernership, the partner must include his or her However, if a principal purpose for ac-than a capital asset, ordistributive share of partnership items in tax- quiring inventory property was to avoid ordi-

able income for the tax year in which mem- 2) Services rendered or to be rendered. nary income treatment by reducing the ap-
bership in the partnership ends. To compute preciation to less than 120%, that property is
the distributive share of these items, the part- These rights must have arisen under con- excluded.
nership’s tax year is considered ended on tracts or agreements that existed at the time Modified definition.  For sales, ex-
the date the partner disposed of the interest. of sale or distribution, even though the part- changes, and distributions made after April
To avoid an interim closing of the partnership nership may not be able to enforce payment 30, 1993, the definition of substantially ap-
books, the partners can agree that the dis- until a later date. For example, unrealized re- preciated inventory has been modified to
tributive share can be estimated by taking a ceivables include trade accounts receivable eliminate the requirement that the partner-
prorated amount of the items the partner of a cash method partnership and rights to ship’s inventory exceed 10% of the value of
would have included in income if he or she payment for work or goods begun but incom- all partnership property, other than money, in
remained a partner for the entire partnership plete at the time of the sale or distribution of order to be substantially appreciated. If the
tax year. the partnership share. partnership’s inventory is worth more than
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120% of its adjusted basis, the inventory is They include any asset which, if sold or ex- accounts receivable acquired for services or
treated as substantially appreciated. changed by the partnership, would not be a from the sale of inventory. 

Items included as inventory.  Inventory capital asset or treated as a capital asset. See  Pub l i ca t ion  541  fo r  more
items are not just stock-in-trade of the part- They also include any other property held by information.
nership. They include any property that is the partnership that would be considered in-
part of inventory on hand at the end of the tax ventory items if held by the selling or distribu-
year or that is held primarily for sale to cus- tee partner. Inventory also includes trade or
tomers in the normal course of business.
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Dividends from domestic corporations.  A corporation increased by any gain recog-
nized by the distributing corporation on thecorporation can deduct, with certain limits,
distribution.70% of the dividends received if the corpora-30.

tion receiving the dividend owns less than
No deduction is allowed for certain divi-20% of the distributing corporation.Corporations dends.  Corporations cannot take a deduc-20%-or-more owners allowed 80% de-
tion for dividends received from:duction.  A corporation can deduct, with cer-

tain limits, 80% of the dividends received or A real estate investment trust,
accrued if it owns 20% or more of the paying

A corporation exempt from tax either fordomestic corporation. This corporation is aIntroduction the tax year of the distribution or the20%-owned corporation.
preceding tax year,This chapter explains the application of vari- Ownership.  Determine ownership, for

ous tax provisions to corporations. Certain A corporation whose stock has been heldthese rules, by the amount of voting power
areas of corporation taxation are not covered by your corporation for 45 days orand value of stock (other than certain pre-
in this publication. For a more complete dis- less,ferred stock) the corporation owns.
cussion of corporation taxation, please get A corporation whose stock has been held
Publication 542. Small business investment companies. by your corporation for 90 days or

Small business investment companies can less if the stock has preference as to
Topics deduct 100% of the dividends received from dividends and the dividends received
This chapter discusses: a taxable domestic corporation. on it are attributable to a period or pe-

riods totaling more than 366 days, or• Special provisions for corporations
Affiliated corporations.  Members of an af- Any corporation, if your corporation is• Figuring tax filiated group of corporations can deduct under an obligation (pursuant to a

• Estimated tax 100% of the dividends received from a mem- short sale or otherwise) to make re-
ber of the same affiliated group if they meet lated payments for positions in sub-• Filing requirements
certain conditions. See section 243 of the In- stantially similar or related property.• Capital contributions and retained ternal Revenue Code for the definition of an

earnings affiliated group of corporations. Dividends on deposits.  So-called divi-
• Distributions dends on deposits or withdrawable accounts

Dividends from regulated investment in domestic building and loan associations,
company.  Regulated investment companyUseful Items mutual savings banks, cooperative banks,
dividends received are subject to certain lim-You may want to see: and similar organizations are interest. They
its. Capital gain dividends do not qualify for do not qualify for this deduction.
this deduction. For more information, seePublication
section 854 of the Internal Revenue Code. Limit on deduction for dividends.  The to-❏ 542 Tax Information on Corporations

tal deduction for dividends received or ac-
Dividends on preferred stock of public crued is generally limited (in the following or-Form (and Instructions) utilities.  For tax years beginning after 1992, der) to:

❏ 1120 U.S. Corporation Income Tax corporations can deduct 42% of the divi- 1) 80% of the difference between taxable
Return dends it receives on certain preferred stock income and the 100% deduction al-

(issued before October 1942) of a less-than-❏ 1120–A U.S. Corporation Short– lowed for dividends received from affili-
20%-owned taxable public utility. For taxForm Income Tax Return ated corporations, or by a small busi-
years beginning after 1992, a 20%-or-more ness investment company, for dividends❏ 1120–W (WORKSHEET) Estimated owned taxable public utility can deduct 48%. received or accrued from 20%-ownedTax for Corporations For more information, see section 244 of the corporations, and
Internal Revenue Code.❏ 1120X Amended U.S. Corporation

2) 70% of the difference between taxableIncome Tax Return
income and the 100% deduction al-Dividends from foreign corporations.  A❏ 2220 Underpayment of Estimated lowed for dividends received from affili-corporation can deduct a percentage of theTax by Corporations ated corporations, or by a small busi-dividends it receives from 10%-owned for-
ness investment company, for dividends❏ 7004 Application for Automatic eign corporations. For more information, see
received or accrued from less than 20%-Extension of Time To File Corporation section 245 of the Internal Revenue Code.
owned corporations (reducing taxableIncome Tax Return
income by the total dividends received

❏ 8109 Federal Tax Deposit Coupon Dividends on debt-financed portfolio from 20%-owned corporations).
stock.  For dividends received on debt-fi-
nanced portfolio stock of domestic corpora- Figuring limit.  In figuring this limit, de-
tions, reduce the 70%, or 80%, dividend-re-

termine taxable income without:
ceived deduction. Reduce the deduction by aSpecial Provisions 1) The net operating loss deduction,percentage related to the amount of debt in-
curred to purchase the stock. This applies to 2) The deduction for dividends received,Rules on income and deductions that apply
stock whose holding period begins after Julyto individuals also apply, for the most part, to 3) Any adjustment due to the part of an ex-
18, 1984. For more information, see sectioncorporations. However, a corporation can traordinary dividend that is not taxable
246A of the Internal Revenue Code.take certain special deductions in figuring (see Reduction in Basis of Stock), later,

its taxable income.
4) The deduction for contributions to aDividends in property.  When a corporation

Capital Construction Fund (CCF), andreceives a dividend from a domestic corpora-Dividends-Received tion in the form of property other than cash, it 5) Any capital loss carryback to the tax
Deduction includes the dividend in income. The amount year.

included is the lesser of the property’s fairA corporation can deduct a percentage of
market value (FMV), or the adjusted basis ofcertain dividends received during its tax Effect of net operating loss.  If your cor-
the property in the hands of the distributingyear. poration has a net operating loss (defined in
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Chapter 21) for a tax year, the limit of 80% The nontaxed part is any dividends-re- Limit.  A corporation cannot deduct contribu-
(or 70%) of taxable income does not apply. ceived deduction allowable for the dividends. tions that total more than 10% of its taxable
To determine whether a corporation has a The dividend announcement date is income. Figure taxable income for this pur-
net operating loss, figure the dividends-re- the date the corporation declares, an- pose without the following:
ceived deduction without the 80% (or 70%) nounces, or agrees to either the amount or

Deduction for contributions,of taxable income limit. the payment of the dividend, whichever is
earliest. Deduction for dividends received andExample 1.  A corporation loses $25,000

dividends paid,from operations. It receives $100,000 in divi-
Disqualified preferred stock.  The rules ap-dends from a 20%-owned corporation. Its Deduction for contributions to a Capital
ply to an extraordinary dividend on disquali-taxable income is $75,000 before the deduc- Construction Fund (CCF),
fied preferred stock regardless of the periodtion for dividends received. If it claims the full

Any net operating loss carryback to thethe corporation held the stock.dividends-received deduction of $80,000
tax year, andDisqualified preferred stock is any stock($100,000 × 80%) and combines it with the

preferred as to dividends if:operations loss of $25,000, it will have a net Any capital loss carryback to the tax
operating loss of $5,000. Therefore, the 80% 1) The stock when issued has a dividend year.
of taxable income limit does not apply. The rate that declines (or can reasonably be
corporation can deduct $80,000. expected to decline) in the future, Carryover of excess contributions.

Example 2.  Assume the same facts as in You can carry over (with certain limits) any2) The issue price of the stock exceeds its
Example 1 except that the corporation loses charitable contributions made during theliquidation rights or stated redemption
$15,000 from operations. Its taxable income year that are more than the 10% limit to eachprice, or
is $85,000 before the deduction for dividends of the following 5 years. You lose any excess

3) The stock is otherwise structured toreceived. However, after claiming the divi- not used within that period. For example, if a
avoid the rules for extraordinary divi-dends-received deduction of $80,000 corporation has a carryover of excess contri-
dends and to enable corporate share-($100,000 × 80%), its taxable income is butions paid in 1993 and it does not use all
holders to reduce tax through a combi-$5,000. But because the corporation will not the excess on its return for 1994, it can carry
nation of dividends-received deductionshave a net operating loss after a full divi- the remainder over to 1995, 1996, 1997, and
and loss on the disposition of the stock.dends-received deduction, its allowable divi- 1998. Do not deduct a carryover of excess

dends-received deduction is limited to 80% contributions in the carryover year until after
These rules apply to stock issued afterof its taxable income, or $68,000 ($85,000 × you deduct contributions made in that year,

July 10, 1989, unless issued under a written80%). subject to the 10% limit. You cannot deduct a
binding contract in effect on that date and carryover of excess contributions to the ex-
thereafter before the issuance of the stock. tent that it increases a net operating loss car-Reduction in Basis of Stock

ryover in a succeeding tax year.
If a corporation receives an extraordinary Charitable Contributions dividend on stock held 2 years or less before

A corporation can claim a limited deductionthe dividend announcement date, it reduces Related Taxpayers 
for any charitable contributions made in cashits basis in the stock by the nontaxed part of The related-party rules apply to transactionsor other property. The contribution is deducti-the dividend. Do not reduce the basis of the between an individual and a corporation theble if made to or for the use of communitystock below zero. The total nontaxed part of individual controls. They apply to sales or ex-chests, funds, foundations, corporations, ordividends on stock that did not reduce the changes of property and the deduction oftrusts, organized and operated exclusivelybasis of the stock, due to the limit on reduc- certain unpaid business expenses and inter-for religious, charitable, scientific, literary, oring basis below zero, is treated as gain from est. Under certain conditions, the IRS can re-educational purposes. The contribution canthe sale or exchange of the stock for the tax allocate income and deductions betweenalso be made to foster national or interna-year you sell or exchange the stock. two or more businesses directly or indirectlytional amateur sports competition, or for theAn extraordinary dividend is any divi- controlled by the same interests. These rulesprevention of cruelty to children or animals.dend on stock that equals or exceeds: are discussed in Chapters 4 and 23.You cannot take a deduction if any of the

• 5% for stock that is preferred as to divi- net earnings of an organization receiving
dends, or Complete liquidations.  The disallowancecontributions benefit any private shareholder

of losses from the sale or exchange of prop-or individual.• 10% for other stock
erty between related parties does not applyThe organization to which you make a
to liquidating distributions. It does not applycontribution should be able to tell you if theof the corporation’s adjusted basis in the
to any loss of either the distributing corpora-contribution is deductible.stock. Treat all dividends received that have
tion or a distributee for a distribution in com-ex-dividend dates within an 85-consecutive-
plete liquidation.Cash method corporation.  A corporationday period as one dividend. Treat all divi-

using the cash method of accounting can de-dends received that have ex-dividend dates
Interest paid to related parties.  A corpora-duct contributions only in the tax year paid.within a 365-consecutive-day period as ex-
tion’s deduction for interest expense may betraordinary dividends if the total of the divi-
limited if it is paid (or accrued) interest to re-dends exceeds 20% of the corporation’s ad- Accrual method corporation.  A corpora-
lated parties not subject to tax on the inter-justed basis in the stock. Do not include tion using an accrual method of accounting
est received. The deduction for this interestqualifying dividends, discussed earlier under can choose to deduct unpaid contributions
is disallowed for any tax year that the corpo-Affiliated corporations, in the definition of ex- for the tax year the board of directors autho-
ration has:traordinary dividends. rizes them if it pays them within 21/2 months

 The corporation can elect to determine after the close of that tax year. Make the • Excess interest expense, and
whether the dividend is extraordinary by us- choice by reporting the contribution on the

• A debt to equity ratio greater than 1.5 to 1ing the FMV of the stock rather than its ad- corporation return for the tax year. A copy of
at the end of that tax year.justed basis. To make this election the cor- the resolution authorizing the contribution

poration must establish, to the satisfaction of and a declaration stating the board of direc-
the IRS, the FMV of the stock as of the day tors adopted the resolution during the tax However, the deduction is disallowed only to
before the ex-dividend date. (See Revenue year must accompany the return. The presi- the extent of the corporation’s excess inter-
Procedure 87–33 in the 1987 Cumulative dent or other principal officer must sign the est expense. The corporation can carry the
Bulletin, Volume 2, on page 402.) declaration. disallowed interest to later years.
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‘‘Not subject to tax on the interest’’ means • Law 2) Alternative tax energy preference de-
that the related party is not subject to U.S. in- duction, and• Engineering
come tax on the interest income. For exam- 3) Deduction for the environmental tax.• Architectureple, the related party may be a foreign parent
corporation not subject to U.S. tax. • Accounting

Excess interest expense.  Excess inter-
• Actuarial scienceest expense is the excess of the corpora-

tion’s net interest expense over the sum of • Veterinary services Estimated Tax
50% of its adjusted taxable income plus any • Performing arts Every corporation that expects its tax to beexcess limit carryforward.

• Consulting $500 or more must make estimated tax pay-Excess limit.  Excess limit means the ex-
ments. A corporation’s estimated tax is itscess of 50% of the corporation’s adjusted
expected tax liability (including alternativetaxable income over its net interest expense.
minimum tax (AMT) and environmental tax)If a corporation has an excess limit for a Credits 
less its allowable tax credits.tax year, that amount becomes an excess A corporation decreases its tax liability by

limit carryforward to the next tax year. When credits, such as:
Time and amount of deposits. If a corpora-the corporation does not use it up in the next

1) Credit for fuels used for certain pur- tion’s estimated tax is $500 or more, it de-tax year, it can carry it forward only to the fol-
poses (see Publication 378), posits its estimated tax with an authorized fi-lowing 2 tax years.

nancial institution or a Federal ReserveMore information.  For more informa- 2) Foreign tax credit (use Form 1118),
Bank. Use Form 8109 to make deposits. Fol-tion, including the definition of ‘‘adjusted tax-

3) General business credit (see Chapter low the instructions in the coupon book.able income,’’ see section 163(j) of the Inter-
32),nal Revenue Code. Deposit a corporation’s estimated tax in

installments by the 15th day of the following4) Orphan drug credit (use Form 6765),
months of the corporation’s tax year.5) Possessions tax credit (use Form 5735),

Figuring Tax Required Installment Month Due 6) Credit for fuel produced from a noncon-
ventional source, and 1st . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4th monthBeginning January 1, 1993, corporate taxa-

2nd . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6th monthble income is subject to the tax rate system 7) The qualified electric vehicle credit (see
3rd . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9th monthshown in Table 1. Form 8834).
4th . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12th month

Controlled group of corporations.  A con-
Generally, each installment paymenttrolled group of corporations gets only one Other Taxes must equal 25% of the required annual esti-apport ionable $50,000, $25,000, and

A corporation increases its tax liability by: mated tax.$9,925,000 (in that order) amount for each
taxable income bracket. For more informa- 1) Personal holding company tax (attach Example 1.  The Penn Corporation, a
tion, see the instructions for Schedule J of Schedule PH (Form 1120)), calendar year taxpayer, estimates its tax will
Form 1120. be $40,000. The corporation deposits the es-2) Investment credit recapture (see Chap-

timated tax in four $10,000 installments: onter 32),
Personal service corporations.  The tax April 15, June 15, September 15, and De-

3) Low-income housing credit recapturerate for qualified personal service corpora- cember 15.
(Form 8611),tions for tax years that began on or after Jan- Example 2.  The Jones Company has a

uary 1, 1993, is 35% of taxable income. 4) Alternative minimum tax (see Chapter fiscal year beginning April 1 and ending
These corporations cannot use the gradu- 35), and March 31. Its estimated tax is $12,000. It de-
a ted  tax  ra tes  tha t  app ly  to  o ther posits $3,000 of its estimated tax on July 15,5) Environmental tax.corporations. September 15, December 15, and March 15.

A corporation is a qualified personal
service corporation if: Amended estimated tax.  If, after deposit-Environmental tax. A corporation is liable

At least 95% of the value of its stock is ing estimated tax, a corporation determinesfor the tax if its modified alternative minimum
held by employees, or their estates or its tax will be substantially larger or smallertaxable income is over $2 million.
beneficiaries, and than estimated, it refigures the tax before theModified alternative minimum taxable

next installment to determine the amount ofincome.  This is alternative minimum taxableIts employees perform services at least
its remaining deposits.income (defined in Chapter 35) without the:95% of the time in any of the following

fields: Example.  A calendar year corporation1) Alternative tax net operating loss
estimates its tax will be $20,000. The corpo-• Health deduction,
ration deposits the first two installments on
April 15 and June 15 in the amount of $5,000
each (25% of $20,000). On July 1, the corpo-Table 1. Tax Rate Schedule
ration estimates its tax will be $40,000. TheIf taxable income (line 30, Form 1120, or line 26, Form 1120-A) on page 1 is:
installments payable on September 15 and
December 15 will be $15,000 each, figured

Of the amount
as follows:Over— But not over— Tax is: over—

Refigured estimated tax . . . . . . . . . . . . . . . . $40,000$0 $50,000 15% $0
Less: Deposited tax . . . . . . . . . . . . . . . . . . . . 10,00050,000 75,000 $7,500 + 25% 50,000

75,000 100,000 13,750 + 34% 75,000 Unpaid balance $30,000
100,000 335,000 22,250 + 39% 100,000

Installments due September 15, and335,000 10,000,000 113,900 + 34% 335,000
December 15 (Unpaid balance10,000,000 15,000,000 3,400,000 + 35% 10,000,000
($30,000) divided by 2 remaining15,000,000 18,333,333 5,150,000 + 38% 15,000,000

18,333,333 ----- 35% 0 installments) . . . . . . . . . . . . . . . . . . . . . . . . . $15,000
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Recurring seasonal income.  When figur- The IRS will credit or refund the overpay-Penalty 
ment within 45 days after you fi le theing the penalty for an underdeposit of an in-

A corporation that fails to pay a correct in- application.stallment of estimated tax, there is a special
stallment of estimated tax in full by the due rule for a corporation with recurring seasonal
date may be subject to a penalty. The pen- income. The rule applies to corporations
alty rate applies to the period of underpay- whose taxable income for any period of 6 Filing Requirementsment for any installment. Figure the penalty consecutive months has averaged 70% or
at a rate of interest published quarterly by the more of its taxable income for the year during Each corporation, unless it is specifically ex-
IRS. empt or has dissolved, must file a tax returneach of the past 3 tax years.

even if it had no taxable income for the yearNo penalty applies to an installment of
Figuring the underpayment.  The un- and regardless of its gross income for the taxestimated tax if the total deposits made by
derpayment of any installment is the pay- year. The income tax return for ordinary cor-the installment date equals or exceeds 100%
ment required minus the amount paid by the porations is Form 1120. Certain small corpo-of the amount, figured as follows:
due date. rations can file Form 1120–A. Corporations

1) Take the taxable income for all monthsFor tax years beginning after December that normally file Form 1120 may save time if
in the tax year before the month the in-31, 1993, the estimated tax payment re- they can use Form 1120–A. 
stallment is due,quired in installments is the lesser of:

2) Divide the amount in (1) by the base pe- Who Can File Form 1120-A 1) 100% of the tax shown on the return for
riod percentage, defined next, for thosethe preceding year, or A corporation can use Form 1120–A to re-
months, port its taxable income if it meets the follow-2) 100% of the tax shown for the current

ing requirements:3) Figure the tax on the amount figured inyear (the current year tax may be deter-
(2), and • Its gross receipts must be under $500,000,mined on the basis of actual income or

annualized income). • Its total income must be under $500,000,4) Multiply the tax figured in (3) by the base
period percentage for the filing month • Its total assets must be under $500,000,

However, a large corporation can use (1) and all months during the tax year • It does not have ownership in a foreignor (2), whichever applies, only for determin- before the filing month. corporation,ing the amount of its first installment in any
• It does not have foreign shareholders whotax year. If the installment determined under The base period percentage for any period

own, directly or indirectly, 50% or more of(1) is greater than that determined and paid of months is the average percentage that the
its stock,under (2), add the difference to the next re- taxable income for the same period of

quired installment. A large corporation is one • It is not a member of a controlled group,months in each of the 3 preceding tax years
with at least $1 million of taxable income in bears to the taxable income for those 3 tax • It is not a personal holding company,any of the last 3 years. years. • It is not a consolidated corporate returnFor tax years that begin after June 30,

filer,1992, and before January 1, 1994, the pay-
Form 1120–W. As an aid in determining thement required in installments is the lesser of: • It is not a corporation undergoing a disso-estimated tax and required installments, a

lution or liquidation,1) 97% of the tax shown on the return for calendar year corporation should get Form
• It is not filing its final tax return,the tax year (or if no return filed, 97% of 1120–W. Keep the form. Do not file it.

the tax for the year), or For tax years beginning after December • Its only dividend income is from domestic
31, 1993, fiscal year corporations use the corporations, and those dividends qualify2) 100% of the tax on the return for the pre-
1994 revision of Form 1120–W to determine for the 70% deduction,ceding year, if that year was a 12–month
the estimated tax payments for the 1994 fis-tax year and a return filed for that year • It has no nonrefundable tax credits other
cal year.showed a tax liability. than the general business credit and the

credit for prior-year minimum tax,
Form 2220.  Use Form 2220 to determineOrder of crediting payments.  Credit an es- • It is not subject to environmental tax,any underpayment of estimated tax. If it ap-timated tax payment against unpaid install- • It has no liability for interest relating to cer-pears from your Form 1120 or 1120–A thatments in the required order of payment. tain installment sales of timeshares andyou underpaid your estimated tax, use Form

residential lots, or interest on deferred tax2220 to compute any penalty.
Annualizing.  If you base an installment on liability or installment payments of tax,
100% of the current year’s tax that you would

• It has no liability for interest due under theQuick Refund ofowe if you annualized income, no penalty
look-back method on completion of a long-applies. You can estimate total income for Overpayments term contract,the tax year by annualizing income. You an-

A corporation that overpays its estimated tax • It is not required to file Form 8621,nualize income by treating income received
can apply on Form 4466 for a quick refund ofover a specified period in the tax year as if re- • It has no liability for tax on a nonqualifiedany overpayment. File the form after theceived at the same rate over the full 12- withdrawal from a capital constructionclose of the corporation’s tax year but before:month year. Add any reduction in a required fund,

installment from using the annualization ex- 1) The 16th day of the 3rd month after the • It is not making an election to forgo theception to the next required installments if close of the tax year, and carryback period of an NOL,not taken into account in earlier installments.
2) The day the corporation files its return • It is not electing to pay tax on the sale of anFor tax years beginning after December

for that tax year. intangible as described in section31, 1993, you now have three sets of periods
197(f)(9)(B)(ii) of the Internal Revenueover which income may be annualized. The
Code, andThe overpayment must be:tax law specifies a particular set of periods

for annualizing income unless you elect one • It is not an organization such as an S cor-1) At least 10% of the amount estimated by
of two alternative sets of periods by making poration, life or mutual insurance com-the corporation on its application as its
an election on Form 8842. Once made, the pany, political organization, etc., requiredincome tax liability for the tax year, and
election cannot be revoked. See the instruc- to file a specialized form such as Form

2) At least $500.tions for Form 8842 for more information. 1120S, 1120-L, 1120–POL, etc.
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For more information, see Instructions for Failure to pay tax.  Payments made after reasonable cause for the corporation’s fail-
ure to file a return or deposit the tax on time.Forms 1120 and 1120–A. the due date are subject to an interest
In addition, the statement must contain acharge, even if f i l ing extensions were
declaration that it was made under the penal-granted. Payments of tax, other than esti-Amending Return ties of perjury.mated tax, made after the due date may also

If, after filing Form 1120 or 1120–A, you have be subject to a penalty of 0.5% a month or
to correct an error on the return, use Form part of a month up to a maximum of 25%. In
1120X. File this form if you understated or certain situations, the penalty will increase to Capital Contributionsoverstated income, or failed to claim deduc- 1% a month or part of a month up to a maxi-
tions or credits. mum of 25%. and Retained Earnings

Contributions to the capital of a corporation,Failure to deposit taxes.  If a corporationDue Date of Return whether or not by shareholders, are paid-indeposits taxes after the due date or does not
capital. These contributions are not taxableIf a corporation files its income tax return on deposit the required tax, it can be charged a
to the corporation.a calendar year basis, file it by March 15 fol- penalty. Deposits of tax after the due date

lowing the close of the tax year. If a corpora- are subject to a penalty on the underpay-
Basis.  For the basis of property contributedtion uses a fiscal year, file its return by the ment. The underpayment is the excess of the
by a shareholder, see Issuance of Stock15th day of the 3rd month following the close required tax deposit over the tax deposited
under Forming a Corporation in Publicationof its fiscal year. See the checklist at the end by the due date.
542.of this publication. Figuring the penalty.  The amount of the The basis of property contributed to capi-

penalty is figured by multiplying the un- tal, by a person other than a shareholder, isExtension of time to file.  A corporation will derpayment  by one of  the fo l lowing zero.receive an automatic 6-month extension of percentages: If a corporation receives a cash contribu-time for filing its return by submitting an appli-
tion from a person other than a shareholder,1) 2% if deposited by the 5th day after thecation for an extension on Form 7004. File
reduce the basis of property acquired withdeposit due date,this form with the Internal Revenue Service
the money during the 12–month period be-Center where the corporation will file its in- 2) 5% if deposited after the 5th day but by
ginning on the day it received the cash contri-come tax return. The IRS can terminate this the 15th day after the deposit due date,
bution by the amount of the contribution. Ifextension at any time by mailing a notice of or
the amount contributed is more than the costtermination to the corporation. File Form

3) 10% if deposited after the 15th day after of the property acquired, then reduce, but not7004 by the due date of the corporation’s in-
the deposit due date. below zero, the basis of the other propertiescome tax return.

held by the corporation on the last day of theAny automatic extension of time for filing
12–month period in the following order:The percentage is 15% if the tax is nota corporation income tax return will not ex-

deposited by the earlier of: 1) Depreciable property,tend the time for paying the tax due on the re-
1) The day that is 10 days after the date ofturn. Deposit the amount of tax shown on line 2) Amortizable property,

the first delinquency notice to the corpo-6 of Form 7004 using Form 8109. 3) Property subject to cost depletion but
ration, orInterest.  If the tax reported on Form not to percentage depletion, and

7004 is less than the actual tax due, interest 2) The day on which notice and demand 4) All other remaining properties.is charged on the difference. for immediate payment is given.

Reduce the basis of property in one cate-
This penalty does not apply to estimatedWhere To File gory to zero before going to the next cate-

taxes when the penalty discussed earlier gory. There may be more than one piece ofA corporation files its income tax return with
under Estimated Tax applies. property in each category.the Internal Revenue Service Center serving

the area for the location of the principal office
Failure to file.  If a corporation does not file Accumulation of retained earnings.  A cor-for keeping its books and records. The in-
its income tax return by the due date (includ- poration can accumulate its earnings for astructions to the forms have the Service
ing extensions), and it cannot show reasona- possible expansion or other bona fide busi-Center locations.
ble cause, a delinquency penalty of 5% of the ness reasons. However, for tax years begin-The separate income tax returns of a
tax due will apply if the delinquency is for one ning on or after January 1, 1993, if a corpora-group of corporations located in several Ser-
month or less. An additional 5% is imposed tion allows earnings to accumulate beyondvice Center regions can be filed with the Ser-
for each additional month or part of a month the reasonable needs of the business, it canvice Center for the area in which the principal
that the delinquency continues, not exceed- be subject to an accumulated earnings tax ofoffice of the managing corporation (that
ing a total of 25%. The tax due is the tax lia- 39.6%. If the accumulated earnings tax ap-keeps all the books and records) is located.

plies, interest applies to the underpaymentsbility that would be shown on a return less
of the tax from the date the corporate returncredits and any tax payments before the due

Payment of Tax was originally due, without extensions. Thisdate. Reduce the delinquency penalty by an
tax applies regardless of the number ofamount equal to that imposed under the fail-Deposit the balance of any income tax due,
shareholders.ure-to-pay-tax penalty, discussed earlier.after estimated tax installments, by the due

Treat an accumulation of $250,000 orIf the return is not filed within 60 days ofdate of the return.
less generally as within the reasonablethe due date (including extensions), the pen-Make income tax deposits to either an
needs of a business. However, treat an ac-alty for failure to file will be at least $100 orauthorized financial institution or a Federal
cumulation of $150,000 or less within thethe balance of tax due, whichever is less, un-Reserve Bank. Make all deposits with Form
reasonable needs of a business whose prin-less reasonable cause is shown.8109 according to the instructions in the cou-
cipal function is performing services in theReasonable cause.  A corporation thatpon book.
fields of:wishes to avoid a penalty for failure to either

file a tax return, pay tax on time, or deposit Health,Penalties taxes must show reasonable cause. This is Law,
There are several penalties that can apply to done by filing, with the Director of the Service

Engineering,a corporation. Some of them are discussed Center where the corporation must file the
next. return, a statement of the facts establishing Architecture,
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Accounting, they may also be in stock or other property. distributions in exchange for stock in liquida-
For information on stockholder reporting of tions or redemptions are not nontaxableActuarial science,
dividends and other distributions, see Publi- dividends.

Veterinary services, cat ion 550,  Investment  Income and
Expenses.Performing arts, or Adjustment to earnings and profits.  For a

File a Form 1099–DIV with the IRS for cash distribution, decrease the current earn-Consulting.
each stockholder to whom a corporation ings and profits by the amount distributed,
pays dividends of $10 or more during a cal- but not below zero.In determining if the corporation has accu-
endar year. The corporation files Form 1096 For a distribution of an obligation of themulated earnings and profits beyond its rea-
to summarize and transmit its Forms 1099– distributing corporation, decrease the earn-sonable needs, value the listed and readily
DIV. File Form 5452 if the corporation pays ings and profits by the principal amount ofmarketable securities owned by the corpora-
dividends that are not taxable. For a discus- that obligation, but not below zero.tion and purchased with its earnings and
sion of Forms 1096 and 1099, see Instruc- For the distribution of an original issueprofits at net liquidation value, not at cost.
tions for Forms 1099, 1098, 5498, and W- discount obligation, decrease earnings andThe reasonable needs of a business
2G. profi ts by the total issue price of theinclude:

obligation.Specific, definite, and feasible plans for Withholding on dividends.  Backup with- For a distribution of other property, de-the use of the accumulation in the holding may require a corporation to withhold crease the earnings and profits by the ad-business, and
tax equal to 31% of the dividends paid to cer- justed basis of that property, but not below

The amount necessary to redeem the tain shareholders. See Publication 505 for zero.
corporation’s stock included in a de- more information on backup withholding.
ceased shareholder’s gross estate, if Constructive dividends—insurance pre-
the amount does not exceed the rea- Amount of distribution. The amount of a miums.  If a corporation pays part or all of
sonably anticipated total estate and distribution received by any stockholder is the premiums on insurance issued on the
inheritance taxes, and funeral and ad- the money received plus the FMV of other lives of certain stockholders, and both the
ministration expenses incurred by the property received by the shareholder. Re- corporation and stockholders derive benefits
shareholder’s estate. duce (but not below zero) the amount of the from it, part or all of the premiums paid by the

distribution by liabilities of the corporation as- corporation will be a constructive dividend.
If a corporation with accumulated earn- sumed by the shareholder and by liabilities to This is especially true in a closely held corpo-

ings of more than $250,000 does not make which the property is subject. ration. See Chapter 18 for a discussion of
regular distributions to its stockholders, it The basis of property received by the insurance.
should be prepared to show a bona fide busi- shareholder is its FMV.
ness reason for not doing so. The part of a distribution from either cur- Distribution of stock and stock rights.  AFor a corporation to avoid liability for ac- rent or accumulated earnings and profits is a shareholder does not include a distribution ofcumulated earnings tax, it must show that tax dividend. First, the part of the distribution that stock or rights to acquire stock in your corpo-avoidance by its shareholders is not one of is more than the earnings and profits ration in his or her gross income unless it isthe purposes of the accumulation. The sim- reduces the adjusted basis of the stock in the one of the following:ple existence of a tax avoidance purpose is hands of the stockholder. Second, any
sufficient for imposing the accumulated A distribution instead of money,amount that exceeds the adjusted basis of
earnings tax. A disproportionate distribution,that stock is treated by the stockholder as a

gain from the sale or exchange of property A distribution on preferred stock,Earnings and (usually a capital gain).
A distribution of convertible preferredProperty.  Property means any propertyProfits Computations 

stock, unless your corporation canincluding money, securities, and indebted-In determining the taxable status of corpo- establish to the satisfaction of the IRSness to the corporation except stock of therate distributions to stockholders, it is neces- that the distribution will not result in adistributing corporation or rights to acquiresary to know the corporation’s earnings and disproportionate distribution, de-such stock.profits. scribed later, orTransfers of property to shareholdersTaxable distributions come first from cur-
for less than fair market value.  A sale or A distribution of common and preferredrent earnings and profits and then from accu-
exchange of property between a corporation stock resulting in the receipt of pre-mulated earnings and profits. Accumulated
and shareholder may be a dividend to the ferred stock by some common share-earnings and profits means earnings and
shareholder. holders and receipt of common stockprofits accumulated since February 28,

If the FMV of the property on the date of by other common shareholders.1913. To the extent that the distributions are
distribution exceeds the price paid by themore than both the current and accumulated
shareholder, the excess is a propertyearnings and profits, the distributions may be Even if the distribution falls into one of
distribution.partly or completely nontaxable. these five categories, there must be suffi-

Corporation canceling shareholder’sIf the distributions are either partly or cient earnings and profits for the distribution
debt.   If a corporation cancels a sharehold-completely nontaxable because they exceed to be a dividend. If the distribution does not
er’s debt, without repayment by the share-current and accumulated earnings and prof- fall into one of these categories, the corpora-
holder, treat the amount canceled as a distri-its, the corporation attaches Form 5452 to its tion does not adjust its earnings and profits.
bution to the shareholder.income tax return. See the instructions to A distribution is instead of money if

Form 5452 for more information. any shareholders have an election to get ei-
Nontaxable dividends.  Nontaxable divi- ther stock, rights to acquire stock, or prop-
dends are distributions to stockholders on erty.  This applies regardless of whether:
their stock in the ordinary course of busi- 1) The distribution is actually made inDistributions ness. They are not taxable as dividends be- whole or in part in stock or in stock
cause the amount of the distributions is Any distribution to shareholders from earn- rights,
greater than the corporation’s earnings andings and profits is generally a dividend.

2) The election or option is exercised or ex-profits. Attach Form 5452 to the corporate re-However, a distribution is not a taxable divi-
ercisable before or after the declarationturn if nontaxable dividends are paid todend if it is a return of capital to the stock-
of the distribution,holder. Most distributions are in money, but stockholders. Tax-free stock dividends and
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3) The declaration of the distribution pro- However, it is not required that shareholders common stock or preferred stock), there is a
vides that it will be made in one type un- receive the cash or property by means of a disproportionate distribution. The stock divi-
less the shareholder specifically re- distribution or series of distributions as long dends are distributions of property that may
quests payment in the other, as the result is that they did receive it in their be ordinary dividends.

capacity as shareholders and that such dis- If there is more than one class of stock4) The election governing the nature of the
tribution is one which would be subject to the outstanding, you must consider each class ofdistribution is provided for in the decla-
rules that apply to the taxing of dividends. stock separately for determining whether aration of the distribution, corporate char-

In order for a distribution of stock to be shareholder has increased his or her propor-ter, or arises from the circumstances of
considered as one of a series of distribu- tionate interest in the assets or earnings andthe distribution, or
tions, it is not necessary that it be pursuant to profits of a corporation.5) All or part of the shareholders have the
a plan to distribute cash or property to some In determining whether a distribution orelection.
shareholders and to increase the proportion- series of distributions has the result of a dis-
ate interests of other shareholders. It is suffi- proportionate distribution, treat any securityIf the common shareholders receive a pro
cient if there is either an actual or deemed convertible into stock (whether or not con-rata distribution of preferred stock with an
distribution of stock and as a result of it, vertible during the tax year) or a right to ac-option to immediately redeem it for money,
some shareholders receive cash or property quire stock (whether or not exercisable dur-the distribution is instead of money. They
and other shareholders increase their pro- ing the tax year) as outstanding stock. must include the distribution in gross income.
portionate interests. You cannot deduct the expenses of issu-A distribution is disproportionate if

ing a stock dividend. These include printing,Example.  Your corporation has two clas-some shareholders receive cash or other
postage, cost of advice sheets, fees paid toses of common stock outstanding. If it paysproperty and other shareholders receive in-
transfer agents, and fees for listing on stockregular cash dividends on one class andcreased proportionate interests in the assets

stock dividends on the other (whether in exchanges. Capitalize these costs.or earnings and profits of the corporation.
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❏ 1128 Application To Adopt, Change, that is also part of the group. The com-
or Retain a Tax Year mon parent must directly own stock that

possesses at least 80% of the total vot-31. ❏ 2553 Election by a Small Business
ing power of the stock of at least one ofCorporation
the corporations. In addition, the stock

❏ 6251 Alternative Minimum Tax—S Corporations the common parent owns must have a
Individuals value equal to at least 80% of the total

value of the stock of that same corpora-❏ 8716 Election To Have a Tax Year
tion. Stock does not include certain pre-Other Than a Required Tax Year
ferred stock. A corporation is a member

❏ 8752 Required Payment or RefundImportant Reminders of an affiliated group if it directly owns atUnder Section 7519
least 80% of the total combined votingfor 1994 
power of stock entitled to vote and at

Discharge of real property business in- least 80% of the total value of all stock,
debtedness.  S corporations may elect to except preferred stock, of another cor-
exclude from gross income certain income poration. See Subsidiaries, later, for ex-Becoming
from the discharge of qualified real property ceptions to this rule.
business indebtedness. This applies to dis- an S Corporation 

2) A DISC (Domestic International Salescharges after December 31, 1992, in tax
A corporation can become an S corporation Corporation) or former DISC.years ending after that date. For more infor-
if:mation, see Chapter 7. 3) A corporation that takes the Puerto Rico
1) It meets the requirements of S corpora- and possessions tax credit for doing

tion status, business in a United States possession.Increase in corporate estimated tax per-
centage.  An S corporation that bases its es- 2) All its shareholders consent to S corpo- 4) A financial institution that is a bank, in-
timated tax on its current year’s tax must pay ration status, cluding mutual savings banks, coopera-
estimated tax equal to 100% of the tax tive banks, and domestic building and3) It uses a permitted tax year, or elects toshown on the current year’s return. For more loan associations.use a tax year other than a permitted taxinformation, see Publication 589.

year, explained later, and 5) An insurance company taxed under
Subchapter L of the Internal Revenue4) It files Form 2553 to indicate it choosesIncrease in corporate tax rates.  The high-
Code.S corporation status.est corporate rate of tax is 35% for tax years

beginning on or after January 1, 1993.

One Class of Stock Requirements of an
For tax years beginning before May 28,S Corporation Introduction 1992, an S corporation had more than one

To qualify for S corporation status, a corpo- class of stock if the rights in the profits andAn eligible domestic corporation can avoid
ra t ion  mus t  meet  al l  the  fo l l ow ing assets of the corporation were not identicaldouble taxation (once to the corporation and
requirements: for all holders of the outstanding stock. Dif-again to the shareholders) by electing to be
1) It must be a domestic corporation. It ferences in voting rights were allowed.treated as an S corporation under the rules of

must be a corporation that is either or-Subchapter S of the Internal Revenue Code. The new one-class-of-stock rules, dis-
ganized in the United States or organ-In this way, the S corporation passes its cussed here, apply to corporate tax years
ized under federal or state law. The termitems of income, loss, deduction, and credits beginning after May 27, 1992. However, an
‘‘corporation’’ includes joint-stock com-through to its shareholders to be included on S corporation and its shareholders may ap-
panies, insurance companies, andtheir separate returns. Individual sharehold- ply these new rules to prior years. For more
associations.ers may benefit from a reduction in their taxa- information, see Effective date, later in this

ble income during the first years of the corpo- discussion.2) It must have only one class of stock.
ration’s existence when it may be operating A corporation that has more than oneSee One class of stock, later.
at a loss. class of stock does not qualify as an S corpo-

3) It must have no more than 35 sharehold-This chapter discusses how to become ration. A corporation is treated as having
ers. See Counting shareholders, later.an S corporation and how to terminate an S only one class of stock if all outstanding

corporation. For a complete discussion of S 4) It must have as shareholders only indi- shares of stock of the corporation confer
corporations, see Publication 589. viduals, estates (including estates of in- identical rights to distribution and liquidation

dividuals in bankruptcy), and certain proceeds. Stock may have differences in vot-
trusts. See Trusts, later. Partnerships ing rights and still be considered one class ofTopics
and corporations cannot be sharehold- stock. For example, a corporation may haveThis chapter discusses:
ers in an S corporation. voting and nonvoting common stock, a class

• Becoming an S corporation
of stock that may vote only on certain issues,5) All of its shareholders must be citizens

• Terminating S corporation status irrevocable proxy agreements, or groups ofor residents of the United States.
shares that differ with respect to rights to
elect members of the board of directors.Useful Items

You may want to see: Certain Domestic
Identical rights to distribution and liqui-Corporations Ineligible dation proceeds.  Generally, the determina-Publication

Certain domestic corporations are ineligible tion of whether stock has identical rights to
❏ 589 Tax Information on S to elect S corporation status. They are: distribution and liquidation proceeds is made

Corporations based on the governing provisions of the cor-1) A member of an affiliated group of cor-
porate charter, articles of incorporation, by-porations. Generally, an affiliated group

Form (and Instructions) laws, applicable state law, and bindingmeans one or more chains of corpora-
agreements relating to distribution and liqui-❏ 1120S U.S. Income Tax Return for tions connected through stock owner-
dation proceeds.an S Corporation ship with a common parent corporation
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A commercial contractual agreement, 1) The obligation is materially modified so 1) It does not convey the right to vote,
that it no longer satisfies the definition ofsuch as a lease or loan agreement, is not a 2) It is an unfunded and unsecured prom-
straight debt, orbinding agreement relating to distribution ise to pay money or property in the

and liquidation proceeds, and is not a gov- future,2) It is transferred to a third party who is not
erning provision unless a principal purpose an eligible shareholder in the S 3) It is issued to an employee or indepen-of the agreement is to get around this one- corporation. dent contractor in connection with theclass-of-stock provision. Although a corpora-

performance of services for the corpora-tion is not treated as having more than one Second class of stock.  Instruments, obli- tion, andclass of stock as long as its governing provi- gations, or other arrangements issued by a
4) It is issued pursuant to a plan undersions provide for identical distribution and liq- corporation may be treated as a second

which the employee or independentuidation rights, the tax effect of any distribu- class of stock in the following two situations:
contractor is not taxed currently ontion that differs in timing or amount will

1) They are treated as equity. income.depend on the facts and circumstances.
2) They are call options or warrants.State laws may require a corporation to

Unissued stock.  Authorized but unissuedpay or withhold state income taxes on behalf
stock and treasury stock are not consideredTreated as equity.  An instrument, obli-of some or all of the corporation’s sharehold-
in determining if a corporation has more thangation, or other arrangement, regardless ofers. These laws are disregarded in finding
one class of stock. Nor is special stock is-whether it is called a debt, is treated as awhether all outstanding shares have identi-
sued to the Federal Housing Administrationsecond class of stock if:cal rights to distribution and liquidation pro-
considered when making this determination.ceeds if, when the constructive distributions 1) It constitutes equity or otherwise results
The existence of outstanding options, war-resulting from the payment or withholding of in the holder being the owner of stock
rants to acquire stock, or convertible deben-taxes by the corporation are taken into ac- under federal tax law principles, and
tures will not, by itself, be considered a sec-count, the shares have identical rights. A dif-

2) A principal purpose of the transaction is ond class of stock.ference in timing between the constructive
to get around the one-class-of-stock

distributions and the actual distributions to
rules or the limitations on eligible share- Effective date.  The rules for one class ofthe other shareholders does not cause the holders listed earlier under Require- stock generally apply to tax years beginningcorporation to be treated as having more ments of an S Corporation. after May 27, 1992. However, they do not ap-than one class of stock.

ply to an instrument, obligation, or arrange-
See Treatment of straight debt, earlier ment issued before May 28, 1992, and notBuy-sell and redemption agreements. and section 1.1361–1(l) of the Income Tax materially modified after that date. Nor doBona f ide agreements to redeem or Regulations for certain exceptions. they apply to a buy-sell agreement, redemp-purchase stock at the time of death, divorce, Call options and warrants.  A call op- tion agreement, or agreement restrictingdisability, or termination of employment are tion, warrant, or similar instrument is treated transferability entered into before May 28,disregarded for the one-class-of-stock rules. as a second class of stock if, taking into ac- 1992, or a call option or similar instrument is-Also disregarded are buy-sell agreements, count all facts and circumstances: sued before that date. In addition, an S cor-redemption agreements, and agreements

poration and its shareholders may apply1) It is substantially certain to be exercised,restricting the transferability of stock unless:
these rules to prior tax years.and

1) A principal purpose of the agreement is
2) It has a strike price substantially belowto get around the one-class-of-stock Counting Shareholders the fair market value of the underlyingrules, and An S corporation cannot have more than 35stock on the date the call option is

shareholders. When counting shareholders,2) The agreement establishes a purchase issued.
the following rules apply:price that, at the time of the agreement,

is significantly above or below the fair See section 1.1361–1(l) of the regula- 1) Count the individual, estate, or other
market value of the stock. tions for exceptions and more information. person who is considered the share-

holder if the stock is actually held by a
Treatment of straight debt.  An instrument Not treated as outstanding stock.  The trust. See Trusts, later. Do not count the

general requirement for having only oneor obligation that is straight debt is generally trust itself as a shareholder.
class of stock is that all outstanding shares ofnot treated as a second class of stock. The 2) Count a husband and wife, and their es-
stock have identical rights to distribution andterm ‘‘straight debt’’ means any written un- tates, as one shareholder, even if they
liquidation proceeds. Exceptions to the re-conditional promise to pay a fixed amount on own stock separately.
quirement that all outstanding shares ofdemand or on a specified date if:

3) Otherwise, count everyone who ownsstock are taken into account apply to:1) The interest rate and interest payment any stock, even if the stock is owned
1) Restricted stock, anddates are not contingent on profits, the jointly with someone else.

borrower’s discretion, or similar factors, 2) Deferred compensation plans.

2) The debt cannot be converted into
Restricted stock.  Stock that is issued instock, or any other equity interest of the Trusts 

connection with the performance of services,S corporation, and The following trusts, other than foreign
and that is substantially nonvested, is gener- t rusts,  can be shareholders of  an S3) The creditor is an individual (other than ally not treated as outstanding stock. The corporation:a nonresident alien), an estate, or a trust holder of that stock is not treated as a share-

1) A trust that is treated as entirely ownedeligible to hold stock in an S corporation. holder unless he or she makes an election to
by an individual who is a United Statesinclude in income the fair market value of the
citizen or resident. The individual, notSubordination.  An obligation that is stock at the time of the transfer minus the
the trust is treated as the shareholder.subordinated (placed in a lower position) to amount paid for the stock. Whether that

other debt of the corporation does not pre- nonvested stock is treated as a second class 2) A trust that qualified under (1) immedi-
vent the obligation from qualifying as straight o f  s tock  depends  on  the  fac ts  and ately before the owner’s death, and con-
debt. circumstances. tinues to exist after the owner’s death,

Straight debt modified or transferred. Deferred compensation plans.  An in- may continue to be an S corporation
An obligation that originally qualifies as strument, obligation, or arrangement is not shareholder for stock held by the trust
straight debt ceases to qualify if: treated as outstanding stock if: when the owner died. This is valid only
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for a period of 60 days, beginning on the An election made before the 16th day of election is made must also consent to S cor-
date of the owner’s death. However, if the 3rd month of the tax year is considered poration status for the corporation.
the entire corpus of the trust is included made for the following tax year if one or more Co-owners.  Each co-owner, tenant by
in the owner’s gross estate, the 60-day of the persons who held stock in the corpora- the entirety, tenant in common, and joint ten-
period becomes a 2-year period. The tion during the tax year and before the elec- ant must consent. If stock is owned as com-
owner’s estate is treated as the tion was made did not consent to the munity property, or if income from the stock
shareholder. election. is community property, both husband and

An election made after the 15th day of the wife must consent.3) A trust created primarily to exercise the
3rd month but before the end of the tax year Minors.  The consent of a minor must bevoting power of stock transferred to it.
will also be considered as made for the fol- made by the minor or his or her legal repre-Each beneficiary of the trust is treated
lowing tax year. sentative (or a natural or adoptive parent ofas a shareholder.

The shareholder may also consent by the minor if no legal representative has been
4) Any trust the stock is transferred to signing a separate written consent state- appointed).

under the terms of a will, but only for 60 ment, under penalties of perjury, which Estates.  The consent of an estate hold-
days, beginning with the day the stock should be attached to Form 2553. The sepa- ing stock in an S corporation must be made
was transferred to the trust. The estate rate consent should provide the following by the executor or administrator of the
of the person leaving the will is treated information: estate.
as the shareholder. Trusts.  The consent of a qualified trust1) The name, address, and taxpayer iden-

holding stock in a newly electing S corpora-tification number of the corporation,A trust that qualifies as an IRA cannot be tion must be made by the person who is
a shareholder in an S corporation. 2) The name, address, and taxpayer iden- treated as a shareholder to determine

Qualified subchapter S trusts.  The tification number of the shareholder, whether the corporation meets the S corpo-
beneficiaries of certain other trusts can ration requirements. If a husband and wife3) The number of shares of stock owned
choose to have their trusts qualify as a trust have a community interest in the trust, bothby the shareholder and the date or dates
described in (1), above. These trusts are must consent. See Trusts, earlier, under Re-acquired,
known as ‘‘qualified subchapter S trusts quirements of an S Corporation.4) The day and month of the end of the(QSST).’’ See Publication 589 for the defini-

shareholder’s tax year, andtion of a QSST and how to elect to qualify a Tax Year QSST as a shareholder. 5) A statement that the shareholder con-
The term ‘‘tax year’’ is the annual accountingsents to the election of S corporation
period that is used for keeping records andstatus.Subsidiaries 
reporting income and expenses. It is either aGenerally, an S corporation cannot have a
calendar year or a fiscal year.The consents of all shareholders may besubsidiary that would cause it to be a mem-

included in one statement. The corporation’sber of an affiliated group of corporations.
Permitted tax year.  A permitted tax year iselection of S corporation status is invalid ifHowever, this rule may not apply if the sub-
a calendar year or any other accounting pe-any consent is not filed on time. However, ifsidiary is inactive, a former DISC, or a foreign
riod for which the corporation establishes athe corporation’s election would be valid ex-corporation.
substantial business purpose to the satisfac-cept for the failure of a shareholder to file a
tion of the IRS. In addition, an S corporationconsent on time, an extension of time to fileInactive subsidiary.  An inactive subsidiary
may elect under section 444 to have a taxthe consent can be requested. The requestis one that, during any period in a tax year:
year other than the permitted tax year.for an extension of time to file should be sent

1) Has not begun business at any time by For more information on substantial busi-to the Internal Revenue Service Center
the close of that period, and ness purpose, see Publication 589.where Form 2553 was filed.

A corporation electing S corporation sta-2) Does not have gross income for that The time for filing a consent may be ex-
tus does not need the approval of the IRS toperiod. tended, if:
choose a calendar year as its tax year. An

1) It is shown to IRS’s satisfaction that electing S corporation should use FormFormer DISC or foreign corporation as a there was reasonable cause for the fail- 2553, discussed later, to request a tax yearsubsidiary.  A corporation that holds a for- ure to file the consent and that the gov- other than a calendar year or to make theeign corporation or former DISC as a subsid- ernment’s interest will not be jeopard- section 444 election.iary is not eligible to be an S corporation, un- ized by treating the election of S
less it qualified under the ‘‘grandfather rules’’ corporation status as valid, and Change of tax year.  An S corporationof the Subchapter S Revision Act of 1982.

2) The request for the extension is made should file Form 1128 to apply for permission
within a reasonable period of time under to change its tax year to a year other than aShareholder Consents the circumstances. year ending December 31. This form should

The corporation’s election of S corporation be filed by the 15th day of the 2nd calendar
status is valid only if all shareholders consent Consents must be filed within the ex- month after the close of the short tax year.
to the election. A shareholder’s consent is tended period by all persons: This short tax year begins on the first day af-
binding and may not be withdrawn after a ter the end of the corporation’s present tax1) Who were shareholders at any time be-valid election is made by the corporation. year and ends on the day before the openingginning with the date of the invalid elec-

date of its new tax year.tion and ending on the date the exten-Form of consent.  Shareholders may con- User fee.  The corporation must submit asion of time is granted, andsent by providing the required information on user fee with Form 1128. Form 1128 and the
2) Who have not previously consented toForm 2553 and signing in the appropriate user fee should be filed with:

the election.space.
The Commissioner of Internal RevenueEach person who is a shareholder at the
Attention: CC:CORP:Ttime Form 2553 is filed must consent. If the Who must consent.  Generally, each per-
P.O. Box 7604consent is filed before the 16th day of the 3rd son who is a shareholder at the time the elec-
Benjamin Franklin Stationmonth of the year for which it is to be effec- tion is made must consent. If the election is
Washington, DC 20044tive, all shareholders in the corporation who made during the corporation’s first tax year in

held stock on any day in the tax year before which S corporation status is effective, each
the date Form 2553 is fi led must also person who was a shareholder at any time The package should be marked ‘‘Ruling
consent. during the part of the tax year before the Request Submission.’’
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The application should contain all the re- If an S corporation with a tax year other consent to the revocation. The consenting
quested information. It should show that than the required tax year decides to termi- shareholders must own their stock in the S
there is a business purpose for the change. nate its section 444 election, the entity must corporation at the time the revocation is
The deferral of income to shareholders gen- file a ‘‘short-period’’ return for the required made.
erally will not be treated as a business tax year by its due date (including exten-
purpose. sions) to effect a valid termination. When fil- How to revoke.  The revocation must be

ing the short-period return or extension re- made by the corporation in the form of a
quest, type or print legibly at the top of theNote.  Form 1128 should not be used to statement. The statement must provide:
first page of Form 1120S or the extension re-request a tax year for or during the first year 1) That the corporation is revoking its elec-
ques t ,  SECTION 444  ELECTIONthe corporation elects to be an S corporation. tion to be treated as an S corporation
TERMINATED. under section 1362(a) of the InternalUser fees are charged by the Internal

If the election is terminated, another sec- Revenue Code,Revenue Service for requests for changes in
tion 444 election cannot be made for any taxaccounting periods and methods, and for 2) The name, address, and taxpayer iden-year.certain tax rulings and determination letters. tification number of the corporation,

For more information and a schedule of fees,
3) The number of shares of stock (includ-Form 2553—Electingsee Publication 1380, User Fees.

ing nonvoting stock) outstanding at theS Corporation Status time the revocation is made, andSection 444 election.  S corporations may To be treated as an S corporation, a corpora-
elect to use a tax year that is different from 4) The date on which the revocation is totion must file Form 2553 to indicate its elec-
the permitted tax year. Certain restrictions be effective for revocations that specifytion of S corporation status. The corporation
apply to this election. a prospective revocation date.must qualify as an S corporation when it files

For more information on the section 444 its Form 2553. Form 2553 should also be
election, see Chapter 3. This statement must be signed by anyused to file shareholder consents and to se-

Making the election.  Unless you are a person authorized to sign the S corporation’slect a tax year.
corporation electing S corporation status, return. It must be sent to the Service CenterForm 2553 should be filed with the Inter-
make the section 444 election by filing Form where the corporation filed its election to benal Revenue Service Center shown in the in-
8716 with the Internal Revenue Service an S corporation.structions to the form.
Center where you normally file your returns. To this statement of revocation, the cor-
Form 8716 must be filed by the earlier of: poration should attach a statement of con-When to file Form 2553.  In general, the

sent, which must be signed by each share-1) The 15th day of the 6th month of the tax election of S corporation status is effective
holder, under penalties of perjury, whoyear for which the election will first be ef- for a tax year if Form 2553 is filed:
consents to the revocation. It must also pro-fective, or 1) Any time during the previous tax year, or vide the name, address, and taxpayer identi-

2) The due date, without extensions, of the 2) By the 15th day of the 3rd month of the fication number of each shareholder, the
income tax return resulting from the sec- tax year to which the election is to apply. number of shares of outstanding stock (in-
tion 444 election. cluding nonvoting stock) each consenting

shareholder holds at the time the revocationFor detailed information on filing Form
In addition, you must attach a copy of is made, the date or dates the stock was ac-2553, see the instructions for Form 2553.

Form 8716 to your Form 1120S for the first quired, the date the shareholder’s tax year
tax year for which the election is made. ends, the name and taxpayer identification

Required payment for S corporations. number of the S corporation, and the election
S corporations generally must make a re- Terminating S to which the shareholder consents.
quired payment for any tax year that: Corporation Status 
1) The section 444 election is in effect, and Effective date of revocation.  The revoca-

The corporation’s status as an S corporation tion is effective:2) The required payment amount is more may be terminated in any of the following
than $500 for the tax year or any previ- 1) On the first day of the tax year if the rev-ways:
ous tax year. ocation is made by the 15th day of the

1) By revoking the election. 3rd month of the same tax year.
Form 8752.  Form 8752 is used to figure 2) By ceasing to qualify as an S 2) On the first day of the following tax year

the required payment or refund. corporation. if the revocation is made after the 15th
For more information on the required day of the 3rd month of a tax year.3) By violating the passive investment in-

payment, see the instructions for Form 8752. come restrictions on S corporations with 3) On the date specified if the revocationEnding the election.  The section 444 pre-S corporation earnings and profits specifies a date on or after the day theelection remains in effect until it is termi- for three consecutive tax years. revocation is made.nated. The election ends when the S
corporation:

Five-year waiting period.  If a corporation’s A corporation that specifies a prospective
1) Changes to its required tax year, status as an S corporation has been termi- date for revocation that is other than the first

nated, it generally must wait 5 tax years2) Liquidates, day of the tax year will create an S termina-
before it can again become an S corporation. tion year.3) Willfully fails to comply with the required
If it gets the permission of the IRS, the wait- See S Termination Year, later, for infor-payments or distributions, or
ing period may be less than 5 years. mation on filing returns for the S termination

4) Becomes a member of a tiered year.
structure. Revoking S Corporation

Ceasing To Qualify Status The election will also end if an S corpora-
tion’s S election is terminated. If an S corpo- An S corporation election may be revoked by A corporation’s status as an S corporation
ration terminates its S election and immedi- the corporation for any tax year. The S cor- will be terminated if at any time the corpora-
a te ly  becomes a  persona l  se rv ice poration status can be revoked only if share- tion ceases to qualify as an S corporation. If
corporation, the personal service corporation holders who collectively own more than 50% the corporation inadvertently ceases to qual-
may continue the section 444 election of the of the outstanding shares in the S corpora- ify, see the discussion of Inadvertent
S corporation. tion’s stock (including any nonvoting stock) termination.
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Certain events can cause the corporation 2) Its passive investment income for each 1) A pro rata allocation, or
to cease qualifying as an S corporation. tax year is more than 25% of gross

2) An allocation based on normal tax ac-Some of these include: receipts.
counting rules.

1) Having more than 35 shareholders,
See Publication 589 for a discussion of2) Transferring stock in the S corporation After the separately stated items and thepassive investment income.to: nonseparately stated income or loss are di-

Effective date of termination.  A termina- vided, one set of amounts is used for the• A corporation,
tion of S corporation status because of a vio- 1120S short year and the other set of• A partnership, lation of the passive income restriction will be amounts is used for the 1120 short year.
effective on and after the first day of the tax• An ineligible trust, or The corporation will have to file two re-
year that follows the third consecutive tax• A nonresident alien, turns to cover the S termination year. One
year referred to above. See also Inadvertent

covers the 1120S short year and one covers3) Creating a second class of stock, and termination, discussed later.
the 1120 short year. The S termination year4) Acquiring a subsidiary, other than cer-
will count only as one year for figuring car-tain nonoperating subsidiaries. S Termination Year rybacks and carryovers, even though two re-
turns are filed for the year.Any termination described previously in Re-Effective date of termination.  A termina-

For more information, see Publicationvoking S Corporation Status and Ceasing Totion of S corporation status will be effective
589.Qualify that is effective during the tax year onas of the date the terminat ing event

a date other than the first day of that tax yearoccurred.
will create an S termination year. The part ofA corporation that ceases to be an S cor- Inadvertent Termination 
the S termination year ending on the dateporation on a date other than the first day of

If the corporation is terminated because itbefore the effective date of the termination isthe tax year will create an S termination year.
ceased to qualify as an S corporation, or it vi-For more information on filing tax returns an 1120S (S corporation) short tax year. The
olated the restriction on passive investmentfor the S termination year, see S Termination part of the S termination year beginning on
income, the IRS may waive the termination.Year, later. the first day on which the termination is effec-
The termination may be waived if the IRS de-tive is an 1120 (C corporation) short tax year.
termines that the termination was inadver-After the S termination year is divided intoViolating the Passive
tent, the corporation takes steps to correctan 1120S short year and an 1120 short year,Income Restriction the terminating event within a reasonable pe-the separately stated items of income, loss,

A corporation’s status as an S corporation riod of time, after discovering it, and the cor-credit, and deduction, and the amount of the
will be terminated if both of the following con- poration and its shareholders agree to anynonseparately stated income or loss must be
ditions occur for 3 consecutive tax years: adjustments the IRS may require. divided between the periods. There are two

For more information on inadvertent ter-methods that can be used to make this divi-1) It has pre-S corporation earnings and
minations, see Publication 589.profits at the end of each tax year, and sion. They are:

Page 158 Chapter 31 S CORPORATIONS



Part Seven.

This Part discusses certain tax credits you may be able to claim, certainCredits, Other federal taxes you may have to pay, and information returns you may have to
file in the course of your trade or business.    Taxes, and

Information
Returns

zone wages you paid. See Empowerment • Jobs credit
Zone Employment Credit, later. • Low-income housing credit32.

• Renewable electricity production credit

• Research creditGeneral Business Introduction
The general business credit consists of anyCredit Useful Items
carryover of business credits from prior You may want to see:
years plus the total of the following current
year business credits: Form (and Instructions)
1) Investment credit,

❏ 1040X Amended U.S. IndividualImportant Reminders 
2) Jobs credit, Income Tax Return

Jobs credit.  The jobs credit for qualified
3) Alcohol fuels credit, ❏ 1045 Application for Tentativefirst-year wages paid or incurred during your

Refundtax year to employees who are certified 4) Research credit,
members of targeted groups does not apply ❏ 1120X Amended U.S. Corporation5) Low-income housing credit,
to employees who begin working for you af- Income Tax Return

6) Disabled access credit,ter December 31, 1994.
❏ 1139 Corporation Application for

7) Enhanced oil recovery credit, Tentative RefundResearch credit.  The research credit does
8) Renewable electricity production credit, ❏ 3468 Investment Creditnot apply to amounts paid or incurred after

June 30, 1995. 9) Empowerment zone employment credit, ❏ 3800 General Business Credit

10) Indian employment credit, ❏ 4255 Recapture of Investment CreditIndian employment credit.  You may be
11) Credit for employer social security andable to claim this new general business ❏ 4626 Alternative Minimum Tax—

Medicare taxes paid on certain em-credit on qualified wages and employee Corporations
ployee tips, andhealth insurance costs you paid to an em-

❏ 5884 Jobs Creditployee who is an enrolled member, or the 12) Credit for contributions to selected com-
spouse of an enrolled member, of an Indian ❏ 6251 Alternative Minimum Tax—munity development corporations.
tribe, after December 31, 1993. See Indian Individuals
Employment Credit, later.

In addition, your general business credit ❏ 6478 Credit for Alcohol Used as Fuel
for the current year may be increased later

❏ 6765 Credit for Increasing ResearchCredit for employer social security and by the carryback of business credits from ActivitiesMedicare taxes paid on certain employee subsequent years.
tips.  Beginning after December 31, 1993, a

❏ 8582–CR Passive Activity CreditIf you need more information about these
food and beverage establishment is eligible Limitationscredits than you find in this chapter, see the
for a credit on its portion of social security credit forms listed under Useful Items, later. ❏ 8586 Low-Income Housing Creditand Medicare taxes paid for an employee’s
cash tips in excess of those treated as wages ❏ 8826 Disabled Access CreditTopicsunder the Fair Labor Standards Act. See

This chapter discusses: ❏ 8830 Enhanced Oil Recovery CreditCredit for Taxes Paid on Employee Tips,
later. • Claiming the credit ❏ 8835 Renewable Electricity

Production Credit• Carrybacks and carryoversCredit for contributions to selected com-
❏ 8844 Empowerment Zonemunity development corporat ions • Credit for contributions to CDCs

Employment Credit(CDCs).  If you make a qualified contribution • Credit for taxes paid on tips
to a community development corporation, ❏ 8845 Indian Employment Credit

• Disabled access credityou may be eligible to claim this new general
❏ 8846 Credit for Employer Social

business credit. See Credit for Contributions • Empowerment zone employment credit Security and Medicare Taxes Paid on
to Selected Community Development Cor-

Certain Employee Tips• Enhanced oil recovery creditporations, later.
❏ 8847 Credit for Contributions to• Indian employment credit

Selected Community DevelopmentEmpowerment zone employment credit.
• Investment credit CorporationsYou may be able to claim the new empower-

ment zone employment credit on qualified • Investment credit recapture
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you figure your general business credit. Use 1040. Use Form 1120X if your original return
Form 6251 (Form 4626 for a corporation) to was a Form 1120 or 1120–A. Attach FormClaiming the Credit 
figure your tentative minimum tax. 3800 to your amended return.

The empowerment zone employment credit Generally, you must file the amended re-Example.  Your general business credit
is figured separately after all other business turn for the carryback year no later than 3for the year is $30,000. Your net income tax
credits have been claimed. See Claiming the years after the due date, including exten-is $27,500. Your tentative minimum tax, fig-
empowerment zone employment credit, sions, for filing the return for the year that re-ured on Form 6251, is $18,487. The amount
later. sulted in the credit carryback.of general business credit you can take for

Disregarding any empowerment zone the tax year is limited to $9,013. This is your Quick refunds.  You can apply for a
employment credit, if you have only one cur- net income tax, $27,500, minus the larger of quick refund of taxes for a prior year by filing
rent year business credit, no carryback or your tentative minimum tax, $18,487, or 25% Form 1045 (Form 1139 for a corporation) to
carryover, and the credit (other than the low- of your net regular tax liability that is more claim a tentative adjustment of tax from a
income housing credit) is not from a passive than $25,000 (25% of $2,500 = $625). general business credit carryback. The ap-activity, use only the applicable credit form Married persons filing separate re- plication should be filed on or after the datelisted under Useful Items, earlier, to claim the turns.  If you are married and file a separate of filing the tax return for the carryback year,general business credit. For information return, you and your spouse must each fig- but must be filed no later than 12 months af-about passive activity credits, see Form ure your tax limit separately. In figuring your ter the end of the tax year in which you earn8582–CR. separate limit, use $12,500 instead of the credit.If you have more than one credit, a car- $25,000. However, if one spouse has no
ryback or carryover, or a credit (other than credit for the tax year and no carryovers or
the low-income housing credit) from a pas- carrybacks of any credit to that year, the
sive activity, you must use Form 3800 to fig- other spouse can use the full $25,000 in- Credit for
ure your general business credit. stead of $12,500 in figuring the limit based Contributions toon the separate tax.
Claiming the empowerment zone employ- Selected Communityment credit.  The empowerment zone em- Rule for carrybacks and carryovers.  In
ployment credit is subject to special rules. general, you can carry the unused portion of Development
The credit is figured separately on Form your credit back to your last 3 tax years and
8844 and is not carried to Form 3800. Corporations use it to reduce your tax in those years.

The following discussion of carrybacks There are generally limits on the carryback of This credit is equal to 5% of each qualifiedand carryovers does not apply to the empow- a new credit to periods before the enactment cash contribution (including 10-year loanserment zone employment credit. For more of the credit provision. See the instructions and long-term investments) made to a se-information, see the instructions for Form for Form 3800 for more information on these lected community development corporation8844. limits. (CDC). The credit is taken for each tax year
First, carry the unused portion to the ear- during a 10-year period beginning with the

liest of your last 3 years. Then, if you cannot tax year during which the contribution was
use it all in that year, carry the remaining un-Carrybacks and made. Therefore, over the 10-year period,
used portion to the second earliest year and

you can claim a total credit of 50% of yourso on. Any unused credit that you could notCarryovers CDC contribution.take in these 3 earlier years can be carried
The contribution must be made to one offorward in the same way to the next 15 tax

20 CDCs selected by the Secretary of Hous-years until it is used up.
Note:  The following discussion does not ing and Urban Development (HUD). ForCredits must be used in the order in

apply to the empowerment zone employ- more information, see Form 8847.which they are earned.
ment credit. See Claiming the empowerment

1) First, for any tax year, use your creditzone employment credit, earlier, for more
carryover (earliest year first).information. Credit for Taxes Paid2) Next, use the current year’s credit.There is a limit on how much general bus-

3) Finally, use your credit carrybacks (ear-iness credit you can take in any one tax year. on Employee Tips 
liest year first).If your credit is more than this limit, you can

The credit is equal to the employer portion ofgenerally carry the excess to another tax
social security and Medicare taxes paid afterUnused carryover.  If you have any un-year and subtract it from your income tax for
December 31, 1993, on tips received and re-used credit carryover in the year followingthat year. See Rule for carrybacks and carry-
ported to the employer by employees of foodthe end of the 15-year carryover period, youovers, later.
and beverage establishments. Only tips re-can generally deduct the unused amount.
ceived from customers for providing food orIf an individual dies or a corporation,Tax limit.  Your general business credit is
beverages for consumption on the premisestrust, or estate ceases to exist, the deductionlimited to your net income tax minus the
of the establishment are taken into account.is allowed for the tax year in which the deathlarger of:
The credit is reduced if employees are paidor cessation occurs.

1) Your tentative minimum tax, or below the federal minimum wage. No deduc-
tion is allowed for any amount taken into ac-2) 25% of your net regular tax liability that Claiming carryovers.  Use Form 3800 to
count in determining the credit. No portion ofis more than $25,000. claim a carryover of an unused credit from a
the unused business credit for employerprevious tax year. The carryover becomes
FICA taxes may be carried back to taxablepart of your general business credit for theNet income tax.  Your net income tax is
years ending before August 10, 1993.tax year to which it is carried.your net regular tax liability plus your alterna-

A food or beverage establishment is anytive minimum tax. Your net regular tax lia-
trade or business (or portion of a business)bility is your regular tax liability minus cer- Claiming carrybacks.  You can make a
that provides food or beverages for con-tain credits. For more information, see any of claim for refund based on your general busi-
sumption on the premises and in which em-the credit forms listed under Useful Items, ness credit carryback to a prior tax year by fil-
ployees serving food or beverages are cus-earlier. ing an amended return for the tax year to
tomarily tipped by the customers. For moreTentative minimum tax.  You must de- which you carry the unused credit. Use Form
information, see Form 8846.termine your tentative minimum tax before 1040X if your original return was a Form
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to each employee who meets the criteria offset up to 25% of the employer’s alternative
listed later. minimum tax liability.Disabled Access Credit

For purposes of the $15,000 limit, all em- For more information, see Form 8844.
The disabled access credit is a nonrefund- ployers of a controlled group (or partnerships
able tax credit for an eligible small business or proprietorships under common control)
that pays or incurs expenses to provide ac- are treated as a single employer.
cess to persons with disabilities. The ex- Enhanced OilReduction of limit.  The $15,000 limit
penses must be paid or incurred to enable must be reduced by the amount of wages Recovery Credit the eligible small business to comply with the taken into account in determining the
Americans with Disabilities Act of 1990. The targeted jobs tax credit. You can take a credit for 15% of your quali-
credit is equal to 50% of the expenses over fied enhanced oil recovery costs for the tax
$250, but not more than $10,250. The maxi- Qualified employees.  An employer can year. See Form 8830 for more information.
mum credit is $5,000. You cannot take a claim the credit for wages paid to all full- or
double credit for the amount of the credit. part-time employees who:
Only amounts that exceed your credit can be

1) Are qualified zone residents, anddeducted as expenses for the removal of Indian Employment
barriers, capitalized, or used to figure other 2) Perform substantially all of their services Credit credits. for the employer within the qualified

zone in the employer’s trade or The credit is generally 20% of the excess of
Eligible small business.  An eligible small business. an employer’s qualified wages and health in-
business is one that for the preceding year: surance costs (up to $20,000 per employee)

Nonqualified employees.  The credit1) Had 30 or fewer full-time employees, or paid or incurred during a tax year over the
cannot be claimed for wages paid to: sum of the comparable costs paid or incurred2) Had $1 million or less in gross receipts.

during calendar year 1993 by the employer1) An individual employed for less than 90
(or predecessor). The employee must be andays (unless he or she meets certain ex-A full-time employee is one employed at
enrolled member, or the spouse of an en-ceptions relating to disability orleast 30 hours a week for 20 or more calen-
rolled member, of an Indian tribe. The em-misconduct),dar weeks in the preceding year.
ployee must perform substantially all of his or

2) Certain related taxpayers, her services within an Indian reservationQualifying expenses.  Expenses to provide
while living on or near the reservation. For3) Any 5% owner,access to persons with disabilities include:
more information, see Form 8845.

4) An individual employed at any:1) Removing architectural, communica-
tion, physical, or transportation barriers. a) Private or commercial golf course,

2) Providing qualified interpreters or other b) Country club, Investment Credit effective methods of delivering aurally
c) Massage parlor,delivered materials to persons with The investment credit is the total of the:

hearing impairments. d) Hot tub facility,
1) Reforestation credit,

3) Providing readers, tapes, and other ef- e) Suntan facility,
2) Rehabilitation credit, andfective methods of making visually deliv-

f) Racetrack or other gambling facility, orered materials available to persons with 3) Energy credit.
g) Store whose principal business is thevisual impairments.

sale of alcoholic beverages for off-4) Buying or modifying equipment for per- Reforestation credit.  The 10% reforesta-
premise consumption, orsons with disabilities. tion credit applies to up to $10,000 of the ex-

5) An individual employed in a trade or penses you incur each year to forest or refor-5) Providing other similar services, modifi-
business the principal activity of which is est property you hold for growing trees forcations, materials, or equipment.
farming, but only if the unadjusted bases sale or use in the commercial production of
(or, if greater, the fair market value) of timber products. These expenses must qual-Partnerships and S corporations.  The
the farm assets exceed $500,000 at the ify for amortization. You can take the invest-maximum credit of $5,000 applies to the
close of the tax year. ment credit for reforestation expensespartnership and to each partner. The part-

whether you choose to amortize them or addnership allocates the credit among the part-
them to the basis of your property. For moreQualified wages.  Salaries and wages (asners and each partner takes the credit on his
information about these expenses, see Tim-defined for federal unemployment tax pur-or her individual tax return. A similar rule ap-
ber in Chapter 14.poses but without any dollar limitations) andp l ies  to  an  S  corpora t ion  and  i t s

certain training and educational expensesshareholders.
paid on behalf of a qualified employee are Rehabilitation credit.  The rehabilitation
considered qualified wages. credit applies to expenses you incur for reha-Claiming the credit.  To claim the credit, file

An employer cannot use wages taken bilitation and reconstruction of certain build-Form 8826. You may also need to file Form
into account for the jobs credit. The employer ings. Rehabilitation includes renovation, res-3800. See Claiming the Credit, earlier.
must also reduce the deduction for wages on toration, or reconstruction. It does not
his or her tax return by the amount of the em- include enlargement or new construction.
powerment zone employment credit. The percentage of expenses you can take as

Empowerment Zone a credit is 10% for buildings placed in service
before 1936 and 20% for certified historicCarrybacks and carryovers.  Any unusedEmployment Credit structures.  See Form 3468 for moreempowerment zone employment credit can
information.generally be carried back 3 years and for-This credit is available to any employer en-

ward 15 years. However, any unused creditgaged in a trade or business in an empower-
cannot be carried back to any tax year end-ment zone. Energy credit.  The 10% energy credit ap-
ing before January 1, 1994. plies to certain expenses for solar or geo-

thermal energy property you placed in ser-Amount of credit.  Initially, an employer can
vice during your tax year. See Form 3468 forclaim a tax credit equal to 20% of the first Alternative minimum tax.  The empower-
more information.$15,000 of qualified wages paid or incurred ment zone employment credit can be used to
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Basis adjustment.  You must generally re- the credit is generally not a disposition. How- in the form of doing business if certain condi-
tions are met. For more information, see sec-ever, if the lease is treated as a sale for in-duce the depreciable basis of assets on
t ion  1 .47–3( f )  o f  the  Income Taxcome tax purposes, it is a disposition. A dis-which you take an investment credit. The re-
Regulations.position also occurs if the property ceases toduction is 100% of the rehabilitation credit

be investment credit property in the hands ofand 50% of the reforestation and energy
the lessor, the lessee, or any sublessee. Sale and leaseback.  There is no dispositioncredits. See Form 3468 for more information.

when investment credit property is sold by
the taxpayer who claimed the credit and thenDecrease in basis.  If the basis of invest-How to take the investment credit.  Use
is leased back to that taxpayer as part of thement credit property decreases, the de-Form 3468 to figure your credit. You may
same transaction.crease is considered to be a disposition. Thisalso need to file Form 3800. See Claiming

occurs, for example, if you buy property andthe Credit, earlier.
At-risk reduction.  If the amount of your in-later receive a refund of part of the original
vestment for which you are at risk is reduced,purchase price. You must then refigure theCarrybacks and carryovers.  Even if you
you are subject to the recapture rules (dis-credit as if the amount of the decrease in ba-cannot take an investment credit for 1994,
cussed next). See the instructions for Formsis was never part of the original basis. Ifyou may have unused credits from earlier
3468 for more information.your refigured credit is less than the credityears that may reduce your 1994 tax. These

you originally took, you must add the differ-unused credits from earlier years are carried
ence to your tax. Recapture Rule to your current tax year as general business

credit carryovers and the rules for the gen- If you dispose of investment credit property
Retirement or abandonment.  You disposeeral business credit, discussed earlier, before the end of the recapture period (de-
of property if you abandon it or otherwise re-apply. fined in the next paragraph), you must recap-
tire it from use. Normal retirements are also ture, as an additional tax, part of the original
dispositions. credit you claimed. You may also have to re-

capture part or all of the credit if you change
Transfer by reason of death.  There is noRecapture of the use of investment credit property to one
disposition of investment credit property if that would not have originally qualified for theInvestment Credit the property is transferred because the credit.
owner-taxpayer died. The amount of credit you must recaptureAt the end of each tax year, you must deter-

depends on when during the recapture pe-mine whether you disposed of or stopped us-
Gifts.  You are considered to have disposed riod you dispose of, or change the use of, theing in your business (either partially or en-
of property that you transferred by gift. property. The recapture period is the lengthtirely) any property for which you claimed an

of time the property must be used to get theinvestment credit in a prior year. If you dis-
Transfers between spouses.  If you trans- full investment credit.pose of property before the end of the recap-
fer investment credit property to your Use Form 4255 to figure the recaptureture period, you must recapture a percent-
spouse, or you transfer the property to your amount. The credit recapture is figured byage of the credit by adding it to your tax. See
former spouse incident to a divorce, you gen- multiplying the recapture percentage fromRecapture Rule, later, for a discussion of re-
erally are not considered to have disposed of the tables on Form 4255, by the original in-capture period.
the property. This also applies if the transfer vestment credit taken. The result of this com-

Use Form 4255 to figure the recapture is made in trust for the benefit of the spouse putation is the amount of the recapture. See
tax or attach a detailed statement to your re- or former spouse. However, if the spouse or Form 4255 for more information.
turn for the year you dispose of the asset former spouse later transfers the property, If the refigured credit is less than the
showing the computation of the recapture tax the spouse or former spouse will receive the credit that you originally took, you must add
and the decrease in any investment credit same tax treatment that would have applied the difference to your tax.
carryover. to you if you had made the transfer.

Net operating loss carrybacks.  If you have
a net operating loss carryback from the re-Casualty or theft loss.  You are consideredDispositions 
capture year or a later year that reduces yourto have disposed of property that was de-An outright sale of property is the clearest ex-
tax for the recapture year or an earlier year,stroyed by casualty or lost by theft.ample of a disposition. Another type of dispo-
you may have to refigure your recapture.sition occurs when you exchange or trade
See section 1.47–1(b)(3) of the Income TaxChoosing S corporation status.  Theworn-out or obsolete business assets for
Regulations.choice by a corporation to become an S cor-new ones. If the property ceases to be quali-

poration generally will not cause the recap-fying property, it is considered to be dis-
ture of investment credit previously claimedposed of for investment credit recapture pur-
by the corporation. The choice is treated as aposes. For example, the conversion of Jobs Credit change in the form of doing business and notbusiness property to personal use is consid-
as a disposition of property. No disposition The jobs credit provides an incentive to hireered a disposal for investment credit recap-
occurs when an S corporation terminates or persons from targeted groups that have ature purposes. revokes its choice not to be taxed as a particularly high unemployment rate or otherCertain transactions result in dispositions corporation. special employment needs. The credit isfor investment credit recapture purposes. Disposition of assets by S corpora- based on qualified wages paid to these em-The following illustrate those that are and tion, partnership, estate, or trust.  If you ployees. In general, you must receive or re-those that are not dispositions. are a shareholder of an S corporation that quest in writing, by the employee’s first work-
disposes of assets on which you figured the day,  a  cer t i f i ca t ion f rom your  s ta te

Mortgaging and foreclosure.  There is no investment credit, you are treated as having employment security agency (jobs service).
disposition if title to property is transferred as disposed of the share of the investment on The jobs credit has been extended for
security for a loan. However, a disposition which you figured your credit. This same rule employees who are certified members of
does occur if there is a transfer of property by applies if you are a member of a partnership targeted groups hired through December 31,
foreclosure. or a beneficiary of an estate or trust. 1994.

Leased property.  The leasing of invest- Change in form of doing business.  A dis- Wages to use for determining the credit.
ment credit property by the lessor who took position does not occur because of a change Only qualified first-year wages can be used
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to figure the credit. In addition, you cannot You cannot claim a credit for wages you Qualified energy resources are wind and
take a credit on wages paid to an otherwise pay to a related individual. closed-loop biomass. Closed-loop biomass
eligible employee who works for you less To claim the credit, file Form 5884. You is any organic material from a plant that is
than 90 days or 120 hours (14 days or 20 may also need to file Form 3800. See Claim- planted exclusively for use at a qualified fa-
hours for  a  qual i f ied summer youth ing the Credit, earlier. cility to produce electricity. A qualified facility
employee). Any unused credit can be carried back 3 is one you own that is within the United

Wages you pay to an employee in any tax tax years or forward 15 tax years as part of States or a U.S. possession and that is origi-
year qualify for the credit only if more than the general business credit. For more infor- nally placed in service after 1993 (after 1992
one-half of the wages are for work done in mation on the jobs credit, see Form 5884. for a facility using closed-loop biomass to
your trade or business. produce electricity) but before July 1, 1999.

To take this credit, your employee must
For more information, see Form 8835.be certified as a member of a targeted group. Low-IncomeAn individual is a member of a targeted

group if that individual is one of the following: Housing Credit 
1) A vocational rehabilitation referral, Research Credit This credit generally applies to qualified low-
2) An economically disadvantaged youth, income housing buildings placed in service

after 1986. Use Form 8586 to claim the3) An economically disadvantaged Viet- The research credit is designed to en-
credit. You may also need to file Form 3800.nam-era veteran, courage businesses to increase the amounts
See Claiming the Credit, earlier. they spend on research and experimental4) A Supplemental Security Income (SSI)

For more information, see Form 8586 activities.recipient,
and section 42 of the Internal Revenue The research credit is, generally, 20% of5) A general assistance recipient, Code. the amount by which your research ex-

6) A youth participating in a cooperative penses (paid or incurred) for the year are
education program, more than your base amount. See Form

7) An economically disadvantaged ex- 6765 for definitions and information on howRenewable Electricity
convict, to figure the credit.

Production Credit To claim the credit, file Form 6765. You8) An eligible work incentive employee, or
may also need to file Form 3800. See Claim-9) A qualified summer youth employee. The renewable electricity production credit is
ing the Credit, earlier.based on electricity that was sold to unre-

Any unused credit can be carried back 3Certification must be made by the desig- lated persons and was produced from quali-
years or forward 15 years as part of the gen-nated local agency, or for a cooperative edu- fied energy resources at a qualified facility
eral business credit. For more information oncation student, by the participating school. during the 10-year period after the facility is
the research credit, see Form 6765. Designated agencies are local offices of a placed in service. The credit equals 1.5 cents

This credit has been extended throughstate employment security agency (jobs (adjusted for inflation) per kilowatt hour of
June 30, 1995.service). such electricity sold.
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income and self-employment taxes you ex- product ion of  income are impor tant
pect for the year and how much of your in- elements.
come will be subject to withholding tax. The facts and circumstances of each33.

If you are also an employee, you may be case determine whether or not an activity is a
able to cover your estimated self-employ- trade or business.Self-Employment ment tax payments by having your employer
increase the amount of income tax withheld Statutory employees.  If you earned wagesTax from your pay. as a statutory employee, the box titled ‘‘Stat-

utory employee’’ in box 15 of Form W–2,
Self-employment tax deduction.  You can Wage and Tax Statement, will be checked.
deduct one-half of your self-employment tax You must file a separate Schedule C (or
as a business expense in figuring your ad- Schedule C–EZ) to report only the incomeImportant Change justed gross income. This is an income tax and expenses related your earnings as a
adjustment only. It does not affect your net statutory employee. However, you do notfor 1994 earnings from self-employment or your self- have to pay the self-employment tax on
employment tax.Tax rates and maximum net earnings for those earnings because social security and

To deduct the tax, enter on Form 1040,self-employment taxes.  The self-employ- Medicare taxes are withheld. If you have no
line 25, the amount shown on the ‘‘Deductionment tax rate on net earnings remains the earnings from self-employment, you do not
for one-half of self-employment tax’’ line ofsame for 1994 and 1995. This rate, 15.3%, is have to file Schedule SE.
the Schedule SE.a total of 12.4% for social security (old-age, If you have wages as a statutory em-

survivors, and disability insurance), and ployee in addition to earnings from self-em-
2.9% for Medicare (hospital insurance). ployment, do not include the wages in net

The maximum amount subject to the so- profit on Schedule SE.Introductioncial security part for 1994 is $60,600. For
The self-employment tax is a social security1995, that amount increases to $61,200. For Income limits.  You must pay self-employ-
and Medicare tax for individuals who work for1994 and 1995, there is no maximum ment tax if you have net earnings from self-
themselves. It is similar to the social securityamount subject to the Medicare part. employment of $400 or more. You must alsoand Medicare tax withheld from the pay of

pay self-employment tax if you are paidwage earners.
$108.28 or more in a year as an employee of
a church or qualified church-controlled or-Important Reminders Topics ganization that elected exemption from so-

This chapter discusses:Social security benefits.  Social security cial security taxes. However, see Religious
benefits are available to self-employed per- • Who must pay self-employment tax Exemptions in Publication 533.
sons just as they are to wage earners. Your You must pay self-employment tax even• Figuring self-employment tax
payments of self-employment tax contribute if you are now fully insured under social se-
to your coverage under the social security curity or are now receiving benefits.Useful Itemssystem. Social security coverage provides For 1994, the maximum net earningsYou may want to see:you with retirement benefits, disability bene- subject to the social security part (12.4%) is
fits, and medical insurance (Medicare) $60,600. All earnings from self-employmentPublicationbenefits. are subject to the Medicare part of the tax

❏ 225 Farmer’s Tax GuideYou must be insured under the social se- (2.9%).
curity system before you begin receiving so- ❏ 533 Self-Employment Tax
cial security benefits (described above). You Self-Employment Income are insured if you have the required number Form (and Instructions)

You are probably self-employed if you are aof quarters of coverage. A ‘‘quarter of cover-
❏ SS–5 Application for a Social sole proprietor, an independent contractor, aage’’ means a period of 3 calendar months

Security Card member of a partnership, or are otherwise induring which you were paid a certain amount
❏ Sch C (Form 1040) Profit or Loss business for yourself.of income subject to social security tax.

From Business You do not have to carry on regular full-In 1994, you receive a quarter of social
time business activities to be self-employed.security coverage, up to four quarters, for ❏ Sch SE (Form 1040) Self-

each $620 of income subject to social secur- Part-time work, in addition to your regularEmployment Tax
ity. Therefore, for 1994, if you had income of job, may also be self-employment.

❏ 4137 Social Security and Medicare$2,480 that was subject to social security Some types of income, such as interest,Tax on Unreported Tip Incometaxes (self-employment and wages), you will may or may not be self-employment income.
receive four quarters of coverage. The source of your income and your involve-

For an explanation of the number of ment in the activity from which your income is
quarters of coverage you must have to be in- received will determine whether it is self-em-
sured, and of the benefits available to you ployment income. Different kinds of self-em-Who Must Pay
and your family under the social security pro- ployment income and other types of incomeSelf-Employment Tax gram, consult your nearest Social Security are discussed here.
Administration office. If you carry on a trade or business, except as

Aliens.  Resident aliens are generally sub-an employee, you probably have to pay self-
Social security number. You must have a ject to the same rules as U.S. citizens. Non-employment tax on your self-employment in-
social security number to pay self-employ- resident aliens do not have to pay self-em-come. A trade or business is generally an ac-
ment tax. If you do not have a number, you ployment tax. Residents of the Virgintivity carried on for a livelihood, or in good
should apply for one at the nearest Social Islands, Puerto Rico, Guam, or Americanfaith to make a profit. You do not need to ac-
Security office. You may get an application, Samoa, however, are subject to the tax. Fortually make a profit to be in a trade or busi-
Form SS–5, from any Social Security office. self-employment tax purposes, they are notness as long as you have a profit motive. You

nonresident aliens. For more information ondo need, however, to make ongoing efforts
Estimated tax.  You may be required to pay U.S. possession self-employment income,to further the interests of your business. Reg-
estimated tax. This depends on how much see Publication 533.ularity of activities and transactions and the
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Gains and losses.  A gain or loss from the the cook get an additional payment from If you are a shareholder and also an of-
disposition of property that is neither stock in Mike of $100 each. The payment does not ficer of an S corporation and perform sub-
trade nor held primarily for sale to customers depend upon the boat’s catch. Since the stantial services, you are an employee of the
is not included when figuring self-employ- mate, the engineer, and the cook get this ad- S corporation. Your payment for services is
ment income. It does not matter whether the ditional payment that does not depend on the subject to withholding for social security and
disposition is a sale, exchange, or an invol- amount of the catch, they are not considered Medicare taxes and is not self-employment
untary conversion. For example, gains or self-employed. The $100 payment and their income, no matter what the S corporation
losses from the disposition of the following share of the proceeds from the catch are calls the payments.
types of property are not included: subject to federal income tax withholding, so-

cial security and Medicare taxes, and the1) Investment property. Dividends.  Dividends on securities are not
federal unemployment tax. self-employment income unless you are a2) Depreciable property or other fixed as-

Since the other six crew members, in- dealer in securities.sets used in your trade or business.
cluding the captain, do not get any additional

3) Livestock held for draft, dairy, breeding, pay and are members of an operating crew Independent contractor.  People such asor sporting purposes and not held pri- of fewer than 10 members, they are consid- lawyers, contractors, subcontractors, publicmarily for sale, regardless of how long ered self-employed. Mike does not have to stenographers, auctioneers, etc., who followthe livestock were held or whether they withhold federal income tax or social security an independent trade, business, or profes-were raised or purchased. and Medicare taxes from their pay. They sion in which they offer their services to the
4) Standing crops sold with land held more must pay self-employment tax on their general public, are generally not employees.

than one year. earnings. However, whether such people are employ-
5) Timber, coal, or iron ore held for more ees or independent contractors depends onExample 2.  The facts are the same as in

than one year, if an economic interest all the facts in each case. The general rule isExample 1, except that, in addition to receiv-
was retained, such as a right to receive that an individual is an independent contrac-ing a share of the catch, the captain and the
coal royalties. tor if the payer has the right to control or di-other crew members are entitled to get $10

rect only the result of the work and not theper hour for repairing nets, constructing new
A gain or loss from the cutting of timber is means and methods of accomplishing the re-nets, splicing cable, and other incidental
not included if the cutting is treated as a sale sult. Income earned by an independent con-work while in port. Since the crew members
or exchange. tractor is self-employment income.are entitled to receive payment other than a

However, any amounts for depreciation, For more information in determiningshare of the catch, they are not considered
including any section 179 deduction, recap- whether you are an independent contractorself-employed. The $10 per hour payment
tured because the business use of certain or an employee, get Publication 937, Em-plus their share of the proceeds from the
property was reduced to 50% or less, are ployment Taxes.catch are subject to federal income tax with-
taken into account in figuring your net earn- holding, social security and Medicare taxes,
ings from self-employment. (This does not and the federal unemployment tax. Interest.  Interest is self-employment in-include amounts recaptured on the disposi-

come if you receive it in your trade or busi-tion of property.)
ness. This includes interest on accounts re-Lost income payments.  If you are self-em-
ceivable or from bonds, notes, etc., if you areployed and reduce or stop business activi-Fishing crew members.  Certain members
a dealer in stocks or securities.ties, any payment you receive for the lost in-of the crew on a boat that catches fish or

come of your business from insurance orother water life are self-employed if:
other sources is self-employment income. If Newspaper carriers.  The wages newspa-

1) They do not get any money for their you are not working when you receive the per carriers receive for delivering newspa-
work (other than their share of the catch payment, it still relates to your business pers or shopping news to customers is not
or of the proceeds from the sale of the (even though the business is temporarily in- self-employment income. If the carriers are
catch), active) and is self-employment income. age 18 or over, the wages are subject to

2) They get shares of the catch or shares withholding for social security and MedicareIf there is a connection between any pay-
of the proceeds from the sale of the taxes (FICA taxes).ment you receive and your trade or business,
catch, the payment is self-employment income. A However, if a carrier is 18 or over and

connection exists if it is clear that the pay- works under an arrangement in which the3) Their shares depend on the amount of
ment would not have been made but for your carrier’s pay is the difference between athe catch, and

fixed sales price and the cost of the newspa-conduct of the trade or business.4) The operating crew usually numbers
pers to the carrier, the income is self-employ-less than ten individuals.
ment income.Corporate payments.  Whether income re-

ceived from a corporation is self-employ-Crew members who meet these condi-
Newspaper vendors.  The income newspa-ment income depends on the reason for thetions are considered self-employed and
per vendors receive for selling newspaperspayment.must pay self-employment tax and generally
or magazines directly to customers for aCorporate director.  Fees received forneed to make estimated tax payments.
profit is not self-employment income if theperforming services as a director of a corpo-Example 1.  Mike Jones, an owner of a
vendor is under age 18. However, if the ven-ration are self-employment income. It doesfishing boat of more than 10 net tons, em-
dor is 18 or over, the income is self-employ-not matter whether the fees are for going toploys a captain and eight others to work as
ment income.director’s meetings or for serving oncrew members on the boat. The proceeds

committees.from the sale of the catch offset boat operat-
Corporate employee.  Even if you own Partnerships.  If you are a member of a part-ing expenses, including bait, ice, and fuel.

most or all of the stock of a corporation, your nership that carries on a trade or business,60% of the balance is divided among the
income as an employee or officer of the cor- you must include your distributive share ofcaptain and the crew members and 40% be-
poration is not self-employment income. partnership income or loss in figuring yourtween Mike and the captain.

net earnings from self-employment. Guaran-S corporations.  If you are a shareholderBetween voyages, the crew members do
teed payments from your partnership shouldin an S corporation, your share of the corpo-not receive any additional compensation, but
be included, along with your share of earn-ration’s taxable income is not self-employ-they must do certain work, such as repairing
ings or losses when you figure your net earn-ment income, even though you include it innets, splicing cable, and transporting the
ings from self-employment. See Chapter 29.your gross income for income tax purposes.catch. However, the mate, the engineer, and
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Inactive partner.  An inactive partner Real estate rent.  Rent from real estate and U.S. citizens working in U.S. for foreign
from personal property leased with real es- government or international organiza-figures income from self-employment by in-
tate is not self-employment income. How- tion.  If you are a U.S. citizen employed including the distributive share of partnership
ever, if you receive rent as a real estate the United States by a foreign government, aincome or  loss and any guaranteed
dealer, include the rental income and related wholly owned instrumentality of a foreignpayments.
deductions in figuring self-employment government, or an international organiza-Limited partner.  A limited partner
income. tion, you are subject to the self-employmentfigures self-employment income by exclud-

Hotels, apartments, etc.  Rents re- tax if your employer does not deduct socialing the distributive share of partnership in-
ceived for the use or occupancy of hotels, security and Medicare taxes from yourcome or loss. But guaranteed payments,
boarding houses, or apartment houses are income.such as salary and professional fees, re-
not rentals from real estate if services are International social security agree-ceived for services performed during the
provided for the occupants. These payments ments.  The United States has social secur-year are included as self-employment
are included in figuring net earnings from ity agreements with many countries to elimi-income.
self-employment. Services are generally nate dual taxes under two social securityRetired partner.  A retired partner pays
provided for the occupants if they are prima- systems. Under these agreements, you mustno self-employment tax on retirement in-
rily for their convenience and not services generally pay social security and Medicarecome received from the partnership under a
normally provided with the rental of rooms or taxes to only the country you live in.

written plan if:
space for occupancy only. Maid service, for The United States now has social secur-
example, is a service provided for the conve- ity agreements with the following countries:1) The retired partner receives life-long pe-
nience of the occupants. However, heat and Austria, Belgium, Canada, Finland, France,riodic payments,
light, the cleaning of stairways, exits, and Germany, Ireland, Italy, Luxembourg, the

2) The retired partner’s share of the part- lobbies, and the collection of trash are not. Netherlands, Norway, Portugal, Spain, Swe-
Trailer park owners.  Rent received by den, Switzerland, and the United Kingdom.nership capital was fully repaid to the re-

trailer park owners who provide trailer lots, Additional agreements may be effective aftertired partner,
facilities, and services is rent from real es- this publication went to print. For more infor-

3) The retired partner performs no services tate. It is not included in self-employment in- mation, contact:
for the partnership during the year, and come unless the services provided by the

Social Security Administrationowners are substantial and for the conve-
4) The partnership owes the retired partner Office of International Policynience of tenants. Providing services, such

nothing but the retirement payments. P.O. Box 17741as city sewerage, electrical connections, and
Baltimore, MD 21235roadways are services required to maintain

Different tax years.  If your tax year is space for tenant occupancy and not services
not the same as your partnership’s, report for the convenience of tenants. Although the

Wages, salaries, and tips.  Wages receivedoperation and maintenance of a trailer parkyour share of partnership income or loss on
for services performed as an employee andlaundry facility is a service provided for theyour return for the year that includes the end
covered by social security or railroad retire-convenience of tenants, it is not, by itself,of the partnership tax year.
ment are not self-employment income. Tipssubstantial.

Example.  You file your return on a calen- received for work done as an employee areIf, however, the owners provide services
dar year basis, but your partnership uses the also excluded from self-employment income.for tenants that are beyond those required
fiscal year ending January 31. You must in- for occupancy and are substantial in nature,
clude on your return for calendar year 1994 the owner’s earnings are included in self-em- Net Self-Employmentyour distributive share of partnership earn- ployment income. Services for tenants that Income ings and your guaranteed payments for the are beyond those required for occupancy in-
fiscal year ending January 31, 1994. Net self-employment income usually in-clude supervising and maintaining a recrea-

For additional information on figuring cludes all business income less all businesstional hall provided by the park; distributing a
your income from a partnership, see Chapter deductions allowed for income tax purposes.monthly newsletter to tenants; operating a

You must determine your net self-employ-29. laundry facility; and helping tenants buy or
ment income by using the same accountingsell their trailers.
method you use for income tax purposes.Part-time business.  Income from an activ-
You must claim all allowable deductionsReligious exemptions.  Members of theity you carry on part-time is self-employment
when figuring net self-employment income.clergy and Christian Science practitionersincome. For example, in your spare time you
Your net self-employment income is reducedare subject to self-employment tax unlessfix televisions and radios. You have your own
by 7.65%, as explained later, to determinethey get an exemption. Members of certainshop, equipment, and tools. You get your your net earnings from self-employment.religious sects, however, may be exemptcustomers from advertising and word-of- Making false statements to get or to increasefrom self-employment tax. See Publicationmouth. The income you earn from your re- social security benefits may subject you to517, Social Security and Other Informationpair shop is self-employment income. penalties.for Members of the Clergy and Religious

Workers.
Public officials.  Public officials generally do More than one business.  If you have more
not pay self-employment tax on what they than one trade or business, you must com-Retired insurance agents.  The income
earn in their official positions. Public office in- bine the net earnings from each business topaid by insurance companies to retired insur-
cludes any elective or appointive office of the determine your net self-employment income.ance agents that is based on a percentage of
United States or its possessions, the District A loss you incur in one business will reducecommissions received prior to retirement is

your gain in another business. You net theseof Columbia, a state or its political subdivi- self-employment income. Also, the income
gains and losses only for purposes of thesions, or a wholly owned instrumentality of for renewal and deferred commissions for
self-employment tax. Keep separate recordsany of these. sales made prior to retirement is self-em-
for each business and file the appropriateHowever, public officials of state or local ployment income.
form or  schedule for  each separategovernments must pay self-employment tax
business.on their fees if they are paid solely on a fee Sole proprietor. If you own your own busi-

basis and if their services are eligible for, but ness and operate as a sole proprietor, the in- Example.  You are the sole proprietor of
not covered by, social security under a fed- come from your business is self-employment two separate businesses. You operate a res-
eral–state agreement. income. taurant that made a net profit of $25,000 last
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year. You also have a cabinetmaking busi- or both, and total at least $60,600, you do not
have to pay the 12.4% social security part ofness that had a net loss of $500 last year. Figuring Self-
the self-employment tax. However, you mustYou file one Schedule SE showing net self- Employment Tax pay the 2.9% Medicare part of the self-em-employment income of $24,500. You must
ployment tax on all of your net earnings.also file a Schedule C for each business—a There are three steps to figure the amount of

Schedule C for the restaurant showing your self-employment tax you owe.
net profit of $25,000, and another Schedule How the optional methods can help you.

1) Determine your net earnings from self-C for the cabinetmaking business showing Either or both of the optional methods may
employment. help you if you have little income or a lossyour net loss of $500.

2) Determine the amount that is subject to from self-employment and:
the tax.

1) You want to receive credit for social se-Deductions and exemptions.  Your self-
3) Multiply that amount by the tax rate. curity benefit coverage,employment income should not be reduced

by certain deductions used to figure your in- 2) You incurred child or dependent careThere are three ways to figure self-em-come tax. Specifically, do not use: expenses for which you could claim aployment net earnings. These are the regular
credit (this method will increase yourmethod, the farm optional method, and the1) Deductions for personal exemptions for
earned income, which could increasenonfarm optional method. For a discussionyourself, your spouse, or dependents,
your credit), orof the farm optional method, see Publication

2) The standard deduction or itemized 533 or Publication 225. 3) You are entitled to the earned income
deductions, The tax rates are the same for net earn- credit (this method will increase your

ings figured under each method. The general earned income, which could increase
3) The net operating loss deduction, rules for figuring self-employment tax are your credit).

presented in the regular method, discussed4) Nonbusiness deductions (including con-
below. Effect on taxes.  If you use either or bothtributions to a retirement plan for your-

optional methods, you must figure and payself), and
Optional methods.  The optional methods the self-employment tax due under these
allow you to continue social security cover-5) The self-employed health insurance methods, even if you would have had a
age when you have a loss or small amount ofdeduction. smaller tax or no tax using your actual self-
net income from self-employment (see How employment income or loss under the regu-
the optional methods can help you, later). lar method.Caution:  The self-employed health in-

The optional methods may be used onlysurance deduction expired for tax years be- Tax rates.  The self-employment tax rate is to figure your self-employment tax. To figureginning after 1993. However, as this publica- 15.3% (12.4% social security plus 2.9% your income tax, include your actual self-em-tion was being prepared for print, Congress Medicare tax). However, you can take a de- ployment income in gross income, regard-was considering legislation to extend this de- duction of 7.65% of your net self-employ- less of which method you use to figure self-
duction. For information on late legislative ment income when figuring your net earnings employment tax.
changes, see Publication 553, Highlights of from self-employment. You are allowed this

Example.  Your gross nonfarm income is1994 Tax Changes. deduction only in figuring self-employment
$900 and your net nonfarm earnings aretax, and you figure it on line 4 of Schedule
$200. You use the nonfarm optional methodExample.  You own a grocery store that SE. This is not the same as the deduction for
to get a larger earned income credit. Your netreported the following items for the year: one-half of self-employment tax taken on
earnings using the optional method areForm 1040, line 25.
$600. You must pay self-employment tax onGross profit on sales . . . . . . . . . . . . . . . . . . . . $87,400 Fiscal year taxpayer.  If you use a tax
this amount.year other than the calendar year, you mustSalaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

use the tax rate and maximum income limit inRent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Forms.  Use Schedule SE (Form 1040) toeffect at the beginning of your tax year. EvenHeat, light, and air conditioning . . . . . . . . . 2,400
figure your self-employment tax in line 47 ofif the tax rate or maximum income limitOther expenses . . . . . . . . . . . . . . . . . . . . . . . . 1,900
Form 1040. If you have to pay self-employ-changes during your tax year, you shouldGain on sale of refrigerator . . . . . . . . . . . . . 350 ment tax, you must file a Form 1040 (withcontinue to use the same rate and limitFire loss on store building . . . . . . . . . . . . . . 1,200 Schedule SE attached) even if you are notthroughout your tax year.Net operating loss carryover . . . . . . . . . . . . 1,000 otherwise required to file a federal incomeMinimum income.  You must have
tax return.$433.13 or more of net self-employment in-To figure taxable income, consider all the

come before reduction by the 7.65% deduc-above items. But to figure net self-employ- Joint returns.  You cannot file a joint Sched-tion to be subject to the tax (0.9235 ×$433.13ment income, use only the following: ule SE (Form 1040) even if you file a joint in-= $400). If your net income is less than
come tax return. Your spouse is not consid-$433.13 before the 7.65% reduction, you do

Gross profit on sales . . . . . . . . . $87,400 ered self-employed just because you are. Ifnot have to file Schedule SE (Form 1040) or
Expenses: your spouse has self-employment income, itpay the tax, unless you choose to use an op-

Salaries . . . . . . . . . . . . . . . . . . . $30,000 is independently subject to the self-employ-tional method listed earlier.
Rent . . . . . . . . . . . . . . . . . . . . . . . 6,000 ment tax, and should be reported on a sepa-Maximum income.  No more than
Heat, light, and air rate Schedule SE. If you file a joint return and$60,600 of your combined wages, tips, and

conditioning . . . . . . . . . . . . . 2,400 you both have self-employment income,net earnings in 1994 is subject to any combi-
Other expenses . . . . . . . . . . . 1,900 each of you must complete a separatenation of the 12.4% social security part of

Schedule SE (Form 1040); attach bothself-employment tax, social security tax, orTotal expenses . . . . . . . . . . . . 40,300
schedules to the joint return.railroad retirement tax.Net operating profit $47,100

All of your combined wages, tips, and net
Community income.  If any of the incomeearnings in 1994 are subject to any combina-
from a trade or business other than a part-The $47,100 is your net self-employment tion of the 2.9% Medicare part of self-em-
nership is community income under stateincome. The refrigerator sale, the fire loss, ployment tax, social security tax, or railroad
law, it is subject to self-employment tax asand the net operating loss carried over from retirement tax.
the income of the spouse carrying on thea previous year are not included in the If your wages and tips are subject to ei-
trade or business. The identity of the personcalculation. ther social security or railroad retirement tax,
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carrying on the trade or business is deter- more than $60,600, and you do not have for the 7.65% deduction, and the result is
mined by the facts in each case. to use Long Schedule SE, use Short $64,645. Next, you subtract your wages of

Schedule SE. On line 5, multiply your $10,000 from $60,600, the maximum income
net earnings by the 1994 tax rate of subject to the social security part of the self-Schedule SE 
15.3% (0.153). The result is the amount employment tax. The result is $50,600.

You must file Schedule SE if: of your self-employment tax. Since only $50,600 of your earnings is sub-
1) You were self-employed, and your net ject to the social security part of the self-em-2) If you had no wages, your net earningsearnings from self-employment from ployment tax, your tax for this part is 12.4%from self-employment are more thanother than church employee income (0.124) × $50,600, or $6,274.40.$60,600, and you do not have to usewere $400 or more, or Since all of your earnings are subject toLong Schedule SE, use  Short Schedule

the Medicare part of the self-employment2) You had church employee income of SE. On line 5, multiply the line 4 net
tax, you multiply all of your net earnings from$108.28 or more. earnings by the 2.9% (0.029) Medicare
self-employment, $64,645, by 2.9% (0.029)tax and add the result to $7,514.40
on Long Schedule SE for the Medicare part,Even if you are not required to file Sched- (12.4% of $60,600). The total is the
and the result is $1,874.71. Add this to theule SE, it may be to your benefit to file it and amount of your self-employment tax.
$6,274.40 figured above for total self-em-use either optional method in Part II of Sec-

3) If your net earnings from self-employ- ployment tax of $8,149.11.tion B.
ment plus any wages and tips are moreMost taxpayers can use Short Schedule
than $60,600, you must use LongSE (Section A) to figure self-employment tax. Nonfarm Optional Method Schedule SE. Subtract your total wagesHowever, the following taxpayers must use Use the nonfarm optional method only forand tips from $60,600 to find the maxi-Long Schedule SE (Section B): self-employment income that does not comemum amount of earnings subject to the

1) Individuals whose total wages and tips from farming. You may use this method if you12.4% social security part of the tax. If
subject to social security (or railroad re- meet all the following tests.more than zero, multiply the amount by
tirement) tax plus net earnings from self- 12.4% (0.124). The result is the social 1) Your net nonfarm profits as shown onemployment are more than $60,600, security tax amount. Then multiply your line 31 of Schedule C (Form 1040), line

net earnings from self-employment by2) Ministers, members of religious orders, 3 of Schedule C–EZ (Form 1040), and
2.9% (0.029). The result is the Medicareor Christian Science practitioners, not line 15a of Schedule K–1 (Form 1065),
tax amount. The total of the social se-taxed on earnings from these sources are less than $1,733.
curity tax amount and the Medicare tax(with IRS consent), but who owe self-

2) Your net nonfarm profits are less thanamount is your self-employment tax.employment tax on other earnings,
72.189% of your gross nonfarm income.

3) Employees who earned wages reported
3) You are self-employed on a regular ba-Example 1.  During 1994, you haveon Form W–2 of $108.28 or more work-

sis. This means that your actual net$30,000 in net self-employment income, anding for a church or church-controlled or-
earnings from self-employment werereceive no wages subject to social securityganization that elected exemption from
$400 or more in at least 2 of the 3 taxand Medicare taxes. You multiply thesocial security taxes,
years before the one for which you use$30,000 by 0.9235 on Short Schedule SE for

4) Individuals with tip income subject to so- this method.the 7.65% deduction (100% − 7.65% =
cial security (or railroad retirement) and 92.35%), and the result is $27,705. Your 4) You have not previously used thisMedicare taxes that was not reported to self-employment tax is 15.3% (0.153) of method more than 4 years (there is a 5-their employers, and $27,705, or $4,238.87. year lifetime limit). The years do not

5) Individuals who want to use one of the have to be one after another.Example 2.  During 1994, you have
optional methods to figure self-employ- $20,000 in net self-employment income, and
ment tax. receive $15,000 in wages subject to social

security and Medicare taxes. You multiply Gross Income of $2,400 or Less 
the $20,000 by 0.9235 on Short Schedule If your gross income from all nonfarm trades
SE for the 7.65% deduction, and the result isRegular Method or businesses is $2,400 or less, and you
$18,470. Your self-employment tax is 15.3%Use the following steps to figure self-employ- meet the four tests in the preceding para-
(0.153) of $18,470, or $2,825.91.ment tax under the regular method. graph, you may report two-thirds of the gross

Example 3.  During 1994, you have income from your nonfarm business as net
Step 1.  Figure your net self-employment in- $70,000 in net self-employment income, and earnings from self-employment.
come. The net profit from your business or receive no wages subject to social security Example 1.  Ann Green had actual net
profession is generally your net self-employ- and Medicare taxes. You multiply the earnings from self-employment of $800 in
ment income. Net income is figured by sub- $70,000 by 0.9235 on Short Schedule SE for 1992 and $900 in 1993 from running a craft
tracting all allowable business expenses and the 7.65% deduction, and the result is store. Thus, she meets the test for being self-
deductions from gross business income. $64,645. Since only $60,600 of your earn- employed on a regular basis. Her earnings

ings is subject to the social security part of from the craft business in 1994 are as
the self-employment tax, your tax for this partStep 2.  After you figure your net self-em- follows:
is $7,514.40 (12.4% of $60,600).ployment income, determine how much is

subject to self-employment tax. Your net in- Since all of your earnings are subject to Gross income . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,100
come is reduced by the 7.65% deduction to the Medicare part of the self-employment Net profits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,200
arrive at net earnings from self-employment. tax, multiply $64,645 by 2.9% (0.029) on

Because her actual net profits are less7.65% deduction.  Multiply your net in- Short Schedule SE for the Medicare part,
than $1,733 and less than 72.189% of hercome by 0.9235 for the 7.65% deduction and the result is $1,874.71. Add this to the
gross nonfarm income, Ann may either use(100% − 7.65% = 92.35% or 0.9235). This is $7,514.40 and your self-employment tax is
her actual net earnings or she may use theyour net earnings from self-employment. $9,389.11.
optional method to report $1,400 (two-thirdsExample 4.  During 1994, you have
of $2,100).Step 3.  Figure your self-employment tax as $70,000 in net self-employment income, and

follows. Example 2.  Assume that in Example 1receive $10,000 in wages subject to social
Ann Green has gross income of $1,000 andsecurity and Medicare taxes. You multiply1) If your net earnings from self-employ-
her net profits are $800. Ann must use herthe $70,000 by 0.9235 on Long Schedule SEment plus any wages and tips are not
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actual net profits. She may not use the op- Example 1.  John White runs an appli- He must use the full $1,800 under the regular
tional method because her actual net profits ance repair shop. His net earnings from self- method. He may not use the optional method
are not less than 72.189% of her gross employment in 1991 were $8,500; in 1992, because his actual net nonfarm profits are
income. $10,500; and in 1993, $9,500. Thus, he not less than $1,733.

meets the test for being self-employed on aExample 3.  Assume that in Example 1
regular basis. His earnings in 1994 are asAnn has a net loss of $700. In this situation, Example 3.  Assume that in Example 1
follows:she may use $1,400 (two-thirds of $2,100) John has a net loss of $700 for 1994. He may

as her net earnings under the optional use the optional method and report $1,600Gross income . . . . . . . . . . . . . . . . . . . . . . . . . . $12,000
method. as his net earnings from self-employment.Net profits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,200

Gross Income of More Than Because his net profits ($1,200) are less
than $1,733 and less than 72.189% of his Figuring the Tax $2,400 
gross nonfarm income, John may useIf your gross income from all nonfarm trades
$1,600 as his net earnings from self-employ-or businesses is more than $2,400 and you If your net earnings under the nonfarm op-
ment for 1994, or he may report $1,200meet the four tests for using the nonfarm op- tional method are $400 or more, multiply the
under the regular method.tional method, you may report $1,600 as net earnings figure by the tax rate for 1994

your net earnings from nonfarm self- Example 2.  Assume that in Example 1 (15.3%). The result is the amount of self-em-
employment. John’s actual net profits for 1994 are $1,800. ployment tax you owe.
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an application, Form SS–4, Application for
Employer Identification Number, from the Who Are Employees? 
nearest IRS office. See Taxpayer Identifica-34.

Before you can know how to treat paymentstion Number in Chapter 1.
you make for services rendered to you, youEmployment must first know the business relationship thatNew employees. You must ask each new
exists between you and the person perform-employee to complete the employee part ofTaxes ing those services. The person performingImmigration and Naturalization Service (INS)
the services may be:Form I–9, Employment Eligibility Verification.

You must then complete the employer part of • An independent contractor,
the form to verify the employee’s identity and • A common-law employee,
eligibility to work. You can get M–274, Hand-Important Changes for

• A statutory employee, orbook for Employers, which contains Forms I–1994 9 and instructions, from INS regional and dis- • A statutory nonemployee.
trict offices.Tax rates and maximum wages.  The tax

Independent contractors.  People such asrate for both social security and Medicare
Employee’s social security number.  If lawyers, contractors, subcontractors, publictaxes for 1994 is 7.65% for both the em-
one of your employees does not have a so- stenographers, auctioneers, etc., who followployer and the employee (a total of 15.3%).
cial security number and has not applied for an independent trade, business, or profes-The 7.65% tax is a total of 6.2% for social se-
one, you should tell the employee to submit sion in which they offer their services to thecurity (old-age, survivors, and disability in-
an application on Form SS–5, Application forsurance) and 1.45% for Medicare (hospital general public are generally not employees.
a Social Security Card, to the nearest Socialinsurance). In 1994, the maximum wage However, whether such people are employ-
Security office. Form SS–5 can be obtainedamount subject to the social security part ees or independent contractors depends on
from any Social Security office or by calling(6.2%) is $60,600. There is no wage base the facts in each case. The general rule is
1–800–772–1213.limitation for the Medicare part. that an individual is an independent contrac-

If any of your employees are under 18,For 1995, the maximum wage amount tor if you, the payer, have the right to control
they must furnish evidence of age, identify,subject to the social security (6.2%) tax is or direct only the result of the work and not
and U.S. citizenship along with the Form$61,200. There is no wage base limitation for the means and methods of accomplishing
SS–5. Employees who are 18 years old orthe Medicare (1.45%) tax. All covered wages that result.
over must appear in person with this evi-are subject to the Medicare tax. You do not have to withhold or pay taxes
dence at a Social Security office. on payments you make to independent

contractors.Federal unemployment (FUTA) tax rate.
The gross FUTA tax rate remains at 6.2% Topics
through 1995. Common-law employees.  Under commonThis chapter discusses:

law rules, every individual who performs ser-
• Who are employees? vices subject to the will and control of aElectronic deposit of taxes.  Generally,

payer, as to both what must be done andtaxpayers whose total deposits of withheld • Withholding income tax
how it must be done, is an employee. It doesincome, social security, and Medicare taxes

• Social security and Medicare taxes not matter that the employer allows the em-during calendar year 1993 exceeded $78
ployee discretion and freedom of action, asmillion are required to deposit these taxes • Paying social security, Medicare, and
long as the employer has the legal right tothrough an electronic funds transfer (EFT) withheld income taxes
control both the method and the result of thesystem, called TAXLINK, beginning in 1995.

• Federal unemployment tax services.Employers not required to make deposits
by EFT may enroll in the system, which will Two usual characteristics of an em-• Advance payment of earned income
allow tax deposits without coupons, paper ployer-employee relationship are that thecredit
checks, or visits to an authorized depositary. employer has the right to discharge the em-
For more information, call 1–800–829–5469, ployee and the employer supplies tools and

Useful Itemsor write to: Internal Revenue Service, Cash a place to work.
You may want to see:Management Site Office, Atlanta Service If you have an employer-employee rela-

Center, P.O. Box 47669, Stop 295, Doraville, tionship, it makes no difference how it is de-
GA 30362. Publication scribed. It does not matter if the employee is

called an employee, partner, co-adventurer,
❏ 15 Circular E, Employer’s Tax Guide agent, or independent contractor. It does not

matter how the payments are measured,❏ 51 Circular A, Agricultural Employer’sIntroduction how they are made, or what they are called.Tax Guide
Nor does it matter whether the individual isIf you have employees, you generally are re- ❏ 493 Alternative Tax Withholding employed full time or part time.quired to withhold federal income tax from Methods and Tables For employment tax purposes, no distinc-their wages. You also may be subject to so-
tion is made between classes of employees.❏ 505 Tax Withholding and Estimatedcial security and Medicare taxes under the
Superintendents, managers, and other su-TaxFederal Insurance Contributions Act (FICA)
pervisory personnel are all employees. Anand federal unemployment tax under the

❏ 535 Business Expenses officer of a corporation is generally an em-Federal Unemployment Tax Act (FUTA).
ployee, but a director is not. An officer who❏ 911 Tax Information for Direct SellersFor additional information about what
performs no services or performs only minorconstitutes taxable wages, the treatment of

❏ 937 Employment Taxes services, and neither receives nor is entitledspecial types of employment and payments,
to receive any pay, is not considered anand similar matters, see Circular E or Publi-

Form (and Instructions) employee.cation 937, Employment Taxes.
Too many forms are discussed in this You generally may have to withhold andEvery employer subject to employment

chapter to be listed here. But all are named pay income, social security, and Medicaretaxes is required to have an employer iden-
and explained in the text. taxes on wages you pay to common-lawtification number. If you have not applied

employees.for your identification number, you should get
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Statutory employees.  If an individual who Statutory nonemployees.  Two categories similar line of work. This rule does not auto-
works for you is not an employee under the matically convert technical service special-of statutory nonemployees have been estab-
common law rules, you do not have to with- ists to employees for employment tax pur-lished: direct sellers and licensed real estate
hold federal income tax from that individual’s poses. The common-law standards controlagents. They are treated as self-employed if:
pay.  However, for social security and Medi- whether the specialist is treated as an em-

1) Substantially all payments for their ser-care taxes, the term employee includes any ployee or an independent contractor. How-
vices as direct sellers or real estateindividual who works for you for pay in one of ever, if you directly contract with a technical
agents are directly related to sales orthe following four categories: service specialist to provide services for your
other output, rather than to the number business rather than from another business,1) A driver who distributes meat products, of hours worked; and you may st i l l  be enti t led to the rel iefvegetable products, fruit products,

provision.2) Their services are performed under abakery products, or beverages (other
written contract providing that they willthan milk), or picks up and delivers laun-

Leased employees.  Under certain circum-dry or dry cleaning, if the driver is your not be treated as employees for federal
stances, a corporation furnishing workers toagent or is paid on commission. tax purposes.
various professional people and firms is the

2) A full-time life insurance salesperson. employer of those workers for employment
For more information on direct sellers, tax purposes. For more information, see3) An individual who works at home on see Publication 911. Leased employees in Publication 937.materials or goods that you supply and

that must be returned to you or to a per-
Employer-employee relationship.  Inson you name, if you also furnish speci-
doubtful cases, the facts will determinefications for the work to be done. Withholding Incomewhether or not there is an actual employer-

4) A full-time traveling or city salesperson employee relationship. For an in-depth dis- Taxwho works on your behalf and turns in cussion and examples of the common law
orders to you from wholesalers, retail- You generally must withhold income tax andemployer-employee relationship, see Who
ers, contractors, or operators of hotels, social security and Medicare taxes fromAre Employees? in Publication 937.
restaurants, or similar establishments. wages you pay employees if their wages forIf you want the IRS to determine whetherThe goods sold must be merchandise any payroll period exceed the dollar value ofa worker is an employee, file Form SS–8 withfor resale or supplies for use in the buy- their withholding allowances for that period.the District Director for the area in which yourers’ business operations. The amount to be withheld is figured sepa-business is located.

rately for each payroll period.
Income tax.  Do not withhold income tax A payroll period is the period of time for

Penalty for treating an employee as an in-from the wages of statutory employees. which you usually make a payment of wages
dependent contractor.  If you classify anSocial security and Medicare taxes. to an employee. Regular payroll periods can
employee as an independent contractor andIndividuals within any of these categories are be daily, weekly, biweekly, semimonthly,
you had no reasonable basis for doing so,employees whose wages are subject to with- monthly, quarterly, semiannual, or annual. A
you can be held liable to pay employmentholding of social security and Medicare taxes miscellaneous payroll period is any other
taxes for that worker (the relief provisions,if: period. Sundays and holidays are included in
discussed below, will not apply). Further, if computing the number of days in a miscella-• The service contract states or implies that
you do not withhold income, social security, neous payroll period.almost all of the services are to be per-
and Medicare taxes from his or her wages, You should not withhold tax from theformed personally by them;
you may be held personally liable for a pen- wages of employees who claim exemption

• The individual has little or no investment in from withholding on Form W–4, Employee’salty equal to such taxes if you are the person
the equipment and property used to per- Withholding Allowance Certificate. Only em-responsible for the collection and payment of
form the services (other than an invest- ployees who did not have to pay income taxwithholding taxes. See Penalties under De-
ment in transportation facilities); and last year and do not expect to pay any thisposits, later.

year may claim exemption from withholding.• The services are performed on a continu-
Employees who claim exempt status oning basis for the same payer. Relief provisions.  If you have a reasonable
Form W–4 must renew their status by filing abasis for not treating a worker as an em-
new Form W–4 with you by February 15 ofFederal unemployment tax.  For federal ployee, you may be relieved from having to
each year.unemployment tax, the term employee pay employment taxes for that worker. To

In addition to wages, other payments ormeans the same as it does for social security get this relief, you must file all required fed- benefits you give to your employees may orand Medicare taxes, except that it does not eral tax returns, including information re- may not be subject to withholding, as dis-include insurance salespersons or individu- turns, on a basis consistent with your treat- cussed next.als who work at home. ment  o f  the  worker .  You  (o r  your
Reporting payments to statutory em- predecessor) must not have treated any

ployees.  Furnish a Form W–2 to a statutory Withholding and Reportingworker holding a substantially similar posi-
employee, and check Statutory employee in tion as an employee for any periods begin- Payments Other Than
box 15. Show your payments to the em- ning after 1977. For more information, see Wages ployee as other compensation in box 1. Also,

Revenue Procedure 85–18 in Internal Reve-show social security tax withheld in box 4,
nue Cumulative Bulletin 1985–1, page 518.social security wages in box 3, Medicare Supplemental unemployment benefits. If

Technical service specialist.  This reliefwages in box 5, and Medicare tax withheld in you pay, under a plan, supplemental unem-
provision does not apply to a worker whobox 6. The statutory employee can deduct ployment benefits to a former employee, all
provides services to another business (thehis or her trade or business expenses from or part of the payments may be taxable, de-
client) as a technical service specialist underthe payments shown on Form W–2. He or pending on how the plan is funded. Amounts
an arrangement between the business pro-she reports earnings as a statutory em- that represent a return to the employee of
viding the worker, such as a technical ser-ployee on line 1 of Schedule C. (A statutory amounts previously subject to tax are not
vices firm, and the client. A technical serviceemployee’s business expenses are not sub- taxable and not subject to withholding. You
specialist is an engineer, designer, drafter,ject to the reduction by 2% of his or her ad- should withhold income tax on the taxable
computer programmer, systems analyst, orjusted gross income that applies to common- part of the payments made, under a plan, to

law employees.) other similarly skilled worker engaged in a an employee who is involuntarily separated
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because of a reduction in force, discontinu- under an accountable or nonaccountable your employee’s business expenses (for ex-
ance of a plant or operation, or other similar plan. If a single payment includes both ample, the business purpose of the travel or
condition. It does not matter whether the wages and an expense reimbursement, you the number of business miles driven) must
separation is temporary or permanent. mus t  spec i f y  the  amount  o f  the be substantiated.

Withholding on taxable supplemental un- reimbursement. If the per diem or allowance paid exceeds
employment benefits must be based on the Accountable plan.  To be an accounta- the amounts specified, you must report the
withholding certificate the employee gave ble plan, your reimbursement or allowance amount in excess of the specified amount as
you. arrangement must require your employees wages. This excess amount is subject to in-

to meet all three of the following rules: come tax withholding and payment of social
Annuity or pension payments.  Pension security, Medicare, and federal unemploy-1) They must have paid or incurred deduct-
and annuity payments are generally subject ment taxes. The amount equal to the speci-ible expenses while performing services
to income tax withholding unless the recipi- fied amount is shown in box 13 of Form W–2,as your employees,
ent elects not to have tax withheld. See An- using code ‘‘L.’’2) They must adequately account to younuity or pension payments in Publication 937 For more information, see Chapter 16 infor these expenses within a reasonablefor more information. Publication 535.period of time, and

Sick pay paid by third party. Employees 3) They must return any excess reimburse- Excessive termination payments (goldenmay file Form W–4S, Request for Federal In- ment or allowance within a reasonable parachutes).   A golden parachute is a con-come Tax Withholding from Sick Pay, with period of time.
tract entered into by a corporation and keythird-party payers of sick pay to ask that fed-
personnel under which the corporationeral income tax be withheld. For more infor- Amounts paid under an accountable plan
agrees to pay certain amounts to the key per-mation about sick pay paid by third parties, are not wages and are not subject to income
sonnel in the event of a change in ownershipget Publication 952, Sick Pay Reporting. tax withholding and payment of social secur-
or control of the corporation. Paymentsity, Medicare, and federal unemployment
under golden parachute contracts, like anyLeave sharing plans.  If you establish a taxes.
termination pay, are subject to social secur-leave sharing plan for your employees that If the expenses covered by this arrange-
ity, Medicare, and federal unemploymentallows them to donate leave to other employ- ment are not substantiated or excess reim-
taxes, and income tax withholding.ees for medical emergencies, the amounts bursement is not returned within a reasona-

Beginning with payments under contractspaid to the recipients of the leave are consid- ble period of time, the amount is treated as
entered into or renewed after June 14, 1984,ered wages. These amounts are includible in paid under a nonaccountable plan. This
no deduction is allowed to the corporation forthe gross income of the recipients and are amount is subject to income tax withholding
excess parachute payments. The employeesubject to social security, Medicare, federal and payment of social security, Medicare,
is subject to a 20% nondeductible excise taxunemployment taxes, and income tax with- and federal unemployment taxes for the first
to be withheld by the corporation on all ex-holding. Do not include these amounts in the payroll period following the end of the rea-
cess payments. The payment is generallyincome of the donors. sonable period.
considered an excess parachute payment ifA reasonable period of time depends on
it equals or exceeds three times the averageBonuses and awards. Bonuses, awards, the facts and circumstances. Generally, it is
compensation of the recipient over the previ-and other supplemental wages paid to em- considered reasonable if your employees re-
ous 5-year period. The amount over the av-ployees are considered wages subject to so- ceive the reimbursement within 30 days of
erage is the excess parachute payment. Seecial security and Medicare taxes. If you add the time they incur the expense, adequately

the payment to the employee’s regular Publication 937 for information on reportingaccount for the expenses within 60 days af-
wages, you may figure the income tax to be golden parachute payments.ter they were paid or incurred, and return any
withheld as if the total of the supplemental excess reimbursement within 120 days after Exempt payments.  Certain small busi-
and regular wages were a single wage pay- the expense was paid or incurred. Also, it is ness corporations are exempt from the
ment for the regular payroll period. However, considered reasonable if you give your em- golden parachute rules. See IRC 280G for
if you withhold tax on the regular part at the ployees a periodic statement (at least quar- more information.
appropriate rate and specifically indicate on terly) that asks them to either return or ade-
your payroll records the amount of each pay- quately account for outstanding amounts Interest-free and below-market interest
ment, you may withhold on the supplemental and they do so within 120 days. rate loans.  If an employer lends an em-
part using a flat 28% rate without considering Nonaccountable plan.  A nonaccount- ployee (or an independent contractor) more
withholding allowances or the amount of reg- able plan is an arrangement that does not than $10,000 at less than the applicable fed-
ular wages. meet the requirements for an accountable eral interest rate, the employer is considered

If supplemental wages are paid sepa- plan. All amounts paid under a nonaccount- to have paid additional compensation to the
rately, you may figure the tax to withhold by able plan are wages and are subject to in- employee equal to the difference between
adding the supplemental wages to the regu- come tax withholding and payment of social the applicable federal interest rate and the
lar wages for either the current payroll period security, Medicare, and federal unemploy- interest rate charged. This additional com-or the last preceding payroll period within the ment taxes when paid. pensation to the employee is subject to so-same calendar year. If you have already Per diem or other fixed allowance.

cial security, Medicare, and federal unem-withheld tax from the regular wages, you You may reimburse your employees by
ployment taxes, but not to income taxmay figure the tax to withhold by using a flat travel days, or miles, or some other fixed al-
withholding. Include it in compensation onrate of 28% without considering withholding lowance. In these cases, your employee is
Form W–2 (or Form 1099–MISC for an inde-allowances and without referring to a regular considered to have accounted to you if the
pendent contractor). For more information,wage payment. payments do not exceed rates established
see Chapter 8 in Publication 535.by the federal government. The standard

Reimbursements and other expense al- mileage rate is 29 cents per mile for auto ex-
Employee fringe benefits.  Certain fringelowance arrangements.  A reimbursement penses. However, see Revenue Procedure
benefits that an employer provides to an em-or allowance arrangement is a system by 93–51, 1993–2 C.B. p. 593, for information
ployee are excluded from the employee’swhich you substantiate and pay the ad- on using a fixed and variable rate (FAVR).
gross income. They are not subject to socialvances, reimbursements, and charges for Government per diem rates for meals and
security, Medicare, and federal unemploy-your employees’ business expenses. How lodging in the continental United States are
ment taxes, or income tax withholding. Seeyou report a reimbursement or allowance listed in Publication 1542, Per Diem Rates.
Chapter 10.amount depends on whether it was paid Other than the amount of these expenses,
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Meals and lodging.  The value of meals is special withholding allowance and al- to a refund of all federal income tax withheld
lowances for deductions and credits. See last year because of no income tax liability,not subject to income tax withholding if the
Special withholding allowance and Addi- and expects the same situation to exist thismeals are furnished for the employer’s con-
tional withholding allowances, later. year. An employee who can be claimed as avenience and on the employer’s premises.

You should ask each new employee to dependent by someone else usually cannotThe value of lodging is not subject to with-
give you a Form W–4 on or before his or her claim this exemption if he or she hasholding if the lodging is furnished for the em-
first day of work. This certificate is effective nonwage income and he or she expects thatployer’s convenience, on the employer’s
for the first payment of wages and will last income plus wages is to be more than $600.premises, and as a condition of employment.
until the employee files a new one unless the A student is not automatically exemptFor more information, see Chapter 3 in Publi-
employee claims exemption from withhold- from income tax withholding. An employeecation 535.
ing. The certificate must include the employ- who has claimed exemption from withhold-
ee’s social security number. ing and later discovers he or she will incur taxHealth insurance plans.  If you pay the cost

If an employee does not give you a Form liability must give you a new Form W–4of an accident or health insurance plan for
W–4, you must withhold tax as if the em- within 10 days.your employees, your payments are not
ployee were a single person who has An employee who wants to continuewages and are not subject to social security,
claimed no withholding allowances. Married claiming exemption from withholding mustMedicare, and federal unemployment taxes
employees (and widows and widowers quali- file a new Form W–4 by February 15 eachor income tax withholding.
fied to figure their income tax as married per- year. If the employee does not do so, you
sons) who have not indicated on Form W–4 must withhold tax as if the employee is singleMedical care reimbursements.  Medical
that they are married will be treated as single with zero withholding allowances.care reimbursements paid to an employee
persons for withholding purposes.under an employer’s self-insured medical re-

Special withholding allowance.  An em-imbursement plan are not wages and are not
Change in allowances or marital status. ployee can claim a special withholding allow-subject to social security and federal unem-
An employee who wants to change the num- ance if the employee is single and works forployment taxes or income tax withholding.
ber of allowances claimed or show a change only one employer, or is married and works
in marital status should file a new Form W–4. for only one employer and the employee’sCafeteria plans.  Cafeteria plans, including
Near the end of each year, you should ask spouse is not employed. The employee canflexible spending arrangements, are benefit
each of your employees to file a new Form also claim this allowance if the total wagesplans under which all participants are em-
W–4 for the following year if there has been a the employee or the employee’s spouse (orployees who may choose from among cash
change in allowances or marital status since both) earned on other jobs is $1,000 or less.and certain qualified benefits. If the em-
the last Form W–4 was filed.ployee elects qualified benefits, employer

Additional withholding allowances.  Ancontributions are excluded from his or her
Effective date of Form W–4.  You must put employee can claim additional withholdingwages if the benefits are excludable from
a new Form W–4 into effect no later than the allowances on Form W–4 when the em-gross income under a specific section of the
start of the first payroll period ending on or af- ployee has a large amount of estimated de-Internal Revenue Code (other than scholar-
ter the 30th day from the date that you re- ductions, adjustments to income, or tax cred-ship and fellowship grants under section
ceive it. If you pay wages without regard to a i t s .  For  more  in fo rmat ion ,  see  the117, educational assistance under section
payroll period, you must put the new Form instructions for Form W–4. If an employee127, and employee fringe benefits under
W–4 into effect no later than the first pay- has estimated tax credits that are not cov-section 132).
ment of wages on or after the 30th day from ered in the Form W–4 instructions, he or sheThe cost of group term life insurance that
the date that you receive it. A Form W–4 that can also use an alternative method to figureis includible in income only because the in-
makes a change for the next calendar year withholding allowances. For more informa-surance exceeds $50,000 of coverage, or is
will not take effect in the current year. tion, see Publication 505.on the life of the employee’s spouse or chil-

Your employee should complete the De-dren, is considered a qualified benefit under
Repayment or reimbursement.  If an em- duction and Adjustments Worksheet ona special rule.
ployee gives you a new Form W–4 claiming page 2 of Form W–4 to figure the number ofQualified benefits under a cafeteria plan
additional withholding allowances, you can- additional allowances. The additional al-are not subject to social security, Medicare,
not reimburse the employee for income lowances remain in effect until the employeeand federal unemployment taxes, or income
taxes collected during the year before the ef- files a new Form W–4 with you. The em-tax withholding. If an employee elects to re-
fective date of the new Form W–4. But you ployee must file a new form within 10 days ifceive cash instead of any qualified benefit, it
can reimburse the employee for income the number of allowances he or she is enti-is treated as wages subject to all employ-
taxes you overcollected on or after the effec- tled to claim decreases to less than the num-ment taxes. For more information, see Chap-
tive date if you did not take the new certifi- ber the employee is now claiming.ter 5 in Publication 535.
cate into account.

Additional withholding.  If an employee de-
Form W–4 Withholding Employee with two jobs.  An employee termines that his or her income tax liability for

who holds two jobs at the same time, and the year will be more than the total amount toAllowances 
claims all withholding allowances on the be withheld, the employee can have an addi-
Form W–4 filed with one employer, must tional amount withheld by showing the
claim zero allowances on the Form W–4 filed amount on line 6 of Form W–4.Note.  You should make new 1995 Forms
with the second employer. A married employee may also have taxW–4 available to your employees, and en-

withheld at the higher ‘‘single’’ rate by check-courage them to check their income tax with-
ing the appropriate box on Form W–4.Married employees.  You should informholding situation for 1995. Those employees

your married employees that if a husbandwho owed a large amount of tax or received
and wife both work, they can divide their al- Invalid withholding certificate.  Any altera-a large refund for 1994 may need to file a
lowances any way they like. But one spouse tion of, or unauthorized addition to, a with-new 1995 Form W–4.
may not claim an allowance claimed by the holding certificate makes it invalid. If an em-

In general, an employee can claim with- other. ployee indicates to you, either orally or in
holding allowances equal to the number of writing, that the information on the withhold-
exemptions the employee will be entitled to Exempt employees.  An employee can ing certificate is false, the certificate will be
in figuring income tax on the annual return. claim an exemption from income tax with- invalid even if it is not yet in effect. If you real-
An employee may also be able to claim a holding on Form W–4 if he or she had a right ize the certificate is invalid, then you must
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ask your employee to furnish a new one. If employee’s part of the taxes and you must third party to the employer for whom the em-
the employee does not comply, you must ployee normally works if the third party noti-pay a matching amount.
withhold from the employee the same fies the employer, within the time required for
amount you would withhold from a single a tax deposit, of the amount of the sick payTax rates and wage bases.  These taxes
person claiming no exemptions. However, if payment.have different tax rates and wage bases. The
a prior certificate is still in effect, you should The following kinds of payments are notwage base is the maximum wage for the year
withhold according to that certificate. subject to social security and Medicarethat is subject to the tax. Multiply each wage

taxes:payment by the tax rate. There are no with-
Filing Form W–4 with the Internal Reve- holding allowances for social security and 1) Payments made more than 6 months af-
nue Service.  You must send the IRS a copy Medicare taxes. ter the last calendar month the em-
of any Form W–4 received from an employee The tax rate for social security is 6.2% ployee worked.
who is still employed by you at the end of the each for employers and employees (12.4% 2) Payments received under workers’ com-quarter if: total) and the wage base for 1994 is $60,600. pensation law.

For 1995, the wage base is $61,200.1) The employee filing it claims 11 or more
3) Payments, or parts of payments, for theThe tax rate for Medicare is 1.45% eachwithholding allowances; or

employee’s contribution to a sick payfor employers and employees (2.9% total).2) The employee filing it claims exemption plan.For 1994 and 1995, there is no wage basefrom income tax withholding, but the
limit; all covered wages are subject to Medi- 4) Most payments made to a state or localemployee’s wages are more than $200
care tax. government employee. The third-partya week.

payer should contact the state or local
government employer for instructions.Meals and lodging.  Generally, meals, lodg-Copies of the Forms W–4 that must be

ing, clothing, services, and other payments 5) Payments made for medical care.submitted because of either of the above
in kind are subject to the same social securityconditions should be sent along with your 6) Payments (generally for injury) not re-and Medicare taxes as wages paid in cash.quarterly employment tax return, Form 941. lated to absence from work.However, the value of meals that are exemptYou may send them more often if you like. If
from income tax withholding because theyyou do, please include a statement giving For more information on the treatment ofare furnished for the employer’s conve-your name, address, employer identification sick pay, see Publication 952.nience and on the employer’s premises arenumber, and the number of forms you are
also exempt from social security and Medi-sending. If you would like to report this mate- Deferred compensation arrangements.care taxes. Similarly, lodging that is exemptrial on magnetic tape, see Publication 1245, Employer contributions to a cash or deferredfrom income tax withholding because it is fur-Specifications for Filing Form W–4, Employ- compensation arrangement that is part of anished for the employer’s convenience, onee’s Withholding Allowance Certificate, on qualified profit-sharing or stock bonus planthe employer’s premises, and as a conditionMagnetic Tape, and 51/4- and 31/2-Inch Mag- are included in social security and Medicareof employment, is also exempt from thesenetic Diskettes. wages. This will apply even if the contribu-taxes.

tions are not included in the employees’
gross incomes. See Publication 937 for moreFiguring Withholding Successor employer.  If you acquire sub- information.You should figure withholding on gross stantially all of the business property of an-

wages before any deductions for social se- other employer, or a unit of that employer’s Supplemental unemployment payments.curity and Medicare taxes, pension, union business, you are considered a successor Employer provided supplemental unemploy-dues, insurance, etc., are made. You may employer. You can, in determining the wage ment payments are not subject to social se-figure the withholding by any of several bases for each of your new employees who curity and Medicare taxes if the paymentsmethods, the most common of which are the worked for the other employer, include the are linked to state unemployment payments.percentage method and the wage bracket wages the previous employer paid to the A lump sum payment is not consideredmethod. employee. linked to state unemployment payments be-If you have a choice between the per-
Example.  Early in 1994, you bought all cause the amount is not linked to the periodcentage method or the wage bracket

of the assets of a bakery business from of unemployment.method, you may choose to use a different
James Martin. Sue Brown, who had beenone for each employee and each paycheck.
employed by James Martin and received Common paymaster.  If two or more relatedCircular E contains the applicable tables
$2,000 in  wages before the date of corporations employ the same individual atand more detailed instructions for using both
purchase, continued to work for you. You the same time and pay this individualof these withholding methods. Also, see
and Sue Brown are subject to social security through a common paymaster, which is onePublication 493 for a discussion of other
taxes on only the first $55,600 ($57,600 − of the corporations, the corporations are con-methods you may use to compute withhold-
$2,000) and Medicare taxes on all wages sidered a single employer. They have to pay,ing taxes. 
you pay her during the rest of the calendar in total, no more in social security and Medi-
year. care taxes than a single employer would.

Each corporation must pay its own part ofSocial Security and Sick pay.  Employers and third-party payers, the employment taxes and may deduct only
such as insurance companies, must withhold its own part of the wages. The deductions willMedicare Taxes employee social security and Medicare not be allowed unless the corporation reim-
taxes and pay employer social security and burses the common paymaster for the wageThe  Federal Insurance Contributions Act
Medicare taxes on most sick pay payments. and tax payments.(FICA)  provides for a federal system of old-
In general, sick pay is any amount paid by anage, survivors, disability, and hospital insur-
employer to an employee because of the Uniformed services.  The pay for servicesance. The old-age, survivors, and disability
employee’s sickness or injury. of a member of a uniformed service on activeinsurance part is financed by the social se-

Third-party sick pay is any amount paid duty or on inactive duty training (generallycurity tax. The hospital insurance part is fi-
by a third party to an employee in place of weekend training and drills) is subject to so-nanced by the Medicare tax. Each of these
wages for any period the employee is absent cial security and Medicare taxes.taxes is reported separately.
due to sickness or injury. Liability for payingSocial security and Medicare taxes are
the employer part of the social security andlevied on both you and your employees. You, One spouse employed by another.
Medicare taxes, however, shifts from theas an employer, must collect and pay the Wages you pay to your spouse for services
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in your trade or business are subject to social Tips received by your employees in De- Form W–2.  Employers must report on Form
W–2 an employee’s compensation, includingsecurity and Medicare taxes. Wages you pay cember 1993, and reported to you in January
t ips reported by the employee to theto your spouse for service that is not in your 1994, are considered income in 1994.
employer.trade or business, however, such as domes- Form 4070, Employee’s Report of Tips to

tic service in your private home, are exempt Employer, available from the IRS, may be
from social security and Medicare taxes. used for reporting tips.

Service charges, sometimes called gra- Paying Social Security,tuities, collected by a club or other establish-Child employed by parents.  Wages you
ment through mandatory charges added topay to your child 18 years of age or older for Medicare, and Withheld
its members’ bills are considered wages.services in your trade or business are sub- Income Taxes These amounts are subject to both employerject to social security and Medicare taxes.
and employee taxes under social securityWages you pay to your child under the age of Social security and Medicare taxes and with-
and Medicare, employer federal unemploy-21 for service that is not in your trade or busi- held income tax are reported and paid to-
ment tax, and income tax withholding.ness, however, such as domestic service in gether. The following sections discuss some

If you operate a large food or beverageyour private home, are exempt from social rules that apply equally to both types of tax.
establishment, additional tip reporting re-security and Medicare taxes.
quirements may apply to you.  See Tip Re-

Liability for Tax Withheldporting and Allocation Rules in PublicationGroup-term life insurance.  Include in
You are required by law to deduct and with-937 for a detailed discussion of thosewages, for income tax, social security, and
hold income, social security, and Medicarerequirements.Medicare purposes, the cost of group-term
taxes from the salaries and wages of yourlife insurance you provided to an employee
employees. You are liable for the paymentSocial security, Medicare, and incomefor coverage over $50,000, or for coverage
of these taxes to the federal governmenttaxes.  You must collect employee social se-that discriminated in favor of the employee.
whether or not you collect them fromcurity tax, Medicare tax, and income tax onThis taxable insurance cost can be treated
your employees. If, for example, you deducttips reported by an employee. You can with-as if paid by the pay period, by the quarter, or
less than the correct tax from your employ-hold these taxes either from wages due theon any basis so long as the cost is treated as
ees’ wages, you are still liable for the fullemployee or from other funds the employeepaid at least once a year.
amount.makes available. You must also pay the em-For coverage of taxable group-term life

ployer part of the social security and Medi-insurance provided to former employees (in-
Liability of third parties.  Any lender,care taxes on tips reported by an employee.cluding retirees), the former employees must
surety, or other third party who pays wagesStop collecting and paying employer socialpay the employees’ share of social security
directly to the employees of an employer, orsecurity tax when the employee’s combinedand Medicare taxes with their income tax re-
to the employee’s agent, is responsible forwages and reported tips total $60,600 forturns. The employer must separately include
any required withholding on those wages.1994. Collect and pay employer Medicareon the Form W–2 the portion of wages that
This includes the withholding of income, so-tax on all employee’s combined wages andconsists of payments for group-term life in-
cial security, Medicare, and railroad retire-reported tips for 1994.surance and the amount of social security
ment taxes. The third party also is liable forYou are not required to withhold or pay onand Medicare taxes owed by the former em-
any interest and penalties accruing on thesetips that are not reported to you.ployee for coverage provided after separa-
accounts.Income tax withholding applies for the en-tion from service.

If a third party supplies funds to an em-tire year, even if the social security and Medi-For information on determining the cost ployer so that the employer can pay the em-care limits have been reached.of group-term life insurance, see Publication ployees’ wages, and if the third party knows
937. that the employer will not pay or deposit the

How to figure withholding on tips.  If your
taxes that are required to be withheld when

employees get both regular wages and tips, due, then the third party must pay the taxes
you can, in figuring the income tax to with- withheld from the employees’ wages but notReporting Employee hold, either: paid by the employer. However, the third
1) Treat the tips as part of the employee’s party does not have to pay more than 25% ofTips

current or preceding wage payment and the amount that is specifically supplied for
Your employees must report to you each use the regular graduated withholding paying wages. The third party supplier must
month cash tips of $20 or more that they re- rates; or also pay interest on the taxes if they are paid
ceive while on the job. This includes tips re- after the due date of the employer’s return.2) If income tax has already been withheldceived directly from customers and those Third parties are liable only for paymentfrom the regular wage payment, deter-that customers charge to the bill and you of the employees’ part of the payroll taxes.mine the tax to withhold from tips by us-paid to the employee. However, no report They are not liable for the employer’s part.ing a flat 20% rate.need be made for any month in which the tips The employer must file an employment tax
were less than $20. Otherwise, they should return for wages that he or she or a third

Pooling or splitting of tips.  Employeesbe reported every month regardless of the party pays, and must furnish statements to
who participate in a tip-splitting or tip-poolingtotal wages and tips the employee receives employees of wages paid and taxes with-
arrangement must report to their employerfor the year. The written report must be made held. The employer also remains liable for
only the tips they actually receive and keep.by the 10th day of the month after the month any withholding taxes not paid by the third
They may use Form 4070 or any other formthe tips are received. It should show: party.
provided by the employer. How to pay withheld tax.  Third parties1) The name, address, and social security

Example.  A restaurant pays its waiter who pay employment taxes must file twonumber of the employee;
$400 in charged tips. The waiter splits the copies of Form 4219, Statement of Liability

2) The name and address of the employer; tips with the busboy, giving the busboy one- of Lender, Surety, or Other Person for With-
fourth. The waiter includes in the amount he holding Taxes Under Section 3505 of the In-3) The calendar month or period covered
reports to the employer only the $300 he ternal Revenue Code. A separate set ofby the statement; and
kept. The busboy reports the $100 he re- forms must be filed for each employer and
ceived from the waiter. Both the waiter and4) The total amount of the tips the em- calendar quarter.
the busboy may use Form 4070 to make theirployee received during the period cov- File Form 4219 with the IRS Service
reports.ered by the statement. Center where the employer for whom wages
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were paid, or funds were supplied, files fed- Seasonal or intermittent employers.  If employer, you are treated as having no tax li-
eral employment tax returns. abilities during the quarters you had noyou are a seasonal or intermittent employer,

employees.you do not have to file Form 941 when youEach Form 4219 should be accompanied
by a check or money order made payable to have paid no wages during a quarter. How- Under the deposit rules, you are either a
the IRS. To avoid interest, payment should ever, you must check the seasonal filer box monthly depositor or a semiweekly deposi-
be made on or before the due date of the em- tor. The IRS will send you a notice each No-on each return you file so the IRS will not ex-
ployer’s federal employment tax return. vember to confirm, based on your lookbackpect a return each quarter.

period, whether you are a monthly depositor
or a semiweekly depositor.Paying the tax.  When you pay social secur-Tax Returns

In addition to the rules based on the look-ity, Medicare, and withheld income taxes—
Generally, social security and Medicare back period, there is a one-day rule for accu-whether through deposits or with your re-taxes and withheld income tax are reported mulated taxes of $100,000 or more and a deturn—you should write the following informa-together on Form 941, Employer’s Quarterly minimis rule for accumulated taxes of lesstion on your check or money order:Federal Tax Return. However, there are two than $500.1) Your employer identification number;exceptions: 

• Monthly depositor.2) The type of tax you are paying; and1) If your employees are agricultural work-
You are a monthly depositor for a cal-ers, use Form 943, Employer’s Annual 3) The period covered by the payment. endar year if the total amount of reportedTax Return for Agricultural Employees. 

taxes for the lookback period is not more
2) If your employees do household work in Penalties.  If you pay your taxes late, you than $50,000. Deposit the taxes accumu-

your private home—for example, child may have to pay a penalty as well as interest lated on paydays during each month of a
care, housekeeping, or gardening on any overdue amounts. There are also quarter by the 15th day of the following
work—see Publication 926, Employ- both civil and criminal penalties for intention- month.
ment Taxes for Household Employers. ally not paying taxes, and for intentionally fil- • Semiweekly depositor.

ing a false tax return or filing no return at all. You are a semiweekly depositor for a
When to file returns.  Form 943 is an annual calendar year if the total amount of accu-
return due one month after the calendar year Deposits mulated taxes for the lookback period is
ends. Form 941 is a quarterly return due one more than $50,000.You generally will have to make deposits ofmonth after the end of each calendar quar-

social security and Medicare taxes and with- Deposit taxes accumulated forter. The periods covered by these forms are
held income tax before the return is due. You Wednesday, Thursday, and/or Fri-the same whether you use a fiscal year or the
must deposit both your part and your em- day paydays during each week ofcalendar year as your tax year. The due
ployees’ part of social security and Medicare a quarter by the followingdates are:
taxes. Wednesday, and

Return and Period Due Date 
Deposit taxes accumulated for Satur-

Figuring deposits.  Each return period is di-Form 943: Calendar year January 31 day, Sunday, Monday, and/or
vided into a number of shorter deposit peri-Form 941: Tuesday paydays during each
ods. Whether or not you must make a de-1st quarter: week of a quarter by the following
posit depends on whether, based on yourJanuary—February—March April 30 Friday.
lookback period, discussed next, you are a2nd quarter: • One-day rule.monthly or semiweekly depositor, and onApril—May—June July 31

If the amount of your accumulatedyour tax liability at the end of the deposit pe-
3rd quarter: Form 941 taxes is $100,000 or more onriod. Early deposits you make voluntarily dur-
July—August—September October 31 any day during a deposit period, eithering a deposit period do not affect the determi-
4th quarter: monthly or semiweekly, deposit the taxesnation of the tax liability for that period.
October—November—December January 31 on the next banking day. If you are aTo determine if a deposit is required, and

monthly depositor, you become a semi-the amount of the deposit, reduce your tax li-However, if you must deposit the tax (see
weekly depositor for the remainder of theability by the amount any advanced earnedthe following discussion) and you deposit it
calendar year and the following calendarincome credit payments (discussed later)on time and in full, you are given an extra 10
year.you made to your employees.days to file the return:

• De minimis rule.
Return and Period Due Date Deposit rules.  You must use these rules for If the amount of your accumulated

wages paid after December 31, 1993. TheForm 943: Calendar year February 10 taxes during the quarter is less than $500,
rules as they apply to Form 941 filers are dis- you may deposit the taxes by the due dateForm 941:
cussed below. If you file Form 943, see Cir- of the return or pay them with your Form1st quarter:
cular A. 941. If the amount for the quarter will beJanuary—February—March May 10

Under the Form 941 rules, if your accu- $500 or more (or if you are unsure that it2nd quarter:
mulated undeposited taxes do not exceed will be less than $500), you must follow theApril—May—June August 10
$100,000 on any day during the year, you will regular deposit rules (semiweekly or3rd quarter:
know from your tax liability in your lookback monthly) that apply to you.July—August—September November 10
period, discussed below, what your deposit4th quarter:
dates will be for the entire year. Semiweekly period in two calendarOctober—November—

Lookback period.  To find your deposit quarters.  If a calendar quarter ends on aDecember February 10
requirements for a calendar year, you look day other than a Wednesday or Friday, taxes
back to your Form 941 tax liabilities during a you accumulated during the days covered byIf a due date falls on a Saturday, Sunday,

the two calendar quarters must be depositedlookback period, which is the 12-month pe-or legal holiday, it is postponed until the next
with two deposit coupons.riod ending the preceding June 30. Adjust-day that is not a Saturday, Sunday, or legal

ments made on a supplemental tax return Special rule for semiweekly deposi-holiday. A statewide legal holiday delays a
are included only in the quarter the adjust- tors.  If there are fewer than 3 banking daysdue date only if the IRS office where you are
ments are reported. Thus, the lookback pe- to make a deposit, a minimum of 3 days arerequired to file is located in that state. A re-
riod for calendar year 1995 is the period July allowed to make the deposit if you are notturn postmarked by the U.S. Post Office by

subject to the $100,000 one-day rule.1, 1993, to June 30, 1994. If you are a newthe due date is considered filed on time.

Page 176 Chapter 34 EMPLOYMENT TAXES



New employer.  If you are a new em- If you have a deposit due and there is not sole proprietor, or an employee of any form
ployer, you will be treated as a monthly de- enough time to obtain a coupon book, blank of business. A trustee or agent with authority
positor until you have a liability of $50,000 for forms (Form 8109–B, Federal Tax Deposit over the funds of the business can also be
a July 1–June 30 lookback period, or you fall Coupon) are available at most IRS offices. held responsible for the penalty.
under the One-day rule, discussed earlier. If you have not received your employer ‘‘Willfully’’ in this case means voluntarily,

identification number and must make a de- consciously, and intentionally. Paying other
Safe harbors.  You will meet the deposit re- posit, mail your payment with an explanation expenses of the business instead of the
quirements if any shortfall does not exceed to the IRS Service Center where you file your taxes due is considered to be acting willfully.
the greater of (1) $100, or (2) 2% of the return. Make your check payable to IRS and If you are the person responsible for the
amount of taxes otherwise required to be de- show on it your name, address, kind of tax, collection and payment of withholding taxes,
posited, and you deposit the shortfall as period covered, and the date you applied for you can be subject to this penalty even if you
follows. your employer identification number. are an officer or employee of a corporation or

a member or employee of a partnership.• Monthly depositor.
Note:  Do not use a Federal Tax DepositDeposit the shortfall by the due date of

Coupon to deposit delinquent taxes youForm 941 or mail it with the return. Other Forms have been assessed by the IRS. These pay-
• Semiweekly or one-day depositor. ments should be mailed to the IRS Service

Deposit the shortfall by the earlier of the Form W–2.  You must furnish copies of FormCenter that assessed the taxes together with
Form 941 due date covering that deposit, W–2, Wage and Tax Statement,  to each em-copies of any related notices.
or the first Wednesday or Friday, which- ployee from whom income, social security, or
ever is earlier, on or after the 15th day of Medicare taxes have been withheld. You

Timeliness of deposits.  The timeliness of athe month following the month the deposit must also furnish it to employees from whom
deposit depends on the date the authorizedwas required to be made. income tax would have been withheld if the
financial institution or Federal Reserve bank employee had claimed no more than one
receives it. A deposit received after the duePenalty.  If this safe-harbor rule is not withholding allowance or had not claimed ex-
date will be considered timely if you can es-satisfied, a failure to deposit penalty may ap- emption from withholding on Form W–4. The
tablish that it was mailed at least two daysply. See Penalties, later. Form W–2 must show the total wages and
before the due date. However, deposits of

other compensation paid (whether or not
$20,000 or more by an employer required toHow to make deposits.  Make your deposit they are subject to withholding), total wagesdeposit tax more than once a month must beby mailing or delivering a single check or subject to social security taxes, total wagesreceived by the due date to be timely. money order covering social security, Medi- subject to Medicare taxes, the amounts de-

care, and withheld income taxes to an au- ducted for income, social security, and Medi-
Penalties.  If you do not deposit social secur-thorized financial institution or a Federal Re- care taxes, and any other information re-
ity, Medicare, and withheld income taxes onserve  bank .  Each  depos i t  mus t  be quired on the statement. More detailed
time with an authorized financial institution oraccompanied by a federal tax deposit (FTD) information for preparing Form W–2 is con-
a Federal Reserve bank, you may have tocoupon. The federal unemployment tax, ex- tained in the Instructions for Form W–2.
pay a penalty. In addition, the IRS can re-plained later, must be paid separately. Show any reportable employment-re-quire you to file monthly returns for theseTo help ensure that your deposit is prop- lated payments to employees on Form W–2.taxes on Form 941M, Employer’s Monthlyerly credited to your account, write your em- This includes payments such as wages, bo-Federal Tax Return.ployer identification number, the tax return nuses, allowances, noncash payments, andThe penalty will not apply if the failure tonumber, and tax period the deposit applies to taxable fringe benefits. Do not report anymeet the deposit requirements was due toon your check or money order. You can get compensation to employees on Form 1099–reasonable cause and not to willful neglect.the names of authorized institutions from a MISC or any other information returns. ForFederal tax deposit penalties.  TheFederal Reserve bank. It is very important to more information on how to report other pay-penalty for a late tax deposit is based on theclearly mark the correct type of tax and tax ments, see Chapter 37.length of time the deposit is late. The follow-period on each deposit coupon. This infor-

Form W–2 is a six-part combined federal-ing penalties apply for late deposits.mation is used by the IRS to credit your
state form designed for use by employers inaccount. 1) If the deposit is not more than 5 days states where only federal tax must be with-

A federal tax deposit coupon book con- late, the penalty is 2% of the held and in states where both federal andtaining a supply of Form 8109, Federal Tax underpayment. state taxes must be withheld. This form mayDeposit Coupon, and instructions will auto-
also be used where city or other subdivision2) If the deposit is more than 5 days latematically be sent to you after you apply for an
taxes are withheld. It is printed in sets of sixbut not more than 15 days late, the pen-employer identification number.
copies so that copies are available for filingalty is 5% of the underpayment.You will continue to receive coupon
and for the employees’ records.books automatically and generally will not 3) If the deposit is more than 15 days late,

Furnish copies of Form W–2 to employ-need to reorder. the penalty is 10% of the underpayment.
ees as soon as possible after December 31To change your mailing address for the 4) If the deposit is not made within 10 days so they may file their income tax returnsFTD coupons, use Form 8109C, FTD Ad- after the IRS issues the first notice de- early. In any event, you must furnish the em-dress Change. This will not change your ad- manding payment or by the day that no- ployee Form W–2 no later than January 31 ofdress for other account matters with the IRS. tice and demand for immediate payment the following year. However, when an em-You may continue to use the old coupons un- is given, the penalty is 15% of the ployee who leaves your employment givestil you receive a book with the new address. underpayment. you a written request for the form earlier, youIf you need to make a deposit and do not
must give it to him or her within 30 days afterhave a coupon, contact your local IRS office
you receive the request or, if later, 30 daysand provide the following information:

Trust fund recovery penalty.  If you are a after the final wage payment if the 30-day pe-
• Business name, person responsible for withholding, account- riod ends before January 31. You should

ing for, or depositing or paying withholding keep any undeliverable employee copies of• Address where you want the coupon
taxes and willfully fail to do so, you can be Form W–2 for at least 4 years after the datebooks sent,
held liable for a penalty equal to the tax not the tax for the return period to which they re-

• Number of coupon books, and paid, plus interest. A responsible person can late becomes due or is paid, whichever is
be an officer of a corporation, a partner, a later.• Employer identification number.
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Form W–3. Employers must file Form W–3, However, even if you are exempt from state Payments in kind may be in the form of
Transmittal of Income and Tax Statements, tax, you may still have to pay the federal tax. goods, lodging, food, clothing, or services.
annually to transmit Forms W–2 to the Social Use the following three tests to determine Generally, wages paid in kind are treated as
Security Administration in accordance with whether you must pay federal unemploy- wages paid in money. The value of a wage
the instructions for Form W–3. Forms W–2 ment (FUTA) tax. Each test applies to a dif- payment in kind is the fair market price it
will be processed by the Social Security Ad- ferent category of employee, and each is in- would have on the day it is made. For the
ministration, which will then furnish the IRS dependent of the others. It is possible to be treatment of meals and lodging, see the
with the income tax data that it needs from liable for the tax in one category, but not in discussion under Withholding and Reporting
the forms. You must file 1994 Forms W–2 on another. If a test describes your situation, Payments Other Than Wages in Publication
magnetic media if you file 250 or more forms. you are subject to FUTA tax on the wages 937.
The 250 requirement applies separately to you pay to employees in that category during Payments in kind for farm labor are not
each form. the current calendar year. considered wages. Do not count them either

to figure whether you are subject to federal1) In general, you are subject to federal un-
unemployment tax under test (3) above, or toExtensions.  If you are unable to file Forms employment tax on the wages you pay
figure how much tax you owe. Do not countW–2 with the IRS on either paper forms or employees who are not farm workers or
payments in kind to household workers whenmagnetic media by the due date, get Form household workers if, in the current or
figuring whether you are subject to federal8809, Request for Extension of Time To File preceding calendar year:
unemployment tax under test (2) above.Information Returns. You must, however,

a) The wages you paid to employees infurnish the required statements to recipients
this category totaled $1,500 or moreby the due date. Wages of foreign workers.  Federal unem-
in any calendar quarter, or ployment tax does not apply to the wages of

b) There was at least a part of a day in a worker admitted to the United States underReconciliation of Forms 941 and W–3.
which you had an employee in this contract to perform farm labor for you beforeAmounts reported on the four quarterly
category in each of 20 different calen- 1995 and who returns to his or her own coun-Forms 941 must agree with the totals re-
dar weeks. The 20 weeks do not have try when the contract is completed. However,ported on Form W–3. The amounts that must
to be consecutive. It does not matter count the wages you pay to an alien workeragree are: social security wages, social se-
whether you have the same employee in figuring whether you are subject to federalcurity tips, Medicare wages and tips, and the
each week. Individuals on sick leave unemployment tax for your other farm work-advance earned income credit.
or vacation are counted as ers under rule (3) above.
employees.Correcting Forms 941 and W–2.  Use Form

Other exceptions.  Not all payments you941c, Supporting Statement To Correct In- 2) Household workers. You are subject to
make to your employees are consideredformation, to correct income, social security, federal unemployment tax on the cash
wages for federal unemployment tax pur-and Medicare tax information reported on wages you pay to household workers, if
poses. For example, payments made underForm 941 (or Form 943). Attach Form 941c in the current or preceding calendar
the workers’ compensation law are notto the tax return making the adjustment. So- year, the cash wages you paid to em-
counted as wages.cial security and Medicare tax information ployees in this category totaled $1,000

Nor does the tax apply to certain types ofcan be corrected for prior years, but income or more in any calendar quarter. A
employment. For example, if you hire coop-tax information can only be corrected for ear- household worker is an employee who
erative education students, you are not sub-lier periods of the current calendar year. performs domestic services in a private
ject to FUTA tax on their wages.Because Form W–2 is used by the Social home, local college club, or local college

Additional information.  See Circular ESecurity Administration (SSA) to credit the fraternity or sorority chapter.
(Circular A for farm labor) for a chart showingemployee’s social security and Medicare 3) Farm workers. You are subject to federal
different kinds of employment and whetherwages and tips to his or her earnings record, unemployment tax on the wages you
payments are exempt from the federal un-you must file a Form W–2c, Statement of pay to farm workers if, in the current or
employment tax.Corrected Income and Tax Amounts, with preceding calendar year:

SSA and give copies to the employee for any
a) The cash wages you paid for farm la-social security or Medicare correction made Figuring the Tax bor totaled $20,000 or more in anyafter you have filed Form W–2 with SSA.

The federal unemployment tax is figured oncalendar quarter, orSend Form W–2c to SSA withForm W–3c,
the first $7,000 in wages paid to each em-b) In each of 20 different calendarTransmittal of Corrected Income and Tax
ployee during 1994. This $7,000 maximumweeks, there was at least one day inStatements. If you are only correcting the
remains the same for 1995. The tax is im-which you had 10 or more farmemployees’ names and social security num-
posed on you as the employer. You must notworker employees. The 20 weeks dobers, Form W–3c is not needed.
collect or deduct it from the wages of yournot have to be consecutive. It does
employees.not matter whether you have theChange of address.  If you move or change

Example.  In November 1993, you hire Alsame 10 employees each week. Noryour mailing address, be sure to notify the
Green and pay him $3,500 in wages beforedo all 10 employees have to work aIRS by using Form 8822, Change of Ad-
the year ends. All $3,500 is subject to thefull day or the same part of the day. In-dress. Mail it to the IRS Service Center for
federal unemployment tax. The first $7,000dividuals on sick leave or vacation areyour old address.
you pay him in 1994 is also subject to the tax.counted as employees.
Al’s total wages for 1994 reach the $7,000
mark in mid-March. None of the wages youTips.  Tip income (including credit card tips)Federal Unemployment pay him after that in 1994 is subject to thereported by the employee to the employer for
tax.social security and Medicare tax purposes isTax Then, in July, Al quits his job, and youconsidered wages for federal unemployment
hire someone to replace him. The firstThe federal unemployment tax system, tax purposes.
$7,000 you pay his replacement in 1994 isalong with the state systems, provides un-
also subject to the tax.employment payments to workers who have Wages not paid in money.  If in the course

lost their jobs. This tax applies to all wages of your trade or business you pay your em-
you pay to your employees, unless an ex- ployees in some medium that is neither cash Tax rate and credit.  The gross federal un-
ception applies. Most employers pay both a nor a readily negotiable instrument (such as employment tax rate for 1994 is 6.2%. (The
state and the federal unemployment tax. a check), you are said to pay them ‘‘in kind.’’ rate is scheduled to remain the same for
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1995.) However, you are given a credit of up Deposit due dates.  If at the end of any cal- Filing the return.  Form 940 or Form 940–
EZ is due one month after the end of the cal-to 5.4% for the state unemployment tax you endar quarter, you owe, but have not yet de-
endar year—by January 31. However, if youpay. The net tax rate, therefore, can be as posited, more than $100 in federal unem-
deposit the tax on time and in full, you havelow as 0.8% (6.2%−5.4%) if your state is not ployment (FUTA) tax for the year, you must
an extra 10 days to file—until February 10.subject to a credit reduction. If your state tax make a deposit by the end of the next month.

rate (experience rate) is less than 5.4%, you The due dates are shown in the following
Records.  You must keep all records perti-are still allowed the full 5.4% credit. A lower chart:
nent to the preceding taxes available for in-maximum credit applies to Virgin Island em-

If your undeposited FUTA Deposit the spection by officers of the IRS. See Recordsployers (see Form 940 instructions). But you
tax is more than $100 on: full amount by: of Employers in Chapter 2 for specificcannot take the credit for any state taxes you

records that you must maintain.fail to pay. If for any reason you are exempt March 31 . . . . . . . . . . . . . . . . . . . . . . . April 30
from state unemployment tax, the full 6.2% June 30 . . . . . . . . . . . . . . . . . . . . . . . . . July 31
rate applies. Additional information.  More informationSeptember 30 . . . . . . . . . . . . . . . . . . October 31

on the federal unemployment tax can beDecember 31 . . . . . . . . . . . . . . . . . . . January 31
found in the instructions to Form 940. Credit reduction.  The 5.4% credit may be

If the tax is $100 or less at the end of areduced for employers in some states. A
credit reduction is required if a state’s unem- quarter, you do not have to deposit it. But you
ployment fund borrows from the federal gov- must add it to the tax for the next quarter. Advance Payment ofernment and keeps an outstanding balance Then, in the next quarter, i f  the total
for two or more years. undeposited tax is more than $100, a deposit Earned Income Credit 

will be required. If the undeposited tax for the
You must pay part of the earned incomeSuccessor employer.   If you acquire sub- 4th quarter (plus any undeposited tax for an
credit (EIC) in advance to eligible employeesstantially all the business property of an em- earlier quarter) is less than $100, you can
who have filed a Form W–5, Earned Incomeployer who was subject to the federal unem- either make a deposit or pay it with your
Credit Advance Payment Certificate, withployment tax, and use that property in your return by the January 31 due date.
you. This allows those employees to receivebusiness, you are considered a successor If you mail the tax payment with your re-
part of the benefit of their credit each paydayemployer. You can, in figuring the $7,000 turn, complete the Payment Voucher on the rather than having a single amount creditedlimit, count wages paid by that employer to return, but do not detach it. Mail the return to them later on their tax return.employees who continue to work for you. with the payment to the address shown for The payment is added to the pay of the

‘‘Return with payment’’ in the instructions. employees each payday. It is figured from ta-Common paymaster.  If two or more related Weekends and holidays.  If a due date bles in Circular E. Employers reduce their lia-
corporations employ the same individual at falls on a Saturday, Sunday, or legal holiday, bility for income tax withholding and social
the same time and pay this individual it is postponed until the next date that is not a security taxes by the total amount of the ad-
through only one of the corporations (the Saturday, Sunday, or legal holiday. A state- vance earned income credit payments
‘‘common paymaster’’), the corporations are wide legal holiday delays a due date only if made. For more information, see Advance
considered a single employer. They have to the IRS office where you are required to file Payment of Earned Income Credit in Publi-
pay, in total, no more in federal unemploy- is located in that state. cation 937.
ment taxes than a single employer would
pay. Additional liability because of credit re- Employees not eligible.  Employees whose

Each corporation must pay its own share duction.  If your state is subject to a credit wages are not subject to withholding for in-
of employment taxes and may deduct only its come tax, social security, or Medicare, arereduction for 1995, the state’s name and the
own share of the wages paid. not  e l ig ib le  to  receive advance EICamount of the credit reduction will be shown

To take the deduction, the corporation payments.on the 1995 Form 940. If the 5.4% credit for
must reimburse the common paymaster for 1995 is reduced for employers in your state,
its share of wages and tax payments. The Earned income credit notification.  Youit creates an additional 4th quarter liability.
common paymaster cannot deduct wage must notify each employee who worked forBefore the 4th quarter, you are not liable for
and tax payments for employee services per- you at any time during the year and fromdepositing any tax owed because of a credit
formed for another corporation in the related whom you did not withhold any income taxreduction. The credit reduction becomes fi-
group. about the EIC. However, you do not have tonal on November 10 each year. To figure the

notify employees who claim exemption fromamount of federal unemployment tax you
withholding on Form W–4.Reporting and Paying the owe for the 4th quarter of 1995, whether or

You can meet the notification require-not your state is subject to a credit reduction,Tax
ment by giving each employee the officialfollow the Form 940 Instructions.The federal unemployment tax is reported on IRS Form W–2, which contains the notifica-

Form 940, Employer’s Annual Federal Un- tion on the back of Copy C, or you can giveFiguring deposits for a quarter.  To figureemployment (FUTA) Tax Return. This form each employee Notice 797, Possible Federalwhether you must make a deposit for a quar-covers one calendar year and is generally Tax Refund Due to the Earned Incometer, assume that you will be able to take thedue one month after the year ends. How- Credit (EIC). You can also use your own writ-full credit of 5.4%. That is, use an effectiveever, you may have to make deposits of the ten statement as long as it has the exacttax rate of 0.8% (6.2%−5.4%). Next, figuretax before filing the return. wording of Notice 797, or you can furnish
the part of the wages you paid during the

substitute Forms W–2 containing the exact
quarter that is subject to the tax. Multiply thatForm 940–EZ.  You can use Form 940–EZ, wording shown on the back of Copy C of the
amount by 0.8% (.008). The result is thea simplified version of Form 940, if: (1) you official Form W–2. You must so notify each
amount of federal unemployment tax youpaid unemployment taxes to only one state; employee, either in person or by First Class
owe for the quarter.(2) you paid the state taxes by the due date Mail, with his or her 1994 Form W–2 or within

of Form 940 or 940–EZ; (3) all of your wages one week before or after that time, unless
Making deposits.  For the proper way totaxable for FUTA tax were also taxable for you use a substitute Form W–2 as the notice.
make deposits of FUTA tax, see How tostate unemployment tax; and (4) you did not If you do not furnish Form W–2 on time, you
make deposits, under Paying Social Secur-pay wages subject to the unemployment must notify the employee about the EIC by
ity, Medicare, and Withheld Income Taxescompensation laws of a credit reduction the date Form W–2 was required to be fur-
and its discussion, Deposits, earlier.state. nished. If Form W–2 is not required, you
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must notify the employee about the EIC by
February 7 of the following year.

You can request supplies of Notice 797
by calling the IRS toll-free telephone number
1–800–TAX–FORM (1–800–829–3676).
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for the (AMT) caused by certain preferences the difference is a decrease to taxable
and adjustments. income.

The adjustment and tax preference items35. If income or gain reported for regular tax
for AMT purposes are listed in Table 35-1 purposes is less than the recomputed AMT
with a brief description for each item. How- income or gain, the difference is an increaseAlternative ever, each adjustment and preference item to taxable income. If the income or gain re-
is discussed in more detail separately. These ported for regular tax purposes is more thanMinimum Tax adjustment and tax preference items are re- the recomputed AMT income or gain, the dif-
ported on Form 4626 in figuring AMT. ference is a decrease to taxable income.

Form 4626.  You use Form 4626 to figure the Accelerated depreciation on property.
corporation’s AMT. File this form if the corpo-Introduction This adjustment applies to property placed in
ration’s taxable income before the net oper-

service after 1986. The depreciation deduc-The tax laws give special treatment to certain ating loss (NOL) deduction plus adjustments
tion used for AMT is the amount calculatedkinds of income and allow special deductions and tax preference items totals more than
under the alternative depreciation systemand credits for certain kinds of expenses. So the allowable exemption amount. Also, you
(ADS) under the modified accelerated costthat taxpayers who benefit from these laws use this form to figure the corporation’s envi-
recovery system (MACRS). For real prop-will pay at least a minimum amount of tax, a ronmental tax, discussed in Chapter 30.
erty, use the straight line method with a 40–special tax was enacted — the ‘‘alternative Formula to figure AMT.  You figure the
year recovery period and the mid-month con-minimum tax (AMT)’’for corporations and AMT by beginning with taxable income
vention. For most property other than realindividuals. before any net operating loss deduction
property, use the 150% declining balanceThe rules discussed in this chapter apply on the return. For Form 1120, this is line 28
method switching to the straight line methodto corporations. For information on alterna- minus line 29b and for Form 1120–A, it is line
when it gives a larger allowance. This adjust-tive minimum tax rules that apply to individu- 24 minus line 25b. With that taxable income,
ment applies to property placed in service af-als, see Form 6251, Alternative Minimum use the following formula to figure AMT.
ter 1986, other than transition property. ItTax—Individuals and its instructions.

Add or Subtract also applies to property placed in service af-A partnership does not itself pay mini-
Adjustments and preferences ter July 31, 1986, and before 1987 if youmum tax. However, each member of a part-

Equals elected to use MACRS.nership must take into account his or her dis-
Preadjustment alternative minimum taxable Do not consider the following types oft r ibu t ive  share  o f  the  par tnersh ip ’s

income property in figuring this adjustment item.adjustments and tax preference items.
Add or Subtract

Property you elect to exclude fromAdjusted current earnings (ACE) adjustmentTopics MACRS that is depreciated under theEquals
This chapter discusses: unit-of-production method or mostTentative alternative minimum taxable income

other methods of depreciation not ex-• Adjustments Subtract
pressed in terms of years,Alternative tax net operating loss deduction• Tax preference items

Equals Certain public utility property,• Other adjustments Alternative minimum taxable income
Any motion picture film or video tape, orSubtract• Figuring alternative minimum tax

Exemption amount Any sound recording.• Minimum tax credit
Multiply by

20%
The adjustment is the difference betweenUseful Items Subtract

the total depreciation for all property for alter-You may want to see: Alternative minimum foreign tax credit
native minimum tax purposes and the totalEquals
deprec iat ion for  regular  income taxForm (and Instructions) Tentative minimum tax
purposes.Subtract❏ 1118 Foreign Tax Credit–

The effect of using two different types ofRegular taxCorporations
depreciation (one for regular income tax andEquals

❏ 4562 Depreciation and Amortization one for alternative minimum tax) is that a cor-Alternative minimum tax
poration will have a different basis in the❏ 4626 Alternative Minimum Tax–

Corporations property for alternative minimum tax. This
means, for example, that if a corporationAdjustments and❏ 8582 Passive Activity Loss
sells the property, the gain will be different forLimitations Preferences alternative minimum tax purposes. See the

To figure AMT, you make certain adjust-❏ 8827 Credit For Prior Year Minimum later discussion of Adjusted gain or loss.
ments to the taxable income on the return.Tax–Corporations Depreciation for property placed in
These adjustments eliminate the tax advan- service before 1987.  For property placed in
tages of certain items that receive preferen- service before 1987, accelerated deprecia-
tial tax treatment. These items are called tion is a tax preference item. Continue to
‘‘adjustments and preferences.’’ The adjust-

treat depreciation on that property as a pref-Alternative Minimum ment for these items is the difference be-
erence item. See Accelerated depreciationtween the recomputed item for AMT pur-Tax on real property placed in service beforeposes and the amount on the return. They
1987 and Accelerated depreciation onThe AMT rate for corporations is 20%. There can be either increases or decreases (en-
leased personal property placed in serviceis an exemption of up to $40,000. This tered as negative amounts on Form 4626).
before 1987, discussed later.amount is reduced (but not below zero) by If an expense or loss claimed for regular

For more information on depreciation,25% of the amount by which alternative mini- tax purposes is more than the recomputed
see Publication 534.mum taxable income (AMTI) exceeds AMT expense or loss, the difference is an in-

$150,000. crease to taxable income. If the expense or
Amortization of certified pollution controlYou can apply a minimum tax credit loss claimed for regular tax purposes is less
facilities.  For the AMT, determine youragainst your regular tax liability in later years than the recomputed AMT expense or loss,
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Table 35-1. Alternative Minimum Tax Adjustments and Preferences
Item Description

Accelerated depreciation on property Figure depreciation under the alternative depreciation system
(ADS) of MACRS. Except for personal property, you must use the
150% declining balance method. This does not apply to property
described in IRC 168(f)(1) through (4).

Pollution control facilities Figure amortization under the alternative depreciation system of
MACRS.

Mining exploration and development costs Figure amortization ratably over 10 years.

Circulation expenses Amortize expenses over 3 years. Applies only to personal holding
companies.

Adjusted gain or loss Refigure gain or loss on the sale of property using certain
adjustments listed in this table.

Long-term contracts Figure income for contracts entered into after 2-28-86 under the
percentage of completion method (as modified by IRC 460(b)).

Installment sales Figure income without using the installment method. This
instruction generally applies to dispositions of inventory or stock
in trade.

Merchant Marine Fund Figure income to include amounts deposited in a capital
construction fund if deducted, and earnings (including gains and
losses) on amounts in the fund that were excludable.

Section 833(b) deduction Adjustment is the amount of any deduction claimed. (Applies only
to certain health insurance organizations.)

Tax shelter farm activities Refigure all gains and losses from a tax shelter farm activity that is
not a passive activity. Take into account all AMT adjustments and
preferences. (Applies only to personal service corporations.)

Passive activity losses Net losses from passive activities (closely held and personal
service corporations only), including tax shelter farm activities that
are passive activities.

Certain loss limitations Adjustment is any excess of the loss amount not allowable for AMT
over the loss amount not allowable for regular tax purposes. If the
loss amount not allowable for regular tax is more than the loss
amount not allowable for AMT, the adjustment is a negative
amount.

Depletion Excess of the depletion deduction over your adjusted basis in the
property.

Certain tax-exempt interest Certain interest on specified private activity bonds.

Intangible drilling costs Excess of IDCs to the extent the excess amount exceeds 65% of
net income from the property. If the optional 60-month write-off
was elected, IDCs are not a tax preference.

Reserves for losses on bad debts of financial institutions Excess of the deduction allowable over the amount that would
have been allowable under the experience method.

Accelerated depreciation on real property and leased personal Excess of the depreciation or amortization taken over the amount
property placed in service before 1987 (pre-ACRS and ACRS) allowable under straight line (leased personal property; for

personal holding companies only).

Other adjustments Adjustment is for certain income reported for regular tax purposes
including:
1) Income eligible for the possession tax credit, and
2) Income from the alcohol fuel credit.
Also, the adjustment can be for any minimum taxable income
adjustment from Schedule K-1 (Form 1041), line 8, if the
corporation is the beneficiary of a trust, for an AMT adjustment
from a cooperative,  or for any related adjustments*.

Adjusted current earnings (ACE) Adjustment is 75% of the excess (if any) of the corporation’s ACE
over the corporation’s preadjustment alternative minimum taxable
income.

Alternative tax net operating loss (NOL) deduction Alternative tax NOL deduction (ATNOLD) allowed against AMTI.

* AMT adjustments and tax preference items may affect deductions (such as charitable contributions) that are based on an income limit. If so, you may have to
make related adjustments. You do this by refiguring these deductions using the income limit as modified for AMT purposes.
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amortization deduction for a certified pollu- Installment sales.  For any disposition of in- Passive activity loss.  This adjustment ap-
plies only to closely held and personal ser-tion control facility using the alternative de- ventory or stock in trade, the installment
vice corporations. To determine the adjust-preciation system under MACRS (see Publi- method of accounting does not apply for the
ment for a passive activity, refigure all gainscation 534). AMT. However, it does apply to certain dis-
and losses by taking into account the corpo-positions of timeshares or residential lots for
ration’s AMT adjustments, preferences, andwhich you elected to pay interest. BecauseMining exploration and development
AMT prior year unallowed losses. You docosts.  Recompute this deduction by taking of this, a corporation recognizes all gain real-
this by determining the corporation’s passiveyour regular tax deduction for mining explo- ized on the disposition in the year of sale.
activity gain or loss for AMT using the sameration and development costs and amortiz- The adjustment for AMT is the difference be-
rules used for regular tax purposes. You re-ing it ratably over a 10–year period. The ad- tween the recognition of all gain in the year of
duce the loss disallowed by the amount ajustment is the difference between the disposition and the gain recognized under
corporation is insolvent. The adjustment isdeduction claimed for regular tax and the de- the installment method of accounting. For
the difference between the allowable loss re-duction allowed for AMT. years in which you collect the sale proceeds,
ported for regular tax and the refigured AMTIf you have a loss for mining property, in decrease regular taxable income to get
loss.figuring AMT, deduct all mining exploration AMTI.

and development costs for the property that
Caution:  To avoid duplication, do not in-have not been written off. A loss occurs when Merchant Marine Fund.  Deposits into a clude any AMT adjustment or tax preferenceyou abandon a worthless mine. capital construction fund (CCF) established item that is taken into account in this passive

under section 607 of the Merchant Marine activity computation in the amounts to be en-Circulation expenses.  This adjustment is Act of 1936 are not deductible in figuring tered on any other line of Form 4626.for personal holding companies only. In figur- AMT. Also, the earnings (including gains and
ing AMT, amortize circulation costs over 3 losses) on amounts in the fund are not ex-
years beginning with the tax year you make Certain loss limitations.  You must takecludable in determining AMT. Do not make
the expenditures. The adjustment is the dif- into account the corporation’s AMT adjust-any reduction in basis required by section

ments and preferences before you apply cer-ference between the amount deducted for 607(g) of the Merchant Marine Act of 1936
tain loss deferral rules.regular tax purposes and the refigured for amounts withdrawn from the fund if you

amortization. The loss deferral rules include limits onincluded the amounts for purposes of AMT.
losses due to:

Adjusted gain or loss.  If a corporation sold A partner’s basis in the partnership inter-Section 833(b) deduction.  This deduction
property during the year, refigure the gain or est, andis not allowed for AMT purposes. If a corpo-
loss from the sale using the corporation’s ad- ration took this deduction for regular tax pur- The at-risk limits.justed basis for AMT purposes. The following poses, the adjustment is to add back the
AMT adjustments require changes to the amount deducted. The adjustment is the excess of the losscorporation’s regular tax basis.

amount that is not allowable for AMT pur-
Depreciation, Tax shelter farm activities.  This adjust- poses over the loss amount that is not allow-

ment applies only to personal service corpo- able for regular tax purposes. If the lossCirculation expenses,
rations. Refigure all gains and losses from a amount that is not allowable for regular taxMining exploration and development tax shelter farm activity that is not a passive purposes is more than the loss amount thatcosts, and
activity by taking into account all AMT adjust- is not allowable for AMT purposes, the differ-

Pollution control facilities. ment and tax preference items. You do this ence is entered on line 2l of Form 4626 as a
negative amount.by determining the corporation’s tax shelter

The adjustment is the difference between the farm activity gain or loss for AMT using the
gain (or loss) reported on the corporation’s same rules used for regular tax purposes Depletion.  If a corporation’s depletion de-
return for regular tax purposes and the re- with the following modifications: duction for the year is more than its adjusted
computed gain (or loss) for AMT purposes. basis in the property at the end of the year

1) No recomputed loss is allowed, except
(figured before reducing the basis by the de-

to the extent the personal service corpo- pletion deduction), the difference is a taxLong-term contracts.  For any long-term
ration is insolvent, and preference item. You figure this preferencecontract you enter into after February 28,

item separately for each separate piece of1986, apply the percentage of completion 2) You cannot use a recomputed loss in
property being depleted. For tax years begin-method (as modified by the rules for long- the current tax year to offset gains from
ning after December 31, 1992, depletion fig-term contracts under section 460(b) of the In- other tax shelter farm activities. Instead,
ured using the small producer’s exemption isternal Revenue Code) in determining AMT you must suspend any recomputed loss
not a tax preference.for that contract. and carry it forward until either the cor-

In computing the year-end adjusted ba-The adjustment is the difference between poration has a gain in a later tax year
sis, do not add the unrecovered cost of ma-income determined using the method of ac- from the same activity or it disposes of
chinery and other depreciable equipment tocounting used for regular tax purposes and the activity.
the adjusted depletable basis of mineralincome determined using the percentage of
property. If you added such costs to the ad-completion method of accounting. The adjustment is the difference between the
justed basis, deduct them before figuring theHome construction contracts.  The gain or loss for AMT purposes and the
1994 depletion preference.rules for long-term contracts do not apply to amount that was reported for regular tax

Percentage depletion of coal and ironany home construction contract you entered purposes.
ore.  Figure a corporation’s (other than an Sinto in a tax year beginning after September
corporation’s) tax preference for the percent-30, 1990, regardless of whether you meet Caution:  To avoid duplication, do not in- age depletion of coal (including lignite) andthe small home construction contract clude any AMT adjustment or tax preference iron ore as follows:requirements. item that is included as a gain or loss in the

For a construction contract not described 1) Subtract the corporation’s basis in thecomputation for Passive activity losses dis-
above, determine the percentage of the con- property at the end of the year (beforecussed next.
tract completed using the simplified proce- adjusting it for the year’s depletion) from
dures for allocating costs (see section A corporation is insolvent to the extent its the year’s percentage depletion on the
460(b)(4) of the Internal Revenue Code). liabilities exceed the FMV of its assets. property.
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2) Reduce the corporation’s percentage could otherwise deduct. Deduct the remain- 1987.  This tax preference item is the depre-
depletion by 20% of the amount figured ing 30% ratably over a 60–month period, be- ciation a corporation took during the tax year
in (1). This is the most the corporation ginning with the month you pay or incur the on personal property it leased to others mi-
can deduct for percentage depletion on cost. nus the depreciation using the straight line
the property. method.Special rule.  For a tax year beginning

after December 31, 1992, excess IDCs for This is a tax preference item only if the3) Subtract the corporation’s basis in the
any oil or gas well are a tax preference item corporation is a personal holding company.property (before adjusting it for the
only for integrated oil companies. However,year’s depletion) from the amount fig-
for taxpayers who are not integrated oil com- Other adjustments.  You must make an ad-ured in (2). The result is the corpora-
panies, the reduction in your alternative mini- justment as a negative amount for certain in-tion’s tax preference item for percentage
mum taxable income (AMTI) cannot exceed come reported for regular tax purposesdepletion on the property.
40% (30% for tax years beginning in 1993) of including:
your AMTI for the year figured by taking into

Certain tax-exempt interest.  This tax pref- 1) Income eligible for the possession tax
account the tax preference item, but without

erence item is the tax-exempt interest on credit, and
regard to the alternative tax NOL deduction,

specified private activity bonds reduced by 2) Income for the alcohol fuel credit.discussed later, under Other Adjustments.
any deduction that would have been allowa-
ble if the interest had been included in gross

Also, the adjustment can be either a positiveReserves for losses on bad debts of fi-income for regular tax purposes. A specified
or negative amount for (a) any minimum tax-nancial institutions.  The deduction al-private activity bond is one issued after Au-
able income adjustment from Schedule K–1lowed for a reasonable addition to a financialgust 7, 1986, or, on or after September 1,
(Form 1041), line 8, if the corporation is theinstitution’s reserve for bad debts minus the1986, for bonds satisfying pre-Tax Reform
beneficiary of a trust, (b) any AMT adjust-amount that would have been allowableAct of 1986 definitions of governmental
ment from a cooperative, or (c) any relatedbased on actual loss experience is a tax pref-bonds.
adjustment discussed next.erence item.For this tax preference item, a private ac-

Related adjustments.  AMT adjust-tivity bond does not include:
ments and tax preference items may affectAccelerated depreciation on real property

1) A qualified section 501(c)(3) bond, or deductions that are based on an incomeplaced in service before 1987.  This tax
limit. Therefore, you must refigure these de-preference item is the depreciation or amorti-2) Any refunding bond (whether a current
ductions using the income limit as modifiedzation a corporation took during the year onor advance refunding) if the refunded
for AMT purposes. You include this adjust-real property placed in service before 1987,bond (or for a series of refundings, the
ment on line 2t of Form 4626 for the total dif-minus straight line depreciation. Figure thisoriginal bond) was issued before August
ference between the regular tax and AMTamount separately for each separate item of8, 1986.
amounts for all items not taken into accountproperty. Generally, each building (or its
on any other line on Form 4626. If the AMTcomponent) is a separate item of property.Treat any exempt-interest dividends a corpo-
deduction is more than the regular tax de-Do not figure this tax preference for an itemration receives from a mutual fund as interest
duction, enter the difference as a negativeof property in the year you dispose of it.on a specified private activity bond to the ex-
amount. See the instructions for Form 4626For property depreciated as 15-year realtent of its proportionate share of the interest
for more information.property under the accelerated cost recoveryon such bonds received by the company

system (ACRS), figure straight line deprecia-paying the dividend.
tion using a recovery period of 15 years. Preadjustment Alternative

For property depreciated as 18-year realIntangible drilling costs (IDCs).  If you Minimum Taxable Incomeproperty under ACRS, figure straight line de-elected the optional 60–month write-off for
preciation using a recovery period of 18 (AMTI) IDCs, discussed later, these costs are not a
years. The adjustment and tax preference itemstax preference item. If you do not elect the

For property depreciated as 19-year real just discussed result in the amount on line 3,60-month write-off, this tax preference item
property under ACRS, figure straight line de- Form 4626, called the preadjustment alter-is the amount by which excess IDCs paid or
preciation using a recovery period of 19 native minimum taxable income (AMTI). Youincurred during the year on a corporation’s
years. are now ready to make the ACE adjustmentoil, gas, and geothermal properties are more

For low-income housing property depre- and figure any alternative tax net operatingthan 65% of the net income from these
ciated under ACRS, figure straight line de- loss deduction (ATNOLD) for AMT pur-properties.
preciation using a recovery period of 15 poses. However, if your corporation has un-Excess IDCs.  These are costs incurred
years. dergone an ownership change, see the fol-or paid for oil, gas, and geothermal wells

For property a corporation placed in ser- lowing note before beginning your ACEover the amount allowable if the costs had
vice between July 31, 1986, and 1987, and adjustment.been amortized using a 120–month period or
elected to depreciate under MACRS, see Ac-any permitted cost depletion method.
celerated depreciation on property under Ad- Note:  If your corporation has a net un-Net income.  Net income from oil, gas,
justments and Preferences, earlier. realized built-in loss (within the meaning ofand geothermal properties for this purpose is

If you use a recovery period longer thanthe gross income received or accrued from section 382(h) of the IRC), and undergoes
these periods in depreciating the property,all these properties less the deductions allo- an ownership change, you must first adjust
you do not have a tax preference item.cated to these properties. Deductions do not the basis of each asset of the corporation

For property depreciated under anotherinclude excess IDCs or costs for nonproduc- (immediately after the ownership change).
method, figure straight line depreciation us-tive wells. Nonproductive wells are those The new adjusted basis of each asset is its
ing the same basis, useful life, and salvageplugged and abandoned without producing proportionate share (based on the respec-
value you first used to depreciate the prop-oil, gas, or geothermal energy in commercial tive fair market values) of the fair market
erty. If the corporation did not use a usefulquantities for any substantial period of time. value (FMV) of the corporation’s assets (de-
life or salvage value, figure straight line de-A well that is temporarily shut in is not a non- termined under section 382(h) of the IRC),
preciation as if it had taken depreciation us-productive well. immediately before the ownership change.
ing that method.Integrated oil companies.  Every corpo- To determine if your corporation has a net

ration that is an integrated oil company must unrealized built-in loss, use the total adjusted
Accelerated depreciation on leased per-reduce its deduction for intangible drilling basis of its assets that it used for figuring its
sonal property placed in service beforeand development costs to 70% of what it ACE.
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paid or incurred in tax years begin- Disallowance of loss on exchange ofAdjusted Current Earnings
ning after December 31, 1992, this debt pools. A corporation may not(ACE) adjustment does not apply to any oil recognize any loss on the exchange

You increase AMTI by 75% of any excess of or gas well except for those of inte- of any pool of debt obligations for an-
the corporation’s ACE for the tax year over grated oil companies. Subtract the other pool of debt obligations having
pre-adjustment AMTI. Pre-adjustment AMTI ACE expense (if any) from the AMT substantially the same effective inter-
is the corporation’s AMTI for the tax year de- expense used to figure the adjust- est rates and maturities for purposes
termined without the adjustment for ACE and ment for line 2p of Form 4626. The of ACE. The adjustment is added
without the alternative tax net operating loss difference is the ACE adjustment. If back to ACE to the extent the corpo-
deduction. Make a negative (reduction) ad- the ACE expense exceeds the AMT ration recognized such a loss for reg-
justment for 75% of any excess pre-adjust- expense, the difference is a negative ular tax purposes. You enter the ad-
ment AMTI over ACE to the extent of the net adjustment. You enter any adjust- justment on line 6 of the worksheet.
positive adjustments for ACE in prior tax ment on line 5a of the worksheet. Acquisition expenses of life insuranceyears.

Circulation expenses. For purposes of companies for qualified foreignACE is the corporation’s pre-adjustment
figuring ACE, the amortization provi- contracts. For purposes of comput-AMTI for the tax year determined by taking
sions do not apply to amounts paid or ing ACE, acquisition expenses of lifeinto account certain specified adjustments.
incurred after 1989. Therefore, for insurance companies for qualified for-You can determine the ACE by completing
ACE purposes, you must treat the ex- eign contracts (as defined in sectionthe Adjusted Current Earnings Worksheet.
penses in accordance with the case 807(e)(4) of the IRC without regard toThis worksheet is provided in the instructions
law in effect prior to the enactment of the treatment of reinsurance contractfor Form 4626. The worksheet lists all of the
section 173 of the Internal Revenue rules) must be capitalized and amor-adjustments that may affect the ACE.
Code (IRC). The adjustment is the re- tized. The adjustment is the result ofSome of these adjustments are briefly
sult of subtracting the ACE expense subtracting the ACE expense (if any)discussed next.
(if any) from the expense claimed for from the expense recognized for reg-

ACE depreciation. The adjustment is regular tax purposes (or for personal ular tax purposes. If the ACE expense
the excess of AMT depreciation over holding companies, from the expense exceeds the regular tax expense, the
ACE depreciation. If ACE deprecia- refigured for AMT purposes in figuring adjustment is a negative amount. You
tion exceeds AMT depreciation, the the adjustment for line 2d of Form enter the adjustment on line 7 of the
adjustment is a negative amount. The 4626). If the ACE expense exceeds worksheet.
ADS system of MACRS is used for the regular tax expense (or AMT ex- Depletion.  For purposes of ACE, youproperty placed in service after 1989 pense for a personal holding com- compute depletion using the cost de-and before 1994. This system re-

pany), the adjustment is a negative pletion method for property placed inquires use of the straight line method
amount. You enter any adjustment on service in a tax year beginning afterover a specified recovery period. For
line 5b of the worksheet. 1989. For tax years beginning afterproperty placed in service after De-

Organizational expenses. For pur- December 31, 1992, this adjustmentcember 31, 1993, the ACE deprecia-
poses of figuring ACE, the amortiza- does not apply to any depletion de-tion expense is the same as the AMT
tion provisions do not apply to duction computed under the indepen-depreciation expense discussed ear-
amounts paid or incurred after 1989. dent producers exemption. You sub-lier in Accelerated depreciation on
Therefore, for ACE purposes, all or-property under Adjustments and tract the ACE expense (if any) from
ganizational expenses are capitalizedPreferences. the expense refigured for AMT pur-
and are not taken into account until poses (i.e., the preference amountInclusion in ACE of items included in
the corporation is sold or otherwise entered on line 2m of Form 4626).earnings and profits (E & P). These
disposed of. You enter any adjust- You enter the result on line 8 of theare items that are not taken into ac-
ment on line 5c of the worksheet. worksheet. If the ACE expense ex-count in determining the corporation’s

ceeds the amount refigured for AMTpre-adjustment AMTI but that are in- LIFO inventory adjustments. The ad-
purposes, you enter the result as acluded in determining E & P. There- justments outlined in section
negative amount.fore an adjustment must be made to 312(n)(4) of the IRC apply in comput-

include them in ACE. These items are ing the ACE. You enter any adjust- Basis adjustments for determining
listed on the Adjusted Current Earn- ment on line 5d of the worksheet. For gain or loss from dispositions of
ings Worksheet on lines 3a through more information on figuring this ad- pre-1994 property. For purposes of
3e. justment, see Income Tax Regulation ACE, if a corporation disposed of

1.56(g)-1(f)(3) and Notice 94-27 in property during a tax year for which itDisallowance of items not deductible
the Internal Revenue Bulletin 1994- is making or has made any of the ACEin computing E & P. These are items
14 on page 13. adjustments described in sectionthat are not taken into account in fig-

56(g ) ,  you  mus t  re f igu re  theuring E & P. Therefore, no deduction Installment sales. For any installment
property’s adjusted basis for ACEis allowed for them when figuring sale that occurs in a tax year begin-
purposes. The difference is a nega-ACE. These items will generally in- ning after 1989, you figure the ACE
tive amount if:crease ACE to the extent they were as if the corporation did not use the

deductible in figuring the pre-adjust- installment method. However, this a) The ACE gain is less than the AMT
ment AMTI. However, there are some does not apply to the applicable per- gain,
exceptions to this rule discussed in centage of the gain from an install- b) The ACE loss is more than the AMTthe instructions for Form 4626. These ment sale to which section 453A(a)(1) loss, oritems are listed on the Adjusted Cur- applies. The adjustment is the result
rent Earnings Worksheet on lines 4a c) You have a loss for ACE and a gainof subtracting the installment sale in-
through 4e. for AMT.come for AMT purposes from the

ACE income. If the ACE income isIntangible drilling costs. To figure the
less than the AMT income, the adjust- See the instructions to line 4 of FormACE expense, capitalize and amor-
ment is a negative amount. You enter 4626 for more information on the ACE com-tize these costs over a 60–month pe-
any adjustment on line 5e of the putation. Also, you can figure the ACE usingriod beginning with the month you
worksheet.paid or incurred them. For amounts the worksheet provided in the instructions.
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Alternative tax net operating loss deduc- over 10 years are: mining exploration and sources outside the United States and the
tion.  The last adjustment for AMT is to figure development costs; development expenses; corporation’s AMTI for total taxable income,
the corporation’s alternative tax net operat- and research and experimental expenses. compute the alternative minimum tax foreign
ing loss deduction (ATNOLD). The rules cov- tax credit. You figure the credit on Form
ering years after 1986 are discussed first. 1118.Choosing the optional write-off.  Choose
The rules covering carryover of pre-1987 net Limit.  The AMT foreign tax credit cannotthe optional write-off by the due date (includ-
operating losses are discussed later. be more than the amount on Form 4626, lineing extensions) of the corporation’s income

Figuring an ATNOLD after 1986.  For 11, less 10% of the amount that would be ontax return for the year for which you are mak-
AMT purposes, you figure a net operating that line if Form 4626 were refigured usinging the choice. Attach a statement to the cor-
loss (NOL) for a tax year beginning after zero on line 6 and if the independent produc-poration’s return that includes:
1986 in generally the same manner as for ers’ exception for intangible drilling costsThe corporation’s name, address, andregular tax purposes, except: under section 57(a)(2)(E) of the IRC doesemployer identification number,

not apply. This 90% limit does not apply to• You make the AMT adjustments to the
The specific write-off you are choosing, certain corporations that meet the require-NOL that you figured for regular tax pur-

ments of section 59(a)(2)(C) of the IRC.poses, and A note that states you make this choice
under section 59(e) of the Internal• You reduce the NOL by the tax preference

Regular Tax Revenue Code, anditems under section 57 for such year as
After you figure the corporation’s tentativediscussed earlier, to the extent the tax The year for which you make the choice
minimum tax, subtract its regular tax to getpreference item increased the NOL for the and the tax preference item to which it
the AMT. Regular tax is the corporation’s in-tax year. applies.
come tax shown on Page 2, line 1, Part I,
Form 1120–A; or line 3, Schedule J, FormCarrybacks and carryovers.  After mak- You can use Form 4562 to choose the
1120, minus any foreign tax credit (lines 4aing the above calculations, determine the optional write-off. Once you select the op-
and 4b, Schedule J, Form 1120) and the pos-NOL you can deduct in a carryback or carry- tional write-off for any qualified expense, you
sessions tax credit (line 4b, Schedule J,over year. It cannot exceed 90% of the cor- can revoke it only with IRS consent.
Form 1120).poration’s AMTI for that year figured before

the NOLD. Figuring Alternative Credits.  If a corporation pays AMT, it will notYou can carry back the NOL 3 years or
get any tax benefit from certain credits (listedcarry it forward 15 years. This is the same as Minimum Tax 
below). If a corporation has adjustments orunder the regular NOL rules. However, if you After you arrive at AMTI, you figure the tax.
preference items but does not pay AMT be-elect not to use the carryback of an NOL for First, you subtract an exemption amount
cause of the exemption amount, it may orregular tax purposes, you cannot carry it from the corporation’s AMTI. Next, you multi-
may not receive any benefit from theseback for AMT purposes. ply the balance by the AMT rate of 20%. This
credits.In years that a corporation does not have result is the tentative minimum tax. Now

an AMT liability, you still reduce the NOLD. A corporation can only claim these cred-you subtract the corporation’s regular tax li-
Use Form 4626 to figure AMTI even though its to the extent its regular tax liability ex-ability from the tentative minimum tax. The
the corporation does not have an AMT ceeds its tentative minimum tax. You mayresult is the corporation’s AMT liability.
liability. use any excess credit as a carryback or car-

Figuring the amount of pre-1987 carry- ryover under the usual rules for that credit.Exemption Amount overs.  The NOL carryforward from tax years The credits include:
The AMT does not apply to corporations inbeginning before 1987 that you can carry to

Credit for fuel from a nonconventionalthe lower tax brackets with small amounts oftax years beginning after 1986 is the amount
source,adjustments or preference items. This is ac-of your regular NOL carryover. Adjust the

complished by subtracting the exemption General business credit, andNOL carryforward if the corporation had a
amount from the corporation’s AMTI beforedeferred add-on minimum tax liability for a Orphan drug credit.figuring the tentative minimum tax. The ex-year before 1987. See section 701(f)(2)(B) of
emption amount phases out as the AMTI in-Public Law 99–514 (10/22/86).
come gets higher.

Minimum Tax Credit The maximum exemption is $40,000.Optional Write-Off However, you must reduce it by $0.25 for A corporation may be eligible to take a mini-
A corporation can choose an optional 60– every dollar that the corporation’s AMTI ex- mum tax credit against its regular income tax
month, 3–year, or 10–year write-off of certain ceeds $150,000. This reduction causes the liability. A corporation figures a minimum tax
adjustments and preference items in figuring exemption to be zero when the corporation’s credit based on the full AMT incurred in tax
its regular income tax. If it does, do not con- AMTI exceeds $310,000. years beginning after 1989. For tax years be-
sider these items as adjustments or prefer-

ginning after 1986 but before 1990, a corpo-
ence items for the alternative minimum tax. A

ration figured the credit on the AMT based onTentative Minimum Tax corporation may choose an optional write-off
deferral items.You figure the tentative minimum tax by mul-period for the following items.

tiplying the corporation’s AMTI, minus the
Figuring the credit.  For 1994, use Formexemption amount, by 20%. This is the cor-60–month write-off.  A corporation can
8827 to figure the credit and any carryfor-poration’s tentative minimum tax unless thechoose to deduct intangible drilling and de-
ward to later years.corporation has an AMT foreign tax credit. Ifvelopment costs in equal installments over a

The corporation can qualify for the mini-the corporation has a foreign tax credit, sub-60–month period beginning with the month
mum tax credit if it had:tract it to arrive at the tentative minimum tax.the costs were paid or incurred.
• An AMT liability in 1993,

Foreign tax credits.  You figure a corpora-3–year write-off.  A corporation can choose • A minimum tax credit carryforward fromtion’s foreign tax credit by first using taxableto deduct, in equal installments over a 3– 1993 to 1994, orincome, adjustments, and tax preferenceyear period, the cost of increasing the circu-
items from sources outside the United • A 1993 credit for fuel from nonconven-lation of a newspaper or periodical.
States. This is the corporation’s AMTI from tional sources or orphan drug credit that
sources outside the United States. Then, us- was not allowed solely because of the ten-10–year write-off.  The costs a corporation
ing both this amount for taxable income from tative minimum tax limit.can choose to deduct in equal installments
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The credit cannot be greater than the cor- exclude from income a debt canceled after return for the year in which the debt was
poration’s regular tax liability for the tax year canceled.1993:
to which you carry it, less the following:

• In a bankruptcy case, Carryforward of credit.  A corporation may1) Foreign tax credit,
carry the minimum tax credit forward (indefi-

• When you were insolvent, or2) Possession tax credit, nitely) to reduce its regular tax liability in fu-
3) Orphan drug credit, ture years. If the corporation does not use all• That was a qualified farm debt.

the credit in 1994, it carries the balance to4) Credit for fuel from nonconventional
1995 and later tax years. If the corporation’ssources, You reduce the minimum tax credit avail- minimum tax in later tax years results in get-

5) General business credit, and able at the beginning of the tax year follow- ting an additional credit, add that credit to
ing the year in which the debt was canceled.6) The tentative minimum tax for the year any carryforward balance from earlier years.
For this purpose, complete Form 982, Re-in which you use the credit.
duction of Tax Attributes Due to Discharge of
Indebtedness (and Section 1082 Basis Ad-Reduction for canceled debt.  You may

have to reduce the minimum tax credit if you justment), and attach it to the corporation’s
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can claim on your 1994 income tax return. It Manufacturers taxes.  Excise taxes are im-
also explains when you may claim a quar- posed on the sale, use, or lease of the follow-
terly refund during 1995 instead of waiting to ing articles by the manufacturer, producer, or36.
claim a credit on your 1995 income tax importer:
return. 1) Sport fishing equipment—Form 8807Excise Taxes The taxes reported on Form 720 include:

2) Electric outboard motors and certain so-
Environmental taxes, nar devices—Form 8807 
Communications and air transportation 3) Bows and arrows—Form 8807

taxes,Important Changes 4) Highway-type tires,
Fuel taxes,

5) Gas guzzler cars—Form 6197,Floor stocks tax on commercial aviation
Retail tax,fuel.  There is a floor stocks tax on any per- 6) Certain vaccines, and

son holding commercial aviation fuel on Oc- Ship passenger tax,
7) Coal.tober 1, 1995. For more information, see the Luxury tax,

instructions for Form 720.
Complete the form indicated in the listManufacturers taxes, and

and attach it to Form 720.Luxury tax on passenger vehicles.  The Other excise taxes.
base amount not subject to tax for passenger

Retail taxes.  Tax is imposed on the first re-vehicles is $32,000 for 1995. Environmental taxes.  Environmental taxes tail sale by the manufacturer or importer of
are imposed on: tractors, and of certain chassis and bodies
1) Domestic crude oil; for trucks, trailers, and semitrailers. FigureIntroduction the tax on Form 8807 and attach it to Form2) Imported petroleum products when they

720.enter the United States for consumption,This chapter outlines certain excise taxes
use, or warehousing by the importer;paid to the government and tells what forms

Ship passenger tax.  A tax of $3 per pas-are needed to report and pay these taxes. 3) Domestic and imported taxable chemi- senger is imposed on the operator of com-
cals when sold or used by their manu- mercial ships in two situations. The first situ-Topics facturer or importer; ation is voyages on commercial passenger

This chapter discusses: 4) Imported chemical substances when vessels extending over one or more nights. A
• Taxes reported on Form 720 sold or used by their importer; and commercial passenger vessel is a vessel

with stateroom or berth accommodations for• Taxes not reported on Form 720 5) Ozone-depleting chemicals and im-
more than 16 passengers. The second situa-ported products containing those chemi-
tion is voyages on commercial vessels trans-Useful Items cals when sold or used by the manufac-
porting passengers engaged in gambling onYou may want to see: turer, producer, or importer.
the vessels in international waters. The tax is
imposed only once for each passenger eitherPublication Use Form 6627 to figure your environ-
when the passenger first embarks or disem-mental taxes and attach it to Form 720.❏ 349 Federal Highway Use Tax on barks in the United States.

Heavy Vehicles
Communications and air transportation

❏ 378 Fuel Tax Credits and Refunds Luxury taxes.  For 1995, tax is imposed ontaxes.  Tax is imposed on:
the first retail sale of a passenger vehicle❏ 510 Excise Taxes For 1995 1) Toll telephone service, with a price exceeding $32,000. The tax is
10% of the amount the sales price exceeds2) Teletypewriter exchange service,Form (and Instructions)
that base amount. Compute the tax on Form

3) Local telephone service,❏ 11-C Occupational Tax and 8807 and attach it to Form 720.
Registration Return for Wagering 4) Transportation of persons by air,

❏ 720 Quarterly Federal Excise Tax Other excise taxes.  Taxes are imposed on:5) Transportation of property by air, and
Return 1) Insurance policies issued by foreign6) Use of international air travel facilities.

❏ 730 Tax on Wagering insurers.

❏ 2290 Heavy Vehicle Use Tax Return The person paying for the service or facil- 2) Registration-required obligations not in
ity is liable for the tax, but the person furnish- registered form.❏ 6627 Environmental Taxes
ing the services or facilities and receiving the 3) Alcohol sold as fuel but not used as fuel.❏ 8807 Certain Manufacturers and payment is required to collect the tax, to file

Retailers Excise Taxes the return, and to pay the tax to the
❏ 8849 Claim for Refund of Excise government.

Taxes
Fuel taxes. Excise taxes are imposed on: Excise Taxes Not
1) Gasoline, Reported on Form 720 
2) Gasohol, In addition to the taxes reported on FormForm 720 
3) Gasoline used in noncommercial 720, you report other excise taxes on other

Form 720 is used to report most excise aviation, forms and to other organizations. These
taxes. Some of these taxes are figured on a forms and taxes are:4) Diesel fuel,separate form which is attached to Form

1) Form 2290—Highway Use Tax,5) Aviation fuel other than gasoline,720. Form 720 is filed quarterly, but the taxes
2) Forms 730 and 11–C—Wagering,generally must be deposited before the re- 6) Special motor fuels,

turn is due. 3) ATF Form 5300.26—Firearms,7) Fuels used on certain inland waterways,For details of each tax, get  Publication
and 4) ATF Form 5630.5—Alcohol, Tobacco,510, and the appropriate forms.  Publication

378 discusses federal fuel tax credits you 8) Compressed natural gas. 5) ATF Form 5630.7—Firearms
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A number of excise taxes apply to alco- Vans, pickup trucks, panel trucks, and trucks of Form 2290, stamped after payment and
holic beverages, tobacco products, and fire- of that nature generally are not subject to returned to the owner by the IRS, is accept-
arms and are filed with the Bureau of Alco- highway use tax. able proof of payment.  
hol, Tobacco, and Firearms (ATF). For more A public highway is any road in the United
information, see  Publication 510. States that is not a private roadway. This in- Forms 730 and 11–C—Wagering.  If you

If any of the IRS taxes appear to apply to cludes federal, state, county, and city roads. are in the business of accepting bets or run-
you, see the following discussions for infor- Canadian and Mexican heavy vehicles oper- ning a betting pool or lottery, you may be lia-
mation about them. ated on U.S. highways may be liable for this ble for federal taxes on wagering. Form 730

tax. For more information, see the instruc- is used to report a tax on the bets you re-
Form 2290—Highway Use.  You report the tions for Form 2290 and  Publication 349. ceive. Form 11–C is used to pay an annual
federal excise tax on the use of certain Registration of vehicles.  You must tax and register your place of business. For
trucks, truck tractors, and buses on public generally prove that you paid your federal more information, see the instructions to
highways on Form 2290. The tax applies to highway use tax before registering your taxa- these forms and Publication 510.
vehicles having taxable gross vehicle ble vehicle with your state motor vehicle de-
weights of 55,000 pounds or more. This in- partments. Generally, a copy of Schedule 1
cludes trucks, truck tractors, and buses.
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3) Made payments of $10 or more for roy-Useful Items
alties, or $600 or more for rents otherYou may want to see:
than rent payments to real estate37.
agents;Publications

4) Withheld federal income tax on miscel-❏ 15 Circular E, Employer’s Tax GuideInformation
laneous income under the backup with-
holding rules;Form (and Instructions)Returns

The main item of interest you may want to 5) Made payments of $600 or more to phy-
see for this chapter is 1994 Instructions for sicians or other suppliers or providers of
Forms 1099, 1098, 5498, and W–2G. There health care services in connection with
are too many other forms discussed in the medical assistance programs, or health,Important Change for chapter to be listed here. accident, and sickness insurance

programs;1994
6) Made payments in connection with the

New Form 1099–C.  Beginning in 1994, a sale of a fishing catch, or made a distri-
new information return, Form 1099–C, is bution in-kind reported at the fair marketThe Form 1099 Series used to report cancellation of debt. See 1994 value of the catch, to each crew member
Instructions for Forms 1099, 1098, 5498, and This series of forms is used to report certain of fishing boats with normally fewer than
W–2G for more information. kinds of payments made such as dividends, 10 members; or

interest, and retirement distributions, as well
7) Received payments of $10 or more as aas other payments and transactions. Most

broker on behalf of a customer, in lieu ofpayments to sole proprietors or individualsIntroduction a dividend or tax-exempt interest, as amade in the course of a trade or business are
result of the transfer of a customer’s se-reportable on forms in the Form 1099 series.Information returns are forms that provide in-
curities for use in a short sale.formation required by the Internal Revenue

Corporations and partnerships.  Report-Service (IRS) other than amounts of tax due.
Report only payments made in theing is not generally required for payments toThere are four main categories of informa-

course of your trade or business (includingcorporations except for:tion returns:
government agencies and nonprofit activi-

1) Payments to suppliers or providers of1) Information returns of persons subject to ties), or from which you withheld federal in-
medical or health care services;special provisions of the law. For exam- come tax or foreign tax.

ple, returns showing income, deduc- Payments include the fair market value of2) Withheld federal income tax or foreign
tions, and distributions of: exchanges of property or services betweentax;

individuals in the course of a trade or busi-• Partnerships (discussed in Publication 3) Barter exchange transactions;
ness. (If the exchange is made through a541, Tax Information on Partnerships);

4) Substitute payments in lieu of dividends barter exchange, Form 1099–B may be re-• Exempt organizations (discussed in and tax-exempt interest; quired.) See1994 Instructions for FormsPublication 557, Tax-Exempt Status for
1099, 1098, 5498, and W–2G.5) Interest and original issue discount paidYour Organization); and

or accrued to a regular interest holder of
• S corporations (discussed in Publica- Royalty payments.  Examples of royaltya real estate mortgage investment con-

tion 589, Tax Information on S payments to be reported on Form 1099–duit (REMIC);
Corporations). MISC include payments for the right to ex-6) Acquisitions or abandonments of se-

ploit natural resources, such as oil, gas, coal,2) Information returns of employers report- cured property; and
timber, sand, gravel, and other mineral inter-ing wages and other payments to em-

7) Cancellation of debt. ests. Also included are payments for the rightployees (discussed in Publication 937,
to exploit intangible property, such as copy-Employment Taxes and Circular E (Pub-

Reporting is required for payments to rights, trade names, trademarks, franchises,lication 15), Employer’s Tax Guide).
partnerships. books and other literary compositions, musi-3) Information returns of employee benefit Nominee or middleman returns.  If you re- cal compositions, artistic works, secretplans (discussed in 1994 Instructions for ceive an information return for money that processes or formulas, and patents. How-Form 5500). belongs to another person, you should file ever, timber royalty payments made under a

4) Information returns for payments to non- the same type of information return showing ‘‘pay-as-cut’’ contract are reported on Form
employees and transactions with other the actual owner as the recipient and you as 1099–S.
persons. the payer.

Nonemployee compensation.  Payments
This chapter discusses the fourth cate- that must be reported on Form 1099–MISCForm 1099–MISC

gory and provides general information about as nonemployee compensation include fees,Form 1099-MISC, Miscellaneous Income,  isthe forms and requirements for reporting commissions, prizes, awards, or other formsthe information return used most often bypayments to nonemployees and transac- of compensation for services rendered forsmall businesses.tions with other persons. your trade or business by an individual whoFile Form 1099–MISC if you:
is not your employee.

1) Made payments of $600 or more forTopics
fees, commissions, or other forms ofThis chapter discusses: Payments not reportable on Form 1099–
payments to persons not treated as your MISC.  Payments that do not require a Form• The Form 1099 series employees for services rendered in your 1099–MISC include the following:

• Other information returns trade or business;
1) Payments for merchandise, including in-

• When and how to file information 2) Gave prizes, awards, or made other ventory, freight, storage, and similar
returns payments of $600 or more that are not charges;

for services rendered in your trade or• Statements for recipients 2) Payments for telephone, telegraph, andbusiness, or made direct sales of $5,000
• Backup withholding similar services;or more of consumer products for
• Penalties resale; 3) Payments of rent to real estate agents;
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4) Payments to your employees for any local government, such as unemploy- 4) A person who issues, sells, or redeems
ment compensation forgiveness of checks, money orders, or similar instru-services they perform in the course of
debt, and state and local income tax ments (except as provided in 31 CFRtheir employment, or for their traveling
refunds. 103.11);and other business expenses; and

5) A person in the business of transmitting5) Payments to corporations except for Form 1099–INT  for: (a) interest of $10 or
funds;those payments indicated earlier in this more paid or credited on earnings

chapter. from savings and loan associations, 6) A telegraph company; and
credit unions, bank deposits, corpo-

7) The U.S. Postal Service with respect torate bonds, bearer certificates of de-Examples. The following examples illustrate
selling money orders.posit, etc.; (b) interest of $600 orthe filing of information returns for miscella-

more from sources other than thoseneous payments.
A currency transaction means thelisted in (a) if paid in the course ofExample 1.  Mr. Adams, a real estate physical transfer of cash from one person toyour trade or business; (c) forfeitedagent in New York, refers a customer to Mrs. another. It does not include a transfer ofinterest due to premature withdrawals

Williams, a real estate agent in California. funds by bank check, bank draft, wire trans-of time deposits; (d) withheld foreign
Mrs. Williams sells a house to the customer fer, or other written order.tax eligible for the recipient’s foreign
and pays a $700 referral commission to Mr. The financial institution must file Formtax credit on interest; or (e) any pay-
Adams. Mrs. Williams must report $700 on 4789 by the 15th day after the date of thements of interest from which you with-
Form 1099–MISC. transaction with the IRS at the addressheld under the backup withholding

shown on the form, or hand carry it to a localExample 2.  Mr. Black, a real estate rules, regardless of amount. 
IRS office by that date. The financial institu-agent, collected $1,000 in rental payments

Form 1099–OID  for original issue dis- tion should keep a copy of each Form 4789from the tenants of a building. He deducted
count of $10 or more on obligations for 5 years from the date it is filed.his commission of $100 and paid $900 to the
including bonds or other evidences ofbuilding owner. He must report the gross
indebtedness, time and savings de-amount of $1,000 on Form 1099–MISC even Penalties.  Civil and criminal penalties, in-
posits, and certificates of depositthough he deducted his commission of $100 cluding a fine of up to $500,000 and up to 10
made, purchased, or renewed afterfrom the $1,000 and paid the owner $900. years in prison, are provided for not filing
1970 if the term of the obligation or Form 4789 or for filing a false or fraudulentExample 3.  Mr. Jones is in the business deposit arrangement is more than form.of renting houses. He pays Mr. Smith, who one year. 

operates a painting business as a sole pro-
Form 1099–PATR  for patronage divi-prietor, $1,750 to paint one of his rental Form 5498

dends or other distributions of $10 orhouses. Mr. Jones must report the $1,750 on File Form 5498, Individual Retirement Ar-more by cooperatives.Form 1099–MISC. rangement Information, by May 31, 1995,
Form 1099–R for distributions from re- with the IRS for each person for whom you

tirement or profit-sharing plans, IRAs, maintained during 1994:Other 1099 Series Forms 
SEPs, or insurance contracts.Other information returns in the 1099 series 1) Individual retirement arrangements

that you may be required to file are listed (IRAs); orForm 1099–S for most real estate
below: transactions. 2) Simplified employee pension plans

Form 1098 for mortgage interest (includ- (SEPs).
ing certain points) of $600 or more
that you received in the course of For more information, see 1994 Instruc-
your trade or business from tions for Forms 1099, 1098, 5498, and W–Other Informationindividuals. 2G.

Returns Form 1099–A for lenders to report acqui-
sition of an interest in property that Form 8300The following section discusses additional
was security for a loan, or who have File Form 8300, Report of Cash Paymentsinformation returns that apply to certain
reason to know that the property has Over $10,000 Received in a Trade or Busi-types of transactions. 
been abandoned. ness, if, in connection with a trade or busi-

ness, you receive more than $10,000 in cashForm 1099–B for: (a) brokers to report Form 4789 or foreign currency in one or more relatedthe gross proceeds from the sale of
transactions within a one year period.Each financial institution other than a casinostocks, bonds, commodities, regu-

Cash includes any monetary instrumentmust file a Form 4789, Currency Transactionlated futures or forward contracts,
other than personal checks, whether or not inReport, for each deposit, withdrawal, ex-debt instruments, etc.; or (b) barter
bearer form, in the amount of $10,000 orchange of currency, or other payment orexchanges to report the exchange of
less.transfer, by, through, or to the financial insti-property or services. 

tution, that involves a transaction in currency
Form 1099–C for financial institutions, of more than $10,000. Multiple transactions Note:  This reporting requirement does

credit unions, or Federal agencies, to by or for any person that total more than not apply to financial institutions that must re-
report canceled debt of $600 or more. $10,000 in any one day should be treated as port cash transactions of over $10,000 to the

a single transaction if the financial institution IRS on Form 4789, Currency TransactionForm 1099–DIV for: (a) payments of $10
is aware of them. Report,  and casinos that must report suchor more in gross dividends and other

For purposes of Form 4789, a financial transactions to the IRS on Form 8362, Cur-distributions on stock; (b) withheld
institution includes: rency Transaction Report by Casinos. Casi-foreign tax eligible for the recipient’s

nos that are exempt from filing Form 8362foreign tax credit on dividends and 1) A bank;
are also exempt from filing Form 8300.other distributions on stock; or (c) dis-

2) A broker or dealer in securities;tributions of $600 or more in a A transaction means the underlying
liquidation. 3) A person in the business of dealing in or event causing the transfer of cash from the

Form 1099–G for certain payments exchanging currency including a check payer to the recipient. Examples include the
made by a unit of a federal, state, or casher; purchase of goods, services, personal or real
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property, and intangible property; a debt obli- Note:  Form 8308 does not have to be Approvals.  If you must or want to file on
magnetic media, you must first receive ap-gation paid with cash; the receipt and con- filed if Form 1099–B must be filed for the sale
proval from the IRS. To do so, file Formversion of cash to a negotiable instrument; or exchange.
4419, Application for Filing Information Re-and the receipt of cash to be held in escrow
turns Magnetically/Electronically, at least 30or trust.
days (45 days for some electronic filing)W–2GAny transactions conducted between the
before the due date of the returns. The IRSsame parties in a 24-hour period are related. File Form W–2G, Certain Gambling Win-
will provide you with a written reply and fur-If you have reason to know that transactions nings, at the time of the payment or on or
ther instructions. Once you have receivedare related, they will be considered related before February 28, 1995, if you are a payer
approval, you do not need to reapply eachfor purposes of this requirement even if they of gambling winnings and you:
year.occur over a period of more than 24 hours.

1) Paid $600 or more in winnings fromFile Form 8300 by the 15th day after the
horse racing, dog racing, jai alai, and Waiver requests.  Use Form 8508, Requestdate of the transaction. If an initial payment
state-conducted lotteries, and in other for Waiver From Filing Information Returnsdoes not exceed $10,000, the recipient must
winnings not referred to in (2), (3), or (4) on Magnetic Media, to request a waiver ofadd the initial payment and subsequent pay-

the magnetic media filing requirementsbelow that are at least 300 times thements made within one year. When the total
based on undue hardship. You cannot applyamount of a single wager;exceeds $10,000, you must file Form 8300
for a waiver for more than one year at a time.within 15 days. Mail the form to the IRS at the 2) Paid $600 or more in winnings from lot-

address shown on the form, or hand carry it teries, raffles, drawings, or Extension.  If you are unable to file informa-to your local IRS office by that date. Keep a sweepstakes; tion returns with the IRS on paper forms,copy of each Form 8300 for 5 years from the
magnetic media, or electronically, by the due3) Paid $1,200 or more in winnings fromdate it is filed. See the instructions for Form
date, get Form 8809, Request for Extensionbingo or slot machines; or8300.
of Time To File Information Returns. YouFor the calendar year in which you file a 4) Paid $1,500 or more in winnings from must, however, furnish the required state-Form 8300, you must give to each person keno after deducting the amount ments to recipients by the due date.named on it a written statement by January wagered.

31 of the following year. The statement must
show the name and address of your busi-

Some of these payments may be subjectness and the total amount of cash received Statements forto 28% income tax withholding. See 1994 In-from the payer during the year. It must also
structions for Forms 1099, 1098, 5498, andstate that the information is being furnished Recipients 
W–2G.to the IRS. If you had a single transaction

Be sure that the statements you provide towith a payer during the year, you can use a
recipients are clear and legible.copy of your f i led Form 8300 as the

For information reported on Forms 1098,statement.
1099–A, 1099–B, 1099–C, 1099–G, 1099–When and How To File
MISC (except for royalties), 1099–R, 1099–

Penalties.  Civil and criminal penalties, in- Information Returns S, 5498, or W–2G, the statement to the re-
cluding up to 5 years in prison, are provided cipient need not be a copy of the paper formFile the forms in the 1099 series on or beforefor not filing Form 8300 or for filing (or caus- filed with the IRS. You may combine theFebruary 28, 1995. Also, file forms W–2Ging the filing) of a false or fraudulent form, or statements with other reports or notices, orand 1098 by this date. If you file paper forms,for structuring a transaction to evade report- expand them to include other information oftransmit them to the IRS with Form 1096, An-ing requirements. interest to the recipient. Be sure to providenual Summary and Transmittal of U.S. Infor-

the recipient with applicable instructions sim-mation Returns. You must use a separate
ilar to those on the back of the recipient’sForm 8308 Form 1096 for each type of form. copy of the official IRS form.A partnership must file Form 8308, Report of Send Form 1096 and the appropriate in- For more information about paper substi-a Sale or Exchange of Certain Partnership formation returns to your Internal Revenue tutes, see Publication 1179, SpecificationsInterests, with its partnership return, Form Service Center. The service center ad- for Paper Document Reporting and Paper1065, U.S. Partnership Return of Income, to dresses are listed in the 1994 Instructions for Substitutes for Forms 1096, 1098, 1099 Se-report a sale or exchange during its tax year Forms 1099, 1098, 5498, and W–2G. ries, 5498, and W–2G.of a partnership interest involving unrealized For information on filing Forms 4789, If you make payments of dividends, pa-receivables or substantially appreciated in- 5498, 8300, and 8308, see the sections on tronage dividends, and interest, you mustventory items. The partnership does not those forms earlier in this chapter. furnish an official Form 1099 statement tohave to file Form 8308 until the partnership
each payee either by First Class Mail or inhas notice of this exchange. The transferor

Magnetic media.  If you file at least 250 in- person. Payers of royalties must also furnishof such a partnership interest must give writ-
formation returns, you must use magnetic a statement to each payee either by Firstten notice of it to the partnership within, gen-
media unless you establish that this require- Class Mail or in person. The statement neederally, 30 days of the exchange. If a partner-

not be on the official form. You can include inment would result in undue hardship. Theship is notified of an exchange after it has
your statement mailing sent by First Class250 return requirement applies separately tofiled its Form 1065, Form 8308 must be filed
Mail (or interoffice mail) the followingeach form.separately within 30 days of the notification.
enclosures:Send all information returns filed on mag-The partnership must attach one Form

netic media to:8308 to its Form 1065 for each sale or ex- 1) Form W–8 and Form W–9 requests, and
change during its tax year of a partnership in- other Forms 1099, Form 1098, and

Internal Revenue Serviceterest involving unrealized receivables or Form 5498 payee statements,
Martinsburg Computing Centersubstantially appreciated inventory items. It 2) Form W–2 payee statements,P.O. Box 1359must also give a copy of Form 8308 to each

3) A check or a letter explaining why noMartinsburg, WV 25401–1359.person named on Form 8308 by January 31,
check is enclosed,1995, for calendar year 1994. For more infor-

mation, see the instructions for Form 8308 See the Instructions for Forms 1099, 4) A letter explaining the tax conse-
and Publication 541, Tax Information on 1098, 5498 and W–2G for more information quences of the information shown on an
Partnerships. on filing information returns magnetically. enclosed payee statement, and
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5) A statement of the payee’s account. interest, broker transactions, or barter ex-
change transactions. Payers of interest, bro-Backup Withholding
kers, and barter exchanges should sendA payee statement may be perforated to

In certain cases, you may be required to Form W–8 to nonresident alien individualsa check or account statement showing pay-
withhold income tax at 31% (backup with- and foreign corporations, partnerships, es-ments on the payee’s account. The enclo-
holding) on payments of interest, dividends, tates, and trusts to obtain this certification.sure to which the payee statement is at-
patronage dividends, rents, royalties, com-tached  mus t  con ta in ,  i n  bo ld  and
missions, nonemployee compensation, and Reporting.  Report amounts withheld underconspicuous type, the legend ‘‘Important Tax
certain other payments you make in the backup withholding on Form 945, AnnualReturn Document Attached.’’
course of your trade or business. In addition, Return of Withheld Income Tax,  with anyNo enclosures other than those men- transactions by brokers and barter ex- other nonpayroll withholding. You must de-tioned above and no advertising or promo- changes and certain payments made by fish- posit taxes reportable on Form 945 sepa-tional material are permitted in the mailing of ing boat operators are subject to backup rately from amounts you deposit for employ-statements to recipients. withholding. Real estate transactions, how- ment taxes reported on Form 941 or FormFor a statement mailing, the envelope ever, are not subject to backup withholding. 943.

must state on the outside in a conspicuous You must withhold 31% of the payment if Information returns you use to report pay-
manner the legend ‘‘Important Tax Return the payment is a reportable interest, divi- ments for the year should show any income
Document Enclosed.’’ The check, letter, or dend, or other payment and: tax withheld under the backup withholding
account statement must also contain this rules.1) The payee does not furnish a taxpayerlegend in a conspicuous manner. However,

identification number (TIN) to you;this legend is not required on the outside of
the envelope or on the enclosures if (as pre- 2) IRS notifies you to impose backup with-
viously required) the envelope only contains holding because the payee furnished an Penalties
payee statements, Forms W–8 and W–9 re- incorrect TIN;

The penalty for filing a late information returnquests, and a letter explaining the tax conse- 3) You are notified by the IRS that the is based on the length of time the return isquences of the information shown on an en- payee is subject to backup withholding late. The penalty applies if you do not file byclosed payee statement. Nor is it required on on interest or dividends; the due date, if you do not include all re-a check or statement that is perforated to a
quired information, or if you report incorrect4) For interest and dividend accountsForm 1099. The check or statement must
information.opened (or instruments acquired) aftercontain the legend ‘‘Important Tax Return

1983, the payee does not certify to you,Document Attached.’’
Late information returns.  The followingunder penalties of perjury, that he or sheYou can use substitute Forms 1099 if
penalties apply to late information returns:is not subject to backup withholdingthey contain the same language as the offi-

under item (3) above; or 1) If the return is filed within 30 days aftercial forms and comply with the revenue pro-
the due date, the penalty is $15 for eachcedures for substitute Forms 1099, con- 5) For interest, dividend, broker, or barter
return, up to a maximum of $75,000 atained in Publication 1179. exchange accounts opened (or instru-
year.ments acquired) after 1983, or brokerThe recipient’s copy of substitute Forms

accounts considered inactive in 1983,1099–B, 1099–DIV, 1099–G, 1099–INT, 2) If the return is filed after the 30-day pe-
the payee does not certify to you, under1099–MISC, and W–2G (Copy B) must con- riod but by August 1, the penalty is $30
penalties of perjury, that the TIN fur-tain the statement ‘‘This is important tax in- for each return, up to a maximum of
nished is correct.formation and is being furnished to the Inter- $150,000 a year.

nal Revenue Service. If you are required to
3) If the return is filed after August 1 orfile a return, a negligence penalty or other Note:  For information on backup with-

never filed, the penalty is $50 for eachholding on gambling winnings, see 1994 In-sanction may be imposed on you if this in-
return, up to a maximum of $250,000 astructions for Forms 1099, 1098, 5498, andcome is taxable and the IRS determines that
year.W–2G.it has not been reported.’’ The substitute

form must also contain the applicable in-
Small businesses pay the same penaltystructions on the back of Copy B of the offi- Form W–9.  You can use Form W–9, Re- for a return, but the maximums are loweredcial form. quest for Taxpayer Identification Number to $25,000, $50,000, and $100,000 a year. A

For required statements on other substi- and Certification, to request payees to fur- small business is one with average annual
tute forms, see Publication 1179. nish a taxpayer identification number and to gross receipts of $5 million or less for the last

certify that the number furnished is correct. 3 years ending before the calendar year the
Time for furnishing statements.  You must You can also use Form W–9 to obtain return is due, or since the business began if
generally provide Forms 1098, 1099, and certifications from payees that they are not shorter.
W–2G information by January 31 of the fol- subject to backup withholding or that they
lowing year. However, you may issue them are exempt from backup withholding. Form Late payee statements.  If you do not fur-
earlier in some situations. For example, you W–9 includes a list of payees who are ex- nish a required statement to a payee by the
may furnish Form 1099–INT to the recipient empt from backup withholding. required date, there is a penalty of $50 for
on redemptions of U.S. Savings Bonds at the You may use taxpayer identification num- each statement you do not furnish, up to a
time of redemption. Cooperatives may fur- bers provided to you only to comply with tax maximum of $100,000 a year. The penalty
nish Forms 1099–PATR with the final divi- laws. If you disclose or use taxpayer identifi- also applies if you do not include all required
dend payment regardless of the date. Bro- cation numbers, including social security information, or if you report incorrect
kers and barter exchanges may furnish Form numbers, in violation of federal law, you may information.
1099–B at any time, but not later than Janu- be liable for criminal penalties and civil

damages.ary 31. Other information reporting penalties.
Form 5498 information.  If you are a There is a penalty of $50 for each failure to

trustee or issuer of an IRA or SEP, you must Form W–8.  Form W–8, Certificate of For- comply with certain specified information re-
eign Status, is used by nonresident aliensprovide each participant with a statement of porting requirements by the required date,
and foreign entities to certify that they are notthe value of his or her account by January up to a maximum of $100,000 a year for all
subject to U.S. information return reporting31, 1995, and with contribution information such failures. Most of these requirements
or backup withholding rules on payments ofby May 31, 1995. concern furnishing and including taxpayer
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identification numbers on returns, state- Also, if errors are corrected by August 1, the total number of returns you are required
ments, and other documents. a penalty will not apply to a small number (or to file for the year.

percentage) of returns that were filed with in-
Penalty waiver.  No penalty will apply if you complete or incorrect information. The num-
can show that the failure to perform a re- ber is the greater of 10 returns or 1/2 of 1% of
quired act was due to reasonable cause and
not to willful neglect.
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Part Eight.

The purpose of this Part is to illustrate the tax forms used to report businessFilled-In income or loss. The use of each form is illustrated by an example of a
business and how that business would fill out its tax return.   Forms

Part III, line 33.  Her inventory at the be- year property and the deduction is figured
ginning of 1994, $42,843, is the same as her using the 200% declining balance method
inventory at the end of 1993. This figure38. and applying the half-year convention under
matches the amount on Part III, line 39 of her MACRS.
1993 Schedule C. The van cost $8,667. Susan can depreci-Schedule C Sole Part III, line 34.  The total cost of goods ate 75% of $8,667, or $6,500. Susan did not
she bought to sell to customers, minus the choose to deduct any part of the cost of theProprietorship cost of the goods she returned to her suppli- van as a section 179 deduction. Since the
ers, was $241,026. From this stock, she van is listed property, Susan must complete
withdrew clothing and accessories for her Part V on page 2 of Form 4562. The depreci-
own use that cost $774. She subtracts the ation for listed property from Part V is en-If you are the sole owner of an unincorpo- cost of these items from her total purchases tered on line 19, Part IV of Form 4562.rated business or are a statutory employee to figure net purchases of $240,252. Susan also bought and placed in service(see  Chapter 33), you must report business Part III, line 38.  She adds her net on May 19, 1994, a new adding machine andincome and expenses on Schedule C or C– purchases to her beginning inventory. This some clothing racks. The adding machine isEZ (Form 1040). A sample Schedule C with sum is the total goods Susan had available 5–year property and the clothing racks areForm 4562 and Schedule SE (Form 1040) for sale during the year. 7–year property. The adding machine costfor Susan J. Brown are illustrated on the fol- Part III, line 39.  Susan’s inventory at the $200 and the clothing racks cost $800.lowing pages. She does not qualify to use
end of the year was $43,746. Susan chooses to deduct the cost of theSchedule C–EZ.

Part III, line 40.  Subtracting her inven- adding machine as a section 179 deduction.
tory at the end of the year (line 39) from the The deduction for the clothing racks is fig-
goods that were available for sale (line 38) ured using the 200% declining balance
gives Susan the cost of goods sold duringPreparing Schedule C method and applying the half-year conven-
the year. For more information on inventories tion under MACRS. Susan must completeSusan J. Brown owns and operates Milady and cost of goods sold, see Chapters 4 and

Part I and Part II of Form 4562.Fashions, a ladies’ ready-to-wear apparel 8.
For items bought after 1980 and beforeshop. She uses an accrual method of ac-

1987, she uses the regular Accelerated Costcounting and files her return on a calendar Line 5.  Gross profit, $156,951, is the differ-
Recovery System (ACRS) percentages. Foryear basis. ence between Susan’s net sales (line 3) and
items bought before 1981, she uses theFive employees worked in her shop dur- the cost of goods sold (line 4).
straight-line method. The total depreciationing 1994. She had filed all the necessary em-

ployment tax forms and made the required for these items, $1,117, appears on line 18,
Line 7.  Because Susan did not have any in-tax deposits. See Chapter 34. Part III of Form 4562. See Chapter 13.
come to report on line 6, the gross income isFirst, Susan fills in the information re- Susan has no deduction for amortization.the same as the gross profit (line 5).quired at the top of Schedule C. On line A, However, if she had recently acquired or set

she enters ‘‘Retail, ladies’ apparel’’ and on up the business, she could choose to deduct
line B, she enters the 4–digit business code Part II — Expenses amortization for certain business start-up ex-
for a ladies’ apparel shop. These codes are penses. See Chapter 14.Susan enters her expense items in Part II.
found on page C–6 of the instructions for
Schedule C. Susan locates the major busi- Line 8.  Susan paid $3,500 for ads. Line 15.  Susan’s $238 deduction is for in-
ness category that describes her business. surance on her business property (van insur-
She reads down the items under ‘‘Trade, Re- ance included in line 10). The deduction isLine 9.  During 1994, Susan determined that
tail’’ to find the code that applies to her busi- only for premiums that give her coverage forshe would not be able to collect $479 from
ness. This is 3913—‘‘Clothing, women’s.’’ 1994. See Chapter 18.bad checks and deducted this amount as
Susan enters 3913 on line B. She then com-

bad debts. See Chapter 15.
pletes items C through J.

Line 16b.  Susan had borrowed money to
Line 10.  She used her van 75% for business use in her business. The interest on thesePart I — Income in 1994. She spent a total of $3,000 for gas loans was $2,633 for 1994.

Susan enters items of income in Part I. and oil. She can deduct 75% of $3,000 or
$2,250 for gas and oil. Other van expenses Line 18.  The $216 Susan paid for postage in
include $713 (75% of $950) for insurance,Line 1.  Susan had sales of $397,742 in 1994 is her only office expense.
$812 (75% of $1,083) for repairs and up-1994. She enters her total sales on line 1.
keep, and $75 (75% of $100) for tags. She

Line 20b.  Her rent for the store was $1,000enters the total, $3,850, on line 10.Line 2.  On line 2, she enters the refunds she
a month, or $12,000 for the year.

gave on merchandise her customers re-
turned, as well as other adjustments she Line 13.  Susan figures her depreciation on

Line 21.  She had her store counters refin-made to customers’ purchases. They total Form 4562. On March 20, 1994, she bought
ished and other painting was done at a total$1,442. a van which she placed in service in her busi-
cost of $964. See Chapter 20.ness. The van weighs over 6,000 pounds;

Line 4.  Susan uses Part III on page 2 of therefore, it is not a passenger automobile
Line 22.  She spent $1,203 on supplies.Schedule C to figure her cost of goods sold. for the special deduction limits. The van is 5–
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Line 23.  Susan renewed her business li- 3800. The general business credit consists Line 29.  She subtracts her total deductions
cense and paid property tax on her store fix- of the investment, jobs, research, low-in- (line 28) from her gross income (line 7). Su-
tures. She also paid the employer’s share of come housing, alcohol fuel, disabled access, san has a tentative profit of $52,712.
social security and Medicare taxes for her enhanced oil recovery credits, and other
employees, and paid state and federal un- credits. If she had more than one of these
employment taxes. She enters the total of all credits, or a carryforward or carryback of any

Line 30.  Susan did not use any part of herthese taxes, $5,727, on this line. See Chap- of these credits, she would have to summa-
home for business, so she does not make anter 19. rize them on Form 3800.
entry here.

Line 25.  Susan’s total expense for heat,
Line 27.  Susan enters the total of her otherlight, and telephone for the year is $3,570.
business expenses on this line. These ex-

Line 31.  Susan has a net profit of $52,712penses are not included on lines 8–26. SheLine 26.  Susan paid her employees a total
(line 30 from line 29). She enters her netlists the type and amount of the expensesof $63,450 for the year. She does not include
profit here, on line 12 of Form 1040, and onseparately in Part V of page 2, and carriesin wages any amounts she paid to herself or
line 2, Section A of Schedule SE (Formthe total amount entered on line 46 to line 27.withdrew from the business for her own use.
1040).See Chapter 20.Susan has two employees whose wages

qualify for the jobs credit. She figures the
jobs credit on Form 5884, Jobs Credit, and
uses it to reduce her income tax on Form Completing Schedule C Line 32.  Susan does not have a loss, so she
1040. However, Susan must subtract the skips this line. If she had a loss and she was
credit of $4,400 from her wage and salary ex- Susan completes Schedule C to determine not ‘‘at risk’’ for all of her investment in the
pense for the year. She figures her deducti- her net profit (or loss) for 1994. business, the amount of loss she could enterble salary expense to be $59,050 ($63,450 −

on line 12 of Form 1040 might be limited. See$4,400) and enters this amount on line 26.
Chapter 21 and the instructions for ScheduleLine 28.  Susan adds all her deductionsSee Chapter 32.
C for an explanation of an investment ‘‘atlisted in Part II and enters the total on thisSince Susan has claimed only the jobs
risk.’’line.credit, she does not have to prepare Form
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Line 3.  Gross profit of $138,459 is shown on Line 20.  Other allowable deductions of
$8,003 that are not claimed elsewhere on thethis line.
return or for which a separate line is not pro-39.
vided on page 1 are included on this line. TheLine 7.  Interest income on accounts receiv-
partnership attaches a schedule that listsable, $559, is entered on this line. TheForm 1065 each deduction and its amount that is in-schedule that must be attached for this line is
cluded on line 20. This schedule is notnot shown.Partnership illustrated.

Line 8.  Total income, $139,018 (lines 3
Line 21.  The total of all deductions, $89,648through 7), is shown on line 8.
(lines 9 through 20), is entered on this line.

This f i l led-in Form 1065 is for the Deductions AbleBaker Book Store, a partnership com- Line 22.  The amount on line 21 is subtracted
The partnership’s allowable deductions areposed of Frank Able and Susan Baker. The from the amount on line 8. The result,
shown next on lines 9 through 21.partnership uses an accrual method of ac- $49,370, is entered on line 22 of page 1 and

is allocated to each partner on line 1 ofcounting and a calendar year for reporting in-
Schedule K–1. The total is shown on line 1 ofLine 9.  All salaries and wages are includedcome and loss. Frank works full time in the
Schedule K.on line 9 except guaranteed payments to thebusiness, while Susan works approximately

partners (shown on line 10). The AbleBaker25% of her time. Both partners are general
Book Store lists $29,350 on line 9. They hadpartners. Signatures 
no employment credits to reduce thatThe partnership agreement states that The return must be signed by a general part-
amount.Frank will receive a yearly guaranteed pay- ner. Also, any person, firm, or corporation

ment of $20,000 and Susan will receive that prepares the return for compensation,
Line 10.  Guaranteed payments of $25,000$5,000. Any profit or loss will be shared other than a full-time employee of the part-
to partners Frank ($20,000) and Susanequally by the partners. The partners are nership, must sign it. The AbleBaker Book
($5,000) are entered here. If a guaranteedpersonally liable for all partnership liabilities. Store did not have a paid preparer who was
payment is for interest paid to a partner,Both partners materially participate in the op- required to sign the return.
enter it here, not on line 15.eration of the business.

In addition to income and expenses from
Line 11.  Repairs of $1,125 made to partner-partnership business operations, AbleBaker Page 2 ship equipment are entered on this line. Tomade a $650 charitable contribution and re-
qualify for the deduction, repairs must notceived $50 tax-exempt interest from munici-
add to the value or appreciably prolong thepal bonds and $150 from dividends. Schedule A 
life of the property repaired.Note that each partner’s distributive

Schedule A is the computation of cost of
share of specially allocated items should be

goods sold. Beginning inventory, $18,125Line 12.  During the year, $250 of amountsshown on the appropriate line of the applica- (entered on l ine 1) ,  is  added to netowed to the partnership was determined toble partner’s Schedule K–1, and the total purchases, $268,741, and is entered on linebe a business bad debt. If this had been aamount on Schedule K instead of on page 1, 2. The total, $286,866, is entered on line 6.
nonbusiness bad debt, it would be includedForm 1065. An item is specially allocated if it Ending inventory, $19,225 (entered on line
in the partnership’s separately stated short-is allocated to a partner in a ratio different 7), is subtracted from the amount on line 6 to
term capital loss.from the ratio for sharing income or loss arrive at cost of goods sold, $267,641 (en-

The $250 is shown on line 12. If businessgenerally. tered on line 8 and on page 1, line 2).
bad debts previously written off and de- The partnership answered all applicable
ducted are collected in later years, the questions for item 9.
amount collected generally must be includedPage 1 in partnership gross income for the year the

Schedule B amount is collected. See Chapter 14 in Publi-When the return is completed, the pread-
Schedule B contains 11 questions pertainingcation 535 for more information.dressed label from the cover of the Form
to the partnership. Answer question 1 by1065 package that was mailed to the part-
marking the appropriate box. Answer ques-Line 13.  Rent paid for the business prem-nership is placed in the address area of the
tions 2 through 11 by marking the ‘‘yes’’ orises, $20,000, is listed on this line.form. Any necessary corrections should be
‘‘no’’ boxes.

made on the label. If a partnership does not
Question 5 asks if the partnership meetsLine 14.  Deductible taxes of $3,295 are en-receive a Form 1065 package with a pread- all the requirements listed in items 5a, b, andtered on this line.dressed label, the partnership should enter c. If all three of these requirements are met,

its name and address in this area. The part- mark the ‘‘yes’’ box to Question 5 and theLine 15.  Interest paid to suppliers during thenership must supply all the information partnership is not required to completeyear totaled $1,451. This is business inter-asked for at the top of page 1, Form 1065. Schedules L, M–1, and M–2.est, so it is entered on line 15. Interest paid to
a partner that is not a guaranteed payment isIncome also included on this line. For more informa-

The partnership’s ordinary income (loss) tion, see Chapter 8 in Publication 535. Page 3 
from a trade or business activity is shown on
lines 1a through 8. Lines 16a and 16c.  Depreciation of $1,174

Schedule K claimed on assets used in a trade or busi-
Line 1.  Gross sales of $409,465 are entered ness is entered on these lines. Line 16b is for Schedule K must be completed by all part-
on line 1a. Returns and allowances of $3,365 depreciation claimed elsewhere on the re- nerships. It lists the total of all partners’
are entered on line 1b, resulting in net sales turn. Form 4562 should be completed only if shares of income, deductions, credits, etc.
of $406,100, entered on line 1c. the partnership placed property in service in The partnership agreement can provide for

1994 or it claims any depreciation on a car or the manner in which the partners will share
Line 2.  Cost of goods sold, $267,641, from other listed property. Form 4562 is not each item of income, gain, loss, deduction,
Schedule A, line 8, is entered here. shown in this example. or credit, etc., of the partnership. If the main
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purpose of any provision in the partnership tax year and shows the adjustments that Line 4b.  Dividends must be separately
caused any increase or decrease. The totalagreement regarding a partner’s share of stated. They are not included in the income
of all the partners’ capital accounts is the dif-any item is to evade or avoid federal income (loss) of the partnership on Form 1065, page
ference between the partnership’s assetstax, the provision will be disregarded. 1, line 22. This line on Schedule K–1 shows
and liabilities shown on Schedule L. A part-Each partner’s distributive share of in- Frank’s share, $75. This line on Schedule K
ner’s capital account will not necessarily re-come, deductions, credits, etc., should be re- shows the total dividends of $150.
present the tax basis for an interest in theported on Schedule K–1. The line items for Line 5.  This line on Schedule K–1 shows
partnership.Schedule K are discussed in combination only the guaranteed payments to Frank of

with the Schedule K–1 line items, later. $20,000. This line on Schedule K shows the
Line 1.  As of January 1, the total of the part- total guaranteed payments to both partners
ners’ capital accounts was $27,550 (Frank— of $25,000.
$14,050; Susan—$13,500). This amountPage 4 should agree with the beginning balance Deductions
shown on Schedule L for the partners’ capital Line 8.  During the year, the partnership
accounts. made a $650 contribution to the AmericanSchedules L, M–1, and M–2 

Lung Association. Each partner can deductPartnerships do not have to complete Line 3.  This is the net income per the books. all or part of his or her share of the partner-Schedules L, M–1, or M–2 if all of the tests
ship’s charitable contributions on his or herlisted under Question 5 are met and Ques-

Line 5.  This is the total of lines 1 through 4. individual income tax return, if the partnertion 5 on page 2 is marked ‘‘Yes.’’ The
itemizes deductions. Frank’s share of theAbleBaker Book Store does not meet all of
contribution, $325, is entered on line 8,Line 6.  Each partner withdrew $26,440 (to-the tests, so these schedules must be

taling $52,880) from the partnership. The Schedule K–1. This line on Schedule Kcompleted.
partners’ guaranteed payments, which were shows the total contribution. For more infor-
actually paid, are not included in this column mation, see Publication 526, CharitableSchedule L because they were deducted in arriving at Contributions.

Schedule L contains the partnership’s bal- the amount shown on line 3. Any other distri-
ance sheets at the beginning and end of the butions to the partners, in cash or property Investment Interesttax year. All information shown on the bal- other than cash, would also be included Lines 12a–12b.  The partnership’s totalance sheets for the AbleBaker Book Store here. interest on investment debt and items of in-should agree with its books of account. Any

vestment income and expenses are entereddifferences should be reconciled and ex- Line 9.  This shows the total equity of all part- on the applicable lines of Schedule K, andplained in a separate schedule attached to ners as shown in the books of account as of each partner’s share is entered on Schedulethe return. December 31. This amount should agree K–1. For more information, see PublicationThe entry for total assets at the end of the with the year-end balance shown on Sched- 550, Investment Income and Expenses, andyear, $45,391, is carried to Item F at the top ule L for the partners’ capital accounts. the instructions for Form 1065. This partner-of page 1 if Item F is required to be com- Item J on Schedule K–1 reflects each ship did not have any investment interest ex-pleted. See the instructions for Form 1065 partner’s share of the amounts shown on pense or other investment expenses. It didfor more information. lines 1 through 9 of Schedule M–2. have investment income as shown on line
4b, Schedule K. The total of all portfolio in-Schedule M–1 
come, lines 4a, b, c, and f, is shown on line

Schedule M–1 is the reconciliation of income 12b(1), Schedule K, and the partner’s shareSchedule K–1 per the partnership books with income per
is shown on line 12b(1), Schedule K–1.

Form 1065.
Schedule K–1 lists each partner’s share of
income, deductions, credits, etc. It also Self-Employment TaxLine 1.  This line shows the net income per shows where to report the items on the part- Line 15a.  Net earnings (loss) from self-the books of $48,920. This amount is from ner’s individual income tax return. Illustrated employment are entered on Schedule K, andthe profit and loss account (not shown in this is a copy of the Schedule K–1 for Frank W. each individual partner’s share is shown onexample). Able. All information asked for at the top of his or her Schedule K–1. Guaranteed pay-
Schedule K–1 must be supplied for each ments are included in net earnings from self-Line 3.  This line shows the guaranteed pay- partner. employment. Each partner uses his or herments to partners. Since all line items on Schedule K–1 are share to figure his or her self-employment
not applicable to every partnership, a substi- tax on Schedule SE (Form 1040), Self-Em-Line 5.  This is the total of lines 1 through 4 of tute Schedule K–1 may be used. See the in- ployment Tax (not shown).$73,920. s t ruc t ions  fo r  Form 1065  fo r  more
information.

Tax-Exempt Interest IncomeLine 6.  Included in line 6 is the $50 tax-ex-
Line 19.  Tax-exempt interest income, in-empt interest income from municipal bonds Allocation of cluding any exempt-interest dividends re-that is recorded on the books but not in-

ceived from a mutual fund or other regulatedcluded on Schedule K, lines 1 through 7. Partnership Items 
investment company, is entered here. FrankEach partner’s share of this interest is re- The partners’ shares of income, deductions, enters $25 on line 19.ported on his or her Schedule K–1 on line 19. etc., are shown next in lines 1 through 22,

Schedule K, and lines 1 through 23, Sched-
AnalysisLine 9.  This line is the same as Schedule K, ule K–1.

line 23a. It is also the same as line 5 less line Lines 23a–23b (Schedule K only).  An
8 (Schedule M–1), $73,870. analysis must be made of the distributive

Income (Loss)
items on Schedule K. This analysis is based

Line 1.  This line on Schedule K–1 shows on the type of partner. Since the AbleBakerSchedule M–2 Frank’s share, $24,685, of the income from
Book Store has two persons, both of whomSchedule M–2 is an analysis of the partners’ the partnership shown on Form 1065, page
are general partners, the entries are $73,870capital accounts. It shows the total equity of 1, line 22. The total amount of income to all
on lines 23a and 23b(1), column (b)i.all partners at the beginning and end of the partners is shown on line 1, Schedule K.
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Line 12.  Enter the $23,000 salary of the business activity codes are provided in the
company president. instructions for Forms 1120 and 1120–A.

Purchases of $134,014 appear on line (1) of40.
Line 13.  Enter other salaries and wages of question 5a. Other costs of $9,466 appear
$24,320. This includes only salaries and on line (3) of question 5a. The supportingForm 1120-A wages neither included on line 12 nor de- itemization is not illustrated. These costs
ducted as part of cost of goods sold on line 2. consist of costs directly related to the sale ofCorporation flowers, wreaths, and plants, such as flower
Line 16.  Rent for Rose Flower Shop’s store pots, vases, stands, boxes, and tissue(Short-Form) was $6,000 for the year. paper.

Line 17.  Taxes totaled $3,320.
Part III–Balance Sheets.  Provide compara-
tive balance sheets for the beginning andLine 18.  Interest expense accrued duringRose Flower Shop, Inc., is the corpora-
end of the tax year. Entries in Part III shouldthe year was $1,340. It does not include in-tion for which the sample return is filled out.

terest to carry tax-exempt securities. See agree with amounts shown elsewhere on theRose Flower Shop operates a business that
Chapter 8 of Publication 535, Business Ex- return or included on a worksheet. For exam-sells fresh cut flowers and plants. It uses an
penses, for a discussion of amounts deducti- ple, the figures for beginning and ending in-accrual method of accounting and files its re-
ble as interest as well as when to take the ventories must be the same as those ap-turn on the calendar year.
deduction. pearing on the worksheet in the formA corporation can file Form 1120–A if it

instructions for cost of goods sold.has gross receipts under $500,000, total in-
Line 19.  During 1994, Rose Flower Shopcome under $500,000, total assets under
contributed $1,820 to various charitable or-$500,000, and meets certain other require-

Part IV–Reconciliation of Income (Loss)ganizations. The $1,820 is less than the limitments. Since Rose Flower Shop met all
per Books With Income per Return.  Allfor deductible contributions, which is 10% ofthese requirements for 1994, it filed Form
Form 1120–A corporate filers must completetaxable income figured without the contribu-1120–A.
Part IV unless total assets on line 12, columntion deduction.
(b) of Part III are less than $25,000. Since to-
tal assets of Rose Flower Shop exceed thisLine 22.  Other deductions consist of $3,000
amount, it completes Part IV.for advertising. If there had been several ex-Page 1  

penses included in the total, you would have To properly complete Part IV, first get ad-
When you prepare your return, use the pre- to prepare and attach a supporting schedule. ditional information from your corporation’s
addressed label sent to you by the IRS. It is books and records. The following profit and
designed to expedite processing and pre- Line 23.  Total of lines 12 through 22 is loss account appeared in the books of Rose
vent errors. If you do not have a pre-ad- $62,800. Flower Shop for the calendar year 1994:
dressed label, enter your corporation’s
name, street address, city, state, and ZIP Lines 24, 25, and 26.  Line 24 shows taxable Account Debit Credit code in the appropriate spaces on the first income of $34,642. Since Rose Flower Shop

Gross sales $248,000page. After putting the pre-addressed label did not have a net operating loss or special
Sales returns andat the top of the page, Rose Flower Shop deduction, show the same amount on line

allowances $ 7,500proceeds  to  repor t  i t s  i ncome and 26.
Cost of goods sold 144,000deductions.
Interest income 942Show the name and employer identifica- Tax summary.  Enter on line 27 the total tax

tion number of the corporation in the top mar- Compensation of officers 23,000($5,196) from Part I, line 7, page 2. List pay-
gin of schedules and attachments to Form Salaries and wages 24,320ments against the tax on line 28. On the
1120–A. Rose Flower Shop return, the only payment Rents 6,000

Fill in the items of income, deduction, tax, is the four estimated tax deposits totaling Taxes 3,320
and payments listed on page 1 that apply to $6,000. It enters this amount on lines 28b Interest expense 1,340
the business. Do not alter, substitute for, or and 28d, and as a total on line 28h. The re- Contributions 1,820
cross out the line captions on the return sulting overpayment is $804, which Rose Advertising 3,000
forms. Flower Shop has credited to its 1995 esti- Federal income tax

mated tax. Rose Flower Shop could have the accrued 5,196
overpayment refunded.Line 1.  Gross sales for the year totaled Net income per books 

$248,000, using an accrual method of ac- after tax 29,446
Signature.  An authorized corporate officercounting. After subtracting $7,500 of re-

Total $248,942 $248,942must manually sign the return.turned goods and allowances, line 1c shows
net sales of $240,500.

Part IV starts with the net income (loss)
Line 2.  Cost of goods sold is $144,000. per books, after reduction for federal incomePage 2 
Compute this using the worksheet (not illus- tax accrued, as shown in the corporation’s

Part I–Tax Computation. Use the tax ratetrated) in the form instructions. profit and loss account. It provides for neces-
schedule in the form instructions to figure the sary adjustments to reconcile this amount
tax on line 1. Lines 3, 5, and 6, the otherLine 3.  Net sales less cost of goods sold re- with the taxable income shown on line 24,
taxes and credits listed on Part I, do not ap-sults in gross profit of $96,500. page 1.ply to Rose Flower Shop. Enter the tax of

Line 1.  $29,446 is the net income per$5,196 on lines 1, 4, and 7.
books. It is in the profit and loss account pre-Lines 4 through 10.  Enter other items of in-

come next. During the year, the only other viously as net income per books after tax.Part II–Other Information.  Answer all
item of income was taxable interest of $942, Line 2.  $5,196 is the federal income taxquestions that apply to the business. Provide
shown on line 5. accrued for the tax year.the business activity code number, business

Line 8.  $34,642 is the taxable income onactivity, and product or service information
line 24, page 1.Line 11.  Total income is $97,442. on lines (a), (b), and (c) of question 1. The
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(line 1a plus lines 4 through 10 of page 1) ex- Lines 24 and 25.  Tentex does not have a
ceeds $500,000. profit-sharing, stock bonus, pension, or an-

nuity plan. For information on retirement41.
plans, see Chapter 11.Line 13.  Enter other salaries and wages of

$38,000. This includes only salaries andForm 1120 wages neither included on line 12 nor de- Line 26.  Other business deductions total
ducted as part of cost of goods sold on line 2. $78,300. This includes miscellaneous officeCorporation For a manufacturing company such as expenses, sales commissions, legal fees,
Tentex, this amount represents nonmanu- etc. Attach to the return a schedule that item-
facturing salaries and wages, such as office izes these expenses, even though this ex-
salaries. See Chapter 10 for a discussion of ample does not show one.

Tentex Toys, Inc., is the corporation for salaries and wages.
which the sample return is filled out. Tentex Tentex is eligible for a $6,000 jobs credit Line 27.  Total of lines 12 through 26 is
manufactures and sells children’s toys and figured on Form 5884 (not illustrated). You $277,150.
games. It uses an accrual method of ac- reduce the total amount of other salaries and
counting and files its return on the calendar wages of $44,000 by the $6,000 credit that is Lines 28, 29, and 30.  Taxable income on
year. included on line 5, Schedule M–1. Only the line 28 is $208,350. Since Tentex did not

balance, $38,000, is shown on line 13. have a net operating loss, its only entry on
line 29 is the dividends-received deduction of

Line 14.  Repairs include only payments for $8,000 from Schedule C, page 2. Enter thisPage 1  items that do not add to the value of the as- amount on lines 29b and 29c. Taxable in-
sets repaired or substantially increase their come on line 30 is $200,350.When you prepare your return, use the pre-
useful lives. Repairs total $800. For informa-addressed label sent to you by the IRS. It is
tion on repairs, see Chapter 20. Tax summary.  Enter on line 31 the total taxdesigned to expedite processing and pre-

($55,387) from Schedule J, page 3. Pay-vent errors. If you do not have a pre-ad-
Line 15.  Tentex uses the specific charge-off ments that you can apply against the tax aredressed label, enter your corporation’s
method of accounting for bad debts. Actual entered on line 32. The only credit on thename, street address, city, state, and ZIP
accounts written off during the year total Tentex return is the four estimated tax de-code in the appropriate spaces on the first
$1,600. See Chapter 15 for information on posits totaling $69,117. Enter this amount onpage. After putting the pre-addressed label
bad debt deductions. lines 32b, 32d, and 32h. The resulting over-at the top of the page, Tentex proceeds to re-

payment is $13,730, which Tentex choosesport its income and deductions.
Line 16.  Rent for Tentex’s office facilities is to have credited to its 1995 estimated tax.Show the name and employer identifica-
$9,200 for the year. Tentex could have the overpaymenttion number of the corporation in the top mar-

refunded.gin of schedules and attachments to Form
Line 17.  Taxes are $15,000.1120.

Signature.  An authorized corporate officerFill in the items of income, deduction, tax,
must manually sign the return.Line 18.  Interest expense accrued duringand payments listed on page 1 that apply to

the year is $27,200. This includes interestthe business. Do not alter, substitute for, or
both on debts for business operations andcross out the line captions on the return
debts to carry investments. Do not include in-forms. Page 2  terest to carry tax-exempt securities. See
Chapter 17 for a discussion of deductibleLine 1.  Gross sales, line 1a, for the year to-
interest. Schedule A.  Use Schedule A to report yourtaled $2,010,000, using an accrual basis of

cost of goods sold. This figure is beginningaccounting. After subtracting returned goods
Line 19.  During the year, Tentex contributed inventory, plus merchandise bought or pro-and allowances of $20,000, line 1c shows
$11,400 to the United Community Fund and duced during the year, less ending inventory.net sales of $1,990,000.
$12,600 to the State University scholarship Because Tentex is a manufacturer, it must
fund. The total, $24,000, is more than the account for its costs of manufacturing as partLine 2.  Cost of goods sold is $1,520,000. limit for deductible contributions, which is of cost of goods sold. It valued goods onThis is the total from Schedule A (line 8) on 10% of taxable income figured without the hand at the beginning of the year atpage 2. contribution deduction and special deduction $126,000 and at the end of the year at
entered on line 29b. The amount allowable $298,400, using the lower of cost or market.

Line 3.  Net sales less cost of goods sold re- on line 19 is $23,150. The excess, $850, not Add cost of goods manufactured during
sults in gross profit of $470,000. deductible this year, can be carried over to a the year to beginning inventory. This cost

later year, as explained in Chapter 30. Also, consists of three items: direct materials, di-
Lines 4 through 10.  Show other items of in- during the year, Tentex made nondeductible rect labor, and overhead. List material costs
come next. During the year, Tentex received contributions of $500. of $1,127,100 on line 2. This includes sub-
$10,000 of dividends from domestic corpora- contracted parts as well as raw materials.
tions, $5,000 of tax-exempt interest from Lines 20 and 21.  Depreciation from Form Salaries and wages on line 3 is $402,000.
state bonds, and $4,000 of taxable interest. It 4562 (not illustrated) is $17,600. Enter it on This amount includes wages paid to produc-
also received $1,500 interest on its business line 20. Reduce this amount by the deprecia- tion-line workers, and the part of the supervi-
accounts receivable. Enter the gross amount tion claimed on Schedule A ($12,400) and sory salaries that were for actual production
of dividends on line 4 (note you take the divi- enter it on line 21a. Deduct the balance of goods. It also includes 30% of the salaries
dends-received deduction on line 29b). Line ($5,200) on line 21b since it is the deprecia- paid to officers. Do not include payments al-
5 shows total taxable interest of $5,500. Do tion on the assets used in the indirect opera- ready deducted on line 12 or 13 of page 1.
not include tax-exempt interest in income. tions of the business. The $40,000 on line 4 is for indirect gen-

eral administration costs. Other costs of
Line 11.  Total income is $485,500. Line 22.  Tentex does not have a depletion $123,300 appear on line 5. These costs in-

deduction. For information on depletion, see clude factory overhead, such as electricity,
Line 12.  Enter the salaries of $70,000 paid Chapter 14. fuel, water, small tools, and depreciation on
to company officers listed on Schedule E. production-line machinery. This example
Complete Schedule E because total receipts Line 23.  Advertising expense is $8,700. does not show the supporting itemization.
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Note that $12,400 is depreciation on the as- and records. The following profit and loss ac- corporation’s profit and loss account. It pro-
sets used in the direct manufacturing opera- count appeared in the books of Tentex for vides for necessary adjustments to reconcile
tions of the business; see page 1, line 21. the calendar year 1994: this amount with the taxable income shown
See Chapter 8 for a detailed discussion of on line 28, page 1.

Account Debit Credit cost of goods sold. Line 1.  $147,783 is the net income per
Gross sales . . . . . . . . . . $2,010,000Lines 9a through 9e.  Check all of the books. It appears in the profit and loss ac-

boxes that apply to the business. Sales returns and count as net income per books after tax.
allowances . . . . . . . . $ 20,000 Line 2.  $55,387 is the federal income tax

Schedule C.  Dividend income is $10,000, Cost of goods sold . . . 1,520,000 accrued for the tax year.
all of which qualified for the 80% dividends- Dividends received 10,000 Line 3.  $3,600 is the excess of capital
received deduction, line 2, because Tentex Interest income: losses over capital gains. The net loss is
is a 20%-or-more owner. Enter the total divi- On state from the sale of securities.
dends received on line 19, Schedule C, and bonds 5,000 Line 4.  This would show all income and
on line 4 of page 1. Enter the total dividends- Taxable 5,500 10,500 credits included in income subject to tax but
received deduction on line 20, Schedule C not recorded on the books for this year. ThisProceeds of life 
and on line 29b of page 1. can happen if the corporation valued assetsinsurance . . . . . . . . . 9,500

on its books at an amount greater than thatPremiums on life 
Schedule E.  Complete this schedule only if used for tax purposes. When it has a sale ofinsurance . . . . . . . . . 9,500
your total receipts (line 1a plus lines 4 such assets, the gain included in taxable in-Compensation of
through 10 of page 1) are $500,000 or more. come is greater than that recorded on theofficers . . . . . . . . . . . . 70,000
(Tentex meets this requirement.) Since books. It shows the difference here.Salaries and 
Tentex has only three officers, these are the Line 5.  Tentex shows expenses re-wages-indirect . . . . 44,000
only entries on the schedule. Include here corded on its books that it does not deduct.Repairs . . . . . . . . . . . . . . 800
only compensation for services rendered. Do The $850 listed on line 5b is for contributionsBad debts . . . . . . . . . . . 1,600not include dividends on stock held by the over the 10% limit. Tentex itemizes the re-Rental expense . . . . . . 9,200corporate officers. maining nondeductible expenses on a state-Taxes . . . . . . . . . . . . . . . . 15,000

ment (not illustrated) attached to the return.Interest expense: . . . .
These include the following:On loan

to buyPage 3  Premiums paid on term life insurance on
tax- corporate officers . . . . . . . . . . . . . . . . . . . . $ 9,500
exempt

Interest paid to purchase tax-exemptSchedule J.  Use Schedule J to figure the
bonds 850

securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850corporation’s tax. Applying the rates to
Other 27,200 28,050

Tentex’s taxable income of $200,350 results Nondeductible contributions . . . . . . . . . . . . 500
Contributions:in income tax of $61,387. Decrease this Reduction of salaries by the targeted

Deductible 24,000amount by the jobs credit of $6,000, resulting jobs credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Other 500 24,500in a total tax of $55,387. Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $16,850

Figure the jobs credit by multiplying Depreciation-indirect 3,580
$15,000 of wages paid to five qualified em- Advertising . . . . . . . . . . 8,700

Line 6.  Enter the total of lines 1 throughployees in their first year of employment by Other expenses of
5.the 40% rate. They are certified members of operation . . . . . . . . . . 78,300

Line 7.  This is income recorded on thea targeted group. Each earned $3,000 in sal- Loss on securities . . . 3,600
corporation’s books during the year that isary in 1994. Tentex files Form 5884 (not illus- Federal income tax
not taxable and is not included on the return.trated) with its return to support this credit. accrued . . . . . . . . . . . 55,387
This total, $14,500, includes insurance pro-Other taxes and credits listed on Sched- Net income per books
ceeds of $9,500 and tax-exempt interest onule J do not apply to Tentex for 1994. after tax . . . . . . . . . . . 147,783
state bonds of $5,000.

Total $2,040,000 $2,040,000 Line 8.  This includes all deductionsSchedule K.  Answer all questions that ap-
claimed for tax purposes but not recorded inply to the business.

Tentex analyzed the retained earnings the corporation’s books. Tentex enters
and the following appeared in this account $1,620 on line 8a. This is the difference be-
on its books: tween depreciation claimed on the tax return

Page 4  and the depreciation shown on the corpora-
Item Debit Credit tion’s books. If the corporation had other de-
Balance, January 1, 1994 $238,000 ductions to itemize on this line but notSchedule L.  Provide comparative balance
Net profit (before federal enough space, it would attach an itemizedsheets for the beginning and end of the tax

income tax) . . . . . . . . . . . . 203,170 statement to the return.year. Entries on this page should agree with
Reserve for contingencies $ 10,000 Line 9.  Enter $16,120, the total of lines 7amounts shown elsewhere on the return. For
Income tax accrued for and 8.example, the figures for beginning and end-

1994 . . . . . . . . . . . . . . . . . . . 55,387 Line 10.  The difference, $208,350, be-ing inventories must be the same as those
Dividends paid during tween lines 6 and 9 must agree with line 28,appearing on Schedule A, page 2. Note that

1994 . . . . . . . . . . . . . . . . . . . 65,000 page 1.the appropriated retained earnings of Tentex
Refund of 1991 income taxincreased from $30,000 to $40,000 during

. . . . . . . . . . . . . . . . . . . . . . . . . 18,000 Schedule M–2.  Schedule M–2 analyzes thethe year, due to the setting aside of $10,000
Balance, December 31, unappropriated retained earnings as shownas a reserve for contingencies. Tentex took

1994 . . . . . . . . . . . . . . . . . . . 328,783 in the corporation’s balance sheets onthis amount out of unappropriated retained
Total $459,170 $459,170 Schedule L.earnings, as shown on Schedule M–2.

Line 1.  This is from line 25 of Schedule LTentex completes Schedules M–1 and
for the beginning of the tax year. Tentex en-M–2 because the amount of total assets (line
ters $238,000.Schedule M–1.  Schedule M–1 starts with15, column (d), Schedule L) is over $25,000.

Line 2.  This is the net income per booksthe net income per books, after allowance ofTo properly complete these schedules, you
(after federal income tax), $147,783.federal income tax accrued, as shown in theneed additional information from the books
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Line 3.  This shows all other increases to appropriation, but a deduction may be allow- example of items entered on this line is the
retained earnings. Enter the $18,000 refund able on a later return. A common example is payment of prior year’s federal tax. Attach a
of 1991 income tax. amounts set aside for contingencies. A cus- schedule to the return listing all items taken

Line 4.  This is the total of lines 1, 2, and tomer was injured on company property dur- into account for the amount shown on this
3. ing 1994 and the company retained an attor- line.

Line 5.  This includes all distributions to ney. Tentex set up a contingent liability of Line 7.  This is the total of lines 5 and 6.
shareholders charged to retained earnings $10,000 for the customer’s claim. If they set- Line 8.  $328,783 is Tentex’s retained
during the tax year. Enter the $65,000 divi- tle the claim during 1995 for $5,000 and the earnings at the end of its tax return year. It
dends paid. attorney’s fee is $2,500, Tentex will charge determined this figure by subtracting the total

Line 6.  This shows any decreases (other $7,500 to the retained earnings (appropri- on line 7 from the total on line 4. This figure
than those on Line 5) in unappropriated re- ated). It will also deduct $7,500 in arriving at must agree with the amount on Schedule L
tained earnings. These decreases are not taxable income for 1995. Another common for the end of the tax year.
deductible on the tax return at the time of the
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$6,000, the amount of the employment cred- Lines 9a–9e.  All applicable questions on
its, discussed later, passed through to the these lines should be answered.
shareholders. $138,000 is entered on line 8.42. Other information.  All applicable ques-

Line 9.  Repairs include only payments tions in this section should also be answered
for items that do not add to the value of the and the appropriate boxes checked.Form 1120S assets repaired or substantially increase Designation of tax matters person.  In-
their useful lives. StratoTech incurred $800 formation relating to the shareholder desig-
for repairs. nated as the tax matters person should beS Corporation Line 10.  StratoTech must use the spe- provided as indicated at the bottom of page
cific charge-off method for bad debts. Actual 2, Form 1120S. For information on the rules
accounts written off during the year total for designating a tax matters person (TMP),

StratoTech Inc., is a distributor of ma- $1,600. see Temporary Income Tax Regulations
chinery, equipment, and supplies for the Line  11 .   Ren ta l  expense  fo r section 301.6231(a)(7)–1T.
building trades. It uses an accrual method of StratoTech’s office and service building is
accounting and files its returns on the calen- $9,200 for the year.
dar year. In December 1993, StratoTech Line 12.  Deductible taxes total $15,000.
Inc., made a timely and proper election to be Page 3 Line 13.  Interest expense accrued dur-
treated as an S corporation.

ing the year amounts to $14,200. This in-
cludes interest on debts for business opera- Schedule K.  Schedule K summarizes the
tions only. Interest of $850 to carry tax- corporation’s income, deductions, credits,
exempt securities and investments is not in- etc., that are reportable by the shareholders.Page 1 
cluded. Interest on the debt to carry invest- Line 1.  On line 1, StratoTech shows the

When the corporation’s return is prepared for ments that produce taxable income is ordinary income (nonseparately stated in-1994, the preaddressed label sent to the cor- $3,000. It is shown on line 11a of Schedule K come) of $119,000 from line 21, page 1.poration by the IRS should be used. The and passed through to the shareholders on Line 4.  Line 4 is used to report portfoliopreaddressed label is designed to expedite Schedule K–1. income and loss items. Portfolio items in-processing and prevent errors. If the corpo- Lines 14a and 14b.  Depreciation of clude interest income, dividend income, roy-ration does not have such a label, the corpo- $15,200 is brought forward from Form 4562, alty income, short-term capital gain or loss,ration’s name, street address, room number, Depreciation and Amortization (not illus- and long- te rm cap i ta l  ga in  or  loss .suite, or unit, and city, state, and ZIP code trated). If StratoTech had a section 179 de- StratoTech had the following portfolio items:should be entered in the appropriate spaces duction, it would not be included here. It is
on the first page. After entering the identify- 1) Taxable interest income of $4,000 re-passed through to the shareholders on
ing information at the top of the page, portable on line 4a, andSchedule K–1.
StratoTech’s items of income and deduc- Line 16.  Advertising expense of $8,700 2) Taxable dividends of $16,000 reportable
tions are then reported in summary form. is entered on line 16. on line 4b.The name and employer identification Line 19.  Other ordinary and necessary
number of the corporation is shown in the top business deductions total $78,300. These in- Line 7.  Line 7 is for charitable contribu-margin of all schedules and other attach- clude miscellaneous office expenses, sales tions. During 1994, StratoTech contributedments to Form 1120S. commissions, legal fees, etc. A schedule $11,400 to the United Community Fund and

(not illustrated) itemizing these expenses $12,600 to the State University ScholarshipLine items.  All applicable items for income, must be attached to the return. Fund. The total of $24,000, subject to a 50%deductions, and tax listed on page 1 of Form Line 20.  Total deductions are $451,000. limitation, is entered in the total column on1120S are filled in, even though totals may Line 21.   Ord inary  income (non- line 7.be shown in schedules attached to the re- separately stated income) is $119,000. Lines 11a and 11b(1).  These lines showturn. Do not alter, substitute, or cross out the Corporate officer’s signature.  The cor- the items that must be taken into account byline captions printed on the official return poration return must be signed manually by shareholders to figure their interest deduc-forms. the corporate officer authorized to sign. Use tion on investment indebtedness. Line 11a isLine 1.  Gross sales for the year totaled of the corporate seal is optional. used for investment interest expense.$1,545,700 (line 1a), determined on the ac-
StratoTech had investment interest expensecrual method of accounting. After subtracting
of $3,000. Line 11b(1) is for investment in-returned goods and allowances of $21,000
come. StratoTech had taxable interest from(line 1b), net sales of $1,524,700 are entered Page 2  investments (l ine 4a) totaling $4,000.on line 1c.
StratoTech also had dividends from invest-Line 2.  Cost of goods sold is deducted
ments (line 4b) totaling $16,000. StratoTechSchedule A.  Schedule A is used to reporton line 2. This figure, $954,700, is the total
enters $20,000 on line 11b(1). Each share-the cost of goods sold. This figure is begin-from Schedule A (line 8) on page 2.
holder’s share of these items must be re-ning inventory plus merchandise bought orLine 3.  Net sales minus cost of goods
ported on Schedule K–1.produced during the year minus endingsold result in gross profit of $570,000.

inventory. Line 13.  Line 13 is for the employmentLine 6.  Total income on l ine 6 is
credits. StratoTech has $6,000 of employ-Line 1.  Because it is a distributor,$570,000.
ment credits in 1994. The credit was figuredStratoTech accounts for its purchasing costsLine 7.  The salaries of the company
on Form 5884, Jobs Credit (not shown here).as part of the cost of goods sold. Goods onpresident, vice president, and secretary-

hand at the beginning of the year were prop- Line 17.  Tax-exempt interest is enteredtreasurer total $170,000 and are included on
erly valued at $126,000, using the lower of on line 17. StratoTech earned $5,000 of tax-line 7. Compensation paid to corporate of-
cost or market valuation method. StratoTech exempt interest from state bonds.ficers must be separated from other salaries
reports this amount on line 1. Line 19.  StratoTech had $16,350 of non-and wages and must be entered on line 7

Line 2.  Purchases cost of $1,127,100 is deductible expenses, consisting of $9,500rather than on line 8.
reported on line 2. for premiums paid on term life insurance forLine 8.  Other salaries and wages are en-

tered on line 8. The entry includes only sala- Line 7–8.  StratoTech had goods on corporate officers, $850 for interest paid to
ries and wages not included on line 7 and not hand at the end of the year properly valued at purchase tax-exempt securities, and a
deducted as part of cost of goods sold. Sala- $298,400. StratoTech reports that amount $6,000 reduction of salaries due to the jobs
ries and wages of $144,000 are reduced by on line 7. credit.
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Line 20.  Line 20 is for distributions other Line 13.  Line 13 is for the jobs credit. Mr. Contributions . . . . . . . . 24,000
than those reported on line 22. StratoTech Depreciation . . . . . . . . . 9,580Green’s share of StratoTech’s jobs credit is
distributed $65,000 in 1994. Advertising . . . . . . . . . . 8,700$2,700 (45% ×$6,000).

Other expenses ofLine 23.  Income of $112,000 is entered Line 17.  In 1994, StratoTech had $5,000
operation . . . . . . . . . . 78,300here. This is the total of Schedule K lines 1, of tax-exempt interest from state bonds. Mr.

Net income 4a, and 4b minus the amounts on line 7 and Green’s 45% share of the tax-exempt inter-
per books . . . . . . . . . 106,27011a. The amount is the same as that on line est is $2,250. This amount is entered on line

8 of Schedule M–1. Total $1,570,700 $1,570,70017.
Line 19.  Mr. Green’s 45% share of non-

Schedule K–1.  A separate Schedule K–1 is deductible expenses is $7,358 (45% ×
completed by the S corporation for each Schedule M–1.  Schedule M–1 starts with$16,350). This amount is entered on line 19.
shareholder. the net income per books as shown in theLine 20.  Line 20 is for distributions paid

Generally, shareholders must treat items corporation’s books and records. It providesduring the year other than those paid from
of income, loss, deduction, credit, etc., on for necessary adjustments to reconcile thisaccumulated earnings and profits and re-
their returns consistent with the way the S amount with the income shown on line 23,ported on Form 1099–DIV. During 1994,
corporation reported them on its return. A Schedule K.StratoTech distributed $65,000. Mr. Green’s
shareholder who shows the items differently Line 1.  Line 1 is the net income per45% share of the distribution was $29,250.
from the way the S corporation reported books, $106,270, shown on the corpora-
them on Schedule K–1 should complete tion’s books.
Form 8082, Notice of Inconsistent Treatment Line 2.  Line 2 should show all income
or Amended Return (Administrative Adjust- and credits included in income subject to taxPage 4 
ment Request (AAR)). that are not recorded on the books for this

A copy of each shareholder’s Schedule year. This can happen if assets are valued
K–1 should be filed with Form 1120S. A copy Schedule L.  Comparative balance sheets on the corporate books at an amount greater
is kept as a part of the corporation’s records, for the beginning and end of the tax year are than that used for tax purposes. When these
and each shareholder receives a copy with shown on Schedule L. The balance sheets assets are sold, the gain included in taxable
instructions attached. should agree with the S corporation’s books income is greater than that recorded on the

StratoTech must prepare a Schedule K– books, and the difference is shown here.and records. Entries on this page should also
1 for each shareholder. The illustrated Line 3.  Line 3 is for expenses recordedagree with amounts shown elsewhere on the
Schedule K–1 is for John H. Green who on the corporation’s books that may not bereturn. For example, the figures for begin-
owns 9,000 shares (45%) of the corpora- deducted. They are shown in an itemizedning and ending inventories must be the
tion’s stock, which he acquired on March 3, statement attached to the return (not illus-same as those appearing in the analysis of
1975. He devotes 100% of his time to the trated). It would include the following:cost of goods sold. In addition, the figures on
business for which he is paid $40,000. the balance sheet for the beginning of the tax

 Premiums paid on term life insuranceLines 1 through 10 are for each share- year will normally agree with the balance
on corporate officers . . . . . . . . . . . . . . . $ 9,500holder’s distributive share of nonseparately sheet figures for the end of the last tax year.  Interest paid to purchase tax-exemptstated income or loss and separately stated
securities . . . . . . . . . . . . . . . . . . . . . . . . . . .  850income or loss and deductions.

Schedules M–1 and M–2.  These schedules  Reduction of salaries due to jobsLine 1.  Line 1 shows Mr. Green’s share
must be completed if the total assets (line 15, credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  6,000of nonseparately stated income of $53,550.
column (d), Schedule L) are $25,000 or Total  $ 16,350It makes no difference whether this income
more. To properly complete these sched-was distributed to him in 1994. He must re-
ules, additional information must be obtainedport $53,550 on Schedule E (Form 1040) Line 4.  The total of lines 1 through 3,
from the corporation’s books and records.when he files his individual income tax re- $122,620, goes on line 4.

The following appeared on the books ofturn, Form 1040. Line 5.  Line 5 shows nontaxable income
StratoTech for the calendar year 1994.Line 4.  Line 4 is for portfolio income and recorded on the corporation’s books during

loss items. Mr. Green’s share of interest in- the year that is not on the return. This totals
Account Debit Credit come is $1,800. His share of dividend in- $5,000, the interest on state bonds.
Gross sales . . . . . . . . . . $1,545,700come is $7,200. Line 6.  Line 6 includes all deductions
Sales returns and claimed for tax purposes that are not re-Line 7.  Line 7 is for Mr. Green’s share of

allowances . . . . . . . . $ 21,000 corded on the corporat ion ’s  books.StratoTech’s charitable contributions for
Cost of goods sold . . . 954,700 StratoTech enters $5,620 on line 6a. This1994. His share is $10,800. Because all

represents the difference between deprecia-StratoTech’s contributions were given to Dividend income . . . . . 16,000
tion claimed on the tax return and the corpo-public charities, they qualify for the 50% Interest income:
ration’s books. If the corporation had otherlimitation. State bonds . . . . . . . 5,000
deductions to itemize on this line and thereLines 11a and 11b(1).  These lines are Other—taxable . . . . 4,000
was not enough space on the line, it wouldused to show each shareholder’s share of in- Premiums on life
have to attach a statement to the return list-terest on investment indebtedness. The insurance . . . . . . . . . 9,500
ing them.amounts reported on these lines will be used Compensation of

Line 7.  The total of l ines 5 and 6,to complete Form 4952, Investment Interest officers . . . . . . . . . . . . 170,000
$10,620, goes on line 7.Expense Deduction. Line 11a shows Mr. Salaries/wages . . . . . . 144,000

Line 8.  The difference, $112,000, be-Green’s share of StratoTech’s investment in- Repairs . . . . . . . . . . . . . . 800
tween lines 4 and 7 must agree with line 23,terest expense, $1,350 (45% × $3,000). In-

Bad debts . . . . . . . . . . . 1,600
Schedule K.vestment interest expense is that part of

Rental expense . . . . . . 9,200
StratoTech’s total interest for loans made to

Taxes . . . . . . . . . . . . . . . . 15,000carry its investment. Line 11b(1) shows Mr. Schedule M–2.  Schedule M–2 provides an
Interest expense:Green’s share of StratoTech’s investment in- analysis of certain earned equity accounts of

Loan—come, $9,000 (45% ×$20,000). This repre- the corporation for the tax year. The sched-
tax-sents StratoTech’s income from ordinary div- ule shows the changes to the equity ac-
exemptidends and interest. It does not include counts for the income, deductions, distribu-
bonds $ 850interest on municipal bond investments, tions, etc., that are reported on the return for

Other . . . 17,200 18,050which is tax-exempt. the tax year.
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Column (a), Line 1.  The first column is Line 6.  Line 6 is the total of lines 1 Line 6.  The total of lines 1 through 5,
the accumulated adjustments account. For $4,150, is entered on line 6.through 5, or $96,500.
an S corporation’s first year beginning after Line 7.  Because the total distributions,Line 7.  Line 7 is for distributions other
1982, the initial balance in the account is other than dividends, did not exceed the bal-than dividend distributions. StratoTech en-
zero. StratoTech enters zero on line 1. ance in the accumulated adjustments ac-ters $65,000 on this line.

Line 2.  StratoTech’s ordinary income for count, none of the distribution is applied toLine 8.  Line 8 shows the balance in the
1994 (page 1, line 21) is $119,000. This is the other adjustments account. StratoTechaccumulated adjustments account at the end
entered on line 2. enters zero on line 7.of the year. StratoTech subtracts line 7 from

Line 3.  StratoTech enters $20,000 Line 8.  The balance in the other adjust-line 6 and enters $31,500 here.
($16,000 dividends plus $4,000 interest) on ments account at the end of the year isColumn (b), Line 1.  The second column
line 3. This is made up of amounts on lines $4,150. StratoTech enters this amount here.

is the other adjustments account. It is for4a and 4b of Schedule K. Column (c).  The third column is for un-
other items, such as tax-exempt income andLine 4.  Line 4 is for any loss shown on distributed taxable income that was included
related expenses. The balance at the begin-page 1, line 21. Because StratoTech has no in shareholders’ income for years that began
ning of the year is zero. This is entered onlosses in 1994, line 4 is zero. before 1994. Since this is StratoTech’s first
line 1.Line 5.  StratoTech enters $42,500 on year as an S corporation, there are no entries

Line 3.  StratoTech had $5,000 of tax-line 5. This is made up of $3,000 interest on a in this column.
free interest income from state bonds. Thisloan to carry investments, $6,000 reduction
amount is entered on line 3.in salaries and wages due to the jobs credit,

Line 5.  Line 5 is the nondeductible inter-$9,500 for premiums paid on term life insur-
est paid to purchase tax-exempt securities.ance for corporate officers, and $24,000
StratoTech enters $850 on this line.charitable contributions.
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The Examination and Appeals Process

We examine returns for cor- several methods. A computer Recordings.  You can generally and tells you exactly what to do if
rectness of income, exemptions, make an audio recording of an in-program called the Discriminant you want to appeal.
credits, and deductions. terview with an IRS ExaminationFunction System (DIF) is used to

officer. Your request to record theselect  most returns. In th is Appeals Office.  You can appeal
interview should be made in writ-method, the computer uses his-Fairness if Your the findings of an examination
ing. You must notify us at least 10torical data to give parts of the re-Return is Examined within the IRS through our Ap-
days before the meeting andturn a score. IRS personnel thenMost taxpayers’ returns are ac- peals Office. The Appeals Office
bring your own recording equip-screen the return. Returns mostcepted as filed. But if your return is independent of your examiner
ment. We also can record an in-likely to have mistakes are se-is selected for examination, it and IRS District Director or Ser-
terview. If we initiate the record-lected for examination.does not suggest that you are dis- vice Center Director. Most differ-
ing, we will notify you 10 daysSome returns are selected athonest. The examination may or ences can be settled this way
before the meeting and you canrandom. We use the results of ex-may not result in more tax. Your without expensive and time-con-get a copy at your expense.amining these returns to updatecase may be closed without suming court trials. If the matter

and improve our  se lec t ionchange. Or, you may receive a cannot be settled to your satisfac-Repeat examinations.  We try toprocess.refund. tion, you can take your case toavoid repeat examinations of theWe also select returns by ex- court.same items, but sometimes thisCourtesy and consideration. amining claims for credit or re-
happens. If we examined your taxYou are entitled to courteous and fund and by matching information Appeals to the courts.  Depend-return for the same items in eitherconsiderate treatment from IRS documents, such as Forms W–2 ing on whether you first pay theof the 2 previous years and pro-employees at all times. If you and the 1099 series, with returns. disputed tax, you can take yourposed no change to your tax lia-ever feel that you are not being

case to the U.S. Tax Court, thebility, please contact us as soontreated with fairness, courtesy, Arranging the examination. U.S. Court of Federal Claims, oras possible so that we can see ifand consideration by an IRS em- Many examinations are handled your U.S. District Court. Thesewe shou ld  d iscont inue theployee, you should tell the em- by mail. However, if we notify you courts are entirely independent ofexamination.ployee’s supervisor. Publication that your examination is to be the IRS. However, a U.S. Tax1, Your Rights as a Taxpayer, ex- conducted through a personal in- Court case is generally reviewedExplanation of changes.  If weplains the many rights you have terview, or if you request such an by our Appeals Office before it ispropose any changes to your re-as a taxpayer. You can get free interview, you have the right to turn, we will explain the reasons heard by the Tax Court. As al-publications by calling our toll- ask that the examination take for the changes. It is important ways, you can represent yourselffree number. place at a reasonable time and that you understand the reasons or have someone admitted to
place that is convenient for both for any proposed change. You practice before the court re-Pay only the required tax.  You you and the IRS. If the time or should not hesitate to ask about present you.have the right to plan your busi- place we suggest is not conve- anything that is unclear to you.ness and personal finances so If you did not pay the addi-nient, the examiner will try to work Agreement with changes.  Ifthat you will pay the least tax that tional tax and disagree that youout something more suitable. you agree with the proposedis due under the law. You are lia- owe it, you generally have theHowever, we will make the final changes, you may sign an agree-ble only for the correct amount of right to take your case to the Taxdetermination on how, when, and ment form and pay any additionaltax. Our purpose is to apply the Court. We will mail you a formalwhere an examination takes tax you may owe. You must paylaw consistently and fairly. notice (called a ‘‘notice of defi-place. interest on any additional tax. If ciency’’) saying that you owe ad-Transfers to another dis- you pay when you sign the agree-Privacy and confidentiality. ditional tax. You ordinarily havetrict.  Generally, your individual ment, the interest is generally fig-You have the right to have your 90 days to file a petition with thereturn is examined in the IRS dis- ured from the due date of your re-tax case kept confidential. Under Tax Court.trict office nearest your home. turn to the date you paid.the law, the IRS must protect the If you already paid the dis-However, not all offices have ex- If you do not pay the addi-privacy of your tax information. puted tax in full and filed a claimamination facilities. Your busi- tional tax when you sign theHowever, if a lien or a lawsuit is for refund (discussed later) thatness return is examined where agreement, you will receive a bill.filed, certain aspects of your tax we disallowed (or did not take ac-your books and records are main- The interest on this tax is gener-case will become public record. tion on within 6 months), you maytained. If the place of examination ally figured from the due date ofPeople who prepare your return

take your case to the U.S. Districtis not convenient, you may ask to your return to the billing date. Butor represent you must also keep
Court or U.S. Court of Federalyou will not be billed for more thanhave the examination done in an-your information confidential.
Claims.30 days additional interest, evenother office or transferred to a dif-You also have the right to

Court decisions.  We followif the bill is delayed.ferent district.know why we are asking you for
Supreme Court decisions. How-information, exactly how we will
ever, we can lose cases in otherRepresentation.  Throughoutuse it and what might happen if Appealing the
courts involving taxpayers withthe examination, you may re-you do not give it. Examination Findings
the same issue and still apply ourpresent yourself, have someone If you do not agree with the exam-
interpretation of the law to yourelse accompany you, or, withExamination of Returns iner’s report, you may meet with
situation. You have the right toproper written authorization, haveAn examination usually begins the examiner’s supervisor to dis-
appeal our decision to do so.someone represent you in yourwhen we notify you that your re- cuss your case further. If you still

Recovering litigation ex-absence. If you want to consultturn has been selected. We will don’t agree after receiving the ex-
penses.  If the court agrees withan attorney, a C.P.A., an enrolledtell you which records you will aminer’s findings, you have the
you on most of the issues in youragent, or any other person per-need. If you gather your records right to appeal them. The exam-
case, and finds the IRS’s positionmitted to represent a taxpayerbefore the examination, it can be iner will explain your appeal rights
to be largely unjustified, you mayduring an examination, we willcompleted with the least amount and give you a copy of Publica-
be able to recover some of yourreschedule the interview. Weof effort. tion 5, Appeal Rights and Prepa-
litigation expenses from us. But tocannot suspend the interview if ration of Protests for Unagreed

you are there on administrative do this, you must have used up allHow returns are selected.  We Cases. This free publication ex-
summons. the administrat ive remediesselect returns for examination by plains your appeal rights in detail

Page 229



available to you within the IRS, in- for a credit or refund if you believe on the toll-free telephone system, please discuss it with the exam-
cluding going through our Ap- the tax is too much. The proce- we will cancel certain penalties iner and file a claim.
peals system. You may also be dure is explained in Publication that may result. But you have to
able to recover administrative ex- 556. show that your reliance on the ad-
penses from the IRS. Cancellation of penalties. vice was reasonable. Business Taxpayers 

Free Publication 556, Exami- You have the right to ask that cer- Reduction of interest.  If our
If you are in an individual busi-nation of Returns, Appeal Rights, tain penalties (but not interest as error caused a delay in your case,
ness, the rights covered in thisand Claims for Refund, explains discussed later) be canceled and this is grossly unfair, you may
discussion generally apply. If youyour appeal rights. (abated) if you can show reason- be entitled to a reduction of the in-
are a member of a partnership orable cause for the failure that led terest that would otherwise be
a shareholder in a small businessOther remedies.  If you believe to the penalty (or can show that due. Only delays caused by pro-
corporation, special rules maythat tax, penalty, or interest was you exercised due diligence, if cedural or mechanical acts that
apply to the examination of yourunjustly charged, you have rights that is the standard for the do not involve exercising judg-
partnership or corporation items.that can remedy the situation. penalty). ment or discretion qualify. If you
The examination of these items isClaims for refund.  Once you If you relied on wrong advice think we caused such a delay,

pay your tax, you can file a claim given to you by IRS employees discussed in free Publication 556.

Page 230



Tax Publications 

On the following page, there is 463 555 924
an order blank that you can use to Reporting of Real EstateFederal Tax Information onTravel, Entertainment, and Gift
send for any other IRS tax publi- Transactions to IRSCommunity PropertyExpenses
cations you need. Many of the

925556505publications that might be of inter-
Passive Activity and At-RiskExamination of Returns,Tax Withholding and Estimatedest to business taxpayers are
RulesAppeal Rights, and Claims forTaxlisted below by their numbers and

Refundtitles. This list includes all the 926510publications referred to in the Employment Taxes for557Excise Taxes for 1995chapters of this book. A full list Household EmployersTax-Exempt Status for Yourcan be found in Publication 910, 515 OrganizationGuide to Free Tax Services. 937Withholding of Tax on
You can also use the order Employment Taxes560Nonresident Aliens and Foreign

blank to send for any tax forms, Retirement Plans for the Self-Corporations 946schedules, or instructions you Employed How To Begin Depreciatingneed. 517
Your Property561Social Security and Other

Determining the Value ofInformation for Members of theGeneral Guides: 947
Donated PropertyClergy and Religious Workers Practice Before The IRS And

1 Power Of Attorney575521Your Rights as a Taxpayer
Pension and Annuity IncomeMoving Expenses 953
(Including Simplified General17 International Tax Information

523 Rule)Your Federal Income Tax (For for Business
Selling Your HomeIndividuals) 583 1045

525 Taxpayers Starting a Business Information and Order Blanks225
Taxable and Nontaxable for Preparers of FederalFarmer’s Tax Guide 587Income Income Tax Returns

Business Use of Your Home509 526 1542Tax Calendars for 1995 589Charitable Contributions Per Diem Rates
Tax Information on S

553 527 Corporations 1544
Highlights of 1994 Tax Residential Rental Property Reporting Cash Payments of
Changes 590 Over $10,000

533 Individual Retirement
595 Arrangements (IRAs)Self-Employment Tax 1546

Tax Guide for Commercial How to use the Problem
Fishermen 594534 Resolution Program of the IRS

Understanding The CollectionDepreciation
910 Process (Employment Tax Spanish Language535Guide to Free Tax Services Accounts)

Publications:Business Expenses
596Employer’s Guides: 1SP536 Earned Income Credit

Derechos del ContribuyenteNet Operating Losses15 597
556SPCircular E, Employer’s Tax 537 Information on the United

Revisiâon de las DeclaracionesGuide Installment Sales States–Canada Income Tax
de Impuesto, Decho deTreaty51 Apelaciâon y Reclamaciones538

Agricultural Employer’s Tax de ReembolsosAccounting Periods and 598
Guide (Circular A) Methods Tax on Unrelated Business 579SP

Income of Exempt Câomo Preparar la80 541 Organizations Declaraciâon de ImpuestoFederal Tax Guide for Tax Information on
FederalEmployers in the Virgin Islands, Partnerships 901

Guam, American Samoa, and U.S. Tax Treaties 594SP542the Commonwealth of the
Comprendiendo el Proceso deTax Information on 907Northern Mariana Islands
CobroCorporations Tax Highlights for Persons with(Circular SS)

Disabilities 596SP544
Crâedito por Ingreso delSpecialized Sales and Other Dispositions of 908
TrabajoPublications: Assets Tax Information on Bankruptcy

850349 550 911
English–Spanish Glossary ofFederal Highway Use Tax on Investment Income and Tax Information for Direct
Words and Phrases Used inHeavy Vehicles Expenses Sellers
Publications Issued by the
Internal Revenue Service ■551378 917

Fuel Tax Credits and Refunds Basis of Assets Business Use of a Car
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Checklist
Some of the federal taxes for which a sole proprietor, a corporation, or a partnership may be liable are listed below. If a due date
falls on a Saturday, Sunday, or legal holiday, it is postponed until the next day that is not a Saturday, Sunday, or legal holiday. A
statewide legal holiday delays a due date only if the IRS office where you are required to file is located in that state. For more in-
formation, see Publication 509, Tax Calendars for 1995.

You may be liable for: If you are: Use Form: Due on or before:

Income tax Sole proprietor Schedule C or C–EZ (Form Same day as Form 1040
1040)

Individual who is a partner or 1040 15th day of 4th month after end
S corporation shareholder of tax year

Corporation 1120 or 1120–A 15th day of 3rd month after end
of tax year

S corporation 1120S 15th day of 3rd month after end
of tax year

Self-employment tax Sole proprietor, or individual who Schedule SE (Form 1040) Same day as Form 1040
is a partner

Estimated tax Sole proprietor, or individual who 1040–ES 15th day of 4th, 6th, and 9th
is a partner or S corporation months of tax year, and 15th
shareholder day of 1st month after the end

of tax year
Corporation 1120–W 15th day of 4th, 6th, 9th and 12th

months of tax year

Annual return of income Partnership 1065 15th day of 4th month after end
of tax year

Social security and Medicare Sole proprietor, corporation, 941 4–30, 7–31, 10–31, and 1–31
taxes (FICA taxes) and the S corporation, or partnership
withholding of income tax

8109 (to make deposits) See Chapter 34

Providing information on Sole proprietor, corporation, W–2 (to employee) 1–31
social security and Medicare S corporation, or partnership
taxes (FICA taxes) and the
withholding of income tax W–2 and W–3 (to the Social Last day of February

Security Administration)

Federal unemployment (FUTA) Sole proprietor, corporation, 940–EZ or 940 1–31
tax S corporation, or partnership

8109 (to make deposits) 4–30, 7–31, 10–31, and 1 –31,
but only if the liability for
unpaid tax is more than $100

Information returns for payments Sole proprietor, corporation, See Chapter 37 Forms 1099—to the recipient by
to nonemployees and S corporation, or partnership 1–31 and to the Internal
transactions with other Revenue Service by 2–28
persons

Other forms —see Chapter 37

Excise taxes Sole proprietor, corporation, See Chapter 36 See the instructions to the forms
S corporation, or partnership
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