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The explanations and examples in this publication re- these differing interpretations are resolved by higher
court decisions or in some other way, this publicationflect the interpretation by the Internal Revenue Service
will continue to present the interpretation of the(IRS) of:
Service.

● Tax laws enacted by Congress, All taxpayers have appeal rights within the Service
and may appeal to the courts when they do not agree

● Treasury regulations, and
with the interpretations taken by the Service. For a dis-
cussion on appeal procedures, see The Examination● Court decisions.
and Appeals Process in this publication.

However, the information given does not cover every
situation and is not intended to replace the law or
change its meaning.

The publication covers some subjects on which a
court may have made a decision more favorable to tax-
payers than the interpretation of the Service. Until



Introduction

This publication contains infor- specific tax considerations for information publications. If you publications that are for sale call
mation about the federal tax laws each of the four major forms of 1–202–512–1800 or write to:operate a farm or a fishing busi-
that apply to businesses. It de- business organization. ness, you should obtain a copy of

Superintendent ofscribes the four major forms of Part VII looks at some of the Farmer’s Tax Guide (Publication
Documentsbusiness organization—sole pro- credits that can reduce your in- 225) or Tax Guide for Commer-
U.S. Government Printingprietorship, partnership, corpora- come tax, and some of the other cial Fisherman (Publication 595).
Officetion, and S corporation—and ex- taxes you may have to pay in ad- For information on the individ-

plains the tax responsibilities of dition to income tax. It also dis- P.O. Box 371954ual income tax, you may want to
each. cusses the information returns Pittsburgh, PA. 15250-7954see the companion volume to

The Tax Guide for Small Busi- that may have to be filed. The last this publication, Your Federal In-
ness is divided into eight parts. part, Part VIII, shows how to fill If you want information fromcome Tax  (Publication 17).
The first part contains general in- out the main income tax forms the Small Business Administra-In addition to these publica-
formation on business organiza- businesses use. tion (SBA) on setting up a smalltions, the Internal Revenue Ser-
tion and accounting practices. The information in this publi- business, call 1–800–827–5722.vice has many other tax publica-
Part II discusses the tax aspects cation applies to many different We welcome your sugges-tions that may be of interest to
of accounting for the assets used kinds of businesses. However, tions for future editions of thisyou. Most of them are concernedin a business. the publication does not discuss publication. Please send yourwith particular areas of tax law,Parts III and IV explain how to foreign corporations, insurance ideas to:such as depreciation, selling afigure your business income for companies, collapsible corpora-

home, rental property, retirementtax purposes. They describe the tions, personal holding compa- Internal Revenue Serviceincome, or installment sales. Youkinds of income you must report nies, banks, regulated invest- Technical Publicationswill find references to many ofand the different types of busi- ment companies, small business Branch (T:FP:P)these publications throughoutness deductions you can take. investment companies, real es- 1111 Constitution Ave. N.W.this publication. They are allPart V discusses the rules tate investment trusts, foreign Washington, DC 20224available free from the Formsthat apply when you sell or ex- sales corporations (FSCs), and
Distribution Center for your area.change business assets or in- integrated oil companies. It also

We respond to many lettersUse the order blank at the end ofvestment property. It includes does not discuss bankruptcy or
by telephone. Therefore, it wouldthis publication.chapters on the treatment of cap- corporate reorganizations and
be helpful if you include your areaOther federal agencies alsoital gains and losses, and on in- acquisitions.
code and daytime phone numberpublish publications and pam-voluntary conversions, such as The special situations related
along with your return address. ðphlets designed to assist smalltheft and casualty losses. The to farming and commercial fish-

businesses. For a list of federalchapters in Part VI contain some ing are covered in two other tax

Important Changes for 1995
The following items highlight a miles on a passenger automobile $4,900 for the second year of re- make tax deposits without cou-
number of administrative and tax (including vans, pickups, or pons, paper checks, or visits tocovery, $2,950 for the third year
law changes for 1995. panel trucks). See chapter 15. an authorized depositary.of recovery, and $1,775 for each

Taxpayers not required tolater tax year. See chapters 12
Caution: As this publication was Receipts for business ex- make deposits by EFT can enrolland 15.
being prepared for print, Con- penses. Beginning October 1, in the system. For more informa-
gress was considering tax law 1995, you must have receipts for tion, call 1–800–829–5469, or

Direct deposit of refund. If youchanges that would affect capital amounts that are $75 (rather write to:
are due a refund on your 1995gains and losses. See Publica- than $25) or more for certain
tax return, you can have it depos- IRStion 553, Highlights of 1995 Tax business expenses. See chapter
ited directly into your bank ac- Cash Management SiteChanges ,  fo r  fu r the r 15.

Officecount. Complete Form 8888, Di-developments.
Atlanta Service Centerrect Deposit of Refund, andDepreciation general asset ac-
P.O. Box 47669attach it to your tax return (ex-Higher earned income credit. count. You can elect to place
Stop 295cept Form 1040EZ). If you didThe maximum earned income assets subject to MACRS in one
Doraville, GA 30362not receive Form 8888 in yourcredit has been increased to or more general asset accounts.

$3,110 in 1995. To claim the After you have established a tax booklet, see Ordering publi-
credit for 1995, you must have general asset account, figure de- cations and forms, later.
earned income (including net preciation on the entire account Tax rates and maximum net
earnings from self-employment) by using the applicable deprecia- earnings for self-employment

Electronic deposit of taxes.  Inof less than $26,673, adjusted tion method, recovery period, taxes.  In 1995, the maximum
general, taxpayers whose totalgross income of  less than and convention for the assets in amount of net earnings from self-
deposits of railroad retirement,$26,673, and meet certain other the account. See chapter 12. employment subject to the social
social security, and Medicarerequirements. security part (12.4%) of the self-
taxes exceeded $47 million dur-For more information, see employment tax is $61,200.Limits on depreciation of busi-
ing calendar year 1993 or 1994Publication 596, Earned Income There is no maximum limit on theness cars.  The total section 179
must  depos i t  these  taxesCredit. amount subject to the Medicarededuction and depreciation you
through TAXLINK (an electronic part (2.9%).can take on a car that you use in
funds transfer (EFT) system) be-Standard mileage rate.  The your business and first place in For 1996,  the maximum
ginning in 1996. The EFT systemstandard mileage rate for 1995 is service in 1995 is $3,060. Your amount subject to the social se-
(TAXLINK) allows taxpayers to30 cents a mile for all business depreciation cannot exceed curity part (12.4%) increases to
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$62,700. All net earnings from Also, the deduction is in- Distribution of marketable se- if IRS information is  available
self-employment are subject to curities to a partner. A distribu-creased  to 30% for tax years be- and if so, how to access it.
the Medicare part of the tax. See tion of certain marketable securi-ginning after 1994.   See chapter Tax forms and publications
chapter 32. ties made to a partner after17. are also provided through  IRIS

December 8, 1994, is treated as on FedWorld (a government bul-
money in determining whetherWage maximums for social se- letin board).Educational assistance pro-
gain is recognized by the partnercurity and Medicare taxes.  For Also, you can purchase agrams.  The income exclusion
on the distribution. See Distribu-1996, the maximum amount of comprehensive CD-ROM  con-provision for employer-provided
tions From a Partnership in Publi-wages subject to the social se- taining all the latest tax forms, in-educational assistance does not
cation 541.curity tax (6.2%) is $62,700 structions,  and informationapply to tax years beginning after

($61,200 for 1995). There is no December 31, 1994. publications.
wage base limit for the amount Office of Small Business Af-Caution:As this publication For more information, see
subject to the Medicare part fairs.  In March 1994, the Com-was being prepared for print, How To Get Forms and  Publica-
(1.45%). All covered wages are missioner of the Internal Reve-Congress was considering tax t ions,  near the end of  th is
subject to the tax. nue Service established the IRSlaw changes that would extend publication.

Office of Small Business Affairs.the income exclusion for em-
This office was established toHealth insurance for self-em- ployer-provided educational
serve as the national IRS con-ployed persons.   The deduc- General business credit.   Theassistance.
tact with small businesses, totion for health insurance costs following general business cred-See Publication 553, High-
recommend changes to regula-for  self-employed persons has its have expired.lights of 1995 Tax Changes, for
tions and administrative prac-been permanently extended for Targeted jobs credit. Thisfurther developments.
tices that cause undue burden ortax years beginning after 1993. If credit cannot be claimed on any
inequity, and to address issuesyou were entitled to  claim this wages paid or incurred to individ-Fuel taxes. Some tax rates and that are important to both smalldeduction in 1994 but did not, file uals who begin work after De-the credit or refund amount you businesses and the IRS.Form  1040X, Amended U.S. In- cember 31, 1994.may receive have changed. Getdividual Income Tax  Return to Research credit. This creditthe appropriate form for the cur-amend your 1994 tax return. Do On-line access to the Internal

cannot  be c la imed for  anyrent rate.not use the worksheet in the Revenue Service.  If you have a
amount paid or incurred after1995 Form 1040 instructions to persona l  compute r  and  a
June 30, 1995.Luxury tax on passenger vehi-figure your deduction for 1994. modem, you can get  many tax

For more information on thecles. The base amount used toInstead, get Publication 535, forms and publications electroni-
general business credit, seefigure the taxable part of a pas-Business Expenses, or use the cally. If you  subscribe to an on-
chapter 31. ðsenger vehicle’s first retail saleworksheet in the 1994 Form line service, check with the pro-

or use is $34,000 for 1996.1040 instructions. vider  of the service to determine

Important Reminders
Publication on employer iden- If you have a balance due on stock, see chapter 4 of Publica- and can deduct the expenses on

tion 550, Investment Income andtification numbers (EINs). Pub- Schedule C (Form 1040), youyour  Form 1040,  send the
Expenses.lication 1635, Understanding must figure your deduction onvoucher with your payment. Fol-

Your EIN, provides general infor- Form 8829, Expenses for Busi-low the instructions that come
mation on employer identifica- ness Use of Home, and attach itEarned income credit.  You, aswith the voucher. There is no
tion numbers. Topics include to Form 1040 with Schedule C.an employer, must notify em-penalty for not using the pay-
how to apply for an EIN and how For more information,  see Publi-ployees who worked for you andment voucher,  but  the IRS
to complete Form SS–4. cation 587, Business Use offrom whom you did not withholdstrongly encourages you to use

Your Home.income tax about the earned in-it.
come credit. See chapter 33.Form W–4 for 1996  You should

make new Forms W–4 available Change of home or business
Payment voucher for Form Children employed by par-to your employees and en- address.  If you change your
940 or 940–EZ.  If you are re- ents.  Wages you pay to yourcourage them to check their in- mailing address, you should use
quired to make a payment of fed- children age 18 and older for ser-come tax withholding for 1996 Form 8822, Change of Address,
eral unemployment tax with vices in your trade or businessThose employees who owed a to notify IRS. Be sure to include

are subject to social securityForm 940 of Form 940–EZ, uselarge amount of tax or received a your suite, room, or other unit
taxes. See chapter 33.large refund for 1995 may need number. Send the form to the In-the payment voucher at the bot-

to file a new Form W–4. See ternal Revenue Service Centertom of the form. For more infor-
chapter 33. for your old address.Employees’ tips.  All tips re-mation, see the instructions for

ported by an employee are sub-Form 940 or Form 940–EZ.
ject to the employer portion ofPayment voucher for Form Estimated tax.  If you do busi-
the social security tax. Thus, you1040.  To help process tax pay- ness as a sole proprietor, or you

Investing in small business must pay the employer social se-ments more accurately and effi- are a partner in a partnership, or
stock. Beginning in 1998, invest- curity tax on the total amount ofciently, the IRS is sending Form a shareholder in an S corpora-
ments in certain small business tips and wages up to the social1040–V, Payment Voucher, to tion, you may have to make esti-
stock held more than 5 years will security maximum. See chaptermost 1040 filers. Over the next mated tax payments. Use Form
qualify for a special tax benefit. If 33.few years, IRS will expand the 1040–ES, Estimated Tax for Indi-
you sell or exchange the stock atuse of this preprinted payment viduals. Also, use the Checklist
a gain, only one-half of the gainvoucher to all 1040 filers to pro- near the end of this publicationBusiness use of your home.  If
will be subject to federal incomecess payments more accurately to determine the due dates foryou used part of your home in

and efficiently. tax. For information on qualifying making the payments.1995 for your trade or business
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Corporations that have to course of your business, you 3) Fraud and false statements, Internal Revenue Service Cen-
make estimated tax payments must file information returns to and ters, as well as questions on the
may use Form 1120–W (Work- report these payments for the status of tax refunds. The publi-4) Preparing and filing a fraud-
sheet), Corporation Estimated year. See chapter 36. cation also lists free taxpayer in-ulent return.
Tax, or Form 1120–(FY), Fiscal formation publications. It gives
Year Corporation Estimated Tax. Penalties.  There are various brief descriptions of their content
A corporation may also use the penalties you should be aware of and a list of related tax forms andReminders—Before you fileChecklist near the end of this when preparing your return. You schedules discussed in the publi-your tax return, be sure to:publication to determine its due may be subject to penalties if cation. For information aboutUse address label. Transferdates for making the payments. you: getting Publication 910, see Or-the address label from the tax re-See chapter 29. dering publications and forms,1) Do not file your return by the turn package you received in the

next.due date. This penalty is 5% mail to your tax return, and makeCorporate estimated tax rules. for each month or part of a any necessary corrections.A corporation’s estimated tax Ordering publications andmonth that your return is Claim payments made. Bepayments must be based on the forms. To order free publica-late, up to 25%. sure to include on the appropri-lesser of: tions and forms, call 1–800–2) Do not pay your tax on time. ate lines of your tax return any
TAX–FORM (1–800–829–3676).1) 100% of the tax shown on This penalty is 1/2 of 1% of estimated tax payments and fed-
You can also write to the IRSthe corporation’s return for your unpaid taxes for each eral tax deposit payments you
Forms Distribution Center near-the preceding tax year, or month or part of a month af- made during the tax year. Also,
est you. Check your income taxter the date the tax is due, you must file a return to claim a2) 100% of the tax for the cur- package for the address.up to 25%. refund of any payments yourent year (the current year

If you have a personal com-made, even if no tax is due.tax may be determined on 3) Substantially understate puter and a modem, you can alsoAttach all forms. Attach allthe basis of actual income your tax. This penalty is get many forms and publicationsforms and schedules in se-or annualized income). 20% of the underpayment electronically. See How To Getquence number order. The se-that is due to the Forms and Publications near thequence number is just below theSee chapter 29. understatement. end of this publication.year in the upper right corner of4) File a frivolous tax return.
the schedule or form. Attach allCorporate estimated tax pen- This penalty is $500. Telephone help.  You can callother statements or attachmentsalty.  Generally, a penalty ap-

the IRS with your tax question5) Fail to supply your social se- last, but in the same order as theplies to the underpayment of an
Monday through Friday duringcurity number. This penalty forms or schedules they relateinstallment of estimated tax. The
regular business hours. Checkis $50 for each failure. to. Do not attach these otherunderpayment of any installment
your income tax package or tele-statements to the related form oris the required payment minus
phone book for the local numberTax shelter penalties. Tax schedule.the amount paid by the due date.
or you can call 1–800–829–1040.shelters, their organizers, their Fill out self-employmentSee chapter 29.

sellers, or their investors may be tax return. Fill out Schedule SE
subject to penalties for such ac- Telephone help for hearing-(Form 1040) if you had net earn-Amortization of goodwill and
tions as: impaired persons. If you haveings from self-employment ofcertain other intangibles.  You

access to TDD equipment, you$400 or more.1) Failure to furnish tax sheltermay have to amortize goodwill
can call 1–800–829–4059 withregistration number. The Use correct lines. Enter in-and certain other intangible
your tax question or to orderpenalty for the seller of the come, deductions, credits, andproperty over a period of 15
forms and publications. See yourtax shelter is $100; the pen- tax items on the correct lines.years. See chapter 13.
tax package for the hours ofalty for the investor in the Sign and date return. MakeThis amortizable property is
operation.tax shelter is $250. sure the tax return is signed andcalled section 197 property and,

dated.if held for more than one year, it 2) Failure to register a tax shel-
Written tax questions.  You canmay qualify for capital gain treat- Submit payment. For Formster. The penalty for the orga-
send written tax questions toment on its sale or other disposi- 1040 and 1120S filers, enclose anizer of the tax shelter is the
your IRS District Director. If yoution. See chapter 22. check for any tax you owe. If thegreater of 1% of the amount
do not have the address, you cancheck accompanies your Forminvested in the tax shelter or
get it by calling 1–800–829–1040, write your social securityDeductions for clean-fuel ve- $500.
1040. The IRS is working to de-number on the check. If thehicles and certain refueling 3) Not keeping lists of inves- crease the time it takes to re-check  accompan ies  Formproperty. Deductions are al- tors in potentially abusive spond to your correspondence.1120S, write your employer iden-lowed for clean-fuel vehicles and tax shelters. The penalty for If you write, the IRS can usuallytification number, the tax period,certain clean-fuel vehicle refuel- the tax shelter is $50 for reply within about 30 days.and the tax form number on theing property placed in service af- each person required to be

check. Also include the tele-ter June 30, 1993. For more in- on the list, up to a maximum Tele-Tax.  The IRS has a tele-phone number and area codeformation, see chapter 15 in of $100,000. phone service called Tele-Tax.where you can be reached dur-Publication 535.
This service provides recordeding the day. For 1120 filers, de-Fraud penalty. The penalty posit your tax payment with Form tax information on approximatelyCredit for qualified electric ve- for underpayment of taxes due to 8109, Federal  Tax Deposi t 140 topics covering such areashicles. A tax credit is available fraud is 75% of the part of the Coupon. as filing requirements, employ-for qualified electric vehicles underpayment due to fraud.
ment taxes, taxpayer identifica-placed in service after June 30, Criminal penalties. You may
tion numbers, and tax credits.1993. For more information, see Free tax help.  Publication 910,be subject to criminal prosecu-
Recorded tax information ischapter 15 in Publication 535. Guide to Free Tax Services, pro-tion (brought to trial) for actions
available 24 hours a day, 7 daysvides information on where tosuch as:
a week, to taxpayers using push-get help in preparing tax returns.Form 1099–MISC.  If you make

1) Tax evasion, button telephones, and duringIt describes the kind of year-total payments of $600 or more
regular working hours to thoseround services avai lable induring the year to another per- 2) Willful failure to file a return,

resolving questions on bills, let- using dial telephones. The topicsson, other than an employee or supply information, or pay
ters, and notices received from covered and telephone numbersgenerally a corporation, in the any tax due,
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for your area are listed in the corrected. See Publication 594, cents to the next dollar. For ex- you owe tax, you can file early
Form 1040 instructions. and pay by April 15, 1996.Understanding the Collection ample, $1.49 becomes $1 and

In many states, you can elec-Process, for more information. $2.50 becomes $3.
Unresolved tax problems.  IRS tronically file your state tax returnIf you do round off, do so for
has a Problem Resolution Pro- with your federal return. Checkall amounts. However, if youSmall business workshops.
gram for taxpayers who have with your tax return preparer orhave  to  add  two  o r  moreWorkshops are offered for self-
been unable to resolve their transmitter. Also, many compa-amounts to figure the total toemployed or small business
problems with the IRS. If you nies offer electronic filing as aenter on a line, include centsowners who want to learn about
have a tax problem you have benefit for their employees.when adding the amounts andthe tax aspects of running their
been unable to resolve through Check with your employer.only round off the total.businesses. For details, call IRS
normal channels, write to your lo- TeleFile. Single taxpayersat the number listed in your tele-
cal IRS District Director or call who filed a 1994 Form 1040EZphone directory under U.S. Gov- Alternative ways of filing.  IRS
your local IRS office and ask for may receive a TeleFile tax pack-ernment and ask for the Tax- offers several alternatives to
Problem Resolution assistance. age that will allow them to filepayer Education Coordinator. make filing your tax return easier.

Although the Problem Reso- their 1995 tax return by phone.
They are more convenient and

lution Office cannot change the TeleFile is fast, easy, and free. It
accurate and will help us pro-Business codes.  You musttax law or technical decisions, it is available 24 hours a day and
cess your return faster.enter on the appropriate line ofcan frequently clear up misun- there is nothing to mail. IRS auto-

your return a code that identifies Electronic filing. You canderstandings that resulted from matically sends the TeleFile
your principal business or pro- file your return electronicallyprevious contacts. For more in- package to persons eligible to
fessional activity. It is important whether you prepare your ownformation, get Publication 1546, use this method of filing, includ-
to use the correct business return or use a tax preparer.How to Use the Problem Resolu- ing students.
code, since this information will However, you must use an IRS-tion Program of the IRS. Other alternatives. If you
identify market segments of the approved tax preparer or com-Hearing-impaired taxpayers have a computer, tax software,
public for IRS Taxpayer Educa- pany to file an electronic return.who have access to TDD equip- and a modem, you can file an
tion programs. This information If you file a complete and ac-ment may call 1–800–829–4059 electronic return with certain on-
is also used by the U.S. Census curate electronic return, your re-to ask for help from Problem line services. Check with your
Bureau for its economic census. fund will be issued within 21Resolution. on-line service.
See the sample returns in Part days. (Some refunds may be More information. Call Tele-
VIII. delayed as a result of compli-Overdue tax bill.  If you receive Tax and listen to topic 252 for

ance reviews to ensure the accu-a bill for overdue taxes, do not ig- more information. Check your
racy of the returns.) You can alsoRounding off dollars.  You maynore the tax bill. If you owe the tax package for information
choose the convenience andround off cents to the nearesttax shown on the bill, you should about Tele-Tax. ð

whole dollar on your return and safety of direct deposit. IRS noti-make arrangements to pay it. If
schedules.  To do so,  drop fies your electronic return trans-you believe it is incorrect, con-
amounts under 50 cents and in- mitter that your return has beentact the IRS immediately to sus-
crease amounts from 50 to 99pend action until the mistake is received and accepted. Also, if
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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 figures gain or loss separately on each as-
Security Card set. See chapter 27 for information on the1. sale of your sole proprietorship.□ W–9 Request for Taxpayer

Rules.  Other rules explained in this pub-Identification Number and Certification
lication apply to sole proprietorships unlessInitial □ 1040 U.S. Individual Income Tax stated otherwise.

ReturnConsiderations
□ Sch C (Form 1040) Profit or Loss

From Business Partnerships 
□ Sch C–EZ Net Profit From Business

A partnership is not a taxable entity. How-
□ 1065 U.S. Partnership Return ofIntroduction ever, it must figure its profit or loss and file aIncome

return. A partnership files its return on FormOnce you have decided to start a business,
□ 1120 U.S. Corporation Income Tax 1065.you must decide what type of business entity

Return A partnership is the relationship existingto use. Your decision will depend on tax and
between two or more persons who join to-legal considerations. The tax element is dis- □ 1120–A U.S. Corporation Short-Form
gether to carry on a trade or business. Eachcussed in this chapter. However, legal con- Income Tax Return
person contributes money, property, labor,siderations are beyond the scope of this

□ 1120S U.S. Income Tax Return for an
or skill, and expects to share in the profitspublication. Normally, a business is con- S Corporation

ducted in the form of either a sole proprietor- and losses of the business.
ship, partnership, or corporation. For income tax purposes, the term ‘‘part-

In the case of a sole proprietorship or a nership’’ includes a syndicate, group, pool,
partnership, the business itself does not pay joint venture, or other unincorporated organi-Sole Proprietorships 
any income taxes. The sole proprietor or the zation that is carrying on a business and is

A sole proprietorship is the simplest form ofpartners include the profits or losses of the not  c lass i f ied as a t rust ,  estate,  or
business organization. This form of businessbusiness on their personal income tax re- corporation.
has no existence apart from you, the owner.turns. Profits of a corporation are taxed both A joint undertaking to share expenses is
Its liabilities are your personal liabilities, andto the corporation and to the shareholders not a partnership. Mere co-ownership of
your ownership (proprietary) interest endswhen the profits are distributed as dividends. property maintained and leased or rented is
when you die. You undertake the risks ofAlso, losses sustained by the corporation not a partnership. However, if the co-owners
business to the extent of all your assets,usually are not available to its stockholders. provide services to the tenants, then a part-
whether used in the business or usedThese two corporate rules do not apply to S nership exists.
personally.corporations. (S corporations are discussed

in chapter 30.)
Partnership agreement.  The partnershipThe tax considerations related to the Profit or loss.  When you figure your taxable
agreement includes the original agreementcosts of getting started in a business are dis- income for the year, you must add in any
and any modifications of it agreed to by allcussed under Going Into Business in chapter profit, or subtract any loss, you have from
the partners or adopted in any other manner4. your sole proprietorship. You must report the
provided by the partnership agreement. Theprofit or loss from each of your businesses
agreement or modifications may be oral oroperated as a sole proprietorship on a sepa-Topics
written.rate Schedule C (Form 1040). You can fileThis chapter discusses:

The partnership agreement may be mod-Schedule C–EZ (Form 1040) only if you had
● Sole proprietorships ified for a particular tax year after the close ofone business as a sole proprietor and you

that year, but not later than the date, exclud-● Partnerships meet the requirements in Part I of the sched-
ing any extension of time, for filing the part-ule. The amount of this business profit or● Corporations
nership return.loss is then entered as an item of profit or

● S corporations Generally, a partner’s share of income,loss on your individual income tax return
gain, loss, deductions, or credits is deter-Form 1040.● Taxpayer identification numbers
mined by the partnership agreement.If you are a sole proprietor, you are prob-

However, the partnership agreement orably liable for self-employment tax (seeUseful Items
any modification of it will be disregarded ifchapter 32). Also, ordinarily you will have toYou may want to see:
the allocation to a partner under the agree-make estimated tax payments (see chapter
ment of income, gain, loss, deduction, or27).Publication
credit (or of any item in these categories)

□ 1635 Understanding Your EIN does not have substantial economic effect.Assets.  Each asset in your sole proprietor-
In any matter on which the partnershipship is treated separately for tax purposes,

Form (and Instructions) agreement, or any modification of it, is silent,rather than as part of one overall ownership
the provisions of local law are treated as partinterest. For example, a sole proprietor sell-□ SS–4 Application for Employer

Identification Number ing an entire business as a going concern of the agreement.
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Partnerships excluded.  If all the members Income tax return.  A corporation must file To make the election to become an S
an income tax return unless it has dissolved. corporation, a corporation, in addition toagree, some partnerships may choose to be
This applies even if it has ceased doing busi- other requirements, must not have morecompletely or partially excluded from being
ness and has disposed of all of its assets ex- than 35 shareholders. Also, each share-treated as partnerships, for federal income
cept for a small sum of cash retained to pay holder must consent to the election.tax purposes. The exclusion applies only to
state taxes to keep its corporate charter. A For more information on S corporations,certain unincorporated investing partner-
corporation may be required to file a return see chapter 30.ships and operating agreements where busi-
for any year following the year in which it hasness 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 theproperty, but not for selling services or prop- Taxpayer Identificationpayment of obligations in connection witherty produced or extracted. The members of
the termination of its business affairs.such an organization must be able to figure Number A corporation with no assets is not re-their income without having to figure partner-
quired to file an income tax return after it You generally use your social securityship taxable income.
stops doing business and dissolves. This is number as your taxpayer identification num-For more information on partnerships,
so even if it is treated as a corporation under ber. You must put this number on each ofsee chapter 28.
state law for limited purposes connected your individual income tax forms, such as
with winding up its affairs, such as suing or Form 1040 and its schedules.
being sued. Most corporations file Form However, every partnership, corporation
1120 or Form 1120–A. (including S corporations), and certain soleCorporations 

proprietors must have an employer identifi-
Corporate profits normally are taxed to the Forming a corporation.  Forming a corpo- cation number (EIN) to use as a taxpayer
corporation. When the profits are distributed ration involves a transfer of either money, identification number. Sole proprietors must
as dividends, the dividends are taxed to the property, or both, by the prospective share- have EINs if they:
shareholders. holders in exchange for capital stock in the 1) Pay wages to one or more employees,In figuring its taxable income, a corpora- corporation. ortion generally takes the same deductions as If money is exchanged for stock, no gain
a sole proprietorship. Corporations also are 2) Must file any pension or excise tax re-or loss is realized by the shareholder or the
entitled to special deductions that are dis- turns, including those for alcohol, to-corporation. The stock received by the
cussed in chapter 29. bacco, or firearms.shareholder has a basis equal to the amount

A corporation, for federal income tax pur- of money transferred to the corporation by
poses, includes associations, joint stock If you are required to have an EIN, in-the shareholder.
companies, insurance companies, and clude it along with your social security num-If property is exchanged for stock, it may
trusts and partnerships that actually operate ber on your Schedule C (Form 1040). If yoube a nontaxable exchange of property for
as associations or corporations. are not required to have an EIN, use your so-stock, as discussed in chapter 21. In other

cial security number as your business tax-cases, the shareholder who transfers the
payer identification number. Enter it on theOrganizations of professional people. property to the corporation will realize a tax-
appropriate line and leave line D blank.Organizations of doctors, lawyers, and other able gain or loss. Under certain circum-

stances, as explained under Sales and Ex-professional people organized under state
changes Between Related Parties in chapterprofessional association acts are generally Application for identification number.  To
22, any gain recognized which ordinarilyrecognized as corporations for federal in- apply for a social security number, you
would be a capital gain may have to become tax purposes. A professional service should use Form SS–5. If you are under 18
treated as an ordinary gain, and any lossorganization must be both organized and years of age, you must furnish evidence,
may be nondeductible.operated as a corporation to be classified along with this form, of age, identity, and U.S.

The gain or loss on a taxable exchangeas one. All of the states and the District of citizenship. If you are 18 or older, you must
is figured by comparing the adjusted basis of appear in person with this evidence at a So-Columbia have professional association
the property transferred with its fair market cial Security office. If you are an alien, youacts.
value at the time of the transfer to the corpo- must appear in person and bring your birth
ration. This may be a capital gain or loss. certificate and either your alien registrationUnincorporated organizations.  Organiza-
See chapter 22. card or your U.S. immigration form.tions that are unincorporated and have cer-

For more information on corporations, To apply for an EIN, use Form SS–4. Thistain corporate characteristics are classified
see chapter 29. form is available from IRS and Social Secur-as associations and are taxed as corpora-

ity Administration offices.tions. These organizations must have asso-
ciates and must be organized to carry on

Payments to others.  If you make paymentsbusiness and divide any gains from the busi- S Corporations that require an information return, you mustness. In addition, the organizations must
include the payee’s taxpayer identificationA qualifying corporation may choose to behave  a  major i ty  of  the  fo l low ing
number on the information return. See chap-generally exempt from federal income tax.characteristics:
ter 36.Its shareholders will then include in their in-1) Continuity of life,

To get the payee’s number, use Formcome their share of the corporation’s sepa-
2) Centralization of management, W–9. This form is available from the IRS. Arately stated items of income, deduction,

payee who does not provide you with anloss, and credit and their share of non-3) Limited liability, and
identification number may be subject toseparately stated income or loss. A corpora-

4) Free transferability of interests. backup withholding of 31% on the paymentst ion that  makes th is  choice is  an S
you make.corporation.

Other factors may also be significant in Although it generally will not be liable for Penalties.  A penalty of up to $50 per re-
classifying an organization as an associa- federal income tax, an S corporation may turn applies for each failure to comply by the
tion. An organization will be treated as an as- have to pay a tax on excess net passive in- required due date with certain specified in-
sociation if its characteristics more nearly re- vestment income, a tax on capital gains, a formation reporting requirements, up to a
semble a corporation than a partnership or tax on built-in gains, or the tax from recom- maximum of $100,000 for all such failures.
trust. The facts in each case determine puting a prior year’s investment credit. An S Most of these requirements concern furnish-
which characteristics are present. corporation files its return on Form 1120S. ing and including taxpayer identification
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numbers on returns, statements, and other 3) A partnership incorporates; 1) You purchase or inherit an existing busi-
documents. See chapter 36 for more infor- ness that you will operate as a sole pro-4) A partnership is taken over by one of the
mation on penalties. prietorship (You cannot use the EIN ofpartners and is operated as a sole pro-

the former owner, even if he or she isprietorship; or
New EIN.  You may need to get a new EIN if your spouse.);

5) A corporation changes to a partnershipeither the form or the ownership of your busi-
or to a sole proprietorship.ness changes. 2) You represent an estate that operates a

Change in organization.  A new EIN is business after the owner’s death; or
required for the following changes: Note. A corporation converting to an S

3) You terminate an old partnership andcorporation does not need a new EIN.1) A sole proprietorship incorporates;
begin a new one.

2) A sole proprietorship takes in partners Change in ownership.  A new EIN is re-
and operates as a partnership; quired for the following changes:
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Prepare your tax returns.  You need good 4) The amount of withholding tax collected
on each payment and the date it wasrecords to prepare your tax return. These
collected.records must support the income, expenses,2.

and credits you report. Generally, these are 5) If the taxable amount is less than the to-
the same records you use to monitor your tal payment, the reason why it is less.Books and business and prepare your f inancial

6) Copies of any statements furnished bystatements.
employees relating to nonresident alienRecords
status, residence in Puerto Rico or theSupport items reported on tax returns.
Virgin Islands, or residence or physical

You must keep your business records availa-
presence in a foreign country.

ble at all times for inspection by the IRS. IfTopics
7) The fair market value and date of eachthe IRS examines any of your tax returns,This chapter discusses:

payment of noncash compensationyou may be asked to explain the items re-
● Why you should keep records made to a retail commission salesper-ported. A complete set of records will speed

son, if no income tax was withheld.● What records to keep up the examination.
8) For accident or health plans, informa-● How long to keep records

tion about the amount of each payment.

9) The withholding allowance certificatesUseful Items Kinds of Records To
(Form W–4) filed by each employee.You may want to see: Keep 10) Any agreement between you and the
employee on Form W-4 for the volun-Publication Except in a few cases, the law does not re-
tary withholding of additional amountsquire any special kind of records. You may□ 463 Travel, Entertainment, and Gift of tax.choose any system suited to your businessExpenses

that clearly shows your income. 11) If necessary to figure tax liability, the
□ 583 Starting a Business and Keeping dates in each calendar quarter on whichThe business you are in affects the type

Records any employee worked for you, but not inof records you need to keep for federal tax
the course of your trade or business,□ 917 Business Use of a Car purposes. You should set up your books us-
and the amount paid for that work.ing an accounting method that clearly shows

your income for your tax year. See chapter 3. 12) Copies of statements given to you by
You must keep records to correctly figure If you are in more than one business, you employees reporting tips received in

your taxes. This chapter explains why you should keep a complete and separate set of their work, unless the information
must keep records, what kinds of records books for each business. shown on the statements appears in an-
you must keep, and how long you must keep Your books must show your gross in- other item on this list.
them for federal tax purposes. come, as well as your deductions and cred-

13) Requests by employees to have theirIf you are starting a new business, get its. In addition, you must keep supporting withheld tax figured on the basis of theirPublication 583. It has more details about documents. Purchases, sales, payroll, and individual cumulative wages, and anysetting up a recordkeeping system. other transactions you have in your business notice that the request was revoked.
will generate supporting documents such as

14) The Forms W–5, Earned Income Creditinvoices and receipts. These documents
Advance Payment Certificate, and thecontain the information you need to record inWhy Keep Records? amounts and dates of the advanceyour books.
payments.It is important to keep these documentsEveryone in business must keep records.

because they support the entries in yourGood records will help you do the following.
An employee’s earnings ledger, whichbooks and on your tax return. You should

you can buy at most office supply stores,keep them in an orderly fashion and in a safeMonitor the progress of your business. normally has space for the information re-place.You need good records to monitor the pro- quired in items (1) to (4).
gress of your business. Records can show Social security and Medicare taxes. Travel, transportation, entertainment,whether your business is improving, which You must also maintain the following infor-and gift expenses.  Special recordkeepingitems are selling, or what changes you need mation in your records on the social securityrules apply to these expenses. For more in-to make. Good records can increase the like- and Medicare taxes of your employees:formation, see Publication 463, Travel, En-lihood of business success.

1) The amount of each wage payment sub-tertainment, and Gift Expenses and Publica-
ject to social security tax.tion 917, Business Use of a Car.Prepare your financial statements.  You

2) The amount of each wage payment sub-need good records to prepare accurate fi-
Employment taxes.  The following is a list ject to Medicare tax.nancial statements. These include income
of the specific employment tax records you(profit and loss) statements and balance 3) The amount of social security and Medi-
must keep. For information on the employ-sheets. These statements can help you in care tax collected for each payment and
ment taxes you may have to pay, see chap-dealing with your bank or creditors. the date collected.
ter 33.

4) If the total wage payment and the taxa-Income tax withholding.  The specificIdentify source of receipts.  You will re- ble amount differ, the reason why theyrecords you must keep for income tax with-ceive money or property from many sources. do.holding are:Your records can identify the source of your
receipts. You need this information to sepa- 1) Each employee’s name, address, and Federal unemployment (FUTA) tax. 
rate business from nonbusiness receipts social security number. For FUTA tax purposes, you must maintain
and taxable from nontaxable income. records containing the following information:2) The total amount and date of each

wage payment and the period of time 1) The total amount paid to your employ-Keep track of deductible expenses.  You the payment covers. ees during the calendar year.may forget expenses when you prepare your
3) For each wage payment, the amounttax return unless you record them when they 2) The amount of compensation subject to

subject to withholding.occur. the unemployment tax, and, if it differs
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from the total compensation, why it 3) An account statement showing a credit provision of the Internal Revenue Code.
differs. card charge (an increase to the card- Generally, this means you must keep

holder’s loan balance) is accepted as records that support an item of income or
3) The amount you paid into the state un- proof if it shows the: deduction on a return until the period of limi-employment fund.

tations for that return runs out.
a) Amount charged,4) Any other information required to be The period of limitations is the period of

shown on Form 940 (or Form 940–EZ). time in which you can amend your return to
b) Payee’s name, and claim a credit or refund, or the IRS can as-

sess additional tax. The period of time inAssets. Assets are the property, such as
c) Date charged (transaction date). which you can amend your return to claim amachinery and furniture, that you own and

credit or refund is generally the later of:use in your business. You must keep records
to verify certain information about your busi-

These account statements must beness assets. You need records to figure the
highly legible and readable. 1) 3 years after the date your return is dueannual depreciation and the gain or loss

Proof of payment of an amount alone or filed, orwhen you sell the assets. Your records
does not establish that you are entitled to ashould show:
tax deduction. You should also keep other

● When and how you acquired the asset documents, such as credit card sales slips 2) 2 years after the date the tax is paid.
and invoices, discussed previously.

● Purchase price

● Cost of any improvements
Computerized system. There are com- Returns filed before the due date are treated

● Section 179 deduction taken puter software packages that you can use as filed on the due date.
for recordkeeping. They can be purchased in The IRS has 3 years from the date you● Deductions taken for depreciation many retail stores. These packages are very file your return to assess any additional tax. If
useful and relatively easy to use; they require● Deductions taken for casualty losses, you file a fraudulent return or no returns at
very little knowledge of bookkeeping andsuch as fires or storms all, the IRS has a longer period of time to as-
accounting. sess additional tax.● How you used the asset If you use a computerized system, you
must be able to produce legible records from

● When and how you disposed of the asset
the system to provide the information

● Selling price needed to determine your correct tax Employment taxes.  If you have employ-
liability. ees, you must keep all employment tax

● Expenses of sale You must also keep all machine-sensible records for at least 4 years after the date the
records and a complete description of the tax becomes due or is paid, whichever is

Examples of records that may show this computerized portion of your accounting later.
information include: system.  This documentation must be suffi-

ciently detailed to show the following:
● Purchase and sales invoices

Assets.  Keep records relating to property● Real estate closing statements 1) Applications being performed,
until the period of limitations expires for the

● Canceled checks year in which you dispose of the property in a2) Procedures used in each application,
taxable disposition. You must keep these

What if I don’t have a canceled check?  If records to figure any depreciation, amortiza-3) Controls used to ensure accurate and
you do not have a canceled check, you may tion, or depletion deduction, and to figurereliable processing, and
be able to prove payment with certain finan- your basis for computing gain or loss when
cial account statements prepared by finan- you sell or otherwise dispose of the property.4) Controls used to prevent the unautho-
cial institutions. These include account Generally, if you received property in arized addition, alteration, or deletion of
statements prepared for the financial institu- nontaxable exchange, your basis in thatretained records.
tion by a third party. The following is a list of property is the same as the basis of the prop-
acceptable account statements. erty you gave up. You must keep the records

See Revenue Procedure 91–59, printed in on the old property, as well as on the new1) An account statement showing a check
Cumulative Bulletin 1991–2 on page 841 for property, until the period of limitations ex-clearing is accepted as proof if it shows
more information. pires for the year in which you dispose of thethe:

new property in a taxable disposition.
a) Check number,

Microfilm.  Microfilm and microfiche repro-
b) Amount, ductions of general books of accounts, such

as cash books, journals, voucher registers, Tax returns.  Keep copies of your filed taxc) Payee’s name, and
and ledgers, are accepted for recordkeeping returns. They help in preparing future tax re-
purposes if they comply with Revenue Pro-d) Date the check amount was posted to turns and making computations if you later
cedure 81–46, printed in Cumulative Bulletinthe account by the financial file an amended return.
1981–2 on page 621.institution.

2) An account statement showing an elec-
tronic funds transfer is accepted as Records for nontax purposes.  When your
proof if it shows the:

records are no longer needed for tax pur-How Long To Keep
poses, do not discard them until you checka) Amount transferred,

Records to see if you have to keep them longer for
b) Payee’s name, and other purposes. For example, your insurance

company or creditors may require you toc) Date the transfer was posted to the You must keep your records as long as they
keep them longer than the IRS does. account by the financial institution. may be needed for the administration of any

Chapter 2 BOOKS AND RECORDS Page 9



If you do not regularly use an accounting must use the calendar year for federal unem-
method that clearly shows your income, your ployment tax. Employment taxes are dis-
income will be figured under the method cussed in chapter 33.3.
that, in the opinion of the IRS, clearly shows
your income.Accounting Short Tax Year

A short tax year is a tax year of less than 12TopicsPeriods and months. There are two situations that can re-This chapter discusses:
sult in a short tax year. The first occurs when

● Calendar tax yearsMethods you (as a taxable entity) are not in existence
● Fiscal tax years for an entire tax year. The second occurs

when you change your accounting period.● Short tax years
Each situation results in a different way of

● Accounting methods figuring tax for the short tax year.Introduction ● Cash method
Not in existence entire year.  A tax return isEvery taxpayer (business or individual) must ● Accrual method
required for the short period during whichfigure taxable income and file a tax return on

● Change in accounting method you were in existence. Requirements for fil-the basis of an annual accounting period.
ing the return and paying the tax generallyYour ‘‘tax year’’ is the annual accounting pe-

Useful Items are the same as if the return were for a fullriod you use for keeping your records and re-
You may want to see: tax year of 12 months that ended on the lastporting your income and expenses. The ac-

day of the short tax year.counting periods you can use are:
Publication Example.  Corporation X came into exis-

1) A calendar year, or tence on July 1, 1995. It elected the calendar□ 538 Accounting Periods and Methods
2) A fiscal year. year as its tax year. Corporation X must file

its return by March 15, 1996. The return cov-Form (and Instructions)
ers the period July 1, 1995, through Decem-You adopt a tax year when you file your first

□ 1128 Application To Adopt, Change,
ber 31, 1995.income tax return. You must adopt your first or Retain a Tax Year

tax year by the due date (not including exten-
□ 3115 Application for Change in Change in accounting period.  You must,sions) for filing a return for that year.

Accounting Method with certain exceptions, get approval fromThe due date for individual and partner-
the IRS to change your accounting period.ship returns is the 15th day of the 4th month
To get this approval, you must file a currentafter the end of the tax year. Individuals in-
Form 1128 and enclose a user fee. This formclude sole proprietors, partners, and S cor- Accounting Periods must be filed by the 15th day of the 2nd cal-poration shareholders. The due date for fil-
endar month after the close of the short taxYour regular accounting period is either aing  re tu rns  fo r  co rpora t ions  and  S
year. This short tax year begins on the firstcalendar tax year or a fiscal tax year.corporations is the 15th day of the 3rd month
day after the end of your present tax yearafter the end of the tax year. If the 15th day
and ends on the day before the first day ofof the month falls on a Saturday, Sunday, or Calendar Tax Year 
your new tax year.legal holiday, the due date is the next day If you adopt the calendar year for your an-

that is not a Saturday, Sunday, or legal Example.  You use a calendar tax yearnual accounting period, you must maintain
holiday. and, in 1996, you want to change to a fiscalyour books and records and report your in-

An accounting method is a set of rules year ending October 31. You must file Formcome and expenses for the period from Jan-
used to determine when and how income 1128 by December 16, 1996.uary 1 through December 31 of each year.
and expenses are reported. Your ‘‘account- If you change your accounting period,You must adopt the calendar tax year if:
ing method’’ includes not only the overall you figure your tax for the short tax year by

1) You do not keep adequate records,method of accounting you use, but also the placing your taxable income for the short pe-
accounting treatment you use for any mate- riod on an annual basis. This computation,2) You have no annual accounting period,
rial item. and other rules regarding a change in ac-or

You choose your accounting method counting period are explained in Publication3) Your present tax year does not qualify
when you file your first tax return. After that, 538.as a fiscal year.
if you want to change your accounting
method, you must first get consent from the Individuals 
IRS. See Change in Accounting Method,

Individuals generally use a calendar tax year.Fiscal Tax Yearlater.
If you filed your first return using the calendarA regular fiscal tax year is 12 consecutiveNo single accounting method is required
tax year, and you later begin business as amonths ending on the last day of any monthof all taxpayers. You must use a system that
sole proprietor, or become a partner, or be-except December. A 52–53 week year is aclearly shows your income and expenses
come a shareholder in an S corporation, youfiscal tax year that varies from 52 to 53and you must maintain records that will en-
must continue to use the calendar tax yearweeks.able you to file a correct return. In addition to
unless you get permission to change. YouIf you adopt a fiscal tax year, you mustyour permanent books of account, you must
must report your income from all sources, in-maintain your books and records and reportkeep any other records necessary to support
cluding your sole proprietorship, salaries,your income and expenses using the samethe entries on your books and tax returns.
partnership income, and dividends, using thetax year.You must use the same method from
same tax year.For more information on fiscal years in-year to year. Any accounting method that

cluding 52–53 week years, get Publicationshows the consistent use of generally ac-
Partnerships 538.cepted accounting principles for your trade

or business generally is considered to clearly A partnership must conform its tax year to its
show income. An accounting method clearly Note.  Employment taxes are figured on partners’ tax years, unless the partnership
shows income only if all items of gross in- a calendar year basis. You must use the cal- can establish a business purpose for a differ-
come and all expenses are treated the same endar quarter for withheld income tax and ent period or makes a section 444 election.
from year to year. social security and Medicare taxes. You A partnership is required to conform its tax
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year to its partners’ tax years in the following performing arts, or certain consulting ser- separate and distinct business if the method
way: vices, is considered to be the performance you use for each clearly shows your income.

of personal services. For example, if you operate a personal ser-1) If a majority interest (aggregate interest
For additional information about a per- vice business and a manufacturing business,of more than 50%) in partnership capital

sonal service corporation’s tax year, see you may use the cash method for the per-and profits is held by one partner, or by
Publication 538. sonal service business but you must use anmore than one partner with the same

accrual method for the accounting of thetax year, the partnership must adopt
manufac tur ing  bus iness ’  sa les  andthat tax year.
purchases.

2) If there are no partners who own a ma- Accounting Methods No business will be considered separate
jority interest, or if the majority interest and distinct if you do not keep a completeGenerally, you may figure your taxable in-partners do not have the same tax year, and separable set of books and records forcome under any of the following accountingthe partnership is required to change to that business.methods:the tax year of its principal partners. A

1) Cash method,principal partner is one who has a 5% or
Cash Methodmore interest in the profits or capital of 2) Accrual method,
The cash method of accounting is used bythe partnership.

3) Special methods of accounting for cer- most individuals and many small businesses3) If neither (1) nor (2) applies, the partner- tain items of income and expenses, and with no inventories. However, if inventoriesship is required to adopt a tax year that
4) Combination (hybrid) method using ele- are necessary in accounting for your income,results in the least aggregate deferral of

ments of two or more of the above. you must use an accrual method for yourincome to the partners.
sales and purchases. If you do not have to
keep inventories, you usually will use theThe cash and accrual methods of account-For more information about the required year
cash method. However, see Limits on Use ofing are explained later.for partnerships, establishing a business pur-
Cash Method, next.Special methods.  There are specialpose tax year, and a section 444 election,

methods of accounting for certain items ofsee Publication 538. For general information
income or expense such as: Limits on Use ofon partnerships, see chapter 28.

Depreciation, discussed in chapter 12, Cash Method 
The cash method, including any combinationAmortization and depletion, discussed inS Corporations 
of methods that includes the cash method,chapter 13,A small business corporation can elect to be
cannot be used by the following entities:an S corporation. All S corporations, regard- Deduction for bad debts, discussed in

less of when they became S corporations, 1) Corporations (other than Schapter 14, and
must use a calendar tax year, or any other corporations),Installment sales, discussed in chaptertax year for which the corporation estab-

2) Partnerships having a corporation24.lishes a business purpose or makes a sec-
(other than an S corporation) as a part-

tion 444 election. For information on estab-
ner, andCombination (hybrid) method.  Gener-lishing a business purpose tax year or a

ally, you may use any combination of cash, 3) Tax shelters.section 444 election, get Publication 538.
accrual, and special methods of accountingFor general information on S corporations,
if the combination clearly shows income andsee chapter 30. Exceptions.  An exception allows farming
you use it consistently. However, the follow- businesses with gross receipts of $25 million
ing restrictions apply: or less, qualified personal service corpora-Corporations 
1) If inventories are necessary to account tions, and entities with average annual grossA new corporation establishes its tax year for your income, you must use an ac- receipts of $5 million or less to use the cashwhen it files its first income tax return. It can crual method for purchases and sales. method. However, these exceptions do notuse either a calendar year or a fiscal year as You can use the cash method for all apply to tax shelters. For more general infor-its tax year. However, special rules exist that other items of income and expenses. mation, see Publication 538. For more infor-limit your tax year choice if you are a per- See Inventories, in the discussion of ex- mation on the farming exception, see chap-sonal service corporation, S corporation, penses under Accrual Method, later. ter 3 in Publication 225.member of an affiliated group filing a consoli-
2) If you use the cash method for figuringdated return, real estate mortgage invest-

Income your income, you must use the cashment conduit, foreign sales corporation, or
method for reporting your expenses. With the cash method, you include in yourdomestic international sales corporation.

gross income all items of income you actu-3) If you use an accrual method for report-
ally or constructively receive during the year.Personal Service Corporations ing your expenses, you must use an ac-
You must include property and services youcrual method for figuring your income.Personal service corporations must use a
receive in your income at their fair marketcalendar tax year unless they can establish a
value.Any combination that includes the cashbusiness purpose for a different period, or

method is treated as the cash method, sub-make a section 444 election. For this pur-
Constructive receipt.  You have construc-ject to the limitations applied to that method.pose, a personal service corporation gener-
tive receipt of income when an amount isally is a corporation in which the principal ac-
credited to your account or made availableBusiness and personal items.  You maytivity is the performance of personal services
to you without restriction. You do not need toaccount for business and personal itemsthat are substantially performed by em-
have possession of it. If you authorize some-under different accounting methods. For ex-ployee-owners. For information on establish-
one to be your agent and receive income forample, you may figure the income from youring a business purpose tax year or a section
you, you are treated as having received itbusiness under an accrual method even444 election, get Publication 538.
when your agent receives it.though you use the cash method to figure

personal items.Performance of personal services.  For Example 1.  You have interest credited
this purpose, any activity that involves the to your bank account in December 1995.
performance of services in the fields of Two or more businesses.  If you operate You must include it in your gross income for
health, veterinary services, law, engineering, more than one business, you generally may 1995 and not for 1996 when you withdraw it
architecture, accounting, actuarial science, use a different accounting method for each or enter it in your passbook.
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Example 2.  You have interest coupons Change in payment schedule for ser- purchases and sales. Inventories are dis-
vices.  If you contract to perform services for cussed in chapter 7.that mature and are payable in 1995, but you
a basic rate, you must include the basic ratedo not cash them until 1996. You must in-
in your income as it accrues. You must ac-clude them in income for 1995. You must in- Special Rules for Related
crue the basic rate even if, as a matter ofclude this matured interest in your gross in- Persons 
convenience, you agree to receive pay-come even though you later exchange the You cannot deduct business expenses and
ments at a lower rate until you complete yourcoupons for other property instead of cash- interest owed to a related cash basis person
services, at which time you will receive theing them. until you make the payment and the corre-
difference between the basic rate and theDelaying receipt of income.  You can- sponding amount is includible in the gross in-
amount actually paid to you.not hold checks or postpone taking posses- come of the related person. Determine the

sion of similar property from one tax year to relationship, for this rule, as of the end of the
Accounts receivable for services.  Youanother to avoid paying the tax on the in- tax year for which the expense or interest
may not have to accrue all of your accountscome. You must report the income in the would otherwise be deductible. If a deduc-
receivable if, based on your experience, youyear the property is made available to you tion is denied under this rule, the rule will
will not collect all of these accounts. This iswithout restriction. continue to apply even if your relationship
called the nonaccrual-experience method. with the person ends before the expenses or
See section 1.448–2T(b) of the Income Tax interest is includible in the gross income ofExpenses Regulations. that person.Usually, you must deduct expenses in the

tax year in which you actually pay them. Expenses Related persons.  For the purpose of apply-However, expenses you pay in advance can
ing this rule, the following are relatedYou deduct or capitalize business expensesbe deducted only in the year to which they
persons:when you become liable for them, whetherapply. In addition, if the uniform capitaliza-

or not you pay them in the same year. For 1) Members of the immediate family, in-tion rules apply (see chapter 7), you may
this purpose, liability occurs in the tax year in cluding only brothers and sisters (eitherhave to capitalize certain costs.
which you meet the all events test and the whole or half), husband and wife, an-

Example.  You are a calendar year tax- economic performance rule. cestors, and lineal descendants.
payer and you pay $1,000 for a business in-

2) Two corporations that are members ofsurance policy that is effective on July 1, All events test.  Before you can deduct or the same controlled group.1995, for a one-year period. You may deduct capitalize the expenses, all events must
$500 in 1995 and $500 in 1996. 3) The fiduciaries of two different trusts,have occurred that fix the fact of the liability

and the fiduciary and beneficiary of twoand you must be able to figure the amount
different trusts if the same person is thewith reasonable accuracy.Accrual Method
grantor of both trusts.

Under an accrual method of accounting, in- Economic performance rule.  Generally, 4) Certain educational and charitable orga-come generally is reported in the year you cannot deduct business expenses until nizations and a person (if an individual,
earned, and expenses are deducted or capi- economic performance occurs. If your ex- including the members of the individu-
talized in the year incurred. The purpose of pense is for property or services provided to al’s family) who, directly or indirectly,
an accrual method of accounting is to match you, or for use of property by you, economic controls the organization.
your income and your expenses in the cor- performance occurs as the property or ser- 5) An individual and a corporation of whichrect year. vices are provided or as the property is used. more than 50% of the value of the out-

If your expense is for property or services standing stock is owned, directly or indi-Income that you provide to others, economic per- rectly, by or for that individual.
formance occurs as you provide the propertyGenerally, all items of income are included in 6) A trust fiduciary and a corporation ofor services. An exception allows certain re-your gross income when you earn them, which more than 50% in value of thecurring expenses to be treated as incurredeven though you may receive payment in an- outstanding stock is owned, directly orduring a tax year even though economic per-other tax year. An income item is includible in indirectly, by or for the trust or by or forformance has not occurred.your gross income in the tax year in which all the grantor of the trust.

Example.  You are a calendar year tax-events that fix your right to receive the in-
7) The grantor and fiduciary, and the fiduci-payer and in December 1995 you buy officecome have happened, and you can figure

ary and beneficiary, of any trust.supplies. You received the supplies and arethe amount with reasonable accuracy.
billed for them in December, but you pay for 8) Any two S corporations if the same per-Example.  You are a calendar year ac-
the supplies in January 1996. You can de- sons own more than 50% in value of thecrual basis taxpayer. You sold a computer on
duct the expense in 1995 because all events outstanding stock of each corporation.December 28, 1995. You billed the customer
that fix the fact of liability have occurred, the 9) An S corporation and a corporation thatin the first week of January 1996, but you did
amount of the liability can be reasonably de- is not an S corporation if the same per-not receive payment until February 1996.
termined, and economic performance oc- sons own more than 50% in value of theYou must include the amount of the sale in curred in that year. outstanding stock of each corporation.your income for 1995 because you earned

Your office supplies may qualify as a re-the income in 1995. 10) A corporation and a partnership if thecurring expense. In that case, you may be
same persons own more than 50% inable to deduct the expense in 1995 even if

Advance income.  Special rules dealing value of the outstanding stock of theeconomic performance (delivery of the sup-
with an accrual method of accounting for ad- corporation and more than 50% of theplies to you) did not occur until 1996. See
vance payments to you are discussed in capital interest or profits or profits inter-Publication 538 for more information on the
chapter 6 under Prepaid Income. est in the partnership.economic performance requirement.

11) A personal service corporation and any
Estimating income.  When you include an employee-owner, regardless of theInventories.  Inventories are necessary to
amount in gross income on the basis of a amount of stock owned by the em-clearly show income when the production,
reasonable estimate, and you later deter- ployee-owner.purchase, or sale of merchandise is an in-
mine the exact amount, the difference, if come-producing factor. If inventories are
any, is taken into account in the tax year in necessary to show income correctly, only an Indirect ownership of stock. To decide
which the determination is made. accrual accounting method can be used for whether an individual directly or indirectly

Page 12 Chapter 3 ACCOUNTING PERIODS AND METHODS



owns any of the outstanding stock of a cor- Gains and losses.  Gains and losses on 1) A change from the cash method to an
poration, the following rules apply: sales or exchanges between related par- accrual method or vice versa (unless

ties are discussed in chapter 21. For infor- you must change to an accrual method1) Stock owned, directly or indirectly, by or
mation on losses from sales or exchanges of and you make the changefor a corporation, partnership, estate, or
property between partners and partnerships, automatically),trust is treated as being owned propor-
see chapter 28.tionately by or for its shareholders, part-

2) A change in the method or basis used toners, or beneficiaries.
value inventories, andChange in2) An individual is treated as owning the

stock owned, directly or indirectly, by or Accounting Method 3) A change in the method of figuring de-
for the individual’s family (as defined in

preciation (except certain changes toWhen you file your first return, you may, with-item (1) under Related persons).
the straight line method as explained inout consent from the IRS, choose any per-

3) Any individual owning (other than by ap- chapter 12).mitted accounting method. The method you
plying rule (2)) any stock in a corpora- choose must be used consistently from year
tion is treated as owning the stock to year and clearly show your income.
owned directly or indirectly by that indi- Automatic change to accrual method.  IfAfter your first return is filed, if you want
vidual’s partner, and you are required to change from the cashto change your accounting method, you

method to an accrual method, discussed4) Stock constructively owned by a person must first get consent from the IRS.
earlier under Limits on Use of Cash Method,under rule (1), shall, to apply rule (1), (2), The IRS will consider the need for con-
you are not required to have prior approvalor (3), be treated as actually owned by sistency in the accounting area against your
from the IRS to make this change.that person. But stock constructively reason for wanting to change your account-

Form 3115.  Although this change to anowned by an individual under rule (2) or ing method when the method from which you
(3) will not be treated as actually owned overall accrual method is considered auto-are changing clearly shows your income.
by the individual for applying either rule If you request a change in accounting matic, you must complete and file Form
(2) or (3) to make another person the method (such as from an improper to a 3115 by the due date (including extensions)
constructive owner of that stock. proper method), the absence of IRS consent for filing your income tax return. Attach Form

to the change does not prevent the IRS from 3115 with the applicable user fee to your in-
imposing any penalty or addition to tax, norReallocation of income and deductions. come tax return. For more information, see
diminish the amount of the penalty or the ad-Where it is necessary to clearly show income Publication 538. 
dition to tax.or to prevent evasion of taxes, the IRS may

reallocate gross income, deductions, cred- A change in your accounting method in-
Accounting change information.  For in-its, or allowances between two or more orga- cludes a change not only in your overall sys-
formation about the procedures to changenizations, trades, or businesses owned or tem of accounting but also in the treatment
your accounting method, see Publicationcontrolled directly or indirectly by the same of any material item. Some examples of
538.interests. changes that require consent are:

Chapter 3 ACCOUNTING PERIODS AND METHODS Page 13



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.   

7 for a discussion of the uniform capitaliza- of costs that can be deducted when you
tion rules that apply to property produced for have them after you open for business.
sale or purchased for resale. The costs of going into business are dis-4.

cussed later in this chapter.
Topics 3) Improvements. The costs of makingCapital
This chapter discusses: improvements to a business asset are

capital expenses if the improvements● Kinds of capital expensesExpenses
add to the value of the asset, apprecia-

● Business assets
bly lengthen the time you can use it, or

● Going into business adapt it to a different use. However, nor-
mal repair costs are deducted as busi-● Costs you can choose to deduct or
ness expenses and are not capitalized.capitalizeIntroduction
Ordinarily, you add the cost of the im-

You must capitalize (charge an expense to a provement to the basis of the improvedUseful Itemscapital asset account), rather than deduct, property. The cost of the improvementYou may want to see:some costs. These costs are considered a is recovered through annual deprecia-
part of your investment in your business and tion deductions. See chapter 12.Publicationare called ‘‘capital expenses.’’ There are, in Examples of improvements are new

□ 946 How To Depreciate Propertygeneral, three types of costs that must be electric wiring, a new roof, a new floor,
capitalized: new plumbing, bricking up windows to□ 535 Business Expenses

s t reng then  a  wa l l ,  and  l i gh t ing1) Going into business,
improvements.Form (and Instructions)2) Business assets, and

□ 6765 Credit for Increasing Research
3) Improvements. Restoration plan.  Capitalize the cost ofActivities

reconditioning, improving, or altering your
□ 3115 Application for Change inThese costs are discussed later. This chap- property as part of a general restoration plan

Accounting Methodter and the next discuss the treatment of to make it suitable for your business. This ap-
capital expenses. plies even if some of the work would by itself

be classified as repairs.
Cost of goods sold.  If your business manu- Kinds Of Capital
factures products or purchases them for re- Basis.  When you make a capital expense, it

Expenses sale, some of your costs are for the products becomes a part of your ‘‘basis.’’ Basis is a
you sell. You use these expenses to figure way of measuring your investment in an as-Generally, three kinds of costs must be
the cost of goods you sold during the year. set for tax purposes. It is used in manycapitalized:
Deduct these costs from your gross receipts ways—to figure gain or loss on a sale, to fig-

1) Business assets. What you spend forto figure your gross profit for the year. (You ure the amount of a casualty loss, to figure
any asset you will use in your businessmust maintain inventories to be able to de- depreciation deductions, etc.
for more than one year is a capital ex-termine your cost of goods sold.) If you use Your original basis in an asset is the
pense. There are many different kinds ofan expense to figure cost of goods sold, you amount you must spend to acquire it. But
business assets—for example, land,cannot deduct it again as a business ex- even if it does not cost you anything to ac-
buildings, machinery, trucks, books, fur-pense. See the chapters in Part 3 for more quire a business asset—for example, if you
niture, patents, and franchise rights.information on gross profit and the cost of inherit it or get it as a gift—you will still have a
You must capitalize the full cost of thegoods sold. See chapter 7 for a discussion of basis in the asset. While you own the asset,
asset, including freight and installationthe uniform capitalization rules that apply to various events may take place that will
charges. Business assets are discussedproperty produced for sale or purchased for change your basis in the property. Some
later in this chapter.resale. events, such as improvements or additions,

If you produce certain property for increase basis. Others, such as casualty
use in your trade or business, capitalize losses or depreciation deductions, decreaseBusiness expenses.  Most of the other op-
the production costs under the uniform basis.erating costs of your business can be de-
capitalization rules. See section 1.263A For more information on figuring basis,ducted from gross profit when figuring in-
of the Income Tax Regulations for infor- see chapter 5.come or loss for the year. These operating
mation on those rules.costs are known as business expenses.

Some of the business expenses that are de- 2) Going into business. The costs of get- Recovery.  Although you generally cannot
ductible are advertising, office supplies, in- ting started in business, before you ac- directly deduct a capital expense, you can
surance premiums, employee wages, utili- tually begin business operations, are often ‘‘recover’’ your cost (i.e., subtract it
ties, rent, and property taxes. See the capital expenses. This may include ex- from income) one part at a time over a num-
chapters in Part 4 for information on deduct- penses for such things as advertising, ber of years. This is done by deducting a per-
ing business expenses, including the limits travel, utilities, repairs, and employees’ centage of basis each year under one of the
on what can be deducted. Also, see chapter wages. These are often the same kind following methods:
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1) Depreciation. Depreciation is used to cost of maintaining a private road on your 3) Pay salaries or fees for executives, con-
sultants, and other professionalbusiness property is a deductible expense.recover capital expenses for most tangi-
services,ble business assets. Tools.  Unless the uniform capitalization

rules apply, amounts spent for tools used in 4) Begin to hire and train employees, or2) Amortization. Amortization is used to
your business are deductible expenses if therecover only certain kinds of capital ex- 5) Analyze available facilities, labor, sup-tools have a life expectancy of less than onepenses, such as some research costs, plies, etc.year.business start-up costs, and the cost of

Machinery.  Unless the uniform capitali-pollution control facilities. However, because your business has not yetzation rules apply, the cost of replacing
started active operations, you are not al-3) Depletion. Depletion is used to recover short-lived parts of a machine to keep it in
lowed to deduct these kinds of costs as ex-the cost of an economic interest in tim- good working condition and not to add to its
penses. These costs, start-up costs, must beber, minerals, and other natural life is a deductible expense.
amortized. To be amortizable, a start-up costresources. See section 1.263A of the Income Tax
must meet the following tests:Regulations for information on the uniform

You can choose to deduct in one tax year capitalization rules. 1) It must be a cost that you could deduct if
a limited amount of what you spend to ac- Heating equipment.  The cost of chang- it were paid or incurred to operate an ex-
quire certain tangible property for use in a ing from one heating system to another is a isting trade or business.
trade or business instead of treating this capital expense and not a deductible one. 2) It must be paid or incurred by you beforeamount as a capital expense. The maximum

you actually begin business operations.amount you can deduct is $17,500. See Sec-
tion 179 Deduction in chapter 12.

If you buy business assets.  The costsBusiness AssetsDepreciation is discussed in chapter 12.
connected with acquiring a business assetAmortization and depletion are covered in A business usually owns property that it become part of your basis in the asset. Forchapter 13. uses, directly or indirectly, to earn its income. example, a lawyer’s fee for negotiating aIf you do not completely recover a capital Property that is used in this way is a business lease becomes part of your basis in theexpense through depreciation, amortization, asset. Business assets are classified as tan- lease. The cost of a land survey for real es-or depletion, you can usually recover the bal- gible or intangible, real or personal. tate you plan to buy becomes a part of yourance when you sell or otherwise give up All the costs of getting a business asset basis in the property once you acquire it.ownership of your business assets. Basis is that is ordinarily used for more than one year If your attempt to acquire a business as-subtracted from the amount you realize on a are capital expenses. This includes the cost set is not successful, you can deduct, as asale to figure gain or loss (see chapter 21). of freight, installation, and testing. It also in- capital loss, the costs you had in the attempt.Basis is also the starting point for figuring cludes the costs of building an asset your- You can take this loss whether or not yougain or loss if a business asset is stolen or self. See chapter 5. eventually go into business.

destroyed (see chapter 25). If you abandon
the asset, you also use basis to figure your Tangible and intangible property.  A busi- If you go into business.  When you go intoloss. See Dispositions in Publication 946. ness asset may be tangible property—such business, treat all costs you had to get it

as a warehouse, lathe, desk, truck, or tool— started as capital expenses. They are part of
Replacements. Like the cost of improve- or it may be intangible property—such as a your basis in the business. You generally re-
ments, you may not deduct the cost of a re- trademark, customer list, franchise, promis- cover costs for particular assets through de-
placement that stops deterioration and adds sory note, or goodwill. Tangible property is preciation deductions. You generally cannot
to the life of your property. Capitalize and de- property that can be felt or touched. Its phys- recover other expenses until you sell or oth-
preciate it. ical features are what make it useful to you. erwise go out of business.

Treat amounts you pay to replace parts Intangible property is property that is not tan- However, you can choose to amortize
of a machine that only keep it in a normal op- gible. Documents that are merely represen- certain costs you have in setting up your bus-
erating condition like repairs. Deduct them tations of value (such as stock certificates) iness. These costs are deducted as ex-
as business expenses. However, if your or evidence of rights (such as patents) are penses in equal amounts over a period of 60
equipment has a major overhaul, capitalize intangible property. months or more. The costs you can amortize
and depreciate the expense. include:

Real and personal property.  Tangible bus-
1) Business start-up costs,Capital expenses or deductible ex- iness assets are further classified as either

penses.  To help you distinguish between 2) Organizational costs for a corporation,real or personal property. Real property is
capital expenses and deductible expenses, land and anything fixed to the land—for ex- 3) Organizational costs for a partnership,
several different items are discussed below. ample, fences, parking lots, buildings, or and

Business motor vehicles. You usually trees. Everything else is personal property—
4) The cost of acquiring a lease.capitalize the cost of a motor vehicle you buy for example, furniture, office equipment, ve-

to use in your business. You can recover its hicles, and supplies. Components of build-
See chapter 13 for more information on busi-cost  through annual  deduct ions for ings—such as air conditioning, plumbing,
ness start-up costs and organizational costsdepreciation. and furnaces—may be real or personal prop-
of a corporation or partnership. See chaptererty, depending on state law.There are dollar limits on the deprecia-
11 for more information on amortizing thetion you may claim each year for passenger
cost of a lease.automobiles used in your business. See

chapter 12. Going Into Business If you do not go into business.  If your at-Repairs you make to your business vehi-
tempt to go into business is not successful,cle are deductible expenses. However, When you get ready to go into business, you
the expenses you had in trying to establishamounts you pay to recondition and over- probably will have a number of different
yourself in business fall into two categories:haul business vehicles are capital expenses. costs. For example, you may:

Roads and driveways.  The cost of 1) The costs you had before making a de-1) Travel to line up customers andbuilding a private road on your business cision to acquire or begin a specific bus-suppliers,property and the cost of replacing a gravel iness. These costs are personal and
2) Conduct market surveys, or begin to ad-driveway with a concrete one are capital ex- nondeductible. They include any costs

vertise your business,penses you may be able to depreciate. The incurred in the course of a general
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search for, or a preliminary investigation NOTE.  For individuals, partners, benefi- business that are the experimental or labora-
of, a business or investment possibility. tory portion of research and developmentciaries, and S corporation shareholders, all

costs. This includes all costs incident to thethe costs listed above, except carrying2) The costs you had in your attempt to ac-
development or improvement of a product.charges and costs of removing architecturalquire or begin a specific business.
(See Product, later.) It also includes theand transportation barriers to disabled andThese costs are capital expenses and
costs of obtaining a patent (i.e., attorneys’elderly people, are adjustments or tax pref-can be deducted as a capital loss.
fees in making and perfecting a patenterence items. These items are subject to the
application).alternative minimum tax if they are deductedThe costs of any assets acquired during

Costs qualify as research or experimen-on your tax return.your unsuccessful attempt to go into busi-
tal costs depending on the nature of the ac-If you decide to deduct these items overness are a part of your basis in the assets.
tivity the costs relates to, rather than the na-an optional write-off period, they are notYou cannot take a deduction for these costs.
ture of the product or the improvement beingtreated as adjustments or tax preferenceYour costs in these assets will be recovered
developed or the level of technological ad-items. For more information, see Optionalwhen you dispose of them.
vancement represented.Write-Off for Certain Expenditures in the in-

Costs are the experimental or laboratorystructions for Form 6251.
portion of research and development costs if

Costs You Can Deduct they are for activities intended to discover in-Carrying charges. Carrying charges are the
formation that would eliminate uncertaintytaxes and interest you pay to carry or de-or Capitalize concerning the development or improve-velop real property or to carry, transport, and
ment of a product. Uncertainty exists if theThere are certain costs that you can choose install personal property. Certain carrying
information available to you does not estab-either to deduct or to capitalize. The choice charges must be capitalized under the uni-
lish the capability or method for developingyou make depends on when it is best for you form capitalization rules. (For more informa-
or improving the product or the appropriateto recover your costs. tion, see chapter 5.) In addition, you can
design of the product.If you deduct a cost as an expense, you choose to capitalize carrying charges not

Research and experimental costs do not‘‘recover’’ it in full by subtracting it from your subject to the uniform capitalization rules,
include expenses for:income. but only if they are otherwise deductible.

If you capitalize a cost, you may be able 1) Quality control testing,You can make a separate choice to capi-
to recover the cost through a section 179 de- talize carrying charges for each project you 2) Efficiency surveys,duction, a deduction for clean-fuel vehicles have and for each type of carrying charge.
or certain refueling property, or periodic de- 3) Management studies,For unimproved and unproductive real prop-
ductions for depreciation, amortization, or 4) Consumer surveys,erty, your choice is good for only one year.
depletion. You must make a new choice each year the 5) Advertising or promotions,For a discussion on the section 179 de-

property remains unimproved and unproduc-
duction and depreciation, see chapter 12; for 6) The acquisition of another’s patent,tive. For other property, your choice to capi-
a discussion on amortization and depletion, model, production or process, ortalize carrying charges remains in effect untilsee chapter 13; for a discussion on the de-

construction, development, or installation is 7) Research in connection with literary,duction for clean-fuel vehicles and certain
historical, or similar projects.completed (or, for personal property, therefueling property, see chapter 15 in Publica-

date you first use it, if later).tion 535.
Product. The term ‘‘product’’ includes:How to make the choice.  To make theOr you may recover the cost when you

choice to capitalize a carrying charge, write a 1) Any pilot model,sell the asset you bought and figure your
statement saying which charges you choosegain or loss. 2) Process,to capitalize. Attach it to your original tax re-See Publication 551, Basis of Assets for
turn for the year the choice is to be effective. 3) Formula,a discussion of the uniform capitalization

rules that apply to property produced for sale 4) Invention,
Research and experimental costs.  Theor use in a trade or business. 5) Technique,costs of research and experimentation areThe costs that you can choose to deduct
generally capital expenses. However, you 6) Patent, oror to capitalize include:
can choose to deduct these costs as current 7) Similar property.● Certain carrying charges on property (un- business expenses.

less the uniform capitalization rules apply),
The choice you make applies to all your  It also includes products used by you in your

● Research and experimental costs, research and experimental costs. You can- trade or business or held for sale, lease, or
not choose to deduct some of these ex-● ‘‘Intangible’’ drilling and development license.
penses and capitalize others.costs for oil, gas, and geothermal wells, How to make the choice.  To choose to

However, if you do not choose to deduct deduct research and experimental costs cur-● Exploration costs for new mineral
your research and experimental costs cur- rently, claim them as an expense deductiondeposits,
rently, you have other choices. You can on your income tax return for the year in● Mine development costs for a new mineral choose to treat them as deferred expenses which you first have them.deposit, and amortize them over a period of at least If you want to make this choice after the

● Costs of increasing the circulation of a 60 months, beginning with the month that first year, you must get the permission of the
newspaper or a periodical, and you first receive an economic benefit from Internal Revenue Service (IRS). File Form

the research. See Research and Experimen-● Costs of removing architectural and trans- 3115.
tal Costs in chapter 13. You can also chooseportation barriers to individuals with disa- Research credit.  You may qualify for a
to deduct them over the 10-year period be-bilities and the elderly. credit on some or all of your research and
ginning with the tax year they were paid or in- experimental costs no matter how you treat
curred. See Optional Write-Off for CertainThe decision to capitalize or to deduct them. You must reduce the amount you de-
Expenditures in the instructions for Formcosts belongs to the business entity, that is, duct or capitalize by the amount of the credit,
6251 and Internal Revenue Code Sectionthe sole proprietor, partnership, corporation, unless you choose to take a reduced credit.
59(e).estate, or trust. Individual partners, share- See the instructions for Form 6765.

Research and experimental costs de-holders, and beneficiaries do not make the The research credit does not apply to
fined.  Research and development costs arechoice themselves (except for exploration amounts paid or incurred after June 30,
reasonable costs you incur in your trade orcosts for a new mineral deposit). 1995.
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Caution: At the time this publication was through depletion as the mineral is removed in commercially marketable quantities. De-
being prepared for print, Congress was con- from the ground. However, you can choose velopment costs include those incurred by a
sidering legislation that would extend the re- to deduct the costs of exploration in the contractor on your behalf. They do not in-
search credit. For more information, see United States (except those for oil, gas, and clude costs for depreciable improvements.
Publication 553, Highlights of 1995 Tax geothermal wells) if you paid or incurred You can also choose to deduct your de-
Changes. them before the development stage began. velopment costs over the 10-year period, be-

For more information, see chapter 11 in Pub- ginning with the tax year they were paid or
lication 535. incurred.Drilling and development costs.  The

costs of developing oil, gas, or geothermal If you do not choose to deduct your ex- For more information on development
wells are ordinarily capital expenses. They ploration costs currently, you can choose to costs, see chapter 11 in Publication 535.
can usually be recovered through deprecia- deduct them over the 10-year period begin-
tion or depletion. However, you can choose ning with the tax year they were paid or in-
to deduct as current business expenses cer- curred. See Optional Write-Off for Certain Costs of removing barriers to the dis-tain drilling and development costs for wells Expenditures in the instructions for Form abled and the elderly.  The cost of an im-located in the United States in which you 6251. provement to a business asset is normally ahold an operating or working interest. For

capital expense. However, you can choosemore information, see chapter 11 in Publica-
to deduct your expenses for making a facilitytion 535.
or public transportation vehicle, owned orDevelopment costs. You can deduct costs
leased for use in connection with your tradepaid or incurred during the tax year for devel-Exploration costs.  If the costs of determin-
or business, more accessible and useable byoping a mine or any other natural depositing the existence, location, extent, or quality
those who are disabled or elderly. For more(other than an oil or gas well) located in theof any mineral deposit lead to the develop-
information, see chapter 11 in PublicationUnited States if the costs are paid or in-ment of a mine, they ordinarily are capital ex-
535.curred after the discovery of ores or mineralspenses. You can recover these costs
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that amount. Do not include that amount inTopics
the basis of the property.This chapter discusses:5.

● Cost basis
Settlement costs.  You can include in the

● Adjusted basis basis of property you purchase  the settle-Basis of Assets ment  fees and closing costs that are for buy-● Other basis
ing it.  You cannot include the fees  and costs
that are for getting a loan on the property.  (AUseful Items
fee is for buying property if you would haveYou may want to see:
had to pay it even if you bought the propertyIntroduction for cash.)Publication

Some of the settlement fees or closing
Basis is the amount of your investment in □ 378 Fuel Tax Credits and Refunds costs that  you can include in the basis of
property for tax purposes. Use the basis of your property are:□ 525 Taxable and Nontaxable Incomeproperty to figure gain or loss from the sale

1) Abstract fees (sometimes called ab-or other disposition of property. Also use it to □ 544 Sales and Other Dispositions
stract of title  fees),of Assetsfigure the deduction for depreciation, amorti-

zation, depletion, and casualty losses. 2) Charges for installing utility services,□ 551 Basis of Assets
This chapter is div ided into three

□ 908 Tax Information on Bankruptcy 3) Legal fees (including title search andsections:
preparing  the sales contract and deed),□ 917 Business Use of a Car

● Cost Basis,
4) Recording fees,

● Adjusted Basis, and Form (and Instructions)
5) Surveys,

□ 8594 Asset Acquisition Statement● Other Basis.
6) Transfer taxes,

7) Title insurance, andThe basis for inventories is discussed in
chapter 7. 8) Any amounts the seller owes that youCost Basis 

The basis of property you buy is its cost. agree to  pay, such as back taxes or in-
The basis of property you buy is usually itsIf you use the asset in a trade or business or terest, recording or  mortgage fees,
cost. The cost is the amount you pay in cashany other activity conducted for profit, capi- charges for improvements or repairs,
or in other property or debt obligations. Yourtalize (add to basis) many direct and indirect and sales commissions.
cost includes amounts you pay for:costs.

Your original basis in property is adjusted 1) Sales tax charged on the purchase,   You must reasonably allocate these fees or
(increased or decreased) for certain events. costs between land and improvements, such2) Freight charges to obtain the property,If you make improvements to the property, as buildings, to figure the basis for deprecia-

3) Installation and testing,increase your basis. If you take deductions tion of the improvements. Allocate the fees
for depreciation or casualty losses, reduce according to the fair market values of the4) Excise taxes,
your basis. land and improvements at the time of5) Legal and accounting fees (when theyYou cannot determine your basis in some purchase.must be capitalized),assets by cost. This includes property you Sett lement costs do not include

6) Revenue stamps,receive as a gift or inheritance. It also applies amounts placed in escrow for the future pay-
to property received in an involuntary ex- ment of items such as taxes and insurance.7) Recording fees, and
change and certain other circumstances. If Some settlement fees and closing costs

8) Real estate taxes (if assumed for theyou acquire property by inheritance, receive you cannot include in the basis of the prop-
seller).a gift of property, or have property trans- erty are:

ferred to you from a spouse or former
1) Fire insurance premiums.In addition, the basis of real estate and busi-spouse, see  Other Basis in Publication 551.

ness assets may include other items. 2) Rent for occupancy of the propertyIf you sell or exchange your property, fig-
before closing.ure your gain or loss on the transaction.

Loans with low or no interest.  If you buyCompare the amount realized from the sale 3) Charges for utilities or other services re-business or investment property on anyor exchange to the adjusted basis of the lating to occupancy of the propertytime-payment plan that charges little or noproperty you transferred. The amount real- before closing.interest, the basis of your property is yourized is the money you received plus the fair
stated purchase price less the amount con- 4) Fees for refinancing a mortgage.market value of any other property you re-
sidered to be unstated interest. You gener-ceived. For information on sales and ex- 5) Charges connected with getting a loan,ally have unstated interest if your interestchanges, see chapter 21. such as:rate is less than the applicable federal rate.To figure depreciation, use ‘‘unadjusted
See Unstated Interest in chapter 24. a) Points (discount points, loan origina-basis.’’ For information on depreciation, see

tion fees),chapter 12.
As a partner, you must know the basis of Real Property b) Mortgage insurance premiums,

your interest in the partnership to figure your If you buy real property, certain fees and c) Loan assumption fees,allowable deduction for partnership losses. other expenses you pay are part of your ba-
You also must know your basis if you dis- d) Cost of a credit report, andsis in the property.
pose of all or part of your interest in the part-

e) Fees for an appraisal required by a
nership. For information on partnerships, Real estate taxes.  If you buy real property lender.
see chapter 28. and agree to pay certain taxes the seller

6) Fees for refinancing a mortgage.If any of your debts were canceled by a owed on it, treat the taxes you pay as part of
creditor, or were discharged because you your basis. You cannot deduct them as taxes
became bankrupt, the basis of your assets paid.
might be affected. For more information, see If you reimburse the seller for taxes the Points. If you pay points to obtain a loan (in-
Publication 908. seller paid for you, you can usually deduct cluding a mortgage, second mortgage, line
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of credit, or a home equity loan), you gener- 4) Research and developmental expensesBusiness Assets 
ally must capitalize and amortize them rata- allowable as a deduction under section

If you purchase property to use in your busi-
bly over the term of the loan. Do not add the 174 of the Internal Revenue Code.

ness, your basis usually is its actual cost to
cost to the basis of the related property. 5) Costs for personal property acquired foryou. However, if you construct, build, or oth-Points on home mortgage.  Special resale if your (or your predecessor’s) av-erwise produce property, you may be subject
rules may apply to the amounts you and the erage annual gross receipts do not ex-to the uniform capitalization rules (discussed
seller pay as points when you obtain a mort- ceed $10 million.later) to determine the basis of the property.
gage to purchase your main home. If these

Example 1.  Dale White is an indepen-amounts meet certain requirements, you can
More information. For more information ondent contractor. He purchased a building fordeduct them in full as points for the year in
the uniform capitalization rules, see the reg-his business. He used it to store his con-which they are paid. If you deduct seller-paid
ulations under section 263A of the Internalstruction equipment. His basis in the buildingpoints, reduce your basis by that amount.
Revenue Code.is its cost to him.For more information, see Points in Publica-

Example 2.  Assume the same facts as int ion  936 ,  Home Mor tgage  In te res t
Example 1 except, instead of purchasing theDeduction. Intangible Assets
building, Dale had his employees construct Intangible assets include goodwill, patents,
the building. He must determine his basis in copyrights, trademarks, trade names, andAssumption of a mortgage.  If you buy
the building under the uniform capitalization franchises. The basis of an intangible assetproperty and assume an existing mortgage
rules. is usually its cost. If you acquire multiple as-on the property, your basis includes the

sets, for example a going business for aamount you pay for the property plus the
Uniform Capitalization Rules lump-sum, see Allocating the Basis, later, toamount to be paid on the mortgage you

figure the basis of the individual assets.The uniform capitalization rules specify theassume.
cos ts  you  add  to  bas is  in  ce r ta in

Example.  If you buy a building and make circumstances. Patents. The basis of a patent you get for
a down payment for $20,000 and assume a your invention is the cost of development,
mortgage of $80,000 on it, your basis is Who must use.  You must use the uniform such as research and experimental expendi-
$100,000. capitalization rules if you: tures, drawings, working models, and attor-

neys’ and governmental fees. If you deduct1) Produce real property or tangible per-
Constructing nonbusiness assets.  If you the research and experimental expendituressonal property for use in a trade or busi-
build nonbusiness property (i.e., a home), or as current business expenses, you cannotness or an activity engaged in for profit,
have assets built for you, the expenses you include them in the basis of the patent. The

2) Produce real property or tangible per-pay for this construction are part of your cost value of your time spent on an invention is
sonal property for sale to customers, orbasis. Some of these expenses include: not part of the basis.

3) Acquire property for resale.
1) Land, Copyrights. If you are an author, the basis

You produce property if you construct, build, of the copyright for your work usually will be2) Materials and supplies,
install, manufacture, develop, improve, cre- your cost of getting the copyright, plus copy-

3) Architect’s fees, ate, raise, or grow the property. Treat prop- right fees, attorneys’ fees, clerical assis-
erty produced for you under a contract as tance, and the cost of plates that remain in

4) Building permits, produced by you up to the amount you pay or your possession. Do not include in the basis
otherwise incur for the property. Tangible the value of your time as the author, or any5) Payments to contractors,
personal property includes films, sound re- other person’s time you did not pay for. 

6) Payments for rental equipment, and cordings, video tapes, books, art work, or
similar property. Franchises, trademarks, and trade7) Inspection fees. Under the uniform capitalization rules, names.  If you buy a franchise, trademark, or
you capitalize direct costs and an allocable trade name, the basis is its cost, unless you

In addition, if you own a business and use part of most indirect costs incurred due to can deduct your payments as a business
your employees, material, and equipment to production or resale activities. You must in- expense.
construct a nonbusiness asset, your basis clude certain expenses you have during the
would also include: year in the basis of property you produce or Allocating the Basis in your inventory costs, rather than deduct
1) Employee compensation paid for the If you buy multiple assets for a lump sum, al-them as a current expense. You will recover

construction work, locate the amount you pay to each of the as-these costs through depreciation, amortiza-
sets you receive. Make this allocation to fig-tion, or cost of goods sold when you use,2) Depreciation deductions on equipment
ure your basis for depreciation and gain orsell, or otherwise dispose of the property.you own while it is used in the
loss on a later disposition of any of these as-Any cost that you could not use to figureconstruction,
sets. See  Trade or business acquired, later.your taxable income for any tax year is not

3) Operating and maintenance costs for subject to the uniform capitalization rules. 
Group of assets acquired.  If you buy multi-equipment used in the construction, and
ple assets for a lump sum, you and the sellerExceptions.  The uniform capitalization

4) The cost of business supplies and may agree to a specific allocation of therules do not apply to certain property. This
materials consumed in the construction. purchase price to each asset in the salesincludes:

contract. If this allocation is based on the1) Property you produce that you do not
value of each asset, and the sale is an arm’s-Do not deduct these expenses which you use in your trade or business, or activity
length transaction, the allocation generallymust capitalize (include in the asset’s basis). conducted for profit.
will be accepted. However, see Trade orAlso, reduce your basis by any jobs credit,

2) Costs paid or incurred by an individual business acquired, next.Indian employment credit, or empowerment
(other than as an employee) or a quali-zone employment credit allowable on the
fied employee-owner of a corporationwages you pay in (1). Do not include the Trade or business acquired.  If you acquire
who is a writer, photographer, or artist.value of your own labor, or any other labor a group of assets that is a trade or business,

you did not pay for, in the basis of any prop- 3) Property you produce under a long-term allocate the purchase price to the various as-
erty you construct. contract. sets acquired.
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Make the allocation among the assets in Subdivided lots.  If you buy a tract of land Rehabilitation expenses also increase
and subdivide it, allocate the basis to the in- basis. However, you must subtract any reha-proportion to (but not in excess of) their fair
dividual lots based on the fair market value bilitation credit allowed for those expensesmarket value on the purchase date in the fol-
of each lot to the total price paid for the tract. before you add them to your basis. If youlowing order:
This allocation is necessary because you have to recapture any of the credit, increase

1) Cash, demand deposits, and similar must figure the gain or loss on the sale of your basis by the amount of the recapture.
accounts, each individual lot. As a result, you do not re- If you make additions or improvements to

cover your entire cost in the tract until you business property, keep separate accounts2) Certificates of deposit, U.S. Govern-
have sold all of the lots. for them. Also, depreciate the basis of eachment securities, readily marketable

Future development costs.  Certain according to the depreciation rules in effectstock or securities, and foreign
procedures explain how to get permission to when you place the addition or improvementcurrency,
add to the basis of each lot the estimated fu- in service. For more information, see chapter

3) All other assets except section 197 in- tu re  cos t  o f  qua l i f ied  deve lopment 12.
tangibles, and expenses. Some items added to the basis of prop-

For sales you made after December erty are:4) Section 197 intangibles.
31,1992, of lots on which development work 1) The cost of extending utility service
is not complete, see Revenue Procedure lines to the property,Agreement. If you and the seller agree in 92–29. However, if you received explicit con-

writing to allocate the consideration, or the 2) Legal fees, such as the cost of defend-sent from the IRS to use  Revenue Proce-
fair market value of any asset, the agree- ing and perfecting title,dure 75–25 (amplified in Revenue Procedure
ment is binding on both you and the seller 78–25), you can continue to use this revenue 3) Legal fees for obtaining a decrease inunless the IRS determines that the amounts procedure for sales of lots covered by the an assessment levied against propertyare not appropriate. consent, including sales occurring after De- to pay for local improvements,Reporting requirement. Both the buyer cember 31, 1992.

4) Zoning costs, andand seller of a trade or business must report Use of erroneous cost basis.  If you
to the IRS the allocation of the sales price made a mistake in figuring the cost basis of 5) The capitalized value of a redeemable
among section 197 intangibles and the other subdivided lots that you sold in previous ground rent.
business assets. Use Form 8594 to provide years, you cannot correct the mistake for
this information. The buyer and seller should years for which the statute of limitations has Assessments for local improvements.
each attach Form 8594 to their federal in- expired. Figure the cost basis of any remain- Add assessments for items such as streets
come tax returns for the year in which the ing lots by allocating the original cost basis and sidewalks, which increase the value of
sale occurred. of the entire tract among the original lots. the property assessed, to the basis of the

property. Do not deduct them as taxes. How-Example.  You bought a tract of land to
Land and buildings.  If you buy buildings ever, you can deduct assessments for main-which you assigned a cost of $15,000. You
and the land on which they stand for your tenance or repair or for meeting interestsubdivided the land into 15 building lots of
business and you pay a lump sum, allocate charges on the improvements as taxes.equal size and equitably divided your basis
the basis of the whole property among the so that each lot had a basis of $1,000. You
land and the buildings so you can figure the treated the sale of each lot as a separate Decreases to Basis depreciation allowable on the building. See transaction and figured gain or loss sepa-

Some items that reduce the basis of yourchapter 12. rately on each sale.
property are:Several years later you determine thatWhen you allocate the basis between

your original basis in the tract was $22,500land and buildings or among the lots, the 1) The section 179 deduction,
and not $15,000. You sold 8 lots usingamount used as the basis of each asset is 2) The deduction for clean-fuel vehicles$8,000 of basis in years for which the statutethe ratio of the fair market value of that asset and clean-fuel vehicle refuelingof limitations has expired. You now can taketo the fair market value of the whole property property,$1,500 of basis into account for figuring gainat the time you get it. If you are not certain of

3) Nontaxable corporate distributions,or loss only on the sale of each of the re-the fair market values of land and buildings,
maining 7 lots ($22,500 basis divided amongyou can allocate the basis among them 4) Deductions previously allowed (or al-
all 15 lots). You cannot refigure (to $1,500)based on their assessed values for real es- lowable) for amortization, depreciation,
the basis of the 8 lots sold in tax years barredtate tax purposes. and depletion,
by the statute of limitations.Demolition of building.  Add demolition

5) Exclusion from income of subsidies for
costs and other losses incurred for the dem- energy conservation measures,
olition of any building to the basis of the land

6) Credit for qualified electric vehicles,on which the demolished building was lo- Adjusted Basis 
cated. Do not claim it as a current deduction. 7) Gain from the sale of your old home on

Before figuring any gain or loss on a sale, ex-Modification of building.   A modifica- which tax was postponed,
change, or other disposition of property ortion of a building will not be treated  as a

8) Investment credit (part or all of credit)figuring allowable depreciation, depletion, ordemolition if:
taken,amortization, you must usually make certain

1) 75 percent or more of the existing exter- adjustments (increases and decreases) to 9) Casualty and theft losses,
nal walls of  the building are retained in the basis of the property. The result of these

10) Certain cancelled debt excluded fromplace as internal or external  walls, and adjustments to the basis is the adjusted
income,basis.2) 75 percent or more of the existing inter-

11) Rebates received from the manufac-nal structural  framework of the building
turer or seller,is retained in place. Increases to Basis 

12) Easements,Increase the basis of any property by all
If the building is a certified historic items properly added to a capital account. 13) Residential energy credit,

structure the modification must be part of  a This includes the cost of any improvements
14) Gas-guzzler tax, andcertified rehabilitation.   If these conditions having a useful life of more than one year

are met, add the costs of the  modifications and amounts spent after a casualty to re- 15) Tax credit or refund for buying a diesel-
to the basis of the building. store the damaged property. powered highway vehicle.
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In decreasing your basis for depreciation,Table 6-1. Examples of Increases and Decreases to Basis
take into account the amount deducted on
your tax returns as depreciation expense,Increases to Basis Decreases to Basis
and any depreciation you must capitalize

Capital improvements: Exclusion from income of subsidies for under the uniform capitalization rules.
Putting an addition on your home energy conservation measures
Replacing an entire roof Canceled Debt Excluded fromPaving your driveway Casualty or theft loss

Income  Installing central air conditioning
Rewiring your home Credit for qualified electric vehicles If a debt is canceled or forgiven, other than

as a gift or bequest, the debtor generally
Assessments for local improvements: Gain from the sale of your old home on must include the canceled amount in gross
Water connections which tax was postponed income for tax purposes. A debt includes any
Sidewalks indebtedness for which the debtor is liable or
Roads Section 179 deduction which attaches to property the debtor holds.

You can exclude your canceled debt
Casualty Losses: Deduction for clean-fuel vehicles and from income if the debt is:
Restoring damaged property clean-fuel vehicle refueling property

1) Canceled in a title 11 bankruptcy case
Legal fees: Depreciation or when you are insolvent,
Such as the cost of defending and

2) Qualified farm debt, orperfecting a title Nontaxable corporate distributions
3) Qualified real property business indebt-

Zoning costs edness (provided you are not a C
corporation).

  If you exclude canceled debt from income,Some of these decreases to basis are dis- vehicles or clean-fuel vehicle refueling prop-
you may have to reduce the basis of yourcussed next. erty, or both, you must decrease the basis of
property.the property by the amount of the deduction.

For more information on canceled debt inFor more information on these deductions,Section 179 deduction.  If you take the sec-
a bankruptcy case or during insolvency, seesee chapter 15 in Publication 535.tion 179 deduction for all or part of the cost
Publication 908. For more information onof business property, decrease the basis of
canceled debt that is qualified farm debt, seethe property by the deduction. For more in- Exclusion from income of subsidies for
chapter 4 in Publication 225.formation, see chapter 12. energy conservation measures.  If you re-

ceived a subsidy from a public utility com-
pany for the purchase or installation of anyCasualties and thefts. If you have a casu- Adjusted Basis Example 
energy conservation measure, you can ex-alty or theft loss, decrease the basis of your In January 1990, you paid $80,000 for real
clude it from income. Reduce the basis ofproperty by the amount of any insurance or property to be used as a factory. You also
the property on which you received the sub-other reimbursement you receive and by any paid commissions of $2,000 and title search
sidy by the excluded amount. For more infor-deductible loss not covered by insurance. and legal fees of $600. You allocated the to-
mation on this subsidy, see Publication 525.However, increase your basis for amounts tal cost of $82,600 between the land and the

you spend after a casualty to restore the building—$10,325 for the land and $72,275
damaged property. For more information, Gas-guzzler tax.  Decrease the basis in your for the building. Immediately, you spent
see chapter 25. car by the gas-guzzler (fuel economy) tax if $20,000 in remodeling the building before

you begin using the car within 1 year of the you placed it in service. You were allowed
date of its first sale for ultimate use. This ruleEasements. The amount you receive for depreciation of $14,526 for the years 1990
also applies to someone who later buys thegranting an easement is usually considered through 1994. In 1993 you had a casualty
car and begins using it not more than 1 yearto be from the sale of an interest in your real loss that was not covered by insurance of
after the original sale for ultimate use. If theproperty. It reduces the basis of the affected $5,000 on the building from a fire. This loss

part of the property. If the amount received is car is imported, the one-year period begins was claimed as a deduction. You spent
$5,500 to repair the fire damages. The ad-more than the basis of the part of the prop- on the date of entry or withdrawal of the car
justed basis of the building on January 1,erty affected by the easement, reduce your from the warehouse if that date is later than
1995, is figured as follows:basis to zero and treat the excess as a rec- the date of the first sale for ultimate use.

ognized gain.  See Easements in chapter 21.
Building Depreciation.  Decrease the basis of your

Original cost of building,Diesel-powered vehicle.  If you received an property by the amount of depreciation you
including fees andincome tax credit or refund for buying a die- could have deducted on your tax returns
commissions . . . . . . . . . . . . . . $72,275sel-powered highway vehicle, reduce your under the method of depreciation you se-

Adjustments to basis:basis in that vehicle by the credit or refund lected. If you took less depreciation than you
Add: . . . . . . . . . . . . . . . . . . . . . . . . . .allowable. For more information about this could have under the method you selected,

Improvements . . . . . . . . 20,000credit or refund, see Publication 378. decrease the basis by the amount you could
Repair of fire damage 5,500have taken under that method. If you did not

$97,775Credit for qualified electric vehicle.  If you take a depreciation deduction, then make
Subtract:claim the credit for qualified electric vehicles, adjustments to basis for depreciation you

Depreciation . . . . . . . . . . $14,526you must reduce the basis of the property on could have taken.
Casualty loss . . . . . . . . . 5,000 19,526which you claimed the credit. For more infor- If you deducted more depreciation than

mation on this credit, see chapter 15 in Publi- Adjusted basis on January 1, 1995 $78,249you should have, decrease your basis as fol-
cation 535. lows. Decrease it by an amount equal to the

depreciation you should have deducted as The basis of the land, $10,325, remains
Deduction for clean-fuel vehicles and well as by the part of the excess depreciation unchanged. It is not affected by any of the
clean-fuel vehicle refueling property.  If you deducted that actually reduced your tax above adjustments, which affect only the
you take either the deduction for clean-fuel liability for any year. basis of the building.
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Not similar or related property.  If you re- Exchange expenses. Exchange expenses
are generally the closing costs that you pay.ceive money or other property that is notOther Basis 
They include such items as brokerage com-similar or related in service or use to the old

There are many times when you cannot use missions, attorney fees, deed preparationproperty, and you buy new property that is
cost as basis. In these cases, the fair market fees, etc. Add them to the basis of the like-similar or related in service or use to the old
value or the adjusted basis of certain prop- kind property received.property, the basis of the new property is the
erty may be used. cost of the new property decreased by the

Property plus cash.  If you trade property inamount of gain that is not recognized on the
Fair market value (FMV). FMV is the price a nontaxable exchange and pay money, theexchange.
at which the property would change hands basis of the property you receive is the basisExample.  The state condemned your

of the property you exchanged increased bybetween a buyer and a seller, neither having property. The property had an adjusted basis
the money you paid.to buy or sell, and both having reasonable of $26,000, and the state paid you $31,000

knowledge of all necessary facts. Sales of Example.  You trade in a truck (adjustedfor it. You realized a gain of $5,000 ($31,000
similar property, on or about the same date, basis $3,000) for another truck (FMV–  $26,000). You bought new property that is
may be helpful in figuring the property’s $7,500) and pay $4,000. Your basis in thesimilar in use to the old property for $29,000.
FMV. new truck is $7,000 (the $3,000 basis of theYou recognize a gain of $2,000 ($31,000 –

old truck plus the $4,000 paid).$29,000), the unspent part of the payment
Property for services.  If you receive prop- from the state. The basis of the new property
erty for services, include the property’s FMV Special rules for related persons.  If a like-is figured as follows:
in income. The amount you include in in- kind exchange is made directly or indirectly

Cost of new property . . . . . . . . . . . . . . . . . . . $29,000come becomes your basis. If the services between related persons and either party
disposes of the property within 2 years afterwere performed for a price agreed on before Minus: Gain not recognized . . . . . . . . . . . . 3,000
the exchange, the exchange is disqualifiedhand, it will be accepted as the FMV of the Basis of the new property . . . . . . . . . . . . . . $26,000
from like-kind exchange treatment. Eachproperty if there is no evidence to the
person must report any gain or loss not rec-contrary.
ognized on the original exchange. Each per-Restricted property.  If you receive Allocating the basis.  If you buy more than son reports it on the tax return filed for theproperty for services and the property is sub- one piece of replacement property, allocate year in which the later disposition occurred.ject to certain restrictions, your basis in the your basis among the properties based on If this special rule applies, the basis in theproperty is its FMV when it becomes sub- their respective costs. property received in the original exchangestantially vested. Property becomes sub-

Example. If, in the previous example, the will be its fair market value.stantially vested when you can transfer it or it
state had condemned unimproved real prop- These rules generally do not apply to dis-is not subject to a substantial risk of forfei-
erty, and the new property you bought was positions due to:ture. For more information on restricted
improved real property with both land andproperty, see the discussion on Restricted 1) The death of either related person,
buildings, make an allocation. Take the newProperty Received for Services in Publica-

2) Involuntary conversions, orproperty’s $26,000 basis and allocate it be-tion 525.
tween land and buildings based on their 3) Exchanges whose main purpose is not
costs. the avoidance of federal income tax.Taxable exchanges.  A taxable exchange is

See chapter 25 for more information onan exchange on which the gain is taxable or
the involuntary exchange rules. Related persons.  Generally, relatedthe loss is deductible. If you receive property

persons are ancestors, lineal descendants,in exchange for other property in a taxable
brothers and sisters (whole or half), and aexchange, the basis of the property you re- Nontaxable Exchanges
spouse.ceive is usually its FMV at the time of the A nontaxable exchange is an exchange in For other ‘‘related persons’’ (i.e., two orexchange. which any gain is not taxed and any loss can- more corporations, an individual and a cor-

not be deducted. If you receive property in a poration, a grantor and fiduciary, etc.) see
nontaxable exchange, its basis is usually theInvoluntary Exchanges the rules relating to losses under Sales and
same as the basis of the property youIf you acquire property as a result of an invol- Exchanges Between Related Parties in
exchanged.untary exchange such as a casualty, theft, or chapter 22.

condemnation, you can figure the basis of
Like-Kind Exchanges  the replacement property using the basis of Exchange of businesses.  Exchanging the

the property exchanged. See chapter 25. assets of one business for the assets of an-The exchange of property for the same kind
other business is a multiple asset exchange.of property is the most common type of non-
For information on determining basis in aSimilar or related property.  If you receive taxable exchange.
multiple asset exchange, see Multiple Prop-property that is similar or related in service or To qualify as a like-kind exchange, both
erty Exchanges, in Publication 544.use to the property exchanged, the new the property you exchange and the property

property’s basis is the same as the old you receive must be held by you for business
Partially nontaxable exchange.  A partiallyproperty’s basis on the date of the exchange or investment purposes. There must be an
nontaxable exchange is an exchange inwith the following adjustments: exchange of like-kind property (depreciable
which you receive unlike property or moneytangible personal property may be like-class1) Decreased by—
in addition to like property. The basis of theproperty). For other requirements, see Like-

a) Any loss recognized on the ex- property you receive is the same as the basiskind exchanges, in chapter 21.
change, and of the old property with the followingThe basis of the property you receive is

adjustments:the same as the basis of property you gaveb) Any money received that was not
up.spent on similar property. 1) Decreased by—

Example.  You exchange real estate (ad- a) Any money you received, and2) Increased by—
justed basis $50,000, FMV $80,000) held for b) Any loss recognized on thea) Any gain recognized on the ex- investment for other real estate (FMV exchange.change, and $80,000) held for investment. Your basis in

2) Increased by—b) Any cost of acquiring replacement the new property is the same as the basis of
property. the old ($50,000). a) Any additional costs incurred, and
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b) Any gain recognized on the Use this adjusted basis only for depreciatingPartial Business Use of Property 
the new property. Do not use it to figure aexchange.

If you have property used partly for business gain or loss on the sale of the new property.
and partly for personal use, and you ex-
changed it in a nontaxable exchange forThe other party to the transaction who
property to be used wholly or partly in your Property changed to business or rentalassumes your liabilities (including a nonre-
business, the basis of the property you re- use.   When you hold property for personalcourse obligation), treats them as money
ceive is figured as if you exchanged two use and change it to business use or use it totransferred to you in the exchange.
properties. The first is an exchange of like- produce rent, you must figure the basis forAllocate the basis among the properties,
kind property. The second is personal use depreciation. An example of this would beother than money, you received in the ex-
property on which gain is recognized and renting out your former main home.change. In making this allocation, the basis
loss is not recognized. Basis for depreciation.  The basis forof the unlike property is its FMV on the date

First, figure your adjusted basis in the depreciation equals the lesser of:of the exchange. The remainder is the basis
property you transfer as if you transferred

of the like property. two separate properties. Figure the adjusted
1) The FMV of the property on the date ofbasis of each part of the property by taking

Example 1.  You exchange a truck (ad- the change, orinto account any adjustments to basis. De-
justed basis $6,000) for a new, smaller truck duct the depreciation you took or should
(FMV $5,200) and $1,000. You have a rec- have taken from the adjusted basis of the 2) Your adjusted basis on the date of the
ognized gain of $200 ($6,200 –  $6,000). business part. Then figure the amount real- change.
Your basis in the new truck is figured as ized for your property and properly allocate it
follows: to the business and nonbusiness portions of

the property you transferred. Example.  Several years ago you paid
In this case, you exchanged property per-

$60,000 to have your house built on a lot thatAdjusted basis of old truck . . . . . . . . . . . . . . . $6,000 mitted to be exchanged tax free. Recognize
cost you $10,000. Before changing the prop-Minus: Cash you received . . . . . . . . . . . . . . . . 1,000 any gain from the transaction on your per-
erty to rental use last year, you paid $20,000sonal-use property. The basis of the prop-$5,000
for permanent improvements to the houseerty acquired is the total basis of the proper-Plus: Gain recognized . . . . . . . . . . . . . . . . . . . . 200 and claimed a $2,000 casualty loss deduc-ties transferred, adjusted to the date of the

Basis of new truck $5,200 tion for damage to the house. Because landexchange, increased by the gain recognized
is not depreciable, you can only include theon the other property. You are deemed to
cost of the house when figuring the basis forhave received in exchange for your other
depreciation.Example 2.  You had an adjusted basis property an amount equal to its fair market

Your adjusted basis in the house whenof $15,000 in real estate you held for invest- value on the date of the exchange.
you change its use is $78,000 ($60,000 +ment. You exchange it for other real estate
$20,000 – $2,000). On the date of change,to be held for investment with a fair market

Listed property.  Special rules apply to your property has a FMV of $80,000, ofvalue of $12,500, a truck with a FMV of
listed property not used 100% in your busi- which $15,000 is for the land and $65,000$3,000, and $1,000. You have a gain of
ness. Listed property includes: for the house. The basis for depreciation on$1,500 ($16,500 –  $15,000) recognized on

the house is $65,000, the FMV at the date ofthe exchange. Your basis in the properties
Any automobile or other property used the change in use, because it is less thanyou received is:

for transportation, your adjusted basis ($78,000).
Sale of property.  If you later sell or dis-

Property used for entertainment, such asAdjusted basis of real estate transferred pose of the property, the basis of the prop-
photographic and video recording. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000 erty you use will depend on whether you are
equipment,Minus: Cash received . . . . . . . . . . . . . . . . . . . 1,000 figuring gain or loss.

$14,000 Gain.  The basis for gain is your adjustedCellular telephone or similar equipment,
Plus: Gain recognized . . . . . . . . . . . . . . . . . . 1,500 basis when you sell the property.and
Total basis of properties received $15,500

Example. Assume the same facts as inComputers and related peripheral equip-
the previous example, except that after be-ment not used exclusively at a regular
ing allowed depreciation deductions ofAllocate the total basis of $15,500 between business location.
$37,500 you sell the property at a gain. Yourthe truck and the real estate. The basis of
adjusted basis in this case would bethe truck is its FMV, $3,000, and the basis of

Under a special rule, when listed property $160,500 ($178,000+ $20,000 (land) –the real estate is the remainder, $12,500.
used less than 100% for business is traded $37,500).
for business property, your basis for depre- Loss.  Figure the basis for loss using the
ciating the newly acquired property must be smaller of your adjusted basis or the FMV atTrade-in or sale and purchase.  If a sale
adjusted. First, figure the adjusted basis of the time of the change.and purchase are a single transaction, you the old property. Add to this adjusted basis

cannot increase the basis of property for de- any additional amount paid for the new prop-
preciation by selling your old property out- Example. Assume the same facts as inerty. Finally, subtract from that total any re-
right to a dealer and then buying new prop- the previous example, except that after be-mainder of:
erty from the same dealer. If your sale of old ing allowed depreciation deductions of
property and purchase of new property are $37,500 you sell the property at a loss. Your1) The depreciation that would have been
dependent on each other, you are consid- adjusted basis in this case would be the FMVallowable if the old property had been
ered to have traded in your old property. ($180,000) because it is less than the ad-used 100% for business or investment
Treat the transaction as an exchange no justed basis ($198,000) on the date of thepurposes, over
matter how it is carried out. You cannot avoid change. That amount ($180,000) is reduced

by the depreciation deduction to arrive at athis trade-in rule by using a subsidiary in the 2) The depreciation allowed for the old
basis of $142,250 ($180,000– $37,500).transaction. property.
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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.   

you sell your product or services. Interest is year in which the units are credited to your
account.business income to a lending company.

The dollar value of units received for ser-Fees are business income to a professional6.
vices by an employee of the club, who canperson. Rents are business income to a per-
use the units in the same manner as otherson in the real estate business. DividendsBusiness members, must be included in the employ-generally are business income to a dealer in
ee’s gross income for the tax year in whichsecurities. All income received by a corpora-Income received and is wages for social security andtion is business income regardless of its
Medicare taxes (FICA), federal unemploy-source.
ment taxes (FUTA), and income tax with-Example.  You work full t ime as a
holding. See chapter 33.mechanical engineer for an aircraft manu-

Example 4.  You are a cash method tax-Introduction facturer. During your nonworking hours, you
payer. You join a barter club and agree toare an artist. The income you receive fromYou must report on your tax return any in- provide specific services to any member forthe sale of your paintings is businesscome you receive from your trade or busi- a specified number of hours. Each memberincome.ness or any other source unless it is ex- has access to a directory that lists the mem-

cluded by law. The income can be in the bers of the club and the services available.
form of cash, property, or services. Some Property or Services Members contact each other directly and
types of income are: request services to be performed. You are(Barter) 
1) Interest, dividends, rents, royalties. not required to provide services unless re-Bartering is an exchange of property or ser-

quested by another member, but you can2) Payment for services, including fees, vices. You must include in your income, at
use as many of the offered services as youcommissions, fringe benefits, and simi- the time received, the fair market value of
wish without paying a fee.lar items. property or services you receive in bartering.

You must include the fair market value ofIf you exchange services with another per-3) Gain from the sale or exchange of prop- any services you receive from club membersson and you both have agreed ahead of timeerty (see chapter 21). in your income when you receive them evenas to the value of the services, that value will
4) Income from the discharge of if you have not provided any services to clubbe accepted as the fair market value unless

indebtedness. members.the value can be shown to be otherwise.
5) Distributive shares of partnership gross Example 1.  You perform legal services Rents.  If you receive property or services asincome (see chapter 28). for a client, a small corporation. In payment a payment of rent, you must include the fair

for your services, you receive shares of market value of the property or services in
stock in the corporation. You must include your income.Topics the fair market value of the shares in income. Example.  You own an apartment build-This chapter discusses:

Example 2.  Both you and a house ing, and you received a work of art created
● Kinds of income painter are members of a barter club, an or- by an artist in return for the artist’s rent-free

ganization that each year gives its members● Items that are not income use of an apartment for 6 months. The fair
a directory of members and the services market value of the art work is included in● Accounting for your income
each member provides. Members get in your income, and the fair rental value of the

● Prepaid income touch with other members directly and bar- apartment is included in the artist’s gross
gain for the value of the services to be income.

Useful Items performed.
You may want to see: In return for accounting services you pro- Property as dividend.  If you receive prop-

vided for the house painter’s business, the erty in exchange for a dividend, include the
Publication house painter painted your home. The fair fair market value of the property in income.

market value of the services you received□ 225 Farmer’s Tax Guide
Information returns.  If you are involved infrom the house painter must be included in□ 525 Taxable and Nontaxable Income
a bartering transaction you may be requiredyour income, and the fair market value of

□ 550 Investment Income and to file information returns. See chapter 36 foryour accounting services must be included in
Expenses more details.the house painter’s income.

□ 908 Tax Information on Bankruptcy Example 3.  You are a member of a bar-
ter club that uses credit units to credit or□ 1212 List of Original Issue Discount Rental Income 
debit members’ accounts for goods or ser-Instruments The amount you get from the rental of any
vices provided or received. As soon as units property is included in your gross income.
are credited to a member’s account, the For rental property, gross income means
member can use them to buy goods or ser- gross receipts from rents.Kinds of Income vices or sell or transfer the units to other
members.This chapter primarily covers income from a Prepaid rent. Advance payments received

The value of credit units received musttrade or business (business income). Busi- under a lease that does not put any restric-
be included in your gross income for the taxness income is income you receive when tion on their use or enjoyment are income in
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the year they are received. This is true no is greater than the face value is called bond Canceled Debt 
matter what accounting method or period premium. Bond premium is included in the The following explains the general rule for in-
you use. corporation’s income, but not all of it is in- cluding canceled debt in income and the ex-

cluded in the year the bonds are issued. Part ceptions to the general rule.
Lease bonus.  A bonus that you receive of the premium is included in income in each
from a tenant for granting a lease is an addi- tax year during the term of the bonds. General Rule tion to the rent and included in your rental in- To figure how much to include for each Generally, if a debt you owe is canceled orcome in the year it is received. tax year, divide the number of months the forgiven, other than as a gift or bequest, you

bonds are outstanding during the year by the must include the canceled amount in yourLease cancellation payments.  Payments number of months from the date of issue to gross income for tax purposes. A debt in-that you receive from your tenant for cancel- the date of maturity. Then multiply this an- cludes any indebtedness for which you are li-ing a lease are reported in gross income in swer by the total bond premium, less any able or which attaches to property you hold.the year received. conversion feature. For purposes of deter- Example.  You obtained a mortgage loan
mining premium, other interest-bearing obli- on your home several years ago at a rela-Payments to third parties.  If your tenant
gations issued by corporations, such as de- tively low rate of interest. This year, in returnmakes payments to someone else under an
bentures, notes, and certificates, are treated for your paying off the loan early, the lendingagreement to pay your debts or obligations,
the same way. institution cancels part of the remaining prin-the payments are included in your rental in-

Original issue discount (OID).  If a bond cipal. You must include the amount canceledcome when the tenant makes the payments.
is issued for a lower price than the amount in gross income.A common example of this kind of income is
the issuer will pay when the bond matures,a tenant’s payment of the landlord’s prop-
the difference between the two amounts is Exceptions to General Rule  erty taxes on leased real property.
OID, which is the opposite of bond premium, The following discussion covers exceptions
just explained. You include bond premium inSettlement payments.  Payments received to the general rule for canceled debt.
income if you are the issuer of the bond. Youby the landlord in settlement of a tenant’s
include OID in income if you are the pur-obligation to restore the leased property to Deductible debt.  You do not realize income
chaser of the bond.its original condition are income in the from debt cancellation to the extent that pay-

amount that the payments exceed the ad- OID must be included in your gross in- ment of the debt would have given rise to a
justed basis of the leasehold improvements come as ordinary income even though the deduction.
destroyed, removed, or disconnected by the bond is a capital asset in your hands. How- Example.  You own a business and ob-
tenant. ever, if the OID is less than one-fourth of 1% tain accounting services on credit. Later,

of the stated redemption price at maturity when you are having trouble paying your
times the number of full years from original business debts (you are not bankrupt or in-Interest and Dividend
issue to maturity, the OID is considered to be solvent), your accountant forgives part of theIncome  

amount you owe for the accounting services.zero.
Interest and dividends may be considered How you treat the cancellation depends onOID on a note issued by a municipality is
business income. your method of accounting:considered tax-exempt interest if the note is

not an industrial development bond or arbi- 1) Cash method – You do not include theInterest.  Interest received on loans is busi- trage bond. However, any gain on the sale or debt cancellation in income becauseness income if you are in the business of
redemption of a municipal bond is not tax-ex- payment for the services would havelending money. In any business, interest re-
empt interest. See Publication 550. been deductible as a business expense.ceived on notes receivable that you have ac-

For corporate bonds issued before May 2) An accrual method – Your accountant’scepted in the ordinary course of business is
28, 1969, or for government bonds issued cancellation of the debt must be in-business income.
before July 2, 1982, you are not required to cluded in income. This is because,Discounted loans.  If you are in the loan
include the original issue discount in income under an accrual method of accounting,business, any payment you receive on a dis-
until the year the bond (or other evidence of the expense is deductible when the lia-counted loan usually includes both principal
indebtedness) is sold, exchanged, or bility is incurred, not when the debt isand interest. If you are a cash basis tax-
redeemed. paid.payer, part of the discount is interest income

If you hold a corporate bond or other evi-to you when you receive each payment. If
For information on the cash and accrualdence of indebtedness issued after May 27,you are an accrual method lender, the dis-

methods of accounting, see chapter 3.count is includible in income as it accrues 1969, you must include part of the OID in in-
over the term of the loan, or it is includible as come each tax year you own the bond. The

Price reduced after purchase.  If you oweyou receive the payments if you receive the rules for figuring how much discount to in-
a debt to the seller for property you pur-payments before they accrue. clude in income for a tax year are different
chased, and the seller reduces the amountUncollectible loans.  If a loan payable to for obligations issued after July 1, 1982, and
you owe, generally you do not have incomeyou becomes uncollectible during the tax obligations issued after December 31, 1984.
from the reduction. The part of the debt re-year, and you are on an accrual method of For information on how much OID to in-
duced is treated as a purchase price adjust-accounting, you must include in gross in- clude in income for a tax year, see Publica-
ment and reduces your basis in the property.come interest accrued up to the time the tion 1212.

loan became uncollectible. If the accrued in-
terest later becomes uncollectible, you may Qualified real property business indebt-

Dividends.  Generally, dividends are busi-be able to take a bad debt deduction. See edness.  You can elect to exclude (up to cer-
ness income to dealers in securities. Theychapter 14. tain limits) the discharge of qualified real
also are business income to partnershipsUnstated interest.  If little or no interest property business indebtedness. (A C corpo-
and corporations that have invested theiris charged on an installment sale, unstated ration cannot make this election.) If you
funds in stocks. To most people engaged ininterest is considered to be included in the make the election, you must reduce the ba-
business, however, dividends are nonbusi-payments received. See Unstated Interest in sis of your depreciable real property by the
ness income. If an individual holds stock aschapter 24. amount excluded. Make this reduction at the
a personal investment separately from theBond premium.  If a corporation issues beginning of your tax year following the tax
individual’s business activity, the dividendsbonds and gets more than the face value of year in which the discharge occurs. How-
from the stock are nonbusiness income.the bonds in return, the amount received that ever, if you dispose of the property before
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that time, you must reduce its basis immedi- income the unpaid interest it had deducted, sells the notes to a finance company, usually
ately before the disposition. but only up to the amount of the deductions for an amount lower than the face value of

Discharge of qualified real property that had lowered its tax in earlier tax years. the notes.
business indebtedness.  Qualified real The dealer and the finance company
property business indebtedness is indebted- often agree that a part of the price will beBankruptcy.  You can exclude a canceled
ness (other than qualified farm debt): held by the finance company in a dealer’sdebt from gross income if the cancellation

reserve or similar account until collectionstakes place in a bankruptcy case under title1) That was incurred or assumed in con-
are made or the reserve reaches a specified11 of the United States Code (the Bank-nection with real property used in a
total. Then the finance company pays orruptcy Code). However, you must reducetrade or business,
credits the amount in the reserve to theyour tax attributes (but not below zero) by

2) That was secured by such real property, dealer. Amounts held in the reserve are con-the amount excluded. See Publication 908
3) That was incurred or assumed: sidered income to the dealer.for more information.

Under an accrual method of accounting,a) Before January 1, 1993, or
the full amount of the discount price, not re-Insolvency.  You can exclude canceledb) If incurred or assumed on or after that duced by the reserve held by the financedebt from your gross income but only up todate, is to acquire, construct, or sub- company, is included in income when thethe amount by which you are insolvent. How-stantially improve such real property, notes are sold. This practice of discountingever, you must reduce your tax attributesand notes receivable is sometimes used by auto-(but not below zero) by the amount ex-

4) To which you elect to apply these rules. mobile dealers.cluded. See Publication 908 for information
Losses on worthless notes.  Losses onon insolvency.

Qualified real property business indebt- worthless notes that the finance company
edness includes refinancing of indebtedness can charge against the reserve have noQualified farm debt.  You can exclude (up
described in (3) above, but only to the extent bearing on the fact that taxable income hasto certain limits) from your gross income a
it does not exceed the indebtedness being been received by the dealer.cancellation or discharge of qualified farm
refinanced. debt if the debt is discharged by a qualified

The amount excluded cannot exceed Damages. You must include in gross incomeperson. See Cancellation of Debt in chapter
either: compensation you receive during the tax4 of Publication 225 for more information.

year as a result of:1) The excess (if any) of:
1) Patent infringement,a) The outstanding principal of qualified Other Income 

real property business indebtedness 2) Breach of contract or fiduciary duty, orThe following discussion includes other
(immediately before the discharge), types of business income you may receive. 3) Antitrust injury.minus

b) The fair market value (immediately Restricted property. If you receive re- Economic injury.  You may be entitled
before the discharge) of the business stricted stock or other property for services to a deduction against the income if it com-
real property that is security for the performed, the fair market value of the prop- pensates you for actual economic injury.
debt, reduced by the outstanding prin- erty in excess of your cost is included in your Your deduction is the smaller of:
cipal amount of any other qualified income when the restriction is lifted. How-

1) The amount you receive or accrue forreal property business indebtedness ever, you can elect to be taxed in the year
damages in the tax year reduced by thesecured by this property immediately you receive the property. For more informa-
amount you pay or incur in the tax yearbefore the discharge, or tion on including restricted property in in-
to recover that amount, orcome, see Publication 525.2) The total adjusted bases of depreciable

2) Your loss from the injury that you havereal property held by you immediately
not yet deducted.Capital gains.  Gains from the sale or ex-before the discharge. These adjusted

change of capital assets are included in yourbases are determined after any basis re-
Punitive damages. You must also in-gross income. Under certain conditions,duction due to a discharge in bank-

clude punitive damages in income.some business assets may be treated asruptcy, insolvency, or of qualified farm
capital assets when they are sold or ex-indebtedness. Depreciable real property

Kickbacks.  Any kickbacks that you receivechanged. See chapter 22.acquired in contemplation of the dis-
are included in your income. However, docharge is not taken into account.
not include them if you properly treat themFranchises, trademarks, trade names. 
as a reduction of a related expense item,Amounts you receive or accrue during yourElection.  To make this election, com-
cost of goods sold, or a capital expenditure.tax year that are based on the productivity,plete Form 982 and attach it to your income

use, or disposition of a franchise, trademark,tax return for the tax year in which the dis-
Recovery of items previously deducted. or trade name are generally includible incharge occurs. If you do not file the election
If you recover a bad debt, prior tax, or anygross income as ordinary income. Seewith the original return, you may be able to
item deducted in a previous year, include thechapter 22.make the election with an amended return or
recovery in your income. However, if all orclaim by showing reasonable cause for fail-
part of the deduction in earlier years did noture to file it with the original return. Promissory notes. Negotiable promissory
reduce your tax, you may not have to includenotes and other evidences of indebtedness,
all of the recovery. Exclude the part that didStockholder canceled debt.  If you, as a given to you by a responsible and solvent
not reduce your tax. If you exclude part of thestockholder, gratuitously cancel a debt owed maker are reported in gross income at their
recovery from income, you must include withto you by the corporation, the transaction is fair market value when they are received, if
your return a computation showing how yougenerally a contribution to the capital of the they are received as a part of your sales
figured the exclusion.corporation in the amount of the canceled price and you use the cash method of

principal portion of the debt, so no income is accounting. Example 1.  In 1995, the Maple Corpora-
realized by the corporation. Discounting notes receivable. The dis- tion had gross income of $8,000, a bad debt

However, a solvent, accrual method cor- counting of notes receivable is a common deduction of $300, and other allowable de-
poration may be required to report as income practice in some businesses. Many dealers ductions of $7,700. If, in a later year, the Ma-
any unpaid interest it previously deducted on receive the notes of customers as payment ple Corporation recovers all or part of the
its debt to you. In the year the debt is for- for articles sold. These notes are payable $300 bad debt, it must include the recovery
given, the corporation would include in gross over a fixed period of time. The dealer then in income in the year of recovery.
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Example 2.  Joe Smith, a sole proprietor, to be rendered by the corporation are in- your business, the use of inventories is usu-
had the same income and deductions as the cluded in the corporation’s gross income. ally required to clearly show your income.
Maple Corporation in the preceding exam- For example, to be entitled to receive Dealers in real estate are prohibited from us-
ple. He also had personal exemptions of service, subscribers to a television transmis- ing inventories. See chapter 7 for more infor-
$5,000. He would not pay income tax even if sion service must contribute a specified sum mation on inventories.
he did not deduct the bad debt. Therefore, toward the cost of constructing the facility for
he will not have to report as income any part supplying the television signal. They must Assignment of income.  All income you
of the $300 he may recover in any future also pay a monthly maintenance charge. earn is taxable to you. You cannot avoid the
year. The initial contribution is neither a gift nor a tax by having the income paid to a third

Depreciation, depletion, or amortiza- contribution to capital, but is part of the pay- party.
tion.  Amounts deducted for these items in a ments for services.

Example.  You rent out your property andprevious year are not amounts for which you
the rental agreement directs the tenant tocan claim no tax benefit was received. You Loans.  Money borrowed through a bona
pay the rent to your son. The amount paid tomust use any net operating loss carryovers fide loan is not income.
your son is gross income to you.and carrybacks and capital loss carryovers

(or carrybacks for a corporation) to figure Appreciation. Increases in value of your
Cash discounts. These are amounts thatwhether the previous deduction or credit ac- property are not income until you realize the
the seller permits you to deduct from the in-tually reduced your tax for any previous year. increases through a sale or other taxable
voice price for prompt payment. For incomedisposition.
tax purposes you can use either of two meth-Recapture of depreciation.  If your busi-
ods to account for cash discounts. You can:ness use of listed property falls to 50% or Leasehold improvements. If a tenant

less in a tax year after the tax year you erects buildings or makes improvements to 1) Deduct the cash discount from
placed the property in service, you may have your property, the increase in the value of purchases (see chapter 7), or
to include in income part of the depreciation the property that is due to the improvements 2) Credit the cash discount to a discountyou deducted in previous years. See Apply- is not income to you. However, if the facts in- income account.ing the Predominant Use Test in chapter 4 of dicate that the improvements are a payment
Publication 946. of rent to you, then the increase in value

You must use the method you selectIf you take a section 179 deduction for an would be income.
every year for all your purchase discounts.asset and before the end of the asset’s re-

If the second method is used, the creditcovery period it is not used predominantly in Exchange of property for like property.  If
balance in the account at the end of your taxbusiness, you must recapture part of the you exchange your business property or
year is business income. Under this method,section 179 deduction. You do this by includ- property you hold for investment solely for
the cost of goods sold is not reduced by theing in income part of the deduction you took. property of a like kind to be used in your busi-
cash discounts you received. When valuingSee When To Recapture the Deduction in ness or to be held for investment, no gain or
your closing inventory, you cannot reducechapter 12. loss is recognized. A common type of non-
the invoice price of merchandise on hand attaxable exchange is the trade-in of a busi-
the close of the tax year by the average orness automobile for another business auto-
est imated discounts received on themobile. See chapter 21.Items That merchandise.

Consignments. Consignments of merchan-Are Not Income 
Trade discounts.  These are reductionsdise to others to sell for you are not sales.

In some cases the receipt of property or from list or catalog prices and usually are notThe title of merchandise remains with you,
money is not income. written into the invoice or charged to the cus-the consignor, even after the consignee pos-

tomer. These discounts are not entered onsesses the merchandise. Therefore, if you
your books of account. Only the net amountIssuance of stock.  Issuing stock does not ship goods on consignment, you have no
is included for purchases. See Trade dis-produce income for a corporation regardless profit or loss until the merchandise has been
counts in chapter 7.of the amount for which the stock was is- sold by the consignee. Merchandise that you

sued. This also applies to the sale of trea- have shipped out on consignment is in-
sury stock. Constructive receipt.  Income is construc-cluded in your inventory until it is sold.

tively received when it is credited to your ac-Merchandise that you receive on con-
Contribution to capital. A contribution to count or set apart in a way that makes itsignment is never included in your inventory.
capital by an owner or stockholder of a busi- available to you. You do not need to haveYour profit or commission on merchandise
ness is not income to the business. For a physical possession of it. If you use the cashconsigned to you is included in your income
corporation, contributions to capital by non- method of accounting, report the income inwhen you sell the merchandise or when you
stockholders are not always included in the year it is constructively received. Seereceive your profit or commission, depend-
gross income. Contributions to capital or ing upon the method of accounting you use. chapter 3.
other payments to a corporation by persons Example.  Frances Jones, a service con-
who are not direct beneficiaries of a service tractor, was entitled to receive a $10,000
rendered or to be rendered by the corpora- payment on a contract in December 1995.Accounting fortion are not included in the corporation’s She was told in December that her payment
gross income. However, the basis of prop- was available. At her request, she was notYour Income 
erty contributed or property purchased with paid until January 1996. She must include
money contributed by nonshareholders Accounting for your income for income tax this payment in her 1995 income because it
must be adjusted. purposes differs at times from accounting for was constructively received in 1995.

For example, a contribution made to a financial purposes. This section discusses
Checks.  A valid check received beforecorporation by a chamber of commerce or some of the more common differences that

the close of the tax year is constructive re-civic organization to induce the corporation may affect business transactions.
ceipt of income in that year, even though youto locate in its area is not includible in the The income from your business is figured
do not cash or deposit the check until the fol-gross income of the corporation. on the basis of a tax year (see chapter 3) and
lowing year.Contributions to capital or other pay- according to your regular method of ac-

Example.  Dr. Redd received a check forments to a corporation by persons who are counting (see chapter 3). If the sale of a
$500 on December 31, 1995, from a patient.direct beneficiaries of a service rendered or product is an income-producing factor in
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This check was not deposited in her busi- Service agreements.  You may postpone that fail to function properly in television sets
ness account until January 2, 1996. This fee reporting income from advance payments that were sold by an unrelated party. You
must be included in her income for 1995. you receive for service agreements on prop- can include the payments in gross income as

Agents.  An agent is someone who en- erty you sell, lease, build, install, or con- you earn them over the period of the
gages in business transactions for you. In- struct. This includes agreements providing contract.
come is constructively received by you in the for incidental replacement of parts or materi- Example 3.  You own a dance studio. On
year your agent receives it. als. However, this applies only if you offer November 2, 1995, you received payment

Partnerships.  If you are a member of a the property without service agreements in for a one-year contract beginning on that
partnership, you are required to include in in- the normal course of business. date and providing for 48 one-hour lessons.
come your share of the partnership profits You gave eight lessons in 1995. Under this
whether or not they are distributed to you. Guarantees and warranties.  You generally method of including advance payments, you
For each tax year, include your share of the cannot postpone reporting as income must include one-sixth of the payment in in-
profits from the partnership’s tax year that amounts that you receive under guarantee come for 1995 and five-sixths of the pay-
ends during your tax year or that ends on the or warranty contracts. ment in 1996, even if you cannot give all the
same day that your tax year ends. lessons by the end of 1996.

Debts paid by another person or can- Prepaid rent or prepaid interest.  You can-
celed.  If your debts are paid by another per- not postpone reporting income from prepaid Advance Income from Sales son or are canceled by your creditors, you rent or for prepaid interest. Prepaid rent does

If you use an accrual method of accounting,may have to report part or all of this debt re- not include payments for use of rooms or
any advance payments you receive for fu-lief as income. If you receive income in this other space when significant services are
ture sales or other dispositions of goods areway, the income is constructively received also provided for the occupant. You provide
included in your income under special rules.by you when the debt is canceled or paid. significant services when you supply space
Under these rules, advance payments in-See Canceled Debt, earlier. in hotels, boarding houses, tourist homes,
clude those you receive under an agreementmotor courts, motels, or apartment houses
for future sales of goods you hold primarilythat furnish hotel services.Payment placed in escrow. If part or all of
for sale to your customers in the ordinarythe purchase price is placed in escrow by the
course of your trade or business. They alsobuyer, you do not include any part of it in Postponement not allowed.  Usually you
include payments received under agree-gross sales until it is actually or construc- may not postpone including in income ad-
ments for building, installing, or manufactur-tively received. However, upon completion vance payments for services if, under the
ing items if you do not complete the agree-of the terms of the contract and the escrow agreement:
ment in the tax year.agreement, you will have taxable income, 1) You are to perform any part of the ser- If the advance payments are for con-even if you do not accept the money until the vices after the end of the tax year imme- tracts involving both sale and service ofnext year. diately following the year you receive goods, it may be necessary to treat them as

the advance payments, or two agreements. An agreement also meansInsurance proceeds.  These are discussed
2) You are to perform any part of the ser- a gift certificate that can be redeemed forin chapters 17 and 25.

vices at any unspecified future date that goods. Amounts that are due and payable
may be after the end of the tax year im- are treated as received.Sales returns and allowances.  Credits you
mediately following the year you receiveallow customers for returned merchandise
the advance payment. Inclusion in income.  You may chooseand any other allowances you make on sales

when to report the advance payments in in-are deductions from gross sales in figuring
Any advance payment that you include in come. You may include them in income innet sales.

gross receipts on your tax return in the tax the tax year in which you receive them or
year you receive the payment cannot be less under an alternative method.Prepaid Income than the amount of the payment you include
as gross receipts in gross income for yourPrepaid income is generally included in your Alternative method.  Under an alternative
books and records and all your reports (in-gross income in the year that it is received. method, you generally include advance pay-
cluding consolidated financial statements) toHowever, the amount received is not income ments in income in the earlier tax year in
shareholders, partners, and other proprie-unless it is subject to your free and un- which:
tors or beneficiaries, and in reports you pre-restricted use. Prepaid income must be

1) You include the advance payments inpare for credit purposes.treated this way whether you use the cash or
gross receipts under the method of ac-If you want to change your method of re-an accrual method of accounting. But, if you
counting that you use for tax purposes,porting advance payments, you must first getuse an accrual method and meet the condi-
orconsent from the IRS. See chapter 3 for in-tions explained in Advance Income for Ser-

formation on how to apply for a change invices, next, you may be able to postpone in- 2) You include any part of the advance
your accounting method.cluding these amounts in income until the payments in income for any of your fi-

All of the following examples use the cal-year you earn them. nancial reports under the method of ac-
endar year as the tax year and an accrualIf you must repay any part or all of the counting used for those reports.
method of accounting.prepaid income in a later year, you can ordi-

narily deduct the repayment in the year you Your financial reports include your re-Example 1.  You manufacture, sell, and
make the repayment. See chapter 19. ports to shareholders, partners, benefi-service television sets. In 1995, you received

ciaries, other proprietors, for credit pur-payment for a one-year contingent service
poses, and for consolidated financialcontract on a television set you sold. YouAdvance Income for Services 
statements.may postpone including the part of the pay-If you use an accrual method of accounting

ment you did not earn in 1995 in income ifand, under an agreement, you receive ad- Example 1.  You are a retailer who uses
you offer the television sets for sale withoutvance payments for services to be per- an accrual method of accounting under
the contingent service contracts in the nor-formed by the end of the next tax year, you which you account for your sales of goods
mal course of your business.can make an election to postpone including when you ship the goods. You use this

the advance payments in income until you Example 2.  You are in the television re- method for both tax and reporting purposes.
earn them. However, you cannot postpone pair business. In 1995, you received pay- You must include advance payments you re-
including them beyond the year after the ments for one-year contracts under which ceive in gross receipts for tax purposes ei-
year you receive them. you agree to repair or replace certain parts ther in the tax year you receive the payments
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or in the tax year you ship the goods. How- end of the second tax year following the tax specified in the contract on hand to satisfy
ever, see Exception for inventory goods, year in which you received substantial pay- the contract. Since the advance payments
later. ments must be included in income for that you had received by the end of 1993 were

second year. Also at the end of this second more than the inventoriable costs you esti-Example 2.  You are a calendar year tax-
year you must deduct all actual or estimated mated you would have, the payments arepayer who makes household furniture. You
costs of goods necessary to satisfy the substantial advance payments.use an accrual method of accounting. Under
contract. Include all payments you receive by theyour method of accounting, you accrue in-

Any difference between the estimated end of 1995, the second tax year followingcome for your financial reports when you
and the actual costs in fulfilling the contract the tax year in which you receive substantialship the furniture. For tax purposes, you do
must be taken into account when the goods advance payments in income for 1995. Younot accrue income until the furniture has
are delivered. After the second tax year, any must include $40,000 in sales for 1995, andbeen delivered and accepted.
more advance payments received on this you must include in your cost of goods soldIn 1995, you received an advance pay-
contract are reported in income in the year the cost of the goods (or similar goods) onment of $8,000 from a customer for an order
received because no further deferral is al- hand or, if no such goods are on hand, theof furniture to be made for a total price of
lowable on this contract. estimated inventoriable costs necessary to$20,000. You shipped the furniture to your

Substantial advance payments.  Under satisfy the contract.customer in December 1995, but it was not
an agreement for a future sale, you have Because no further deferral is allowabledelivered and accepted until January 1996.
substantial advance payments if, by the end for the contract, you must include in yourYou must include the entire $8,000 ad-
of a tax year, the total advance payments re- gross income for each remaining year of thevance payment in your gross income for
ceived during that year and preceding tax contract the advance payment you receive1995. You include the remaining $12,000 of
years are equal to or more than the total that year. Any difference between the esti-the contract price in your gross income for
costs and expenditures reasonably esti- mated costs and the costs you actually have1996.
mated to be includible in inventory because in satisfying the contract is taken into ac-Exception for inventory goods.  If you
of the agreement. count in 1998, when you deliver the goods.receive advance payments under an agree-

Information schedule.  If you use thisment for the sale of goods that are properly Example.  You are a calendar year, ac-
alternative method of treating advance pay-included in your inventory or under an agree- crual method taxpayer who accounts for ad-
ments for future sales of goods, you must at-ment, such as a gift certificate, that can be vance payments under the alternative
tach to your income tax return for each taxsatisfied with goods or a type of goods that method. In 1992, you entered into a contract
year a statement that shows:cannot be identified in the year of receipt, for the sale of goods that are properly includ-

you may be able to postpone including the ible in your inventory. The total contract price 1) Total advance payments you received
advance payments in income in the year of is $50,000 and you estimate that your total in the current tax year,
receipt. The postponement period for these inventoriable costs for the goods will be 2) Total advance payments you received
advance payments may extend only until the $25,000. You receive the following advance in earlier tax years that you have not in-
end of the second tax year following the year payments under the contract: cluded in income before the current tax
in which you received substantial advance year, and1992 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,500payments (discussed later) and met the fol-

1993 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000 3) Total payments you received in earlierlowing conditions:
1994 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 7,500 tax years that you have included in in-

1) You must account for advance pay- 1995 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000 come for the current tax year.
ments under the alternative method, as 1996 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000
discussed earlier, 1997 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000 To change to the alternative method, you

2) You must have received substantial ad- must first get consent from the IRS. SeeTotal contract price $50,000
vance payments, discussed later, on the chapter 3 for more information on changing
agreement, and your accounting method.Your customer asked you to deliver the

goods in 1998. In your 1993 closing inven-3) You must have on hand or available to
tory, you had enough of the type of goodsyou, through your normal source of sup-

ply in the year of receipt, enough sub-
stantially similar goods to satisfy the
agreement.

If you meet these conditions at the end of
a tax year, all advance payments (not in-
cluded in income under your accrual ac-
counting method) that you receive by the
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under your accounting method. If such a de-
duction is taken, then those costs and ex-Figuring Cost
penses that are incurred in the year of the7.
contribution are not treated as resulting in aof Goods Sold 
basis for the 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 theSold
counting. In 1995 you contributed propertycost of obtaining or producing the inventory.
from inventory to a church. It had a fair mar-From this total, subtract your inventory at the
ket value of $600. The closing inventory atend of the year. The remainder represents
the end of 1994 properly included $400 ofthe cost of goods sold during the tax period.
costs due to the acquisition of the property,It should not include selling expenses or anyIntroduction
and in 1994, you properly deducted $50 ofother expenses that are not required to be

If you make or buy goods to sell, you are enti- administrative and other expenses attributa-included in inventory.
tled to deduct the cost of goods sold on your ble to the property as business expense. TheThe following computation of the cost of
tax return. You deduct these costs from your amount of the charitable contribution al-goods sold is keyed by numbers to a discus-
gross receipts. However, to determine these lowed for 1995 is $400 ($600 –  $200). Thesion below of each i tem used in the
costs, you must maintain inventories. $200 is the amount that would be ordinary in-computation.

come if the contributed inventory had beenManufacturers, wholesalers, retailers,
1. Inventory at beginning of sold at fair market value on the date of theand every other business that makes, buys,

year . . . . . . . . . . . . . . . . . . . . . $30,700 gift. The cost of goods sold to be used in de-or sells goods to produce income, must de-
Minus: Cost of termining gross income for 1995 may not in-termine the value of inventory at the begin-
merchandise clude the $400. That amount is removedning and the end of each tax year. Invento-
contributed to charitable from opening inventory for that year.ries include goods held for sale in the normal
organizations during thecourse of business as well as raw materials Example 2.  If, in Example 1, the contrib-
year . . . . . . . . . . . . . . . . . . . . . 400 $ 30,300and supplies that will physically become a uted property had been acquired in 1995 at a

part of merchandise intended for sale. Add: cost of $400, the $400 cost of the property
You must take physical inventories at 2. Merchandise (or raw would be included in figuring the cost of

reasonable intervals and the book figure for materials) purchased goods sold for 1995, and the $50 of adminis-
inventory must be adjusted to agree with the during the year . . . . . . . . . $60,000 trative and other expenses attributable to
actual inventory. 3. Labor . . . . . . . . . . . . . . . . . . . 20,000 the property would be allowed as a deduc-

The inventory methods described in this tion for that year. You would not be allowed4. Materials and supplies 4,000
chapter apply to sole proprietorships, part- any further deduction for the contributed5. Other costs . . . . . . . . . . . . . 6,000 90,000
nerships, and corporations. property.

6. Cost of goods in
inventory . . . . . . . . . . . . . . . $120,300Accrual accounting method required.  If 2. Merchandise or Raw Materials Pur-Subtract:you must account for inventories in your bus- chased.  For manufacturers or producers,

7. Inventory at end of year 35,000iness, you must use an accrual method of this includes the cost of all raw materials or
Result:accounting for your purchases and sales. parts purchased for manufacture into a fin-
8. Cost of goods sold . . . . . $ 85,300See chapter 3. ished product. For merchants, it includes all

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 the1. Inventory at Beginning of Year.  For a
tors, lawyers, carpenters, and painters, usu- actual prices you pay for them are calledmanufacturer or producer, the beginning in-
ally are not required to use inventories. Their trade discounts. The prices you pay (not theventory includes the total cost of raw materi-
gross business income usually is the same stated prices) must be used in figuring yourals, work in process, finished goods, and
as their gross receipts, and most of them use cost of purchases. Do not show the discountmaterials and supplies used in manufactur-
the cash method of accounting. However, if amount separately as an item in grossing the goods. For merchants, it consists of

income.they also sell or charge for the materials and merchandise held for sale, discussed in In-
supplies that are normally used in their busi- ventories in Publication 538. A dealer must record the cost of an arti-
nesses or professions, they must use cle in inventory reduced by the amount of aOpening inventory usually will be identi-
inventories. manufacturer’s rebate that represents acal with the closing inventory of the year

trade discount.before. Any difference must be explained in
a schedule attached to the return. Cash discounts.  Cash discounts areTopics

amounts your suppliers let you deduct fromDonation of inventory.  If you donateThis chapter discusses:
your purchase invoices for prompt pay-any inventory item to a charitable organiza-

● Figuring cost of goods sold 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● Inventories
them to a separate discount account or de-the amount that would be ordinary income if

● Uniform capitalization rules
duct them from total purchases for the year.you had sold the item at its fair market value
Whichever method you use, you must beon the date of the gift.

Useful Items consistent. If you want to change yourCosts and expenses for the contributed
You may want to see: method of figuring inventory cost, you mustproperty that were incurred in earlier years

get consent from the IRS. See Publicationmust be removed from opening inventory.
Publication 538.They are not a part of cost of goods sold for

If you credit cash discounts to a separatefiguring gross income for the year of the con-□ 538 Accounting Periods and Methods
account, you must include this credit bal-tribution. Costs and expenses for the con-
ance in your business income at the end oftributed property that were incurred in theForm (and Instructions)
the tax year. If you use this method, do notyear of the contribution are deductible as

□ 970 Application To Use LIFO reduce your cost of goods sold by the cashpart of cost of goods sold for that year, if this
Inventory Method discounts.treatment of costs and expenses is proper
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Purchase returns and allowances.  All Freight-in. Freight-in, express-in, and The rules discussed here only apply if
returns and allowances must be deducted cartage-in on raw materials, supplies that they do not conflict with the uniform capitali-
from your total purchases during the year. are used in production, and merchandise zation rules under the Internal Revenue

Merchandise withdrawn from sale.  If that is purchased for sale are all part of cost Code section 263A.
you withdraw merchandise for your personal of goods sold.
or family use, you must exclude this cost Overhead expenses. Overhead ex- Items included in inventory.  Inventories
from the total amount of merchandise you penses include such expenses as rent, heat, include all your finished or partly finished
bought for sale. You do this by crediting the light, power, insurance, depreciation, taxes, goods and raw materials and supplies that
purchases or sales account with the cost of maintenance, labor, and supervision. The will become a part of the merchandise you
merchandise you withdraw for personal use. overhead expenses you have as direct and intend to sell.
The amount should be charged to your draw- necessary expenses of the manufacturing Merchandise.  You include merchandise
ing account. You should keep a separate ac- operation are included in your cost of goods in your inventory only if you have title to it.
count of all goods you withdraw for personal sold. 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-
3. Labor.  Labor costs usually are an ele- total of items 1 through 5 represents the cost ical possession of it for some other reason.
ment of cost of goods sold only in a manu- of the goods available for sale during the Your inventory also includes:
facturing or mining business. Small mer- year.

1) Goods under contract for sale that youchandising concerns usually do not have
have not yet segregated and applied tolabor costs that can properly be charged to 7. Inventory at End of Year.  The value of

cost of goods sold. However, see Uniform the contract,your closing inventory (including, as appro-
Capitalization Rules, later. In a manufactur- priate, the allocable parts of the cost of raw 2) Goods out on consignment (see Con-ing business, labor costs that are properly al- materials and supplies, direct labor, and signments in chapter 6), andlocable to the cost of goods sold include overhead expenses) is subtracted from the
both the direct and indirect labor used in 3) Goods that are in display rooms, mer-amount in item 6.
fabricating the raw material into a finished, chandise mart rooms, or booths that are
salable product. located away from your place of8. Cost of Goods Sold.  When your closing

Direct labor.  Direct labor costs are the business.inventory is subtracted from the cost of
wages paid to those employees who spend goods in inventory, the remainder is your
all 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 product
part 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 to
part of their wages can be determined. tration in chapter 8. the goods passes to the customer, whether

Indirect labor.  Indirect labor costs are or not billed, depending upon the method
the 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 your
any immediate or direct connection with Inventories inventory.
making the salable product, but that is a nec- Containers. You include containers inInventories are necessary to clearly show in-essary part of the manufacturing process.

your inventory if title to them has not passedcome when the production, purchase, orOther labor.  Other labor costs that are
to the buyer of the contents. Containers in-sale of merchandise is an income-producingnot properly chargeable to the cost of goods
clude such items as kegs, bottles, andfactor in your business.sold may be deducted as selling or adminis-
cases, whether or not on hand and whetherThe most common kinds of inventoriestrative expenses. Generally, if the uniform
or not returnable. If title has passed to aare:capitalization rules do not apply, the only
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 Con-2) Raw materials,or indirect labor costs, and certain other
tainers in chapter 12.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 passes5) Supplies that physically become a partCosts.
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.The value of inventories at the beginning andsupplies, such as hardware and chemicals,

end of each tax year is required to determineused in manufacturing goods are charged to
Items excluded from inventory.  Excludetaxable income. To determine the value ofcost of goods sold. Those that are not used
from your inventory all goods you have sold,your inventory, you need a method for iden-in the manufacturing process are treated as
but be sure that the title to them has passedtifying the items in your inventory and adeferred charges, deductible as a business
to the buyer. Also exclude goods in your pos-method for valuing these items.expense when used. For additional informa-
session that are consigned to you and goodsInventory valuation rules cannot be thetion, see  Business expenses in chapter 4.
you ordered for future delivery if you do notsame for all kinds of businesses. The
yet have title to them. See Consignments inmethod you use must conform to generally5. Other Costs.  Examples of other costs in-
chapter 6.accepted accounting practices used for simi-curred in a manufacturing or mining process

lar businesses, and it must clearly show in- Other assets.  Other assets such asthat are chargeable to your cost of goods
come. To clearly show income, you must land, buildings, and equipment used in yoursold are as follows.
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
certain capitalized costs. These rules are ex- sale by a real estate dealer in the ordinarysold. If they are not an integral part of the
plained later under Uniform Capitalization course of business is not included inmanufactured product, their costs are ship-
Rules. inventory.ping or selling expenses.

Chapter 7 COST OF GOODS SOLD Page 31



annual gross receipts of $5 million or less for the cost method, the value of your closingCost Identification 
the 3 preceding tax years. For information on inventory would be $950.

There are three methods of identifying items this method, see section 474 of the Internal Market value. Under ordinary circum-
in inventory—specific identification, first-in Revenue Code. 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 your

inventory. This price is based on the volumeValuing InventorySpecific identification method.  The spe- of merchandise you usually buy. For exam-
Since valuing the items in your inventory is acific identification method is used to identify ple, if you buy items in small lots at $10 an
major factor in figuring your taxable income,the cost of each inventoried item by match- item and a competitor buys identical items in
the method you use to value your inventorying the item with its cost of acquisition in ad- larger lots at $8.50 an item, your usual mar-
is very important. The two common methodsdition to other allocable costs, such as labor ket price is higher than your competitor’s.
to value non-LIFO inventory are the costand transportation. The lower of cost or market rule applies
method and the lower of cost or marketIf there is no specific identification of to goods purchased and on hand, and to ba-
method.items with their costs, you must make an as- sic elements of cost (direct materials, direct

For a new business not using LIFO, yousumption to decide which items were sold labor, and an allocable share of indirect
may select either method to value your in-and which remain in inventory. Make this costs) of goods in process of manufacture
ventory. You must use the same method toidentification by either the FIFO method, or and finished goods on hand. It does not ap-
value your entire inventory, and you may notthe LIFO method. ply to goods on hand or in process of manu-
change to another method without consent facture for delivery at fixed prices on a firm
from the IRS.FIFO and LIFO methods.  The FIFO sales contract (that is, not legally subject to

method assumes that the items you pur- cancellation by either you or the buyer).
Cost method.  To properly value your inven-chased or produced first are the first items These goods must be inventoried at cost.
tory at cost, you must include all direct andyou sold, consumed, or otherwise disposed Lower than market.  When, in the regu-
indirect costs that are associated with it. Ap-of. lar course of business, you have offered
ply the following rules:The items in inventory at the end of the merchandise for sale at prices lower than

tax year are valued as the items most re- market, the inventory may be valued at these1) For merchandise on hand at the begin-
cently purchased or produced. If there is in- prices, less the direct costs of disposition.ning of the tax year, cost means the in-
termingling of the same type of goods in your Figure these prices from the actual sales forventory price of the goods.
inventory so that they cannot be identified a reasonable period before and after the2) For merchandise purchased during thewith specific invoices, you must use the FIFO date of your inventory. Prices significantlyyear, cost means the invoice price lessmethod to value these items, unless you different from the actual prices determinedappropriate discounts plus transporta-elect to use the LIFO method. are not acceptable as reflecting the market.tion or other charges you incur in acquir-The LIFO method assumes that the No market exists.  If no market exists, oring the goods. In addition, see Uniformitems of inventory that you purchased or pro- if quotations are given without reference toCapitalization Rules, later, for any addi-duced last are sold or removed from inven- actual conditions because of an inactivetional cost that may have to be includedtory first. Items included in your closing in- market, you must use whatever evidence ofin the inventoriable cost of goodsventory are considered to be, first, those a fair market price is available, at the datespurchased.from the opening inventory in order of acqui- nearest your inventory date. This evidence

3) For merchandise produced during thesition and, second, those items acquired in could include specific purchases or sales
year, cost means all direct and indirectthe tax year. you or others made in reasonable volume
costs that must be capitalized under theThe FIFO method and the LIFO method and in good faith, or compensation paid for
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 ofincluded in those inventories. In times of in- Unsalable goods. Unsalable goods are

your inventory by trade discounts for volumeflation when prices are rising, LIFO will pro- goods in your inventory that you cannot sell
purchases. You may choose whether to de-duce a larger cost of goods sold and a lower at normal prices or in the usual way because
duct cash discounts for prompt payment, butclosing inventory. Under FIFO, the cost of of damage, imperfections, shop wear,
you must treat them the same way from yeargoods sold will be lower and the closing in- changes of style, odd or broken lots, or other
to year. If you do not deduct the cash dis-ventory will be higher. However, in times of similar causes, including secondhand goods
counts from your inventory costs, you mustfalling prices, LIFO will generally produce a taken in exchange. You value these goods at
include them in your business income.smaller cost of goods sold and may produce selling prices minus direct costs of disposi-

a higher closing inventory. Under FIFO the tion, no matter what method you use to value
reverse will be true. Lower of cost or market method.  Lower the rest of your inventory. If these goods

of cost or market means that you compareAdopting LIFO method.  To adopt the consist of raw materials or partly finished
the market value of each item on hand at theLIFO method, you must file Form 970, or a goods held for use or consumption, they are
inventory date with its cost and use the lowerstatement that has all the information re- valued on a reasonable basis, considering
value as its inventory value. If at the end ofquired in Form 970. You must file the form the usability and condition of the goods. Do
your tax year you had the following items on(or the statement) with your timely filed tax not value them for less than scrap value.
hand, the value of your closing inventoryreturn for the year in which you first use
would be $600.LIFO. Perpetual or book inventories. You may

You may qualify for an automatic exten- figure the cost of goods on hand by perpet-
Whichever sion of 12 months to make this election; see ual or book inventories if you use sound ac-

Cost Market is lower ItemsRevenue Procedure 92–85 for  more counting practices. Inventory accounts,
R . . . . . . . . . . . . . . . . . . . . $300 $500 $300information. however, are charged with the actual cost of
S . . . . . . . . . . . . . . . . . . . . 200 100 100There are very complex rules involved in goods purchased or produced, and credited
T . . . . . . . . . . . . . . . . . . . . 450 200 200using the LIFO method that are not dis- with the value of goods used, transferred, or
Totals $950 $800 $600cussed in this publication. For more informa- sold. Credits are figured on the basis of the

tion, see the regulations under section 472 actual cost of goods acquired during the
of the Internal Revenue Code. year and the inventory value at the beginningIf you use this method, you must value each

An eligible small business may elect the of the year.item in the inventory. You may not value the
simplified dollar-value LIFO method. An entire inventory at cost ($950) and at market Physical inventories.  You must take
eligible small business is one with average ($800) and use the lower figure. If you use physical inventories at reasonable intervals
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and the book figure for inventory must be ad- portion of most indirect costs that benefit or connected with a trade or business or
justed to agree with the actual inventory. an activity conducted for profit;are incurred because of production or resale

activities. This means that certain expenses
3) Research and experimental expendi-Practices not approved.  The following are you have during the year are included in the

tures deductible under section 174;some of the inventory practices that are not basis of property you produce or in your in-
recognized for tax purposes: ventory costs, rather than claimed as a cur-

4) Intangible drilling and developmentrent deduction. You will recover these costs1) Deducting a reserve for price changes
costs of oil and gas or geothermal wells,through depreciation, amortization, or costor an estimated amount for depreciation
or any amortization deduction allowableof goods sold when you use, sell, or other-in the value of your inventory,
under Internal Revenue Code sectionwise dispose of the property.2) Taking work in process or other parts of 59(e) for intangible drilling, develop-You are subject to the uniform capitaliza-your inventory at a nominal price or less ment, or mining explorationtion rules if, in the course of a trade or busi-than its full value, expenditures;ness or an activity carried on for profit, you:

3) Omitting part of your stock on hand,
5) Property you produce under a long-term1) Produce real or tangible personal prop-4) Using a constant price or nominal value

contract, except for certain home con-erty for use in the business activity,for so-called normal quantity of materi-
struction contracts described in Internalals or goods in stock, 2) Produce real or tangible personal prop- Revenue Code section 460(e)(1);

erty for sale to customers, or5) Including stock in transit, shipped either
to or by you, the title to which you do not 6) Timber and certain ornamental trees3) Acquire property for resale. However,
hold, you raise, harvest, or grow, and the un-this rule does not apply to personal

derlying land;6) Separating indirect production costs property if your average annual gross
into fixed and variable production cost receipts for the preceding 3 tax years

7) Qualified creative expenses you incurclassifications and then allocating only are not more than $10 million.
as a free-lance writer, photographer, orthe variable costs to cost of goods pro-
artist;duced while treating fixed costs as pe- You produce property if you construct, build,

riod costs that are currently deductible install, manufacture, develop, improve, cre- 8) Costs allocable to natural gas acquired(the direct cost method), or ate, raise, or grow the property. Property pro- for resale, to the extent these costs
7) Treating all or almost all indirect produc- duced for you under a contract is treated as would otherwise be allocable to ‘‘cush-

tion costs (whether fixed or variable) as produced by you to the extent that you make ion gas’’ stored underground;
period costs that are currently deducti- payments or otherwise incur costs for the
ble (the prime cost method). property. 9) Property produced if substantial con-

Tangible personal property includes struction occurred before March 1,
Gains and losses.  If items included in in- films, sound recordings, video tapes, books, 1986;
ventory are damaged by a fire or other casu- artwork, photographs, or similar property.
alty, or are stolen, a casualty or theft loss However, free-lance authors, photogra- 10) Property provided to customers incident
may result. You do not claim a loss if the cost phers, and artists may be exempt from the to the provision of services, if it is de
of the damaged or lost goods has been in- minimis in amount and not inventory inuniform capitalization rules. See Publication
cluded in cost of goods sold. See Loss of in- the hands of the service provider; and538 for more information.
ventory in chapter 25. Any loss from casualty For information about how the capitaliza-
or theft is reflected in the cost of goods sold. 11) The origination of loans.tion rules apply to certain inventory methods,

Sale of entire inventory.  You must in- see section 1.263A of the Income Tax Regu-
clude the total amount you receive from the lations.  De minimis exception. The costs of certainsale of your entire inventory on your return

producers using a simplified productionas ordinary income. For the sale of your en-
Exceptions.  The uniform capitalization method are not subject to the uniform capi-tire inventory, such as when you sell or dis-
rules do not apply to: talization rules if their total indirect costs arepose of your business, see Sale of a Busi-

$200,000 or less. See section 1.263A–ness in chapter 27. 1) Resellers of personal property with av-
2(b)(3)(iv) of the Income Tax Regulations forerage annual gross receipts for the 3
more information.prior tax years of not more than $10Uniform Capitalization Special uniform capitalization rules applymillion;Rules to farming businesses. See Special Rules for

2) Property you use for personal or non-Under the uniform capitalization rules, you Farm Property, in Publication 225, Farmer’s
business purposes, or for purposes notmust capitalize direct costs and an allocable Tax Guide.
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Income Statement forms are available at office supply stores.
Year Ended December 31, 1995 These forms have columns for recording the

description, quantity, unit price, and value of8.
each inventory item. Each page has space to

Gross receipts . . . . . . . . . . . . . . . . . . . . . . . . . $400,000
record who made the physical count, who

Minus: Returns and allowances . . . . . . . 14,940Gross Profit priced the items, who made the extensions,
Net receipts . . . . . . . . . . . . . . . . . . . . . . . . . . . . $385,060 and who proofread the calculations. These
Minus: Cost of goods sold . . . . . . . . . . . . . 288,140 forms will help satisfy you that the total in-

ventory is accurate. They will also provideGross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 96,920
you with a permanent record to support its
validity.Introduction Inventories are discussed in chapter 7.The cost of goods sold for this business

is figured as follows:
After you have figured the gross receipts Testing Grossfrom your business (chapter 6) and the cost

Inventory at beginning of year . . . . . . . . . $ 37,845of goods sold (chapter 7), you are ready to Profit Accuracy  
Plus: Purchases . . . . . . . . . . $285,900figure your gross profit. You must determine If you are in a retail or wholesale business,
Minus: Items withdrawngross profit before you can take any deduc- you can check the accuracy of your gross

for personal use . . . . . . . . 2,650 283,250tions for business operations. These deduc- profit figure. First, divide gross profit by net
tions are discussed in Part 4 of this book. receipts. The resulting percentage mea-Goods available for sale . . . . . . . . . . . . . . . $321,095

sures the average spread between the mer-Minus: Inventory at end of year . . . . . . . . 32,955
chandise cost of goods sold and the selling

Cost of goods sold . . . . . . . . . . . . . . . . . . . $288,140Topics price.
This chapter discusses: Next, compare this percentage to your

markup policy. Little or no difference be-
● Figuring gross profit tween these two percentages shows that

Points to Check your gross profit figure is accurate. A large
● Testing gross profit accuracy difference between these percentages may

Consider the following items before figuring show that sales, purchases, inventory, or
● Additions to gross profit your gross profit. other items of cost have not been figured ac-

curately. The reason for the difference
should be determined.Useful Items Gross receipts.  Even very small busi- Example.  Joe Able operates a retail bus-You may want to see: nesses find it helpful to use cash registers to iness. On the average, he marks up his mer-

keep track of receipts. You should also use a chandise so that he will realize a gross profit
proper invoicing system and keep a separatePublication of 331/ 3% on its sales. The net receipts
bank account for your business. At the end (gross receipts minus returns and al-
of each business day, make sure your□ 538 Accounting Periods and Methods lowances) shown on his income statement
records balance with your actual cash and for 1995 is $300,000. His cost of goods sold
credit receipts for the day. is $200,000. This results in a gross profit of

$100,000 ($300,000 –  $200,000). To test
the accuracy of this year’s results, Joe di-Figuring Gross Profit Sales tax collected.  Check to make sure
vides gross profit ($100,000) by net receiptsyour records show the correct sales tax
($300,000). The resulting 331/ 3% confirmsTo figure your gross profit, first figure your collected.
his markup policy of 331/3%.net receipts. Do this by subtracting any ‘‘re-

turns and allowances’’ from gross receipts.
Inventory at beginning of year.  CompareReturns and allowances include cash or Additions to Gross Profit 
this figure with last year’s ending inventory.credit refunds you make to customers, re- If your business has income from a source
The two amounts should be the same.bates, and other allowances off the actual other than its regular business operations,

sales price. add that income to gross profit. Examples in-
Next, subtract the cost of goods sold clude income from an interest-bearing

Purchases.  If you take any inventory itemsfrom net receipts. The result is the gross checking account, income from scrap sales,
for your personal use — use them yourself,profit from your business. amounts recovered from bad debts, and
provide them to your family, or give them asYou do not have to figure the cost of other kinds of miscellaneous income from
personal gifts, etc. — be sure to removegoods sold if the sale of merchandise is not your business.
them from the cost of goods sold. Subtractan income-producing factor for your busi-
the amount from your purchases for theness. Your gross profit is the same as your
year.net receipts—gross receipts minus any re-

funds, rebates, or other allowances. Most
professions and businesses that sell ser-

Inventory at end of year.  Check to makevices rather than products can figure gross
sure your procedures for taking inventory areprofit directly from net receipts in this way.
adequate. These procedures should provide
you with a way of making sure that all items
have been included in the inventory and thatIllustration.  This illustration of the gross
proper pricing techniques have been used.profit section of the income statement of a

retail business shows how gross profit is Avoid using adding machine tapes as the
figured. only evidence for your inventory. Inventory
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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.   

3) The character and amount ofUseful Items
responsibility.You may want to see:9. 4) The complexities of your business.

Publication
5) The time required.

□ 535 Business ExpensesEmployees’ Pay
6) The general cost of living in the locality.

Form (and Instructions) 7) The ability and achievements of the indi-
vidual performing the service.□ W–2 Wage and Tax Statement

8) The pay compared with the gross and□ 4782 Employee Moving ExpenseImportant Change net income of the business and with theInformation
distributions to shareholders if the busi-for 1995  ness is a corporation.

Caution.  The income exclusion provision 9) Your policy regarding pay for all of yourTests for Deductibility for employer-provided educational assis- employees.
To be deductible, an employee’s pay musttance does not apply after 1994. However, 10) The history of pay for each employee.
meet all of the following tests.as the publication was being prepared for

print, Congress was considering legislation
Individual salaries.  You must base theto extend the provision. See Publication 553, Test 1 — Ordinary and necessary.  You

test of whether or not a salary is reasonableHighlights of 1995 Tax Changes, for further must be able to show that a salary, wage, or
on each individual’s salary and the servicesdevelopments. other payment for services an employee ren-
performed, not on the total salaries paid toders is an ordinary and necessary expense
all officers or all employees. For example,and is directly connected with your trade or
even if the total amount you pay to your of-business.
ficers is reasonable, you still cannot deductIntroduction The fact that you pay your employee for a
an individual officer’s salary if it is not rea-legitimate business purpose is not sufficient,
sonable based on the factors listed above.Salaries, wages, and other forms of pay you by itself, for you to deduct the amount as a

give employees for work they perform in your business expense. You can deduct a pay-
Test 3 — For services performed.  Youbusiness are generally deductible business ment for the services of your employee only
must be able to prove the payment wasexpenses. However, you must reduce your if the payment is ordinary and necessary to
made for services actually performed.deduction for salaries and wages by any cur- carry on your trade or business.

rent tax year employment credits. For more
Test 4 — Paid or incurred.  You must haveinformation, see the employment credit Test 2 — Reasonable.  The reasonable-
actually made the payment or incurred theforms listed in chapter 31. ness of pay is determined by the facts. Gen-
expense during the tax year.erally, reasonable pay is the amount that

If you use the cash method of account-would ordinarily be paid for these services byTopics ing, deduct your expense for the salary orlike enterprises under similar circumstances.This chapter discusses: wage in the year it is paid to the employee.You must be able to prove that the pay is
If you use an accrual method of account-● Tests for deductibility reasonable. This test is based on the circum-

ing, deduct your expense for the salary orstances at the time you contract for the ser-
● Cash payments wage when you establish your obligation tovices, not those existing when the reasona-

make the payment and when economic per-b leness is  quest ioned.  I f  the pay is● Noncash payments
formance occurs. Economic performanceexcessive, you can deduct only the part that
generally occurs as an employee performs● Other payments is reasonable.
his or her services for you. The economicFactors to be considered.  To deter-

● Employee benefit programs performance rule is discussed in chapter 3.mine if pay is reasonable, consider the fol-
Your payment need not be made in the yearlowing factors and any other pertinent data.● Meals and lodging furnished to
the obligation exists. It can be deferred to aemployees 1) The duties performed by the employee. later date, but special rules apply. See Un-

● Exclusion of fringe benefits 2) The volume of business handled. paid Salaries, later.
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Cash basis taxpayer.  If you are a cash ba- method of accounting. Frank Wilson, an of-
sis taxpayer, you can deduct vacation pay as ficer of the corporation, uses the calendarCash Payments 
wages when you pay an employee. year and the cash method of accounting. At

Some of the ways you may provide cash the close of calendar year 1995, he owns
compensation to your employees are dis- 50% of the outstanding stock of the corpora-Accrual basis taxpayer.  If you are an ac-
cussed next. tion. On March 4, 1996, he acquires addi-crual basis taxpayer, you can deduct vaca-

tional shares that bring his holdings up totion pay earned by an employee as wages in
51%. At the end of December 1995, the cor-the year earned only if you pay it:Bonuses and Gifts 
poration accrues salary of $1,000 payable toYou can deduct bonuses and gifts to your 1) By the close of your tax year, or
Frank.employees if they meet certain conditions. 2) If the amount is vested, within 21/2 The Lomar Corporation pays Frank $600

months after the close of the year. on January 30, 1996, and the balance byBonus.  You can deduct a bonus paid to an
March 14, 1996. The corporation can deductemployee if you intended the bonus as addi- You deduct the vacation pay in the year the salary of $1,000 in 1995. Frank and thetional pay for services, not as a gift, and the actually paid if you pay it later than this. Lomar Corporation are not related taxpayersbonus is paid for services actually per-
at the close of Lomar’s 1995 tax year.formed. However, to deduct the amount as

Unpaid Salaries wages, the total bonuses, salaries, and other
pay must be reasonable for the services per- Guaranteed Annual Wage If you have a definite, fixed, and uncondi-
formed. The bonus is included in an employ- tional agreement to pay an employee a cer- If you guarantee to pay certain employees
ee’s income. You can pay a bonus in cash, tain salary for the year, but you defer paying full pay during the year (determined by the
property, or a combination of both. part of it until the next tax year, your deduc- number of hours in your normal work year)

tion for the salary is based on the following under terms of a collective bargaining agree-
Gifts of nominal value.  If, in order to pro- factors. ment, you can deduct the pay as wages. You
mote employee goodwill, you distribute tur- must include the payments in the employ-1) If you use an accrual method of ac-
keys, hams, or other merchandise of nomi- ees’ income and they are subject to FICAcounting, you can deduct the entire sal-
nal value to your employees at holidays, the and FUTA taxes and income tax withholding.ary in the first year if economic perform-
value of these items is not salary or wages. ance has occurred (the employee
You can deduct the cost of these items as a performed the services in that year). Compensation forbusiness expense.

2) If you use the cash method of account-If you distribute cash, gift certificates, or Sickness and Injury 
ing, only the amount actually paid eachsimilar items of easily convertible cash You can deduct as compensation amounts
year can be deducted that year.value, the value of these items is considered you pay to your employees for sickness and

additional wages or salary regardless of the injury, including lump-sum amounts. How-
If no definite prior arrangement wasamount or value. See Business Gift Ex- ever, your deduction is limited to amounts

made, only the amount paid in the first yearpenses in chapter 15 for more information not compensated by insurance or other
can be deducted that year because no fixedon gifts. means.
obligation exists to make the later payments.For information on achievement, safety,
This is the same for the cash method andand other awards, see chapter 2 in Publica-
any accrual method.tion 535.

Noncash Payments 
Special rule for accrual method payer.  IfLoans or Advances You may pay your employees in propertyyou use an accrual method of accounting,

other than cash, such as property used inYou can generally deduct as wages a loan or you cannot deduct salaries, wages, and
your business or shares of your companyadvance you make to an employee that you other expenses owed to a related person (as
stock. You may also pay expenses for yourdo not expect the employee to repay if it is defined in chapter 3) until:
employees, such as tuition for nonjob-re-for personal services actually performed.

1) The tax year you make the payment, lated courses or the cost of moving to an-The total must be reasonable when the loan
and other location. These items are discussedor advance is added to the employee’s other

next.compensation, and it must meet the tests for 2) The amount is includible in the income
deductibility, discussed earlier. However, if of the person paid.
the services are not performed, the amount Education Expenses 
you advanced to the employee is treated as This rule applies even if you and that person If you pay or reimburse education expensesa loan and i t  cannot be deducted as cease to be related taxpayers prior to the for an employee enrolled in a course not re-compensation. time the amount is includible in that person’s quired for the job or not otherwise job re-

gross income. lated, deduct the payment as wages. You
Below-market interest rate loans.  On cer- Example 1.  Tom Green runs a retail must include the payment in your employ-
tain loans you make to an employee or store as a sole proprietor. He uses the calen- ee’s income and it is subject to FICA and
stockholder, you may be considered to have dar year and an accrual method of account- FUTA taxes and income tax withholding.
received interest income and to have paid ing. His brother, Bob, works for him and is
compensation or dividends equal to that in- paid $1,000 a month. Bob uses the calendar Moving Expenses terest. For more information, see Below- year and the cash method of accounting. At
Market Interest Rate Loans in chapter 16. Deduct as a qualified fringe benefit amountsthe end of 1995, Tom accrues Bob’s Decem-

you reimburse employees or pay on their be-ber salary.
half for qualified moving expenses. QualifiedBecause of a temporary cash shortage,Vacation Pay 
moving expenses are those the employeeTom pays Bob $600 on January 12, 1996,Vacation pay is an amount you pay or will could deduct if he or she paid or incurredand the $400 balance on April 1, 1996. Tompay to your employee while the employee is them directly. They include only the reasona-cannot deduct the $1,000 until 1996, theon vacation. It includes an amount you pay ble expenses of:year Bob must include the amount in hisan employee even if the employee chooses

income. 1) Moving household goods and personalnot to take a vacation. Vacation pay does
effects from the former home to the newnot include any amount for sick pay or holi- Example 2.  The Lomar Corporation
home, andday pay. uses the calendar year and an accrual
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2) Traveling (including lodging) from the not likely to have to give up his or her rights poor history of paying dividends on its out-
former home to the new home. in the property in the future. standing stock.

The amount and the year in which you If your corporation uses an accrual
can deduct the payment will vary, depending method of accounting and the salary is un-Qualified moving expenses do not in-

clude any expenses for meals. in part on the kind of property interest you paid at the end of the tax year, see Unpaid
transfer. The amount you can deduct de- Salaries, earlier, to determine how to handleDeduct as wages any payment you make

as an allowance or reimbursement for a non- pends on the amount included in the recipi- the deduction.
qualified moving expense (i.e., an expense ent’s income. For tax years beginning after
the employee cannot deduct). You must in- 1994, you must report the amount on a Relative.  You can deduct the salary or
clude the payment in the employee’s in- timely filed Form W–2 or Form 1099–MISC wage paid to a relative who is an employee,
come. The payment is wages for income tax (even if the recipient is a corporation) in or- including your minor child, if the four tests for
withholding and FICA and FUTA taxes. You der to take the deduction. However, no re- deductibility, discussed earlier, are met.
treat the reimbursement to the employee as porting is required if the transfer: However, also see Unpaid Salaries, earlier.
payment for services. You can deduct the

1) Is exempt from reporting because theamount if it meets the deductibility tests dis- Payment to a beneficiary of a deceasedpayment is less than the $600 reportingcussed earlier. employee.  You can deduct a payment yourequirement for Form 1099–MISC, or
make to an employee’s beneficiary because

2) Meets any other reporting exceptionStatement to employee.  You must give the of the employee’s death if the payment is
that applies to a recipient other than aemployee a statement describing the pay- reasonable in relation to past services per-
corporation.ments made to the employee, or on his or formed by the employee. The payment must

her behalf, for moving expenses. The state- also meet the tests for deductibility, dis-
ment must contain sufficient information so cussed earlier.
the employee can properly figure the allowa-
ble moving expense deduction. You may use Other Payments Form 4782 for this purpose. You must give
this information to your employee by January Employee Benefit
31 of the year following the year in which you Construction of capital assets.  You can- Programs make the payments. not deduct salaries and other wages in-

curred for constructing capital assets. In- You may provide forms of pay other than
Form W–2.  You must also show any reim- stead, you include them in the basis of the cash to your employees. These include life,
bursement for moving expenses on the em- asset and recover your cost through depreci- health, or accident insurance, educational
ployee’s Form W–2. However, any amount ation deductions. See chapter 12. assistance, and other benefit programs. Life
considered a qualified fringe benefit is re- and health insurance are discussed in chap-
ported in box 13, not box 1, Wages, tips, Cost of goods sold.  Generally, you must ter 17. The following discussion explains the
other compensation. capitalize or include in inventory the wages costs you can and cannot deduct, how to

and salaries you pay employees to produce claim a deduction on your tax return,
More information.  For more information on real or tangible personal property or to ac- whether it is includible or excludable from
moving expenses, see Publication 521. For quire property for resale. If the property is in- your employee’s income, and whether it is
information on excluding fringe benefits, see ventory, add the wages to inventory. Capital- subject to employment and income tax
chapter 4 in Publication 535. ize the costs for any other property. Personal withholding.

property acquired for resale is not subject to
this rule if your average annual gross re-Capital Assets Dependent Care
ceipts for the 3 preceding tax years areIf you transfer a capital asset or an asset Assistance $10,000,000 or less. You can deduct theseused in your business to one of your employ-
wages as a current business expense. For You can deduct the expenses for providingees as payment for services, you can deduct
more information on the uniform capitaliza- dependent care assistance to your employ-as wages its fair market value on the date of
tion rules, see chapter 7. ees. If you provide the care in-kind (i.e., oper-the transfer less any amount the employee

ate a dependent care facility for your em-paid for the property. You treat the deducti-
Employee-stockholder.  A salary paid to an ployees), deduct the costs of operating theble amount as received in exchange for the
employee who is also a stockholder must care facility in the appropriate categoriesasset, and you must recognize any gain or
meet the same tests for deductibility, dis- (depreciation, utilities, salaries, etc.) on yourloss realized on the transfer. You figure gain
cussed earlier, as the salary of any other ex- return. If you contract with a third party toor loss on the difference between the fair
ecutive or employee. provide the care, or if you reimburse yourmarket value of the asset and its adjusted

employees directly for the dependent careYou cannot deduct a payment to an em-basis on the date of the transfer. See chap-
expenses they incur, deduct your costs onployee-stockholder that is not for servicester 22.
the Employee benefit programs line of yourperformed. The payment may be a distribu-
tax return or schedule.tion of dividends on stock. This is most likelyPayment in to occur in a corporation with few sharehold- If you have a dependent care assistance

Restricted Property ers, practically all of whom draw salaries. A program that meets the requirements, you
salary paid to an employee-stockholder that can exclude from each employee’s incomeIn general, restricted property is property
is more than the salary ordinarily paid for up to $5,000 of assistance each year. In-subject to a condition that significantly af-
similar services and that bears a close rela- clude the entire amount paid to your em-fects its value.
tionship to the stock holdings of the em- ployee or paid on your employee’s behalf inIf you transfer property, including stock in
ployee is probably not paid wholly for ser- box 10 of your employee’s 1995 Form W–2.your company, as payment for services and
vices performed. The salary may include a If you furnished the care in-kind, use the fairthe property is considered substantially
distribution of earnings on the stock. market value of the dependent care pro-vested in the recipient, you generally have a

vided to that employee, less any amount theHowever, if the payment to an employee-deductible ordinary and necessary business
employee paid you for the care. The fair mar-stockholder of a closely held corporationexpense.
ket value of the care provided is a reasona-is reasonable and for services performed,‘‘Substantially vested’’ means the person
ble estimate of the amount the employeethe payment will not be denied as a deduc-can transfer the property and is not subject
would pay for care of the type and quality yoution merely because the corporation has ato a risk of forfeiture; that is, the recipient is
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furnished. Any amount over the limit is in- law. Generally, qualified benefits include ac- condition of their employment.
cident or health plans, dependent care as- This means that they must accept thecluded in the employee’s income in box 1 of
sistance benefits, and group term life insur- lodging in order for them to properlyForm W–2. This excess is subject to income
ance. The costs of group term life insurance perform their duties.tax withholding and FICA and FUTA taxes.
in excess of $50,000 and employer-providedFor information on the requirements for
dependent group term life insurance aredependent care assistance programs, see
considered qualified benefits. If the employees have a choice of eitherchapter 5 in Publication 535.

receiving additional pay or receiving meals
or lodging, you treat the value of the meals or

Nondiscrimination rules.  If, in any plan lodging as income to your employees.Supplemental year, your cafeteria plan discriminates in For more information, see chapter 3 inUnemployment Benefits favor of certain employees as to eligibility to Publication 535.
participate in the plan or plan contributions

You can deduct costs you pay to a welfare or benefits, these employees are taxed on
benefit fund that provides supplemental un- the amount of the taxable benefits that could
employment benefits for your employees if have been elected.
the costs are ordinary and necessary ex- Exclusion of
penses incurred in a trade or business or for

More information.  For more information on Fringe Benefits the production of income. Your deduction
cafeteria plans and the reporting require-cannot be more than the fund’s qualified
ments, see chapter 5 in Publication 535.cost for the tax year. You can exclude certain fringe benefits you

These amounts are deducted on the Em- provide an employee from the employee’s
ployee benefit programs line on your busi- income. If the fringe benefits are excludable,
ness tax return or schedule. the benefits are not subject to income tax

Meals and Lodging withholding, social security and Medicare
taxes (FICA), or federal unemployment tax

Welfare benefit fund. A welfare benefit Furnished to (FUTA). Excludable fringe benefits include:
fund is any fund that is part of your plan Employees through which you provide welfare benefits

1) No-additional-cost service.to employees or their beneficiaries.
You can usually deduct the costs of furnish-
ing meals and lodging to your employees if 2) Qualified employee discount.

More information.  For more information the expense is an ordinary and necessary
and the definition of a fund’s qualified cost, business expense. You can usually deduct

3) Working condition fringe.see chapter 5 in Publication 535. only 50% of the cost of food or beverages
you furnish.

4) De minimis (minimal) fringe.If the meals and lodging meet the three
Cafeteria Plans rules for exclusion, described next, their

value is not included in the income of your 5) Qualified transportation fringe.
You can deduct your contributions to a cafe- employees. However, your deduction may
teria plan on the Employee benefit programs be subject to a limit. See chapter 15.

6) Qualified moving expenseline of your tax return or schedule. If the value of the meals and lodging is
reimbursement.Cafeteria plans, including flexible spend- not included in income, it is not subject to so-

ing arrangements, are written plans that al- cial security, Medicare, or FUTA tax or in-
low your employees to choose among two or come tax withholding. 7) Certain athletic facilities.
more benefits consisting of cash and quali- If you have deducted the cost of these
fied benefits. items elsewhere on your tax return (for ex-

ample, as part of the cost of goods sold), youGenerally, a plan that provides for de- The value of meals you provide to your
cannot deduct their cost again as pay forferred compensation is not a cafeteria plan. employees at an eating facility operated by
employees.However, certain profit-sharing or stock bo- you on or near your business premises is a

nus plans, and certain life insurance plans de minimis fringe only if the annual revenue
maintained by educational institutions, can from the facility equals or exceeds the direct
be offered through a cafeteria plan even Rules for Exclusion operating costs of the facility.
though  they  p rov ide  fo r  de fe r red You can exclude from your employees’

Meals and lodging you furnish to your em-compensation. income the value of an on-premises gym or
ployees must meet the following rules before other athletic facility you provide and oper-The fact that cash or certain taxable ben-
you can exclude their value from the employ- ate if substantially all the use during the cal-efits may be chosen under the plan does not
ees’ income. endar year is by your employees, theircause an employee to be treated as having

spouses, and their dependent children. received the cash or taxable benefit.
Rule 1. The meals or lodging must be You can also exclude from your employ-

furnished on your business ees’ income any reimbursements or pay-
Qualified benefits.  A cafeteria plan may of- premises. ments you make for qualif ied moving
fer any qualified benefit other than scholar- expenses.
ships and fellowship grants, educational as- Rule 2. The meals or lodging must be Certain nondiscrimination requirements
sistance, and, generally, the fringe benefits furnished for your convenience. apply to a no-additional-cost service, quali-
discussed in chapter 4 of Publication 535. fied employee discount, and an employer-
Qualified benefits include any other benefits Rule 3. In the case of lodging (but not operated eating facility.
your employees are allowed to exclude from meals), the employees must be re- For more information on fringe benefits,
income because of specific provisions of the quired to accept the lodging as a see chapter 4 in Publication 535.
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● How contributions to the plan and benefitsTopics
under the plan are to be determined, andThis chapter discusses:10.

● How much of an employee’s interest in the● Qualified plans
plan must be guaranteed (vested).

● Kinds of qualified plansRetirement
● Plans for the self-employed For more information, get Publication 560.
● Keogh plansPlans

Nondiscrimination rules.  To prevent dis-● Simplified employee pensions (SEPs)
crimination in a plan caused by using sepa-

● Salary reduction arrangements rate businesses (and separate plans), all
employees of certain related employers are● Nonqualified plans
treated as if employed by a single employer.

● Individual retirement arrangementsIntroduction For example, employees of commonly con-
(IRAs)

trolled businesses or affiliated service
groups are treated as working for a singleRetirement plans are savings plans that of-

Useful Items employer.fer you tax advantages to set aside money
You may want to see:fo r  your  own and  your  emp loyees ’

retirement. More than one job.  If you are self-em-
PublicationIn general, a sole proprietor or a part- ployed and also work for someone else, you

ner also is considered an employee for can participate in retirement plans for both□ 533 Self-Employment Tax
purposes of participating in a retirement jobs. Generally, your participation in a retire-

□ 560 Retirement Plans for the Self-
plan. ment plan for one job does not affect yourEmployed

participation in a plan for the other job. How-
□ 590 Individual Retirement ever, if you have an IRA, you might not be

Funding the plan.  A retirement plan you es- Arrangements (IRAs) permitted to deduct some or all of your IRA
tablish as an employer can be funded en- contributions.□ 15 Employer’s Tax Guide (Circular E)tirely by your contributions or by a mix of your Your deduction for IRA contributions
contributions and employee contributions. might be limited if you also participate in aForm (and Instructions)Employee contributions do not have to sat- SEP-IRA. See Publication 560. In addition,
isfy the minimum funding requirements for □ W–2 Wage and Tax Statement your IRA deduction might be limited because
your plan. For example, a retirement plan you (or your spouse) are covered by an em-□ 5305–SEP Simplified Employee
can require after-tax employee contributions ployer’s retirement plan and your income isPension-Individual Retirement
that by themselves do not meet the minimum above a certain amount. See PublicationAccounts Contribution Agreement
funding requirements. Employee contribu- 590.

□ 5305A–SEP Salary Reduction andtions can be mandatory or voluntary.
Other Elective Simplified EmployeeA plan can allow your employees to make Kinds of Qualified Plans  Pension-Individual Retirementelective deferrals, although they are con-
Accounts Contribution Agreement There are two basic kinds of qualified retire-sidered employer contributions. This al-

ment plans: defined contribution plans andlows employees to elect to have you contrib- □ 5500–EZ Annual Return of One-
defined benefit plans.ute part of their current compensation (pay) Participant (Owners and Their

to a retirement plan. Only the remaining por- Spouses) Retirement Plan
tion of their pay is currently taxable. The in- Defined Contribution Plans  
come tax on the contributed pay (and earn-

These are plans that provide for a separateings on it) is deferred .
account for each person covered by theQualified Plans   Employer contributions.  Your contri-
plan. Benefits are based only on amounts

butions as an employer to an employer- A qualified retirement plan is a written contributed to or allocated to each account.
sponsored retirement plan generally are de- plan that you, as an employer, can establish There are three types of defined contri-
ductible as discussed later under Deduction for the exclusive benefit of your employees bution plans: profit-sharing plans, stock bo-
Limits. and their beneficiaries. nus plans, and money purchase pension

Contributions to the plan may be made plans.
by you or by both you and your employees. IfEmployer contributions that must be cap-
your plan meets the qualification require-italized.  You cannot currently deduct your Profit-sharing plan.  This is a plan that lets
ments, you generally can deduct your contri-employer contributions to a retirement plan, your employees or their beneficiaries share
butions to the plan when you make them, ex-or any other expenses, that you must capital- in the profits of your business. The plan must
cept for any amount you must capitalize. For have a definite formula for allocating theize (include in the basis of certain property or
more information, get Publication 560. contributions to the plan among the partici-in inventory costs). See chapters 5 and 7.

Your employees generally are not taxed pating employees and for distributing the
on your contributions or increases in the funds in the plan.
plan’s assets until they are distributed toKinds of plans.  Retirement plans are either:
them. However, certain loans made from

Stock bonus plan.  The benefits in this planqualified employer plans are treated as taxa-● Qualified plans (including retirement plans
are similar to those of a profit-sharing plan.ble distributions. For more information, getfor the self-employed, such as HR–10 (Ke-
Benefits are payable in the form of the com-Publication 575.ogh) plans and simplified employee pen-
pany’s stock. Only a corporation can set up asions (SEPs)), or
stock bonus plan.Qualification rules.  To be a qualified plan,

● Nonqualified plans. the plan must meet many requirements.
Money purchase pension plan.  Under thisAmong these are rules concerning:
plan, your contributions are a stated amount,

● Who must be covered by the plan,Also, in general, individuals who are em- or are based on a stated formula that is not
ployed can set up and contribute to individ- ● How contributions to the plan are to be subject to your discretion. For example, your
ual retirement arrangements (IRAs). invested, formula could be 10% of each participating
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Table 10-1. Key Retirement Plan Rules

Type
of Last Date for When To Begin
Plan Contribution Maximum Contribution Distributions1

Due date of IRA owner’s Smaller of $2,000 or taxable compensation April 1 of year after year IRAIRA
income tax return (NOT owner reaches age 701/2

including extensions)

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

Due date of employer’s Generally, April 1 of yearDefined Contribution PlansKeogh
return (plus extensions).4 after year participant

reaches age 701/2
6

Employee Self-Employed Individual

Money Purchase–Smaller Money Purchase–Smaller
of $30,000 or 25% of of $30,000 or 20% of self-
employee’s taxable employed participant’s
compensation taxable compensation5

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 compensation5

Defined Benefit Plans

Amount needed to provide an annual retirement benefit no
larger than the smaller of $120,000 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 The employer must set up the plan by the end of the employer’s tax year.
5 Compensation is before adjustment for this contribution.
6 If the participant reached age 701/2 before 1988, distributions must begin by the year he or she retires.

employee’s compensation. Your contribu- more information, get Publication 1380, User Qualified Plans, earlier. These plans gener-
tions to the plan are not based on your Fees. ally are called Keogh or HR–10 plans. You
profits. also can set up a less complicated tax-ad-

vantaged retirement plan. See SimplifiedMaster and prototype plans.  It may be
Employee Pension (SEP), later.easier for you to adopt an existing IRS-ap-Defined Benefit Plans  

proved master or prototype retirement planThese are any plans that are not defined
than to set up your own original plan. Mastercontribution plans. In general, a qualified de- Keogh Plans  
and prototype plans can be provided by thefined benefit plan must provide for set bene-

Only a sole proprietor or a partnership (butfollowing sponsoring organizations:fits. Your contributions to the plan are based
not a partner) can set up a Keogh plan. For

on actuarial assumptions. You may need ● Trade or professional organizations, plan purposes, a self-employed person is
continuing professional help to have a de-

both an employer and an employee. It is not● Banks (including some savings and loanfined benefit plan.
necessary to have employees besides your-associations and federally insured credit
self to set up a Keogh plan. The plan must beunions),

Plan Approval  for the exclusive benefit of employees or
● Insurance companies, orThe Internal Revenue Service (IRS) will is- their beneficiaries. You generally can deduct
● Mutual funds.sue a determination or opinion letter regard- contributions to the plan. Contributions are

ing a plan’s qualification. The determination not taxed to your employees until plan bene-
or opinion of the IRS will be based on how Adoption of a master or prototype plan does fits are distributed to them.
the plan is written, not on how it operates. not mean that your plan is automatically

You are not required to request a deter- qualified. It must still meet all of the qualifica- Deduction Limits  
mination or opinion letter to get all the tax tion requirements stated in the tax law.   

The limit on your deduction for your contribu-benefits of a plan. But, if your plan does not
tions to a Keogh plan depends on the kind ofhave a determination letter, you may want to
plan you have.request one to ensure that your plan meets Retirement Plans forthe requirements for tax benefits.

Because requesting a determination, Defined contribution plans.  The deduc-the Self-Employed   
opinion, or ruling letter can be complex, you tion limit for a defined contribution plan de-
may need professional help. Also, the IRS If you are a self-employed person, you can pends on whether it is a profit-sharing plan or
charges a fee for issuing these letters. For set up certain qualified retirement plans. See a money purchase pension plan.
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Profit-sharing plan.  Your deduction for that income) other than foreign earned in- for contributions for yourself by completing
the following steps:come and foreign housing cost amounts.contributions to a profit-sharing plan cannot

be more than 15% of the compensation Your net earnings are your business
from the business paid (or accrued) during gross income minus allowable deductions
the year to the common-law employees par- from that business. Allowable deductions in- Deduction Worksheet for Self-Employed

clude contributions to the plan for your com-ticipating in the plan. You must reduce this
mon-law employees along with your other15% limit in figuring the deduction for contri-

Step 1 
business expenses. If you are a partner,butions you make for your own account. See

Enter the contribution rate shown
other than a limited partner, your net earn-Deduction of contributions for yourself, later. in line (3), above . . . . . . . . . . . . . . . . . . .
ings include your distributive share of theMoney purchase pension plan.  Your Step 2 
partnership income or loss (other than sepa-deduction for contributions to a money Enter your net earnings (net profit)
rately computed items such as capital gainspurchase pension plan is limited to 25% of from line 3, Schedule C–EZ (Form
and losses) and any guaranteed paymentsthe compensation from the business paid (or 1040), line 31, Schedule C (Form
you received from the partnership. If you areaccrued) during the year to participating 1040), line 36, Schedule F (Form
a limited partner, your net earnings includecommon-law employees. You must reduce 1040), or line 15a, Schedule K–1
only guaranteed payments you receive forthis 25% limit in figuring the deduction for (Form 1065) . . . . . . . . . . . . . . . . . . . . . . . . $
services rendered to or for the partnership.contributions you make for yourself, as dis-

Step 3 For more information, see Partners undercussed later.
Enter your deduction for self-Self-Employment Income, in Publication
employment tax from line 25, Form533.
1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $Defined benefit plans.  The deduction for Adjustments.  You must reduce your net

contributions to a defined benefit plan is Step 4 earnings by the income tax deduction you
Subtract step 3 from step 2 andbased on actuarial assumptions and compu- are allowed for one-half of the self-employ-
enter the result . . . . . . . . . . . . . . . . . . . . . $tations. Consequently, an actuary must fig- ment tax. Also, net earnings must be re-

ure your deduction limit. duced by the deduction for contributions you Step 5 
make for yourself. This reduction is made in- Multiply step 4 by step 1 and enter
directly, as explained next. the result . . . . . . . . . . . . . . . . . . . . . . . . . . . $

Note.  In figuring the deduction for contri- Net earnings reduced by adjusting Step 6butions, you cannot take into account any contribution rate.  You must reduce your Multiply $150,000 by your plancontributions or benefits that exceed the lim- net earnings by the deduction for contribu- contribution rate. Enter the resultits discussed under Limits on Contributions tions for yourself. The deduction and the net but not more than $30,000 . . . . . . . . $and Benefits in Publication 560. earnings depend on each other. You can
Step 7 

make the adjustment to your net earnings in-
Enter the smaller of step 5 or stepThe deduction limit for contributions to a directly by reducing the contribution rate
6. This is your maximumdefined benefit plan may be greater than called for in the plan and using the reduced
deductible contribution. Enterthe defined contribution plan limits just de- rate to figure your maximum deduction for
your deduction on line 27, Formscribed, but actuarial calculations are contributions for yourself.
1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $needed to determine the amount. For more Annual compensation limit.  You gen-

information about these plans, see Kinds of erally cannot take into account more than
Plans in Publication 560. $150,000 of your compensation in figuring

Example.  You are a sole proprietor andyour contribution to a defined contribution
have employees. The terms of your plan pro-plan.
vide that you contribute 101/2% (.105) of yourDeduction of contributions for yourself.
compensation, and 101/2% of your common-To take a deduction for contributions you
law employees’ compensation. Your netmake for yourself to a plan, you must have Figuring your deduction.  Use the follow-
earnings from line 31, Schedule C (Formnet earnings from the trade or business for ing worksheet to find the reduced contribu-
1040) are $200,000. In figuring this amount,which the plan was established. tion rate for yourself. Make no reduction to
you deducted your common-law employees’Limit on deduction.  If the Keogh plan is the contribution rate for any common-law
pay of $100,000 and contributions for thememployees.a profit-sharing plan, your deduction for
of $10,500 (101/2% x $100,000). You figureyourself is limited to the smaller of $30,000
your self-employed rate and maximum de-or 13.0435% (15% reduced, as discussed
duction for employer contributions for yourbelow) of your net earnings from the trade or Rate Worksheet for Self-Employed
benefit as follows:business that has the plan. If the plan is a

money purchase pension plan, the deduc-
1) Plan contribution rate as a decimal

tion is limited to the smaller of $30,000 or
(for example, 101/2% would be Rate Worksheet for Self-Employed20% (25% reduced, as discussed below) of
0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

your net earnings.
2) Rate in line 1 plus one (forNet earnings.  Your net earnings must 1) Plan contribution rate as a decimal

example, 0.105 plus one would bebe from self-employment in a trade or busi- (for example, 101/2% would be
1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .ness in which your personal services are a 0.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.105

material income-producing factor. If you are 3) Self-employed rate as a decimal 2) Rate in line 1 plus one, (for
a partner who only contributed capital, and (divide line 1 by line 2) . . . . . . . . . . . . . example, 0.105 plus one would be
who did not perform personal services, you 1.105) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.105
cannot participate in the partnership’s plan.

3)  Self-employed rate as a decimalNow that you have your self-employedYour net earnings do not take into account
(divide line 1 by line 2) . . . . . . . . . . . . . 0.0950rate, you can figure your maximum deductiontax-exempt income (or deductions related to
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Deduction Worksheet for Self-employed employee. For more information, get Publi- SEP and profit-sharing plans.  If you also
cation 560.  contributed to a qualified profit-sharing plan,

Step 1 You may be able to use Form 5305–SEP you must reduce the 15% deductible limit for
Enter the contribution rate in setting up your SEP. See the Form 5305– that plan by the allowable deduction for con-
shown on line (3), above . . . . . . . . 0.0950 SEP sample shown in this chapter. tributions to the SEP-IRAs of those partici-

pating in the profit-sharing plan.Step 2 
Contribution limits.  Contributions youEnter your net earnings (net
make for a year to a common-law employ- SEP and other qualified plans.  If you alsoprofit) from line 3, Schedule C–
ee’s SEP-IRA cannot exceed the smaller of contributed to any other type of qualifiedEZ (Form 1040), line 31,
15% of the employee’s compensation or plan, treat the SEP as a separate profit-shar-Schedule C (Form 1040), line 36,
$30,000. Compensation, for this purpose, ing plan for purposes of applying the overallSchedule F (Form 1040), or line
does not include employer contributions to 25% deduction limit described in section15a, Schedule K–1 (Form 1065) $ 200,000
the SEP. 404(h)(3) of the Internal Revenue Code.Step 3 

Annual compensation limit.  You gen-Enter your deduction for self-
erally cannot consider the part of compensa- Employee contributions.  Participants canemployment tax from line 25,
tion of an employee that is over $150,000 also make contributions of up to $2,000 toForm 1040 . . . . . . . . . . . . . . . . . . . . . . . $ 6,473
when you figure your contributions limit for their SEP-IRAs independent of your SEP

Step 4 that employee. contributions. The portion of the contribu-
Subtract step 3 from step 2 and tions that is deductible may be reduced or
enter the result . . . . . . . . . . . . . . . . . . $ 193,527 Note.  For employees in a collective bar- eliminated because the participant is cov-

Step 5 gaining unit for which the $150,000 limit is ered by an employer retirement plan (the
Multiply step 4 by step 1 and not effective, the compensation limit is SEP plan). See Publication 590 for details.
enter the result . . . . . . . . . . . . . . . . . . $ 18,385 $245,000.

Salary Reduction Arrangement  Step 6 More than one plan.  If you also contrib-
Multiply $150,000 by your plan A SEP can include a salary reduction (elec-ute to a defined contribution retirement plan,
contribution rate. Enter the result tive deferral) arrangement. Under the ar-annual additions to an account are limited to
but not more than $30,000 . . . . . . $ 15,750 rangement, employees can elect to havethe lesser of (1) $30,000 or (2) 25% of the

you contribute part of their pay to their SEP-participant’s compensation. When you figureStep 7
IRAs. The income tax on the part contributedthese limits, your contributions to more thanEnter the smaller of step 5 or
is deferred. This choice is called an electiveone such plan must be added. Since a SEPstep 6. This is your maximum
deferral, which remains tax free until distrib-is considered a defined contribution plan fordeductible contribution. Enter
uted (withdrawn). This election is availablepurposes of these limits, your contributionsyour deduction on line 27, Form
only if:to a SEP must be added to your contribu-1040. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,750

tions to defined contribution plans. ● At least 50% of your employees eligible to
Reporting on Form W–2.  Do not in- participate choose the salary reduction

clude SEP contributions on Form W–2, arrangement,When to make contributions.  In order to
Wage and Tax Statement, unless there aretake a deduction for contributions for a par- ● You had no more than 25 employees whocontributions over the limit that applies orticular year, you must make the contributions were eligible to participate in the SEP (orthere are contributions under a salary reduc-not later than the due date, plus extensions, would have been eligible to participate iftion arrangement.of your return for that year. you had maintained a SEP) at any timeContributions for yourself.  The annual

during the preceding year, andlimits on your contributions to a common-law
Additional information.  Additional infor- employee’s SEP-IRA also apply to contribu- ● The deferral each year by each eligiblemation on retirement plans for the self-em- tions you make to your own SEP-IRA. How- highly compensated employee (as de-ployed and on the reporting forms that must ever, special rules apply when you figure fined in  Publication 560) as a percentagebe filed for these plans can be found in Publi- your maximum deductible contribution. See of pay (deferral percentage) is no morecation 560. Deduction of contributions for yourself, later. than 125% of the average deferral per-

centage (ADP) of all nonhighly compen-
Simplified Employee Deduction limits.  The most you can deduct sated employees eligible to participate

for employer contributions for common-law (the ADP test). You generally cannot con-Pension (SEP)  
employees is 15% of the compensation paid sider compensation of an employee in ex-

A simplified employee pension (SEP) is a to them during the year from the business cess of $150,000 in figuring an employ-
written plan that allows you to make deducti- that has the plan. ee’s deferral percentage.
ble contributions toward your own and your Deduction of contributions for your-
employees’ retirement without getting in- self.  When figuring the deduction for em- Note.  For employees in a collective bar-volved in more complex retirement plans. A ployer contributions made to your own SEP- gaining unit covered by a SEP for which thecorporation can also have a SEP and make IRA, compensation is your net earnings from $150,000 limit is not effective, the compen-deductible contributions toward its employ- self-employment, which takes into account: sation limit is $245,000.ees’ retirement. But some advantages avail-

1) The deduction allowed to you for one-able to Keogh and other qualified plans,
half of the self-employment tax, andsuch as the special treatment that may apply Limits on deferrals.  In general, the total in-

to lump-sum distributions, do not apply to come an employee can defer under a salary2) The deduction for contributions on be-
SEPs. reduction arrangement included in a SEPhalf of yourself to the plan.

Under a SEP, you make the contributions and certain other elective deferral arrange-
to an individual retirement arrangement ments for 1995 is limited to the lesser ofThe deduction amount for (2), above, and
(called a SEP-IRA in this chapter), which is 15% of compensation or $9,240. This limityour compensation (net earnings) are each
owned by  you or  your  common- law applies only to the amounts that represent adependent on the other. For this reason, the
employee. reduction from the employee’s pay, not todeduction amount for (2) is figured indirectly

any contributions from employer funds.SEP-IRAs are set up for, at a minimum, by reducing the contribution rate called for in
each qualifying employee. A SEP-IRA may your plan. This is done by using the Rate
have to be set up for a leased employee, Worksheet for Self-Employed, shown earlier Employment taxes.  Elective deferrals, not
but need not be set up for an excludable in the chapter. exceeding the ADP test, are not subject to
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income tax in the year of deferral, but are in- employee must include those amounts in shown in box 1 (wages, tips, other compen-
cluded in wages for social security, Medi- gross income for the tax year in which you sation) of Form W–2, provided that amount is
care, and unemployment tax purposes. make them. This rule also applies if the em- reduced by any amount shown in box 11

ployee’s interest is not subject to a substan- (nonqualified plans).
Reporting SEP Contributions on tial risk of forfeiture (that is, there is not much Self-employed.  If you are self-em-

of a risk that the employee will lose his or her ployed (a sole proprietor or partner), com-Form W–2  
interest) when you make contributions or pay pensation is the net earnings of your trade orYour SEP contributions are excluded from
premiums for that employee. business (self-employment income) reducedyour employees’ income. Unless there are

contributions above the limit that applies, or by the deduction for contributions on your
unless there are contributions under a salary behalf to retirement plans and the deduction

Nontransferable interest.  If, when youreduction arrangement, do not include these allowed for one-half of your self-employment
make the contributions, the employee’s in-contributions in your employees’ wages on tax.
terest in the trust or in the value of the annu-Form W–2, for income, social security, or Compensation does not include:
ity contract is not transferable and is subjectMedicare tax purposes. Your SEP contribu-
to a substantial risk of forfeiture, the em-tions under a salary reduction arrange-

● Income received from property, such as
ployee does not include that interest in grossment are included in your employees’ Form rental, interest, or dividend income, or
income until the tax year in which the interestW–2 wages for social security and Medicare

tax purposes only. becomes transferable or is no longer subject
● Any amounts received as a pension or an-to a substantial risk of forfeiture.Example.  In 1995 Jim chooses to have nuity, or as deferred compensation.

$4,500 taken out of his pay to fund employer
contributions to his SEP-IRA. His compensa-
tion for the year is $30,000. On Jim’s Form Foreign income.  Foreign earned in-
W–2, his employer will show total wages of come and other amounts that are excludedIndividual Retirement
$25,500 ($30,000 minus $4,500) for income from gross income are not compensation for
tax and $30,000 for social security and Medi- Arrangements (IRAs)   IRA purposes.
care wages. Jim will report $25,500 as
wages on his tax return. You can set up and make contributions to an

For more information on employer with- Contributions.  The most you can contrib-individual retirement arrangement (IRA) if
holding requirements, get Publication 15. ute for any year to your IRA is the smaller of:you received taxable compensation duringFor more information on SEPs, see Publi-

the year and have not reached age 701/2 bycation 560.
● $2,000, orthe end of the year. You can have an IRA

whether or not you are covered by any other
● Your taxable compensation.retirement plan. However, you may not be

Nonqualified Plans   able to deduct any or some of your contribu-
tions if you or your spouse is covered by anYou can deduct contributions made to a non- Deductible and nondeductible contribu-employer’s retirement plan.exempt trust or premiums paid under a non- tions.  Generally, you can take a deduction

qualified annuity plan. Your employees gen- for the contributions you are allowed to
erally must include the contributions or

make to your IRA. However, if you or yourCompensation.  Compensation includespremiums in their gross income.
spouse is covered by an employer retire-taxable wages, salaries, commissions, bo-Deduct your contributions to the plan in
ment plan at any time during the year, yournuses, tips, professional fees, self-employ-the tax year in which any of your employees
IRA deduction may be reduced or elimi-ment income (subject to certain adjust-must include an amount of the contributions
nated, depending on your filing status andments, discussed below, and providing yourin their gross income. You can deduct contri-
the amount of your income. Whether or notpersonal services are a material income-pro-butions only if you maintain separate ac-
your allowable contributions are deductible,ducing factor), other amounts received forcounts for each participating employee.
you can choose to make nondeductible con-personal services, and taxable alimony and
tributions to your IRA. For details on theseseparate maintenance payments.Transferable interest.  When an employ-
and other rules, as well as general informa-Employee.  If you are an employee, com-ee’s interest in your contributions or premi-
tion on IRAs, see Publication 590.ums for that employee is transferable, the pensation includes any amount properly
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deductible in the year paid or accrued. If you Leveraged leases.  These transactions
pay rent in advance, you can deduct only the may be considered leases. Leveraged
amount that applies to your use of the rented11. leases generally involve three parties: a les-
property during the tax year. The balance sor, a lessee, and a lender to the lessor.
can be deducted only over the period to Usually, the lease covers a large part of theRent Expense which it applies. useful life of the leased property, and the les-

see’s payments to the lessor are enough toExample 1.  In May 1995, you leased a
building for 5 years, beginning July 1, 1995, cover the lessor’s payments to the lender.
and ending June 30, 2000. According to the If you plan to take part in what appears to
terms of the lease, your rent is $12,000 per be a leveraged lease, you may want to get anIntroduction
year. You paid the first year’s rent ($12,000) advance ruling. The following Revenue Pro-If you lease business property, you generally on June 30, 1995. On your income tax return cedures contain the guidelines the IRS willcan deduct the rent you pay. You can also for calendar year 1995, you can deduct only use to determine if a leveraged lease is adeduct certain other expenses as rent. If you $6,000 (6/12 ×  $12,000) for the rent that lease for federal income tax purposes:lease a car for 30 days or more for use in applies to 1995.

your business, see Leasing a Car in Publica- Revenue Procedure 75–21, 1975–1 C.B.Example 2.  In January 1995, you leasedtion 917. If you lease business property and 715property for 3 years for $6,000 a year. Youincur a casualty loss on the leased property,
paid the full $18,000 (3 ×  $6,000) during the Revenue Procedure 75–28, 1975–1 C.B.see Leased Property in chapter 25.
first year of the lease. For 1995, you can de- 752
duct only $6,000, the part of the rent that ap-Topics Revenue Procedure 76–30, 1976–2 C.B.plies to 1995. You can deduct the balance

This chapter discusses: 647($12,000) over the remaining 2-year term of
● The definition of rent the lease, at $6,000 each year. Revenue Procedure 79–48, 1979–2 C.B.
● Taxes on leased property 529

Lease or purchase.  There may be in-
● The cost of acquiring a lease

stances where it is necessary to determine if In general, the Revenue Procedures pro-
● Improvements by lessee your payments are for rent or for the vide that, for advance ruling purposes only,

purchase of the property. You must first de-● Capitalizing rent expenses the IRS will consider the lessor in a lever-
termine if your agreement is a lease or a con-

aged lease transaction to be the owner ofditional sales contract. If, under the agree-Useful Items the property and the transaction to be a validment, you acquired or will acquire title to orYou may want to see: lease if all of the following apply:equity in the property, the agreement should
be treated as a conditional sales contract. 1) The lessor must maintain a minimumPublication
Payments made under a conditional sales unconditional ‘‘at risk’’ investment (at

□ 538 Accounting Periods and Methods contract are not deductible as rent expense. least 20%) in the property during the en-
Whether the agreement is a conditional□ 946 How To Depreciate Property tire lease;

sales contract depends upon the intent of
□ 1375 Procedures For Issuing Rulings 2) The lessee may not have a contractualthe parties. Intent is determined based

right to buy the property from the lessorupon the facts and circumstances existing at
at less than fair market value at the timethe time the agreement is made.
the right is exercised;Determining the intent.  Generally, anRent 

agreement may be considered a conditional 3) The lessee may not invest in the prop-Rent is any amount you pay for the use of sales contract rather than a lease if any of erty, except as provided by Revenueproperty that you do not own. You can gen- the following is true:
Procedure 79–48;erally deduct rent as an expense only if the

1) The agreement applies part of eachrent is for property that you use in your trade 4) The lessee may not lend any money topayment toward an equity interest thator business. If you have or will receive equity
the lessor to buy the property or guaran-you will receive.in or title to the property, the rent is not
tee the loan used to buy the property;deductible. 2) You get title to the property upon the and

payment of a stated amount required
Unreasonable rent.  You cannot take a 5) The lessor must have a profit motiveunder the contract.
rental deduction for rents that are unreason- apart from tax deductions, allowances,3) The amount you pay to use the propertyable. Ordinarily, the issue of reasonableness credits, and other tax attributes.for a short period of time is a large partof the rent will not arise unless you and the

of the amount you would pay to get titlelessor are related. Rent paid to a related per- The IRS will charge you a user fee for is-to the property.son is reasonable if it is the same amount suing a tax ruling. See Publication 1375 for
4) You pay much more than the current fairthat would be paid to a stranger for use of more information.

rental value for the property.the same property. A percentage rental is Leveraged leases of limited use prop-
reasonable if the rental paid is reasonable. 5) You have an option to buy the property erty.  The IRS will not issue advance rulings
For a definition of related persons, see at a nominal price compared to the on leveraged leases of so-called limited usechapter 3. value of the property at the time you property. Limited use property is property not

may take advantage of the option. De- expected to be either useful to or usable by aRent on a personal residence.  If you rent termine this value at the time of the lessor at the end of the lease term except forrather than own a home and use part of your agreement. continued leasing or transfer to a member ofhome as your place of business, you may be
6) You have an option to buy the property the lessee group. See Revenue Procedureable to deduct the rent you pay for that part,

at a nominal price compared to the total 76–30 for examples of limited use propertyif you meet the requirements for business
amount you have to pay under the and property that is not limited use property.use of your home. For more information, see
lease. Special rules apply for leases of tangibleUse Tests in Publication 587.

property over $250,000. See Leases over7) The lease designates some part of the
$250,000 in chapter 7 of Publication 535 forRent paid in advance. Generally, rent paid payments as interest, or part of the pay-
details.in connection with your trade or business is ments is easy to recognize as interest.
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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 13. 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 deduct the taxes as
amortization will include all renewal options sell merchandise and fixtures that youadditional rent only 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 for acquiring the lease. You must capitalize theAccrual method.  If you use an accrual
the term of the lease remaining on the loss and amortize it over the remaining termmethod of accounting, you can deduct taxes
purchase date. In determining the term of of the lease.as additional rent for the tax year in which
the lease remaining on the purchase date,you can determine:
you do not include any period for which the

1) That you have a liability for taxes on the lease may be renewed, extended, or contin-
leased property, ued 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 costyear taxpayer that uses an accrual method Example 1.  You paid $10,000 to acquire
over the remaining term of the lease.of 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 amortize the $10,000 over 30 years, the re-
owners become liable for 1995 real estate maining life of your present lease plus the Assignment of a lease.  If a long-term
taxes on January 1, 1995, but do not have to periods for renewal. lessee makes permanent improvements to
pay them until July 1, 1996. leased land and later assigns all lease rightsExample 2.  Assume the same facts as in

Under the terms of the lease, Oak be- to you for money, and you pay rent requiredExample 1, except that the amount that ap-
comes liable for the real estate taxes when by the lease, the amount you pay for the as-plies to the original lease was $8,000. You
the tax bills are issued on July 1, 1996. Oak signment is a capital investment. If the rentalare allowed to amortize the entire $10,000
cannot deduct the real estate taxes for 1995 value of the leased land increased since theover the 20-year remaining life of the original
as additional rent until July 1, 1996. This is lease began, part of your capital investmentlease because the $8,000 cost of acquiring
when Oak’s liability under the lease be- is for that increase in the rental value, andthe original lease was not less than 75% of
comes fixed. the balance is for your investment in the per-the total 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
them on January 1, 1995, but does not have a lease, and you amortize it over the remain-over part of the lease period in order to
to pay them until July 1, 1996, Oak will de- ing term of the lease. You can depreciate thechange certain provisions in your lease, you
duct the lessor’s real estate taxes as addi- part that is for your investment in the im-must capitalize these payments and amor-
tional rent on its 1995 tax return. This is the provements as discussed earlier.tize them over the remaining period of the
year in which Oak’s liability under the lease lease. You cannot deduct the payments as
becomes fixed. additional 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- have to capitalize direct costs and an alloca-
ally need less space. The lessor agrees toYou may either enter into a new lease with ble part of most indirect costs that benefit or
reduce your rent from $7,000 to $6,000 perthe lessor of the property or acquire an ex- are incurred because of production or resale
year and to release the excess space fromisting lease from another lessee. Very often 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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Partial business use.  If you use property forTopics
business or investment purposes and alsoThis chapter discusses:
for personal purposes, you can deduct only12.

● Basic information on depreciation
depreciation based on the business use and

● The section 179 deduction the use for the production of income. For ex-Depreciation ample, if you use your car both for business● The Modified Accelerated Cost
and personal transportation, determine whatRecovery System (MACRS)
percentage of its use is for business and de-

● Listed property rules preciate only the business percentage part
● Form 4562 of its cost.Important Change

Passenger automobiles.  There are dollarUseful Itemsfor 1995   
limits on the amount of the depreciation de-You may want to see:
ductions you can claim for passenger auto-Limits on depreciation for business cars.
mobiles. There are also other limits on theThe total section 179 deduction and depreci- Publication
depreciation you can claim for passengeration you can take on a car that you use in

□ 534 Depreciating Property Placed in
automobiles not used more than 50% in ayour business and first place in service in Service Before 1987
qualified business use. A similar limit applies1995 is $3,060. Your depreciation cannot ex-

□ 538 Accounting Periods and Methods to lessees of leased cars. See Listed Prop-ceed $4,900 for the second year of recovery,
erty, later.$2,950 for the third year of recovery, and □ 551 Basis of Assets

$1,775 for each later tax year. See Passen-
□ 917 Business Use of a Car

ger automobiles, later. Idle property. You must claim a deduction
□ 946 How To Depreciate Property for depreciation on property used in your

business that is temporarily idle. For exam-General asset account. You can elect to
Form (and Instructions) ple, if you stop using a piece of machineryplace assets subject to MACRS in one or

because there is a temporary lack of a mar-more general asset accounts. After you have □ 4562 Depreciation and Amortization
ket for a product made with the machinery,established a general asset account, figure

□ 4797 Sales of Business Property the machinery is still treated as used in yourdepreciation on the entire account by using
□ 6251 Alternative Minimum Tax— business for federal income tax purposes.the applicable depreciation method, recov-

Individualsery period, and convention for the assets in
the account. Intangible Property

For more information, see General Asset Intangible property is generally any property
Account later. that has value and cannot be seen orGeneral Information  

touched. It and includes property such as a
The first part of the chapter provides you copyright, patent, or franchise.
with information on property that can and Generally, if acquired prior to August 11,Introduction cannot be depreciated, when depreciation 1993 (or July 26, 1991, if elected), intangi-
begins and ends, and when to claim

ble property was depreciable only if youIf you buy certain property for use in your depreciation.
could determine a useful life for it. Some ex-trade or business that has a useful life of
amples of these depreciable and nondepre-more than 1 year, you can claim a limited

What Can Be Depreciated ciable intangible properties are discussedamount of the cost as a section 179 deduc-
next. However, if you acquired an intangibleFor property to be depreciable, it must firsttion. You must spread the remainder of the

meet all of the following basic requirements: property after August 10, 1993 (July 25,cost of this property over more than 1 year
1991, if elected), it may qualify for amortiza-and claim depreciation deductions over the 1) The property must be used in business
tion as a section 197 intangible asset. For in-recovery period of the property. You can or held for the production of income.
formation on section 197 intangible assets,take depreciation deductions only on prop-

2) The property must have a determinable see chapter 13.erty that is used in your trade or business or
useful life and that life must be longerfor the production of income.
than one year.MACRS is the depreciation system that Patents and copyrights. Unless you must

3) The property must be something thatapplies to property placed in service after amortize the costs of a patent or copyright
wears out, decays, gets used up, be-1986. If you need information on the depreci- (as explained in chapter 13), you can recover
comes obsolete, or loses value fromation methods for property placed in service the costs through depreciation. If you can
natural causes.before 1987, see Publication 534. depreciate the cost of a patent or copyright,

Generally, if you sell, exchange, or invol- use the straight line method over the useful
Depreciable property may be either tan-untarily convert depreciable property, and a life. The useful life is the life granted by the

gible or intangible.gain (profit) is realized, all or part of the gain government for the patent or copyright. If it
may be ordinary income. See Chapter 23. becomes valueless in any year before its

Two other methods for recovering the useful life expires, you can deduct in full forTangible Property 
cost of property, amortization and depletion, that year any remaining cost or other basisTangible property is any property that can be
permit deductions similar to those allowed you have not yet depreciated.seen or touched. Tangible property includes
by depreciation. Amortization is a method Patents and copyrights subject toreal and personal property. Personal prop-
that permits you to deduct certain capital ex- amortization.  If you acquired patents anderty is property such as machinery or equip-
penditures in a way similar to depreciation. copyrights as part of the acquisition of a sub-ment that is not real estate. Real property is
Depletion permits the owner of an eco- stantial portion of a business after Augustland and generally anything that is erected
nomic interest in mineral deposits, oil wells, 10, 1993 (after July 25, 1991, if elected), youon, growing on, or attached to land. How-
gas wells, geothermal deposits, or standing generally have to amortize the cost as dis-ever, land itself is never depreciable.
timber to deduct the cost of the economic in- cussed in chapter 13. If the patent or copy-You can deduct depreciation on tangible
terest over the economic life of the property. right is not acquired as part of an acquisitionproperty only if it can wear out, decay, lose
Depletion and amortization are explained in of a substantial portion of a business, depre-value from natural causes, be used up, or if it
Chapter 13. ciate the cost as discussed above.becomes obsolete.
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Agreement not to compete.  An agree- software was included in the price of com- Property placed in service and disposed
ment not to compete is an agreement by the of in the same year.  You cannot deduct de-puter hardware and the software cost was
seller of a business not to compete with the preciation on property placed in service andnot separately stated, you treat the entire
buyer. The agreement may restrict competi- disposed of in the same taxable year. Whenamount as the cost of the hardware and de-
tion for an agreed upon period of time, within property is considered placed in service ispreciate it under MACRS as discussed later.
an agreed upon area, or for a combination of explained later.If the cost of the software was separately
both. stated, you can depreciate the cost using the

Generally, if you bought a business Inventory.  You can never depreciate inven-straight line method over 5 years (or any
before August 11, 1993, and part of its price tory. Inventory is any property that is held pri-shorter life you can establish).
is for an agreement not to compete for a marily for sale to customers in the ordinarySoftware acquired after August 10,
fixed number of years, the agreement is de- course of business.1993.  If you acquire software after August
preciable property. However, because good- In some cases, it is not immediately clear10, 1993 (after July 25, 1991, if elected), you
will is often confused with an agreement not whether property is a business asset or in-can depreciate it over 36 months if it meets
to compete, and because goodwill is not de- ventory. In these cases, carefully examine allall three of the following requirements:
preciable, you must establish from the facts the facts to see if it is depreciable property.

1) It is readily available for purchase by theand circumstances whether you have pur- Containers. Containers are generally
chased goodwill or entered into an agree- general public, part of inventory and cannot be depreciated.
ment not to compete. However, certain durable containers used to2) It is not subject to an exclusive license,If you bought a business after August 10, ship products can be depreciated if theyand1993 (after July 25, 1991, if elected), you have a life longer than 1 year, if they qualify
must amortize that part of its price that is for 3) It has not been substantially modified. as property used in your business, and if title
an agreement not to compete. If you can to them does not pass to the buyer. To deter-
amortize the cost of the agreement (as dis- Even if the software does not meet the mine if the above requirements apply and
cussed in chapter 13), you cannot depreci- above requirements, you can depreciate it whether your containers can be depreciated,
ate it. over 36 months if it was not acquired in con- you should consider:

nection with the acquisition of a substantial 1) Does your sales contract, sales invoice,Designs and patterns.  Designs and pat- portion of a business. or acknowledgment of order indicateterns are kinds of intangible property that If you acquire software after August 10, that you have retained title,can be depreciated only if they have a deter- 1993 (after July 25, 1991, if elected), you
minable useful life and cannot be amortized 2) Does your invoice treat the containersmust amortize it over 15 years (rather than
(as discussed in chapter 13). as separate items, anddepreciate it) if it does not meet all three of

the requirements listed above and it was ac- 3) Do any of your records properly stateFranchise. A franchise is intangible property
your basis in the containers.quired in connection with the acquisition of athat can be depreciated only if it has a deter-

substantial portion of a business. For moreminable useful life and cannot be amortized
information on amortization, see chapter 13. Manufacturing or processing businesses.(as discussed in chapter 13).

Software leased.  If you lease software, If you must include depreciation as part of
you can treat the rental payments in the the cost of goods sold, you cannot deductCustomer or subscription lists, location

this depreciation again as a separate busi-same manner that you treat any other rentalcontracts, and insurance expirations.
ness expense on your return. See chapter 7payments.Generally, you can depreciate these intangi-
for more information on cost of goods sold.ble properties only if:

Goodwill.  Goodwill can never be depreci-1) Their value can be determined sepa- Rented property.  Generally, a person whoated because its useful life cannot berately from the value of any goodwill uses depreciable property in a trade or busi-determined.that goes with the business, ness or holds it for producing income is enti-However, if you acquired a business after
2) Their useful life can be determined with tled to the depreciation deduction for theAugust 10, 1993 (after July 25, 1991, if

reasonable accuracy, and property. This is usually the owner of theelected), and part of the price includes good-
property. However, for rented property, this3) They cannot be amortized (as dis- will, you may be able to amortize the cost of
is usually the lessor. An owner or lessor iscussed in chapter 13). the goodwill over 15 years. For more infor-
the person who generally bears the burdenmation, see chapter 13.
of exhaustion of capital investment in theComputer software. Computer software in-
property. This means the person who retainscludes all programs designed to cause a Trademark and trade name.  In general, the incidents of ownership for the property.computer to perform a desired function. trademarks and trade names must be capi- The incidents of ownership include:Computer software also includes any talized. This means that the full amount can-

database or similar item that is in the public 1) The legal title,not be deducted in the current year. For
domain and is incidental to the operation of trademarks and trade names acquired 2) The legal obligation to pay for it,
qualifying software. before August 11, 1993 (before July 26, 3) The responsibility to pay its mainte-Software developed before August 1991, if elected), you can neither depreciate nance and operating expenses,11, 1993.  If you developed software pro- nor amortize these expenses. For trade-
grams before August 11, 1993 (before July 4) The duty to pay any taxes, andmarks and trade names acquired after Au-
26, 1991, if elected), you can choose to ei-

gust 10, 1993 (after July 25, 1991, if elected), 5) The risk of loss if the property is de-ther treat the development costs as current
you may be able to amortize their costs over stroyed, condemned, or diminished inexpenses or capitalize the costs and depre-
15 years. For more information, see chapter value through obsolescence orciate them using the straight line method
13. exhaustion.over 5 years (or any shorter life you can

clearly establish). You cannot change meth-
Land. The cost of land can never be depre-ods without the approval of the IRS. What Cannot Be
ciated because land does not wear out orSoftware purchased before August Depreciated   become obsolete and it cannot be used up.11, 1993.  If you purchased software before
The cost of land generally includes the costTo determine if you are entitled to deprecia-August 11, 1993 (before July 26, 1991, if
of clearing, grading, planting, and landscap-tion, you must know not only what you canelected), your recovery of costs depends on
ing because these expenses are all part ofhow you were billed. If the cost of the depreciate but what you cannot depreciate.
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the cost of land itself. However, you can de- Retired From Service What Costs Can and
preciate some land preparation costs if they Property is retired from service when it is Cannot Be Deducted are so closely associated with a depreciable permanently withdrawn from use in a trade

You can claim the section 179 deductionasset that it is possible to determine a life for or business or in the production of income.
only on qualifying property acquired for usethe preparation costs along with the life of The period for depreciation ends when prop- in your trade or business. You cannot claimthe asset with which they are associated. erty is retired from service. the deduction on property you hold only for

You can retire property from service by the production of income.Demolition of buildings.  You cannot de- selling or exchanging it, abandoning it, or de-
duct costs (paid or incurred) to demolish any stroying it. Acquired by Purchase building. Nor can you deduct any loss from

Only the cost of property you acquire for usedemolition. Instead, you must add these Correct Depreciation Not in your business qualifies for the section 179costs to the basis of the land on which the
deduction. However, the cost of property ac-Deducted demolished building stood.
quired from a related person or group mayYou cannot deduct unclaimed depreciation
not qualify. See Nonqualifying Property,in any later tax year. However, you can claimEquipment used to build capital improve-
later.the depreciation on a timely filed amendedments.  You cannot deduct depreciation on

return for the year for which it should haveequipment you are using to build your own
Acquired by Trade  been claimed. You must file an amended re-capital improvements. You must add depre-

turn within 3 years from the date you filed If you purchase an asset with cash and aciation on this equipment during the period
trade-in, part of the basis of the asset you re-your original return, or within 2 years from theof construction to the basis of the improve-
ceive is the basis of the trade-in. You cannottime you paid your tax, whichever is later. Aments. See Uniform Capitalization Rules in
claim the section 179 deduction on this partreturn filed early is considered filed on thechapter 5.
of the basis of the asset. For example, if youdue date.
buy (for cash and a trade-in) a new truck toIf you do not claim depreciation you areRepairs and replacements.  If a repair or
use in your business, your cost for the sec-entitled to deduct, you must still reduce thereplacement increases the value of your
tion 179 deduction does not include the ad-basis of the property. Reduce the basis byproperty, makes it more useful, or lengthens
justed basis of the truck you trade for thethe amount of depreciation you were entitledits life, your repair or replacement cost must new vehicle. See Adjusted Basis in chapterto deduct. If you deduct more depreciationbe capitalized and depreciated. If the repair 5.than you should, you must decrease your ba-or replacement does not increase the value

sis by any amount deducted from which you Example.  In 1995, Just Sweets, a retailof your property, makes it more useful, or
received a tax benefit. bakery, traded in two ovens with a total ad-lengthen its life, the cost of the repair or re-

justed basis of $680 for a new oven costingplacement is deductible in the same way as
$1,320. The bakery also traded a used ma-any other business expense.  See Additions
chine with an adjusted basis of $4,500 for aor improvements to property, under Modified Section 179 Deduction new machine costing $9,000. Both newAccelerated Cost  Recovery System
items were placed in service in 1995. JustThis discussion explains the section 179 de-(MACRS), later.
Sweets got an $800 trade-in on the old ov-duction. It tells what costs can and cannot
ens and paid $520 cash for the new oven.be deducted, how to elect the deduction,Professional libraries. If you maintain a li- The bakery was given $4,800 trade-in andhow to figure the deduction, and when to re-brary for use in your profession, you can de- paid $4,200 cash for the machine. The trans-capture the deduction.preciate it. Any technical books, journals, actions are nontaxable and no gain is recog-

You can elect to treat all or part of theand information services used in your busi- nized on the trade-ins.
cost of certain qualifying property as an ex-ness having a useful life of one year or less The part of the basis of the equipment
pense rather than as a capital expenditure. Ifare deductible in the same way as any other carried over due to the transactions ($680
you make the election, you can deduct a lim-business expense. for the oven and $4,500 for the machine) is
ited amount of the cost of qualifying property not treated as business cost for the section
you buy for use in your trade or business only 179 deduction. However, Just Sweets canWhen Depreciation in the first year you place your property in elect to deduct $4,720 ($520 and $4,200),
service.Begins and Ends the part of the cost of the new property not

determined by reference to the propertyYou begin to depreciate your property when
Placed in service.  For the section 179 de- traded.you place it in service for use in your trade or
duction, your property is considered placed

business or for the production of income. in service when it is first ready and available
You stop depreciating property either when Qualifying Property   for a specific use. Such use can be in a trade
you have fully recovered its cost or other ba- Property qualifying for the section 179 de-or business, the production of income, a tax-
sis or when you retire it from service. (See duction is depreciable property and includes:exempt activity, or a personal activity. Prop-
Retired From Service, later.) erty placed in service in a use that does not 1) Tangible personal property,

qualify for the section 179 deduction cannot 2) Other tangible property (except mostPlaced in Service later qualify in another tax year even if its use buildings and their structural compo-
changes to business.For depreciation purposes, property is con- nents) used as:

sidered placed in service when it is ready Example.  In 1994, you bought a new car a) An integral part of manufacturing, pro-and available for a specific use, whether in a and placed it in service for personal pur- duction, or extraction, or of furnishing
trade or business, the production of income, poses. In 1995, you began to use it for busi- transportation, communications, elec-
a tax-exempt activity, or a personal activity. ness. The fact that you changed its use to tricity, gas, water, or sewage disposal
Even if the property is not actually being business use does not qualify the cost of services, or
used, it is in service when it is ready and your car for a section 179 deduction in 1995.

b) A research facility in any of the activi-available for its specific use. However, you However, you can claim a depreciation de-
ties in (a), orcan begin depreciating property only when it duction for the business use of the car in

is ready and available for a specific use 1995. To figure this deduction, see Modified c) A facility in any of the activities in (a)
Accelerated Cost  Recovery System(placed in service) in a trade or business or for the bulk storage of fungible
(MACRS), later.for the production of income. commodities,
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3) A single purpose agricultural (livestock) 3) Property acquired from certain groups is placed in service. You cannot make
the election for the section 179 deduc-or horticultural structure (defined later), or persons, and
tion on an amended return filed after theand 4) Certain property you lease to others (if
due date (including extensions).4) Storage facilities (except buildings and you are a noncorporate lessor).

their structural components) used in dis-
Once made, the election can be revokedtributing petroleum or any primary prod- For the kind of property you lease on which
only with the consent of the Internal Reve-uct of petroleum. you can claim the section 179 deduction,
nue Service (IRS).see Leased property, earlier.

Single purpose structures.  A single
purpose agricultural structure is any building How To FigureProduction of Income  
or enclosure specifically designed, built, and Property is held only for the production of  in- the Deduction used to: come if it is investment property, rental prop- The total business cost you can elect to de-
1) House, raise, and feed a particular type erty  (if renting property is not your trade or duct under section 179 for a tax year cannot

of livestock (including poultry) and its business),  or property that produces royal- be more than $17,500. This $17,500 maxi-
produce, and ties. Property you use  in the active conduct mum dollar limit applies to each taxpayer,

of a trade or business is not  held only for the not to each business. You do not have to2) House the equipment, including any
production of income. claim the full $17,500. You decide how muchreplacements, necessary to house,

of the cost of property you want to deductraise, and feed this livestock.
Acquired From Certain Groups under section 179. Any cost you do not de-

duct under section 179 can be depreciated.or Persons A single purpose horticultural structure
If you acquire and place in service moreis: Property does not qualify for the section 179

than one item of qualifying property duringdeduction if:1) A greenhouse specifically designed, the year, you can divide the deduction be-
built, and used for the commercial pro- 1) The property is acquired by one mem- tween the items in any way, as long as the
duction of plants, or ber of a controlled group from another total deduction is not more than the limits. If

member of the same group, you have only one item of qualifying prop-2) A structure specifically designed, built,
erty, and it costs less than $17,500, such asand used for the commercial production 2) The property for which the basis is de-
$3,200, your deduction is limited to theof mushrooms. termined in whole or in part by its ad-
lesser of:justed basis in the hands of the person

If a structure includes work space, that from whom you acquired it or is deter- 1) Your taxable income limit or
structure is not a single purpose agricultural mined under stepped-up basis rules for

2) $3,200.or horticultural structure unless the work property acquired from a decedent (see
space is used only for: Publication 448), or

You must figure your section 179 deduction1) Stocking, caring for, or collecting live- 3) The property is acquired from a related before figuring your depreciation deduction.stock or plants or their produce, person. Taxable income limit is discussed later under
2) Maintaining the enclosure or structure, Deduction Limits.

For this purpose, a list of related persons isand You must subtract the amount you elect
available in chapter 2 of Publication 946. to deduct from the business/investment3) Maintaining or replacing the equipment

cost of the qualifying property. This result isor stock enclosed or housed in the
Business and nonbusiness use. When you called your unadjusted basis and is used tostructure.
use property for both business and nonbusi- compute your depreciation deduction.
ness purposes, you can elect the section
179 deduction only if more than 50% of theLeased property. Generally, taxpayers Deduction Limits  property’s use in the tax year it is placed inother than corporations cannot claim a sec- Your section 179 deduction cannot be moreservice is for trade or business purposes.tion 179 deduction based on property they than the business cost of the qualifying prop-You must figure the part of the cost of thelease to someone else. However, you can erty. In addition, in figuring your section 179property that reflects only the business useclaim a section 179 deduction based on: deduction, you must apply the followingof the property. You do this by multiplying the

limits:1) Property you lease to others that you cost of the property by the percentage of
manufactured, or business use. This is your business cost and 1) Maximum dollar limit,

is used to figure your section 179 deduction.2) Property you lease to others if the term
2) Investment limit, andof the lease is less than half of the

property’s class life and for the first 12 3) Taxable income limit.Electing the Deduction 
months the property is transferred to You must make an election to take the sec-
the lessee, the total of the business de- Maximum dollar limit.  The total cost yoution 179 deduction. You can make this elec-
ductions that you are allowed on the can elect to deduct for a tax year cannot ex-tion only in the first tax year the property is
property (except rent and reimbursed ceed $17,500. This $17,500 maximum ap-placed in service. See Placed in service,
amounts) are more than 15% of the plies to each taxpayer and not to each busi-earlier.
rental income from the property. ness operated by a taxpayer.

While the maximum dollar amount thatHow to make the election.  You make this
can be deducted is $17,500, there are cer-election by taking the deduction on Form

Nonqualifying Property tain rules that can reduce this amount.4562 with:
You cannot claim the section 179 deduction

1) Your original tax return filed for the taxon: Joint returns.  A husband and wife who file
year the property was placed in service a joint return are treated as one taxpayer in1) Property held only for the production of (whether or not you file it timely) or determining any reduction to the $17,500income,

2) An amended return filed no later than maximum dollar limit, regardless of which
2) Real property including buildings and the due date (including extensions) for spouse acquired the property or placed it in

their structural components, your return for the tax year the property service.
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Married individuals filing separate re- maximum deduction allowed ($17,500) by other disposition by the amount of disal-
lowed section 179 deduction.turns.  A husband and wife filing separate re- $7,000. If his taxable income limit is $10,500

Neither the old nor the new owner canturns for a tax year are treated as one tax- or more, he is entitled to a section 179 de-
deduct any of the disallowed amount that ispayer for purposes of the $17,500 maximum duction for 1995 of $10,500.
added to the basis of the property.dollar limit and the $200,000 investment limit

that applies to the reduction of the maximum Taxable income limit.  The total cost that
dollar limit. Unless they elect otherwise, Passenger automobiles.  For passengercan be deducted in each year is limited to the
50% of the maximum dollar limit (after apply- automobiles placed in service in 1995, yourtaxable income from the active conduct of
ing the investment limit) will be allocated to total section 179 deduction and depreciationany trade or business during the tax year.
each. If the percentages elected by each cannot be more than $3,060 for 1995. SeeGenerally, you are considered to actively
spouse do not total 100%, 50 % will be allo- Publication 917 for more information.conduct a trade or business if you meaning-
cated to each spouse. See Investment limit, fully participate in the management or opera-
later. tions of the trade or business. Two different taxable income limits.  The

section 179 deduction is subject to a taxableTaxable income for this purpose is fig-Example 1.  Jack Elm is married. He and
income limit. You also may have to figure an-ured by totaling the net income (or loss) fromhis wife file separate returns for 1995. Jack
other deduction that has a limit based on tax-all trades and businesses you and yourbought and placed in service $200,000 of
able income. The limit for this other deduc-spouse (if filing a joint return) actively con-qualified farm machinery in 1995. His wife
tion may have to be figured taking intoducted during the tax year. Items of incomehad her own business and she placed in ser-
account the section 179 deduction. If so,derived from a trade or business activelyvice $5,000 of qualified business equipment.
complete the steps discussed next.conducted by you include section 1231If Mr. and Mrs. Elm had filed a joint return for

gains (or losses) as discussed in chapter 231995, their maximum dollar limit would have Step 1– Figure taxable income without
of this publication, and interest from workingbeen $12,500. This is because their $17,500 either a section 179 deduction or the
capital of your trade or business. Also in-maximum dollar limit would have been re- other deduction.
clude in total taxable income any wages, sal-duced by $5,000 (the excess over the Step 2– Figure a hypothetical sectionaries, tips, or other compensation earned as$200,000 investment limit). They elect to al-

179 deduction using the taxable in-an employee. When figuring taxable income,locate the $12,500 as follows: $9,375 (75%) come figured in Step 1.do not take into account unreimbursed em-to Mr. Elm’s machinery and $3,125 (25%) to
ployee business expenses you may have as Step 3– Subtract the hypothetical sec-Mrs. Elm’s equipment. If they did not make
an employee. tion 179 deduction figured in Step 2an election to allocate their costs, they

from the taxable income figured inIn addition, taxable income is figuredwould be limited to the $12,500 multiplied by
Step 1.without regard to:50% or $6,250 each on their separate

returns. Step 4– Figure a hypothetical amount for1) The section 179 expense deduction,
Joint return after filing separate re- the other deduction using the amount2) The self-employment tax deduction,turns.  If a husband and wife elect to file a figured in Step 3 as taxable income.andjoint return after the due date for filing the re-

Step 5– Subtract the hypothetical otherturn, the maximum dollar limit on the joint re- 3) Any net operating loss carryback or
deduction figured in Step 4 from theturn is the lesser of: carryforward.
taxable income figured in Step 1.

1) The maximum dollar limit (after applying
Step 6– Now figure your actual sectionExample.  Joyce Jones places in servicethe investment limit), or

179 deduction using the taxable in-in 1995 a machine that cost $8,000. The tax-2) The total cost of section 179 property come figured in Step 5.able income from her business for 1995 (de-they elected to expense on their sepa-
termined without a section 179 deduction for Step 7– Subtract your actual section 179rate returns.
the cost of the machine and without the self- deduction figured in Step 6 from the
employment tax deduction) is $6,000. Her taxable income figured in Step 1.

Example 2.  Assume Jack Elm and his section 179 deduction is limited to $6,000.
Step 8– Figure your actual other deduc-wife in Example 1 had filed separate returns. The $2,000 cost that is not allowed as a cur-

tion using the taxable income figuredOn their separate tax returns, Jack elected rent section 179 deduction because of the
in Step 7.to expense $4,000 of section 179 property taxable income limit can be carried to 1996.

and his wife elected to expense $2,000. If Carryover of unallowable deduction.
they subsequently file a joint return after the Example.  During the tax year, the XYZThe amount you carry over will be taken into
due date for that return, their maximum dol- corporation purchased and placed in serviceaccount in determining the amount of your
lar limit for section 179 is $6,000, the lesser qualifying section 179 property that costsection 179 deduction in the next year. In the
of $12,500 (the maximum dollar limit after $10,000. It elects to expense as much astax year you place property in service, you
applying the investment limit) or $6,000 (the possible under section 179. The XYZ corpo-can select the properties for which costs will
total amount they elected to expense on ration also gave a charitable contribution ofbe carried forward and you can allocate the
their separate returns). $1,000 during the tax year. A corporation’sportion of the costs to these properties pro-

deduction for charitable contributions can-vided your decisions are shown in your
not be more than 10% of its taxable income,Investment limit.  For each dollar of busi- books and records.
figured after subtracting any section 179 de-ness cost over $200,000 of section 179 See Carryover of disallowed deduction in
duction. The taxable income limit for the sec-property placed in service in a tax year, the chapter 2 of Publication 946 for more infor-
tion 179 deduction is figured after sub-$17,500 maximum dollar limit is reduced (but mation on figuring the carryover; or to figure
t rac t ing  any  a l lowab le  char i tab lenot below zero) by one dollar. If your busi- the carryover, use the Section 179 Work-
contributions. XYZ’s taxable income figuredness cost of section 179 property placed in sheet also provided in chapter 2 of Publica-
without taking into account either any sec-service during a tax year is $217,500 or tion 946.
tion 179 deduction or any deduction for themore, you cannot take a section 179 deduc- Basis adjustment.  Generally, upon a
charitable contributions is $12,000. XYZtion and you are not allowed to carryover the sale or other disposition of section 179 prop-
figures its section 179 deduction and its de-cost that is more than $217,500. erty, or a transfer of section 179 property in-
duction for charitable contributions asExample.  In 1995, James Smith placed volving a transaction in which gain or loss is
follows.in service machinery with a cost of $207,000. not recognized in whole or in part (including

Because the cost of the machinery exceeds transfers at death), the adjusted basis of the Step 1– Taxable income figured without
$200,000 by $7,000, he must reduce the property is increased before the sale or either deduction is $12,000.
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Step 2– Using $12,000 as taxable in- year the election is made and all later tax MACRS consists of two systems for depreci-
come, a hypothetical section 179 de- years. ating property. The main system is called the
duction of $10,000 would be General Depreciation System (GDS) and
allowable. applies to most property. The second sys-When To Recapture

tem is called the Alternative DepreciationStep 3– $12,000 (from Step 1) minus the Deduction System (ADS). Unless ADS is specifically$10,000 (from Step 2) equals $2,000.
If you claim a section 179 deduction for the required by law or you elect it, GDS is gener-

Step 4– Using $2,000 (from Step 3) as cost of qualifying property and, in a year after al ly used to f igure your depreciat ion
taxable income, a hypothetical chari- you place it in service, you do not use it deductions.table contribution (limited to 10% of predominantly for business, you may have to
taxable income) of $200 is figured. recapture (include in income) part of the What Can BeStep 5– $12,000 (from Step 1) minus deduction.
$200 (from Step 5) equals $11,800. You report any recapture of the section Depreciated

179 deduction on Form 4797.Step 6– Using $11,800 (from Step 5) as Under MACRS 
You figure the amount to include in in-taxable income, the actual section

MACRS applies to most tangible deprecia-come by subtracting the depreciation that179 deduction is figured. Because the
ble property placed in service after 1986.would have been allowable on the sectiontaxable income is at least $10,000,
Property for which you cannot use MACRS is179 amount for prior years and the year ofXYZ can take a $10,000 section 179
discussed later in What Cannot Be Depreci-recapture from your section 179 deduction.deduction.
ated Under MACRS.If you elect the section 179 deduction,Step 7– $12,000 (from Step 1) minus

the amount deducted is treated as deprecia-$10,000 (from Step 6) equals $2,000.
tion for purposes of the recapture rules. Any Use of real property changed.  All real

Step 8– Using $2,000 (from Step 7) as gain you realize from a sale, exchange, or property acquired before 1987 that was
taxable income, the actual charitable other disposition of property may have to be changed from personal use to a business or
contribution (limited to 10% of taxa- treated as ordinary income up to the section income-producing use after 1986 must be
ble income) of $200 is figured. 179 and depreciation deductions claimed. depreciated under MACRS.

For more information on dispositions (includ-
Partnerships and partners.  The section ing installment sales), see chapters 23 and When To Use GDS 179 deduction limits apply to both the part- 24.

Most tangible depreciable property fallsnership and to each partner. The partnership Example.  Paul Lamb, a calendar year
within the general rule of MACRS, alsodetermines its section 179 deduction subject taxpayer, bought and placed in service on
called the General Depreciation Systemto the limits. It allocates the deduction August 1, 1993, an item of 3–year property
(GDS). The major differences between GDSamong its partners. costing $10,000. The property is not listed
and ADS are the recovery period andEach partner adds the amount allocated property. He used the property only for busi-

from the partnership as shown on Schedule method of depreciation you use to figure theness in 1993 and 1994. He elected a section
K–1 to his or her other nonpartnership sec- deduction. Because GDS permits use of the179 deduction of $5,000 for this property.
tion 179 costs and then applies the maxi- declining balance method over a shorter re-During 1995, he used the property 40% for
mum dollar limit to this total to determine his covery period, the deduction is greater in thebusiness and 60% for personal use. He
or her section 179 deduction. To determine if earlier years.figures his recapture amount as follows:
a partner has passed the $200,000 invest- However, the law requires the use of
ment limit, the cost of section 179 property Section 179 Deduction Claimed ADS for certain property as discussed under
placed in service by the partnership is not at- (1992) $5,000.00 When To Use ADS, next.
tributed to any partner. The total amount of Allowable Depreciation Although your property may qualify for
each partner’s (partnership and nonpartner- (Instead of Section GDS, you can elect to use ADS. If you make
ship) section 179 deduction is subject to 179): this election, however, you can never revoke
both the taxable income limit and the maxi- it. How to make this election is discussed in

1993 —mum dollar limit. Election, under Depreciation Methods, later.
$5,000 ×  33.33%* $1,666.50For more information about how the sec-

1994 —tion 179 deduction limits apply to partner-
When To Use ADS$5,000 ×  44.45%* 2,222.50ships and partners, see Publication 946.

1995 — Under ADS, you determine your deduction
$5,000 ×  14.81%* ×S corporations.  The rules that apply to by using the straight line method over a re-
40% (Business) 296.20 4,185.20partnerships and its partners also apply to an covery period that generally is longer than

S corporation and its shareholders. The lim- the recovery period under GDS. This system 1995 —
its apply to an S corporation and to each is required for:Recapture Amount $ 814.80
shareholder. The corporation allocates the

1) Any tangible property used predomi-deduction among the shareholders, who
*Rates from 200% table, later. nantly outside the United States duringthen take the deduction subject to the limits.

the year,For more information about how the sec- Paul must include $814.80 in income for
tion 179 deduction limits apply to an S corpo- 2) Any tax-exempt use property,1995. This is $5,000 minus $4,185.20
ration and its shareholders, see Publication ($1,666.50 +  $2,222.50 +  $296.20). 3) Any tax-exempt bond-financed946.

property,

Recordkeeping requirements.  You must 4) Any imported property covered by an
keep records that show the specific identifi- Modified Accelerated executive order of the President of the
cation of each piece of section 179 property. United States, andCost Recovery SystemThese records must show how the property

5) Any property used predominantly in awas acquired, the person from whom it was (MACRS) farming business and placed in serviceacquired, and when it was placed in service.
during any tax year in which you makeThe modified accelerated cost recovery sys-You must stay with your selection of section
an election not to apply the uniform cap-tem (MACRS) generally applies to all tangi-179 property for which you claim a deduction
italization rules to certain farming costs.ble property placed in service after 1986.when computing taxable income for the tax
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1) You or a party related to you owned or BasisWhat Cannot
used the property in 1986, Basis is a measure of your investment in theBe Depreciated

property for tax purposes. When you depre-2) The property was acquired from a per-Under MACRS ciate property, a certain percentage of yourson who owned it in 1986 and, as part of
You cannot use MACRS for certain property basis in it is deducted each year.the transaction, the property user does
because of special rules that exclude it from For property that you buy, your originalnot change,
MACRS. You can elect to exclude certain basis is usually its cost to you. For property

3) You lease the property to a person (or aproperty from being depreciated under that you acquire in some other way, such as
person related to this person) whoMACRS. by inheriting it, receiving it as a gift, building it
owned or used the property in 1986, orProperty that you cannot depreciate us- yourself, or getting it in a tax-free exchange,

ing MACRS includes: you must figure your original basis in some4) The property was acquired in a transac-
other way.1) Intangible property, tion in which the property user did not

Events will often change the basis of achange and the property was not2) Any motion picture film or video tape, piece of property. This changed basis isMACRS property in the hands of the
3) Any sound recording, called the adjusted basis. Some events,person from whom it was so acquired

such as improvements, increase basis.4) Certain real and personal property because of 2) or 3).
Some, such as casualty losses and the sec-placed in service before 1987, and
tion 179 deduction, decrease basis. If basisReal property.  For real property placed5) Property you elect to exclude from
is adjusted, the depreciation deduction mayin service after 1986 (after July 31, 1986, ifMACRS that is properly depreciated
also have to be changed, depending on theMACRS was elected), you cannot useunder a method of depreciation that is
reason for the adjustment and on theMACRS if:not based on a term of years.
method of depreciation you are using.

1) You or a party related to you owned the Chapter 5 explains how to figure basis for
Election to exclude certain property.  If property in 1986, property acquired in different ways and how
you properly depreciate any of your property to allocate basis among assets. It also ex-2) You lease the property back to the per-under a method of depreciation that is not plains what items increase or decreaseson (or a person related to this person)based on a term of years, such as the unit-of- basis.who owned the property in 1986, orproduction method, you can elect to exclude
that property from MACRS. To figure a de- 3) You acquired the property in a transac- Basis of property changed from personalpreciation deduction under the unit-of-pro- tion in which some of your gain or loss use.   If you held property for personal useduction method, you divide the cost or other was not recognized. MACRS applies and later change it to business use or use inbasis (less salvage) by the estimated num- only to the part of your basis in the ac- the production of income, your basis is theber of units to be produced during the life of quired property that represents cash lesser of:the asset. Apply the resulting amount to the paid or unlike property given up. It does

1) The fair market value (FMV) on the dateunits produced in a year to arrive at your de- not apply to the substituted portion of
you change it from personal use, orpreciation for that year. the basis.

You make this election by reporting your 2) Your original cost or other basis ad-
depreciation for the property on line 18, of justed as follows:Note:  This rule does not apply to non-Part III on Form 4562, and attaching a state-

residential real property or residential rental a) Increased by the cost of any perma-ment as described in the Instructions for
property. nent improvements or additions andForm 4562. You make the election by the tax

other costs that must be added to ba-return due date (including extensions) for the Related parties.  For these rules, a party sis, andyear the property is placed in service. related to you includes members of your im-
b) Decreased by any tax deductions youmediate family (including your spouse, an-

Use of standard mileage rate.  If you use claimed for casualty losses and othercestors, and lineal descendants).
the standard mileage rate for an automobile charges to basis claimed on earlierSpecial rule.  The excluded property
you buy and use for business after 1980, you years’ income tax returns.rules do not apply to any property if the al-
are considered to have elected to exclude lowable deduction for the property for the
the automobile from MACRS and ACRS. first tax year in which the property is placed
See chapter 15 of this publication for a dis- in service using ACRS is greater than the de- Property Classes and
cussion of the standard mileage rate. duction under MACRS using the half-year Recovery Periods

convention. Each item of property depreciated underProperty placed in service before 1987. For more information on related parties GDS is assigned to a property class. TheThere are special rules that may prevent you and other special rules, see chapter 3 of property class of an item of property estab-from using MACRS for property placed in Publication 946. lishes the number of years over which theservice by you or anyone (for any purpose)
basis of the property is recovered. This pe-before 1987 (before August 1, 1986, if
riod of time is called a recovery period.How To Figure theMACRS was elected). These excluded prop-

erty rules apply to both personal and real Deduction GDS. Under GDS, most types of tangibleproperty. However, the rules for personal Using Percentage Tables    property fall into one of the followingproperty are more restrictive.
classes:To figure MACRS deduction, you generally

must first determine the following informa-Note:  For these rules, neither real nor 3–year property. This class includes
tion about the property you intend topersonal property is treated as owned tractor units for use over the road,
depreciate.before it is placed in service. If you owned any race horse over 2 years old when

property in 1986 but did not place it in ser- placed in service, and any other1) Its basis,
vice until 1987, it is not treated as owned in horse over 12 years old when placed

2) Its property class and recovery period,1986. in service.

3) Its date placed in service,Personal property.  You cannot use 5–year property. This class includes au-
MACRS for personal property (section 1245 tomobiles, buses, trucks, computers

4) Which convention to use, and
property) that you acquired after 1986 (after and peripheral equipment, office ma-
July 31, 1986, if MACRS was elected) if: 5) Which depreciation method to use. chinery (typewriters, calculators,
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copiers, etc.), and any property used Additions or improvements to property. be required to use the mid-quarter conven-
in research and experimentation. tion. For residential rental and nonresidentialAdditions or improvements you make to any

real property, you use the mid-month con-property, including leased property, are7–year property. This class includes of-
vention in all situations.treated as separate property items for depre-fice furniture and fixtures (desks, files,

ciation purposes. The recovery period for anetc.).
addition or improvement to property begins Half-year convention.  Under the half-yearAny property that does not have a

convention, treat all property placed in ser-on the later of the date the addition or im-class life, and that has not been des-
vice, or disposed of, during a tax year asprovement is placed in service or the dateignated by law as being in any other
placed in service, or disposed of, at the mid-the property to which the addition or im-class and, if placed in service before
point of that tax year.provement is made is placed in service. The1989, any single purpose agricultural

recovery period and class of the addition oror horticultural structure is also 7-year
Mid-quarter convention.  If during any taximprovement is the one that would apply toproperty.
year the total depreciable bases of allthe underlying property if it were placed in

10–year property. This class includes MACRS property placed in service duringservice at the same time as the addition or
vessels, barges, tugs, and similar the last 3 months of that tax year exceedsimprovement.
water transportation equipment, and, 40% of the total depreciable bases of all
if placed in service after 1988, any MACRS property placed in service duringOffice in the home.  If you begin to use partsingle purpose agricultural or horticul- that tax year, you must use the mid-quarterof your home as an office after 1986, thattural structure, and any tree or vine convention instead of the half-year conven-part of your home is depreciated as nonresi-bearing fruit or nuts. tion. In determining the total bases of thedential real property over 39 years (31.5

15–year property. This class includes properties, do not include the basis of:years for property you placed in service
certain depreciable improvements before May 13, 1993) under GDS. See Pub- Residential rental property,
made directly to land or added to it, lication 587 for a discussion of the tests that

Nonresidential real property, orsuch as shrubbery, fences, roads, must be met to claim expenses, including
and bridges. Property placed in service and disposeddepreciation, for the business use of your

of in the same tax year.20–year property. This class includes home.
farm buildings (other than agricultural

To determine whether you must use theor horticultural structures) and any Personal residences changed to rental
mid-quarter convention, the depreciable ba-municipal sewers. use.  If you begin to rent a residence after
sis of property is your basis multiplied by the1986 that was your personal residenceNonresidential real property. This
percentage of business/investment use andbefore 1987, you depreciate it as residentialclass includes any section 1250 real
then reduced by:rental property over 27.5 years under GDS.property that is not:
1) The amount of amortization taken ona) Residential rental property, or

the property,Placed-in-Service Date 
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 hicles or for clean-fuel vehicle refueling39 years for property you placed in the production of income. For example, if property.service after May 12, 1993, or property is placed in service for personal

31.5 years for property you placed in use, depreciation is not allowable. If the Under the mid-quarter convention, you
service before May 13, 1993. property use changes to a business or in- treat all property placed in service, or dis-

 However, property you placed in service come-producing activity, depreciation be- posed of, during any quarter of a tax year as
before January 1, 1994, will not be subject to gins at the time of the change in use. placed in service, or disposed of, at the mid-
the longer recovery period if you or a ‘‘quali- Example 1.  On November 22, 1994, point of the quarter.
fied person’’ entered into a binding written Donald Steep bought a machine for his busi- To figure your MACRS deduction for
contract to purchase or construct the prop- ness. It was delivered on December 7, 1994. 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 full
fied person) began construction of the prop- until January 3, 1995. Because it was not op- tax year. Then multiply this amount by the
erty before May 13, 1993. A qualified following percentages for the quarter of theerational until 1995, it is considered placed in
person is anyone who transfers a contract tax year the property is placed in service:service in 1995. If the machine had been
or property to you so long as the property ready for use when it was delivered in 1994,
was not put in service by the transferor. See Quarter of tax year Percentage it would be considered placed in service in
Publication 946 for the 39–year nonresiden- First 87.5%1994 even if it was not actually used until
tial real property table. Second 62.5%1995.

Residential rental property. This class Third 37.5%Example 2.  On April 6, Sue Thorn
includes any real property that is a Fourth 12.5%bought a house to use as residential rental
rental building or structure (including property. She made several repairs and had For more information including percent-mobile homes) if 80% or more of the it ready for rent on July 5. At that time, she age tables based on the mid-quarter con-property’s gross rental income for the began to advertise it for rent in the local vention, see Publication 946.tax year is rental income from dwell- newspaper. The house is considered placed
ing units. If you occupy any part of the in service in July when it was ready and avail- Mid-month convention.  Under the mid-building or structure, the gross rental able for rent. She can begin to depreciate it month convention, you treat all propertyincome includes the fair rental value in July. placed in service, or disposed of, during anyof the part you occupy. The recovery

month as placed in service, or disposed of,period for this property is 27.5 years.
Conventions at the midpoint of that month.
Generally, you use the half-year conventionThe class lives and recovery periods for Example.  You buy a bui lding for
to figure the deduction for property othermost assets are listed in the Table of Class $100,000 that is nonresidential real property.
than residential rental and nonresidentialLives and Recovery Periods in Appendix B of You place it in service in your business on
real property. Under a special rule, you mayPublication 946. January 7, 1995. You use the calendar year
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as your tax year. You do not use the tables to class applies to all property in that class Depreciation Methods Chart
compute your depreciation deductions. You placed in service in the tax year of the

Method-figure your MACRS depreciation for the election.
Property Class Recovery Periodbuilding by dividing 1 by 39 years to get the The election is made by entering ‘‘150

straight line rate for a full year of 2.564%. DB’’ in column (f) of Part II on Form 4562. 3, 5, 7, 10–Year 200% DB-GDS
The depreciation for a full year is $2,564 (Nonfarm) 150% DB-ADS*
(2.564% ×  $100,000). Under the mid-month ADS method. If you choose, you can use SL-GDS*
convention, January, the month the property the ADS method. Under this method, depre- SL-ADS*
is placed in service, is treated as half a ciation is figured using the straight line 3, 5, 7, 10–Year (Farm) 150% DB-GDS
month. You would get 11.5 months of depre- method but over ADS recovery periods. 150% DB-ADS*
ciation for 1995. Expressed as a percentage, ● For residential rental and nonresidential SL-GDS*
11.5 months is 95.8% (11.5 ÷  12). Your real property, the straight line method is SL-ADS*
1995 depreciation for the building is $2,456 applied to a 40–year recovery period with

15, 20–Year (Farm or 150% DB-GDS(95.8% ×  $2,564). the mid-month convention.
Nonfarm)

● For automobiles and light general purpose SL-GDS*Depreciation Methods trucks, the straight line method is applied SL-ADS*Under MACRS, there are five ways to depre- over a 5–year period with either the half-
Nonresidential Real SL-GDSciate your property. year or mid-quarter convention.

Property SL-ADS*
● For single purpose agricultural and horti- Residential Rental200% declining balance method.  You can

cultural structures, it is applied over a 15– Propertyuse the (200%) declining balance method
year period with either the half-year or Trees or Vines Bearingfor nonfarm property in the 3–, 5–, 7–, or 10–
mid-quarter convention. Fruit or Nutsyear class over a GDS recovery period and

● For any tree or vine bearing fruit or nuts, itapply a half-year or mid-quarter convention Tax-Exempt Use SL-ADS
is applied over a 20–year period with ei-(discussed earlier). Property
ther the half-year or mid-quarter Tax-Exempt Bond-
convention.150% declining balance method.  You use Financed Property

the 150% declining balance method for all Imported Property
The ADS recovery periods for many as-property in farming businesses (except real Foreign Use Property

sets can be found in the Table of Class Livesproperty) and for all other property in the 15- (Used Outside U.S.)
and Recovery Periods in Appendix B of Pub-and 20-year property classes.

*Elective Method
lication 946.For these classes of property, you

Election of ADS.  You make the electionchange to the straight line method for the
to use the ADS method by completing linefirst tax year for which that method, when ap- MACRS Deductions 
16 of Part II of Form 4562. Make the electionplied to the adjusted basis at the beginning

You may determine your MACRS deprecia-by the tax return due date (including exten-of such year, will yield a larger deduction.
tion deduction in one of two ways. You cansions) for the year the property is placed inYou always use the straight line method for
use the percentage tables discussed next, orservice.residential rental and nonresidential real
you can actually compute the deduction us-The election of the ADS method for oneproperty.
ing the applicable depreciation method anditem in a property class generally applies to
convention over the recovery period.all property in that class placed in serviceStraight line election.  Instead of using the

during the tax year of the election. However,declining balance method over the GDS re-
MACRS Percentage tables.  The percent-you can make the election on a property-by-covery period, you can elect to use the
age tables are based on the depreciationproperty basis for residential rental and non-straight line method over the GDS recovery
method, recovery period, and convention.residential real property.period.
The percentages in the tables are applied toOnce made, the election to use the ADSThe election to use the straight line
the unadjusted basis of the property eachmethod cannot be changed.method for one item in a property class ap-
year of the recovery period. Unadjusted ba-plies to all property in that class placed in
sis is the same amount you would use toservice in the year of the election. Once Depreciation Methods Chart 
compute a gain on a sale but it is figuredmade,the election to use the straight line To help you determine the proper method for without taking into account any depreciationmethod cannot be changed. a specific property class, use the following taken in earlier years. However, you do re-The election is made by entering ‘‘S/L’’ chart. The declining balance method is duce your basis by:in column (f) of Part II of Form 4562. The shown as DB and the straight line method as

election must be made by the tax return due 1) The amount of amortization taken onSL.
date (including extensions) for the year the the property,
property for which you make the election is

2) Any section 179 deduction claimed, andplaced in service. However, this election can
3) Any deduction claimed for clean-fuel ve-be made each year for each property class.

hicles and clean-fuel vehicle refueling
property.150% election.  Instead of using the 200%

declining balance method over the GDS re-
covery period, you can elect to use the Also, if the business property is a vehicle,
150% declining balance method over the you must reduce the basis by any qualified
ADS recovery period for the property. If the electric vehicle credit.
property does not have an ADS recovery pe- However, you cannot continue to use the
riod assigned to it, the recovery period is 12 tables if there are any adjustments to the ba-
years. A half-year or mid-quarter convention sis of your property for reasons other than:
is used and there is a change to the straight

1) Depreciation allowed or allowable, orline method when that method will give a
2) An addition or improvement to thatlarger deduction.

property depreciated as a separate itemThe election to use the 150% declining
of property.balance method for one item in a property
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For example, if the basis of the property apply the half-year convention to figure your How To Group Property in
is reduced as a result of a casualty to the depreciation for the first year. In the second General Asset Accounts  
property, you cannot continue to use the year, first reduce your basis for the amount

Each general asset account must includetables. of depreciation allowable for the first year.
only property  that:For the year of adjustment and the re- Then multiply this adjusted basis by the
1) Has the same asset class,mainder of the recovery period, you must same rate used in the first year.

compute your depreciation based on the ad- 2) Has the same recovery period,
justed basis of the property at the end of the Declining balance rates.  The following ta-

3) Has the same depreciation method,tax year of adjustment and the remaining re- ble shows the applicable declining balance
covery period. For more information, see rate for each class of property and the first 4) Has the same convention, and
How To Figure the Deduction Without Using year for which the straight line method will 5) You placed in service in the same taxthe Tables in chapter 3 of Publication 946. give an equal or greater deduction. For 3–, year.In addition, you cannot use the tables if 5–, 7–, and 10–year nonfarm property, the
you have a short tax year. If this occurs, see rate is based on the 200% declining balance

The following rules also apply when youMACRS Deduction in Short Tax Year in method. For farm property and 15– and 20–
establish a general asset account:chapter 3 of Publication 946. year property, it is based on the 150% de-
1) Property without an asset class, but withclining balance method.

200% table.  The following table has the the same  depreciation method, recov-
Class Declining Balance Rate Year percentages for 3–, 5–, and 7–year nonfarm ery  period, and convention, that you

property. The percentages are based on the place in service  in the same tax year,3 66.67% 3rd
200% declining balance method over GDS can be  grouped into the same general5 40% 4th
recovery periods and apply a half-year con- asset account;7 28.57% 5th
vention with a change to the straight line 10 20% 7th 2) Property subject to the mid-quarter con-method. See Appendix A in Publication 946 15 10% 7th vention can  only be grouped into a gen-for complete MACRS tables, including tables

20 7.5% 9th eral asset account with  property that isfor the mid-quarter convention.
placed in service in the same quarter  of
the tax year;Year 3–Year 5–Year 7–Year 

Straight line method.  When using the
1 33.33% 20% 14.29% 3) Property subject to the mid-month con-straight line method, you must determine a
2 44.45% 32% 24.49% vention can only  be grouped into a gen-new depreciation rate for each tax year in
3 14.81% 19.2% 17.49% eral asset account with property that  isthe recovery period. For any tax year, the
4 7.41% 11.52% 12.49% placed in service in the same month ofstraight line rate is determined by dividing
5 11.52% 8.93% the taxable  year; andthe number 1 by the years remaining in the
6 5.76% 8.92% recovery period at the beginning of the tax 4) Passenger automobiles subject to the
7 8.93% year. The rate is applied to the unrecovered limits on  passenger automobile depre-
8 4.46% basis of the property. If the remaining recov- ciation must be grouped into  a separate

ery period at the beginning of the tax year is general asset account.Example.  You buy an item of 7–year
less than 1 year, the straight line rate for thatproperty for $10,000 and place it in service
tax year is 100%.on August 10, 1994. You do not elect a sec-

For example, the straight line method ap- Dispositions and Conversions  tion 179 deduction. The unadjusted basis of
plied to property with a 5–year recovery pe-the property is $10,000. You use the per- When you transfer ownership of property in ariod results in a straight line rate of 20% (1 ÷centage tables to figure your deduction. general  asset account or you permanently5) for a full tax year. After applying the half-You multiply $10,000 by 14.29% to get withdraw it from use in  your trade or busi-year convention, the first year rate is 10%. Atyour depreciation for 1994 of $1,429 for this ness or from the production of income,  it isthe beginning of the second year, the re-item of 7–year property. For 1995, you multi- considered disposed of. A disposition alsomaining recovery period is 4.5 years as a re-ply $10,000 by 24.49% to get your deprecia- occurs  when you transfer property to a sup-sult of the half-year convention. The straighttion deduction of $2,449. plies,  scrap, or similar account. A dispositionline rate for the second year is 22.22% (1 ÷

includes the  sale, exchange, retirement,4.5). This second year rate is applied to theHow to figure the deduction without us- physical abandonment, or  destruction ofcost or other basis of the property reduceding the tables.  Instead of using the percent- property; a  disposition does not include,by the depreciation taken in the first year. age tables to figure depreciation, you can ac- the retirement of  a structural component of
tually compute your depreciation deduction real property.
each year. You must apply the appropriate General Asset Accounts  The unadjusted depreciable basis and
convention for the first year. the depreciation  reserve of the general as-You can choose to put certain depreciable

set account are not affected by  your disposi-property  subject to MACRS in one or more
Note. Figuring MACRS deductions with- tion of property from  the general assetgeneral  asset accounts.   After you have set

out using the tables will generally result in a account.up a general asset account,  you generally
slightly different amount than using the Property you change to personal usefigure the depreciation for each general  as-
tables. must be removed  from the general assetset account by using the depreciation

account.method, recovery period, and convention
that applies to the property  in the account. Unadjusted depreciable basis. The un-Declining balance method. To figure your
For each general asset account, record  the adjusted  depreciable basis of an item ofMACRS deduction, first determine your de-
depreciation allowance in a separate depre- property in a general  asset account is theclining balance rate. Do this by dividing the
ciation  reserve account. same amount you would use to figure  gainspecified declining balance percentage

on the sale of the property, but is figured(150% or 200%) by the recovery period. For
without  taking into account any depreciationProperty you cannot include. You cannotexample, for 3–year nonfarm property, you
taken in earlier  years.include property in a general asset account ifdivide 2.00 by 3 to get .6667 or 66.67%. For

The unadjusted depreciable basis of ayou use it  in both a trade or business (or for15–year property, you divide 1.50 by 15 to
general asset  account is the total of the un-the production of  income) and in a personalget .10 or 10%.
adjusted depreciable bases  of all of theactivity in the tax year in  which you firstYou multiply the unadjusted basis of the
property in the account.place it in service.property by the declining balance rate and
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For more information on general asset of a dwelling unit, if, and only if, that por- Alternative minimum tax.  If you use accel-
accounts,  see chapter 3 of Publication 946. erated depreciation, you may need to figuretion is used both regularly and exclu-

alternative minimum tax. For more informa-sively for business as discussed in Pub-
tion about the alternative minimum tax ruleslication 587,
applicable to individuals, see Form 6251, Al-Listed Property 5) Any cellular telephone (or similar tele- ternative Minimum Tax–Individuals, and for

communication equipment) placed in the rules applicable to corporations, seeThere are limits on the depreciation deduc-
service or leased in a tax year beginning Chapter 34 in this publication.tions you can claim on listed property. If your
after 1989.listed property is not used more than 50% in

business use during any tax year, the section
179 deduction is not allowable and you must
depreciate the property using the ADS Form 4562 What Recordsmethod. ADS uses the straight line method

Must Be Kept and is discussed earlier under When To Use
Form 4562  is used by most taxpayers re-ADS. Limitations are also imposed on les-

You cannot take any depreciation or section porting depreciation, amortization, or thesees that are similar to those imposed on
179 deduction for the use of listed property section 179 deduction.owners. See chapter 4 of Publication 946.
(including passenger automobiles) unless File Form 4562 only if:In addition to the rules for all listed prop-
you can prove business/investment use byerty, there is a special dollar limit on the de-
adequate records or sufficient evidence to 1) You are claiming depreciation on prop-preciation and section 179 deduction you
support your own statements. erty placed in service this year,can claim each year for passenger automo-

biles. For passenger automobiles placed in
2) You are claiming a section 179service in 1995, your total section 179 de- Adequate Records 

deduction,duction and depreciation cannot exceed
To meet the adequate records requirement,$3,060. For the second year, it cannot ex-
you must maintain an account book, diary,ceed $4,900. It cannot exceed $2,950 in the 3) You are beginning to claim amortization
log, statement of expense, trip sheet, or simi-third year and $1,775 each later year. For this tax year,
lar record or other documentary evidencemore information, see Publication 917.
that, together with the receipt, is sufficient to 4) You are claiming depreciation on any
establish each element of an expenditure orListed property defined. Listed property is listed property,
use. It is not necessary to record informationany of the following:
in an account book, diary, or similar record if1) Any passenger automobile, 5) You are claiming a deduction for any ve-
the information is already shown on the re- hicle reported on a form other than2) Any other transportation vehicle, ceipt. However, your records should back up Schedule C or Schedule C–EZ, or
your receipts in an orderly manner.3) Any property of a type generally used

for entertainment, recreation, or For l isted property, you must keep 6) You are filing a corporate tax return
amusement, records for as long as any excess deprecia- (other than Form 1120S).

tion can be recaptured (included in income).4) Any computer and related peripheral
For property placed in service after 1986,equipment unless it is used only at a

recapture can occur in any tax year of theregular business establishment and If you do not have to file Form 4562, claim
ADS recovery period.owned or leased by the person operat- depreciation on the appropriate line of your

For more information, see Publicationing the establishment. A regular busi- tax return. A sample Form 4562 is illustrated
946ness establishment includes a portion in Part 8, Filled-In Forms in this publication.
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3) Workforce in place including its compo-
sition, and terms and conditions (con-Amortization 
tractual or otherwise) of its employment,13.

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 preciation. Only certain specified expenses
base, including lists, or other informa-can be amortized for federal income tax pur-
tion with respect to current or prospec-and Depletion poses. The different types of expenses that
tive 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,
you usually must make an election to do so.Important Reminder 6) A customer-based intangible,
The election is made by filing Form 4562 and

Amortization of certain intangibles.  You 7) A supplier-based intangible,attaching a required statement to your in-
may have to amortize, over 15 years, certain come tax return. Unless otherwise indicated, 8) Any other item similar to those in items
intangibles that you hold in connection with a you enter your deduction in Part VI, Amorti- 3 through 7.
trade or business or an activity for the pro- zation, of Form 4562. 

9) A license, permit, or other right grantedduction of income.
by a governmental unit or agency (in-For more information, see Amortization
cluding renewals),of Certain Intangibles, later.

Amortization of Certain 10) A covenant not to compete entered into
in connection with an acquisition of anIntangibles interest in a trade or business, andIntroduction You must amortize over 15 years, the capi- 11) A franchise, trademark, or trade name

talized costs of certain intangibles that youYou may be able to deduct each year, as (including renewals).
acquire after August 10, 1993. These in-amortization, a part of certain capital ex-
tangibles are called ‘‘amortizable sectionpenses. Amortization generally allows a You cannot amortize any of the intangibles
197 intangibles’’ and are defined later. Theywrite off of your costs that are not ordinarily listed in items (1) through (8) that you cre-
must be held in connection with your trade ordeductible. See chapter 12 for information ated, unless you created it in connection with
business or in an activity engaged in for theon depreciation. the acquisition of assets constituting a trade
production of income. The amount of yourIf you have an exhaustible natural re- or business or substantial portion of a trade
deduction is the adjusted basis (for purposessource or timber, you are allowed a depletion or business.
of determining gain) of the intangible amor-deduction. Depletion is discussed later in For more information on these section
tized over a 15-year period beginning withthis chapter. 197 intangibles, see chapter 12 in Publica-
the month acquired. No other depreciation tion 535. 
or amortization deduction is allowed for sec-Topics tion 197 intangibles. Workforce in place.  This includes the com-This chapter discusses:

position of a workforce (for example, its ex-
● Amortizing qualified expenses Effective date elections.  While this amorti- perience, education, or training), the terms

zation provision generally applies only to and conditions of employment whether con-● Mineral property property acquired after August 10, 1993, tractual or otherwise, and any other value
under two elections, you may choose to● Oil and gas wells placed on employees or any of their attrib-
have it apply differently. utes. Therefore, the part of a purchase price● Natural and geothermal deposits First, you can choose to apply this amor- of a trade or business attributable to the ex-
tization provision to section 197 intangibles● Timber istence of a highly-skilled workforce, or the
acquired after July 25, 1991, and before Au- cost of acquiring an existing employment
gust 11, 1993. Once made, the election ap- contract or relationship with employees orUseful Items
plies to all section 197 intangibles acquired consultants as part of the acquisition of aYou may want to see:
during that period and it can only be revoked trade or business are examples of workforce
with the consent of the IRS. in place. Publication Second, you can choose not to apply
this amortization provision to section 197 in-□ 533 Self-Employment Tax Customer-based intangible.  A customer-
tangibles acquired after August 10, 1993, if based intangible is the composition of mar-□ 535 Business Expenses they were acquired under a binding written ket, market share, and any other value re-
contract in effect on that date and at all times□ 544 Sales and Other Dispositions of sulting from the future provision of goods or
thereafter until the property was acquired.Assets services because of relationships with cus-
Once made, the choice applies to all prop- tomers in the ordinary course of business.□ 550 Investment Income and erty acquired under that contract, and the That part of the purchase price of a trade orExpenses choice can only be revoked with the consent business that is based on the existence of a
of the IRS. This election may not be made if customer base, circulation base, undevel-Form (and Instructions) you have chosen to apply the new amortiza- oped market or market growth, insurance in
tion provision to all section 197 intangibles□ T Forest Industries Schedules force, mortgage servicing contracts, invest-
acquired after July 25, 1991, as discussed in ment management contracts, or other rela-

□ Sch E (Form 1040) Supplemental the preceding paragraph. tionships with customers that involve the fu-
Income and Loss ture provision of goods or services must be

amortized over 15 years. □ Sch SE (Form 1040) Self- Section 197 Intangibles 
Employment Tax The following assets are section 197

Supplier-based intangible.  A supplier-intangibles:□ 4562 Depreciation and Amortization
based intangible is the value resulting from

1) Goodwill,□ 6251 Alternative Minimum Tax— the future acquisition of goods or services
Individuals 2) Going concern value, because of relationships in the ordinary
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course of business with suppliers of goods If depreciation is allowed for any com- you acquired the intangible in a transaction
or services to be used or sold by the busi- puter software that is not a section 197 in- one of the principal purposes of which is to:
ness. That part of the purchase price of a tangible, use the straight line method with a 1) Avoid the requirement that the intangi-
trade or business that is based on the exis- useful life of 36 months. ble be acquired after August 10, 1993,
tence of a favorable relationship with distrib- For more information on depreciation of or
utors (such as favorable shelf or display computer software, see Publication 946.

2) Avoid any of the anti-churning rules.space at a retail outlet), the existence of a
favorable credit rating, or the existence of Additional costs associated with nonsec-
favorable supply contracts must be amor- For more information on amortizable sec-tion 197 intangibles.  Additional costs that
tized over 15 years. tion 197 intangibles, see chapter 12 in Publi-are taken into account in determining the ba-

cation 535.sis of property that is not a section 197 intan-
gible are not themselves section 197 in-Other intangibles.  The following assets are
tangibles. For example, none of the costs ofnot section 197 intangibles: Going Into Business
acquiring real property held for the produc-1) Any interest in a corporation, partner- When you go into business, all the costs yoution of rental income (including goodwill, go-ship, trust or estate, or under an existing have to get your business started are treateding concern value, etc.) is an amortizablefutures contract, foreign currency con- as capital expenses and are part of your ba-section 197 intangible. These costs are in-tract, notional principal contract, or simi- sis in the business. Any costs that are forstead, added to the basis of the reallar financial contract, particular assets can generally be recoveredproperty.

through depreciation deductions. Other2) Any interest in land,
costs generally cannot be recovered untilDispositions 3) Most computer software (see Computer you sell or otherwise go out of business. See

software, later), A section 197 intangible is treated as depre- Going Into Business in chapter 4 for a dis-
ciable property used in your trade or busi-4) Any of the following not acquired in con- cussion of how to treat these costs if you do
ness. If you dispose of a section 197 intangi-nection with the acquisition of a trade or not go into business.
ble that you held for more than 1 year, thebusiness or a substantial part of a trade However, you can elect to amortize cer-
property qualifies as section 1231 property.or business: tain costs that you have in setting up your
Any gain on the disposition is treated as ordi- business. These costs are deducted in equala) An interest in a film, sound recording, nary income to the extent of the allowable amounts over a period of 60 months orvideotape, book, or similar property, amortization. The gain or loss on the sale of more. To be amortizable in this way, costs
property held for 1 year or less is reported asb) A right to receive tangible property or must qualify in one of the following three
an ordinary gain or loss. See chapter 2 inservices under a contract or granted areas:
Publication 544, Sales and Other Disposi-by a governmental agency,

1) Business start-up costs,tions of Assets, for more 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 of them or if one of them becomes worth-

15 years or is of a fixed amount that less, you cannot recognize any loss on it. In-
  The sections below discuss which costsexcept for the section 197 intangible crease the adjusted basis of each remaining
qualify in each of these three areas.provisions, would be recoverable amortizable section 197 intangible that you

under a method similar to the unit-of- did not dispose of by:
production method of cost recovery. Business Start-Up Costs.The amount of the loss not recognized

Start-up costs are those that you have in set-5) An interest under an existing lease or on the disposition
ting up an active trade or business, or inves-sublease of tangible property, MULTIPLIED BY
tigating the possibility of creating or acquir-6) An interest under an indebtedness that A fraction: ing an active trade or business.was in existence when the interest was

Start-up costs are amounts you paid or● The numerator of which is the adjustedacquired,
incurred in connection with an activity en-basis of that remaining intangible as of

7) Sports franchises, gaged in for profit and for the production ofthe date of its disposition, and
income in anticipation of that activity becom-8) A right to service residential mortgages ● The denominator of which is the total ing an active trade or business.unless the right is acquired in the acqui- adjusted basis of all retained amortiza- To be amortizable, a start-up cost mustsition of a trade or business or a sub- ble section 197 intangibles as of the
meet the following tests.stantial part of a trade or business, and 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 For more information on dispositions of
an existing trade or business.which any part of a gain or loss is not amortizable section 197 property, see chap-

recognized. ter 12 in Publication 535. 2) It must be paid or incurred by you before
you actually begin business operations.

Computer software.  Section 197 in- Anti-Churning Rules 
tangibles do not include computer software Start-up costs include what you pay forYou cannot convert existing goodwill, going
that is: both investigating a prospective businessconcern value, or any other section 197 in-

and getting the business started. For exam-1) Readily available for purchase by the tangible for which a depreciation or amorti-
ple, they may include costs of items such asgeneral public, zation deduction would not have been allow-
the following:able before August 10, 1993, to amortizable2) Subject to a nonexclusive license, and

property. A survey of potential markets,
3) Not substantially changed. For more information, see chapter 12 in

An analysis of available facilities, labor,Publication 535. 
supplies, etc., Also, computer software not acquired in the

acquisition of a substantial part of a business Advertisements for the opening of theAnti-abuse rule.  A section 197 intangible
is not section 197 property. may not be amortized under these rules if business,
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Salaries and wages for employees who amortize over the life of the partnership, if corporation, only your partnership or corpo-
ration can elect to amortize its start-up or or-are being trained, and their your partnership had a fixed life.
ganizational costs. A partner or shareholderinstructors, Partnership organizational costs do not
cannot make this election.include syndication fees. That is, they do notTravel and other necessary expenses for

If you as a partner or shareholder incurinclude costs connected with the issuing andsecuring prospective distributors,
costs in setting up your partnership or corpo-marketing of interests in the partnership,suppliers, or customers, and
ration, you cannot amortize them. If the part-such as commissions, professional fees,

Salaries and fees for executives and nership or corporation does not reimburseand printing costs. These costs must be cap-
consultants, or for other professional you for these costs, it cannot amortize them.italized. You cannot depreciate or amortize
services. These costs then become part of the basisthem.

of your interest in the business. You can re-
cover them only when you sell your interestStart-up costs do not include deductible How To Amortize 
in the partnership or corporation.interest, taxes, and research and experimen-

You deduct start-up and organizational costs However, you, as an individual, can electtal costs. See Research and Experimental
in equal amounts over a period of 60 months to amortize the costs you incur to investigateCosts, later.
or more. You can elect a period for start-up an interest in an existing partnership. These
costs that is different from the period you expenses qualify as business start-up costsDisposition of business.  If you completely
elect for organizational costs, as long as if you succeed in acquiring your interest.dispose of your business before the end of
both are 60 months or more. Once you electthe amortization period selected, any de-
an amortization period, you cannot changeferred start-up costs for your business that Construction Periodit.you have not deducted can be deducted to Interest and Taxes To figure your deductions, you dividethe extent they qualify as a loss from a trade
your total start-up or organizational costs by You cannot deduct real property construc-or business.
the number of months in the amortization pe- tion period interest or taxes that are paid or

accrued in the tax year on property you useriod. The result is the amount you can deductOrganizational Costs For a in your trade or business or in an activity youeach month.
Corporation conduct for profit. Instead, you must capital-The amortization period starts with the
Corporate organizational costs are those ize these amounts. However, you couldmonth you begin business operations. You
that are incident to the creation of the corpo- amortize amounts you paid or incurredcan amortize only if you actually go into busi-
ration. They include the cost of temporary di- before 1987, over a 10-year period.ness. For the amortization of organizational
rectors, organizational meetings, state incor- For more information, see chapter 12 incosts, a partnership or corporation is consid-
poration fees, and accounting services Publication 535.ered to begin business operations when it
related to setting up the organization. They starts the activities for which it is organized.
also include the cost of legal services, such This can happen either before or after the Research and
as drafting the charter, bylaws, terms of the corporate charter is granted or a partnership Experimental Costsoriginal stock certificates, and minutes of or- agreement is signed. A partnership or corpo-

Research and experimental costs may beganizational meetings. ration will be considered as having begun
amortized or deducted as current businessHowever, you cannot amortize costs of business if its activities have reached the
costs. You have the choice to deduct theissuing and selling stock or securities, such point where the nature of its business opera-
costs currently as business expenses or toas commissions, professional fees, and tions can be established. For example, if it
treat them as deferred expenses and amor-printing costs because they are not organi- acquires the assets it needs to operate its
tize them in equal amounts over a period ofzational costs. Costs connected with the business, this may constitute the beginning
not less than 60 months. See chapter 4 for atransfer of assets to the corporation also of business activities.
discussion of the choice to deduct the costscannot  be amort ized.  They must  be Making the election.  To amortize your
currently.capitalized. costs, you must complete Part VI of Form

The amortization deduction is an electionTo qualify for amortization, your organi- 4562 and attach it to your income tax return.
that applies to those costs that are chargea-zational cost must meet all three of the fol- You must also attach to your return a state-
ble to a capital account and that:lowing tests: ment showing the information listed below. If

you have both start-up and organizational 1) You paid or incurred in your trade or1) It must be incident to the creation of the
costs, attach a separate statement to your business, andcorporation. You must have incurred the
return for each type of cost. Each statementcost before the end of the first tax year 2) You are not currently deducting.
should:in which the corporation is in business.

A corporation using the cash method of For more information, see section 174 of1) Show the total start-up or organizational
accounting may amortize organizational the Internal Revenue Code and the Incomecosts that you will amortize,
costs incurred within the first tax year, Tax Regulations.

2) Describe what each is for,even if it does not pay them in that year.
3) Give the date each cost was incurred,2) It must be chargeable to a capital Bond Premium

account. Bond premium generally is the amount you4) State the month your business began
pay for a bond that is more than the amountoperations (or the month you acquired3) It must be a cost that could be amor-
the bond issuer will pay upon maturity of thethe business), andtized over the life of the corporation, if
bond. For taxable bonds, bond premium isthe corporation had a fixed life. 5) Specify the number of months in your determined by reference to the amount the

amortization period (not less than 60). bond issuer will pay upon an earlier call date
if it results in a smaller amortizable bond pre-Organizational Costs For a Attach Form 4562 and accompanying mium attributable to the period ending on the

Partnership statements to your return for the first tax year call date. Bond premium does not include
you are in business. The return must be filedPartnership organizational costs are those any amount attributable to the conversion
by the due date for the return (including anycosts that are incident to the creation of the features of a bond.
extensions).partnership. To be amortizable, your organi- The term ‘‘bond,’’ as used in this discus-

Partnerships and corporations.  If yourzational cost must be chargeable to a capital sion, means any bond, debenture, note, or
business is organized as a partnership oraccount, and it must be one that you could certificate or other evidence of debt issued
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by a corporation or a government or political preventing the creation or emission of pollu- depletion and percentage depletion. How-
subdivision of a government and bearing in- tants, contaminants, wastes, or heat. It must ever, percentage depletion does not apply to
terest. The term does not include any be appropriately certified by state and fed- oil and gas wells, except for certain ones ex-
obligation: eral certifying authorities. empt from this rule. See Oil and Gas Wells,

If it appears that all or a part of the cost of later.1) That is your stock in trade or business,
a facility will be recovered from its operation, You must use cost depletion if it is more

2) That would properly be included in your such as through sales of recovered wastes, than percentage depletion for the year.
inventory if on hand at the close of the the federal certifying authority will certify to
taxable year, or that effect, describing the nature of the po- Cost depletion. Figure cost depletion by di-

tential cost recovery. The amortizable cost viding the adjusted basis of the mineral prop-3) That you held for sale to customers in
of the facility must be reduced accordingly. erty by the total number of recoverable unitsthe ordinary course of your trade or

For more information on pollution control in the property’s natural deposit. You thenbusiness.
facilities, see chapter 12 in Publication 535. multiply the resulting rate per unit by:

Tax-exempt bonds.  You must amortize the 1) The number of units sold and for which
Cost of Acquiring a Lease premium on tax-exempt bonds, but you can- you receive payment during your tax

not deduct the amortizable premium in figur- If you acquire a lease for business purposes, year if you use the cash method of ac-
ing your taxable income. you can recover the cost by amortizing it counting, or

over the term of the lease. The term of the
2) The number of units sold if you use the

lease for amortization purposes includes allTaxable bonds.  You can elect to amortize accrual method of accounting.
renewal options (and any other period forthe premium on taxable bonds. However, if
which the lessee and lessor reasonably ex-you do not elect to amortize the premium,

Percentage depletion. Figure percentagepect the lease to be renewed) if less thanyou treat it as part of the basis of your bond.
depletion by multiplying a certain percent-75% of the cost is attributable to the term ofIf you are required or elect to amortize
age, specified for each mineral, by yourthe lease remaining on the acquisition date.the premium, you decrease the basis of your
gross income from the property during theThe remaining term of the lease on the ac-bond by the amortizable bond premium. This
tax year. The deduction for depletion underquisition date does not include any period forwill give you the adjusted basis you will use
this method cannot be more than 50%which the lease may be subsequently re-to figure gain or loss on the sale or redemp-
(100% for oil and gas property) of your taxa-newed, extended, or continued under an op-tion of the bond.
ble income from the property figured withouttion exercisable by the lessee.  A dealer in taxable bonds (or anyone
the deduction for depletion.who holds them mainly for sale to customers

When figuring your percentage depletionin the ordinary course of a trade or business,
and the taxable income limit, exclude fromand who would properly include bonds on
your gross income from the property anDepletion hand in inventory at the close of the tax
amount equal to any rents and royaltiesyear), cannot claim a deduction for amortiza- If you own mineral property  or standing tim-
(which are depletable income to the payee)ble bond premium. Instead the premium is ber, you can take a deduction for depletion.
you pay or incur for the property.part of the cost of the bonds. There are two ways of figuring depletion:

Also, reduce your gross income from theSee section 75 of the Internal Revenue cost depletion or percentage depletion. You
property by the allocable part of any bonusCode for determining your gross income if must use cost depletion to figure your de-
you paid for a mineral lease or an oil and gasyou are a dealer in tax-exempt bonds. duction on timber property.
lease on the property.The depletion deduction is available toFor more information, see Publication

Limit for certain oil and gas wells.  Ifyou as an owner and an operator only if you550.
you are a qualified independent producer orhave an economic interest in mineral depos-
royalty owner of oil and gas (see Small pro-its or standing timber. For more informationReforestation Expenses ducers exemption, later, under Oil and Gason depletion, see chapter 13 in Publication
Wells), your deduction for percentage deple-You can elect to amortize part of the 535.
tion is limited to the smaller of:amounts you spend on forestation or refor- A mineral property is each separate inter-

estation of property held for commercial tim- est you own in each mineral deposit in each 1) Your taxable income from the property
ber production. You can amortize your direct separate tract or parcel of land. A timber figured without the deduction for deple-
costs for planting or seeding, including your property is your economic interest in stand- tion, or
costs for site preparation, seeds or seed- ing timber in each tract or block representing

2) 65% of your taxable income (figuredlings, labor, and tools. Only $10,000 ($5,000 a separate timber account.
without certain deductions).for a married individual filing a separate re-

turn) of these costs in each tax year qualify Alternative minimum tax.  Individuals, cor-
Any amount that cannot be deducted be-for amortization. Each year’s qualifying costs porations, estates, and trusts who claim de-
cause of the 65% limit can be carried overare amortized over an 84–month period. For pletion deductions may be liable for alterna-
and added to your depletion allowancemore information, see Reforestation Ex- tive minimum tax.
(before applying any limits) for the followingpenses in chapter 12 of Publication 535. For more information on individual alter-
year.native minimum tax, see Form 6251, Alterna-

tive Minimum Tax–Individuals, and its in-Pollution Control Facilities
struct ions.  For more informat ion on Oil and Gas WellsYou can elect to amortize the cost of a certi-
corporate alternative minimum tax, see Pub- Generally, percentage depletion is not al-fied pollution control facility over a period of
lication 542, Tax Information on Corpora- lowed for any oil or gas well. However, an ex-60 months. The facility must be used for a
tions. For more information on estate and emption from this rule applies to certain oilplant (or other property) that was in opera-
trust alternative minimum tax, see Form and gas producers.tion before 1976.
1041 and its instructions. The use of percentage depletion for oil

and gas is usually allowed for domestic gasCertified pollution control facility.  A certi-
and oil production of small producers.Mineral Property fied pollution control facility is depreciable

property that is a new identifiable treatment Mineral property includes oil and gas wells,
Small producers exemption.  The smallfacility used to abate or control water or at- mines, and other natural deposits (including
producers exemption allows independentmospheric pollution or contamination by re- geothermal deposits). There are two ways of
producers and royalty owners to qualify for amoving, altering, disposing, storing, or figuring depletion on mineral property: cost
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percentage depletion rate of 15% on an av- adjusted by the S corporation for any capital Clay and shale used in making sewer
erage daily production of up to 1,000 barrels. pipe or bricks, or used as sintered orexpenditures made for the property and for
(6,000 cubic feet of natural gas is the burned lightweight aggregates . . . . . . . 71/2any change in the shareholder’s interest.
equivalent of a barrel of oil.) Clay (used or sold for use in makingEach shareholder must separately keep

drainage and roofing tile, flower pots,If you have a part interest in property, records of the shareholder’s pro rata share
and kindred products), gravel, sand,your production from that property is in pro- of the adjusted basis in each oil and gas
and stone (other than stone used orportion to your interest. To figure your share property of the S corporation. The share-
sold by a mine owner or operator asof production for a part interest, such as a holder must reduce the share of the adjusted
dimension or ornamental stone) . . . . . . 5net profits interest, see Share of production basis by the depletion taken on the property

Most other minerals, including carbonfor part interest in chapter 13 of Publication by the shareholder, and use that reduced ad-
dioxide produced from a well, and535. justed basis to figure cost depletion or the
metallic ores . . . . . . . . . . . . . . . . . . . . . . . . . . . 14

shareholder’s gain or loss on the disposition
Gross income from oil and gas property. of the property by the S corporation. Reduction of percentage depletionFor purposes of percentage depletion, gross

for corporations.  The percentage deple-income from oil and gas property is the
tion deduction of a corporation for iron oreNatural Gas Wells amount you receive from the sale of the oil or
and coal (including lignite) is reduced bygas in the immediate vicinity of the well. If

Percentage depletion is allowed for regu- 20% of the excess of:you do not sell the oil or gas on the property,
lated natural gas and for natural gas sold 1) The percentage depletion deduction forbut manufacture or convert it into a refined
under a fixed contract or produced from ge- the tax year (figured without regard toproduct before sale, or transport it before
opressured brine, regardless of whether you this reduction), oversale, the gross income from the property is
qualify for the small-producer exemption.the ‘‘representative market or field price’’ 2) The adjusted basis of the property at

(RMFP) of the oil or gas before conversion or the close of the tax year (figured without
transportation. Fixed contract.  Income from natural gas the depletion deduction for the tax

If gas is sold after it is removed from the sold under a fixed contract qualifies for per- year).
premises, for a price that is lower than the centage depletion at a rate of 22%.
RMFP, gross income from the property for Natural gas sold under a fixed contract is Gross income from mining.  Gross income
percentage depletion purposes is deter- domestic gas that is sold by the producer from a mining property, other than a geother-
mined without regard to the RMFP. under a contract in effect on February 1, mal deposit, is the gross income from ex-

Gross income from the property does not 1975, and at all times thereafter before the tracting ores or minerals from the ground,
include any lease bonuses, advance royal- sale. The price must not be adjusted to re- applying treatment processes, and trans-
ties, or other amounts payable without re- flect the increase in the liability of the seller porting them not more than 50 miles from
gard to production from the property. for tax because of the change in the law re- the point of extraction to the plant or mill in

which a recognized mining treatment pro-garding percentage depletion for gas. Price
Partnership cess is applied.increases after February 1, 1975, are pre-

Gross income from mining property alsoFor partnership oil and gas properties, the sumed to take the liability into account un-
includes the separately stated excise tax re-depletion allowance, whether cost or per- less the taxpayer can demonstrate to the
ceived by a mine operator from the sale ofcentage, must be figured separately by each contrary by clear and convincing evidence.
coal to compensate the operator for excisepartner and not by the partnership. Each
tax the mine operator must pay to financepartner must decide whether to use cost or

Natural gas from geopressured brine. black lung benefits.percentage depletion.
Qualified natural gas from geopressuredThe partnership must allocate to each
brine is eligible for percentage depletion atpartner that partner’s proportionate share of Disposal of coal or iron ore.  You cannot
the rate of 10% if it is produced from a wellthe adjusted basis of each partnership do- take a depletion deduction on coal (including
you began to drill after September 1978, andmestic oil or gas property. lignite) or iron ore mined in the United States
before 1984. that you held for more than 1 year if:Each partner, after receiving the informa-

tion from the partnership, must keep this in- 1) You dispose of it and retain an eco-
formation separately. Later, in those sepa- nomic interest, andNatural andrate records, the partner must reduce the

2) The gain is a capital gain.Geothermal Deposits share of the adjusted basis of each property
by the depletion taken on the property each Mine, wells, and other natural deposits and Geothermal deposits. Geothermal depos-year by that partner, and use that reduced

geothermal deposits qualify for percentage its located in the United States or its posses-adjusted basis to figure any cost depletion or
depletion. sions qualify for percentage depletion at thethe partner’s gain or loss if the partnership

rate of 15%. A geothermal deposit is a geo-later disposes of the property.
thermal reservoir of natural heat stored inMine and other natural deposits.  The per-Reporting the deduction.  Deduct oil
rocks or in a watery liquid or vapor. It is notcentage of your gross income from a naturaland gas depletion for a partnership interest
considered a gas well.in Part I of Schedule E (Form 1040). deposit that you can deduct as depletion is

Gross income from a geothermal steambased on the type of deposit.
well is figured in the same way as for oil andSome of the depletion percentages ofS Corporation 
gas wells. See Gross income from oil andthe more common minerals follow:The depletion allowance is figured sepa- gas property, earlier, under Oil and Gas

rately by each shareholder in the same way Wells.Deposits Percentas a partner in a partnership.
Sulphur, uranium, and, if from deposits inFor an S corporation shareholder to fig-

the United States, asbestos, lead, Lessor’s Gross Incomeure depletion, the S corporation must allo-
zinc, nickel, mica, and certain othercate to each shareholder that shareholder’s A lessor’s gross income from the lease of
ores and minerals . . . . . . . . . . . . . . . . . . . . . 22adjusted basis of each oil or gas property gas, oil, or mineral property for percent-

Gold, silver, copper and iron ore, andheld by the S corporation. The allocation is age depletion purposes usually is the total of
certain oil shale if from deposits in themade as of the date the corporation acquires the royalties received from the lease, exclud-
United States . . . . . . . . . . . . . . . . . . . . . . . . . . 15the property. The shareholder’s share of the ing rentals that are not payment for units of

Coal, lignite, and sodium chloride . . . . . . . 10adjusted basis of the oil and gas property is mineral produced or to be produced.
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Bonuses and advance royalties. Bonuses Figuring the deduction.  Depletion takes 3) Figure the number of units to take into
and advanced royalties are payments that a place when standing timber is cut, however, account by adding the number of units
lessee makes to a lessor as consideration you can figure your depletion deduction acquired during the year to the number
for the lease or for minerals, gas, or oil that when the quantity of cut timber is first accu- of units on hand in the account at the
are to be extracted from leased property. rately measured in the process of exploita- beginning of the year and then adding
Both types of payments are made in ad- (or subtracting) any correction to the es-tion. At the end of your tax year include in
vance of production. If you are the lessor, timate of the number of units remainingyour closing inventory of products cut from
your income from bonuses and advanced in the account.timber as a cost item any allowable depletion
royalties is subject to an allowance for on the timber from which the unsold prod-
depletion. 4) Divide the result of 2) by the result of 3).ucts are cut.

For more information on figuring deple- This is your depletion unit.Figure your depletion allowance by
tion on bonuses and advance royalties, see multiplying the number of timber units cut by
chapter 13 in Publication 535. your depletion unit. Sale or exchange.  You can elect, under

Figure your depletion unit as follows: certain circumstances, to treat the cutting ofTimber timber as a sale or exchange. See the dis-1) Determine your cost or adjusted basis
You can figure timber depletion only by the cussion under Timber in chapter 22. of the timber on hand at the beginning
cost method. Percentage depletion does not of the year.
apply to timber. Your depletion is based on

Form T.  Attach Form T to your income tax2) Add to the amount determined in 1) theyour cost or other basis in the timber. Your
return if you claim a deduction for depletioncost of any units acquired during thecost does not include any part of the cost of
of timber.the land. year and any additions to capital.
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comes from operating your trade or busi- If you are unable to collect any part of
these accounts or notes receivable, the un-ness. All other bad debts are nonbusiness
collectible part is a business bad debt. Ac-bad debts.14.
counts or notes receivable valued at fairExample.  An architect made personal
market value at the time of the transactionloans to several friends who were not cli-Bad Debts are deductible only at fair market value, evenents. She could not collect on some of these
though that value may be less than faceloans. They are deductible only as nonbusi-
value.ness bad debts, since the architect was not

You can take a bad debt deduction forin the business of lending money and the
these accounts and notes receivable only ifIntroduction loans do not have any relationship to her
you included the amount owed you in yourbusiness.If someone owes you money you cannot col- gross income. This applies to amounts owed

lect, you have a bad debt. You can generally you from all sources of taxable income, such
Deductible nonbusiness bad debts.  To bededuct the amount of the bad debt owed you as sales, services, rents, and interest.
deductible, nonbusiness bad debts must bewhen you figure your income for tax pur- If you meet certain requirements, you can
totally worthless. You cannot deduct a partlyposes. For a bad debt to qualify for the de- use the nonaccrual-experience method, dis-
worthless nonbusiness bad debt.duction, there must be a true creditor-debtor cussed later. This method allows you to esti-

relationship between you and the person or mate uncollectible amounts. Do not include
Loan or gift.  If you lend money to a relativeorganization that owes you the money. them in your gross income.
or friend with the understanding it will be re-There must be a legal obligation to pay you a Accrual method taxpayers.  Accrual
paid, but later forgive the debt, it is a gift, notfixed sum of money. You must realize a loss method taxpayers normally report income as
a loan. You cannot take a bad debt deduc-because of your inability to collect the they earn it. They can take a bad debt deduc-
tion for a gift. There must be a creditor-money owed to you. tion for these receivables when they cannot
debtor relationship between you and the per-To take the bad debt deduction, you must collect what is owed them, if they included
son or organization that owes you theshow that the debt is worthless and will re- that amount in income.
money.main that way. You must have taken reason- Cash method taxpayers.  Cash method

able steps to collect the debt. However, it is taxpayers normally do not report income un-
not necessary to go to court if you can show Worthless securities.  If you own securities til they receive payment. They cannot take a
that a judgment from the court would be un- and they become totally worthless, you can bad debt deduction for payments they have
collectible. Bankruptcy is generally good evi- take a deduction for a loss, but not for a bad not received or cannot collect from these
dence of the worthlessness of at least part debt. See Worthless securities in Publication receivables.
of an unsecured and unpreferred debt. 550.

You can take a bad debt deduction only if Former business.  You can deduct a busi-
you have an actual loss of money, or if you ness bad debt that becomes worthless, even
have already reported the amount you were if the debt became worthless after you wentBusiness Bad Debts to be paid as income. out of business.

For more information, see Former busi-A business deducts its bad debts from gross
Topics ness in chapter 14 in Publication 535.income when figuring its taxable income. Un-
This chapter discusses: like nonbusiness bad debts, you do not de-

Insolvency of partner.  If your businessduct business bad debts as short-term capi-● Nonbusiness bad debts
partnership breaks up and one of your for-tal losses.● Business bad debts mer partners is insolvent and cannot pay anyTo be deductible as a business bad debt,

● Reporting a bad debt of the partnership’s debts, you may have toa debt must closely relate to the activity of
pay more than your share of the partner-● Methods of treating business bad debts your business. There must have been a main
ship’s debts. You can take a bad debt de-business reason for you to have entered into
duction for any part of the insolvent partner’sthe transaction as the creditor.Useful Items
share of the debts that you are required toYou may want to see: The bad debts of a corporation are al-
pay.ways business bad debts.

Publication A business bad debt can be either totally Business loan guarantees.  If you guaran-
or partly worthless. If you can collect part,□ 525 Taxable and Nontaxable Income tee payment of another person’s debt and
but not all, of the amount owed you, you then have to pay it off, you may be able to□ 535 Business Expenses have a partly worthless bad debt. If you can- take a bad debt deduction for your loss. It

□ 550 Investment Income and not collect any of the amount owed you, does not matter in what capacity you makeExpenses even if you collected some of it in the past, the guarantee, whether as guarantor, en-
you have a totally worthless bad debt. dorser, or indemnitor. To qualify for a badForm (and Instructions) Example.  John Smith, an advertising debt deduction, a guarantee you enter into

□ Sch C (Form 1040)  Profit or Loss agent, made loans to certain clients to retain must be either entered into with a profit mo-
From Business their business. His main reason for making tive or related to your trade or business, or

these loans was his business. One of these your employment.□ Sch D (Form 1040)  Capital Gains
clients later went bankrupt and could not re-and Losses Example.  Bob Zayne owns the Zayne
pay him. Since John’s business was the Dress Company. He guaranteed payment of□ Sch F (Form 1040)  Profit or Loss
main reason for making the loan, the debt a $20,000 note for Elegant Fashions, a dressFrom Farming
was a business debt and he can take a busi- outlet. Elegant Fashions is one of Zayne’s
ness bad debt deduction. largest clients. Elegant Fashions later files

for bankruptcy and defaults on the loan. Mr.
Credit transactions. Business bad debtsNonbusiness Bad Zayne makes full payment to the bank. He
are mainly the result of credit sales to cus- can take a business bad debt deduction,Debts tomers. Goods and services customers have since his guarantee was closely related to
not paid for are shown in your books as ei-There are two kinds of bad debts: business his trade or business. He was motivated by
ther accounts receivable or notesbad debts and nonbusiness bad debts. A the desire to retain one of his better clients
receivable.business bad debt generally is one that and keep a sales outlet.
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Business bad debt.  You must be able to Partnerships.  Partnerships deduct their from gross income the amount recovered up
show that your reason for guaranteeing the business bad debts on line 12 of Form 1065. to the amount of the deduction that did not
debt was closely related to your trade or bus- reduce your tax.
iness. Consider any guarantees you make to See Recoveries in Publication 525 for
protect or improve your job as being closely more information on recovered amounts.Methods of Treatingrelated to your trade or business as an Example.  In 1994, the Willow Corpora-
employee. tion had gross income of $158,000, a badBusiness Bad Debts 

For more information on business bad debt deduction of $3,500, and other allowa-
debts, see chapter 14 in Publication 535. There are two ways to treat uncollectible ble deductions of $49,437. The corporation

Nonbusiness bad debt.  You must be amounts: the specific charge-off and nonac- reported on an accrual method of account-
able to show that your reason for making the crual-experience methods. All taxpayers, ex- ing and used the specific charge-off method
guarantee was to protect your investment or cept certain financial institutions, must gen- for bad debts. In 1995, the corporation re-
that you entered the guarantee transaction erally use the specific charge-off method. covers part of the $3,500 deducted in 1994.
with a profit motive. If you make the guaran- You can use the nonaccrual-experience It must include the part recovered in income
tee as a favor to friends and do not receive method if you meet the requirements, dis- for 1995. The entire bad debt deduction re-
any consideration in return, it is a gift. You cussed later. duced the tax on the 1994 corporate return.
cannot take a nonbusiness bad debt For 1995, Willow reports the recovery as
deduction. ‘‘Other Income’’ on its corporate return.Specific Charge-Off

Net operating loss (NOL) carryover.  IfExample.  Henry Lloyd, an officer and Method the deduction results in the increase of a car-principal shareholder of the Spruce Corpora-
Using the specific charge-off method, you ryover that has not expired before the begin-tion, guaranteed payment of a bank loan the
deduct specific business bad debts that be- ning of the tax year in which the recoverycorporation received. The corporation de-
come either partly or totally worthless during takes place, then you treat the deduction asfaulted on the loan and Henry made full pay-
the tax year. having reduced your tax.ment. Because he entered into the guaran-

tee to protect  h is investment in the
Partly worthless debts.  You can deductcorporation, Henry can take a nonbusiness Property received for a debt.  If you re-
specific bad debts that are partly uncollecti-bad debt deduction. ceive property in partial settlement of a debt,
ble. But limit your deduction to the amount reduce the debt by the fair market value of
you charge off on your books during the tax the property received. The remaining debt is
year. You do not have to annually charge off deductible as a bad debt in the year you de-Reporting a Bad Debt and deduct your partly worthless debts. In- termine it to be worthless and charge it off.
stead you can delay the charge-off until a If you later sell the property received, in-How you report a bad debt depends on
later year. You can wait until more of the clude any gain or loss from the sale in grosswhether it is a nonbusiness or business bad
debt becomes worthless, or you collect all income. The gain is not a recovery of a baddebt.
you can and it is totally worthless. You can- debt previously deducted without tax benefit.
not, however, deduct any part of a debt after For information on the sale of an asset, seeNonbusiness bad debts.  Deduct nonbusi-
the year it becomes totally worthless. chapter 21.ness bad debts as short-term capital losses Deduction disallowed.  Usually, you

on Schedule D (Form 1040). There are limits
can take a partial bad debt deduction only in Bankruptcy claim.  You may only deduct ason how much of your capital losses you may
the year you make the charge-off on your a bad debt the difference between thededuct. For a discussion of these limits, see
books. However, the Internal Revenue Ser- amount owed to you by a bankrupt entity andTreatment of Capital Losses in chapter 22.
vice may not allow your deduction. If the the amount you received from the distribu-In Part I, line 1 of Schedule D, enter the
debt then becomes partly worthless in a later tion of its assets.name of the debtor, and ‘‘statement at-
tax year, you can deduct the amount you

tached,’’ in column (a), and the amount of
charge off in that year, plus the amount Net operating loss.  A bad debt deductionthe bad debt in column (f). Use a separate
charged off in the earlier year. The charge- can produce or increase a net operatingline for each bad debt.
off in the earlier year, unless reversed on loss. If you have a net operating loss oneIf you deduct a nonbusiness bad debt,
your books, fulfills the charge-off require- year, you can carry it back or forward tofully explain it on your tax return. Attach a
ment for the later year. other tax years and deduct it from incomestatement to your return that contains:

you earned in those years. As a result, a bad
1) A description of the debt, including the Totally worthless debts.  Deduct a totally debt deduction that contributes to a net op-

amount and date it became due, worthless bad debt only in the tax year it be- erating loss may lower taxes in the year to
comes totally worthless. The deduction for which you carry the net operating loss.2) The name of the debtor and any busi-
the debt must not include any amount de- See chapter 20 for information on operat-ness or family relationship between you
ducted in an earlier tax year when the debt ing losses.and the debtor,
was only partly worthless.

3) The efforts you made to collect the You do not have to make an actual
debt, and Nonaccrual-Experiencecharge-off on your books to claim a bad debt

Method4) Why you decided the debt was deduction for a totally worthless debt. How-
worthless. ever, you may want to do so. If a debt you If you use an accrual method of accounting

claim to be totally worthless is not charged and qualify under certain rules, you can use
off on your books and the IRS later rules thatBusiness bad debts.  Use the following the nonaccrual-experience method of ac-
the debt is only partly worthless, you will notguide to find where to report your business counting for bad debts. Under this method,
be allowed a deduction for that debt in thatbad debt deductions. you do not have to accrue income that you
tax year. A deduction of a partly worthlessIndividuals.  Deduct a bad debt from op- expect to be uncollectible.
bad debt is limited to the amount actuallyerating a trade or business on line 9 of The nonaccrual-experience method ap-
charged off.Schedule C (Form 1040). Deduct a bad debt plies only to amounts to be received (ac-

from operating a farm business, on line 34 of counts receivable) for services you per-
Schedule F (Form 1040). Recovery of a bad debt.  If you deduct a formed. You cannot use it if you charge

Corporations.  Corporations deduct bad bad debt and later recover (collect) all or part interest or penalties on late payments. If you
debts on line 15 of Form 1120, line 15 of of it, you may have to include the amount you determine, based on your experience, that
Form 1120–A, or line 10 of Form 1120S. recover in gross income. You can exclude your accounts receivable are uncollectible,
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do not include them in gross income for the 1) You accrue the full amount due as gross Treat each system as a separate method
tax year. However, only the methods allowed of accounting. You generally cannot changeincome at the time you provide the ser-
by the service may be used in determining from one system to the other without IRSvices, and
the uncollectible amounts. consent.

Generally, you need the consent of the
2) You treat the discount allowed for earlyPerforming services.  You can use the IRS to change to either system under the

payment as an adjustment to gross in-nonaccrual-experience method only for nonaccrual-experience method from a differ-
amounts, earned by performing services, come in the year of payment. ent accounting method. 
that you would otherwise include in income. For more information on the separate re-
You cannot use this method for amounts ceivable system, see section 1.448-2T of the
owed to you from activities such as lending Income Tax Regulations. For more informa-

Methods to determine uncollectiblemoney, selling goods, or acquiring receiv- tion on the periodic system, see Notice 88-
amount.  You can apply the nonaccrual-ex-ables or other rights to receive payments. 51, 1988-1 C.B. 535.
perience method under either a separate re-
ceivable system or a periodic system. UnderInterest cannot be charged on amounts
the separate receivable system, apply thedue.  Generally, you cannot use the nonac-
nonaccrual-experience method separatelycrual-experience method for amounts due
to each account receivable. Under the peri-on which you charge interest or a late pay-
odic system, apply the nonaccrual-experi-ment penalty. However, do not treat offering
ence method to the total of the qualified ac-a discount for early payment as charging in-

terest or a late payment penalty if: counts receivable at the end of your tax year.
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● Reimbursement of employee business Tax Home
expenses

To deduct travel expenses, you must first de-15. termine the location of your tax home.
Useful Items Generally, your tax home is your regular
You may want to see: place of business or post of duty, regardlessTravel,

of where you maintain your family home. It
Publication includes the entire city or general area inEntertainment,
□ 463 Travel, Entertainment, and Gift which your business or work is located. If you

Expenses have more than one regular place of busi-and Gift
ness, your tax home is your main place of□ 535 Business Expenses
business. If you do not have a regular or aExpenses

□ 917 Business Use of a Car main place of business because of the na-
□ 1542 Per Diem Rates ture of your work, then your tax home may be

the place where you regularly live. See No
Form (and Instructions) main place of business or work, later.

If you do not fit any of these categories,Important Changes □ W–2 Wage and Tax Statement
you are considered a transient (an itinerant)

□ Sch C (Form 1040) Profit or Lossfor 1995  and your tax home is wherever you work. As
From Business a transient, you cannot claim a travel ex-Standard mileage rate.  The standard mile-

□ Sch C–EZ (Form 1040) Net Profit pense deduction because you are neverage rate for the cost of operating your car in
From Business considered away from home.1995 is 30 cents per mile for all business

□ 2106 Employee Business Expensesmiles.
Main place of business or work.  If you

□ 2106–EZ Unreimbursed Employee have more than one place of work, youReceipts for business expenses.  Begin- Business Expenses should use the following factors to deter-ning October 1, 1995, you must have re-
□ 4562 Depreciation and Amortization mine your main place of business or work:ceipts for amounts that are $75 (rather than

1) The total time you ordinarily spend$25) or more for certain business expenses.
working in each area,See Recordkeeping.

Travel Expenses 2) The degree of your business activity in
each area, andIf you temporarily travel away from your tax

home, you can use this section to determine 3) The relative amount of your incomeImportant Reminders 
if you have deductible travel expenses. This from each area.

Travel expenses paid for others.  You can- section includes the definitions of ‘‘tax
not deduct travel expenses you pay or incur home’’ and ‘‘temporary’’ and a discussion of Example.  You live in Cincinnati wherefor a spouse, dependent, or other individual different types of travel expenses. The sec- you have a seasonal job for 8 months andwho accompanies you (or your employee) tion then discusses the rules for travel inside earn $15,000. You work the remaining 4on business travel unless the travel satisfies and outside the United States and deducti- months in Miami, also at a seasonal job, andspecific requirements. See Travel expenses ble expenses of attending a convention. earn $4,000. Cincinnati is your main place offor another individual.

work because you spend most of your time
Travel expenses defined.  For tax pur- there and earn most of your income there.Club dues.  Generally, you are not allowed a poses, travel expenses are ordinary and

deduction for dues (including initiation fees) necessary expenses that you pay while trav- No main place of business or work.  Youfor membership in any club organized for eling away from home for your business or may have a tax home even if you do not havebusiness, pleasure, recreation, or other so- profession. An ordinary expense is one that a regular or main place of work. Your taxcial purpose. See Club dues and member- is common and accepted in your field of bus- home may be the home where you regularlyship fees. iness, trade, or profession. A necessary ex- live. If you do not have a regular or main
pense is one that is helpful and appropriate place of business or work, use the followingBusiness meals and entertainment.  Gen- to your business. An expense does not have three factors to see if you have a tax home.erally, you can deduct only 50% of your busi- to be indispensable to be considered neces-

1) You have part of your business in theness meals and entertainment expenses. sary. However, you cannot deduct expenses
area of your main home and use thatto the extent they are lavish or extravagant.
home for lodging while doing businessYou will find examples of deductible
there.travel expenses in Table 15–1.Introduction 2) You have living expenses at your main

Traveling away from home.  You are trav- home that you duplicate because yourThis chapter covers certain expenses of
eling away from home if: business requires you to be away frombusiness owners. However, if you reimburse

that home.employees for business expenses that they 1) Your duties require you to be away from
incur on your behalf, this chapter applies to the general area of your tax home (de- 3) You have not left the area in which both
your employees also. fined next) substantially longer than an your traditional place of lodging and

ordinary day’s work, and your main home are located; you have a
Topics member or members of your family liv-2) You need to get sleep or rest to meet
This chapter discusses: ing at your main home; or you often usethe demands of your work while away

that home for lodging.from home.● Business-related travel away from
home

This rest requirement is not satisfied by If you meet all three factors above, your
● Entertainment merely napping in your car. You do not have tax home is the home where you regularly

to be away from your tax home for a whole live, and you may be able to deduct travel ex-● Business gifts
day or from dusk to dawn as long as your re- penses. If you meet only two of the factors,

● Local business transportation lief from duty is long enough to get neces- you may have a tax home depending on all
● Recordkeeping sary sleep or rest. the facts and circumstances. If you meet
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only one factor, you are a transient; you do Table 15-1. Deductible Travel Expenses
not have a tax home and you cannot deduct
travel expenses. Expense Description

Transportation The cost of travel by airplane, train, or bus between yourTemporary assignment or job. Although
home and your business destination.you regularly work or carry on your business

activities within the city or general area of
Taxi, commuter bus, Fares for these and other types of transportation between theyour tax home, you may have to work or con-
and limousine airport or station and your hotel, or between the hotel and

duct business at another location. It may not your work location away from home.
be practical to return home from this other
location at the end of each day’s work. Baggage and The cost of sending baggage and sample or display material

If your assignment away from your main shipping between your regular and temporary work locations.
place of work is temporary, your tax home

Car The costs of operating and maintaining your car when travel-does not change. You are considered to be
ing away from home on business. You may deduct actual ex-away from home for the whole period, and
penses or the standard mileage rate, including business-re-your travel expenses are deductible. Gener-
lated tolls and parking. If you lease a car while away fromally, a temporary assignment in a single loca-
home on business, you can deduct business-related ex-tion is one that is realistically expected to
penses only.last (and does in fact last) for one year or

less. Lodging The cost of lodging if your business trip is overnight or long
However, if your assignment is indefi- enough to require you to get substantial sleep or rest to prop-

nite, that location becomes your new tax erly perform your duties.
home and you cannot deduct your travel ex-
penses while there. Your assignment or job Meals The cost of meals only if your business trip is overnight or

long enough to require you to stop to get substantial sleep oris considered indefinite if it is realistically ex-
rest. Includes amounts spent for food, beverages, taxes, andpected to last for more than one year, re-
related tips.gardless of whether it actually exceeds one

year.
Cleaning Cleaning and laundry expenses while away from home over-

night.
Additional information.  See chapter 1 of
Publication 463 for more information on tax Telephone The cost of business calls while on your business trip, includ-
home. ing business communication by fax machine or other commu-

nication devices.

What Are Travel Tips Tips you pay for any expenses in this chart.
Expenses? 

Other Other similar ordinary and necessary expenses related toOnce you have determined that you are trav-
your business travel such as public stenographer’s fees andeling away from your tax home, you can de- computer rental fees.

te rm ine  what  t rave l  expenses  a re
deductible.

generally cannot deduct his or her travel ex- Standard Meal AllowanceRecords.  When you travel away from home
penses. You can only deduct the travel ex-on business, you should keep records of all You generally can deduct a standard amount
penses you pay or incur for such an accom-the expenses you incur. You can use a log, for your daily meals and incidental expenses
panying individual if that individual:diary, notebook, or any other written record while you are traveling away from home on

business. Incidental expenses include coststo keep track of your expenses. The types of 1) Is your employee,
for laundry, cleaning, and tips for services. Inexpenses you need to record, along with

2) Has a bona fide business purpose for this chapter, the term ‘‘standard meal allow-supporting documentation, are described
the travel, and ance’’ refers to meals and incidentallater in this chapter under Recordkeeping.

expenses.3) Would otherwise be allowed to deduct
This method is an alternative to the ac-Deductible travel expenses.  Deductible the travel expenses.

tual cost method. It allows you to deduct atravel expenses include those ordinary and
set amount, depending on where you travel,necessary expenses you incur while travel- For a bona fide business purpose to ex- instead of keeping records of actual meal ex-ing away from home on business. The type ist, you must prove a real business purpose penses. If you use the standard meal allow-of expense you can deduct depends on the for the individual’s presence. Incidental ser- ance, you still must keep records to provefacts and your circumstances. Table 15–1 vices, such as typing notes or assisting in en- the time, place, and business purpose ofsummarizes the expenses you may be able tertaining customers, are not enough to war- your travel. See the recordkeeping rules for

to deduct. rant a deduction. travel, explained later under Recordkeeping.
You can use that table as a general

guideline. The expenses are explained in New business.   You cannot  deduct Who can use the standard meal allow-
more detail in chapter 1 of Publication 463. amounts you spend for travel to conduct a ance.  You can use the standard meal allow-
You may have other deductible travel ex- general search for, or preliminary investiga- ance whether you are an employee or self-
penses that are not listed there, depending tion of, a new business. For more informa- employed.
on the facts and your circumstances. tion on how to treat these costs, see Going You can use the standard meal allow-

Into Business in chapter 4. If you moved your ance whether or not you are reimbursed for
Travel expenses for another individual.  If home in 1995 because you started a new your traveling expenses. If you are not reim-
a spouse, dependent, or other individual business, you may qualify for a moving ex- bursed or if you are reimbursed under a
goes with you (or your employee) on a busi- pense deduction. For information, see Publi- nonaccountable plan for meal expenses,
ness trip or to a business convention, you cation 521, Moving Expenses. you can deduct only 50% of the standard
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meal allowance. If you are reimbursed under 1) Directly involves moving people or your stay for a vacation, made a nonbusi-
an accountable plan and you are deducting goods by airplane, barge, bus, ship, ness side trip, or had other nonbusiness ac-
amounts that are more than your reimburse- train, or truck, and tivities, you can deduct your business-re-
ments, you can deduct only 50% of the ex- lated travel expenses. These expenses2) Regularly requires you to travel away
cess amount. include the travel costs of getting to andfrom home and, during any single trip,

from your business destination and any busi-usually involves travel to areas eligible
ness-related expenses at your businessAmount of standard meal allowance.  The for different standard meal allowance
destination.standard meal allowance is $26 a day for rates.

most areas in the United States. Other loca- Example.  You work in Atlanta and take a
tions in the United States are designated as business trip to New Orleans. On your wayIf this applies to you, you can claim a $32 a
high-cost areas, qualifying for higher stan- home, you stop in Mobile to visit your par-day standard meal allowance ($36 for travel
dard meal allowances. ents. You spend $630 for the 9 days you areoutside the continental United States).

Table 2 in Publication 463 shows the lo- away from home for travel, meals, lodging,Using the special rate for transportation
cations qualifying for rates of $30, $34, or and other travel expenses. If you had notworkers eliminates the need for you to deter-
$38 a day for travel on or after January 1, stopped in Mobile, you would have beenmine the standard meal allowance for every
1995. gone only 6 days and your total cost wouldarea where you stop for sleep or rest. If you

If you travel to more than one location in have been $580. You can deduct $580 forchoose to use the special rate for any trip,
one day, use the rate in effect for the area your trip, including the cost of round-triphowever, you must continue to use the spe-
where you stop for sleep or rest. If you work transportation to and from New Orleans. Thecial rate (and not use the regular standard
in the transportation industry, however, see cost of your meals is subject to the 50% limitmeal allowance rates) for all trips you take
Special rate for transportation workers, later on meal expenses.that year.
in this section.

Trip Primarily forExample.  You regularly live and work as Travel for less than 24 hours.  If you are
an independent contractor in Chicago. You Personal Reasons not traveling for the entire 24-hour day, you
sometimes travel overnight to Des Moines must prorate the standard meal allowance. If your trip was primarily for personal rea-
for business. You must keep receipts to You may do so by dividing the day into 6- sons, such as a vacation, the entire cost of
prove the amount of your lodging expense. hour quarters. The 6-hour quarters are: the trip is a nondeductible personal expense.
You can claim the standard meal allowance However, you can deduct any expenses you1) Midnight to 6 a.m.,for Des Moines, $30. You are subject to the have while at your destination that are di-
50% limit on meal and entertainment 2) 6 a.m. to noon, rectly related to your business.
expenses. A trip to a resort or on a cruise ship may3) Noon to 6 p.m., and

Standard meal allowance for areas be a vacation even if the promoter adver-
4) 6 p.m. to midnight.outside the continental United States. tises that it is primarily for business. The

The previously mentioned standard meal al- scheduling of incidental business activities
lowance rates do not apply to travel in You can claim one-fourth of the full day stan- during a trip, such as viewing videotapes or
Alaska, Hawaii, or any other locations dard meal allowance for each 6-hour quarter attending lectures dealing with general sub-
outside the continental United States. The of the day during any part of which you are jects, will not change what is really a vaca-
federal per diem rates for these locations are traveling away from home. tion into a business trip.
published monthly in the Maximum Travel You may also prorate the standard meal
Per Diem Allowances for Foreign Areas. allowance by using any method that is con- Part of Trip Outside

You can purchase the publication from sistently applied and is in accordance with the United States the: reasonable business practice.
If part of your trip is outside the United

Example.  You live and work in your own States, use the rules described later underSuperintendent of Documents
consulting business in Los Angeles. You go Travel Outside the United States for that partU.S. Government Printing Office
to San Francisco on a temporary assign- of the trip. For the part of your trip that is in-P.O. Box 371954
ment. You leave home at 8 a.m. on March side the United States, use the rules in thisPittsburgh, PA 15250–7954
23. Your assignment is completed on March section. Travel outside the United States
26. You arrive home at 4 p.m. on that day. does not include travel from one point in theYou can also order it by calling the Govern- You are considered to be traveling for 3 1/ 2 United States to another point in the Unitedment Printing Office at (202)512–1800 (not a days (a 3/4 day on March 23 +  2 full days +  a States. The following discussion can helptoll-free number). 3/4 day on March 26). Your standard meal al- you determine whether your trip was entirelyThe 1995 Foreign Per Diem Rates are lowance is $133 (31/ 2 ×  $38) while on this within the United States.also available on the Internet. If you have a assignment.

computer and a modem, you may access
Public transportation.  If you travel by pub-this information via the following addresses:
lic transportation, any place in the UnitedTravel in the

gopher: States where that vehicle makes a sched-United States dosfan.lib.uic.edu.port 70 uled stop is a point in the United States.
The following discussion applies to travel inUniversal Resource Locator (URL): Once the vehicle leaves the last scheduled
the United States. For this purpose, thegopher://dosfan.lib.uic.edu/ stop in the United States on its way to a point
United States includes the 50 states and theMosaic or WWW: outside the United States, you apply the
District of Columbia. The treatment of yourhttp://dosfan.lib.uic.edu/dosfan.html rules under Travel Outside the United
travel expenses depends on how much of States.
your trip was business related and on howOnce on the Department of State Foreign Example.  You fly from New York to Pu-
much of your trip occurred within the UnitedAffairs Network (DOSFAN), select Travel erto Rico with a scheduled stop in Miami.
States.and Consular Information. You return to New York nonstop. The flight

from New York to Miami is in the United
Trip Primarily for Business Special rate for transportation workers. States, so only the flight from Miami to Pu-

You may be able to use a special standard You can deduct all your travel expenses if erto Rico is outside the United States. The
meal allowance if you work in the transporta- your trip was entirely business related. If your return trip is all outside the United States, as
tion industry. You are in the transportation in- trip was primarily for business and, while at there are no scheduled stops between Pu-
dustry if your work: your business destination, you extended 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 ap-

the United States for more than a week.ply 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 were outside the United States
portation to and from hotels, and tips. Nomore than a week, but you spent less
part of the cost you paid was specificallythan 25% of the total time you wereTravel Outside

outside the United States on nonbusi- stated for the seminars, which were ar-the United States ness activities. For this purpose, count ranged for you by the sponsoring profes-
If any part of your business travel is outside both the day your trip began and the day sional 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 your business. You had no other expenses

How much of your travel expenses you spent one day flying in each direction. that were directly for your business. You can-
can deduct depends in part upon how much Because only 5/ 21 (less than 25%) of not deduct the cost of your trip as an ordi-
of your trip outside the United States was your total time abroad was for nonbusi- nary and necessary business expense.business related. ness activities, you can deduct as travel

See chapter 1 of Publication 463 for in- expenses what it would have cost you to
formation on luxury water travel. Conventions make the trip if you had not engaged in

any nonbusiness activity. The amount You can deduct your travel expenses whenTravel Entirely for Business you can deduct is the cost of the round- you attend a convention if you can show that
If you travel outside the United States and trip plane fare and 16 days of meals your attendance benefits your trade or busi-
you spend the entire time on business activi- (subject to the 50% limit), lodging, and ness. You cannot deduct the travel ex-
ties, all your travel expenses of getting to other related expenses. penses for your family. If the convention is
and from your business destination are

for investment, political, social, or other pur-4) You can establish that a personal vaca-deductible.
poses unrelated to your trade or business,tion was not a major consideration,In addition, even if you do not spend your
you cannot deduct the expenses. Nonbusi-even if you have substantial control overentire time on business activities, your trip is
ness expenses, such as social or sightsee-arranging the trip.considered entirely for business and you can
ing expenses, are personal expenses anddeduct all of your business-related travel ex-
are not deductible.If you do not meet any of these condi-penses if you meet at least one of the follow-

Your appointment or election as a dele-tions, you may still be able to deduct some ofing four conditions.
gate does not, in itself, entitle you to or de-your expenses. See Travel Primarily for Busi-

1) You did not have substantial control prive you of a deduction. Your attendanceness, next.over arranging the trip. You are not con- must be connected to your own trade or
sidered to have substantial control business.Travel Primarily for Business merely because you have control over
the timing of your trip. If you traveled outside the United States pri-

Convention agenda.  The agenda of theA self-employed person is generally marily for business purposes, but spent 25%
convention does not have to deal specifi-regarded as having substantial control or more of your time on nonbusiness activi-
cally with your official duties or the responsi-over arranging business trips. ties, your travel expense deductions are lim-
bilities of your position or business. It isited unless you meet one of the four condi-2) You were outside the United States for a enough if the agenda is so related to your ac-tions listed earlier under Travel Entirely forweek or less, combining business and tive trade or business and your responsibili-Business. If your deductions are limited, younonbusiness activit ies. One week ties that attendance for a business purposemust allocate your travel expenses of gettingmeans seven consecutive days. In 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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your business is not entertainment. Gener- Taxes and tips relating to a business
meal or entertainment activity are included inally, to deduct an entertainment-relatedEntertainment
the amount that is subject to the 50% limit.meal, you or your employee must be presentExpenses Expenses such as cover charges for admis-when the food or beverages are provided.
sion to a nightclub, rent paid for a room inA meal expense includes the cost ofYou may be able to deduct business-related
which you hold a dinner or cocktail party, orfood, beverages, taxes, and tips for theentertainment expenses you have for enter-
the amount paid for parking at a sports arenameal.taining a client, customer, or employee.
are subject to the 50% limit. However, theNo double deduction allowed forTo be deductible, the expense must be
cost of transportation to and from a businessmeals.  You cannot claim the cost of yourboth ordinary and necessary. An ordinary ex-
meal or a business-related entertainmentmeal as an entertainment expense if you arepense is one that is common and accepted
activity is not subject to the 50% limit.also claiming the cost of your meal as ain your field of business, trade, or profession.

If you pay or incur an expense for goodstravel expense.A necessary expense is one that is helpful
and services consisting of meals, entertain-Deduction may depend on your typeand appropriate for your business. An ex-
ment, and other services (such as lodging orof business.  Your kind of business may de-pense does not have to be indispensable to
transportation), you must allocate that ex-termine if a particular activity constitutes en-be considered necessary.
pense between the cost of meals and en-tertainment. For example, if you are a dressIn addition, the entertainment expense
tertainment and the cost of the other ser-must meet one of two tests: designer and have a fashion show to intro-
vices. You must have a reasonable basis forduce your new designs to store buyers, the1) Directly-related test, or making this allocation. For example, youshow generally is not considered entertain-
must allocate your expenses if a hotel in-2) Associated test. ment because fashion shows are typical in
cludes one or more meals in its room charge,

your business. But, if you are an appliance or if you are provided with one per diemYou must also meet the requirements dis- distributor and hold a fashion show for the amount to cover both your lodging and mealcussed later under Recordkeeping. spouses of your retailers, the show generally expenses.Even if you meet all the requirements for is considered entertainment.
claiming a deduction for entertainment ex- Taking turns paying for meals or en- Application of 50% limit.  The 50% limit onpenses, the amount you can deduct may be tertainment.  Expenses are not deductible meal and entertainment expenses applies iflimited. Generally, you can deduct only 50% when a group of business acquaintances the expense is otherwise deductible and isof your unreimbursed entertainment ex- take turns picking up each other’s meal or not covered by one of the exceptions dis-penses. This limit is discussed later under

entertainment checks without regard to cussed in chapter 3 of Publication 535. The50% Limit.
whether any business purposes are served. 50% limit also applies to activities that are

not a trade or business. It applies to mealClub dues and membership fees.  You are
Expenses not considered entertainment. and entertainment expenses incurred for thenot allowed a deduction for dues (including
Entertainment does not include supper production of income including rental or roy-initiation fees) for membership in any club or-
money you give your employees working alty income. It also applies to the cost ofganized for business, pleasure, recreation,
overtime, a hotel room you keep for your em- meals included in deductible educationalor other social purpose. This applies to any

expenses.ployees while on business travel, or a carmembership organization if one of its princi-
used in your business (even if it is used forpal purposes is to conduct entertainment ac-

When to apply the 50% limit.  You applyroutine personal purposes, such as commut-tivities for members or their guests, or to pro-
the 50% limit after determining the amounting to and from work). However, if you pro-vide members or their guests with access to
that would otherwise qualify for a deduction.vide the use of a hotel suite or a car to yourentertainment facilities.
You first determine the amount of meal andemployee who is on vacation, this is en-The purposes and activities of a club, not
entertainment expenses that would be de-tertainment of the employee.its name, will determine whether or not the
ductible under the rules discussed in thisdues are deductible. You cannot deduct
chapter.dues paid to country clubs, golf and athletic Additional information.  For more informa-

If you are self-employed, figure the limitclubs, airline clubs, hotel clubs, and clubs tion on entertainment expenses, including
on Schedule C. If you file Schedule C–EZ,operated to provide meals under circum- discussions of the directly-related and asso-
enter the total amount of your business ex-stances generally considered to be condu- ciated tests, see chapter 2 of Publication
penses on line 2. You can only include 50%cive to business discussions. 463.
of your meal and entertainment expenses in
that total.Entertainment.  Entertainment includes any

50% Limit Example 1.  You spend $100 for a busi-activity generally considered to provide en-
ness-related meal. If $40 of that amount istertainment, amusement, or recreation. Ex- In general, you can deduct only 50% of your
not allowable because it is considered lavishamples include entertaining guests at night- business-related meal and entertainment
and extravagant, the remaining $60 is sub-clubs; at social, athletic, and sporting clubs; expenses. This limit applies to employees or
ject to the 50% limit. Your deduction cannotat theaters; at sporting events; on yachts; or their employers, and to self-employed per-
be more than $30 (.50 ×  $60).on hunting, fishing, vacation, and similar sons (including independent contractors) or

trips. You cannot deduct expenses for en- their clients, depending on whether the ex- Example 2.  You purchase two tickets to
tertainment to the extent they are lavish or a concert and give them to a client. You pur-penses are reimbursed.
extravagant. If you buy a ticket to an en- chased the tickets through a ticket agent.The 50% limit applies to business meals
tertainment event for a client, you generally You paid $150 for the two tickets, which hador entertainment expenses incurred while:
can only take into account the face value of a face value of $60 each ($120 total). Your

1) Traveling away from home (whetherthe ticket even if you paid a higher price. deduction cannot be more than $60 (.50 ×
eating alone or with others) onEntertainment also may include meeting $120).
business,personal, living, or family needs of individu-

als, such as providing food, a hotel suite, or a 2) Entertaining business customers at your
car to business customers or their families. place of business, a restaurant, or other Business GiftA meal as a form of entertainment. location, or
Entertainment includes the cost of a meal Expenses3) Attending a business convention or re-you provide to a customer or client whether

ception, business meeting, or businessthe meal is a part of other entertainment or If you give business gifts in the course of
by itself. A meal sold in the normal course of luncheon at a club. your trade or business, you can deduct the
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cost subject to the limits and rules in this an entertainment expense. However, if you Commuting expenses. You cannot deduct
section. give a customer packaged food or bever- the costs of taking a bus, trolley, subway, or

ages that you intend the customer to use at a taxi, or driving a car between your home and
Limit on business gifts.  You can deduct no later date, treat it as a gift expense. your main or regular place of work. These
more than $25 for business gifts you give di- costs are personal commuting expenses.If you give tickets to a theater perform-
rectly or indirectly to any one person during You cannot deduct commuting expenses noance or sporting event to a business cus-
your tax year. A gift to a company that is in- matter how far your home is from your regu-tomer and you do not go with the customer
tended for the eventual personal use or ben- lar place of work. You cannot deduct com-to the performance or event, you can choose
efit of a particular person or a limited class of muting expenses even if you work during theto treat the tickets as either a gift or en-
people will be considered an indirect gift to commuting trip.tertainment expense, whichever is to your
that particular person or to the individuals advantage. Example.  You had a telephone installed
within that class of people who receive the You can change your treatment of the in your car. You sometimes use that tele-
gift. tickets at a later date, but not after the time phone to make business calls while commut-

A gift to the spouse of a business cus- allowed for the assessment of income tax. In ing to and from work. Sometimes business
tomer or client is an indirect gift to the cus- most instances, this assessment period associates ride with you to and from work,
tomer or client. However, if you have an in- ends 3 years after the due date of your in- and you have a business discussion in the
dependent bona fide business connection come tax return. But if you go with the cus- car. These activities do not change the trip’s
with the spouse, the gift generally will not be tomer to the event, you must treat the cost of expenses from commuting to business. You
considered an indirect gift to the other the tickets as an entertainment expense. cannot deduct your commuting expenses.
spouse. It will, however, be considered an in- You cannot choose, in this case, to treat the Parking fees.  Fees you pay to park your
direct gift to the other spouse if it is intended tickets as a gift expense. car at your place of business are nondeduct-
for that spouse’s eventual use or benefit. ible commuting expenses. You can, how-
These rules also apply to gifts you give to ever, deduct business-related parking fees
any other family member. when visiting a customer or client.Local TransportationIf you and your spouse both give gifts, Hauling tools or instruments.  If you
both of you are treated as one taxpayer. It haul tools or instruments in your vehicleExpensesdoes not matter whether you have separate while commuting to and from work, this does
businesses, are separately employed, or This section discusses expenses you can not make your commuting costs deductible.
whether each of you has an independent deduct for local business transportation. It However, you can deduct additional costs,
connection with the recipient. If a partner- also discusses deductions you can take for such as renting a trailer that you tow with
ship gives gifts, the partnership and the part- the business use of your car, whether you your vehicle for carrying equipment to and
ners are treated as one taxpayer. use it for business-related local transporta- from your job.

tion or when traveling away from home over- Advertising display on car.  The use of
Incidental costs.  Incidental costs, such as night on business. your car to display material that advertises
engraving on jewelry, or packaging, insuring, Local transportation expenses include your business does not change the use of
and mailing, are generally not included in de- the ordinary and necessary expenses of get- your car from personal use to business use.
termining the cost of a gift for purposes of ting from one workplace to another in the If you use this car for commuting or other
the $25 limit. course of your business or profession when personal uses, you cannot deduct your ex-

A related cost is considered incidental you are traveling within your tax home area. penses for such uses. Commuting or per-
only if it does not add substantial value to the Tax home is defined earlier. sonal expenses are not deductible.
gift. For example, the cost of gift wrapping is The following discussion applies to you if
considered an incidental cost. However, the you have a regular or main job away from Office in the home.  If you have an office inpurchase of an ornamental basket for pack- your residence. If your principal place of bus- your home that qualifies as a principal placeaging fruit is not considered an incidental iness is in your home, see Office in the of business, you can deduct your dailycost of packaging if the basket has a sub- home, later. transportation costs between your homestantial value compared to the value of the Local transportation expenses also in- and another work location in the same tradefruit. clude the cost of getting from your home to a or business. (See Publication 587, Business

temporary workplace when you have one or Use of Your Home, for information on deter-Exceptions.  The following items are not in- more regular places of work. These tempo- mining if your home office qualifies as a prin-cluded in the $25 limit for business gifts. rary workplaces can be either within the area cipal place of business.)
of your tax home or outside that area.1) An item that costs $4 or less and: If your home office does not qualify as a

Local business transportation does not principal place of business, follow the gen-a) Has your name clearly and perma-
include expenses you have while traveling eral rules explained earlier.nently imprinted on the gift, and
away from home overnight. Transportation

b) Is one of a number of identical items expenses you can deduct while traveling Examples of deductible local transporta-you widely distribute. away from home overnight are discussed tion.  The following examples illustrate whenExamples include pens, desk sets, and ear l ier  in  th is  chapter  under  Travel you can deduct local transportation ex-plastic bags and cases. Expenses. penses based on the location of your work
2) Signs, display racks, or other promo- Local business transportation expenses and your home.

tional material to be used on the busi- include the cost of transportation by air, rail,
Example 1.  Your office is in the sameness premises of the recipient. bus, taxi, etc., and the cost of driving and

city as your home. You cannot deduct themaintaining your car.
cost of transportation between your homeEmployee achievement awards.  Em- You can deduct your expenses for local
and your office. This is a personal commut-ployee achievement awards are not treated business transportation, including the busi-
ing expense. You can deduct the cost ofas gifts. For information on the requirements ness use of your car, if the expenses are or-
round-trip transportation between your officeyou must meet in order to deduct the cost of dinary and necessary. An ordinary expense
and a cl ient’s or customer’s place ofthese awards, see Bonuses and Awards in is one that is common and accepted in your
business.chapter 2 of Publication 535. field of trade, business, or profession. A nec-

essary expense is one that is helpful and ap- Example 2.  You regularly work in an of-
Gift or entertainment.  Any item that might propriate for your business. An expense fice in the city where you live. You attend a
be considered either a gift or an entertain- does not have to be indispensable to be con- one-week training session at a different of-
ment expense generally will be considered sidered necessary. fice in the same city. You travel directly from
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after June 30, 1993. The vehicle must meet
certain requirements, and you do not have to
use it in your business to qualify for the credit
or the deduction. For more information, see
chapter 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 oper-
ating 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 16.

Taxes paid on your car.  You cannot de-
duct luxury or sales taxes, even if you useyour home to the training location and return nondeductible commuting expenses. Al-
your car 100% for business. Luxury andthough you cannot deduct the costs of theseeach day. You can deduct the cost of your
sales taxes are part of your car’s basis andtrips, you can deduct the costs of going fromdaily round-trip transportation between your
may be recovered through depreciation. Ifone client or customer to another.home and the training location.
you are self-employed and use your car in

Example 3.  Your principal place of busi- that business, see chapter 18 for moreIllustration of local transportation. Figure
information.ness is in your home. (The rules for ‘‘princi- 15–A illustrates the rules for when you can

pal place of business’’ are discussed in Pub- deduct local transportation expenses when
Fines and collateral.  Fines and collaterallication 587, Business Use of Your Home.) you have a regular or main job away from
for traffic violations are not deductible.You can deduct the round-trip business-re- your residence. You may want to refer to it

lated local transportation expenses between when deciding whether you can deduct your
Leasing a car.  If you lease a car that youyour qualifying home office and your client’s local business transportation expenses.
use in your business, you can deduct the partor customer’s place of business. You must,
of each lease payment that is for the use ofhowever, distinguish between business and Car Expenses the car in your business. You cannot deductpersonal transportation.

If you use your car for business purposes, any part of a lease payment that is for com-
Example 4.  You have no regular office, you may be able to deduct car expenses. muting or for any other personal use of the

and you do not have an office in your home. You generally can use one of two methods car. You must spread any advance pay-
In this case, the location of your first busi- to figure your expenses: actual expenses or ments over the entire lease period. You can-
ness contact is considered your office. the standard mileage rate. not deduct any payments you make to buy a
Transportation expenses between your car even if the payments are called lease
home and this first contact are nondeduct- Note. You may be entitled to a tax credit payments.
ible commuting expenses. In addition, trans- for an electric vehicle or a deduction from If you lease a car that you use in your
portation expenses between your last busi- gross income for a part of the cost of a business for 30 days or more, you may have

clean-fuel vehicle that you place in serviceness contact and your home are also to include in your income an amount called
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an ‘‘inclusion amount.’’ For more informa- b) A section 179 deduction. Note:  These rates do not apply for any
tion, see chapter 3 of Publication 917. year in which the actual expenses method

was used.Two or more cars.  If you own two or
Depreciation and section 179 deduc- more cars that are used for business at the
tions.  If you use your car for business pur- Depreciationsame time, you cannot take the standard
poses, you may be able to recover its cost by Year Rate per Milemileage rate for the business use of any car.
claiming a depreciation or section 179 de- 1994 – 1995 . . . . . . . . . . . . . . . . . . . . . . . 12 centsHowever, you may be able to deduct a part
duction. The amount you may claim depends 1992 – 1993 . . . . . . . . . . . . . . . . . . . . . . . 111/2 centsof the actual expenses for operating each of
on the year you placed the car in service and 1989 – 1991 . . . . . . . . . . . . . . . . . . . . . . . 11 centsthe cars. See Actual Car Expenses in chap-
the amount of your business use. 1988 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 101/2 centster 2 of Publication 917 for information on

For more information, see the instruc- 1987 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 centshow to figure your deduction.
tions for Form 4562. Also see chapter 2 of 1986 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9 centsYou are not using two or more cars forPublication 917 for a detailed discussion of 1983 – 1985 . . . . . . . . . . . . . . . . . . . . . . . 8 centsbusiness at the same time if you alternatethese deductions. 1982 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71/2 centsusing (use at different times) the cars for

1980 – 1981 . . . . . . . . . . . . . . . . . . . . . . . 7 centsbusiness.Standard Mileage Rate The following examples illustrate the For tax years before 1990, the rates ap-
Instead of figuring actual expenses, you may rules for when you can and cannot use the plied to the first 15,000 miles. For tax years
be able to use the standard mileage rate to standard mileage rate for two or more cars. after 1989, the depreciation rate applies to
figure the deductible costs of operating your all business miles.Example 1.  Marcia, a salesperson, ownscar, van, pickup or panel truck for business

Example.  In 1991, you bought a car fora car and a van that she alternates using forpurposes. You can use the standard mileage
exclusive use in your business. The car costcalling on her customers. She can take therate only for a car that you own. For 1995,
$14,000. From 1991 through 1995, you usedstandard mileage rate for the business mile-the standard mileage rate is 30 cents a mile
the standard mileage rate to figure your carage of the car and the van.for all business miles.
expense deduction. You drove your carIf you choose to take the standard mile- Example 2.  Tony uses his own pickup 18,750 miles in 1991, 17,200 miles in 1992,age rate, you cannot deduct actual operat- truck in his landscaping business. During 18,100 miles in 1993, 16,300 miles in 1994,ing expenses. These include depreciation, 1995, he traded in his old truck for a newer and 17,600 miles in 1995. The depreciationmaintenance and repairs, gasoline (includ- one. Tony can take the standard mileage allowed is figured as follows:ing gasoline taxes), oil, insurance, and vehi- rate for the business mileage of both the old

cle registration fees. Year Miles ×  Rate Depreciation and the new trucks.You generally can use the standard mile-
1991 18,750 ×  .11 $ 2,063Example 3.  Chris owns a repair shopage rate regardless of whether you are reim-
1992 17,200 ×  .111/2 1,978and an insurance business. He uses hisbursed and whether or not any reimburse-
1993 18,100 ×  .111/2 2,082ment is more or less than the amount figured pickup truck for the repair shop and his car
1994 16,300 ×  .12 1,956using the standard mileage rate. See Reim- for the insurance business. No one else uses
1995 17,600 ×  .12 2,112bursement of Employee Expenses, later. either the pickup truck or the car for business
Total depreciation $10,191purposes. Chris can take the standard mile-

Choosing the standard mileage rate.  If age rate for the business use of the truck
At the end of 1995, your adjusted basis in theyou want to use the standard mileage rate and the car.
car is $3,089 ($14,000 –  $10,191).for a car, you must choose to use it in the first

Example 4.  Maureen owns a car and ayear you place the car in service in business.
van that are both used in her housecleaningThen in later years, you can choose to use
business. Her employees use the car andthe standard mi leage rate or  actual Recordkeepingshe uses the van to travel to the various cus-expenses.
tomers. Maureen cannot take the standard This section discusses the written recordsIf you choose to use the standard mile-
mileage rate for the car or the van. This is be- you need to keep if you plan to deduct an ex-age rate, you are considered to have made
cause both vehicles are used in Maureen’s pense discussed in this chapter. By keepingan election not to use the accelerated cost
business at the same time. She must use ac- timely and accurate records, you will haverecovery system (ACRS) or the modified ac-
tual expenses for both vehicles. support to show the IRS if your tax return iscelerated cost recovery system (MACRS).

ever examined. Or, you may require proof ofThis is because the standard mileage rate al-
expenses for which you are reimbursing yourParking fees and tolls.  In addition to usinglows for depreciation. You also cannot claim
employees under an accountable plan, asthe section 179 deduction. If you change to the standard mileage rate, you can deduct
discussed later under Adequate Accounting.the actual expenses method in a later year, any business-related parking fees and tolls.

If you reimburse employees for businessbut before your car is considered fully depre- (Parking fees that you pay to park your car at
expenses that they incur on your behalf, thisciated, you have to estimate the useful life of your place of work are nondeductible com-
section applies to your employees as well asthe car and use straight line depreciation. muting expenses.)
to you, the employer. Your employees mustFor information on how to figure that depre-
submit the proper records to you, and youciation, see the exception in Methods of de- Basis of car.  To figure gain or loss on the must retain these records to support yourpreciation under Depreciation Deduction in disposition of a car that you used for busi- deductible business expenses. If your em-Publication 917. ness, you must figure its adjusted basis by ployees have questions on what records are

subtracting from the basis any depreciation needed, you will find the information in thisStandard mileage rate not allowed.  You (including any section 179 or clean-fuel vehi- section helpful in answering their questions.cannot use the standard mileage rate if you: cle deduction) that you claimed. If you used
1) Do not own the car, the standard mileage rate for the business Proof needed.  You must be able to prove

use of your car, depreciation was included in2) Use the car for hire (such as a taxi), (substantiate) your deductions for travel, en-
that rate. The rate of depreciation that was tertainment, business gift, and transporta-3) Operate two or more cars at the same
allowed in the standard mileage rate is tion expenses. You should keep adequatetime (as in fleet operations), or
shown in the chart that follows. This depreci- records or have sufficient evidence that will

4) Claimed a deduction for the car in an ation reduces the basis of your car (but not support your own statement. Estimates or
earlier year using: below zero) in figuring its adjusted basis approximations do not qualify as proof of an

when you dispose of it.a) ACRS or MACRS depreciation, or expense.
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Table 15-2. 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.

Timely recordkeeping.  You do not need to travel, local business transportation, en- Separating expenses.  Each separate pay-
write down the elements of every expense at tertainment, and gifts. These factors are dis- ment usually is considered a separate ex-
the time of the expense. However, a record cussed in more detail in chapter 5 of Publica- pense. If you entertain a customer or client
of the elements of an expense or of a busi- tion 463. at dinner and then go to the theater, the din-
ness use made at or near the time of the ex- To deduct these expenses, you must be ner expense and the cost of the theater tick-
pense or use, supported by sufficient docu- able to prove the elements listed in column 1 ets are two separate expenses. You must re-
mentary evidence, has more value than a of the chart. You prove these elements by cord them separately in your records.
statement prepared later when generally having the information and receipts (where Totaling items.  You may make one daily
there is a lack of accurate recall. A log main- needed) for the expenses listed in columns entry for reasonable categories such as taxi
tained on a weekly basis, which accounts for 2, 3, 4, or 5, whichever apply. fares, telephone calls, gas and oil, or other
use during the week, is considered a record incidental travel costs. Meals should be in a
made at or near the time of the expense or Adequate records.  You should keep the separate category. You should include tips
use. proof you need for these items in an account with the costs of the services you received.

book, diary, statement of expense, or similar
Expenses of a similar nature occurringDuplicate information.  You do not have to record, and keep adequate documentary ev-

during the course of a single event are con-record information in your account book or idence (such as receipts, canceled checks,
sidered a single expense. For example, ifother record that duplicates information or bills), that together will support each ele-
during entertainment at a cocktail lounge,shown on a receipt as long as your records ment of an expense. Documentary evidence
you pay separately for each serving of re-and receipts complement each other in an is explained in more detail later in this dis-
freshments, the total expense for the re-orderly manner. cussion. Written evidence has considerably
freshments is treated as a single expense.more value than oral evidence alone.

Chart that shows proof needed. Table
Documentary evidence.  You generally15–2 summarizes the factors needed to
must have documentary evidence, such asprove the elements of your expenses for
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receipts, canceled checks, or bills, to sup- recorded elsewhere at or near the time of You have different options for reimburs-
port your expenses. However, this evidence ing your employees for business-related ex-the expense and be available to fully prove
is not needed if: penses. These include:that element of the expense.

1) Reimbursing them for their actual ex-1) You have meal or lodging expenses for
Inadequate records.  If you do not have ad- penses, as discussed throughout thistravel away from home and you use a
equate records to prove an element of an ex- chapter,per diem allowance method for claiming
pense, then you must prove the element by:these expenses, 2) Reimbursing them for business use of

their cars:2) You use the standard mileage rate to 1) Your own statement, whether written or
claim business car expenses, oral, containing specific information a) At a fixed amount per mile of business

about the element, and travel,3) Your expense, other than lodging, is
less than $25 (less than $75 for ex- b) With a fixed and variable amount de-2) Other supporting evidence sufficient to
penses incurred after September 30, termined by a cents-per-mile rate plusestablish the element.
1995), or a flat amount (based on a standard

vehicle and the area) as explained4) You have a transportation expense for Additional information for the IRS.
later under Car or mileage al-which a receipt is not readily available. You may have to provide additional informa-
lowances, ortion to the IRS to clarify or to establish the

Accountable plans and per diem and c) By any other method that is consist-accuracy or reliability of information con-
mileage allowances are discussed later ently applied and in accordance withtained in your records, statements, testi-
under  Reimbursement  o f  Employee reasonable business practices.mony, or documentary evidence before a de-
Expenses. duction is allowed. 3) Using the meals only allowance (dis-

Adequate evidence.  Documentary evi- cussed later) to reimburse meals and in-
dence ordinarily will be considered adequate cidental expenses and reimbursing ac-How long to keep records and receipts.
if it shows the amount, date, place, and es- tual lodging expenses,You must keep proof to support your claim to
sential character of the expense. a deduction as long as your income tax re- 4) Using the regular federal per diem rateFor example, a hotel receipt is enough to turn can be examined. Generally, it will be (discussed later),support expenses for business travel if it necessary for you to keep your records for 3
has: 5) Using the high-low method (discussedyears from the date you file the income tax

later), or1) The name and location of the hotel, return on which the deduction is claimed. A
6) Reimbursing them under any otherreturn filed early is considered as filed on the2) The dates you stayed there, and

method that is acceptable to the IRS.due date.
3) Separate amounts for charges such as

lodging, meals, and telephone calls. You should tell your employees whatAdditional information.  See chapter 5 of
method of reimbursement you use and whatPublication 463 for more information on re-A restaurant receipt is enough to prove records they must submit.cordkeeping, including a discussion on howan expense for a business meal if it has:

to prove each type of expense discussed in
No reimbursement.  Your employees are1) The name and location of the this chapter.
not reimbursed or given an allowance forrestaurant,
their expenses if you pay them a salary or

2) The number of people served, and commission with the understanding that they
3) The date and amount of the expense. will pay their own expenses. In this situation,Reimbursement of

you do not have a reimbursement or allow-
ance arrangement.If a charge is made for items other than food Employee Expenses

and beverages, the receipt must show that
You generally can deduct the amount you re- Chart that shows how to report. Table 15-this is the case.
imburse your employees for expenses dis- 3 explains what you report on Form W–2 andCanceled check.  A canceled check, to-
cussed in this chapter. The amount and what the employee reports on Form 2106.gether with a bill from the payee, ordinarily
manner in which you can deduct these ex- The instructions for the forms have more in-establishes the cost. However, a canceled
penses depend in part on whether you reim- formation on completing them.check by itself does not prove a business ex-
burse the expenses under an accountablepense without other evidence to show that it
plan or a nonaccountable plan.was for a business purpose. Accountable Plans

This section explains the two types of
To be an accountable plan, your reimburse-plans, how per diem allowances simplifyBusiness purpose.  A written statement of ment or allowance arrangement must re-proving the amount of your expenses, andthe business purpose of an expense is gen- quire an employee to meet all three of the

the tax treatment of these reimbursementserally needed. However, the degree of proof following rules:
and expenses.varies according to the circumstances in

1) The employee’s expenses must have aeach case. If the business purpose of an ex-
business connection — that is, he orpense is clear from the surrounding circum- Reimbursement, allowance, or advance.
she must have paid or incurred deducti-stances, a written explanation is not needed. A reimbursement or other expense allow-
ble expenses while performing servicesance arrangement is a system or plan thatExample.  A sales representative who as your employee,you use to pay, substantiate, and recover thecalls on customers on an established sales

2) Your employee must adequately ac-expenses, advances, reimbursements, androute does not have to submit a written ex-
count to you for these expenses within aamounts charged to you by your employeesplanation of the business purpose for travel-
reasonable period of time, andfor employee business expenses. It can alsoing that route.

be a system used to keep track of amounts 3) Your employee must return any excess
you pay through an agent or a third party. Ar-Confidential information.  Confidential in- reimbursement or allowance within a
rangements include per diem and mileageformation relating to an element of a deducti- reasonable period of time.
allowances. If a single payment includesble expense, such as the place, business
both wages and an expense reimbursement,purpose, or business relationship, need not ‘‘Adequate accounting’’ and ‘‘returning
you must specifically identify to the em-be put in your account book, diary, or other excess reimbursements’’ are discussed
ployee the amount of the reimbursement.record. However, the information has to be later.
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An excess reimbursement or allow- Table 15-3. Reporting Travel, Entertainment, and
ance is any amount you pay that is more Gift Expenses and Reimbursements
than the business-related expenses that
your employee adequately accounted for to

Type of Reimbursement Employer Employeeyou. See Returning Excess Reimburse-
(or Other Expense Reports on Shows onments, later, for information on how to han-
Allowance) Arrangement Form W–2 Form 21061

dle these excess amounts.
The definition of reasonable period of

Accountabletime depends on the facts of the situation.
The IRS will consider it reasonable for your Actual expense reimburse- Not reported Not shown if expenses do
employee to: ment not exceed reimbursement

1) Receive an advance within 30 days of Adequate accounting
the time he or she has an expense, and excess returned

2) Adequately account for the expense Actual expense reimburse- Excess reported as wages All expenses (and
within 60 days after it was paid or in- ment in box 1. Amount reimbursements reported
curred, and adequately accounted for on Form W–2, box 13) only

Adequate accounting and is reported only in box 13— if some or all of the excess3) Return any excess reimbursement to
return of excess it is not reported in box 1. expenses are claimed.2you within 120 days after the expense
both required but Otherwise, form is not filed.was paid or incurred.
excess not returned

If you give your employee a periodic
Per diem or mileage All expenses andstatement (at least quarterly) that asks him Not reported
allowance (up to federal reimbursements only  ifor her to either return or adequately account rate) excess expenses are

for outstanding advances and the employee claimed.2 Otherwise, formAdequate accountingcomplies within 120 days of the statement, is not filed.and excess returnedthe IRS will consider the amount adequately
accounted for or returned within a reasona-

Per diem or mileage Excess reported as wages All expenses (andble period of time.
allowance (exceeds in box 1. Amount up to the reimbursements equal to
federal rate) federal rate is reported the federal rate) only  ifEmployee meets accountable plan rules. only in box 13—it is not expenses in excess of theAdequate accounting up toIf your employee meets the three rules for reported in box 1. federal rate are claimed.2

the federal rate onlyaccountable plans, do not include any reim- Otherwise, form is not filed.and excess not returnedbursements in his or her income in box 1 of
Form W–2.

NonaccountableExpenses subject to 50% limit.  If you
reimburse meal or entertainment expenses Either adequate accounting Entire amount is reported All expenses2

under an accountable plan, you (the em- or return of excess, or both, as wages in box 1.
ployer) may be subject to the 50% limit. Ex- not required by plan
ceptions to the 50% limit are discussed in
chapter 3 of Publication 535. No reimbursement Normal reporting of wages, All expenses2

etc.
Keeping records. If you require that your

1 Employees may be able to use Form 2106-EZ. The qualifications are listed on the form.employees account to you and return any
2 Any allowable business expense is carried to line 20 of Schedule A (Form 1040) and deducted as aexcess advances or allowances (and the miscellaneous itemized deduction.

employees meet these requirements), you
must keep the records and supporting docu-
ments given to you by your employees to Reimbursement of nondeductible ex- amount) that qualifies as an accountable
prove the deductions on your return for the plan, two facts affect your reporting:penses.  If you reimburse your employees
allowances and reimbursements you paid under your accountable plan for expenses 1) The federal rate for the area where yourthem. related to your business that are not deducti- employees traveled, and

ble as employee business expenses, the
Employee does not meet accountable 2) Whether the allowance or your employ-amounts you pay the employee for the non-
plan rules.  You may reimburse an em- ees’ actual expenses were more thandeductible expenses are treated as paidployee under your accountable plan but only the federal rate.under a nonaccountable plan.part of the employee’s expenses may meet
all three rules. Example.  Your reimbursement arrange- For this purpose, the federal rate can be fig-

If you reimburse expenses under an oth- ment reimburses your employees for travel ured by using any one of three methods:
erwise accountable plan but your employee expenses they incurred while away from

1) The regular federal per diem rate (dis-does not return, within a reasonable period home on business, and for meal expenses
cussed later),of time, any reimbursement for which he or they paid when working late at the office,

she did not adequately account to you, then even though they are not away from home. 2) The high-low method (discussed later),
only the amount for which the employee did The part of the arrangement that reimburses or
adequately account is considered as paid the employees for the nondeductible meals 3) The standard meal allowance (dis-under an accountable plan. The remaining while working late at the office is treated as a cussed earlier under What Are Travelexpenses are treated as having been reim- second arrangement. The payments under Expenses?).bursed under a nonaccountable plan (dis-

this second arrangement are treated as paid
cussed later).

under a nonaccountable plan.If you pay your employees an advance or The following discussions explain how to
allowance that is higher than the federal per handle the reimbursements depending upon

Per diem allowances. If you reimburse em-diem or standard mileage rate, see Re- how the amount of the per diem allowance
ployees by a per diem allowance (dailyturning Excess Reimbursements, later. compares to the federal rate.
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Per diem allowance LESS than or expenses and voluntarily returning excess If the IRS finds that your travel allowance
EQUAL to the federal rate.  If the per diem practices are not based on reasonably accu-reimbursements to you.
allowance is less than or equal to the federal rate estimates of travel costs, including rec-
rate, you do not include the allowance in box ognition of cost differences in different ar-Adequate Accounting 
1 of the employee’s Form W–2. eas, your employees will not be consideredOne of the three rules (listed earlier) for a re-

to have accounted to you. In this case, theyExample.  In April you send Jeremy on a imbursement or other expense allowance ar-
may have to prove their expenses to the IRS.2-day business trip to Boston. The federal rangement to qualify as an accountable plan

Allowance for meals.  These rules alsorate in Boston is $139 per day. As required was that employees adequately account to
apply if you reimburse an employee for mealby your accountable plan, Jeremy accounts you for their expenses. Employees ade-
expenses only or give a separate per diemfor the time (dates), place, and business pur- quately account by giving you documentary
allowance for meals and incidental ex-pose of the trip. You reimburse him $139 a evidence of their mileage, travel, and other
penses. Your reimbursement or allowanceday ($278 total) for living expenses. employee business expenses, along with a
must not be more than the standard meal al-You do not include any of the reimburse- statement of expense, an account book, a
lowance. A per diem allowance is paid sepa-ment on his Form W–2. diary, or a similar record in which they en-
rately for meals and incidental expenses ifPer diem allowance MORE than the tered each expense at or near the time they
you furnish lodging in kind, pay a meal allow-federal rate.  If you pay an amount that is had it. Documentary evidence includes re- ance plus the actual cost of lodging, or paymore than the federal rate, you must include ceipts, canceled checks, and bills. See Ta- the hotel, motel, etc., directly for employeethe amount of the per diem allowance up to ble 15–2 for the aspects or elements of each lodging. A per diem allowance is also paidthe federal rate in box 13 (code L) of your expense that employees must prove. separately for meals and incidental ex-employee’s Form W–2. This amount is not Employees must account for all amounts penses if you do not have a reasonable be-taxable. In addition, you must include the received from you during the year as ad- lief that an employee incurred lodging ex-amount of the allowance that is more than vances, reimbursements, or allowances for penses, such as when the employee staysthe federal rate in box 1 of your employee’s business use of their cars, travel, entertain- with friends or relatives or the employeeForm W–2. Your employee must report this ment, gifts, or any other expenses. This in- sleeps in the cab of his or her truck.part of the allowance as if it were wage cludes amounts that they charged to you by

income. credit card or other method. They must give Regular federal per diem rate.  The regularExample.  Laura lives and works in Aus- you the same type of records and supporting federal per diem rate is the highest amounttin. You send her to Dallas for 2 days on busi- information that they would have to give to that the federal government will pay to itsness. You pay the hotel directly for Laura’s the IRS if the IRS questioned a deduction on employees for lodging, meal, and incidentallodging and reimburse Laura $40 a day ($80 their return. Employees must pay back the expenses (or meal and incidental expensestotal) for meals and incidental expenses. amount of any reimbursement or other ex- only) while they are traveling away fromThe federal rate for Dallas is $34 per day. pense allowance for which they do not ade- home in a particular area. The rates are dif-
You must include the $12 excess over quately account or that exceeds the amount ferent for different locations. You must use

the federal rate [($40 –  $34) ×  2] in box 1 of for which they accounted. the rate in effect for the area where your em-
Laura’s Form W–2. You also show $68 ($34 ployee stops for sleep or rest. You should
a day ×  2) in box 13 of her Form W–2. This Per diem allowance or reimbursement. have these rates available. You can get Pub-
amount is not included in Laura’s income. You can have your employees prove the lication 1542, which gives the rates in the

amount of their travel expenses by using a continental United States for the current
Car or mileage allowances.  The rules gov- per diem allowance amount. If you reimburse year.
erning car or mileage allowances you pay your employees for lodging, meal, and inci- The federal rates for meals and inciden-
your employees are similar to those gov- dental expenses at a fixed amount per day of tal expenses are the same as those rates
erning per diem allowances. You can pay a business travel, that amount is called a per discussed earlier under Standard Meal
car or mileage allowance at the standard diem allowance. Allowance.
mileage rate (discussed earlier), pay at an- The term ‘‘incidental expenses’’ in-
other rate per mile, or base the payment on a cludes, but is not limited to, laundry ex- High-low method.  This is a simplifiedfixed and variable rate allowance (as de- penses, cleaning and pressing expenses, method of computing the federal per diemscribed later). and fees and tips for persons who provide rate for travel within the continental United

General ly, the amount considered services, such as food servers and luggage States. It eliminates the need to keep a cur-
proven by a car or mileage allowance cannot handlers. Incidental expenses do not include rent list of the per diem rate in effect for each
exceed the standard mileage rate. Your em- taxicab fares or the costs of telegrams or city in the continental United States.
ployees must prove to you the time (dates), telephone calls. Under the high-low method, the per diemplace, and business purpose for using their A per diem allowance satisfies the ade- amount for travel during 1995 is $152 for cer-cars. quate accounting requirements for the tain locations. All other areas have a per

Fixed and variable rate allowance amount in question if: diem amount of $95. The areas eligible for
(FAVR).  You can choose to reimburse your the $152 per diem amount under the high-1) You reasonably limit payments of theemployees for their car expenses by paying low method for all of the year or the portiontravel expenses to those that are ordi-them a cents-per-mile rate to cover their va- of the year specified in parentheses undernary and necessary in the conduct ofriable operating costs (such as gas, oil, etc.) the key city name are listed in Table 6 inyour trade or business,plus a flat amount to cover their fixed costs chapter 6 of Publication 463.
(such as depreciation, insurance, etc.). This 2) The allowance is similar in form to and
is called a FAVR allowance. See Revenue not more than the federal per diem (that Returning ExcessProcedure 94–73 in Internal Revenue Bulle- is, the allowance varies based on where

Reimbursements tin 1994–52 for information on using a FAVR and how long an employee was
allowance. Under an accountable plan, you must requiretraveling),

your employees to return any excess reim-
3) The employee is not related to you (asEmployer’s plan.  You make the decision bursement or other expense allowances for

defined under Standard Meal Allowancewhether to use an accountable plan or a business expenses to you. Excess reim-
in chapter 1 of Publication 463), andnonaccountable plan when reimbursing your bursement means any amount for which the

4) The time, place, and business purposeemployees. An employee cannot turn your employee did not adequately account within
of the travel are proved, as explainednonaccountable plan into an accountable a reasonable period of time. For example, if
earlier under Recordkeeping.plan by voluntarily accounting to you for the an employee received a travel advance and
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did not spend all the money on business-re- amounts will be treated as being paid under provide an adequate accounting of these ex-
a nonaccountable plan:lated expenses, or did not have proof of all penses to your client. If you do not account

his or her expenses, the employee has an to your client for these expenses, you must
1) Excess reimbursements an employeeexcess reimbursement. include any reimbursements or allowances

fails to return, andUnproven amount.  If an employee does in income. You must keep adequate records
not prove that he or she actually traveled on of these expenses regardless of whether2) Reimbursements of nondeductible ex-
each day for which he or she received a per you account  to  your  c l ient  for  suchpenses related to your business. See
diem or mileage allowance (proving the ele- expenses.Reimbursement of nondeductible ex-
ments described in Table 15–2), he or she penses earlier under Accountable If you do not separately account for and
must return this unproven amount of the al- Plans. seek reimbursement for meals and en-
lowance within a reasonable period of time. tertainment in connection with providing ser-
If the employee fails to do this, you must re- vices for a client, you are subject to the 50%An arrangement that repays an em-
port as income in box 1 of the employee’s limit on such expenses. See 50% Limit,ployee by reducing the amount reported as
Form W–2 the unproven amount of the al- earlier.his or her wages, salary, or other compensa-
lowance as excess reimbursement. This un- Report travel and entertainment ex-tion will be treated as a nonaccountable
proven amount is considered paid under a plan. This is because the employee is enti- penses on line 24 of Part II, Schedule C, or
nonaccountable plan (discussed later). tled to receive the full amount of his or her on line 2 of Schedule C–EZ.

compensation regardless of whether or not
he or she incurred any business expenses.Per diem or mileage allowance MORE

Required records for client or customer.You must combine the amount of any re-than federal rate or standard mileage
If you are a client or customer, you generallyimbursement or other expense allowancerate.  If your accountable plan pays a per
do not have to keep records to prove the re-paid to your employees under a nonaccount-diem or other allowance that is higher than
imbursements or allowances you give, in theable plan with their wages, salary, or otherthe federal per diem rate, or your mileage al-
course of your business, to an independentcompensation. Report the total in box 1 oflowance is higher than the standard mileage
contractor for travel or gift expenses in-their Forms W–2.rate, employees do not have to return the dif-
curred on your behalf. However, you mustference between the two rates for the period Example 1.  You gave Kim $500 a month keep records if:or the miles they can prove business-related ($6,000 total for the year) for her business

expenses. However, you must report this dif- expenses. You do not require Kim to provide 1) You reimburse the contractor for en-ference between the rates as wages on their any proof of her expenses, and Kim can tertainment expenses incurred on yourForms W–2. This excess amount is consid- keep any funds that she does not spend. behalf, andered paid under a nonaccountable plan (dis- You are reimbursing Kim under a nonac-
cussed later). countable plan. You include the $6,000 on 2) The contractor adequately accounts to

Kim’s Form W–2 as if it were wages. you for these expenses.Example.  You send Maria on a 5-day
business trip to Phoenix. She uses her per- Example 2.  You pay Kevin $2,000 a
sonal car to make the trip and you reimburse month. On days that he travels away from

Contractor adequately accounts.  Ifhome on business, you designate $50 a daythe hotel directly. You give her a $200 ($40
the contractor does adequately account toof his salary as paid to reimburse him for his×  5 days) advance to cover her meals and
you for entertainment expenses, you (the cli-travel expenses. Because you would pay Ke-incidental expenses and $192 (600 ×  32
ent or customer) must keep records docu-vin his $2,000 monthly salary regardless ofcents) for the 600 business miles you expect
menting each element of the expense. Usewhether or not he was traveling away fromher to drive. The federal per diem rate for
your records as proof for a deduction on yourhome, the arrangement is a nonaccountablemeals and incidental expenses in Phoenix is
tax return. If entertainment expenses are ac-plan. You cannot treat any part of the $50 a$34.
counted for separately, you are subject today (that you designated as reimbursement)Maria’s trip only lasts 3 days and she
the 50% limit discussed earlier under En-as paid under an accountable plan.drives only 500 miles. She must return the
tertainment Expenses. You do not, however,$80 ($40 ×  2 days) advance for the 2 days
have to file an information return to reportshe did not travel and the $32 (100 miles × Part of reimbursement paid under ac-
amounts for which you reimbursed the con-32 cents) for the 100 business miles she did countable plan.  If you reimbursed ex-
tractor, as long as he or she adequately ac-not drive. For the days and miles Maria did penses under an otherwise accountable
counted to you for these expenses.travel, she can keep the $18 difference [($40 plan but an employee does not return, within

Contractor does not adequately ac-allowance she received –  $34 federal rate a reasonable period of time, any reimburse-
count.  If the contractor does not adequatelyfor Phoenix) ×  3 days] between the per ment for which the employee did not ade-
account to you for allowances or reimburse-diem rates and the $10 difference [(32 quately account, that amount is considered
ments of entertainment expenses, then youcents-per-mile allowance she received –  30 paid under a nonaccountable plan. The re-

cents-per-mile standard mileage rate) ×  500 (the client or customer) do not have to keepmainder is treated as having been paid
miles] between the mileage rates. You must, under an accountable plan (as discussed your own separate records of these items in-
however, report $28 ($18 +  $10) on her earlier). curred by the contractor on your behalf. You
Form W–2 as wages. are not subject to the 50% limit on entertain-

ment in this case. You can deduct the reim-Contractors and Clients bursements or allowances as compensationNonaccountable Plans This section discusses special rules for inde- if they are ordinary and necessary business
pendent contractors and clients. expenses. However, you must file FormA nonaccountable plan is a reimbursement

1099–MISC, Miscellaneous Income, to re-or expense allowance arrangement that
port amounts paid to the independent con-does not meet the three rules listed earlier Independent contractor.  If you have reim-
tractor if the total of the reimbursements andunder Accountable Plans. bursed travel, transportation, meal, en-
any other fees is $600 or more during theIn addition, if you reimburse your employ- tertainment, or gift expenses that you in-
calendar year.ees under an accountable plan, the following curred on behalf of a client, you should
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4) Amounts allocated to former passive
activities.Allocation of Interest 16. 5) Amounts allocated to trade or businessThe rules for deducting interest vary, de-
use and to expenses for certain low-in-pending on whether the loan proceeds are
come housing projects.Interest used for business, home mortgage, invest-

ment, or passive activities. If you use the pro-
Partnerships and S corporations.  SpecialExpense ceeds of a loan for more than one expense,
rules apply to the allocation of interest ex-you must make an allocation to determine
pense in connection with debt-financed ac-the amount of interest for each use of the
quisitions of, and distributions from, partner-loan’s proceeds. However, interest on a
ships and S corporations. These rules do notqualified home mortgage is fully deductible.Important Reminder apply if the partnership or S corporation isFor more information on home mortgage in-
formed or used for the principal purpose ofterest, see Publication 936.for 1995 avoiding the interest allocation rules.The best way to allocate interest is to

Debt-financed acquisitions.  This is thekeep the proceeds of a particular loan sepa-Refunds of interest shown on Form 1098.
use of loan proceeds to purchase an interestrate from any other funds. You can treat anForm 1098, Mortgage Interest Statement,
in an entity or to make a contribution to theexpenditure made from any account (or inwas revised in 1994. Box 3 of the form
capital of the entity. If you purchase an inter-cash) within 30 days before or after the debtshows any refunds for overpayment(s) of in-
est in an entity, allocate the loan proceedsproceeds are deposited (or received in cash)terest you made in a prior year or years. See
and the interest expense among all the as-as being from such debt proceeds.Mortgages, later in this chapter.
sets of the entity. The allocation can beIn general, the interest on a loan is allo-
based on the fair market value, book value,cated in the same way as the loan itself is al-
or adjusted basis of the assets, reduced bylocated. This is true even if the funds areIntroduction any debts allocated to the assets.paid directly to a third party. You allocate

loans by tracing disbursements to specific If you contribute to the capital of an en-Interest is the amount you pay for the use of
uses. If you must allocate your interest ex- tity, make the allocation based on the assetsborrowed money. You can generally deduct
pense, use the following categories: or by tracing the loan proceeds to the enti-all interest you pay or accrue during the tax

ty’s expenditures. A purchase of an interestyear on debts related to your trade or busi- For More in an entity is treated as a contribution toness. (However, see Interest Capitalization, Expenditure Information capital to the extent the entity receives anydiscussed later.) Special rules apply if you
Trade or business . . . . . . . . . . . . . . . . . . . . . See this proceeds of the purchases.have a loan on which the interest rate is less

chapterthan the applicable federal rate. See Below- Example.  You purchase an interest in a
Passive activity . . . . . . . . . . . . . . . . . . . . . . . . PublicationMarket Interest Rate Loans, later. partnership for $20,000 using borrowed

925To deduct the interest paid, you must be funds. The partnership’s only assets include
Investment (including portfolio) . . . . . . . Publicationliable for its payment. For example, you can- machinery used in its business valued at

550not deduct interest paid on a corporation’s $60,000, and stocks valued at $15,000. You
debt on your individual return. allocate the loan proceeds based on the

value of the assets. Therefore, $16,000 ofAllocation based on use of loan’s pro-
the loan proceeds ($60,000 / $75,000 Xceeds.  You allocate interest on a loan theTopics
$20,000) and the interest expense on thatsame way as the loan is allocated for theThis chapter discusses:
part are allocated to trade or business use.same period. Loan proceeds and the related

● Allocation of interest The amount allocated to investment use isinterest are allocated by the use of the pro-
$4,000 ($15,000 / $75,000 X $20,000) and● Interest you can deduct ceeds. The allocation is not affected by the
the interest on that part.use of property that secures the loan.● Interest you cannot deduct

Debt-financed distributions.  Gener-Example.  You secure a loan with prop-
● Interest capitalization ally, if the entity borrows funds, the generalerty used in your business. You use the loan

allocation rules discussed earlier in this sec-● When to deduct interest proceeds to buy an automobile for personal
tion apply. If those funds are allocated to dis-use. You must allocate interest expense on● Below-market interest rate loans tributions made to partners or shareholders,the loan to personal use (purchase of the au-
the distributed loan proceeds and related in-tomobile) even though the loan is secured byUseful Items terest expense must be reported to the part-business property.You may want to see: ners and shareholders separately. This isAllocation period.  The period a loan is
because the loan proceeds and the interestallocated to a particular use begins on the

Publication expense must be allocated depending ondate the proceeds are used and ends on the
how the partner or shareholder uses the pro-□ 537 Installment Sales earlier of the date the loan is:
ceeds. For example, if a shareholder uses

□ 538 Accounting Periods and Methods 1) Repaid, or distributed loan proceeds to invest in a pas-
sive activity, that shareholder’s portion of the2) Reallocated to another use.□ 550 Investment Income and
entity’s interest expense on the loan pro-Expenses
ceeds is allocated to a passive activity use.Loan repayments.  When any part of a loan□ 551 Basis of Assets

For more information on interest alloca-allocated to more than one use is repaid, the
□ 936 Home Mortgage Interest tion, see chapter 8 in Publication 535.loan is treated as being repaid in the follow-

Deduction ing order:

1) Amounts allocated to personal use.Form (and Instructions)
2) Amounts allocated to investments and Interest You Can

□ Sch A (Form 1040) Itemized passive activities (other than those in-
Deductions Deduct cluded in (3) below).

□ 1098 Mortgage Interest Statement Generally, the amount agreed upon by the3) Amounts allocated to passive activities
lender and the borrower as interest can be□ 3115 Application for Change in in connection with a rental real estate
deducted when paid or accrued, unless it isAccounting Method activity in which you actively participate.

Chapter 16 INTEREST EXPENSE Page 81



required to be capitalized. Personal interest capital expenses that you add to the basis of If you buy property and pay interest owed
is not deductible. The intent of both parties by the seller (for example, by assuming theyour property. If the property mortgaged is
must be to repay the loan. debt and any interest accrued on the prop-business or income-producing property, you

erty), you cannot deduct the interest. Addcan amortize the costs over the life of the
the interest you paid that the seller owed tomortgage.Insurance contracts.  If you borrow on your
the basis of the property.life insurance, endowment, or annuity con-

tract and use the proceeds for business pur- Partial liability.  If you are liable for part of a
Commitment fees or standby charges. poses, you can take a business interest de- business debt, you can deduct only your
Fees you incur to have business funds avail-duction. (However, you cannot deduct the share of the total interest paid or accrued.
able on a standby basis, but not for the ac-interest if you must capitalize it.) If you use Example.  You and your brother borrow
tual use of the funds, are not deductible asthe proceeds for a nonbusiness purpose, money. You are liable for 50% of the note.
interest payments. They may be deductibleyou cannot deduct the interest on Schedule You use your half of the loan in your busi-
as business expenses.A (Form 1040). Personal interest is not de- ness, and you make one-half of the loan pay-

If the funds are for inventory or certainductible. See Publication 17. ments. You can deduct your half of the total
property used in your business, the fees areFor loans on life insurance policies pur- interest payments as a business deduction.
indirect costs and must be capitalized underchased after June 20, 1986, no interest de-
the uniform capitalization rules. See sectionduction is allowed to the extent that total

Partial payments on a nontax debt.  If you 1.263A of the Income Tax Regulations onloans on policies covering an officer, em-
make partial payments on a debt (other than uniform capital izat ion rules for moreployee, or individual financially interested in
a debt owed IRS), the payments, in the ab- information.your trade or business are more than
sence of any agreement between you and If you pay or incur commitment fees or$50,000.
the lender, are applied first to interest and standby charges on a loan to have money
the remainder to principal. You can deduct made available when needed, you may beMortgages.   Monthly mortgage payments only the interest. able to deduct the expense. The commit-are usually made up of principal and interest.

ment fees are a cost of getting your loan andYou can deduct only the interest, unless you
Installment purchases.  If you make an in- you can generally deduct part of the feesmust capitalize it. If you paid mortgage inter-
stallment purchase of business property, each year during the period of the loan. Toest of $600 or more during the year on any
you will pay interest either as part of each figure your deduction for each year, divideone mortgage to a mortgage holder (includ-
payment or separately. If no interest or a low the part of the loan period falling within theing a financial institution, a governmental
rate of interest is charged under the con- tax year by the total loan period. Then multi-unit, or a cooperative housing corporation) in
tract, you may have to determine the un- ply this answer by the total amount of thethe course of that holder’s trade or business,
stated interest amount. Generally, this may fees. If you do not take out a loan, you canyou will receive a Form 1098 or a similar
happen if the seller finances your purchase. take a loss deduction for these fees in thestatement.
Unstated interest reduces your basis in the year your right to borrow the funds expires.In addition, if you receive a refund of in-
property and increases your interest ex-terest you overpaid in an earlier year, this
pense. For more information on installment Income tax owed.  Interest paid or accruedamount will be reported on box 3 of Form
sales and unstated interest, see Publication on income tax assessed on your individual1098. You cannot deduct this amount. For
537. income tax return is not a business deduc-information on how to report this refund, see

tion even though the tax due is related to in-Refunds of interest, later in this chapter.
come from your trade or business. This inter-Prepayment penalty.  If you pay off your
est is treated as a business deduction only inmortgage early and pay the lender a penalty Interest You Cannot figuring a net operating loss deduction. Seefor doing this, you can deduct the penalty as
chapter 20.interest. Deduct 

Penalties.  Penalties on deficiencies andPoints.  The term ‘‘points’’ is often used
Some interest payments cannot be de- underestimated tax are not interest and can-to describe some of the charges paid by a
ducted. In addition, certain other expenses not be deducted. Fines and penalties areborrower when the borrower takes out a loan
that may seem to be interest are not, and are generally not deductible.or a mortgage. These charges are also
not deductible as interest.called  loan origination fees, maximum

Interest related to tax-exempt income.loan charges, or premium charges. If any of
Payment by cash or equivalent.  A cash Generally, interest related to tax-exempt in-these charges is solely for the use of money,
method taxpayer cannot deduct interest un- come is not deductible. No deduction is al-it is interest.
less it is paid in cash or its equivalent. If you lowed for:These points are interest paid in advance
are a cash method taxpayer, you cannot de-and you cannot deduct it all in one tax year. 1) Interest on a debt incurred to buy or
duct interest you pay with borrowed fundsInstead, you can deduct part of the interest carry tax-exempt securities,
you get from the original lender through ain each tax year during the period of the loan,

2) Amounts paid or incurred in connectionsecond loan, an advance, or any other ar-unless it must be capitalized.
with personal property used in a shortrangement similar to a loan. You may deductTo figure how much to deduct in each tax
sale, orthe interest expense once you start makingyear, divide the part of the loan period falling

payments on the new loan. When you make 3) Amounts paid or incurred by others forwithin your tax year by the total loan period.
partial payments on loans, you first apply the the use of any collateral used in con-Then multiply this answer by the prepaid in-
payment to interest and then to the principal. nection with a short sale.terest. For example, if you take out a 10-year
This rule does not apply if both you and theloan on October 1, 1995, 3 months of the
lender intend for a different allocation to be If you deposit cash as collateral in a shortloan period fall in your 1995 tax year. For
made. All amounts you apply to the interest sale and the cash does not earn a material1995 you deduct 3/ 120 of the payments you
on the first loan are deductible, along with return during the period of sale, item (2)made for the points. For 1996, you can de-
any interest you pay on the second loan, above does not apply. For more informationduct 12/120 of the prepaid interest.
subject to any limits that apply. on short sales, see Publication 550.Expenses paid to obtain a mortgage.

Certain expenses you pay to obtain a mort-
Capitalized interest.   There are certain in-gage cannot be deducted as interest. These Limit on investment interest. Your deduc-
terest expenses you must capitalize ratherexpenses, which include mortgage commis- tion for investment interest expense is lim-
than deduct. These are discussed latersions, abstract fees, and recording fees, are ited to the amount of your net investment in-
under Interest Capitalization.capital expenses. However, they are not come. This rule applies only if:
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1) You are a noncorporate taxpayer (in- the level of the partnership or S corporation, Accrual method.  You can deduct only in-
cluding shareholders and partners of S and then at the level of the partners or share- terest that has accrued during the tax year.
corporations and partnerships), and holders. These rules are applied to the ex- Prepaid interest.  If you pay interest in

tent the partnership or S corporation has in- advance, deduct it as it accrues over the pe-2) You paid or accrued interest on money
sufficient debt to support the production or riod of the debt. This rule also applies to theyou borrowed to buy or carry property
construction expenses. amount subtracted on a discounted loan.held for investment (including amounts

If you are a shareholder in an S corpora- Payments unlikely to be made.  If it isallowable as a deduction in connection
tion, you may have to capitalize interest you unlikely that you will make the interest pay-with personal property used in a short
incur during the tax year with respect to the ments because of your financial difficulty,sale).
production costs of the S corporation. Simi- you can still take a deduction for accrued

For more information about the limit on larly, you may have to capitalize interest in- interest.
the investment interest expense deduction, curred by the S corporation with respect to Tax deficiency.  If a corporation con-
see Publication 550. your own production costs. See Internal tests a federal income tax deficiency, inter-

Revenue Service Notice 88–99, 1988-2 C.B. est does not accrue until the tax year that fi-
422. You must provide the required informa- nal determination of liability is made. If the
tion in an attachment to the Schedule K–1 to corporation does not contest the deficiency,Interest Capitalization 
properly capitalize interest for this purpose. then the interest accrues in the year the taxUnder the uniform capitalization rules, you

If you are a partner in a partnership, you was asserted and agreed to. Interest is de-must generally capitalize interest on debt
may have to capitalize interest you incur dur- ducted in the year it accrues.used to finance the production of real or tan-
ing the tax year with respect to the produc- However, if a corporation contests butgible personal property. The property must
tion costs of the partnership. Similarly, you pays the proposed tax deficiency and inter-be produced by you for use in your trade or
may have to capitalize interest incurred by est and the corporation does not designatebusiness or produced by you for sale to cus-
the partnership with respect to your own pro- the payment as a cash bond, then the inter-tomers. Interest on a debt on property that
duction costs. See Internal Revenue Service est is deductible in the year it is paid.was acquired and held for resale does not
Notice 88–99. You must provide the requiredhave to be capitalized. Interest you paid or
information to properly capitalize interest for Related taxpayer.  If you use an accrualincurred during the production period must
this purpose in an attachment to the Sched- method, you cannot deduct interest owed tobe capitalized if the property produced is
ule K–1. a related person who uses the cash methoddesignated property. Designated property

For more information on the uniform cap- until payment is made and the interest is in-is:
italization rules, see section 1.263A of the In- cludible in the gross income of that person. If

1) Real property, come Tax Regulations and Internal Revenue a deduction is denied under this rule, the rule
2) Personal property with a class life of 20 Notice 88-99, 1988-2 C.B. 422, (as amended will apply even if your relationship with the

years or more, by announcement 89-72) available at most person ceases to exist before the interest is
IRS offices. includible in the gross income of that person.3) Personal property with an estimated

See the definition of related taxpayers inproduction period of more than 2 years,
chapter 3.or

However, you can deduct the amount if4) Personal property with an estimated When To Deduct
you pay it within 21/2 months after the end ofproduction period of more than one year
your tax year and if the amount is paid:Interest if the estimated cost of production is

more than $1 million. For debt incurred on or before Septem-If interest capitalization (discussed earlier)
ber 29, 1983, ordoes not apply to you, deduct interest asUnder this rule, you are considered to

follows. Under a contract that was binding onhave produced property if you construct,
September 29, 1983, and thereafterbuild, install, manufacture, develop, improve, Cash method.  You can deduct only pay- before the amount is paid or incurred.create, raise, or grow the property. Property ments of interest you actually made during

produced by you under a contract is treated the tax year. For instance, a promissory note
as produced by you to the extent that you you give covering interest owed is not de-
make payments or otherwise incur costs in ductible because it is a promise to pay and
connection with the property. not an actual payment. Below-Market Interest

Prepaid interest.  Under the cashCapitalized interest.  Capitalized interest is Rate Loans method, you generally cannot deduct any in-treated as a cost of the property produced.
terest paid before the year it is due. Interest A below-market loan is a loan on which noYou recover the interest when you sell or use
you pay that is properly allocable to a later interest is charged or on which interest isthe property, or dispose of it under the rules
tax year must be charged to a capital ac- charged at a rate below the applicable fed-that apply to such transactions. You recover
count. Treat an advance payment as paid in eral rate. A below-market loan is generallythe capitalized interest through cost of
the period covered by the prepaid interest. treated as an arm’s-length transaction ingoods sold, an adjustment to basis, depreci-

Discounted loans.  If interest or a dis- which you, the borrower, are treated as hav-ation, amortization, or other method.
count is subtracted from your loan proceeds, ing received:The capitalization rules of Internal Reve-
it is not a payment of interest and you cannotnue Code sections 263A and 460 apply to in- 1) A loan in exchange for a note that re-deduct it when you get the loan. A cash-terest you pay or incur on any debt allocable quires the payment of interest at the ap-method taxpayer must spread this discountto the costs of producing qualified property. plicable federal rate, andover the loan period and can deduct interestFor example, these costs would include

2) An additional payment.only when payments are made on the loan.planning and design activities that are gener-
Refunds of interest. If you pay interestally incurred before the production period

and then receive a refund for any part of the The additional payment is treated as a gift,begins, as well as the costs of raw land and
interest later in the same tax year, reduce dividend, contribution to capital, payment ofmaterials acquired before the production pe-
your interest deduction by the amount of the compensation, or other payment, dependingriod begins. Also, they include any costs you
refund. If you receive the refund in a later tax on the purpose of the transaction. You maymay incur under a contract for property pro-
year, include the refund in income if the de- have to report this payment as additional in-duced by a third party.
duction for the interest reduced your tax. In- come depending on its purpose. 

Partnerships and S corporations.  The in- clude in income only the amount of the inter- For more information, see chapter 8 in
terest capitalization rules are applied first at est deduction that reduced your tax. Publication 535.
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paid for its partners as guaranteed pay- or your partnership or S corporation paid the
ments made to the partners. premiums and you included these amounts17. in your gross income.5) An S corporation can deduct the cost of

The deduction cannot be more than youraccident and health insurance premi-
net earnings from the trade or business inums paid for its shareholders.Insurance
which the medical insurance plan is estab-

6) Employers’ liability insurance. lished. Also, the deduction cannot be more
than your wages from an S corporation, if7) Malpractice insurance that covers your
this is the business in which the insuranceprofessional personal liability for negli-
plan is established. Do not subtract theImportant Change gence resulting in injury or damage to
amount of this deduction when figuring netpatients or clients.for 1995 earnings for your self-employment tax. How-

8) Liability insurance that covers your lia- ever, subtract the amount of this deductionSelf-employed health insurance deduc-
bility for bodily injuries suffered by per- from your medical insurance when figuringtion.  The deduction for health insurance
sons who are not your employees andcosts for self-employed persons has been your medical expenses on Schedule A
for property damage to others.permanently extended for tax years begin- (Form 1040) if you itemize your deductions.

ning after 1993. You may be able to file an 9) Workers’ compensation insurance set You cannot take the deduction for any
amended return (Form 1040X) to take the by state law that covers any claims for month if you were eligible to participate in
25% deduction for 1994. The deduction is bodily injuries or job-related diseases any subsidized health plan maintained by
increased to 30% for tax years beginning af- suffered by employees in your business, your employer or your spouse’s employer at
ter 1994. regardless of fault. A partnership can any time during the month. However, any

deduct workers’ compensation premi- medical insurance payments that are not de-
ums paid on behalf of partners as guar- ductible on line 26 of Form 1040 can be in-
anteed payments made to the partners. cluded as part of your medical expenses onIntroduction An S corporation can deduct workers’ Schedule A (Form 1040) if you itemize your
compensation premiums paid on behalfYou can generally deduct the ordinary and deductions. See chapter 10 in Publication
of shareholders.necessary cost of insurance for your trade, 535 for more information.

business, or profession as a business ex- 10) Contributions to a state unemployment
pense. However, you may have to capitalize insurance fund. You can deduct these Note:  The 25% deduction for medical in-certain insurance costs under the uniform contributions as taxes if they are con- surance costs for self-employed persons,capitalization rules. For more information, sidered taxes under state law. which had expired on December 31, 1993,see Capitalizing Premiums, later.

has been extended retroactively from Janu-11) Overhead insurance. This insurance
ary 1, 1994, through December 31, 1994.pays you for business overhead ex-Topics

You may need to file an amended return,penses you have during long periods ofThis chapter discusses:
Form 1040X, Amended U.S. Individual In-disability caused by your injury or

● Deductible premiums come Tax Return, for 1994, to claim an addi-sickness.
● Nondeductible premiums tional deduction for insurance costs paid

12) Car and other vehicle insurance. This during 1994.● Life insurance insurance covers liability, damages, and
However, you cannot take the deduction

● Capitalizing premiums other losses from accidents involving
for any month in 1994 if you were eligible tovehicles used in your business. If you● When to deduct premiums participate in any subsidized health planoperate a vehicle partly for personal
maintained by your or your spouse’s em-use, you can deduct only the part ofUseful Items ployer at any time during that month. Seeyour insurance premiums that applies to

You may want to see: chapter 10 of Publication 535 for more infor-the business use of the vehicle. If you
mation on refiguring your 1994 deduction.use the standard mileage rate to figure

Publication your car expenses, you cannot deduct
□ 535 Business Expenses any car insurance premiums. See chap-

ter 15 for information on car expenses.□ 538 Accounting Periods and Methods Nondeductible
Form (and Instructions) Premiums 
□ 1040 U.S. Individual Income Self-Employed Health

You cannot deduct the following kinds of in-Tax Return Insurance Deduction 
surance premiums. For information on non-

You may be able to deduct 30% of the deductible life insurance premiums, see Life
amount paid during the tax year for medical Insurance, later.Deductible Premiums insurance for yourself and your family. To

1) Self-insurance reserve funds. You can-deduct this, you must:You can generally deduct premiums you pay not deduct amounts credited to a re-
for the following kinds of insurance related to 1) Be self-employed, serve you set up for self-insurance. This
your trade or business. For information on applies even if you cannot get business2) Be a general partner (or a limited part-deductible life insurance premiums, see Life

insurance coverage for certain businessner receiving guaranteed payments) in aInsurance, later.
risks. However, your actual losses maypartnership, or

1) Fire, theft, flood, or similar insurance. be deductible.
3) Be a shareholder owning more than 2%

2) Credit insurance to cover losses from 2) Loss of earnings. You cannot deductof the outstanding stock of an S
unpaid debts. premiums for a policy that pays for yourcorporation.

3) Group hospitalization and medical insur- lost earnings due to sickness or disabil-
ance costs paid for employees. ity. However, see the earlier discussionIf you qualify, take this deduction on line 26

on overhead insurance under Deducti-4) A partnership can deduct the cost of ac- of Form 1040. You are allowed this deduc-
ble Premiums.cident and health insurance premiums tion whether you paid the premiums yourself
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The $50,000 relates to insurance protec- Capitalization Rules in Publication 538 and
tion the employee receives during any part of the regulations under Internal RevenueLife Insurance 
the tax year. Code section 263A.

The cost of group term insurance thatGenerally, you can deduct premiums (cost of
you must include in your employees’ incomeinsurance) you pay or incur on life insurance
is not the actual cost of the excess cover-policies covering the lives of your officers
age. Instead, it is the amount figured usingand employees if you are not the beneficiary When To Deductmonthly costs listed in chapter 5 of Publica-under the contract and can show that the
tion 535. Also, you may have to include inpremiums represent current pay. However, Premiums certain key employees’ income the cost ofthe total of the premiums paid combined with
the first $50,000 of this insurance. See chap-other pay must be reasonable as discussed
ter 5 of Publication 535 for more information. You can usually deduct insurance premiumsin chapter 9.

If the insurance includes permanent ben- in the tax year to which they apply.
efits, you must include in the employee’s
income:Nondeductible premiums.  You cannot de-

Cash method.  If you use the cash methodduct premiums on a life insurance policy cov-
1) The cost of the permanent benefits,ering yourself, an employee, or any person of accounting, you must generally deduct in-

minuswith a financial interest in your business if surance premiums in the tax year in which
you are directly or indirectly a beneficiary of you actually pay them, even if you incurred

2) The amount paid by the employee forthe policy. This is true whether the policy in- them in an earlier year.
the permanent benefits.sures you, your employee, or a person who

has a financial interest in your business. A
person has a financial interest in your busi- Accrual method.  If you use an accrualPermanent benefits are economic val-
ness if the person is an owner or part owner method of accounting, you can generally de-ues provided under a life insurance policy
of the business or has lent money to the duct insurance premiums in the tax year inthat extend beyond one policy year, such as
business. which you incur a liability for them, whetherpaid-up or cash surrender value.

or not you pay them in the same year.For more information on group term life
insurance, see Group Term Life Insurance inWhere to deduct premiums.  Deduct the
chapter 5 of Publication 535.premiums on the ‘‘employee benefit pro-

Cash or accrual method prepayments. grams’’ line of the tax schedule or return for
You cannot deduct the entire premium for anyour business.
insurance policy that covers more than one
tax year in the year you make the payment orCapitalizing Premiums 

Partners.  If, as a partner in a partnership, incur a liability for the payment. You can de-
you take out an insurance policy on your own duct only the part of the premium that ap-Under the uniform capitalization rules, you
life and name your partners as beneficiaries plies to the current tax year. In each later taxmust capitalize your direct costs and a prop-
to induce them to retain their investments in year you can deduct the part that applies toerly allocable share of your indirect costs to
the partnership, you are considered a benefi- that tax year.property produced or property acquired for
ciary. You cannot deduct the insurance resale. ‘‘Capitalize’’ means ‘‘to include in in-
premiums. ventory costs’’ if the property is inventory Example.  You operate a business and

and ‘‘to charge to a capital account or basis’’ file your returns on a calendar-year basis.
if the property is not inventory. You will re- You bought a fire insurance policy on yourSecurity for loan.  If you take out a policy on
cover these costs through depreciation, building effective October 1, 1995, and paidyour life or on the life of another person with
amortization, cost of goods sold, or by an ad- a premium of $1,200 for 2 years of coverage.a financial interest in your business to get or
justment to basis at the time you use, sell,protect a business loan, you cannot deduct On your 1995 return, you can deduct only the
place in service, or otherwise dispose of thethe premiums as business expenses. Nor part of the total premium that applies to the 3
property.can you deduct the premiums as interest on months of coverage in 1995. The part of the

You must use the uniform capitalizationbusiness loans or as an expense of financing premium that applies to 1996 and 1997 can
rules if, in the course of your trade or busi-loans. In the event of death, the proceeds of be deducted in those years. Since the totalness or an activity carried on for profit, you:the policy are not taxed as income even if policy premium is $1,200 for 2 years, the

they are used to liquidate the debt. yearly rate is $600 and the monthly rate is1) Produce real property or tangible per-
$50. For the 3-month period in 1995, you cansonal property for use in the business or
deduct $150; for 1996, you can deduct $600;activity,Group term life insurance.  You can gener-
and for the 9-month period in 1997, you canally deduct premiums you pay or incur for
deduct $450.2) Produce real property or tangible per-group term life insurance covering the lives

If you use the cash method of accountingsonal property for sale to customers, orof your officers and employees. However,
and you do not pay the $1,200 premium untilyou cannot deduct the premiums if you are
January 1996, you cannot deduct on your re-3) Acquire property for resale. However,directly or indirectly the beneficiary under the
turn for 1995 the $150 for that year. How-this rule does not apply to personalcontract.
ever, you can deduct $750 (the $150 that ap-property if your average annual grossCost taxable to employee.  Generally,

receipts are not more than $10,000,000. plies to 1995 plus the $600 that applies toyou must include in an employee’s income
1996) on your return for 1996.the cost of group term life insurance cover-

age you provide on his or her life that ex- Indirect costs include premiums for insur-
ceeds the total of: ance on your plant or facility, machinery, Dividends received.  If you receive divi-

equipment, materials, property produced, or dends from business insurance and you de-1) The cost of $50,000 of this insurance, property acquired for resale. ducted the premiums in prior years, part ofplus
the dividends are income. For more informa-
tion, see Recovery of items previously de-2) Any amount paid by the employee to- More information.  For more information on
ducted in chapter 6.ward the purchase of the insurance. the uniform capitalization rules, see Uniform

Chapter 17 INSURANCE Page 85



□ Sch C (Form 1040) Profit or Loss Real estate sales.  If real estate is sold, the
From Business deduction for real estate taxes must be di-

vided between the buyer and the seller ac-18. □ Sch C–EZ Net Profit From Business
cording to the number of days in the real

□ Sch SE (Form 1040) Self- property tax year (the period to which theTaxes Employment Tax tax relates) that each owned the property.
The taxes are apportioned to the seller up to□ 3115 Application for Change in
but not including the date of sale, and to theAccounting Method
buyer beginning with the date of sale, re-
gardless of the accrual or lien dates underIntroduction
local law. This information is usually included

You can deduct various taxes imposed by Real Estate Taxes on the settlement statement provided at
federal, state (including certain Indian tribal closing.

Deductible real estate taxes are any state,governments), local, and foreign govern- If you (seller) cannot deduct taxes untillocal, or foreign taxes on real property leviedments if you incur them in the ordinary they are paid because you use the cashfor the general public welfare. The taxescourse of your trade or business. Certain method of accounting and the buyer of yourmust be based on the assessed value of theother taxes not attributable to your trade or property is personally liable for the tax, youreal property and must be charged uniformlybusiness are deductible only if you itemize are considered to have paid your part at theagainst all property under the jurisdiction ofdeductions on Schedule A (Form 1040). time of the sale. This permits you to deductthe taxing authority. Deductible real estateIf you conduct business as a sole proprie- the part of the tax to the date of sale eventaxes generally do not include assessmentstor, deduct your business taxes on Schedule though you do not actually pay it.for local benefits that increase the value ofC or C–EZ (Form 1040). A partnership de- If you (the seller) use an accrual methodthe property. See Assessments, later.ducts its business taxes on Form 1065 and a and have not elected to ratably accrue realIf you use the accrual method of account-corporation on Form 1120, Form 1120–A, or property taxes, the taxes apportioned to youing, you generally cannot accrue real estateForm 1120S. (but not deductible for any year under yourtaxes until you pay them to the governmentFederal income, estate, and gift taxes accounting method) accrue on the date youauthority. You can, however, elect to ratablyand state inheritance, legacy, and succes- sell the property.accrue the taxes during the year. See Elec-sion taxes are not deductible.
Example.  Al Green, a calendar year ac-tion to ratably accrue, later.If you use the cash method of account-

crual method taxpayer, owns real property ining, your deduction for taxes can be taken
X County but has not elected to ratably ac-Assessments. Assessments for local bene-only in the year paid. If you use an accrual
crue property taxes. November 30 of eachfits that tend to increase the value of yourmethod, your deduction can be taken only in
year is the assessment and lien date. Heproperty (such as assessments for construc-the year the taxes are properly accrued.
sold the property on June 30, 1995, andtion of streets, sidewalks, and water andUniform capitalization rules apply to cer-
under his accounting method would not besewerage systems, or to provide public park-tain taxpayers who produce real or tangible
able to claim a deduction for the taxes be-ing facilities) generally are not deductible. Ifpersonal property for use in a trade or busi-
cause the sale occurred before Novemberthe local benefit increases the value of yourness, or for sale to customers, or acquire
30. The part of the 1995 tax apportioned toproper ty ,  you  mus t  cap i ta l i ze  theproperty for resale. Under these rules, cer-
him, 180/365 (January 1–June 29), isassessment.tain expenses that are allocable to the prop-
treated as having accrued on June 30, and isLocal assessments for maintenance, re-erty, including taxes, may have to be in-
deductible for 1995.pairs, or interest charges for benefits suchcluded in inventory costs or capitalized. In

Excess deduction.  If you sold real prop-as streets, sidewalks, and water and sewer-some cases, you may elect to capitalize
erty, the deduction you claimed last year forage systems are deductible. If only part oftaxes. For more information, see Uniform
real property taxes may be greater than thethe assessment is for maintenance, repairs,Capitalization Rules in chapter 7.
taxes apportioned to you, as already dis-or interest, you must be able to show the
cussed. If this occurs, the excess is includedamount allocated to the different purposes.Deductible taxes.  Taxes that are deducti-
in your gross income to the extent providedIf you cannot show what part of the assess-ble are broken down into broad categories:
in Recovery of items previously deducted inment is for maintenance, repairs, or interest,1) Real estate taxes; chapter 6.none of it is deductible.

2) State and local income taxes;
Example.  City X, to improve downtown

Election to ratably accrue.  An accrual3) Employment taxes (see  chapter 33); commercial business, converted a down-
method taxpayer may elect to accrue ratablyand town business area street already improved
real property taxes that are related to a defi-by lights, sidewalks, sewers, etc., into an en-4) Other taxes.
nite period of time over that period of time.closed pedestrian mall. The full cost of con-

Example.  John Smith is a calendar yearstruction, financed with 10-year bonds, was
taxpayer who is on an accrual method. Hisassessed against the affected properties.Topics
real property taxes that apply to the fiscalThe property owners have to make pay-This chapter discusses:
year July 1, 1995, to June 30, 1996, amountments of principal and interest annually for

● Real estate taxes to $1,200. The assessment and lien date is10 years, which is also the period of ex-
● State and local income taxes July 1.pected business advantage.

If for 1995 John makes the election toThe assessments incurred by the prop-● Other taxes
ratably accrue the taxes, $600 of the taxeserty owners are not deductible as taxes, or
will accrue in 1995 and the balance will ac-as business expenses, but are depreciableUseful Items
crue in 1996.capital expenses. The part of the paymentsYou may want to see:

that is to pay the interest charges on the Separate elections.  An election may be
bonds is deductible as taxes. made for each separate trade or businessPublication

and for nonbusiness activities if accounted
□ 378 Fuel Tax Credits and Refunds for separately.Charges for services.  Water bills, sewer-

The election to ratably accrue real prop-age, and other service charges assessed
Form (and Instructions) erty taxes is binding unless you get permis-against your business property are not real

sion from the IRS to change the method of□ Sch A (Form 1040) Itemized estate taxes, but are deductible as business
deducting real property taxes.Deductions expenses.
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Any real property taxes that are normally Accrual of additional unpaid state in- Do not deduct state and local sales taxes
come taxes.  If an accrual method of ac- imposed on the buyer that you were requireddeductible for the tax year, and that apply to
counting is used and liability is contested, to collect and pay over to the state or localperiods prior to the year of the election, are
any increase in deductible business taxes for government. These taxes are not included indeductible for the tax year in which you make
a previous year will accrue and be deductible gross receipts or sales.the election.
in the year the amount is finally determined.Making the election.  If you make your

Filing a state tax return is not considered Self-employment tax deduction.  You canelection for the first year in which real prop-
contesting a liability for additional state in- deduct half of your self-employment taxerty taxes are incurred, attach a statement to
come taxes assessed against taxpayers for when figuring your adjusted gross income.your income tax return for that year. File the
prior years. Without some objective act of This is an income tax adjustment only. Itreturn by the regular due date (including ex-
protest or evidence of denial of liability by an does not affect your net earnings from self-tensions). The statement should indicate:
accrual method taxpayer, any additional employment or your self-employment tax.
state taxes assessed for a prior year is de- To deduct the tax, enter on Form 1040,1) The trades or businesses to which the
ductible for the prior year rather than in the line 25, the amount shown on the ‘‘Deduc-election applies, and the accounting
year the amount is finally determined. tion for one-half of self-employment tax’’ linemethod or methods used;

However, a taxpayer who uses a consis- of the Schedule SE.
tent method of accounting to deduct addi-2) The period of time to which the taxes re-
tional prior year state taxes (including uncon- Fuel taxes.  Taxes on gasoline, diesel fuel,late; and
tested ones) in the year they are finally and other motor fuels that are used in your
determined may continue to use that ac- business are deductible. They usually are in-

3) The computation of the real property tax counting method and deduct the additional cluded as part of the cost of the fuel itself
deduction for the first year of election. taxes in the year finally determined. If that and are not deducted as a separate item.

taxpayer deducts the additional taxes Also, you may be entitled to a credit or re-
against income of the prior year, a credit or fund for federal excise tax paid on fuels usedIf you make an election for a year that is
refund will be allowed only if the taxpayer re- for certain purposes. For more information,not the first year the real property taxes are
ceived permission from the IRS to change see Publication 378.incurred, file Form 3115, Application for
the accounting method.Change in Accounting Method. Generally,

Unemployment fund taxes.  As an em-this form should be filed within 180 days from
ployer, you may have to make payments to athe beginning of the tax year for which the
state unemployment compensation fund orelection is to be effective, and you may have Other Taxes to a state disability benefit fund. These pay-to pay a user fee. See the instructions for
ments are deductible as taxes.The following are other taxes that you canForm 3115 for more information.

deduct if they are incurred in the ordinaryChanging the election.  To change an Franchise taxes.  Corporate franchise taxescourse of your trade or business.election to ratably accrue real property are deductible as a business expense. If you
taxes, file Form 3115, as discussed above. are a cash-basis taxpayer, you deduct thePersonal property tax.  You can deduct

franchise tax in the year paid. If you are anany tax imposed by a state or local govern-
accrual-basis taxpayer, you take a deductionment on personal property used in your tradeLimitation on accrual of taxes.  A taxing ju-
in the year you become legally liable to payor business.risdiction can require the use of an earlier
the tax regardless of the year the tax isdate for accruing taxes than that which was
based on. For example, if your state imposesSales tax.  Sales tax you pay on a service orpreviously required. However, the accrual
a franchise tax for 1995 that is based on youron the purchase or use of property is treateddate for federal income tax purposes is the
corporate net income for 1994, you deductas part of the cost of service or property. Ifdate on which the tax would have accrued
the tax in 1995 if you are on an accrual basisthe service or the cost or use of the propertyhad no action been taken.
because that is the year you became legallyis a deductible business expense, you can
liable for the tax. deduct the tax as part of that service or cost.

If the property purchased is merchandise for
Excise taxes.  All excise taxes you pay or in-resale, the sales tax is part of the cost of theState and Local cur as ordinary and necessary expenses ofmerchandise. If the property is depreciable,
carrying on your trade or business can be de-the sales tax is added to the basis for depre-Income Taxes ducted as operating expenses.ciation. Get Publication 551 for information

on the basis of property.
State income taxes imposed on a corpora-
tion or partnership are deductible by the cor-
poration or partnership. However, state in-
come taxes imposed on an individual are not
deductible by the individual as business ex-
penses, but are deductible as an itemized
deduction on Schedule A (Form 1040).

A state tax on gross income (as distin-
guished from net income) directly attributa-
ble to a trade or business carried on by an in-
dividual or a partnership is deductible as a
business expense.
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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,19.

● 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 by the due

● Loss recovery date for filing your federal income tax returnExpenses (including extensions). You must make the● Penalties and fines
contribution in cash or in property the trust is

● Repayments permitted to hold.
Figure your allowable deduction for con-● Other miscellaneous expenses

tributions to a black lung benefit trust onImportant Change for
Schedule A of Form 6069.Useful Items1995  You may want to see:
Bribes and kickbacks. You cannot deduct

Club dues.  Generally, you are not allowed
bribes, kickbacks, or similar payments if theyPublicationany deduction for dues paid or incurred for
are either of the following:

membership in any club organized for busi-
□ 529 Miscellaneous Deductions 1) Payments directly or indirectly to an offi-ness, pleasure, recreation, or other social

cial or employee of any government or□ 587 Business Use of Your Homepurpose. However, you may be able to de-
(Including Use by Day-Care Providers) an agency or instrumentality of any gov-duct dues paid to chambers of commerce

ernment in violation of the law. If theand to professional societies. See Dues and
□ 946 How To Depreciate Property

government is a foreign government,subscriptions.
the payments are not deductible if they

Form (and Instructions) are unlawful under the Foreign Corrupt
Practices Act of 1977.□ Sch A (Form 1040) ItemizedImportant Reminders Deductions 2) Payments directly or indirectly to a per-
son in violation of any federal or statefor 1995  □ 1099-MISC Miscellaneous Income
law (but only if that state law is generally

Environmental clean up costs.  You may □ 6069 Return of Excise Tax on Excess enforced) that provides for a criminal
be able to deduct the costs of cleaning up Contributions to Black Lung Benefit penalty or for the loss of a license or
and treating groundwater contaminated with Trust Under Section 4953 and privilege to engage in a trade or
hazardous waste resulting from your busi- Computation of Section 192 Deduction business.
ness operations. See Environmental clean
up costs. Advertising expenses. You can deduct Meaning of ‘‘generally enforced.’’  A

reasonable advertising expenses if they re- state law is considered generally enforced
Lobbying expenses.  Generally, you can- late to your business activities. Generally, unless it is never enforced or enforced only
not take a deduction for lobbying expenses. you cannot deduct the cost of advertising to for infamous persons or persons whose vio-See Lobbying expenses. influence legislation. See Lobbying ex- lations are extraordinarily flagrant. For ex-

penses later in this chapter. ample, a state law is generally enforced un-
Franchise, trademark, or trade name.  If You can usually deduct as a business ex- less proper reporting of a violation of the law
any amount you pay or incur for a franchise, pense the cost of public service advertising results in enforcement only under unusual
trademark, or trade name acquired after Au- to keep your name before the community if it circumstances.
gust 10, 1993, does not qualify to be de- relates to the business you reasonably ex- Kickbacks.  A kickback includes a pay-ducted as a business expense, you may be pect to gain in the future. For example, the ment for referring a client, patient, or cus-able to deduct the amount ratably over a 15– cost of advertising that encourages people tomer. The common kickback situation oc-year period. See Franchise, trademark, trade to contribute to the Red Cross, to buy U.S. curs when money or property is given toname later in this chapter. Saving Bonds, or to participate in similar someone as payment for influencing a third

causes is usually deductible. party to purchase from, use the services of,
Foreign expenses.  You cannot deduct or otherwise deal with the person who pays

the cost of advertising on foreign radio and the kickback. In many cases, the personIntroduction television (including cable) where the adver- whose business is being sought or enjoyed
tising is primarily for a market in the UnitedThis chapter briefly covers some expenses by the person who pays the kickback does
States. However, this rule only applies to ad-that are not explained elsewhere in this pub- not know of the payment.
vertising expenses in countries that deny alication. So that you may find the different

Example 1.  Mr. Green, an insurancededuction for advertising on a United Statestypes of expenses more readily, they are in
broker, pays part of the insurance commis-broadcast primarily for that country’s market.alphabetical order.
sions he earns to car dealers who refer in-You generally must capitalize or include
surance customers to him. The car dealersin inventory the costs you incur to produce Anticipated liabilities. Anticipated liabilities
are not licensed to sell insurance. If thesereal or tangible personal property or to ac- or reserves for anticipated liabilities are not
payments are made in violation of any fed-quire property for resale, and apply the uni- deductible. For example, assume you sold
eral or state law, as explained in (2) above,form capitalization rules. You must include one-year TV service contracts this year total-
Mr. Green cannot deduct them.the expenses in the basis of the property you ing $50,000. From past experience, you

Example 2.  The Yard Corporation is inproduce or in your inventory costs. These know you will have expenses of about
the business of repairing ships. It returnsrules do not apply to expenses incurred to $15,000 in the coming year for these
10% of the repair bills as kickbacks to theacquire personal property for resale if your contracts.
captains and chief officers of vessels it re-average annual gross receipts (or those of You cannot deduct any of the $15,000
pairs. It considers kickbacks necessary toyour predecessor) for the preceding 3 tax this year by charging expenses to a reserve
get business. The owners of the ships do notyears are not more than $10 million. or liability account. You can deduct your ex-
know of these payments.For more information on the uniform cap- penses only when you actually pay or accrue

In the state where the corporation oper-italization rules, see section 1.263A of the In- them, depending on your accounting
ates, it is unlawful to attempt to influence thecome Tax Regulations. method.
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actions of any employee, private agent, or fi- these costs in the year of the contribution if You cannot deduct education expenses
duciary in relation to the principal’s or em- you treat them as part of the cost of goods you incur to meet the minimum requirements
ployer’s affairs by giving or offering anything sold under your accounting method. Do not of your present trade, business, or profes-
of value without the knowledge and consent use these costs to increase the basis of the sion or those that qualify you for a new trade,
of the principal or employer. The state gen- donated property. business, or profession, even if the educa-
erally enforces the law. Therefore, the kick- tion maintains or improves skills presently
backs paid by the Yard Corporation are not required in your business.Demolition expenses or losses.  You can-
deductible. not deduct either any amount paid or in-

Medicare or Medicaid.  Kickbacks, Environmental clean up costs.  You cancurred to demolish any structure or any loss
bribes, and rebates paid in Medicare or deduct certain costs to clean up land and tofor the undepreciated basis of a structure.
Medicaid programs are not deductible. treat groundwater that you contaminatedAdd these costs to the basis of the land

Form 1099–MISC.  If you pay kickbacks with hazardous waste from your businesswhere the demolished structure was
during your tax year, whether or not they are operations. You can deduct the costs you in-located.
deductible on your return, include them cur to restore your land and groundwater to
when figuring if you must file an information the same physical condition that existedDues and subscriptions. Generally, you
return, Form 1099–MISC. For more informa- prior to contamination. You cannot deductcannot deduct amounts you you pay or incur
tion about when to file Form 1099–Misc, see costs currently for the construction offor membership in any club organized for
the separate Instructions for Forms 1099, groundwater treatment facilities. You mustbusiness, pleasure, recreation, or any other
1098, 5498, and W–2G. capitalize those costs and you can recoversocial purpose. This includes business, so-

them through depreciation deductions.cial, athletic, luncheon, sporting, airline, and
Business use of your home. If you use part hotel clubs.
of your home exclusively and regularly as the Franchise, trademark, trade name.  AException.  Unless one of its main pur-
principal place of business for your trade or franchise includes an agreement that givesposes is to conduct entertainment activities
business or as a place where you meet or one of the parties to the agreement the rightfor members or their guests or to provide
deal with patients, clients, or customers in to distribute, sell, or provide goods, services,members or their guests with access to en-
your business, you can deduct the expenses or facilities within a specified area.tertainment facilities, the following organiza-
for the part of your home used for business. If you buy a franchise, trademark, ortions will not be treated as clubs organized
Also, you may be allowed to deduct ex- trade name under a contract entered into af-for business, pleasure, recreation, or other
penses for use of part of your home as a day- ter October 2, 1989, you can deduct thesocial purpose:
care facility or as a place to store inventory amount you pay or incur as a business ex-1) Boards of trade,you sell in your business, even if that part of pense only if the payments are part of a se-

2) Business leagues,your home is sometimes used for personal ries of payments that are:
purposes. For more information, see Publi- 3) Chambers of commerce, 1) Contingent on the productivity, use, orcation 587.

disposition of the item,4) Civic or public service organizations,
2) Payable at least annually for the entireCharitable contributions. Cash payments 5) Professional organizations such as bar

term of the transfer agreement, andto charitable, religious, educational, scien- associations and medical associations,
tific, or similar organizations may be deducti- 3) Substantially equal in amount (or paya-6) Real estate boards, andble as business expenses if the payments ble under a fixed formula).

7) Trade associations.are not charitable contributions or gifts. If the
payments are charitable contributions or Contracts entered into before Octo-
gifts, you cannot deduct them as business You can deduct as a business expense ber 3, 1989.  For contracts to buy a
expenses. However, corporations can de- subscriptions to professional, technical, and franchise, trademark, or trade name entered
duct charitable contributions on their income trade journals that deal with your business into before October 3, 1989, you can deduct
tax returns. See Charitable Contributions in field. payments contingent on productivity, use, or
chapter 29. If you are an individual, a partner, disposition. Items (2) and (3) above do not
or a shareholder in an S corporation, you Donations to other organizations.  You apply.
may be able to deduct charitable contribu- can deduct donations to other business or- Property acquired before August 11,
tions made by your business on your individ- ganizations as business expenses if they re- 1993.  For a transfer not treated as a sale or
ual income tax return. late directly to your trade or business, and exchange of a capital asset, you can deduct

you reasonably expect a financial return inExample.  You paid $15 to a church for a a lump-sum payment of an agreed upon prin-
line with your donation. For example, a con-half-page ad in a program for a concert it is cipal amount ratably over the shorter of 10
tribution you make to a committee organizedsponsoring. Since your payment is not a con- years or the life of the agreement. However,
by the Chamber of Commerce to bring a na-tribution, you cannot deduct it as such. How- for transfers after October 2, 1989, this 10-
tional convention to your city may beever, you can deduct it as an advertising year period does not apply if the principal
deductible.expense. sum is over $100,000.

Inventory. You can take a charitable For a transfer not treated as a sale or ex-
contribution deduction for inventory items Education expenses. You can deduct two change of a capital asset, you can deduct, in
donated to a qualified charitable organiza- kinds of expenses for education. One is the the year made, a payment that is one of a se-
tion. Your deduction is limited to the fair mar- ordinary and necessary expenses you pay ries of approximately equal payments paya-
ket value of the property on the date of the for the education and training of your em- ble over:
contribution less any gain you would have re- ployees. These expenses are discussed in

● The period of the transfer agreement, oralized if you had sold the property at its fair chapter 9.
● A period of more than 10 years, regardlessmarket value. You must remove from open- The other is for amounts you spend for

of the life of the agreement.ing inventory for the year you make the con- your own education in your trade, business,
tribution any costs for the donated property or profession, along with certain related
included from prior years. These costs are travel expenses. For a deduction, you must Charge any payment not deductible be-
not part of the cost of goods sold for deter- be able to show that the education maintains cause of these rules to a capital account.
mining gross income for the year of the con- or improves skills required in your trade, bus- However, you can deduct the payments
tribution. Use them in figuring the basis of iness, or profession, or it is required by law or charged to a capital account over the life of
the donated property. However, you can in- regulations for keeping your pay, status, or the asset if you can determine the useful life
clude (as part of the cost of goods sold) job. of the asset. Otherwise, you can amortize
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the payment over a 25-year period beginning Licenses and regulatory fees.  Licenses Disallowance of charitable deduction.
with the tax year the transfer occurs. and regulatory fees for your trade or busi- You cannot take a charitable deduction for

ness paid each year to state or local govern-Property acquired after August 10, amounts paid to an organization described in
ments are deductible.1993.  Any amounts you pay or incur for the IRC 170(c) if that organization conducts lob-

transfer (after August 10, 1993) of a bying activities on matters of direct financial
franchise, trademark, or trade name, (if the interest to your business and if the principalLobbying expenses.  Generally, you can-
payments are not described in (1) through purpose of your contribution is to avoid Fed-not take a deduction for lobbying expenses.
(3) above) must be charged to a capital ac- eral income tax.This includes amounts paid or incurred for:
count. See chapter 13 for more information If a tax-exempt organization provides you

● Influencing legislation,on how to recover these costs. with a notice on the portion of dues that are
● Participating, or intervening, in any politi-You can also elect to apply this same allocable to nondeductible lobbying and po-

cal campaign for, or against, any candi-treatment to any franchise, trademark, or litical expenses, you cannot deduct that por-
date for public office,trade name acquired after July 25, 1991. tion of the dues.

This election is binding and cannot be re- ● Attempting to influence the general public,
voked without consent from the IRS. Losses recovered. If you are compensatedor segments of the public, about elections,

Renewals.  The term of the transfer during the tax year for unrecovered losses,legislative matters, or referendums, or
agreement includes all renewal options, and you may be able to take a special deduction.

● Communicating directly with covered ex-any other period the parties reasonably ex- The deduction applies only to damages in-ecutive branch officials in any attempt topect the agreement to be renewed. cluded in gross income and recovered frominfluence the official actions or positionsRecapture.  You must recapture the pay- patent infringement, breach of contract or fi-of such officials.ments as ordinary income if you transfer, duciary duty, or antitrust injury. The deduc-
sell, or otherwise dispose of a franchise, tion is the smaller of:

Lobbying expenses you cannot deduct alsotrademark, or trade name for which pay-
include amounts paid or incurred for re- 1) The amount you received or accrued forments were deducted as:
search, preparation, planning, or coordina- damages in the tax year reduced by the

1) A lump-sum or serial payment of a prin- tion of any activity described in the preced- amount you paid or incurred in the year
cipal amount not treated as a sale or ex- ing list. to recover that amount, or
change of an asset, or Covered executive branch official.  A

2) Your losses from the injury you have not2) An amortized payment deducted over covered executive branch official in the last
deducted.25 years. item of the preceding list includes:

1) The President, The deduction applies only to amounts re-For more information on the amortization of
covered for actual injury, not any additional2) The Vice President,intangibles, see chapter 13.
amount.3) Any officer or employee of the White

Interview expense allowances.  Reim- House Office of the Executive Office of
Medical expenses. If you are disabled, youbursements you make to job candidates for the President, and the two most senior
can deduct expenses necessary for you totransportation or other expenses related to level officers of each of the other agen-
be able to work (impairment-related ex-interviews are not wages. They are not sub- cies in the Executive Office,
penses) as business expenses, rather thanject to social security and Medicare taxes

4) Any individual who: as medical expenses.  You are disabled if(FICA), federal unemployment taxes (FUTA),
you have:a) Is serving in a position in Level I of theor income tax withholding. You can deduct

Executive Schedule under Sectionthe allowance as a business expense. 1) A physical or mental disability (for exam-
5312 of Title 5, United States Code, ple, blindness or deafness) that func-

Legal and professional fees.  Legal and b) Has been designated by the Presi- tionally limits your being employed.
professional fees, such as fees charged by dent as having Cabinet-level status,

2) A physical or mental impairment thataccountants that are ordinary and necessary and
substantially limits one or more of yourexpenses of operating your business and di-

c) Is an immediate deputy of an individ- major life activities.rectly related to your business are deductible
ual listed in items (a) or (b).as business expenses. However, you usually

cannot deduct legal fees you pay to acquire You can deduct the expenses as busi-
Exceptions to denial of deduction.business assets. Add them to the basis of ness expenses if:

The general denial of the deduction does notthe property.
1) Your work clearly requires the expensesapply to:If the fees include payments for work of a

for you to perform the workpersonal nature (such as making a will), you 1) Expenses for attempting to influence satisfactorily,can take a business deduction only for the the legislation of any local council or
part of the fee directly related to your busi- 2) The goods or services purchased aresimilar governing body (local legisla-
ness. The personal portion of legal fees for clearly not needed or used, other thantion). An Indian tribal government is
producing or collecting taxable income, do- incidentally, in your personal activities,treated as a local council or similar gov-
ing or keeping your job, or for tax advice may anderning body.
be deductible on Schedule A (Form 1040) if

2) Any in-house expenses for influencing 3) Their treatment is not otherwise speci-you itemize deductions. See Publication 529.
legislation or communicating directly fied by other tax law provisions.Tax preparation fees.  You can deduct
with a covered executive branch officialas a trade or business expense on Schedule
if such expenses for the tax year do not Moving machinery. The cost of movingC (Form 1040) the cost of preparing that part
exceed $2,000 (excluding overhead your machinery from one city to another is aof your tax return relating to your business as
expenses). deductible expense. So is the cost of movinga sole proprietor. You can deduct the re-

machinery from one plant to another, or frommaining cost on Schedule A (Form 1040) if 3) Expenses incurred by taxpayers en-
one part of your plant to another part. Youyou itemize your deductions. gaged in the trade or business of lobby-
can also deduct the cost of installing the ma-You can also take a deduction on Sched- ing (professional lobbyists) on behalf
chinery in the new location. However, youule C for the amount you pay or incur in of another person (but does apply to
must capitalize the costs of installing or mov-resolving asserted tax deficiencies for your payments by the other person to the
ing newly purchased machinery.business as a sole proprietor. lobbyist for lobbying activities).
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Outplacement services.  You can deduct candidates as business expenses. In addi- of the income included in the earlier year.
the costs of outplacement services you pro- tion, you cannot deduct expenses you pay or For instance, if you repay an amount previ-
vide to your employees to help them find incur to take part in any political campaign of ously reported as a long-term capital gain,
new employment (such as career counsel- a candidate for public office. the repayment is a long-term capital loss.
ing, resumé assistance, skills assessment, Indirect political contributions.  You Example.  You use the cash method of
etc.). also cannot deduct indirect political contribu- accounting. In 1994, you were involved in a

The costs of outplacement services may tions and costs of taking part in political ac- lawsuit resulting from a contract dispute with
cover more than one deduction category. tivities as business expenses. Examples of Doe Corporation. The dispute was over the
For example, deduct as a utilities expense nondeductible expenses include: amount owed to you. The court decided in
the cost of telephone calls made under this your favor for $2,000. Although Doe Corpo-1) Advertising in a convention program of
service, and deduct as rental expense the ration said it would appeal the judgment, ita political party, or in any other publica-
cost of renting machinery and equipment for was ordered by the court to pay you immedi-tion if any of the proceeds from the pub-
this service. ately without restriction. As promised, Doelication are for, or intended for, the use

Corporation appealed the case and won.of a political party or candidate.
Penalties and fines.  Penalties you pay for The appellate court reversed the lower2) Admission to a dinner or program (in-late performance or nonperformance of a court’s judgment in June 1995. In 1995, youcluding, but not limited to, galas,contract are generally deductible. For in- repaid the $2,000 you received in 1994.dances, film presentations, parties, andstance, if you contracted to construct a build- You included the $2,000 in your incomesporting events) if any of the proceedsing by a certain date and had to pay an for 1994 because you had an unrestrictedfrom the function are for, or intendedamount for each day the building was not fin- right to it. No deduction resulted from includ-for, the use of a political party orished after that date, you can deduct the ing it in income. In 1995 you can deduct thecandidate.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 amount
parade, concert, or similar event if iden-penalties or fines you pay to any government you repaid is more than $3,000, your tax is
tified 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-clude amounts: Repairs. The cost of repairing or improving

duction for the repayment, orproperty used in your trade or business is ei-1) Paid because of a conviction for a crime
2) Your tax for this year:ther a deductible or capital expense. Youor after a plea of guilty or no contest in a

can deduct expenses to keep your propertycriminal proceeding. a) Figured without deducting the repay-
in a normal and efficient operating condition. ment, and2) Paid as a penalty imposed by federal, But you must capitalize expenses that add to

state, or local law in a civil action, in- b) Reduced by the amount your tax forthe value of your property or significantly in-
cluding certain additions to tax and as- the earlier year increased becausecrease its life. Although you cannot deduct
sessable penalties imposed by the In- you included the repayment incapital expenses as current expenses, you
ternal Revenue Code. income.can usually deduct them over a period of

3) Paid in settlement of actual or possible time as depreciation. See chapter 4.
If your tax is the amount figured under (2),liability for fine or penalty, whether civil Repairs neither add to the value or use-

you cannot deduct the amount repaid in fig-or criminal. fulness of property nor appreciably lengthen
uring a net operating loss for this year. How-its life. They merely maintain the property in4) Forfeited as collateral posted for a pro- ever, take the amount into account in figur-a normal efficient operating condition. Theceeding that could result in a fine or ing the decrease in tax for the earlier taxcost of repairs includes the cost of labor,penalty. year.supplies, and certain other items. You can-

This discussion does not apply if your de-not deduct the value of your own labor.Examples of nondeductible penalties duction results from any of the following:Examples of repairs include:and fines include:
1) Sales of inventory items to customers in1) Patching and repairing floors.1) Fines for violating city housing codes.

the ordinary course of your trade or
2) Repainting the inside and outside of a2) Fines paid by truckers for violating state business.

building.maximum highway weight laws or air
2) Sales returns and allowances and simi-quality laws. 3) Repairing roofs and gutters.

lar items.
3) Civil penalties for violating federal laws 4) Mending plumbing leaks.

3) Bad debts.regarding mining safety standards and
4) Legal and other expenses of contestingdischarges into navigable waters. You cannot deduct the cost of repairs

the repayment.that you added to the cost of goods sold,
A fine or penalty does not include: discussed in chapter 7, as a separate busi-

Accounting for repayments.  If you useness expense.1) Legal fees and related expenses to de-
the cash method of accounting, you canImprovements a lessee makes on rentedfend yourself in a prosecution or civil ac-
claim the deduction only in the year the in-property are discussed in chapter 11.tion for a violation of the law imposing
come item is repaid. If you included thethe fine or civil penalty.
amount in income because of the rule ofRepayments (claim of right).  If you in-

2) Court costs or stenographic and printing constructive receipt, but never received it,cluded an amount in income because you
charges. you can deduct the amount in the tax yearthought you had an unrestricted right to it,

you must give up your right to receive it. If3) Compensatory damages paid to a and in a later year you have to repay all or
you use any other accounting method, yougovernment. part of it, a special rule may apply. Usually,
can deduct the repayment only in the properyou can deduct the repayment in the year in
tax year under that accounting method.  Nonconformance penalty.  You can de- which you make it. If the income item gave

duct a nonconformance penalty assessed rise to a deduction in the year you included it
by the Environmental Protection Agency for in income, any deduction for the repayment Supplies and materials.  Unless you have
failing to meet certain emission standards. is limited to the net amount you included in deducted the cost in any earlier year, you

income in the earlier year. generally can deduct the cost of materials
Political contributions.  You cannot deduct The character of the deduction in the and supplies actually consumed and used
contributions or gifts to political parties or year of repayment depends on the character during the tax year.
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If you keep incidental materials and sup- Utilities. Your business expenses for heat, after 1989 is listed property. If listed property
plies on hand, you can deduct the cost of the lights, power, and telephone are deductible. is not used more than 50% for qualified busi-
incidental materials and supplies you bought However, any part due to personal use is not ness use during any tax year, the section 179
during the tax year if all three of the following deductible. deduction is not allowed and the deprecia-
requirements are met: Telephone.  If you have an office in your tion deductions are limited. See Predomi-

home, even though you are in business, you nant Use Test in chapter 4 of Publication1) You do not keep a record of when they
cannot deduct the cost of basic local tele- 946.are used,
phone service (including any taxes) for the

2) You do not take an inventory of the first telephone line you have in your home.
amount on hand at the beginning and Cellular telephone.  Any cellular tele-
end of the tax year, and phone or similar telecommunications equip-

3) This method does not distort your ment placed in service in tax years beginning
income.

You can also deduct the cost of books,
professional instruments, equipment, etc., if
you normally use them up in less than a year.

Page 92 Chapter 19 OTHER BUSINESS EXPENSES



before the passive activity rules discussedTopics
later.This chapter discusses:20.

● At-risk limits
Amount at risk.  You are considered at risk

● Passive activity limits in an activity to the extent of your cash andNet Income or the adjusted basis of other property you con-● Not-for-profit activities
tribute to the activity. Your amount at risk

● Net operating losses (NOLs)Loss also includes your share of partnership net
● How to figure an NOL income that you do not withdraw and certain

amounts borrowed for use in that activity.● When to use an NOL
You are at risk for amounts borrowed to

● How to claim an NOL deduction
use in the activity if you are personally liable

● How to figure an NOL carryoverIntroduction for repayment or if the amounts borrowed
are secured by property other than property● NOL of a corporationAfter figuring your business income and ex-
used in the activity. However, you are not

penses, you are ready to figure the net in- considered at risk if you borrowed the moneyUseful Itemscome or net loss from your business. You do from a person having an interest in the activ-You may want to see:this by subtracting business expenses from ity (other than as a creditor) or from some-
business income. If your expenses are less one related to such a lender. You are alsoPublicationthan your income, the difference is net in- not considered at risk for amounts protected

□ 529 Miscellaneous Deductionscome. If your expenses are more than your against loss through nonrecourse financing,
income, the difference is a net loss. guarantees, stop loss agreements, or similar□ 535 Business Expenses

If you have more than one business, you arrangements.
□ 536 Net Operating Lossesmust figure your net income or loss for each For more information, see Publication
□ 542 Tax Information on Corporationsbusiness separately. 925.
□ 547 Nonbusiness Disasters,

Casualties, and TheftsSole proprietorship.  If you are a sole pro-
prietor, figure the net income or loss from □ 925 Passive Activity and At-Risk Passive Activity Limits your business on Schedule C (Form 1040). Rules
You may be able to use Schedule C–EZ Before you use the passive activity rules, ap-□ 936 Home Mortgage Interest
(Form 1040) if you have net income and the ply the at-risk rules discussed earlier. In gen-Deduction
other requirements listed on Schedule C–EZ eral, you are allowed to deduct passive activ-
are met. If your business has net income, it ity losses only from passive activity income.Form (and Instructions)
generally becomes part of your gross in- The excess is carried forward to the follow-

□ Schedule A (Form 1040) Itemized ing year or years until used, or until you dis-come on Form 1040. If your business has a
Deductions pose of your entire interest in the activity in anet loss, it generally can be deducted from

fully taxable transaction. Credits are similarlyother income when figuring your gross in- □ Schedule C (Form 1040) Profit or
limited. The rules apply to individuals, per-Loss From Businesscome on Form 1040. For more information
sonal service corporations, and closely heldon sole proprietorships, see chapter 27. □ Schedule C–EZ (Form 1040) Net
corporations.Profit From Business

Partnership.  A partnership figures its net in-
□ 1040X Amended U.S. Individual Passive activities.  There are two kinds ofcome or loss on Form 1065. The partnership Income Tax Return passive activities—trade or business activi-then allocates its net income or loss among

ties in which you do not materially participate□ 1045 Application for Tentativeits partners. If the partnership has net in-
during the tax year, and rental activities. ARefundcome, each partner’s share is added into the
rental activity is a passive activity even if you□ 1120X Amended U.S. Corporationpartner’s gross income on the appropriate
materially participated in that activity unlessIncome Tax Returnforms for the partner, depending on whether
you qualify for a special rule for personal ser-the partner is an individual, a corporation, or □ 1138 Extension of Time for Payment vices performed in a real property trade or

other entity. If the partnership has a net loss, of Taxes by a Corporation Expecting a business.
each partner’s share is deducted when figur- Net Operating Loss Carryback For more information, see Publication
ing the partner’s gross income. For more in- 925.□ 1139 Corporation Application for
formation on partnerships, see chapter 28. Tentative Refund

□ 5213 Election To PostponeCorporation.  A corporation figures its net
Determination as To Whether theincome or loss on Form 1120 or Form 1120– Not-for-Profit Activities
Presumption Applies That an Activity IsA. The corporation itself must pay tax on its
Engaged in for Profit If your business activity or the activity you in-earnings. It figures its taxable income from

vest in is not carried on to make a profit, the
its net income or loss for the year. For more

deductions you can take for it are limited and
information on corporations, see chapter 29. no loss is allowed to offset other income. Ac-At-Risk Limits tivities you do as a hobby, or mainly for sport
S corporation.  An S corporation figures its or recreation, come under this limit. So doesThe at-risk rules limit your losses from most
net income or loss on Form 1120S. It then al- an investment activity intended only to pro-business or income-producing activities to
locates its net income or loss among its duce tax losses for the investors.your loss or amount at risk, whichever is
shareholders. If the corporation has net in- The limit on not-for-profit losses appliesless. Any loss that is not allowed in a tax year
come, each shareholder’s share becomes to individuals, partnerships, and S corpora-because of the at-risk limits is treated as a
part of his or her gross income on Form tions. It does not apply to corporations otherdeduction for the activity in the next tax year,
1040. If the corporation has a net loss, each than S corporations.where it may again be subject to these rules.
shareholder’s share is deducted when figur- In determining whether an activity is car-The rules apply to individuals and to certain
ing gross income on Form 1040. For more in- ried on for profit, all the facts in regard to theclosely held corporations (other than S cor-
formation on S corporations, see chapter 30. activity are taken into account. No one factorporations). These rules must be applied
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alone is decisive. Among the factors to be the activity is more than deductions you take gross income from an activity is more than
considered are: (or could take) for it under the first two cate- the deductions for it.

gories. The deductions for depreciation, If a taxpayer dies before the end of the 5-1) Whether you carry on the activity in a
amortization, and the part of a casualty loss year (or 7-year) period, the period ends onbusinesslike manner.
an individual could not deduct in category (1) the date of the taxpayer’s death.

2) Whether the time and effort you put into belong in this category. Where more than If your business or investment activity
the activity indicate you intend to make one asset is involved, divide depreciation passes this 3- (or 2-) years-of-profit test, pre-
it profitable. and these other deductions proportionally sume it is carried on for profit. This means it

3) Whether you depend on income from among those assets. For an example using will not come under these limits. You can
the activity for your livelihood. the above three categories in figuring the take all your business deductions from the

limit on deductions and losses, see chapter activity, even for the years that you have a4) Whether your losses from the activity
1 in Publication 535. loss. You can rely on this presumption inare due to circumstances beyond your

every case, unless the IRS shows it is notcontrol (or are normal in the start-up
Additional limit.  Individuals must claim the valid.phase of your type of business).
amounts in categories (2) and (3) as miscel-5) Whether you change your methods of
laneous deductions on Schedule A (Form Using the presumption later.  If you areoperation in an attempt to improve the
1040). They are subject to the 2% of ad- starting an activity and do not have 3 yearsprofitability of the activity.
justed gross income limit. See Publication (or 2 years) showing a profit, you may want

6) Whether you, or your advisors, have the 529 for information on this limit. to take advantage of this presumption at a
knowledge needed to carry on the activ- later time, after you have the 5 (or 7) years of
ity as a successful business. Partnerships and S corporations.  If a part- experience allowed by the test.

7) Whether you were successful in making nership or S corporation carries on a not-for- You can choose to do this by filing Form
a profit in similar activities in the past. profit activity, these limits apply at the part- 5213. Filing this form postpones any deter-

nership or S corporation level. They are re- mination your activity is not carried on for8) Whether the activity makes a profit in
flected in the individual shareholders’ or profit until 5 (or 7) years have passed sincesome years, and how much profit it
partners’ distributive shares. you started the activity. Form 5213 mustmakes.

generally be filed within 3 years of the due
9) Whether you can expect to make a fu- More than one activity.  A single business date of your return for the year in which you

ture profit from the appreciation of the or investment activity may consist of more first carried on the activity.
assets used in the activity. than one undertaking, if the undertakings are The benefit gained by making this choice

similar or serve the same business purpose is that the IRS will not immediately question
and are organizationally connected, or differ- whether your activity is engaged in for profit.

Limit on Deductions and ent undertakings may be considered differ- Accordingly, it will not restrict your deduc-
ent activities. tions. Rather, you will gain time to earn aLosses 

All facts and circumstances must be profit in 3 (or 2) out of the first 5 (or 7) yearsIf your activity is not carried on for profit, take
taken into account in determining your activ- you carry on the activity. If you show 3 (or 2)deductions only in the following order, only
ity or activities. The most significant facts years of profit at the end of this period, yourto the extent stated in the three categories,
and circumstances in making this determina- deductions are not limited under these rules.and, if you are an individual, only if you item-
tion are: If you do not have 3 years (or 2 years) ofize them on Schedule A (Form 1040).

profit, the limit can be applied retroactively to1) The degree of organizational and eco-
any year in the 5-year (or 7-year) period withCategory 1.  Deductions you can take for nomic interrelationship of various
a loss.personal as well as for business activities undertakings,

Filing Form 5213 automatically extendsare allowed in full. For individuals, all non-
2) The business purpose that is (or might the period of limitations on any year in the 5-business deductions, such as those for

be) served by carrying on the various year (or 7-year) period to 2 years after thehome mortgage interest, taxes, and casualty
undertakings separately or together in a due date of the return for the last year of thelosses, belong in this category. Deduct them
business or investment setting, and period. The period is extended only for de-on the appropriate lines of Schedule A (Form

ductions of the activity and any related de-3) The similarity of various undertakings.1040). Casualty losses are deductible as
ductions that might be affected.personal casualty losses to the extent each

loss exceeds $100. Total personal casualty The IRS will generally accept your character-
losses (the part over $100 each) are deducti- ization of several undertakings as one activ-
ble in full to the extent of personal casualty ity, or more than one activity, if supported by Net Operating Lossesgains and any remaining loss is deductible if facts and circumstances.
it exceeds 10% of your adjusted gross in- If you are carrying on two or more differ- (NOLs) 
come. See Publication 547. ent activities, keep the deductions and in-

The remainder of this chapter discussesFor the limits that apply to mortgage in- come from each one separate. Figure sepa-
NOLs for individuals and corporations. It ex-terest, see Publication 936. rately whether each is a not-for-profit
plains how to figure an NOL, when to use it,activity. Then figure the limit on deductions
how to claim an NOL deduction, and how toCategory 2.  Deductions that do not result in and losses separately for each activity that is
figure an NOL carryover.an adjustment to the basis of property are al- not-for-profit.

If your deductions for the year are morelowed next, but only to the extent your gross
than your income for the year, you may haveincome from the activity is more than the de- Presumption of Profit ductions you take (or could take) for it under a net operating loss (NOL). You can use an

An activity is presumed carried on for profit ifthe first category. Most business deductions, NOL by deducting it from your income in an-
it produced a profit in at least 3 of the last 5such as those for advertising, insurance pre- other year or years.
tax years including the current year. Activi-miums, interest, utilities, wages, etc., belong To have an NOL, your loss must be
ties that consist primarily of breeding, train-in this category. caused by:
ing, showing, or racing horses are presumed

1) Deductions from a trade or business,carried on for profit if they produced a profitCategory 3.  Business deductions that de-
in at least 2 of the last 7 tax years including 2) Deductions from your work as an em-crease the basis of property are allowed last,
the current year. You have a profit when the ployee, orbut only to the extent the gross income from
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3) Deductions for casualty and theft Schedule A (Form 1045).  You can use Loss on the sale or exchange of stock in
losses. Schedule A (Form 1045) to figure an NOL for a small business corporation or a

an individual. small business investment company,
A loss from operating a business is the First, complete lines 1–3 of Schedule A, if treated as ordinary loss, and

most common reason for an NOL. using amounts from your return. If line 3 is a
Unrecovered investment in a pension orPartnerships and S corporations gener- negative amount, you have a net loss and a

annuity claimed on a decedent’s finalally cannot use an NOL. But partners or potential NOL.
shareholders can use their separate shares return.Next, complete the rest of Schedule A to
of the partnership’s or S corporation’s busi- figure your NOL. Adjust the amount on line 3
ness income and business deductions to fig- for deductions that are allowed when figuring

Nonbusiness income (line 10).  Enterure their individual NOLs. your taxable income but not when figuring an
on line 10 as your nonbusiness income onlyNOL. The following discussions explain
income that is unrelated to your trade or bus-these adjustments.NOL Steps iness or your employment. For example,

Figure and use your NOL in the following enter your annuity income, dividends, and in-
Adjustment for exemptions (line 4).  Yousteps: terest from investments. Also include your
cannot deduct your personal exemption or share of nonbusiness income from partner-
exemptions for dependents. Your adjust-Step 1.  Complete your tax return for the ships and S corporations.
ment is the total amount you deducted.year. You may have an NOL if a negative fig- Do not include the income you receive

ure appears on the line below: from your trade or business or your employ-
Adjustment for nonbusiness deductions ment. This includes salaries and wages, self-Individuals — line 35 of Form 1040.
(line 12).  You can deduct your nonbusiness employment income, and your share of busi-

Corporations — line 30 of Form 1120 or deductions (line 9) only up to the total of: ness income from partnerships and S corpo-line 26 of Form 1120–A.
rations. Also, do not include rental income or1) Your nonbusiness capital gains that are
ordinary gain from the sale or other disposi-more than your nonbusiness capitalIf the amount on that line is not a negative
tion of business real estate or depreciablelosses (line 8), andfigure, stop here — you do not have an
business property.NOL. 2) Your nonbusiness income (line 10).

Step 2.  Determine whether your have an Adjustment for capital losses (line 22).Your adjustment is your nonbusiness deduc-
NOL and its amount. See How To Figure an You can deduct your nonbusiness capitaltions that are more than the total of (1) and
NOL, later. If you do not have an NOL, stop losses (line 5) only up to the amount of your(2).
here. nonbusiness capital gains (line 6). If yourNonbusiness deductions (line 9).

nonbusiness capital losses are more thanEnter on line 9 as your nonbusiness deduc-
Step 3.  Decide whether to carry the NOL your nonbusiness capital gains, you cannottions only those that are unrelated to your
back to a past year or to forgo any carryback deduct the excess.trade or business or your employment. For
and instead carry the NOL forward to a fu- You can deduct your business capitalexample, enter your deductions for alimony,
ture year. See When To Use an NOL, later. losses (line 14) only up to the total of:self-employed health insurance, contribu-

tions to an IRA or other retirement plan,
Step 4.  Deduct the NOL in the carryback or 1) Your nonbusiness capital gains that aremedical expenses, and charitable contribu-
carryforward year. See How To Claim an more than the total of your nonbusinesstions. If you do not itemize deductions, in-
NOL Deduction, later. If your NOL deduction capital losses and excess nonbusinessclude your standard deduction.
is equal to or smaller than your taxable in- deductions (line 13), andDo not include your deductions for per-
come without the deduction, stop here — sonal casualty and theft losses or for one-
you have used up your NOL. 2) Your business capital gains (line 15).half of self-employment tax. Treat these as

business deductions.
Step 5.  Determine the amount of your un- Also do not include your deductions for Your adjustment is your nondeductibleused NOL. See How To Figure an NOL Car- expenses that are ordinary and necessary in capital losses (line 18) that are more thanryover, later. Carry over the unused NOL to carrying on your trade or business or your the nondeductible net capital loss on yourthe next carryback or carryforward year and employment, your deduction for your share return (line 21). (You had a nondeductiblebegin again at Step 4. of a business loss from a partnership or S net capital loss if your net capital loss was

corporation, or the following related deduc- more than your capital loss deduction.)Note.  If your NOL deduction includes tions for:
more than one NOL amount, apply Step 5

Moving expenses,separately to each NOL amount, starting Adjustment for NOL deduction (line 23).
with the earliest. You cannot deduct any NOL carryovers orState income tax on business profits,

carrybacks from other years. Your adjust-
Interest and litigation expenses on state ment is the total amount of your NOL deduc-

and federal income taxes related to
tion for losses from other years.

your business income,How To Figure an NOL 
Payments by a federal employee to buyIf your deductions for the year are more than Schedule A (Form 1045) back sick leave used in an earlieryour income for the year, you have a poten-

year,tial NOL. The following example illustrates how to fig-
There are rules that limit what you can Loss on property you rent out, ure an NOL. See Publication 536 for filled-in

deduct when figuring an NOL. In general,
pages 1 and 2 of Form 1040 and Schedule ALoss on the sale or exchange of busi-these rules do not allow:
(Form 1045) for this example.ness real estate or depreciable busi-

1) Exemptions, ness property, Example.  In 1995, Glenn Johnson2) Net capital losses,
Loss on the sale of accounts receivable started a retail record business. For 1995, he

3) Nonbusiness losses, or (if you use an accrual method of is single and has the following income and
accounting), deductions on his Form 1040.4) Nonbusiness deductions.
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INCOME Carryback Form 1045.  You can apply for a quick re-
or Unused fund by filing Form 1045. This form results inWages from part-time job . . . . . . . . . . . . . . $ 1,225

Year Carryover Loss a tentative adjustment of tax in the carrybackInterest on savings . . . . . . . . . . . . . . . . . . . . . 425
year. See Publication 536 for an exampleNet long-term capital gain on sale of 1992 . . . . . . . . . . . . . . . . . . . . . . . $42,000 $40,000
that illustrates how to use Form 1045 toreal estate used in business . . . . . . . . . 2,000 1993 . . . . . . . . . . . . . . . . . . . . . . . 40,000 37,000
claim an NOL deduction in a carryback year.1994 . . . . . . . . . . . . . . . . . . . . . . . 37,000 31,500Glenn’s total income . . . . . . . . . . . . . . . . . . $ 3,650
The example includes a filled-in page 1 of1995 (NOL year) . . . . . . . . . . .
Form 1045.

1996 . . . . . . . . . . . . . . . . . . . . . . . 31,500 22,500DEDUCTIONS If the IRS refunds or credits an amount to
1997 . . . . . . . . . . . . . . . . . . . . . . . 22,500 12,700Net loss from business (sales of you on the basis of Form 1045 and later de-
1998 . . . . . . . . . . . . . . . . . . . . . . . 12,700 4,000$67,000 minus expenses of $72,000) $ 5,000 termines that the refund or credit is too
1999 . . . . . . . . . . . . . . . . . . . . . . . 4,000 –0–Net short-term capital loss on sale of much, the IRS may assess and collect the

stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 excess immediately.If your loss were larger, you could carry itLoss on small business stock . . . . . . . . . . 700 You must file Form 1045 on or after theforward until the year 2010. If you still had anLoss on small business investment date you file the return for the NOL year, butunused 1995 carryforward after the yearcompany stock . . . . . . . . . . . . . . . . . . . . . . . 300 not later than one year after the NOL year.2010, you could not deduct it.Standard deduction . . . . . . . . . . . . . . . . . . . . 3,900 For example, if you are a calendar year tax-
Personal exemption . . . . . . . . . . . . . . . . . . . . 2,500 payer with a carryback from 1995 to 1992,

Forgoing the carryback period.  You can you must file Form 1045 on or after the dateGlenn’s total deductions . . . . . . . . . . . . . $13,400
choose not to carry back your NOL. If you you file your tax return for 1995, but no later
make this choice, you use your NOL only in than December 31, 1996.Glenn’s deductions exceed his income the 15-year carryforward period. To make The IRS will ordinarily act on Form 1045by $9,750 ($13,400 –  $3,650). However, to this choice, attach a statement to your tax re- within 90 days from the day you file it.figure whether he has an NOL, he must mod- turn for the NOL year. This statement must

ify certain deductions. He can use Schedule show that you are choosing to forgo the car- Form 1040X.  If you do not file Form 1045,A (Form 1045) to figure his NOL. ryback period under section 172(b)(3) of the you can file Form 1040X to get a refund ofGlenn cannot deduct the following: Internal Revenue Code. tax because of an NOL carryback. File Form
You must file this statement by the due 1040X within 3 years after the due date, in-Personal exemption . . . . . . . . . . . . . . . . . . . . . . $2,500

date, including extensions, for filing your re- cluding extensions, for filing the return forThe excess of his nonbusiness
turn for the NOL year. If you do not file it on the NOL year. For example, if you are a cal-deductions (standard deduction,
time, you cannot forgo the carryback period. endar year taxpayer and filed your 1992 re-$3,900) over his nonbusiness income
Once you make this choice, you cannot turn by the April 15, 1993, due date, you(interest, $425) . . . . . . . . . . . . . . . . . . . . . . . . . 3,475
change it. If you want to forgo the carryback must file a claim for refund of 1989 tax be-Nonbusiness net short-term capital loss 1,000
period for more than one NOL, you must cause of an NOL carryback from 1992 byTotal adjustments to net loss . . . . . . . . . . $6,975
make a separate choice for each NOL year. April 15, 1996.

Attach a computation of your NOL using
When these i tems are el iminated, Schedule A (Form 1045) and, if applicable,

Glenn’s net loss is reduced to $2,775 your NOL carryover using Schedule B (Form
($9,750 –  $6,975). This amount is his NOL How To Claim 1045), discussed later.
for 1995. an NOL Deduction 

Refiguring your tax.  To refigure your total
If you have not already carried the NOL to an tax liability for a carryback year, first refigure

your adjusted gross income for that year.earlier year, your NOL deduction is the totalWhen To Use an NOL 
(On Form 1045, use lines 10 through 12, col-amount of the NOL. If you carried the NOL to

Generally, you carry back an NOL to the 3 umn (b), (d), or (f).) Use your adjusted grossan earlier year, your NOL deduction is the
tax years before the NOL year (the car- income after applying the NOL deduction toamount of the NOL minus the amount you
ryback years), and then carry forward any refigure income or deduction items that areused in the earlier year or years.
NOL remaining for up to 15 years after the based on, or limited to, a percentage of yourIf you carry more than one NOL to the
NOL year (the carryforward years). How- adjusted gross income. These are:same year, your NOL deduction is the total
ever, see Forgoing the carryback period, of these carrybacks and carryovers. 1) The special allowance for passive activ-
later. The ‘‘NOL year’’ is the year in which ity losses from rental real estate
the NOL occurred. You cannot deduct any NOL more than taxable income.  If your activities,
part of the NOL remaining after the 15-year NOL is more than the taxable income of the 2) Taxable social security and tier 1 rail-carryforward period. year you carry it to (figured before deducting road retirement benefits,You must first carry the entire NOL to the the NOL), your income tax for that year is
earliest carryback year. If your NOL is not 3) IRA deductions, andzero. You generally will have an NOL carry-
used up, you can carry the remainder to the 4) Excludable savings bond interest.over to the next year. See How To Figure an
next earliest carryback year, and so on. NOL Carryover, later, to determine how

If you do not use up the NOL in the 3 car- If more than one of these items apply,much NOL you have used and how much
ryback years, carry forward what remains of refigure them in the order listed above, usingyou carry to the next year.
it to the 15 tax years following the NOL year. your adjusted gross income after applying
Start by carrying it to the first tax year after the NOL deduction and any previous item.Deducting a Carryback the NOL year. If you do not use it up, carry (On line 10 of Form 1045, column (b), (d), or
over the unused part to the next year. Con- If you carry back your NOL, you can use ei- (f), enter your adjusted gross income after
tinue to carry over any unused part of the ther Form 1045 or Form 1040X. You can get applying the above refigured items, but with-
NOL until you complete the 15-year carryfor- your refund faster by using Form 1045, but out the NOL deduction. Enter your NOL de-
ward period. you have a shorter time to file it. A Form duction on line 11.)

1045 can be used to apply an NOL to allExample.  You started your business in Next, refigure your taxable income. (On
three carryback years. If you use Form1995 and had a $42,000 NOL for the year. Form 1045, use lines 13 through 16, column
1040X, a separate Form 1040X is requiredYou begin using your NOL in 1992, the third (b), (d), or (f).) Use your refigured adjusted
for each carryback year to which the NOL isyear before the NOL year, as shown in the gross income (line 12 of Form 1045, column
applied.following chart. (b), (d), or (f)) to refigure certain deductions
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and other items that are based on, or limited to the next tax year. Your carryover is the ex- carryback or carryforward year when fig-
to, a percentage of your adjusted gross in- cess of your NOL deduction over your modi- uring how much of the NOL is used and
come. These are: fied taxable income for the carryback or car- how much is carried to the next year.

ryforward year. If your NOL deduction1) The itemized deduction for medical
includes more than one NOL, apply the A corporation also uses different formsexpenses,
NOLs against your modified taxable income when claiming an NOL deduction than those2) The itemized deduction for casualty in the same order in which you incurred used by individuals.losses, them, starting with the earliest. The following discussions explain these

3) Certain miscellaneous itemized differences.
deductions, Modified taxable income.  Your modified

taxable income is your taxable income fig-4) The overall limitation on itemized de- How a Corporation Figuresured with the following changes.ductions, and
an NOL 1) You cannot claim an NOL deduction for5) The phaseout of the deduction for

the NOL whose carryover you are figur-exemptions. A corporation figures an NOL in the same
ing or for any later NOL. way as its taxable income. It starts with the

Do not refigure the itemized deduction for corporation’s gross income and subtracts its2) You cannot claim a deduction for a net
charitable contributions. deductions. If its deductions are more thancapital loss.

Finally, use your refigured taxable in- its gross income, the corporation has an
3) You cannot claim your exemptions forcome (line 16 of Form 1045, column (b), (d), NOL.

yourself or dependents.or (f)) to refigure your total tax liability. (On However, there are rules for figuring the
Form 1045, use lines 17 through 26, column 4) You must figure any item affected by the NOL that either limit what it can deduct, or
(b), (d), or (f).) Refigure your income tax, your amount of your adjusted gross income permit deductions not ordinarily allowed.
alternative minimum tax, and any credits that after making the changes in (1) and (2), These rules are:
are based on, or limited to, the amount of above, and certain other changes to

1) A corporation cannot deduct any NOLtax. Do not refigure self-employment tax. your adjusted gross income that result
carrybacks or carryovers from otherfrom (1) and (2). This includes income
years,and deduction items used to figure ad-Deducting a Carryforward 

justed gross income (for example, IRAIf you carry forward your NOL to a tax year 2) A corporation can take the deduction for
deductions), as well as certain itemizedafter the NOL year, list your NOL deduction dividends received, explained later,
deductions. To figure a charitable con-as a negative figure on the ‘‘Other income’’ without limiting it to a percentage of its
tribution deduction, the change in (1) isline of Form 1040 (line 21 for 1995). taxable income, and
treated as including an NOL deductionYou must attach a statement that shows

3) A corporation can figure the deductionfor a carryback of an earlier NOL.all the important facts about the NOL. Your
for dividends paid on certain preferredstatement should include a computation
stock of public utilities without limiting itYour taxable income as modified cannot beshowing how you figured the NOL deduction.
to its taxable income for the year.less than zero.If you deduct more than one NOL in the

same year, your statement must cover each
Dividends-received deduction.  TheSchedule B (Form 1045).  You can useof them.

Schedule B (Form 1045) to figure your modi- amount of a corporation’s deduction for divi-
fied taxable income for carryback years and dends received from domestic corporationsChange in Marital Status 
your carryover from each of those years. Do (70% or 80% of the dividends) is generallyIf you and your spouse were not married to not use Schedule B for a carryforward year. limited to 70% or 80% of its taxable income.each other in all years involved in figuring See Publication 536 for an example that il- However, if a corporation sustains an NOLNOL carrybacks and carryovers, only the lustrates how to figure an NOL carryover for a tax year, the limit on this deductionspouse who had the loss can take the NOL from a carryback year. The example includes based on taxable income does not apply. Indeduction. If you file a joint return, the NOL a filled-in Schedule B (Form 1045). determining if a corporation has an NOL, thededuction is limited to the income of that

corporation figures the dividends-receivedspouse.
NOL carryover from 1995 to 1996.  If you deduction without regard to the 70% or 80%For example, if your marital status
had an NOL deduction that reduced your of taxable income limit.changes because of death or divorce, and in
taxable income on your 1995 return to zero, See Publication 542 for more informationa later year you have an NOL, you can carry
see Publication 536 for a worksheet that will on the dividends-received deduction.back that loss only to the part of the income
help you figure the amount of your NOL toreported on a joint return (filed with your for- Example.  A corporation had $500,000carry to 1996.mer spouse) that was your taxable income. gross income from business operations and

After you deduct the NOL in the carryback $625,000 of allowable business expenses. It
year, the joint rates apply to the resulting tax- also received $150,000 in dividends from a
able income. domestic corporation for which it can take anCorporations 

For more information on changes in mari- 80% deduction, ordinarily limited to 80% of
A corporation generally figures and deductstal or filing status, see Publication 536. its taxable income before the deduction. It
an NOL the same way an individual does. figures its NOL as follows:
The same carryback and carryforward peri-
ods apply, and the same sequence applies Income from business . . . . . . . . . . . . . . . . $ 500,000How To Figure when it carries two or more NOLs to the Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
same year. See When To Use an NOL andan NOL Carryover Gross income . . . . . . . . . . . . . . . . . . . . . . . . . $ 650,000How To Figure an NOL Carryover, earlier.

Deductions (expenses) . . . . . . . . . . . . . . . (625,000)If your NOL is more than your taxable in- A corporation’s NOL generally differs
come for the year to which you carry it (fig- Taxable income before specialfrom an individual’s in two ways:
ured before deducting the NOL), you may deductions . . . . . . . . . . . . . . . . . . . . . . . . . $ 25,0001) A corporation can take different deduc-have an NOL carryover. You must make cer- Minus: Deduction for dividendstions when figuring an NOL, andtain modifications to your taxable income to received, 80% of $150,000 . . . . . . . . (120,000)
determine how much NOL you will use up in 2) A corporation must make different mod-

Net operating loss ($ 95,000)that year and how much you can carry over ifications to its taxable income in the
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may automatically extend the time for pay- same way as its taxable income. But it canHow a Corporation Claims
ment of all or part of its income tax for the im- deduct NOLs only from years before thean NOL Deduction mediately preceding year. It does this by fil- NOL year whose carryover is being figured.
ing Form 1138. It must explain on the form The corporation must figure its deduction for

The form a corporation uses to deduct its why it expects the loss. charitable contributions without considering
NOL depends on whether it carries the NOL The extension applies to previously de- any NOL carrybacks.
back or forward. termined unpaid tax required to be paid after Modified taxable income is used only to

filing Form 1138. This amount cannot ex- figure how much of an NOL the corporation
ceed the tax overpayment in the carryback uses up in the carryback or carryforwardFor a carryback.  If a corporation carries years due to the NOL carryback. year and how much it carries to the nextback the NOL, it can use either Form 1120X Period of extension.  The extension is

year. It is not used to fill out the corporation’sor Form 1139. A corporation can get a re- in effect until the end of the month in which
tax return or figure its tax.fund faster by using Form 1139. It cannot file the return for the NOL year is due, including

Form 1139 before filing the return for the extensions.
corporation’s NOL year, but it must file Form Ownership change.  A loss corporation thatIf the corporation files Form 1139 before
1139 no later than one year after the NOL has an ownership change is limited on thethis date, the extension will continue until the
year. amount of taxable income it can offset bydate the IRS notifies the corporation that its

If the corporation does not file Form NOL carryforwards arising before the date ofForm 1139 is disallowed in whole or in part.
1139, it must file Form 1120X within 3 years the ownership change. This limit applies to
of the due date, plus extensions, for filing the any year ending after the change ofHow a Corporation Figures
return for the year in which it has the NOL. ownership.an NOL Carryover See section 382 of the Internal Revenue

If the NOL available for a carryback or car- Code and the related regulations for more in-
For a carryforward.  If a corporation carries ryforward year is greater than the taxable in- formation about the limits on corporate NOL
forward its NOL, it enters the carryover on come for that year, the corporation must carryovers and corporate ownership
Schedule K (Form 1120), line 15. It also en- modify its taxable income to figure how

changes.much of the NOL it will use up in that yearters the deduction for the carryover (but not
and how much it can carry to the next taxmore than the corporation’s taxable income

Worksheet for figuring a corporation’syear. Its carryover is the excess of the availa-after special deductions) on line 29(a) of
carryover.  See Publication 536 for a work-ble NOL over its modified taxable income forForm 1120 or line 25(a) of Form 1120–A.
sheet that a corporation can use to figurethe carryback or carryforward year.
how much of its NOL is used up in a car-

Carryback expected.  If a corporation ex- ryback or carryforward year and how muchModified taxable income.  A corporation
pects to have an NOL in its current year, it figures its modified taxable income in the to carry over to the next year. 
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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.   

easement, only the basis of that part is re-
duced by the amount received. If it is impos-Transactions Treated
sible or impractical to separate the basis of21.

as Sales or Exchanges the part of the property on which the ease-
ment is granted, the basis of the whole prop-The following discussions describe the kindsSales and erty is reduced by the amount received.of transactions that are treated as sales or

Any amount received that is more thanexchanges.Exchanges
the basis to be reduced is a taxable gain.
The transaction is reported as a sale ofCopyrights. Amounts you receive for grant-
property.ing the exclusive use or right to exploit a cop-

For more information, see chapter 1 inyright throughout its life in a particular me-
Publication 544.dium are treated as received from the sale ofIntroduction property. It does not matter if the payment is
A transfer of property to satisfy debt.  Aa fixed amount or a percentage of receipts

This chapter describes the kinds of transac- transfer of property to satisfy a debt is anfrom the sale, performance, exhibition, or
tions that are treated as sales or exchanges exchange.publication of the copyrighted work, or an
and explains how to figure gain or loss. amount based on the number of copies sold,

A sale is a transfer of property for money Extended note maturity date.  The exten-performances given, or exhibitions made.
or for a mortgage, note, or other promise to sion of a note’s maturity date is not treatedNor does it matter if it is paid over the same
pay money. An exchange is a transfer of as an exchange of an outstanding note for aperiod as that covering the grantee’s use of
property for other property or services. The new and different note. Nor is it a closed andthe copyrighted work.
rules for figuring a taxable gain or a deducti- completed transaction upon which a gain orIf the property was used in your trade or
ble loss apply to both sales and exchanges. a loss is figured. This treatment will not applybusiness and you held it for more than 1

when changes in the term of the note are soyear, the gain or loss is a section 1231 gain
significant as to amount virtually to the issu-or loss. For more information, see SectionTopics
ance of a new security. Also, each case must1231 Property in chapter 23.This chapter discusses:
be determined by its own facts.

● Gain or loss from sales and exchanges Sale or lease.  Some agreements that seem
Involuntary conversion.  An involuntaryto be leases may really be conditional sales

● Foreclosures and repossessions conversion is the destruction, theft, condem-contracts. The intention of the parties to the
nation, or disposal under the threat of con-agreement can help you distinguish between

● Nontaxable exchanges demnation of your property if you receivea sale or lease.
other property or money in payment, such asThere is no test or group of tests to prove
insurance or a condemnation award. Seewhat the parties intended when they madeUseful Items
chapter 25 for more information.the agreement. You should consider eachYou may want to see:

agreement based on its own facts and cir-
Contributions to a partnership.  If you con-cumstances. For more information on

Publication tribute property to a partnership and within aleases, see Lease or purchase in chapter 11.
short period you receive a distribution of

□ 504 Divorced or Separated
property from that partnership, the transac-Cancellation of a lease.  Payments re-Individuals
tion may be treated as a sale or exchange onceived by a tenant for the cancellation of a
which a gain or loss is recognized. For morelease are treated as an amount realized from□ 544 Sales and Other Dispositions of
information, see chapter 28.the sale of property. Payments received by aAssets

landlord (lessor) for the cancellation of a
lease are ordinary income. Trade secrets (technical ‘‘know-how’’).  A

Form (and Instructions) transfer of a trade secret is a sale or ex-
change if the transfer includes all substantialEasements.  Granting or selling an ease-

□ Schedule D (Form 1040) Capital
rights to the trade secret. The substantialment is usually not a sale of property. In-Gains and Losses
rights that must be transferred are the rightstead, the amount received for the ease-
to use the trade secret in perpetuity or until itment is subtracted from the basis of the□ 4797 Sales of Business Property

property. If only a part of the entire tract of becomes public knowledge and no longer
property is permanently affected by the protectable under laws of the country where□ 8824 Like-Kind Exchanges
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the transferee operates, and the exclusive certain permanent improvements at a cost
right to prevent further disclosure. of $20,000 and deducted depreciation to- Nontaxable Exchanges

taling $10,000. You sold the building for
Certain exchanges are not taxable. This$100,000, plus property having a fair mar-
means that any gain from the exchange isket value of $20,000. The buyer assumedGain or Loss From not taxed, and any loss cannot be deducted.your real estate taxes of $3,000 and a
In other words, even if you realize a gain ormortgage of $17,000 on the building. TheSales and Exchanges 
loss on the exchange, it will not be recog-selling expenses were $4,000. Your gain

A gain  is the excess of the amount you real- nized until you sell or otherwise dispose ofon the sale is figured as follows:
ize from a sale or exchange over the ad- the property you receive.
justed basis of the property you transfer. A Amount realized:
loss is the excess of the adjusted basis of Cash . . . . . . . . . . . . . . . . . . $100,000 Like-Kind Exchanges the property over the amount you realize. FMV of property

The exchange of property for the same kindreceived . . . . . . . . . . . . 20,000
Basis.  Your cost or purchase price of prop- of property is the most common type of non-Real estate taxes
erty is usually its basis for figuring gain or taxable exchange. To be nontaxable, a like-(assumed by buyer) 3,000
loss from its sale or other disposition. How- kind exchange must:Mortgage (assumed
ever, if you got the property by gift, inheri- by buyer) . . . . . . . . . . . 17,000 1) Involve qualifying property, andtance, or in some way other than buying it,

Amount realized . . . . . . $140,000you must use a basis other than its cost. 2) Involve like property.
Adjusted basis:

Cost of building . . . . . . . $ 70,000
These two requirements are discussedImprovements . . . . . . . . 20,000

Table 21-1. How to Figure a Gain or later. If the like-kind exchange includes the
Total $ 90,000 receipt of money or unlike property, you mayLoss
Less: Depreciation . . . 10,000 have a taxable gain. (See Partially Nontax-

If: Then: able Exchange, later.)Adjusted basis . . . . . . . . . . $ 80,000
Additional requirements apply to ex-Plus: SellingAdjusted basis is more You have a

expenses . . . . . . . . . . 4,000 84,000 changes in which the property received isthan amount realized loss
not received immediately upon the transferGain on sale $ 56,000
of the property given up. See Deferred Ex-Amount realized is You have a
changes, later.more than adjusted gain

basis
Amount recognized.  Your gain or loss real-

Multiple-party transactions.  The like-kindized from a sale or exchange of property is
exchange rules also apply to property ex-usually a recognized gain or loss for tax pur-
changes that involve three- and four-partyAdjusted basis.  The adjusted basis of poses. Recognized gains must be included
transactions. Any part of these multiple-your property is your original cost or other in gross income. Recognized losses are de-
party transactions can qualify as a like-kindbasis plus certain additions, and minus cer- ductible from gross income. However, there
exchange if it meets all of the conditions de-tain deductions such as depreciation and are exceptions to this rule discussed later
scribed in this section.casualty losses. under Nontaxable Exchanges. Also, a loss

Receipt of title from third party.  If youChapter 5 discusses basis of assets. In from the disposition of property held for per-
receive property in a like-kind exchange anddetermining gain or loss, the cost of trans- sonal use is not deductible.

ferring property to a new owner, such as the other party who transfers the property to
selling expenses, is added to your adjusted you does not give you the title but a third
basis. party does, you may still treat this transac-

tion as a like-kind exchange, if it meets allForeclosures and
Amount realized.  The amount you realize the requirements.Repossessions from a sale or exchange is the total of all
money you receive plus the fair market Basis of property received.  If you acquireIf the borrower (buyer) does not make pay-value of all property or services you re- property in a like-kind exchange, the basis ofments due on a loan secured by property,ceive. The amount you realize also in- that property is the same as the basis of thethe lender (mortgagee or creditor) may fore-cludes any of your liabilities that were as- property you transferred.close on the mortgage or repossess thesumed by the buyer and liabilities to which

property. The foreclosure or repossession isthe property you transferred is subject,
Money paid.  If, in addition to giving up liketreated as a sale or exchange from which thesuch as real estate taxes or a mortgage.
property, you pay money in a like-kind ex-borrower may realize gain or loss (discussedIf the liabilities relate to an exchange of
change, you still have no taxable gain or de-next). This is true even if the property is vol-multiple properties, see Exchanges of Mul-
ductible loss. The basis of the property re-untarily returned to the lender.tiple Properties, later.
ceived is the basis of the property given up,Fair market value. This is the price at
increased by the money paid.Gain or loss on foreclosure or reposses-which the property would change hands

between a willing buyer and a willing seller sion.  The borrower’s gain or loss from the Example.  Bill Smith trades an old cab for
when both have reasonable knowledge of foreclosure or repossession described previ- a new one. The new cab costs $10,800. He
all the necessary facts and neither has to ously is generally figured and reported in the is allowed $2,000 for the old cab, and pays
buy or sell. If parties with adverse interests same way as gain or loss from sales or ex- $8,800 cash. He has no taxable gain or de-
place a value on property in an arm’s- changes. The gain or loss is the difference ductible loss on the transaction, regardless
length transaction, that is strong evidence between the borrower’s adjusted basis of of the adjusted basis of his old cab. If Bill
of fair market value (FMV). If there is a the transferred property and the amount re- sold the old cab to a third party for $2,000
stated price for services, this price is alized. See Gain or Loss From Sales and Ex- and purchased a new one, he would have a
treated as their FMV, unless there is con- changes, earlier. recognized gain or loss on the sale of his old
trary evidence. For more information about foreclosures cab equal to the difference between the

and repossessions, see chapter 1 in Publica- amount realized and the adjusted basis ofExample.  In your business, you used a
tion 544.building that cost you $70,000. You made the old cab.
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Sale and purchase.  If you sell property and or beneficial interest, or other securities or Deferred Exchanges 
buy similar property in two mutually depen- evidences of debt or interest, or the ex- A deferred exchange is one in which you
dent transactions, you may be required to change of partnership interests. However, transfer property you use in business or hold
treat the sale and purchase as a single non- you may have a nontaxable exchange under for investment and, at a later time, you re-
taxable exchange. another provision, discussed later in this ceive like-kind property you will use in busi-

chapter. ness or hold for investment. (The propertyExample.  You used your car in your bus-
you receive is replacement property.) Theiness for 2 years. Its adjusted basis is $3,500
transaction must be an exchange (that is,and its trade-in value is $4,500. You are in-

Like Property property for property) rather than a transferterested in a new car that costs $10,500. Or-
of property for money that is used todinarily, you would trade your old car for the There must be an exchange of like property.
purchase replacement property. The ex-new one and pay the dealer $6,000. Your ba- The exchange of real estate for real estate change must also meet the identification andsis for depreciation of the new car will then and the exchange of personal property for receipt requirements (explained next).be $9,500 ($6,000 plus $3,500 basis for the

similar personal property are exchanges of For more information, see Deferred Ex-old car).
like property. For example, the trade of an changes in chapter 1 of Publication 544.Because you want your new car to have a
apartment house for a store building that yoularger basis for depreciation, you arrange to
rent out, or a panel truck for a pickup truck, is Identification requirement.  The propertysell your old car to the dealer for $4,500. You
a like-kind exchange. An exchange of per- must meet the identification requirement.then buy the new one for $10,500 from the
sonal property for real property does not The property to be received must be identi-same dealer. However, you are treated as
qualify as a like-kind exchange. fied by the date that is 45 days after the datehaving exchanged your old car for the new

you transfer the property given in the ex-one because the sale and purchase are re-
change. Any property received by that day isciprocal and mutually dependent. Your basis Real property.  An exchange of city prop-
considered to have been identified. Thefor depreciation for the new car is $9,500, erty for farm property, or improved property identification requirement may be met bythe same as if you traded the old car. for unimproved property is a like-kind ex- designating the property to be received in

change. The exchange of real estate you the contract between the parties. See Identi-Reporting the exchange.  Report the ex- own for a real estate lease that runs 30 years fying replacement property.change of like-kind property on Form 8824. or more is a like-kind exchange. However, If you transfer more than one property (asThe instructions for the form explain how to not all exchanges of interests in real prop- part of the same transaction) and the proper-report the details of the exchange. Report
erty qualify. For example, the exchange of a ties are transferred on different dates, thethe exchange even though no gain or loss is
life estate expected to last less than 30 identification period and the receipt periodrecognized.
years for a remainder interest is not a like- (discussed later) begin on the earliest dateIf you have any taxable gain because you
kind exchange. of the transfers.received money or unlike property, report it

The exchange of a remainder interest in Identifying replacement property.on Schedule D (Form 1040) or Form 4797,
You must identify the replacement propertyreal estate for a remainder interest in otherwhichever applies. You may also have to re-
in a signed written document and deliver it toreal estate is a like-kind exchange if the na-port ordinary income because of deprecia-
the other person involved in the exchange.ture and character of the two property inter-tion on Form 4797. See Like-Kind Ex-
You must clearly describe the replacementests are the same.changes and Involuntary Conversions in
property in the written document. For exam-Special rule for foreign real propertychapter 23.
ple, use the legal description or street ad-exchanges.  Real property located in the
dress for real property and the make, model,United States and real property locatedQualifying Property and year for a car. In the same manner, yououtside the United States are not considered

The property must be business or invest- can revoke an identification of replacementlike-kind property under the like-kind ex-ment property. Both the property you trade property at any time before the end of thechange rules. If you exchange foreign realand the property you receive must be held by identification period.property for property located in the Unitedyou for business or investment purposes. For more information on identifying re-States, any gain on the exchange is taxable.Neither may be property used for personal placement property, including alternative
Foreign real property is real property not lo-purposes, such as your home or family car. and multiple properties, see Deferred Ex-
cated in a state or the District of Columbia.The property must not be property you changes in chapter 1 of Publication 544.

The foreign real property exchange ruleprimarily hold for sale. The property you
does not apply to the replacement of con-trade and the property you receive must not Receipt requirement.  The exchange must
demned real property. Foreign and U.S. realbe property you sell to customers, such as meet the receipt transaction requirement.
property can still be considered like kindmerchandise. It must be property held for in- The property must be received by the earlier
under the rules for replacing condemnedvestment or property held for productive use of:
property to postpone gain on the condemna-in your trade or business. Machinery, build-

● The 180th day after the date on which you
tion. See Postponement of Gain, under In-ings, land, trucks, and rented houses are ex- transfer the property given up in the ex-

amples of property that may qualify. Invento- voluntary Conversions, in chapter 1 of Publi- change, or
ries, raw materials, accounts receivable, cation 544.

● The due date, including extensions, forother current assets, and real estate that
your tax return for the tax year in which thedealers hold for sale to customers are exam-

Personal property.  Depreciable tangible transfer of the property given up occurs.ples of property that do not qualify.
personal property can be either ‘‘like kind’’An exchange of the assets of a business

You must receive substantially the sameor ‘‘like class’’ to qualify for nonrecognitionfor the assets of a similar business cannot
proper ty  that  met  the ident i f icat iontreatment. Like-class properties are depre-be treated as an exchange of one property
requirement.ciable tangible personal properties within thefor another property. Whether you have en-

same General Asset Class or Product Class.gaged in a like-kind exchange depends on
Like-Kind Exchanges BetweenProperty classified in any General Assetan analysis of each asset involved in the ex-

Class may not be classified within a Productchange. However, see Exchanges of Multi- Related Parties 
Class. General Asset Classes describe theple Properties, later. Special rules apply to like-kind exchanges
types of property frequently used in manyThese rules for like-kind exchanges do made between related parties. These rules

not apply to exchanges of stocks, bonds, businesses. For more information, see chap- affect both direct and indirect exchanges.
notes, choses in action, certificates of trust ter 1 in Publication 544. Under these rules, if either party disposes of

Chapter 21 SALES AND EXCHANGES Page 101



the property within 2 years after the ex- Assumption of liabilities. If the other party received in the exchange that are of like kind
change, then the exchange is disqualified to a nontaxable exchange assumes any of or like class. See Like Property, earlier.
from nonrecognition treatment. The 2-year your liabilities, or you transfer property sub- For more information, see Multiple Prop-
holding period begins on the date of the last ject to a liability, you will be treated as if you erty Exchanges in chapter 1 of Publication
transfer of property which was part of the received cash in the amount of the liability. 544.
like-kind exchange. The gain or loss on the Example.  The facts are the same as in
original exchange must be recognized as of the preceding example, except the property Other Nontaxable
the date of that later disposition. you give up is subject to a $3,000 mortgage, Exchanges 

figure the gain realized and the amount of
The following discussions are of other ex-Related parties.  Under these rules, related gain to be taxed as follows:
changes that may be nontaxable.parties include, for example, you and a mem-

FMV of like property received . . . . . . . . . . $10,000ber of your family (spouse, brother, sister,
parent, child, etc.), you and a corporation in Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 Transfers Between Spouses 
which you have more than 50% ownership, Mortgage assumed on property given No gain or loss is recognized on a transfer of
and two partnerships in which you directly or up . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000 property from an individual to (or in trust for
indirectly own more than 50% of the capital the benefit of) a spouse, or to a formerTotal consideration received . . . . . . . . . . . $14,000
interest or profits. spouse if incident to divorce. This rule doesLess: Exchange expenses . . . . . . . . . . . . . (500)

For more information on related parties, not apply if the recipient-spouse is a nonresi-Amount realized . . . . . . . . . . . . . . . . . . . . . . . $13,500see Nondeductible Loss under Sales and dent alien. Nor does it apply to a transfer inLess: Adjusted basis of property youExchanges Between Related Parties in trust to the extent the adjusted basis of thetransferred . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,000)chapter 2 of Publication 544. property is less than the amount of the liabili-
Realized gain $ 5,500 ties assumed and the liabilities on the

Exceptions to the related party rules.  The property.
following kinds of property dispositions are The realized gain is taxed only up to For more information, see Property Set-
excluded from the related party rules: $3,500, the sum of the cash received tlements in Publication 504.

($1,000 –  $500 exchange expenses) and1) Dispositions due to the death of either
the mortgage ($3,000). Corporate Stock related person,

In certain cases, exchanges of corporate2) Involuntary conversions, or Unlike property given up.  If, in addition to stock are nontaxable. The rules for these ex-
like property, you give up unlike property,3) Dispositions if it is established to the changes follow.
you must recognize gain or loss only on thesatisfaction of the IRS that neither the
unlike property you give up. The gain or lossexchange nor the disposition had as a A corporation’s own stock.  A corporation
is equal to the difference between the fairmain purpose the avoidance of federal may dispose of its own stock, including trea-
market value of the unlike property and itsincome tax. sury stock, without having a taxable gain or
adjusted basis. loss.

For more information, see Like-Kind Ex- Example.  You exchange stock and real
changes Between Related Parties under estate that you held for investment for real Stock for stock of the same corporation.
Nontaxable Exchanges in chapter 1 of Publi- estate that you also intend to hold for invest- You may exchange common stock for com-
cation 544. ment. The stock you transfer has a fair mar- mon stock in the same corporation, or pre-

ket value of $1,000 and an adjusted basis of ferred stock for preferred stock in the same
$4,000. The real estate you exchange has aPartially Nontaxable Exchange corporation, without having a taxable gain or
fair market value of $19,000 and an adjusted loss.If, in addition to like property, you receive
basis of $15,000. The real estate you receivemoney or unlike property in a like-kind ex-
has a fair market value of $20,000. You do Convertible stocks and bonds.  If you con-change, you have a partially nontaxable ex-
not have a taxable gain on the exchange of vert corporate bonds into stock of the samechange. You are taxed on the gain you real-
the real estate because it qualifies as a non- corporation, or preferred stock into commonize, but only to the extent of the money and
taxable exchange. However, you must rec- stock of the same corporation, you will notthe fair market value of the unlike property
ognize (report on your tax return) a $3,000 have a taxable gain or loss. The conversionyou receive.
loss on the stock because the stock is unlike must be made according to the terms of theTo figure the amount of taxable gain, first
property. bond or preferred stock certificate.determine the fair market value of any unlike

property you receive and add it to the
Exchanges of Multipleamount of any money you receive. The total Property for stock.  If you transfer property

is the maximum amount of gain that can be to a corporation in exchange for stock or se-Properties 
taxed. Next, figure the amount of gain on the curities in that corporation, and immediatelyUnder the like-kind exchange rules, you
whole exchange, as discussed earlier under afterwards you are in control of the corpora-must generally make a property-by-property
Gain or Loss From Sales and Exchanges. tion, the exchange is usually not taxable.comparison to figure your recognized gain
Your taxable gain is the lesser of these two This rule applies both to individual investorsand the basis of the property you receive in
amounts. A loss is never deductible in a non- and to groups of investors who transferthe exchange. However, for exchanges of
taxable exchange, even if you receive unlike property to a corporation. It does not apply ifmultiple properties, you do not make a prop-
property or cash. the corporation is an investment company.erty-by-property comparison if you:

Control of a corporation.  To be in con-Example.  You exchange real estate Transfer and receive properties in two or trol of the corporation, you or your group ofheld for investment, having an adjusted ba- more exchange groups, or investors must own, immediately after thesis of $8,000, for other real estate that you
exchange, at least 80% of the total com-Transfer or receive more than one prop-want to hold for investment. The real estate
bined voting power of all classes of stock en-erty within a single exchange group.you receive has a fair market value of
titled to vote and at least 80% of the out-$10,000. You also receive $1,000 in cash.
standing shares of each class of nonvotingYou paid $500 in exchange expenses. Al- In this situation, you figure your recognized
stock.though the total gain realized on the transac- gain and the basis of the property you re-

tion is $2,500, only $500 ($1,000 cash re- ceive by comparing the properties within Example.  You and Bill Jones transfer
ceived minus the $500 exchange expenses) each exchange group. Each exchange property having a basis of $100,000 to a cor-
is recognized (included in your income). group consists of properties transferred and poration for stock having a fair market value
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of $300,000. This represents only 75% of each investor does not have to receive stock However, if the liabilities assumed give
each class of stock of that corporation. The in proportion to his or her interest in the prop- rise to a deduction when paid, such as a
other 25% was already issued to someone erty transferred. If a disproportionate trans- trade account payable or interest, no
else. You and Bill recognize a taxable gain of fer takes place, it will be treated for tax pur- gain is recognized.
$200,000 on the transaction. poses in accordance with its true nature. It

Services rendered.  The term property may be treated as if the stock were first re- 2) If there is no good business reason for
does not include services rendered or to be ceived in proportion and then some of it used the corporation to assume your liabili-
rendered to the issuing corporation. Stock to make gifts, pay compensation for ser- ties, or if your main purpose in the ex-
received for services is income to the vices, or satisfy the transferor’s obligations. change is to avoid federal income tax,
recipient. the assumption is treated as if you re-

Example.  You transfer property worth Money or other property.  If, in an other- ceived money in the amount of the
$35,000 and render services valued at wise nontaxable exchange of property for liabilities.
$3,000 to a corporation in exchange for corporate stock, you also receive money or
stock valued at $38,000. Right after the ex- property other than stock, you may have a
change you own 85% of the outstanding taxable gain. You are taxed only up to the Example.  You transfer property to a cor-
stock. No gain is included in income on the amount of money plus the fair market value poration for stock. You also receive $10,000
exchange of property. However, you recog- of the other property you receive. The rules in the exchange. Your adjusted basis in the
nize ordinary income of $3,000 as payment for figuring gain in this situation generally fol- transferred property is $20,000. The stockfor services you rendered. low those for a partially nontaxable ex- you receive has a fair market value (FMV) ofProperty of relatively small value.  The change, discussed earlier under Like-Kind $16,000. The corporation also assumes aterm property does not include property of Exchanges. If the property you give up in- $5,000 mortgage on the property. The gainrelatively small value when it is compared to cludes depreciable property, the taxable

realized is as follows:the value of stock and securities already gain may have to be reported as ordinary in-
owned or to be received for services by the come because of depreciation. See chapter
transferor, if the main purpose of the transfer FMV of stock received . . . . . . . . . . . . . . . . . . $16,00023. No loss is recognized.
is to qualify for the nonrecognition of gain or Cash received . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
loss by other transferors. Liability assumed by corporation . . . . . . . 5,000Liabilities.  If the corporation assumes your

Property transferred will not be consid- liabilities, or the property is taken subject to a Total received . . . . . . . . . . . . . . . . . . . . . . . . . . $31,000ered to be of relatively small value if its fair liability, the transfer is not generally treated Less: Adjusted basis of propertymarket value is at least 10% of the fair mar- as if you received money or other property. transferred . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000ket value of the stock and securities already There are two exceptions to this treatment.
Realized gain $11,000owned or to be received for services by the

1) If the liabilities the corporation assumestransferor.
are more than your adjusted basis in theStock received in disproportion to

The recognized gain is l imi ted toproperty you exchange, gain is recog-property transferred.  If a group of inves-
nized up to the amount of the excess.tors exchange property for corporate stock, $10,000, the amount of the cash received.
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loss on the sale of section 1231 property is that property is not deductible. You can de-
an ordinary loss. For more information, see duct a loss relating to personal use property
Section 1231 Property, in chapter 23. only if it results from a casualty or theft.22.
Sale of a business.  If you sell a businessGains and that you operate as a sole proprietorship, Noncapital Assets see chapter 27. If you sell your interest in aLosses: Capital partnership, see chapter 28. If you sell your This discussion lists and illustrates the six
interest in a corporation, see Publication exceptions to capital assets. They are:or Ordinary 550.

1) Property held mainly for sale to custom-
ers or property that will physically be-

Topics come part of merchandise for sale to
This chapter discusses: customers,

Important Change for ● Capital assets 2) Accounts or notes receivable acquired
in the ordinary course of your trade or● Noncapital assets1995 
business, or for services rendered as an

● Sales and exchanges between relatedCaution:  At the time this publication was be- employee, or from the sale of any
partiesing prepared for print, Congress was consid- properties described in (1),

ering tax law changes to capital gains and ● Hedging 3) Depreciable property used in your tradelosses that would affect your 1995 tax return
or business (even if fully depreciated),● Other Dispositionsand 1996 estimated taxes.

4) Real property used in your trade or● Losses on small business stockSee Publication 553, Highlights of 1995
business,(section 1244)Tax Changes, for further developments. In-

formation on these changes will also be 5) A copyright, literary, musical, or artistic● Figuring capital gains and losses
available electronicallly through our bulletin composition, a letter or memorandum,

● Maximum tax rate on capital gainsboard or via the Internet (see  page 34 of the or similar property—
Form 1040 Instructions).

a) Created by your personal efforts, orUseful Items
You may want to see: b) Prepared or produced for you (in the

case of a letter, memorandum, or sim-Important Reminder ilar property), orPublication
Investing in small business stock.  Begin- c) Acquired from a person who created□ 544 Sales and Other Dispositions
ning in 1998, investments in certain small the property or for whom the propertyof Assets
business stock held more than 5 years will was prepared, under circumstances

□ 550 Investment Incomequalify for a special tax benefit. If you sell or (for example, by gift) entitling you toand Expensesexchange the stock at a gain, only one-half the basis of the person who created
□ 551 Basis of Assetsof the gain will be subject to federal income the property, or for whom it was pre-

tax. For information on qualifying stock, see pared or produced, and
chapter 4 of Publication 550, Investment In- Form (and Instructions) 6) U.S. Government publications that youcome and Expenses.

□ Sch D (Form 1040) Capital Gains got from the government for free or for
and Losses less than the normal sales price, or that

you acquired under circumstances enti-□ 4797 Sales of Business Property
tling you to the basis of someone whoIntroduction
got the publications for free or for less

You must distinguish gains and losses as or- than normal sales price.
dinary or capital gains or losses (and capital Capital Assets 
gains or losses as either short-term or long- Property held mainly for sale to custom-For the most part, everything you own andterm gains or losses). These distinctions ers.  If you hold property mainly for sale touse for personal purposes or investment is aneed to be made to arrive at your net capital customers, it is noncapital asset. Whethercapital asset.  For exceptions to capital as-gain or loss. property is held mainly for sale to customerssets, see Noncapital Assets, next.For individuals, a net capital gain may be is a question of fact to be judged in eachSome examples of capital assets are:taxed at a lower tax rate than ordinary in- case. Among the factors to be considered
come. Your deduction for a net capital loss ● Stocks and bonds; are:
may be limited. See Figuring Capital Gains

● A home owned and occupied by you and 1) The purpose for which the property isand Losses later.
your family; acquired,

● Timber grown on your home property or in-Capital gain or loss.  Generally, you will 2) The development of the property be-
vestment property, even if casual sales ofhave a capital gain or loss if you sell or ex- tween the time it was acquired and sold,
the timber are made;change a capital asset. You may also have a 3) The number and frequency of sales,

capital gain if you sell or exchange section ● Household furnishings; and
1231 property.

● A car used for pleasure or commuting; 4) The time the property is held before it isSection 1231 property.  Generally, this
sold.is property held more than 1 year and either ● Coin or stamp collections;

used in a trade or business or held for the
● Gems and jewelry; and

production of rents or royalties. Section Example.  You manufacture and sell
● Gold, silver, or any other metal.1231 property also includes any property (in- steel cable, which you deliver on returnable

cluding a capital asset used in a trade or bus- reels that are depreciable property. Custom-
iness) that is subject to an involuntary con- Personal use property.  Property held for ers make deposits on the reels, which you
version. A net gain on the sale of section personal use is a capital asset. Gain from a refund if the reels are returned in a year. If
1231 property is a capital gain unless the sale or exchange of a capital asset is a capi- they are not returned, you keep each deposit
gain is subject to the recapture rule. A net tal gain. A loss from the sale or exchange of as the agreed-upon sales price. Most reels
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are returned within the one-year period. You a) A corporation and a partnership if the property from a related party who had a loss
same persons own more than 50% inkeep adequate records showing deprecia- that was not allowable and you later sell or
value of the outstanding stock of thetion and other charges to the capitalized exchange the property at a gain, you recog-
corporation and more than 50% ofcost of the reels. Under these conditions, the nize the gain only to the extent that it is more
the capital interest or profits interestreels are not property held for sale to cus- than the loss not allowed to the related party.
in the partnership.tomers in the ordinary course of your busi- This rule applies only if you are the original

ness. Any gain or loss resulting from their not transferee.b) Two corporations that are members
being returned may be capital or ordinary, of the same controlled group as de- Example.  Your brother sold stock to you
depend ing  on  your  sec t ion  1231 fined in section 1563(a) of the Internal for $7,600. His cost basis was $10,000. His
transactions. Revenue Code, except that ‘‘more loss of $2,400 was not deductible. You later

than 50%’’ is substituted for ‘‘at least sell the same stock to an unrelated party for
Letters and memorandums.  Letters, 80%’’ in that definition. $10,500, realizing a gain of $2,900 ($10,500
memorandums, and similar property (such – $7,600). Your recognized gain is onlyc) Two S corporations, if the same per-
as drafts of speeches, recordings, tran- $500, the excess gain over the $2,400 losssons own more than 50% in value of
scripts, manuscripts, drawings, or photo- not allowed to your brother.the outstanding stock of each
graphs) are not treated as capital assets if corporation.
your personal efforts created them or they

d) Two corporations, one of which is anwere prepared or produced for you. Nor is
S corporation, if the same personthis property a capital asset if your basis in it Hedging
owns more than 50% in value of theis determined by reference to the person (Commodity Futures)outstanding stock of eachwho created it or the person for whom it was
corporation.prepared. For this purpose, letters and A commodity futures contract is a standard-

memorandums addressed to you are consid- ized, exchange-traded contract for the sale
Controlled partnership transactions.  Forered prepared for you. If letters or memoran- or purchase of a fixed amount of a commod-
special rules that apply to sales and ex-dums are prepared by persons under your ity at a future date for a fixed price. The
changes of property between certain per-administrative control, they are considered holder of an option on a futures contract has
sons and partnerships, see in chapter 28.prepared for you whether or not you review the right (but not the obligation) for a speci-

them. fied period of time to enter into a futures con-
Determining control.  For purposes of the tract to buy or sell at a particular price. A for-
above rules, use the following discussion to ward contract is generally similar to a futures
determine if you control an entity. contract except that the terms are not stan-Sales and Exchanges 1) Stock or a partnership interest owned, dardized and the contract is not exchange

directly or indirectly, by or for a corpora- traded.Between Related
tion, partnership, estate, or trust is Businesses may enter into commodity fu-Parties treated as being owned proportionately tures contracts or forward contracts and
by or for its shareholders, partners, or may acquire options on commodity futuresIf a gain is recognized on the sale or ex- beneficiaries. (However, for a partner- contracts as either:change of property, including a leasehold or ship interest owned by or for a C corpo-

Transactions that are entered in the nor-a patent application, that is depreciable pro ration, this applies only to shareholders
mal course of business primarily toperty in the hands of the party who receives who own, directly or indirectly, 5% or
reduce the risk of interest rate orit, the gain may be ordinary income. The gain more in value of the stock of the

is ordinary income if the transaction is either price changes or currency fluctua-corporation.)
directly or indirectly between: tions with respect to borrowings, ordi-

2) An individual is treated as owning the nary property, or ordinary obligations
1) A person and the person’s controlled stock or a partnership interest owned, (hedging transactions). (Ordinary

entity or entities (discussed below), directly or indirectly, by or for the individ- property or obligations are those that
ual’s family, including only brothers and2) A taxpayer and any trust in which the cannot produce capital gain or loss
sisters (either whole or half), spouse,taxpayer (or his or her spouse) is a ben- under any circumstances.)
ancestors, and lineal descendants.eficiary, unless the beneficiary’s interest Transactions that are not hedging

in the trust is a remote contingent inter- 3) Stock or a partnership interest con- transactions.
est; that is, the value of the interest structively owned by a person under
computed actuarially is 5% or less of rule (1), for applying rules (1) and (2), is Futures transactions that are not hedgingthe value of the trust property, or treated as actually owned by that per- transactions generally result in capital gain

son. But stock or a partnership interest3) An employer (and any person related to or loss. There is a limit on the amount of cap-
constructively owned by an individualthe employer under rules (1) and (2)) ital losses you can deduct each year.
under rule (2) will not be treated asand a welfare benefit fund (within the The termination of a contract that is part
owned by the individual for applying rulemeaning of section 419(e) of the Inter- of a hedge produces ordinary gain or loss.
(2) to make another person the con-nal Revenue Code) that is controlled di- For instance, ordinary gain or loss results
structive owner of that stock or partner-rectly or indirectly by the employer (and from offset or exercise of a futures contract
ship interest.any person related to the employer). that protects against price changes in a busi-

ness’ inventory. On the other hand, con-
tracts that protect against price changes ofA person’s controlled entity is:

Nondeductible Loss noninventory supplies give rise to capital
1) A corporation in which more than 50% gain or loss. However, if a business sells onlyNo deduction is allowable for losses fromof the value of all outstanding stock, or a a negligible amount of noninventory supply,sales or exchanges of property (other thanpartnership in which more than 50% of a transaction to hedge the purchase of thatcorporate liquidations) directly or indirectlythe capital interest or profits interest, is

supply is treated as a hedging transaction if itbetween the related taxpayers listed underowned, directly or indirectly, by or for
occurred after July 17, 1994. Ordinary gainRelated persons in chapter 3.that person.
or loss treatment is also available for certain

2) An entity whose relationship with that hedges of the purchase of noninventory sup-Property received from a related party.
person is one of the following: plies that occurred in a tax year that endedIf, in a purchase or exchange, you received
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before July 18, 1994, and that, as of Septem- chapter 13 for information on amortizable in- productivity, use, or disposition of the patent.
tangible property, and chapter 12 for infor- For information on the treatment of capitalber 1, 1994, were still open for assessment
mation on depreciable intangible property. assets held for more than one year, see Fig-of tax. See Regulation section 1.1221-
Gain or loss on dispositions of other intangi- uring Capital Gains and Losses later.2(g)(3) for details.
ble property is ordinary or capital gain or loss This treatment applies to your transfer ofIf you have numerous transactions in the
depending on whether the property is a capi- a patent if you meet all of the followingcommodity futures market during the year,
tal asset or a noncapital asset. conditions:you must show which transactions are hedg-

The following discussions explain specialing transactions. Clearly identify a hedging 1) You are the holder of the patent.
rules that apply to certain dispositions of in-transaction on your books and records

2) You transfer the patent other than bytangible property.before the end of the day you entered into
gift, inheritance, or devise.the transaction. It may be helpful to have

Section 197 Intangibles 3) You transfer all substantial rights to theseparate brokerage accounts for your hedg-
patent or an undivided interest in alling and nonhedging transactions. Section 197 intangibles are certain in-
such rights.The identification must not only be on, tangibles acquired after August 10, 1993 (af-

and retained as part of, your books and ter July 25, 1991, if elected), and held in con- 4) You do not transfer the patent to a re-
records but must specify both the hedging nection with the conduct of a trade or lated person.
transaction and the item, items, or aggregate business or an activity entered into for profit,

whose costs are amortized over 15 years.risk that is being hedged. The identification Holder.  You are the holder of a patent if you
Section 197 intangibles are listed in chapterof the hedged item, items, or risk must be are either:
13 under Amortization of Certain Intangibles.made no more than 35 days after entering

The individual whose effort created theThe following special rules apply to dis-into the hedging transaction. These rules ap-
patent property and who qualifies aspositions of section 197 intangibles.ply to hedging transactions entered into after
the original and first inventor or joint1993, or hedging transactions entered into
inventor, orbefore 1994 and remaining in existence on Covenant not to compete.  A covenant not

to compete (or similar arrangement) that is aMarch 31, 1994. For exceptions, see Regu- The individual who purchased an interest
section 197 intangible cannot be treated aslation section 1.1221-2(g). in the patent from the inventor before
disposed of or worthless before you haveFor more information, see chapter 4 in the invention was tested and oper-
disposed of your entire interest in the tradePublication 550. ated successfully under operating
or business for which the covenant was en- conditions, and who is neither related
tered into. Members of the same controlled to, nor the employer of, the inventor.
group of corporations and commonly con-
trolled businesses are treated as a single en-Other Dispositions Substantial rights.  All substantial rights to
tity in determining whether a member has patent property are all rights that are of valueThis section discusses some special rules disposed of its entire interest in a trade or when they are transferred. A security inter-for determining the treatment of gain or loss business. est (such as a lien), or a reservation callingfrom various dispositions of property.

for forfeiture for nonperformance, is not
Nondeductible loss.  You cannot deduct a treated as a substantial right for these rules
loss from the disposition or worthlessness of and may be kept by you as the holder of theAbandonments 
a section 197 intangible that you acquired in patent.Loss from abandonment of business or in- the same transaction (or series of related In the following transfers of patent rights,vestment property is deductible as an ordi- transactions) as another section 197 intangi- all substantial rights are not transferred, andnary loss, even if the property is a capital as- ble you still hold. Instead, you must increase the holder is not entitled to the special taxset. The loss is the amount of the property’s the adjusted basis of your retained section treatment:adjusted basis when abandoned. However, 197 intangible by the amount of nondeduct-

if the property is later foreclosed on or repos- 1) The rights are limited geographicallyible loss. If you retain more than one section
sessed, gain or loss is figured as discussed within a country. (But a transfer of rights197 intangible, increase each intangible’s

that are limited to one or more wholein chapter 21 under Foreclosures and Re- adju sted basis. Figure the increase by an
countries could be a transfer of all sub-possessions. The abandonment loss is amount figured by multiplying the nonde-
stantial rights.)taken in the tax year in which the loss is sus- ductible loss amount by a fraction, the nu-

tained. You may not deduct any loss from merator of which is the intangible’s adjusted 2) The rights are limited to a period less
abandonment of your personal residence or basis on the date of the loss and the denomi- than the remaining life of the patent.
other property held for personal use. nator of which is the total adjusted basis of

3) The rights are limited to fields of useFor more information about abandon- all retained intangibles on the date of the
within trades or industries and are lessments, see chapter 2 in Publication 544. loss.
than all the rights that exist and have

In applying this rule, members of the value at the time of the transfer.
same controlled group of corporations andDispositions of Intangible

4) The rights are less than all the claims orcommonly controlled businesses are treated
Property inventions covered by the patent thatas a single entity. For example, a corporation

exist and have value at the time of thecannot deduct a loss on the sale of a sectionIntangible property is any personal property
transfer.197 intangible if, after the sale, a member ofthat has value but cannot be seen or

the same controlled group retains other sec-touched. It includes such items as patents,
tion 197 intangibles that were acquired in the Related persons.  The special tax treat-copyrights, and the goodwill value of a
same transaction as the intangible sold. ment does not apply if the transfer is eitherbusiness.

directly or indirectly between you and a re-Gain or loss on the sale or exchange of
lated person as defined under Related per-Patentsamortizable or depreciable intangible prop-
sons, in chapter 3, with the followingerty held more than 1 year (other than an Under a special rule, the transfer of a patent
changes:amount recaptured as ordinary income) is a by an individual is treated as a sale or ex-

section 1231 gain or loss. The treatment of change of a capital asset held more than 1) Members of your family include your
section 1231 gain or loss and the recapture one year. This applies even if the payments spouse, ancestors, and lineal descend-
of amortization and depreciation as ordinary for the patent are made periodically during ants, but not your brothers, sisters, half-
income are explained in chapter 23. See the transferee’s use or are contingent on the brothers, or half-sisters.
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2) Substitute ‘‘25% or more’’ ownership loss on their sale or trade generally is a capi- the election would apply. If the timber is part-
tal gain or loss. If you are a dealer, the sale isfor ‘‘more than 50%’’ in that listing. nership property, the election is made on the
ordinary income reportable on Schedule C partnership return. This election cannot be
(Form 1040). made on an amended return.If you fit within the definition of a related

person independent of family status, the Once you have made the election, it re-
brother-sister exception in (1), above, does mains in effect for all later years unless youTimber
not apply. Thus, a transfer between a brother revoke it. You may revoke an election youStanding timber you held as investment
and a sister (as beneficiary and fiduciary of a made for a tax year beginning after 1986property is a capital asset. Gain or loss from
trust) is a transfer between related parties. only if you can show undue hardship and getits sale is capital gain or loss reported on
The brother-sister exception does not apply the consent of the IRS. Thereafter, you maySchedule D (Form 1040). If you held the tim-
because the trust relationship is indepen- not make any new election unless you haveber primarily for sale to customers, it is not a
dent of the family status. the consent of the IRS.capital asset. Gain or loss on the sale is ordi-

Special revocation.  A special rule fornary income or loss reported on the gross re-
any election you made for a tax year begin-Contract for Services ceipts/sales and cost of goods sold lines of
ning before 1987 allows you to revoke theyour return. Special rules apply, however, ifA contract for services is not a capital asset.
election for any tax year ending after 1986you owned the timber more than 1 year andIf you assign or sell such a contract, and the
without the consent of IRS. You can revokeyou choose to either:assignee or purchaser is only entitled to
the election by attaching a statement to yourcompensation for services under the terms 1) Treat timber cutting as a sale or ex-
tax return for the year the revocation is to beof the contract for its remaining life, the change, or
effective. If you make this special revoca-amount you receive is ordinary income. 

2) Enter into a cutting contract. tion, which can be made only once, you can
still make a new election without the consentFranchise, Trademark, or Trade Under these rules, discussed below, disposi- of the IRS. Any further revocation will requireName tion of the timber is treated as a sale or ex- the consent of the IRS.

change of section 1231 property. Gain orIf you transfer or renew a franchise, trade- The statement must provide:
loss is reported on Form 4797. Depletion onmark, or trade name for a price that is contin-

1) Your name, address, and identificationtimber is discussed under Timber in chaptergent on its productivity, use, or disposition,
number,13.the amount you receive is generally treated

as an amount realized from the sale of a 2) The year the revocation is effective and
Christmas trees.  Evergreen trees, such asnoncapital asset. A franchise includes an timber to which it applies,
Christmas trees, that are more than 6 yearsagreement that gives one of the parties the

3) That the revocation being made is of theold when severed from their roots and soldright to distribute, sell, or provide goods, ser-
for ornamental purposes, are included in the election to treat cutting of timber as avices, or facilities within a specified area.
term ‘‘timber.’’ They qualify for both rules, sale or exchange under section 631(a)If you keep any significant power, right, or
discussed next. of the Internal Revenue Code,continuing interest in the subject matter of a

franchise, trademark, or trade name that you 4) That the revocation is being madeTimber cutting treated as a sale or ex-transfer or renew, the amount you receive is under section 311(d) of Public Law 99-change.  Under the general rule, the cuttingordinary royalty income, rather than an 514, andof timber results in no gain or loss. It is notamount realized from a sale or exchange.
until a sale or exchange occurs that gain or 5) That you are entitled to make the revo-
loss is realized. But if you owned or had a cation under section 311(d) of PublicSignificant power.  Significant power, right,
contractual right to cut timber, you may Law 99-514 and temporary Income Taxor continuing interest in a franchise, trade-
choose to treat the cutting of timber as a sale Regulation section 301.9100–7T.mark, or trade name includes, but is not lim-
or exchange in the year it is cut. Even thoughited to, the following rights in the transferred
the cut timber is not actually sold or ex-interest: Gain or loss.  Your gain or loss on the
changed, you report your gain or loss on the cutting of standing timber is the difference1) A right to disapprove any assignment of cutting for the year the timber is cut. Any between its adjusted basis for depletion andthe interest, or any part of it. later sale results in ordinary income or loss. its fair market value on the first day of your
See Example, later.2) A right to end the agreement at will. tax year in which it is cut.

Qualifying for treatment under this
3) A right to set standards of quality for Example.  In April 1995, you ownedrule.  For your timber to qualify for this treat-

products used or sold, or for services 4,000 MBF (1,000 board feet) of standingment, you must:
provided, and for the equipment and fa- timber for more than 1 year. It has an ad-1) Own, or hold a contractual right to cut,cilities used to promote such products justed basis for depletion of $40 per MBF.the timber for a period of more than 1or services. You are a calendar year taxpayer. On Janu-year before it is cut,

4) A right to make the recipient sell or ad- ary 1, 1995, the timber had a fair market
2) Cut the timber for sale or use in yourvertise only your products or services. value (FMV) of $120 per MBF. It was cut in

trade or business, and April for sale. On your 1995 tax return, you5) A right to make the recipient buy most
3) Elect to treat the cutting of timber as a elect to treat the cutting of the timber as asupplies and equipment from you.

sale or exchange of property used in a sale or exchange. You report the difference
6) The right to get payments based on the trade or business (regardless of between the FMV and your adjusted basis

productivity, use, or disposition of the whether the timber is includible in inven- for depletion as a gain. This amount is re-
transferred item of interest if such pay- tory or held primarily for sale to ported on Form 4797 along with your other
ments are a substantial part of the customers). section 1231 gains and losses to figure
transfer agreement. whether it is treated as capital gain or as or-

Election.  You make the election on your dinary gain. You figure your gain as follows:
return for the year the cutting takes place by
including in income the gain or loss on the FMV of timber on Precious Metals and
cutting, and including a computation of your January 1, 1995 . . . . . . . . . . . . . . . . . . . . . $480,000Stones, Stamps, and Coins gain or loss. You do not have to make the Less: Adjusted basis for depletion . . . . 160,000

These items are capital assets except when election in the first year you cut timber. You Section 1231 gain $320,000they are held for sale by a dealer. Any gain or may choose to make it in any year to which
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The FMV becomes your basis in the tim- year). This amount is included on Form 4797 The stock must be issued to the individ-
ual taking the loss.  The ordinary loss de-ber cut, and a later sale of the cut timber, in- along with your other section 1231 gains and
duction is available only to the original ownercluding any by-product or tree tops, will re- losses.
of this stock. To claim a deductible loss onsult in ordinary income or loss. You are considered an owner if you own
stock issued to your partnership, you mustor sublet an economic interest in the coal or
have been a partner when the stock was is-Cutting contract.  If you own standing tim- iron ore in place. If you own only an option to
sued and remain so until the time of the loss.ber and dispose of it under a cutting con- buy the coal in place, you do not qualify as an
You add your distributive share of the part-tract, you must treat the disposal as a sale or owner. In addition, this special gain or loss
nership loss to any individual loss you mayexchange if you held the timber for more treatment does not apply to income realized
have on the stock before applying the ordi-than 1 year before its disposal. You must by an owner who is a co-adventurer, partner,
nary loss limits.also retain an economic interest in it. or principal in the mining of coal or iron ore.

Stock distributed by the partnership.The difference between the amount real- The expenses of making and administer-
If the partnership distributes the stock to theized from the disposal of the timber and it’s ing the contract under which the coal or iron
partners, the partners will not be able to treatadjusted basis for depletion is treated as ore was disposed of and the expenses of
any later loss on that stock as an ordinarygain or loss on its sale. This amount must be preserving the economic interest kept under
loss.included on Form 4797 along with your other the contract are not allowed as deductions in For more information about the treat-section 1231 gains and losses to figure figuring taxable income. Rather, their total ment of losses on small business stock, seewhether it is treated as capital or ordinary along with the adjusted basis is deducted chapter 4 in Publication 550.gain or loss. from the amount received to determine the

Date of disposal.  This is the date the gain. If the total of these expenses plus the
timber is cut. However, if you receive pay- adjusted depletion basis is more than the
ment under the contract before the timber is Figuring Capitalamount received, the result is a loss.
cut, you may choose to treat the date of pay-
ment as the date of disposal. This election is Gains and Losses 

Special rule.  The above treatment does noteffective only to figure the holding period of
If you have a gain or loss from the dispositionapply if you dispose of the iron ore or coal di-the timber. It has no effect on the time for re-
of a capital asset, it is a capital gain or loss.rectly or indirectly to:porting gain or loss. The election is made by
Likewise, you may have a capital gain froma statement attached to the tax return filed 1) A related person (defined under Related the disposition of a noncapital asset, if it isby the due date (including extensions) for the persons in chapter 3), whose relation- section 1231 property (discussed in chapteryear payment is received. The statement ship to you would result in the disallow- 23). However, a net section 1231 loss is anidentifies the advance payments subject to ance of a loss, or ordinary loss, and not a capital loss.the election and the contract under which

2) An individual, trust, estate, partnership,they were made.
Long and short term.  The treatment of aassociation, company, or corporationOwner.  The owner is any person who capital gain or loss depends on how long youowned or controlled directly or indirectlyowns an economic interest in the timber, in- own the asset before you sell or exchange it.by the same interests that own or con-cluding a sublessor and the holder of a con- The time you own an asset before disposingtrol your business.tract to cut timber. of it is the holding period.

Economic interest.  An economic inter- If you hold a capital asset 1 year or less,
est in standing timber means you acquired the gain or loss from its disposition is short
an interest by investment and get, by any term. If you hold a capital asset for more than
form of legal relationship, income from cut- 1 year, the gain or loss from its disposition isLosses on Smallting that timber, for a return of your capital long term.
investment. Business Stock
Tree stumps.  Tree stumps are a capital as- (Section 1244) Table 22-1. Do I Have a Short-Termset if they are on land held by an investor

or Long-Term Gain orAn individual (not including a trust or estate)who is not in the timber or stump business as
Loss?can deduct, as an ordinary loss, a loss on thea buyer, seller, or processor. Gain from the

sale, exchange, or worthlessness of smallsale of stumps sold in one lot by such a If you hold the Then you have a:
business stock. This ordinary loss is re-holder is taxed as a capital gain. However, property:
ported on line 11, Part II of Form 4797. If youtree stumps held by timber operators after

One year or less Short-term capitalare reporting a loss on an asset used in athe saleable standing timber was cut and re-
gain or lossmoved from the land are considered by- passive activity, use Form 8582, Passive Ac-

products. Gain from the sale of stumps in tivity Loss Limitations, to see how much of a More than one Long-term capital
lots or tonnage by such operators is taxed as loss is allowed on Form 4797. The gain on year gain or loss
ordinary income. the stock, however, is a capital gain if the

stock is a capital asset in your hands. Do not
offset the gains against the losses that areCoal and Iron Ore These distinctions are essential to cor-within the ordinary loss limits, even if theIf you own, for more than 1 year, coal (includ- rectly arrive at your net capital gain or loss.transactions are in stock of the same corpo-ing lignite) or iron ore mined in the United Capital losses are allowed in full against
ration. Report the gain on Schedule D (FormStates and dispose of it under a contract in capital gains plus up to $3,000 of ordinary
1040).which you keep an economic interest in the income.

coal or iron ore, the disposition is treated as
Ordinary loss.  The ordinary loss that youa sale of section 1231 property. For this rule, Holding period.  To figure if you held prop-
can deduct on this stock is l imited tothe date the coal or iron ore is mined is con- erty more than 1 year, start counting on the
$50,000. On a joint return, the limit issidered the date of its disposal. day following the day you acquire the prop-
$100,000 even if only one spouse has thisYour gain or loss is the difference be- erty. The same date of each following
type of loss. Thus, if your loss is $110,000tween the amount realized from disposal of month is the beginning of a new month re-
and your spouse has no loss, you may de-the coal or iron ore and its adjusted basis for gardless of the number of days in the pre-
duct $100,000 on a joint return. The remain-cost depletion (increased by certain expend- ceding month. The day you dispose of the

itures not allowed as deductions for the tax ing $10,000 is a capital loss. property is part of your holding period.
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Table 22-2. Holding Period for Different Types of Acquisitions Treatment of
Capital LossesType of acquisition: When your holding period starts:
If your capital losses are more than your
capital gains, you must deduct the excessStocks and bonds bought on Day after trading date you bought security. Ends on
even if you do not have ordinary income toa securities market trading date you sold security.
offset it. The yearly limit on the amount of
the capital loss you can deduct is $3,000U.S. Treasury notes and If bought at auction, day after notification of bid
($1,500 if you are married and file a sepa-bonds acceptance. If bought through subscription, day after
rate return).subscription was submitted.

Nontaxable exchanges Day after date you acquired old property. Capital loss carryover.  Generally, you
have a capital loss carryover if either of the

Gift If your basis is giver’s adjusted basis, same day as giver’s following situations applies to you:
holding period began. If your basis is FMV, day after date

1) Your excess capital loss is more thanof gift.
the yearly limit, or

2) The amount shown on line 35, FormReal property bought Generally, day after date you received title to the property.
1040 (your taxable income without
your deduction for exemptions), is lessReal property repossessed Day after date you originally received title to the property

but does not include time between the original sale and than zero.
date of repossession.

If either of these situations applies to you in
1995, complete the Capital Loss Carryover
Worksheet, provided in the instructions toExample.  If you bought an asset on actual contract of sale. The holding period
Schedule D (Form 1040), to figure theJune 18, 1995, you should start counting of the seller cannot end before that time.
amount of your loss that you can carry overon June 19, 1995. If you sell the asset on Repossession.  If you sell real property
to 1996.June 18, 1996, your holding period is not but keep a security interest in it and then

In 1996, you will treat the carryover lossmore than 1 year, but if you sell it on June later repossess it, your holding period for a
as if it occurred in that year. It will be com-19, 1996, your holding period is more than later sale includes the period you held the
bined with any capital gains and losses you1 year. property before the original sale, as well as
have in 1996, and any excess capital lossInherited property.  If you inherit prop- the period after the repossession. Your
will be subject to the limit for that year. Anyerty, you are considered to have held the holding period does not include the time
loss not used in 1996 will be carried over toproperty for more than 1 year even if you between the original sale and the repos-
1997. When you carry over a loss, it retainsdispose of it within 1 year after the dece- session. That is, it does not include the pe-
its original character as either short term ordent’s death. riod during which the first buyer held the
long term.Installment sale.  The gain from an in- property.

stallment sale of a capital asset qualifying Example.  Bob and Gloria Sampson
for long-term capital gain treatment in the sold property in 1995. The sale resulted inNet Gain or Loss 
year of sale continues to be long term in a capital loss of $7,000. The Sampsons

The totals for short-term capital gains andlater tax years. If it is short term in the year had no other capital transactions. On their
losses and the totals for long-term capitalof the sale, it continues to be short term joint 1995 return, the Sampsons deduct
ga ins  and losses must  be  f iguredwhen payments are received in later tax $3,000, the yearly limit. They had taxable
separately.years. income of $2,000. The unused part of the

Nontaxable exchanges.  If you ac- loss, $4,000 ($7,000 –  $3,000), is carried
Net short-term capital gain or loss.quire an asset in exchange for another as- over to 1996. The allowable $3,000 deduc-
First, combine your short-term capitalset and your basis for the new asset is fig- tion is considered used in 1995.
gains and losses. Do this by adding up allured, in whole or in part, by your basis in If the Sampsons’ capital loss had been
your short-term capital gains. Then add upthe old property, the holding period of the $2,000, it would not have been more than
all your short-term capital losses. Subtractnew property includes the holding period of the yearly limit. They would have no carry-
one total from the other. The result is yourthe old property. That is, it begins on the over to 1996.
net short-term capital gain or loss.same day as your holding period for the old Joint and separate returns.  On a joint

Next, follow the same steps to combineproperty. return, the capital gains and losses of a
your long-term capital gains and losses.Corporate liquidation.  The holding husband and wife are figured as the gains
The result is your net long-term capital gainperiod for property you receive in a liquida- and losses of an individual. If you are mar-
or loss.tion generally starts on the day after you re- ried and filing a separate return, your yearly

ceive it if gain or loss is recognized. capital loss deduction is limited to $1,500.
Net gain.  If the total of your capital gains isGifts. If you receive a gift of property Neither you nor your spouse may deduct
more than the total of your capital losses,and your basis in it is figured using the do- any part of the other’s loss.
the excess is taxable. This net gain is gen-nor’s basis, your holding period includes If you and your spouse once filed sepa-
erally taxed at the same rate as your ordi-the donor’s holding period. See Publication rate returns and are now filing a joint re-
nary income. However, the part that is not551. turn, combine your separate capital loss
more than your net long-term capital gain isReal property.  To figure how long you carryovers. However, if you and your
taxed at a rate no higher than 28%. Seeheld real property, start counting on the spouse once filed jointly and are now filing
Maximum Tax Rate on Capital Gains, later.day after you received title to it or, if earlier, separately, any capital loss carryover from

the day after you took possession of it and the joint return can be deducted only on
assumed the burdens and privileges of Net loss.  If the total of your capital losses the return of the spouse who actually had
ownership. is more than the total of your capital gains, the loss.

However, taking possession of real the excess is deductible. But there are lim- Death of taxpayer.  Capital losses
property under an option agreement is not its on how much loss you can deduct, and cannot be carried over after a taxpayer’s
enough to start the holding period. The when you can deduct it. See Treatment of death. They are deductible only on the final
holding period cannot start until there is an Capital Losses, next. income tax return filed on the decedent’s
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behalf. The capital loss limit discussed ear- capital gains. The maximum tax rate on a also be available electronically through the
lier still applies in this situation. Even if the net capital gain (the smaller of line 17 or 18 IRS bulletin board or via the Internet (see
loss is greater than the limit, the dece- of Schedule D, Form 1040) is 28%. Net page 34 of the Form 1040 Instructions).
dent’s estate cannot deduct the excess or capital gain is the excess of net long-term However, if you elect to include any
carry it over to following years. capital gain for the year over the net short- part of a net capital gain from a disposition

term capital loss for the year. To figure the of investment property in investment in-
Corporations.  A corporation can deduct tax on your net capital gain, see the Form come for figuring your investment interest
capital losses only up to its capital gains. In 1040 instructions. deduction, you must reduce the net capital
other words, if a corporation has an excess gain eligible for the 28% rate by the same
capital loss, it cannot deduct the loss in the Caution:  As this publication was being amount. You make this election on Form
current tax year. It carries the loss to other prepared for print, Congress was consider- 4952, Investment Interest Expense Deduc-
tax years and deducts it from capital gains ing legislation that would affect capital tion, line 4e. For information on making this
occurring in those years. For more informa- gains and losses. The line numbers on election, see the instructions to Form
tion, see Publication 542, Tax Information Schedule D (Form 1040) could change for 4952. For information on the investment in-
on Corporations. 1995. See Publication 553, Highlights of terest deduction, see chapter 3 in Publica-

1995 Tax Changes, for further develop- tion 550.
ments. Information on these changes will

Maximum Tax Rate
on Capital Gains 
The 31%, 36%, and 39.6% income tax
rates for individuals do not apply to net
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● Depreciation recapture on real Leaseholds.  Leaseholds used in a trade
property or business and held for more than 1 year

qualify as section 1231 property.23.
● Other dispositions

Timber, coal, and iron ore.  Gain or lossDispositions of Useful Items from the cutting of timber and the disposal
You may want to see: of timber, coal, or domestic iron ore with aDepreciable retained economic interest, as described in

Publication chapter 22 under Timber and Coal and IronProperty Ore is subject to section 1231 treatment.
□ 526 Charitable Contributions

□ 534 Depreciating Property Placed Condemnations.  The gain or loss on con-
in Service Before 1987 demnations (described in  chapter 25) is

treated as section 1231 gain or loss if the□ 537 Installment SalesImportant Changes 
property was held for more than 1 year.

□ 542 Tax Information onCaution.  As this publication was being This includes business property and capi-
Corporationsprepared for print, Congress was consider- tal assets held in connection with a trade or

ing tax law changes to capital gains and business or transaction entered into for□ 544 Sales and Other Dispositions
losses that would affect your 1995 tax re- profit, such as investment property. Prop-of Assets
turn and 1996 estimated taxes. See Publi- erty held for personal use is not included.

□ 551 Basis of Assetscat ion 553, Highl ights of 1995 Tax Casualty and theft gains and losses.
Changes, for further developments. Infor- For casualty and theft gains and losses to□ 559 Survivors, Executors, and
mation on these changes will also be avail- receive section 1231 treatment, the prop-Administrators
able electronically through our bulletin erty must be held for more than 1 year.

□ 946 How To Depreciate Propertyboard or via the Internet (see page 34 of These include casualty to or theft of busi-
the Form 1040 Instructions). ness property, property held for the pro-

Form (and Instructions) duction of rents and royalties, and invest-
ment property (such as notes and bonds).

□ 4797 Sales of Business Property
Insurance payments or other reimburse-Introduction ment must be taken into account in arriving
at the net gain or loss. However, if yourIf you dispose of depreciable or amortiza-
casualty or theft losses exceed your casu-ble property at a gain, you may have to Section 1231 Property
alty or theft gains, neither the gains nor thetreat all or part of the gain as ordinary

Real property and depreciable or amortiza- losses are taken into account in the sec-income.
ble personal property used in a trade or tion 1231 computation.
business or held for the production of rents For more information on casualties andRecords.  To figure any gain that must be
or royalties and held more than 1 year is thefts, see chapter 25.reported as ordinary income, you must
section 1231 property. Gain or loss recog-keep permanent records of the facts nec-
nized on its sale, exchange, or involuntary Treatment of gains and losses.  Com-essary to figure the amount of depreciation
conversion is subject to section 1231 treat- bine all gains and losses from the sale oror amortization that was allowed or allowa-
ment. Capital assets held in connection other disposition of section 1231 propertyble on your property. This includes the date
with a trade or business or a transaction for the tax year. If your section 1231 gainsand manner of acquisition, cost or other
entered into for profit and subjected to an exceed your section 1231 losses, you havebasis, depreciation or amortization, and all
involuntary conversion are also section a net section 1231 gain. These gains andother adjustments that affect basis.
1231 property if held more than 1 year. losses are treated as long-term capitalOn any property you got in a nontax-

Before you apply section 1231 treat- gains or long-term capital losses, unlessable exchange or as a gift, your records
ment to a gain on a disposition of deprecia- you have nonrecaptured section 1231must also indicate:
ble section 1231 property, first figure any losses. (See the next discussion.) If your

1) Whether the adjusted basis was fig- ordinary gain from the deduction of depre- section 1231 losses exceed your section
ured using depreciation or amortiza- ciation. See the rules discussed later under 1231 gains, you have a net section 1231
tion you claimed on other property, Depreciation Recapture on Personal Prop- loss. If you have a net section 1231 loss or
and erty or Depreciation Recapture on Real your section 1231 gains and losses are

Property. Any remaining gain is subject to equal, treat each item as an ordinary gain2) Whether the adjusted basis was fig-
section 1231 treatment. or loss.ured using depreciation or amortiza-

Recapture of net ordinary losses.  Ation another person claimed.
net section 1231 gain is treated as ordinaryProperty for sale to customers.  Prop-
income to the extent it does not exceederty held mainly for sale to customers or in-Corporate distributions.  If the fair mar-
your nonrecaptured net section 1231cludible in your inventory is not sectionket value of depreciated property distrib-
losses taken in prior years. Nonrecap-1231 property. If you will get back all, oruted to shareholders is more than the ad-
tured losses are the total of your net sec-nearly all, of your investment in the prop-jus ted  bas is  o f  tha t  p roper ty ,  the
tion 1231 losses for your five most recenterty, by selling it rather than by using it up incorporation must report ordinary income
preceding tax years that have not yet beenyour business, it is property held mainly forbecause of depreciation. This applies even
applied (recaptured) against any net sec-sale to customers. For information aboutthough the distribution, either as a dividend
tion 1231 gains in those years. Your lossesinventory, see Publication 946.or in l iquidation, might otherwise be
are recaptured beginning with the earliestnontaxable.
year subject to recapture.Real property or depreciable personal

property.  This property must be used in a Example.  Ashley, Inc., a graphic artsTopics
trade or business or held for the production company, is a calendar year corporation. InThis chapter discusses:
of rents or royalties, and held for more than 1992, it had a net section 1231 loss of

● Section 1231 property 1 year, to qualify as section 1231 property. $8,000. For tax years 1994 and 1995, the
● Depreciation recapture on personal This includes amortizable section 197 in- company has net section 1231 gains of

property tangibles (described in chapter 13). $5,250 and $4,600, respectively. In figuring
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taxable income for 1994, Ashley treated its use that the structures can be expected to Property received in an exchange or
net section 1231 gain of $5,250 as ordinary conversion.  If you received property in abe replaced when the property they initially
income by recapturing $5,250 of its $8,000 like-kind exchange or involuntary conver-house is replaced. The fact that the struc-
net section 1231 loss. In 1995, it applies its sion, the recomputed basis of that propertytures are specially designed to withstand
remaining net section 1231 loss, $2,750 includes a depreciation or amortization ad-the stress and other demands of the prop-
($8,000 minus $5,250) against its net sec- justment allowed or allowable on the olderty and cannot be economically used for
tion 1231 gain, $4,600. For 1995, the com- property you exchanged or converted. Thisother purposes indicates that they are
pany reports $2,750 as ordinary income adjustment is reduced by any gain you rec-closely related to the use of the property
and $1,850 ($4,600 minus $2,750) as long- ognized on the exchange or conversion ofthey house. Thus, structures such as oil
term capital gain. the old property.and gas storage tanks, grain storage bins,

silos, fractionating towers, blast furnaces,
Depreciation and amortization.  Depreci-basic oxygen furnaces, coke ovens, brick
ation and amortization that must be recap-kilns, and coal tipples are not treated asDepreciation tured as ordinary income include (but arebuildings.
not limited to) the following items:Storage facility.  This is a facility usedRecapture on

mainly for the bulk storage of fungible com- 1) Ordinary depreciation deductions;Personal Property modities. To be fungible, a commodity 2) Amortization deductions for—
must be such that any one part may beA gain on the disposition of section 1245

a) The cost of acquiring a lease,used in place of another. Bulk storageproperty is treated as ordinary income to
means the storage of a commodity in a b) The cost of lessee improvements,the extent of depreciation allowed or allow-
large mass before it is used. Stored materi-able on the property. See Treatment of c) Pollution control facilities,
als that vary in composition, size andGain, later.

d) Reforestation expenses,weight are not fungible. One part cannot be
used in place of another part and the e) Section 197 intangibles,Section 1245 property.  This property in-
materials cannot be estimated and re-cludes any property that is or has been f) Child care facility expenditures made
placed by simple reference to weight, mea-subject to an allowance for depreciation or before 1982, and
sure, and number. Thus, if a facility is usedamortization and that is: g) Franchises, trademarks, and tradeto store oranges that have been sorted

1) Personal property (either tangible or names acquired before August 10,and boxed, it is not used for bulk storage.
intangible), 1993;The storage of different grades and forms

2) Other tangible property (except build- of aluminum scrap is not bulk storage of 3) The section 179 expense deduction;
ings and their structural components) fungible commodities. 4) Deductions for—
used as:

a) The cost of removing barriers to the
a) 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- b) Tertiary injectant expenses, andnishing transportation, communica- come 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 (less the amountcluding a sale and leaseback transaction,

of any recaptured deductions); andb) A research facility in any of the ac- is limited to the lower of:
tivities in (a) above, or 5) The amount of any basis reduction for1) The depreciation and amortization al-

the investment credit (less the amountc) A facility in any of the activities in (a) lowed or allowable on the property
of any basis increase for creditfor the bulk storage of fungible (the recomputed basis of the property
recapture).commodities. minus the adjusted basis of the prop-

6) The amount of any basis reduction forerty), or3) That part of real property (not included
the qualified electric vehicle creditin (2)) having an adjusted basis that 2) The gain realized on the disposition (less the amount of any basis increasewas reduced by certain amortization (the amount realized from the disposi- for credit recapture).deductions (including those for certi- tion minus the adjusted basis of the

fied pollution control facilities, removal property).
of architectural and transportation bar- Example.  You file your returns on a
riers to persons with disabilities and calendar year basis. In February 1993, you

For any other disposition of section 1245the elderly, reforestation expendi- purchased and placed in service for 100%
property, ordinary income is the lower oftures, or child-care facilities) or a sec- use in your business a light-duty truck (5–
(1) above or the amount by which its fairtion 179 deduction, year property) with an original basis of
market value exceeds its adjusted basis. $10,000. You used the half-year conven-4) Single purpose agricultural (livestock) See Other Dispositions, later. tion and figure your MACRS deductions foror horticultural structures, or

the truck were $2,000 in 1993 and $3,200
5) Storage facilities (except buildings Recomputed basis.  The recomputed ba- in 1994. You did not take the section 179

and their structural components) used sis of your section 1245 property is the to- deduction on the truck. You sold the truck
in distributing petroleum or any pri- tal of its adjusted basis plus depreciation in May 1995 for $7,000. The MACRS de-
mary product of petroleum. and amortization adjustments (allowed or duction in 1995, the year of sale, is $960

allowable) reflected in the adjusted basis. (1/2 of $1,920). Your adjusted basis is
Buildings and their structural com- These include adjustments: $3,840 ($10,000 –  $6,160). Your recom-

ponents.  Section 1245 property does not puted basis is $10,000 ($3,840 +  $6,160).On property you exchanged for, or con-
include buildings and structural compo- The amount you treat as ordinary income isverted to, your section 1245 prop-nents. Do not include structures that are the lower of the following:erty in a like-kind exchange or invol-essentially items of machinery or equip-

untary conversion, and Recomputed basis ($10,000) minus thement as buildings and structural compo-
adjusted basis ($3,840), or $6,160,Allowed or allowable to a previousnents. Also, do not include, as buildings,
orowner, if your basis is determinedstructures that house property used as an

with reference to that person’s ad-integral part of an activity, if the structures’ Amount realized ($7,000) minus the ad-
use is so closely related to the property’s justed basis. justed basis ($3,840), or $3,160.
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The lower of these two amounts, in a single depreciation account. After di- which the alternate ACRS method of
$3,160, is the amount of gain treated as or- depreciation is taken, andviding the total received among the various
dinary income. Figure this amount in Part assets sold, you figured that each unit of 4) Low-income property.
III, Form 4797. section 1245 property was sold at a gain.

You may figure the ordinary income be- For more information on ACRS 15–
cause of depreciation as if the 50 ma-Depreciation on ‘‘other tangible prop- year, 18–year, and 19–year property, get
chines and 25 trucks were one item.erty’’.  You must take into account depre- Publication 534.

ciation during periods when the property However, if 5 of the trucks had been The ordinary income rules for gains on
was not used as an integral part of an activ- sold at a loss, only the 50 machines and 20 section 1250 property dispositions do not
ity or did not constitute a research or stor- of the trucks could be treated as one item apply if:
age facility, as described earlier under Sec- in determining the ordinary income be-

1) You figured depreciation for the prop-tion 1245 property. cause of depreciation.
erty using the straight line method orFor example, if depreciation deductions Normal retirement.  The normal retire-
any other method that does not resulttaken on cer ta in  s torage fac i l i t ies ment of section 1245 property in multiple
in depreciation that is more than theamounted to $10,000, of which $6,000 is asset accounts does not require recogni-
amount that is figured by the straightfrom the periods before their use in a pre- tion of gain as ordinary income because of
line method, and you have held thescribed business activity, you must use the depreciation if your method of accounting
property more than a year,entire $10,000 in determining ordinary in- for asset retirements does not require rec-

come because of depreciation. ognition of that gain. 2) You realize a loss on the sale, ex-
change, or involuntary conversion of

Depreciation allowed or allowable.  The Section 1231 gain.  Any gain recognized the property,
greater of the depreciation allowed or al- that is more than the part that is ordinary in- 3) You dispose of residential low-incomelowable is generally the amount to use in come because of depreciation is a section rental property that you held for 162/3figuring the part of gain to report as ordi- 1231 gain. See Treatment of gains and years or more. (For low-income rentalnary income. If, in prior years, you have losses, under Section 1231 Property housing on which the special 60–consistently taken proper deductions earlier. month depreciation for rehabilitationunder one method, the amount allowed for

expenditures was allowed, the 162/3your prior years will not be increased even
years starts when the rehabilitatedthough a greater amount would have been
property is placed in service.),Depreciationallowed under another proper method. If

4) You chose the alternate ACRSyou did not take any deduction at all for de- Recapture on method for the types of 15–, 18–, orpreciation, your adjustments to basis for
19–year real property covered by thedepreciation allowable are figured by using Real Property
section 1250 rules (discussed earlier),the straight line method.

A gain on the disposition of section 1250 orThis treatment applies only when figur-
property is treated as ordinary income toing what part of gain is treated as ordinary 5) You dispose of residential rental prop-
the extent of additional depreciation al-income under the rules for section 1245 erty or nonresidential real property
lowed or allowable on the property. To de-depreciation recapture. placed in service after December 31,
termine the additional depreciation on sec-

1986 (or after July 31, 1986, if the
t ion 1250 property,  see Addi t ionalSection 1245 property and other prop- election to use MACRS was made).
Depreciation, later.erty in the same disposition.  A sale or These properties are depreciated us-

other disposition may involve a combina- ing the straight line method.
Section 1250 property.  Section 1250tion of section 1245 property and other
property includes all real property that isproperty. To figure the gain or loss on each
subject to an allowance for depreciationitem, the total amount realized must be al- Gain Treated as Ordinaryand that is not and has never been sectionlocated among the section 1245 property
1245 property or section 1245 recoveryand the other property in proportion to Income 
property. It includes a leasehold of land oreach item’s fair market value. If a buyer To find what part of the gain is treated as
section 1250 property that is subject to anand seller have adverse interests, their ordinary income, follow these steps:
allowance for depreciation.arm’s-length agreement setting values for

1) In a sale, exchange, or involuntaryIf, because of a change in its use, sec-the items will establish the allocation. Spe-
conversion of the property, figure thetion 1250 property becomes section 1245cial allocation rules apply to the sale of a
excess of the amount realized overproperty in the hands of a taxpayer, it maygroup of assets that can be a trade or busi-
the adjusted basis of the property Innever again be treated as section 1250ness. See Allocating the Basis in chapter
any other disposition of the property,property by that taxpayer.5. Losses cannot be used to offset gains to
figure the excess of fair market valuereport a combined gain or loss for section Generally, the deductions taken under
over adjusted basis.1245 property. ACRS on property placed in service before

1987are treated as ordinary income under 2) Figure the additional depreciation for
section 1245, except for deductions taken the periods after 1975.Multiple asset accounts.  In figuring ordi-
on the following properties, which arenary income because of depreciation, you 3) Multiply the smaller of (1) or (2) by the
treated as section 1250 property:may treat any number of units of section applicable percentage (discussed

1245 property in a single depreciation ac- 1) 15–year, 18–year, or 19–year real later). Stop here if this is residential
count as one item if the total ordinary in- rental property, or if (2) is equal to orproperty and low-income housing that
come because of depreciation figured by more than (1). This is the gain that isis residential rental property,
using this method is not less than it would treated as ordinary income because of2) 15–year, 18–year, or 19–year realbe if depreciation on each unit were figured additional depreciation.property and low-income housing thatseparately.

4) Subtract (2) from (1).is used mostly outside the UnitedExample.  In one transaction you sold
States, 5) Figure the additional depreciation for50 machines, 25 trucks, and certain other

the periods after 1969 but before3) 15–year, 18–year, or 19–year realproperty that was not section 1245 prop-
1976.property and low-income housing onerty. All of the depreciation was recorded
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6) Add the smaller of (4) or (5) to the re- property. At the time of sale, the additional than two-thirds of the period that was the
sult in (3). This is the gain that is depreciation is $700 ($500 allowed the fa- basis on which the actual depreciation ad-
treated as ordinary income because of ther plus $200 allowed the son). justments were allowed.
additional depreciation.

Depreciation allowed or allowable.  The Rehabilitation expenditures.  A part of
You use Part III, Form 4797 to figure the or- greater of depreciation allowed or allowa- the special 60–month depreciation adjust-
dinary income part of section 1250 gain. ble (to any person who held the property if ment allowed for rehabilitation expendi-

the depreciation was used in figuring its ad- tures incurred in connection with low-in-
Special rule for corporations.  Corpora- justed basis in your hands) is generally the come renta l  hous ing is  add i t iona l
tions, other than S corporations, have an amount to use in figuring the part of gain to depreciation. After 1986, the special 60–
additional amount to recognize as ordinary be reported as ordinary income. If you can month treatment of expenditures is no
income on the sale or other disposition of show that the deduction allowed for any longer available unless the expenditures
section 1250 property. The additional tax year was less than the amount allowa- were incurred under a binding contract, or
amount treated as ordinary income is 20% ble, the smaller figure will be the deprecia- if rehabilitation began, before 1987.
of the excess of the amount that would tion adjustment for figuring additional If the property is held 1 year or less af-
have been ordinary income if the property depreciation. ter the expenses are incurred, the entire
were section 1245 property over the special depreciation adjustment is treated
amount treated as ordinary income under as additional depreciation. If the property isRetired or demolished property.  The
section 1250. Report this additional ordi- held more than 1 year after the expensesadjustments reflected in adjusted basis
nary income on line 28(f) of Form 4797, are incurred, the additional depreciation isgenerally do not include deductions for de-Part III. the excess of the special depreciation ad-preciation on retired or demolished parts of

justments from the rehabilitation expendi-section 1250 property, unless these de-
tures over the adjustments that would haveAdditional Depreciation ductions are reflected in the basis of re-
resulted if the straight line method, normalplacement property that is section 1250If you hold section 1250 property longer
useful life, and salvage value had beenproperty.than 1 year, the additional depreciation is
used.the excess of actual depreciation adjust- Example.  If a wing of a building is to-

ments over the depreciation figured using tally destroyed by fire, the depreciation ad-
the straight line method. For a list of  items justments figured in the adjusted basis of Applicable Percentage 
treated as depreciation adjustments, see the building after the wing is destroyed do The applicable percentage used to figureDepreciation and amortization, under De- not include any deductions for deprecia- the amount taxable as ordinary income be-preciation Recapture on Personal Prop- tion on the destroyed wing unless it is re- cause of additional depreciation dependserty, earlier.

placed and the adjustments for deprecia- on whether the real property you disposedFigure straight line depreciation for
tion on it are reflected in the basis of the of is nonresidential real property, residen-ACRS real property by using its 15–, 18–,
replacement property. tial rental property, or low-income housing.or  19–year recovery per iod as the

The applicable percentage for low-incomeproperty’s useful life.
Useful life and salvage value.  The useful housing is discussed in chapter 4 of Publi-The straight line method is applied with-
life and salvage value you use to figure the cation 544. The applicable percentages forout any basis reduction for investment
amount that would have been the depreci- nonresidential real property and residentialcredit.
ation if you had used the straight line rental property are as follows.If you hold section 1250 property for 1
method are the same as those you usedyear or less, all of the depreciation is addi-
under the depreciation method you actu-tional depreciation. Nonresidential real property.  For real
ally used. Salvage value and useful life areYou will have additional depreciation if property, that is not residential rental prop-
not used for either ACRS or MACRS meth-you use the regular ACRS method, the de- erty, the applicable percentage for periods
ods of depreciation. If you did not use aclining balance method, the sum-of-the- after 1969 is 100%. For periods before
useful life under the depreciation methodyears-digits method, the units-of-produc- 1970, the applicable percentage is zero.
you chose (such as with the units-of-pro-tion method, or any other method of rapid No ordinary income will result on its dispo-
duction method), or if you did not take sal-depreciation. You also have additional de- sition because of additional depreciation
vage value into account (such as with thepreciation if you elect amortization, other before 1970.
declining balance method), the useful lifethan amortization on real property that
or salvage value for figuring what wouldqualifies as section 1245 property, dis-

Residential rental property.  For residen-have been the straight line depreciation iscussed earlier.
tial rental property (80% or more of thethe useful life and salvage value you would
gross income is from dwelling units) otherhave used under the straight line method.Depreciation taken by other taxpayers
than low-income housing, the applicableor on other property.  Additional depreci-
percentage for periods after 1975 is 100%.ation includes all depreciation adjustments Property held by lessee.  If a lessee
For residential rental property, the applica-to the basis of section 1250 property, makes a leasehold improvement, the lease
ble percentage for periods before 1976 iswhether allowed or allowable to you or an- period for figuring what would have been
zero. Therefore, no ordinary income will re-other person (as for carryover basis the straight line depreciation adjustments
sult from a disposition of residential rentalproperty). and for figuring the additional depreciation
property because of additional deprecia-includes all renewal periods. This cannotExample.  Larry Johnson gives his son tion before 1976.extend the period taken into account to asection 1250 property on which he took

period which exceeds the remaining useful$2,000 in depreciation deductions, of
life of the improvement. This same rule ap-which $500 is additional depreciation. Im-
plies to the cost of acquiring a lease.mediately after the gift, the son’s adjusted Installment Sales

Renewal period.  The term ‘‘renewalbasis in the property is the same as his fa-
period’’ means any period for which the If you report the sale of property under thether’s and reflects the $500 additional de-
lease may be renewed, extended, or con- installment method, any depreciation re-preciation. On January 1 of the next year,
tinued under an option exercisable by the capture under section 1245 or 1250 is tax-after taking depreciation deductions of
lessee. However, the inclusion of renewal able as ordinary income in the year of sale,$1,000 on the property, of which $200 is
periods cannot extend the lease by moreadditional depreciation, the son sells the even if no payments are received in that
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year. If the gain is more than the deprecia- would have resulted had you sold the prop- kind, similar, or related property is also re-
ceived in the transaction. For informationerty at its fair market value at the time oftion recapture income, report the remain-
on like-kind exchanges, see chapter 21.the contribution. Thus, your deduction forder of the gain using the rules of the install-
For information on involuntary conver-depreciable real or personal property givenment method. For this purpose, add the
sions, see chapter 25.to a charitable organization does not in-recapture income to the property’s ad-

clude the potential ordinary gain fromjusted basis.
depreciation. Depreciable personal property.  If youIf you dispose of more than one asset

You also may have to reduce the fair have a gain from either a like-kind ex-in a single transaction, you must separately
market value of the contributed property by change or an involuntary conversion offigure the gain on each asset so that it may
the long-term capital gain (including any your depreciable personal property, thebe properly reported. To do this, allocate
section 1231 gain) that would have re- amount to be reported as ordinary incomethe selling price and the payments you re-
sulted had the property been sold. For because of depreciation, figured under theceive in the year of sale to each asset. Any
more information, see Giving Property That rules explained earlier (see Depreciationdepreciation recapture income must be re-
Has Increased in Value in Publication 526, Recapture on Personal Property ), is lim-ported in the year of sale before using the
Charitable Contributions. ited to the sum of:installment method for any remaining gain.

For more information, see chapter 24. 1) The gain that must be included in in-
Bargain sale to charitable organization. come under the rules for like-kind ex-
A bargain sale is a sale or exchange of changes or involuntary conversions,
property to a charitable organization for plus
less than its fair market value. It results in aOther Dispositions 

2) The fair market value of the like-kind,transaction that is partly a sale or ex-
This section discusses the tax treatment of similar, or related property other thanchange and partly a charitable contribu-
transfers of depreciable property by gift, at depreciable personal property ac-tion. A special computation must be made
death, in like-kind exchanges, and in invol- quired in the transaction.to figure: 1) the gain from the part of the
untary conversions. It also explains how to transaction that is a sale, and 2) the
handle a single transaction involving a amount of any deductible charitable contri- Example.  You bought a new machine
combination of depreciable property and bution. The adjusted basis of the property for $4,300 plus your old machine, for which
other property. must be divided between the part sold and you were allowed a $1,360 trade-in. The

the part given to charity. See Allocation of old machine cost you $5,000 two years
basis, under Other Dispositions in chapter ago. You took depreciation deductions ofGifts 
4 of Publication 544. $3,950. Even though you deducted depre-If you make a gift of depreciable personal

ciation of $3,950, the $310 gain ($1,360If a deduction for the contribution is notproperty or real property, you do not have
trade-in allowance less $1,050 adjustedallowable, the transaction is treated as ato report income on the transaction. How-
basis) is not reported because it is ex-regular sale. In that case, any gain is fig-ever, if the person who receives it (donee)
cluded under the rules for like-kind ex-ured (without allocation of basis) in the nor-sells or otherwise disposes of the property
changes and you received only deprecia-mal manner (selling price less adjusted ba-in a disposition that is subject to recapture,
ble personal property in the exchange.sis of entire property).the donee must take into account the de-

For more information about charitablepreciation you deducted in figuring the gain
contributions, see Publication 526. Depreciable real property.  If you have ato be reported as ordinary income.

gain from either a like-kind exchange or anFor low-income housing, the donee
involuntary conversion of your depreciablemust take into account the donor’s holding Transfers at Death
real property, the amount to be reported asperiod to figure the applicable percentage. When a taxpayer dies, no gain is reported ordinary income because of additional de-Under Depreciation Recapture on Real on depreciable personal property or real preciation, figured under the rules ex-Property, in chapter 4 of Publication 544, property that is transferred to his or her es- plained earlier (see Depreciation Recap-see Applicable Percentage, and its discus- tate or beneficiary. For information on the ture on Real Property), is limited to thesion on low-income housing. tax liability of a decedent, see Publication larger of:

559.
1) The gain that must be reported underDisposition part gift and part sale or ex- However, if the decedent disposed of

the rules for like-kind exchanges or in-change.  If you transfer depreciable per- the property while alive and, because of his
voluntary conversions, plus the fairsonal property or real property for less than or her method of accounting or for any
market value of stock bought as re-its fair market value, the transaction is con- other reason, the gain from the disposition
placement property in acquiring con-sidered to be partly a gift and partly a sale is reportable by the estate or beneficiary, it
trol of a corporation, oror exchange and you have a gain because must be reported in the same way the de-

the amount realized is more than your ad- cedent would have had to report it if he or 2) The gain you would have had to report
justed basis, you must report ordinary in- she were still alive. as ordinary income because of addi-
come (up to the amount of gain) to recap- Ordinary income due to depreciation tional depreciation had the transaction
ture depreciation, as discussed earlier in must be reported on a transfer from an ex- been a cash sale, less the cost (or fair
this chapter. If the depreciation (additional ecutor, administrator, or trustee to an heir, market value in an exchange) of the
depreciation, if section 1250 property) is beneficiary, or other individual, if the trans- depreciable real property acquired.
more than the gain, the balance is carried fer is a sale or exchange on which gain is
over to the transferee, to be taken into ac- realized. The ordinary income not reported for
count on any later disposition of the prop- the year of the disposition is carried over to
erty. However, see Bargain sale to charita- the depreciable real property acquired inLike-Kind Exchanges andble organization, later. the like-kind exchange or involuntary con-Involuntary Conversions version as additional depreciation from the
Gift to charitable organization.  If you A like-kind exchange of your depreciable property disposed of. Further, to figure the
give property to a charitable organization, property, or an involuntary conversion of applicable percentage of the additional de-
you figure your deduction for your charita- the property into similar or related property preciation on low-income housing to be
ble contribution by reducing the fair market will not result in your having to report ordi- treated as ordinary income, consider the
value of the property by the ordinary in- nary income because of depreciation un- holding period as starting over for the new
come and short-term capital gain that less money or property other than like- property.
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Example.  The state paid you $116,000 properties in proportion to their fair real property) in a like-kind exchange or in-
market value (or cost). voluntary conversion, the amount realizedwhen it condemned your depreciable real

is allocated in the following way. Theproperty for public use. You bought other
amount that is allocated to the depreciablereal property similar in use to the property Example.  John Adams gets a $90,000
personal property disposed of is treated ascondemned for $110,000 ($15,000 for de- fire insurance payment for depreciable real
consisting of, first, the fair market value ofpreciable real property and $95,000 for property (office building) with an adjusted
the depreciable personal property ac-land). You also bought stock for $5,000 to basis of $30,000. He uses the whole pay-
quired and, second (to the extent of any re-get control of a corporation owning prop- ment to buy property similar in use, spend-
maining balance), the fair market value oferty similar in use to the property con- ing $42,000 for depreciable real property
the other property acquired. The amountdemned. You choose to postpone the tax and $48,000 for land. He chooses to post-
allocated to the other property disposed ofon the gain. If the transaction had been a pone tax on the $60,000 gain realized on
is treated as consisting of the fair marketsale for cash only, under the rules of this the involuntary conversion. Of this gain,
value of all property acquired that has notchapter, $20,000 would be reportable as $10,000 is ordinary income because of ad-
already been taken into account.ordinary income because of additional ditional depreciation but is not reported be-

If you dispose of and acquire deprecia-depreciation. cause of the limit for involuntary conver-
ble real property and other property in aThe ordinary income to be reported is sions of depreciable real property. The
like-kind exchange or involuntary conver-$6,000, which is the larger of: basis of the property bought is $30,000
sion, the amount realized is allocated in the($90,000 –  $60,000), allocated as follows:1) The gain that must be reported under following way. The amount that is allocated

the rules for involuntary conversions, 1) The $42,000 cost of depreciable real to each of the three types of property (de-
$1,000 ($116,000 –  $115,000), plus property less $10,000 ordinary income preciable real property, depreciable per-
the fair market value of stock bought that does not have to be reported is sonal property, or other property) disposed
as qualified replacement property, $32,000. of is treated as consisting of, first, the fair
$5,000, for a total of $6,000, or market value of that type of property ac-2) The $48,000 cost of other property

2) The gain you would have had to report quired and, second (to the extent of any re-(land) plus $32,000 figured in (1) is
as ordinary income because of addi- maining balance), any excess fair market$80,000 ($32,000 plus $48,000).
tional depreciation ($20,000) had this value of the other types of property ac-

3) The $32,000 figured in (1) divided bytransaction been a cash sale, less the quired. (If the excess fair market value is
the $80,000 figured in (2) is 0.4.cost of the depreciable real property more than the remaining balance of the

bought ($15,000), or $5,000. amount realized and is from both of the4) The basis of depreciable real property
other two types of property, you can applyis $12,000. This is the $30,000 total
the excess in any manner you choose.)basis multiplied by the 0.4 figured inBasis of property acquired.  If the or-

(3).dinary income that you have to report be- Example.  A fire destroyed your prop-
cause of additional depreciation is limited, erty having a total fair market value of5) The basis of the other property (land)
the total basis of the property you acquired $50,000 and consisting of machinery worthis $18,000. This is the $30,000 total
is its fair market value (its cost, if bought to $30,000 and nondepreciable propertybasis less the $12,000 figured in (4).
replace property involuntarily converted worth $20,000. You received an insurance
into money), minus the gain on which tax is payment of $40,000 and immediately usedThe ordinary income that is not re-postponed. it with $10,000 of your own funds (or a totalported ($10,000) is carried over as addi-

If you acquired more than one item of of $50,000) to buy machinery with a fairtional depreciation to the depreciable real
property, allocate the total basis among market value of $15,000 and nondeprecia-property that was bought, and may be
the properties in proportion to their fair ble property with a fair market value oftaxed as ordinary income on a later
market value (their cost, in an involuntary $35,000. The adjusted basis in the de-disposition.
conversion into money). However, if you stroyed machinery was $5,000 and your
acquired both depreciable real property depreciation on it was $35,000. You

Depreciable Propertyand other property, allocate the total basis choose under the rules discussed in chap-
as follows: ter 25 to postpone the tax on your gain aris-and Other Property

ing from the involuntary conversion. You1) Subtract the ordinary income because in One Transaction must report $9,000 as ordinary income be-of additional depreciation that you do
If you dispose of both depreciable property cause of depreciation arising from thisnot have to report from the fair market
and other property in a single transaction transaction, figured as follows —value (or cost) of the depreciable real
and realize a gain, you must allocate theproperty acquired.
amount realized between the two types of 1)  The $40,000 insurance payment must

2) Add the fair market value (or cost) of property in proportion to their respective be allocated between the machinery and
the other property acquired to the re- fair market values to figure the part of your the other property destroyed in proportion
sult in (1). gain to be reported as ordinary income be- to the fair market value of each. Therefore,

cause of depreciation. Special rules may the amount allocated to the machinery is3) Divide the result in (1) by the result in
apply to the allocation of the amount real- $30,000/$50,000 of $40,000, or $24,000,(2).
ized on the sale of a business that includes and the amount allocated to the other

4) Multiply the total basis by the result in a group of assets. See Sale of a Business property is $20,000/$50,000 of $40,000,
(3). This is the basis of the depreciable in chapter 2 of Publication 544. or $16,000. Your gain on the involuntary
real property acquired. If you acquired In general, if a buyer and seller have ad- conversion of the machinery is $24,000
more than one item of depreciable verse interests as to the allocation of the less $5,000 adjusted basis, or $19,000.
real property, allocate this basis amount realized between the depreciable
amount among the properties in pro- property and other property, any arm’s- 2)  The $24,000 allocated to the machinery
portion to their fair market value (or length agreement between them will es- disposed of is treated as consisting of the
cost). tablish the allocation. $15,000 fair market value of the replace-

5) Subtract the result in (4) from the total ment machinery bought and $9,000 of the
basis. This is the basis of the other Like-kind exchanges and involuntary fair market value of other property bought
property acquired. If you acquired conversions.  If you dispose of and ac- in the transaction. All of the $16,000 allo-
more than one item of other property, quire both depreciable personal property cated to the other property disposed of is
allocate this basis amount among the and other property (other than depreciable treated as consisting of the fair market
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value of the other property that was machinery, because it is less than the the amount you realized for the machinery
bought. $35,000 depreciation. However, the that represents the fair market value of

amount you must report as ordinary in- property other than the depreciable prop-
3)  Your potential ordinary income because come is limited to the $9,000 included in erty you bought.
of depreciation is $19,000, the gain on the
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Schedule D. The gain figured on Form
6252 for personal-use property must beInstallment Method  
carried over and entered on Schedule D24.

An installment sale is a sale of property (Form 1040), Capital Gains and Losses.
where one or more payments are received Each year, you must include on ScheduleInstallment after the close of the tax year during which D the capital gain part of the payments re-
the property was sold. If you finance the ported on Form 6252.Sales buyer’s purchase of your own property, in- If your gain from an installment sale
stead of having the buyer get a loan or qualifies for long-term capital gain treat-
mortgage, you probably have an install- ment in the year of sale, it will continue to
ment sale. It is not an installment sale if the qualify in later tax years. Your gain will be
buyer borrows the money from a third party long-term if you owned the property forImportant Changes and then pays you the total selling price. more than one year when you sold it. See

If a sale qualifies as an installment sale, chapter 26.for 1995 
you must report it on the installment Business property.  Taxable gain from

Caution. As this publication was being pre- method unless you elect to recognize gain payments you receive each year on an in-
pared for print, Congress was considering on the sale under your regular method of stallment sale of business property is in-
tax law changes that could affect your accounting. See Electing out, later. cluded with certain other gains and losses
1995 tax return. These changes include: You generally report your gain on an in- from business property. Your gain from the

stallment sale only as you actually receive sale of business property you held for more● Capital gains and losses, and
the payments. It does not matter whether than one year may be reported as capital

● Sale of your home. you use the cash method or an accrual gain in some years and as ordinary gain in
method of accounting. Each payment you other years. If you sell depreciable or

See Publication 553, Highlights of 1995 receive on an installment sale usually con- amortizable property, you report deprecia-
Tax Changes, for further developments. In- sists of three parts: tion recapture income in the year of sale up
formation on these changes will also be to the amount of the gain. See chapter 23.1) Return of your investment (basis) inavailable electronically through our bulletin

the property sold,board or via the Internet (see page 34 of Stock or securities.  If you use the cash
the Form 1040 Instructions). 2) Gain on the sale, and basis method of accounting, you cannot

3) Interest. use the installment method to report the
sale of stock. You must report the sale of
stock or securities traded on an estab-You are taxed only on the part of eachIntroduction
lished securities market in the year inpayment that represents interest and your

Some sales are made under arrangements which the trade date falls.profit on the sale. In this way, the install-
that provide for part or all of the selling ment method of reporting income relieves
price to be paid in a later year. These sales you of paying tax on income that you have Dealer sales.  Sales of personal property
are called ‘‘installment sales.’’ not yet collected. However, for a sale of by anyone who regularly sells or otherwise

The buyer’s ‘‘installment obligation’’ to depreciable property, you must report in disposes of property of the same type on
make future payments to you might be in the year of sale any depreciation recapture the installment plan cannot be reported on
the form of a deed of trust, note, land con- income up to the amount of the gain. Only the installment method for federal income
tract, mortgage, or other evidence of the the gain in excess of the recapture amount tax purposes. This also applies to real
buyer’s indebtedness to you. The rules dis- is taken into account under the installment property held for sale to customers in the
cussed in this chapter apply regardless of method. ordinary course of the trade or business.
the form of the installment obligation. For more information on installment However, this does not apply to a sale on

sales than is given in this chapter, see Pub- the installment plan of any property used
Topics lication 537. or produced in the trade or business of
This chapter discusses: farming.

Special rule.  Dealers of timesharesSale at a loss.  If your sale results in a loss,● Installment method
and residential lots can report sales usingyou cannot use the installment method. If

● Figuring installment sale income the installment method if they elect to paythe loss is on an installment sale of busi-
a special interest charge. For more infor-ness assets, you can deduct it only in the● Installment payments
mation, see section 453(l) of the Internaltax year of sale. You cannot deduct a loss

● Single sale of several assets Revenue Code.on the sale of property owned for personal
● Unstated interest use.

If your sale calls for payments in a later Installment obligations transferred be-● Dispositions of installment obligations
year, and there is little or no interest pro- cause of death.  The transfer of an install-

● Repossessions vided for in the contract of sale, you may ment obligation as a result of the death of
have to figure unstated interest even the seller (or other holder of the obliga-

Useful Items though you have a loss. See the discussion tion), is not a disposition of the obligation.
You may want to see: of unstated interest, later. Any unreported gains from the installment

obligations are not treated as items of
Publication Reporting installment sale income.  You gross income to the decedent. No income

must use Form 6252 any time you have a is required to be reported on the dece-□ 523 Selling Your Home
sale of property that you report as an in- dent’s return due to this transfer. This

□ 537 Installment Sales stallment sale. Use the form to report the means that whoever receives the obliga-
sale in the year it takes place and to report tion as a result of the seller’s death is taxed

Form (and Instructions) payments received in later years. on the payments in the same way as the
Form 6252 will help you determine the seller would have been if the seller had□ Sch D (Form 1040) Capital Gains

gross profit, contract price, gross profit lived to receive the payments.and Losses
percentage (all discussed later), and how However, if the installment obligation is

□ 4797 Sales of Business Property much of each payment received during the canceled, becomes unenforceable, or is
□ 6252 Installment Sale Income tax year on the sale is included in income. transferred to the buyer, because of the

Page 118 Chapter 24 INSTALLMENT SALES



death of the holder of the obligation, it is a you took depreciation deductions on the They include commissions, attorney fees,
disposition. The estate of the seller must asset, part of your gain may be treated as and any other expenses paid on the sale.
figure gain or loss on the disposition. If the ordinary income. For more information, Selling expenses are added to the basis of
holder and the buyer were related, the fair see Gain reported in year of sale, later in the sold property.
market value of the installment obligation this chapter.
is considered to be no less than its full face To determine what part of a payment is Gross profit. For an installment sale,
value. See Dispositions of Installment Obli- gain, multiply the payment by the gross gross profit is the amount of gain you re-
gations, later. profit percentage. port on the installment method.

The following worksheet gives the ba- To figure your gross profit, subtract
sic items you must know to figure the gross your installment sale basis from the sellingElecting out. You must report an install-
profit percentage. price. If the property you sold was yourment sale using the installment method un-

home, also subtract any gain you can post-less you elect not to use that method. If
1) Selling price . . . . . . . . . . . . . . . . . . . . . . . . pone or exclude.you make this election, you will generally
2) Minus the sum of:report the entire gain in the year of sale. Do

Adjusted basis of Contract price.  The contract price is thethis even though you will not be paid all of
property sold . . . . . . . total of all principal payments you are to re-the selling price until later. You then do not

ceive on the installment sale. It includeshave to report any gain from the payments Selling expenses . . .
payments you are considered to receive,you receive in later years. Depreciation
even though you are not paid anything di-How to elect out.  To make this elec- recapture . . . . . . . . . . .
rectly. See Payments, later.tion, do not report your sale on Form 6252.

3) Gross profit (line 1 less line 2) . . . . .
If the selling price is partly payable inInstead, report the full amount of the gain

4) Contract price . . . . . . . . . . . . . . . . . . . . . . cash, with the remainder secured by aon Schedule D (Form 1040) or Form 4797,
5) Gross profit percentage (line 3 mortgage payable from the buyer to you,whichever is appropriate. See the instruc-

divided by line 4) . . . . . . . . . . . . . . . . . . . then the contract price equals the sellingtions for Schedule D and Form 4797 for in-
price.formation on reporting your gain.

The following paragraphs discuss theWhen to elect out.  Make the election
Gross profit percentage. A certain per-items on the above worksheet.not to have the installment method apply
centage of each payment (after sub-by the due date, including extensions, for
tracting interest) is reported as gain fromfiling your tax return for the year the sale Selling price.  The selling price is the en-
the sale. This percentage usually remainstakes place. Once made, the election gen- tire cost of the property to the buyer. It in-
the same for each payment you receive. Iterally cannot be changed. However, you cludes any money and the fair market
is called the gross profit percentage, andcan apply to revoke your election not to value of any property you are to receive. It
is figured by dividing your gross profit fromuse the installment method. A revocation also includes any debt the buyer pays, as-
the sale by the contract price.of the election will not be permitted when sumes, or to which the property is subject.

one of its purposes is to avoid federal in- The debt could be a note, mortgage, or any Example.  You sell property at a con-
come tax, or when the tax year in which other liability, such as a lien, accrued inter- tract price of $2,000, and your gross profit
any payment was received has closed. est, or taxes you owe on the property. If the is $500. Your gross profit percentage is

You may qualify for an automatic exten- buyer pays any of your selling expenses for 25% ($500 divided by $2,000). After sub-
sion of 6 months from the due date of the you, that amount is also included in the tracting interest, 25% of each payment, in-
return, excluding extensions, to make selling price. The selling price does not in- cluding the down payment, is reported as
this election. See Revenue Procedure 92- clude interest, whether stated or unstated. your gain from the sale for the tax year pay-
85 for more information. You can read the Selling price reduced.  If the selling ment is received.
full text of this revenue procedure at most price is reduced at a later date, the gross
IRS offices. profit on the sale will also change. You Income from sale.  Each year you receive

must then refigure the gross profit percent- a payment on the installment sale, multiply
age for the remaining payments. You can- the payment (less interest) by the gross
not go back and refigure the gain you re- profit percentage to determine the amountFiguring Installment ported in earlier years. you must include in income for the tax year.

Gain reported in year of sale.  ForSale Income 
Basis and adjusted basis.  Basis is a way sales of depreciable property, figure your

Each year that you receive payment, you of measuring your investment in the prop- depreciation recapture income (including
must include in income the interest part of erty you are selling. It is defined and dis- the section 179 deduction and the section
the payment as well as the part of the pay- cussed in chapter 5. The way you figure ba- 179A deduction recapture) in Part III of
ment that is your gain. You do not include sis depends on how you first acquired the Form 4797. Report the recapture income
in income the part of the payment that is property. The basis of property you bought in Part II of Form 4797 as ordinary income
the return of your basis in the property. is usually its cost to you. The basis of prop- in the year of sale. You cannot use the in-

erty you inherited, got as a gift, built your- stallment method to report your gain that is
Interest income.  You must report all in- self, or received in a tax-free exchange is equal to the recapture income. Any gain
terest as ordinary income on your income figured differently. While you own personal that exceeds the recapture income can be
tax return. Interest is generally not included use property, various events may change reported on the installment method. For
in a down payment. However, you may your original basis in the property. Some more information on the section 179 de-
have to treat part of each later payment as events, such as additions or permanent im- duction, see Section 179 Deduction in
interest, even if it is not called interest in provements, increase basis. Others, such chapter 12.
your agreement with the buyer. See Un- as deductible casualty losses, decrease For more information on the section
stated Interest, later. basis. The result is called adjusted basis. 179A deduction, see chapter 15 in Publica-

Installment sale basis.  The adjusted tion 535. See chapter 23 for more informa-
basis plus selling expenses and deprecia- tion on depreciation recapture.Gain.  The rest of each payment is treated
tion recapture income is referred to in thisas if it were made up of two parts. One part
chapter as the installment sale basis.is a return of your investment (basis) in the Sale of home.  If you sell your home, you

property you sold. The other part is your may be able to postpone or exclude all or
gain. The gain is capital gain if the property Selling expenses.  Selling expenses are part of the gain on the sale. See Publica-
you sold was a capital asset. However, if those that relate to the sale of the property. tion 523. If the sale is an installment sale,
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any gain you postpone or exclude is not creditor of the related person forecloses a loan, or any of your expenses, such as a
taken into account. Therefore, you figure on the property or the related person de- sales commission.
your gross profit percentage by including in clares bankruptcy.
gross profit only the part of the gain not Spouses, children, grandchildren, Buyer assumes expenses. If the buyer
postponed or excluded. brothers, sisters, and parents are all con- assumes and pays your expenses from

Seller-financed mortgages.  If you fi- sidered related persons. A partnership or selling your property, it is considered a pay-
nance the sale of your home to an individ- corporation that you have an interest in, or ment to you in the year of sale. Include
ual, special reporting procedures apply. an estate or trust that you have a connec- these expenses in both the selling and the

When reporting the interest income, tion with, can also be considered a related contract prices when figuring the gross
you report the name, address, and social person. For more information on the two profit percentage.
security number of the buyer on line 1 of ei- rules, see Publication 537.
ther Schedule B (Form 1040) or Schedule Mortgage assumed. If the buyer assumes
1 (Form 1040A), if the buyer used the prop- Trading property for like-kind property or pays off your mortgage, or otherwise
erty as a personal residence. (like-kind exchanges).  If you trade your takes the property subject to it, the follow-

When taking the mortgage interest de- business or investment property for other ing rules apply.
duction, the buyer must report your name, property of the same kind, you can post- Mortgage less than basis.  If the buyer
address, and social security number (or pone reporting part of the gain. These assumes a mortgage that is less than your
employer identification number) on line 11 trades are known as ‘like-kind exchanges.‘ installment sale basis in the property, it is
of Schedule A (Form 1040). The property you receive in a like-kind ex- not considered payment to you. The con-

Both you and the buyer must exchange change is treated as if it were a continua- tract price equals the selling price minus
social security numbers (or employer iden- tion of the old investment. See Like-Kind the mortgage. This difference is all that you
tification numbers if applicable). If you fail Exchanges under Nontaxable Exchanges will directly collect from the buyer.
to include the other person’s social secur- in chapter 21 for more information. If the

Example.  You sell property with an ad-ity number or employer identification num- trade includes an installment obligation,
justed basis of $19,000. You have sellingber, you may have to pay a penalty of $50. the following rules apply:
expenses of $1,000. The buyer assumes

1) The contract price must not include your existing mortgage of $15,000 andSales to related persons.  Two special the fair market value of the like-kind agrees to pay you a total of $10,000 (arules apply to installment sales between property received in the trade. cash down payment of $2,000 and $2,000related persons.
(plus 8% interest) in each of the next 42) The gross profit is reduced by any gainRule 1: Sale of depreciable property. years).on the trade that can be postponed.If you sell depreciable property to certain

The selling price is $25,000 ($15,000 +related persons, you may not report the 3) Like-kind property received in the $10,000). The contract price is $10,000sale using the installment method. Instead, trade is not considered payment on ($25,000 –  $15,000 mortgage). Yourall payments to be received are considered the installment obligation. gross profit is $5,000 ($25,000 –  $20,000received in the year of sale. Depreciable
installment sale basis), and your grossproperty for this rule is any property that Example.   In 1995, George Brown profit percentage is 50% ($5,000 dividedcan be depreciated by the person or entity trades personal property with an install- by $10,000). Therefore, you report half ofto whom you transfer it. ment sale basis of $40,000 for like-kind each $2,000 payment you receive as gainThis rule will not apply to your sale if no property having a fair market value of from the sale. You also report all of the in-significant tax deferral benefits will be de- $20,000. He also received an installment terest you receive as ordinary income.rived from the sale. It does not apply if you note for $80,000 in the trade. Under the Mortgage more than basis.  If thecan show to the satisfaction of the IRS that terms of the note, he is to receive $10,000 buyer assumes a mortgage that is moreavoidance of federal income taxes was not (plus interest) in 1996 and the balance of than your installment sale basis in theone of the principal purposes of your sale. $70,000 (plus interest) in 1997. property, you recover your entire basis.Rule 2: Sale and resale. There is, gen- George’s gross profit is $60,000 (sell- You are also relieved of the obligation toerally, a special rule if you make a first dis- ing price of $100,000 minus installment repay the amount borrowed. The part ofposition (sale or exchange) that you report sale basis of $40,000). The contract price the mortgage in excess of your basis isunder the installment method to a related is $80,000 ($100,000 minus the fair market treated as a payment received in the yearperson who then makes a second disposi- value of the like-kind property received, of sale. This is in addition to the buyer’stion (sale, exchange, gift, or cancellation of $20,000). The gross profit percentage is other payments.installment note): 75% ($60,000 divided by $80,000). He re- To figure the contract price, subtract

Before making all payments on the first ports no gain for 1995 because the like- the mortgage from the selling price. This is
disposition, and kind property he received is not treated as the total you will actually receive from the

payment for figuring gain. He reports buyer. To this amount, add the ‘‘payment’’Within 2 years of the first disposition.
$7,500 gain for 1996 (75% of $10,000) and you are considered to receive (the excess
$52,500 gain for 1997 (75% of $70,000). of the mortgage over your installment sale Under this rule, you treat part or all of the

basis). The contract price is then the sameamount the related person realizes (or the
as your gross profit from the sale. There-fair market value if disposed property is not
fore, if the mortgage the buyer assumes issold or exchanged) from the second dispo- Payments equal to or more than your installment salesition as if you received it from the first dis-
basis in the property, the gross profit per-You must figure your gain each year on theposi t ion at  the t ime of  the second
centage will always be 100%.payments you receive, or are treated as re-disposition.

ceiving, from an installment sale. These Example.  The selling price for yourRule 2 might not apply to a second dis-
payments include the down payment and property is $9,000. The buyer will pay youposition, and any later transfer. The rule
each later payment of principal on the buy- $1,000 annually (plus 8% interest) over thewill not apply if you can show that neither
er’s debt to you. next 3 years, and assume an existing mort-the first disposition nor the second disposi-

In certain situations, you are consid- gage of $6,000. Your basis in the propertytion had as one of its principal purposes
ered to have received a payment, even is $4,400. You have selling expenses ofthe avoidance of federal income tax. Gen-
though the buyer does not pay you directly. $600, for an installment sale basis oferally, the second disposition will qualify
These situations arise if the buyer takes $5,000. The part of the mortgage that isunder this exception in situations when the
over or pays off any of your debts, such as more than your installment sale basis isdisposition is involuntary, such as when a
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$1,000 ($6,000 –  $5,000). This amount is your installment sale fits this definition, the Deposits.  Deposits that you receive before
included in the contract price and treated value assigned to property in your agree- the year of sale are treated as payments in
as a payment received in the year of sale. ment with the buyer is good evidence of its the year of sale if, under the contract, they
The contract price is $4,000. fair market value. become part of the down payment.

Selling Price . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000
Third-party notes.  If the property the buyerMinus Mortgage . . . . . . . . . . . . . . . . . . . . . . (6,000)
gives you is a third-party note (or other obli-Add difference: Single Sale ofgation of a third party), you are considered toMortgage . . . . . . . . . . . . . . . . . . . 6,000
have received a payment equal to the note’sLess Installment sale basis 5,000 1,000 Several Assets   
fair market value. Because the note is itself a

Contract Price $ 4,000 payment on your installment sale, any pay- If you sell different types of assets in a single
ments you later receive from the third party sale, you have to identify each of the assets

Your gross profit on the sale is also are not considered payments on your sale. to determine whether you can use the install-
$4,000.

ment method to report the sale of that asset.Example.  You sold real estate in an in-
You also have to allocate a part of the sellingSelling Price . . . . . . . . . . . . . . . . . . . . . . . . . . . . $9,000 stallment sale. As part of the down payment,
price to each asset. If you sell assets thatMinus Installment sale basis . . . . . . . . . . . 5,000 the buyer assigned you a $5,000, 8% note of
constitute a trade or business, see Sale of aGross Profit $4,000 a third party. The fair market value of the
Business, in Publication 537.third-party note at the time of your sale was

Unless an allocation of the selling price   Therefore, your gross profit percentage is $3,000. This amount, and not $5,000, is a
has been agreed to by both parties in an100%. Report 100% of each payment as payment to you in the year of sale. Because
arm’s length transaction, you must allocategain from the sale. You also treat the the third-party note had a fair market value

$1,000 difference between the mortgage the selling price to an asset based on its fairequal to 60% of its face value ($3,000 di-
and your installment sale basis as a market value (FMV). If the buyer assumes avided by $5,000), 60% of each payment of
payment, and report 100% of it as gain in debt, or takes the property subject to a debt,principal you receive on this note is a return
the year of sale. you must use net fair market value. This isof capital. The remaining 40% is ordinary in-

the FMV reduced by such debt.come. The interest you receive is reported in
Debts. If the buyer pays off any of your A sale, at a gain, of separate and unre-full as ordinary income.
debts, such as a loan or back taxes, it may lated assets of the same class under a single
be considered a payment to you in the year contract is reported as a single transaction.Bonds.  A bond or other evidence of indebt-
of sale. However, if an asset is sold at a loss, its dis-edness you receive from the buyer that is

If the buyer assumes the debt instead of position may not be reported on the install-payable on demand is treated as a payment
paying it off, only a part of it may have to be ment method but must be reported sepa-in the year you receive it. If you receive a
treated as a payment. Compare the debt to rately. The remaining assets sold at a gaingovernment or corporate bond that has in-
your installment sale basis in the property are reported together. See Publication 537.terest coupons attached or that can be read-being sold. If the debt is less than the install-

ily traded in an established securities mar-ment sale basis, none of it is treated as a
ket, you are considered to have receivedpayment. If it is more, only the difference is
payment equal to the bond’s fair markettreated as a payment. If the buyer assumes Unstated Interestvalue. Accrual basis taxpayers should seemore than one debt, any part of the total that
section 15A.453–1(e)(2) of the Income Tax Both the buyer and the seller must treat ais more than your installment sale basis is
Regulations. part of each installment sale payment as in-considered a payment. This follows the

terest. For the most part, this interest will besame rules discussed earlier under Mort-
Buyer’s note.  The buyer’s note (unless stated in the sales agreement. However, ingage assumed.
payable on demand) is not considered a pay- some situations you may have to treat a cer-However, these rules apply only to two
ment on the sale. Its full face value is in- tain amount of each payment as interest,types of debts that the buyer assumes:
cluded when figuring both selling price and even though it is not called interest in your1) Those you acquired from your owner-
contract price. Payments you receive on the agreement with the buyer. This amount, gen-ship of the property you are selling, such
note are used to figure your gain in the year erally referred to as unstated interest or im-as a mortgage, lien, overdue interest, or
you receive them. puted interest, reduces the stated sellingback taxes, and

price of the property and increases the sell-
2) Those you acquired in the ordinary er’s interest income and the buyer’s interestInstallment obligation used as security

course of your business, such as a bal- expense.(pledge rule).  If you use an installment obli-
ance due for inventory you purchased. You generally have unstated interest ifgation to secure any debt, the net proceeds

your interest rate is less than the applicablefrom the debt may be treated as a payment
If the buyer assumes any other type of debt, federal rate. The applicable federal rates areon the installment obligation. This is known
such as a personal loan, it is treated as if the published monthly by the IRS in the Internalas the pledge rule. The pledge rule applies if
buyer paid off the debt at the time of the sale. Revenue Bulletin. You can get this informa-the selling price of the property was over
The value of the assumed debt is then con- tion at most IRS offices.$150,000. It does not apply to the sale of:
sidered a payment to you in the year of sale.

For more information on unstated inter-
1) Property used or produced in the trade

est, see Unstated Interest in Publication 537.Payments of property.  If you receive prop- or business of farming, or
erty rather than money from the buyer, it is

2) Personal use property.still considered a payment. However, see
Trading property for like-kind property (like- Dispositions ofFor more information, see Installment obli-kind exchanges), discussed earlier. The

gation used as security (pledge rule) undervalue of the payment is the property’s fair Installment Obligations
Payments in Publication 537.market value on the date you receive it.

If you are using the installment method andFair market value. This is the price at
you dispose of the installment obligation,Guarantees.  If a third party or governmentwhich the property would change hands be-
(the buyer’s note, mortgage, etc.), you willagency guarantees the buyer’s payments totween a buyer and a seller, neither being re-
usually have a gain or loss to report. For de-you on an installment obligation, the guaran-quired to buy or sell, and both having reason-
tailed information, get Publication 537.able knowledge of all the necessary facts. If tee itself is not considered payment.
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personal property are different from those A detailed explanation of the tax treat-
used to figure the gain or loss from repos- ment of repossessions is in Publication 537.Repossessions
sessions of most real property.

If the buyer defaults on the contract and you
repossess the property, you may have a
gain, loss, or bad debt. The rules used to fig-
ure the gain or loss from repossessions of
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Form (and Instructions) Proof of Loss 
To take a deduction for a casualty or theft□ 1040X Amended U.S. Individual25. loss, you must be able to show that thereIncome Tax Return
was a casualty or theft. You must also be

□ 4684 Casualties and Thefts able to  suppor t  the amount  o f  yourCasualties,
deduction.

For a casualty loss, you should be ableThefts, and
to show:Casualties and Thefts Condemnations 1) The type of casualty (car accident, fire,

The damage, destruction, or loss of your storm, etc.) and when it occurred,
business or income-producing property as

2) That the loss was a direct result of thethe result of a casualty or theft may result in
casualty, anda reportable gain or a deductible loss on yourImportant Changes 3) That you were the owner of the prop-income tax return.
erty, or if you leased the property fromFor information on casualties and theftsCaution.  As this publication was being pre-
someone else, that you were contractu-of personal-use property, see Publicationpared for print, Congress was considering
ally liable to the owner for the damage.547.tax law changes that could affect your 1995

tax return and 1996 estimated taxes. These
For a theft loss, you should be able tochanges include: Casualty show:

● Capital gains and losses, and
A casualty is the damage, destruction, or 1) When you discovered that your property

● Sale of your home. loss of property resulting from an identifiable was missing,
event that is sudden, unexpected, or

2) That your property was stolen, andSee Publication 553, Highlights of 1995 unusual.
Tax Changes  for further developments. In- 3) That you were the owner of the

● A sudden event is one that is swift, notformation on these changes will also be property.
gradual or progressive.available electronically through our bulletin

board or via the Internet (see page 34 of the ● An unexpected event is ordinarily unan-
Form 1040 Instructions). ticipated and unintentional on the part of Related Expenses 

the one who has the loss. Related expenses that are not deductible as
part of a casualty or theft loss are discussed● An unusual event is one that is not a day-
next.Introduction to-day occurrence and that is not typical of

the activity in which you are engaged.A casualty occurs when property is dam-
The cost of protection.  The cost of pro-aged, destroyed, or lost due to a sudden, un-
tecting your property against a casualty orEvents that may cause casualty damage,expected, or unusual event. A theft occurs
theft is not part of a casualty or theft loss. Fordestruction, or loss include:when property is stolen. A condemnation
example, what you spend on insurance or tooccurs when private  property is legally taken

1) Fire, earthquake, hurricane, tornado, board up your business building against afor public use without the owner’s consent. A
flood, storm, volcanic eruption, ship- storm is not part of your loss. These ex-casualty, theft, or condemnation may result
wreck, mine cave-in, sonic boom, penses are  deduct ib le  as  bus inessin a deductible loss on your federal income
vandalism, expenses.tax return. Report a deductible loss as ex-

If you make permanent improvements toplained in chapter 26. 2) Car or truck accidents, but if your willful
your property to protect it against casualty orAn involuntary conversion occurs negligence or act caused the accident,
theft, add the cost of these improvements towhen you receive money or other property the damage, destruction, or loss of your your basis in the property. An example wouldas reimbursement for a casualty, theft, con- car or truck is not a casualty. be the cost of a dike to prevent flooding.demnation, or disposition of property under

threat of condemnation. Gradual deterioration.  Damage from Incidental expenses.  The incidental ex-If an involuntary conversion results in a gradual or progressive deterioration, such as penses you have due to a casualty or theft,gain, you can postpone recognition of the from rust, corrosion, or termites, is not a such as expenses for the treatment of per-gain on your income tax return if you receive casualty. sonal injuries, temporary housing, or a rentalor buy qualified replacement property within
car, are not deductible as part of a casualtythe specified replacement period. For more
or theft loss. However, they may be deducti-Theft information, see Postponing Gain, later. If
ble as business expenses.you do not choose to postpone recognition A theft is the unlawful taking and removing of

of the gain, report the gain as explained in money or property with the intent to deprive Loss of inventory.  A casualty or theft losschapter 26. the owner of it. It includes, but is not limited of inventory, including items you hold for sale
to, larceny, robbery, and embezzlement. to customers, is automatically claimedTopics If money or property is taken as the result through the increase in the cost of goods

This chapter discusses: of extortion, kidnaping, threats, or blackmail, sold by properly reporting your opening and
it may also be a theft if the taking of your● Casualties and thefts closing inventories. Do not claim this loss
property was illegal under the law of the again as a casualty or theft loss. If you take● Condemnations
state in which it occurred and it was done the loss automatically through the increase

● Postponing gain with criminal intent. in the cost of goods sold, include any insur-
ance or other reimbursement you receive for

Useful Items Mislaid or lost property.  The mere disap- the loss in gross income.
You may want to see: pearance of money or property is not a theft. You can choose to deduct the loss sepa-

However, an accidental loss or disappear- rately. If you deduct it separately, eliminate
Publication 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-□ 547 Nonbusiness Disasters, ward adjustment to opening inventory or
Casualties, and Thefts den, unexpected, or unusual. purchases.
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If you deduct the loss separately, reduce insurance or other reimbursement you re- ● Method of appraisal.
it by the reimbursement you received. Do not ceive or expect to receive from your adjusted
include the reimbursement in gross income. basis in the property before the theft. Cars.  Books issued by various automobile
If you do not receive the reimbursement by If the reimbursement is more than your organizations may be useful in figuring the
the end of the year, you may not claim a loss adjusted basis, you have a gain. See Casu- value of your car, if your car is listed in the
to the extent you have a reasonable pros- alty or theft gain, next. books. You can use the books’ retail values
pect of recovery. See Insurance and Other If you get your stolen property back, see and modify them by factors such as the mile-
Reimbursements,later. Recovered Property, later. age and condition of your car to figure its

value. The prices are not ‘‘official,’’ but they
Casualty or theft gain.  If the insurance or may be useful in determining value and sug-Figuring Gains and Losses 
other reimbursement you receive as a result gesting relative prices for comparison withIf a single casualty or theft involves more of a casualty or theft of an item of your busi- current sales and offerings in your area. Ifthan one item of business or income-produc- ness or income-producing property is more your car is not listed in the books, you deter-ing property, you must figure the gain or loss than your adjusted basis in the property, you mine its value from other sources. A dealer’son each item separately. For example, if cas- have a casualty or theft gain. Your gain is: offer for your car as a trade-in on a new car isualty damage occurs to both a building and

not usually a measure of its true value.1) The insurance or other reimbursementtrees, both of which are part of the same re-
you receive, lessalty, figure the loss in value by taking them

Repair cost.  You can use the cost of clean-both into account separately. 2) Your adjusted basis in the property im- ing up or making repairs after a casualty as a
mediately before the casualty or theft. measure of the decrease in fair market valueLump-sum reimbursement.  If you have a

if you meet all the following conditions.casualty or theft loss of several assets at the This is true even if the decrease in fair mar-
1) The repairs are needed to restore thesame time, without an allocation of reim- ket value of the property is more than your

property to its condition before thebursement to specific assets, divide the adjusted basis. If you have a gain, you may
casualty.lump-sum reimbursement you receive be able to postpone reporting it. For more in-

among the assets according to the fair mar- formation, see Postponing Gain, later. 2) The cost of repairs is not excessive.
ket value of each at the time of the loss. Fig-

3) The repairs only take care of theure the gain or loss separately for each asset Leased property.  If you are liable for casu-
damage.that has a separate basis. alty damage to property you lease from

4) The value of the property after the re-someone else, figure your deductible casu-
Casualty loss.  If any insurance or other re- pairs is not, due to the repairs, morealty loss by subtracting any insurance or
imbursement you receive or expect to re- than its value before the casualty.other reimbursement you receive or expect
ceive as a result of casualty damage, de- to receive from the amount you must pay to
struction, or loss to an item of your business repair the property. Restoration of landscaping.  The cost of
or income-producing property is less than restoring landscaping to its original condition
your adjusted basis in the property, you may after a casualty may indicate the decrease inDecrease in
have a deductible casualty loss. fair market value. You may be able to mea-Fair Market Value 

If the reimbursement is more than your sure your loss by what you spend on theTo figure the decrease in fair market valueadjusted basis, you have a gain. See Casu- following:due to casualty or theft, determine the fairalty or theft gain, later.
1) Removing destroyed or damaged treesmarket value of your property immediatelyIf your property is not completely de-

and shrubs, minus any salvage youbefore and immediately after the casualty orstroyed or lost as the result of a casualty,
receive,theft. Fair market value is defined in chapterfigure your deductible casualty loss by sub-

5. An appraisal is the best way to make this 2) Pruning and other measures taken totracting any insurance or other reimburse-
determination. preserve damaged trees and shrubs,ment you receive or expect to receive from

andthe smaller of:
General decline in market value.  The de-

3) Replanting necessary to restore the1) The decrease in fair market value of the crease in value of your property is not de-
property to its approximate value beforeproperty as a result of the casualty, or ductible simply because it is in or near an
the casualty.area that had a casualty, and might again2) Your adjusted basis in the property im-

have a casualty.mediately before the casualty.

Adjusted Basis Appraisals.  A competent appraiser will gen-You do not have a deductible casualty
erally determine the difference between the Basis is the measure of your investment inloss if the decrease in fair market value of
fair market value of the property immediately the property you own. For property you buy,the property as a result of the casualty is
before a casualty and immediately after- your basis is usually its cost to you. For prop-smaller than both:
wards. The appraiser must recognize the ef- erty you acquire in some other way, such as

1) Any insurance or other reimbursement fects of any general market decline that may inheriting it, receiving it as a gift, or getting it
you receive or expect to receive, and occur along with the casualty. This is neces- in a tax-free exchange, you must figure your

2) Your adjusted basis in the property. sary so that any deduction is limited to the basis in another way, as explained in chapter
actual loss resulting from damage to the 5.

If your property is completely de- property. While you own the property, various
stroyed 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 ier
your adjusted basis in the property before deductible casualty or theft losses and de-● Familiarity with your property before and
the 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, the
erty in the area,Theft loss.  If an item of your business or in- result is your adjusted basis. For more infor-

come-producing property is stolen, figure ● Knowledge of conditions in the area of the mation on figuring the adjusted basis of your
your deductible theft loss by subtracting any casualty, and property, see chapter 5.
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received the reimbursement that produced You must also report your gain in the laterInsurance and
year. But you may be able to postpone re-the gain, unless you choose to postpone theOther Reimbursements 
porting your gain as explained under Post-gain as explained under Postponing Gain,If you receive insurance or another type of
poning Gain, later.later.reimbursement for your loss, you must sub-

tract it from the loss when you figure your de-
Recovered Property Lessee’s loss.  If your loss is on leasedduction. You cannot deduct the reimbursed
Recovered property is your property thatproperty and you were liable to the owner forpart of a casualty or theft loss.
was stolen and later returned to you. If youthe loss, you can deduct the loss only in the
recover property after you had already takenyear the liability becomes fixed. The lesseeReimbursement.  The amount you receive
a theft loss deduction, you must refigure yourcannot deduct a loss until liability under theincludes any money plus the value of any
loss using the smaller of the property’s ad-lease is ascertainable with reasonable accu-property you receive, minus any expenses
justed basis (explained under Figuring Gainsyou have in obtaining reimbursement. It also racy. This could include a settlement, adjudi-
and Losses, earlier) or the decrease in fairincludes any reimbursement used to pay off cation, or abandonment of the claim. This is
market value from the time it was stolen untila mortgage or other lien on the property that true even if the loss occurred or the liability
the time it was recovered. Use this amountwas damaged, destroyed, or lost by casualty was paid in a different year.
to refigure your total loss for the year inor theft.
which the loss was deducted.Example.  A hurricane destroyed your of- Reimbursement Claims This is your refigured loss. If this amountfice building and the insurance company

If there is a reasonable prospect you will be is less than the loss you deducted, you gen-awarded you $45,000. You received $40,000
reimbursed for part or all of your loss, you erally have to report the difference as in-in cash. The remaining $5,000 was paid di-
must subtract the expected reimbursement come in the recovery year. But report the dif-rectly to the holder of a mortgage on the
to figure your loss. You must reduce your ference only up to the amount of the lossproperty. The reimbursement you received
loss even if you do not receive payment until that reduced your tax.includes the $5,000 paid on the mortgage.
a later tax year. You are believed to have aIf you expect to be reimbursed , but
reasonable prospect of reimbursement if Disaster Area Losses have not yet received payment, you must still
you have filed suit for damages. If you have a deductible casualty loss from asubtract the expected reimbursement from

disaster in an area declared by the Presidentthe loss.
If you later receive less reimbursement of the United States to be eligible for federal
than you expected, include that difference disaster assistance, you can choose to de-Reimbursement from creditors or suppli-
as a loss with your other losses (if any) on duct that loss on your return or amended re-ers.  If your creditors forgive part of what you
your return for the year in which you can rea- turn for the immediately preceding tax year.owe them because of your inventory loss,

If you do this, the loss is treated as havingsonably expect no more reimbursement.treat this amount as a reimbursement. Ac-
occurred in the preceding year.count for it in the same manner as an insur- Example.  A collision with another car in

Make the election to deduct the loss inance reimbursement, discussed earlier. 1994 completely destroyed your business
the preceding year by the later of:automobile. The negligence of the other

Other reimbursements.  Insurance is the 1) The due date (without extensions) for fil-driver caused the accident. Your automobile
most common way to be reimbursed for a ing your income tax return for the taxhad a fair market value of $4,000 and an ad-
casualty or theft loss. But you may be reim- year in which the disaster occurred, orjusted basis of $3,000. As of December 31,
bursed in some other way. The following 1994, it was reasonable to believe you would 2) The due date (with extensions) for theitems are considered reimbursements: recover the total damages from the owner of preceding year’s return.
● The forgiven part (the part you do not have the other car. You do not have a deductible

to pay back) of a federal disaster loan loss in 1994. Disaster loss to inventory.  If your inven-
under the Disaster Relief and Emergency In January 1995, the court awards you a tory loss is from a disaster in an area de-
Assistance Act, judgment of $4,000, but in July 1995 you can clared by the President of the United States

show with reasonable certainty the other to be eligible for federal assistance, you may● 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● The court awards for damages for a casu-
ing year. However, decrease your openingloss for 1995.alty or theft loss (the amount you are able
inventory for the year of the loss so that theto collect) minus lawyers’ fees and other
loss will not show up again in inventories.If you later receive more reimbursementnecessary expenses,

than you expected, after you have claimed a
● The repairs, restoration, or cleanup ser- Disaster unemployment pay.  Disaster un-deduction for the loss, you may have to in-vices provided by relief agencies, and employment assistance payments are taxa-clude the extra reimbursement in your in-

ble unemployment benefits.● A bonding company payment for a theft come for the year you receive it. Do not
loss. refigure your tax for the year you claimed the

Grants.  Do not include grants you receivededuction. For more information, see Recov-
under the Disaster Relief and Emergencyery of items previously deducted in chapter
Assistance Act in your gross income. Also,When to Report 6.
do not deduct a casualty loss to the extent

Gains and Losses you are specifically reimbursed by the grant.
Note.  If the total of all the reimburse-Casualty losses are generally deductible For more information on disaster area

ments you receive is more than your ad-only in the tax year they occur. This is true losses, see Publication 547.
justed basis in the destroyed or stolen prop-even if you do not repair or replace the dam-
erty, you will have a gain on the casualty oraged property until a later year. (But see Dis- How to Reporttheft. If you have already taken a deductionaster Area Losses, later.)
for a loss and you receive the reimburse- Gains and Losses Theft losses are generally deductible
ment in a later year, you must include it inonly in the year they are discovered. You Use Section B of Form 4684 to figure and re-
your income for the later year. Include the re-must prove there was a theft, but you do not port casualties and thefts of property used in
imbursement as ordinary income to the ex-have to know when it occurred. a trade or business or for income-producing
tent your deduction reduced your tax for theCasualty or theft gains are generally in- purposes. For more information, see chapter
earlier year.cluded in income in the tax year in which you 26.
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was $133,000 immediately before the floodAdjustments to Basis 
and $120,000 afterwards. Your insurance Condemnations If your property is partly or totally destroyed
company reimbursed you $9,000 for theby casualty, you must decrease your basis in

Condemnation is the process by which pri-flood damage. Depreciation on the businessthe property by any insurance or other reim-
vate property is legally taken for public usepart of the building before the flood totaledbursement you receive and by any deducti-
without the owner’s consent. The property$8,400. Your adjusted gross income isble loss. The insurance or reimbursement
may be taken by the federal government, a$50,000.represents a return of part or all of the capital
state government, a political subdivision, orYou have a deductible business casualtyyou invested in the property. You must in-
a private organization that has the power toloss of $2,667. You do not have a deductiblecrease your basis by any amounts spent to
legally take it. The owner receives a con-personal casualty loss because of the $100rebuild or restore the property after a
demnation award (money or property) in ex-and 10% rules. You figure the loss ascasualty.
change for the condemned property. A con-follows:For more information on adjusted basis,
demnation is like a forced sale, the ownersee chapter 5. Business Personal being the seller and the condemning author-

Example 1.  Your business truck is in- loss loss ity being the buyer.
volved in an accident. After appraisals, you 1) Adjusted basis of Example.  A local government author-determine the loss to be $2,000. You carry building before flood: ized to acquire land for public parks told you$250 deductible insurance. You receive Business part (cost that it wished to acquire your property. After$1,750 from insurance. Your deductible cas- $93,333 minus the local government took action to con-ualty loss is $250 ($2,000 minus $1,750 in- depreciation $8,400) $84,933 demn your property, you went to court tosurance). Reduce the basis of your truck by

keep it. But the court ruled for the local gov-Personal-use partyour deductible casualty loss, $250, and by
ernment, which took your property and paid(basis equals cost) . . . $46,667the insurance, $1,750.
you an amount fixed by the court. This is a

2) Value before floodExample 2.  Before being partly de- condemnation of private property for public
(total $133,000) . . . . . . $88,667 $44,333stroyed by fire, your building had an adjusted use.

3) Value after flood (totalbasis of $115,000. Its value was $130,000
$120,000) . . . . . . . . . . . . 80,000 40,000just before the fire and $120,000 immedi-

Threat of condemnation.  A threat of con-ately after. You collected $10,000 insurance. 4) Decrease in value . . . . $ 8,667 $ 4,333 demnation exists if a representative of a gov-You have no casualty loss deduction be-
5) Amount of loss (line 1 ernment body or a public official authorizedcause the insurance you received equaled

or line 4, whichever is to acquire property for public use tells youyour casualty loss. Reduce the basis of your
less) . . . . . . . . . . . . . . . . . . $ 8,667 $ 4,333 that the government body or official has de-building by the $10,000 insurance.

6) Minus: Insurance . . . . . 6,000 3,000 cided to acquire your property. You must
have reasonable grounds to believe that, if7) Loss afterIf Loss Is More you do not sell voluntarily, your property willreimbursement . . . . . . . $ 2,667 $ 1,333

Than Income be condemned.8) Minus: $100 on
If your casualty or theft loss deduction is The sale of your property to someonepersonal-use property –0– 100
more than your income, you may have a net other than the condemning authority quali-9) Loss after $100 rule $ 2,667 $ 1,233
operating loss. You can use a net operating fies as an involuntary conversion, if you have10) Minus: 10% of
loss to lower your tax in an earlier year al- reasonable grounds to believe that your$50,000 on personal-
lowing you to get a refund for tax you already property will be condemned. If the buyer ofuse property . . . . . . . . . . –0– 5,000
paid. Or, you can use it to lower your taxes in this property knows that it will be con-

11) Deductible businessa later year. For more information, see chap- demned at the time of purchase and sells it
loss . . . . . . . . . . . . . . . . . . . $ 2,667ter 20. to the condemning authority, that sale also

12) Deductible personal qualifies as an involuntary conversion.
loss . . . . . . . . . . . . . . . . . . . –0– Reports of condemnation.  A threat ofPart Business and

condemnation exists if you learn of a deci-Part Personal-Use Property 
sion to acquire your property for public useWhen property is partly personal-use and
through a report in a newspaper or otherListed property.  Special rules apply topartly business or income-producing prop-
news medium, and this report is confirmedlisted property not used 100% in your busi-erty, figure the casualty or theft loss deduc-
by a representative of the government bodyness. Listed property includes:tion as though there were two separate cas-
or public official involved.ualties or thefts. Figure the one affecting the 1) Any passenger automobile,

You must have reasonable grounds topersonal-use property and the other affect- 2) Other property used for transportation, believe that they will take the necessarying the business or income-producing
steps to condemn your property if you do not3) Property used for entertainment, suchproperty.
sell voluntarily. If you relied on oral state-as photographic, communication, and
ments made by a government representa-video recording equipment, andPersonal-use property.  You can deduct
tive or public official, the Internal Revenuethe total casualty or theft loss to your per- 4) Computers and related peripheral Service may ask you to get written confirma-sonal-use property only if it is more than equipment not used exclusively at a reg- tion of the statements.10% of your adjusted gross income. You ular business location.

Example 1.  A public utility company thatalso must first reduce each separate casu-
does not have the authority to condemnalty or theft loss by $100. For listed property not used 100% in your
property, but can get that authority, wants toFor more information on losses to per- trade or business, figure its adjusted basis as
acquire your property. If, during negotiations,sonal-use property, see Publication 547. if all its use were in your trade or business.
a representative tells you your property willExample.  You own a 3-story building This will require you to reduce the adjusted
be condemned and also reveals the identitythat you built on leased land. You use two basis of listed property by depreciation fig-
of the condemning authority, you have rea-floors (2/ 3 of the building) in your business ured as if you used it 100% for business.
sonable grounds to believe condemnationand you live on the third floor (1/3 of the build- This is true even if a lesser amount was al-
will occur if you do not voluntarily sell theing). The cost of the building was $140,000 lowable because your trade or business use
property.and you made no improvements or additions of the property was less than 100%.

Example 2.  Tom Young received ato it. A flood in March damaged the entire For more information on listed property,
health department notice that a building hebuilding. The fair market value of the building see chapter 12. 
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owns is unfit and will be condemned if nec- You are considered to have received the en- the severance damages are based on dam-
age to a specific part of the remaining prop-essary repairs are not made. He is not under tire $200,000 as a condemnation award.
erty, reduce only the basis of that part by thethreat of condemnation because the notice Net condemnation award.  A net con-
net severance damages. If your net sever-is not related to a condemnation of private demnation award is the total award you re-
ance damages are more than the basis ofproperty for public use. ceived, or are considered to have received,
the remaining property, you have a gain. Youfor the condemned property minus your ex-
can choose to postpone reporting the gainpenses of obtaining the award. If only a partRelated property voluntarily sold.  A vol-
by buying replacement property. See Post-of your property was condemned, you mustuntary sale of your property may be treated
poning Gain, later.also reduce the award by any special as-as a forced sale that qualifies as an involun-

You can also make this choice if yousessment levied against the part of the prop-tary conversion if the property had a sub-
spend the severance damages, togethererty you retain. See Special assessmentstantial economic relationship to your
with other money you received for the con-withheld and you do not receive severancecondemned property. A substantial eco-
demned property, to acquire nearby propertydamages, later.nomic relationship exists if together the
that will allow you to continue your business.Interest on award.  If the condemningproperties were one economic unit. You
If suitable nearby property is not availableauthority pays you interest for its delay inmust also show that the condemned prop-
and you are forced to sell the remainingpaying your award, it is not part of the con-erty could not reasonably or adequately be
property and relocate in order to continuedemnation award. You must report the inter-replaced. You can choose to postpone re-
your business, see see Property voluntarilyest separately as ordinary income.porting the gain by buying replacement prop-
sold, earlier.Payments to relocate.  Payments youerty; see Postponement of Gain later.

If you restore the remaining property toreceive to relocate and replace housing be-Example.  Green Corporation rented its its former use, you can treat the cost of re-cause you have been displaced from yourmanufacturing plant from your father and an storing i t  as the cost of replacementhome, business, or farm as a result of federaladjacent warehouse from you. Your father property.or federally assisted programs are not part ofowns 51% of Green’s stock. You and your
the condemnation award. Do not includebrother own the remaining stock. Last year Consequential damages. You may receivethem in your income. Replacement housingyour father sold his plant under threat of con- consequential damages and similar awardspayments used to buy new property are in-demnation. You sold your warehouse be- for damage from improvements made tocluded in the property’s basis as part of yourcause the plant was relocated. Your volun- your property by a state, city, or other publiccost.tary sale is not a condemnation because you body that did not take your property. These

do not own the condemned property (the amounts are awarded for the same reasons
Severance damages.  Severance damagesplant). as severance damages, discussed earlier,
are not part of the award paid for the prop- and treated in the same way.
erty condemned. They are compensation

Easements.  Treat the granting of an ease- paid to you if part of your property is con- Expenses of obtaining awards and dam-ment on your property (for example, a right- demned and the value of the part you keep ages.  Subtract the expenses of obtaining aof-way over it) under condemnation or threat decreases because of the condemnation. condemnation award, such as legal, engi-of condemnation, as a forced sale, even The condemnation of part of your prop- neering, and appraisal fees, from the totalthough you keep the legal title. Although you erty may also damage the part you keep. For award. Also subtract the expenses of ob-figure gain or loss on the easement in the example, you may receive severance dam- taining severance damages from the sever-same way as a sale of property, treat the ages if your property is subject to flooding. ance damages paid to you. If you cannot de-gain or loss as from a condemnation. See Severance damages may also be given to termine which part of your expenses is forFiguring Gain or Loss, later. you to replace fences, dig new wells or each part of the condemnation proceeds,
ditches, or plant trees to restore your re- you must make a proportionate allocation.Condemnation award.  A condemnation maining property to the same usefulness it

award is the money or the value of other had before the condemnation. Special assessment withheld and you doproperty you receive for your condemned The contracting parties should agree on not receive severance damages.  Whenproperty. The award is also the amount paid amount of the severance damages and put part of your property is condemned, youto you for the sale of your property under that in writing. If this is not done, all proceeds must reduce the condemnation award bythreat of condemnation. from the condemning authority are consid- any amount withheld because of a specialDeposits made by the condemning au- ered awarded for your condemned property. assessment levied against the remainingthority.  The condemning authority may de- You cannot make a completely new allo- property. An assessment may be levied if the
posit with the clerk of the court, for example, cation of the total award after the transaction remaining property benefited from the im-
any award that is being disputed. Treat the is completed. However, you may show how provement resulting from the condemnation.
award as received in the first year you have much of the award both parties intended to Examples of improvements that may cause
an unrestricted right to it. This can occur be for severance damages. Determine the a special assessment are widening a street
when you can withdraw the money for your part of the award for severance damages and installing a sewer.
own use. Report the award on your return for from all the facts and circumstances. The assessment must be withheld from
that year, not the settlement year of the the award. The award cannot be reduced by
dispute. any assessment levied after the award isTreatment of severance damages.  Your

Amounts withheld from award. made, even if the assessment is levied in thenet severance damages are treated as the
Amounts withheld from the award to pay same year the award is made.amount realized from an involuntary conver-
your debts are considered paid to you. sion of the remaining part of your property. Example.  To widen the street in front ofAmounts paid directly to the holder of a To figure that amount, you must first reduce your home, the city condemned part of yourmortgage or other lien (claim) against your your severance damages by your expenses land. It awarded you $5,000. You spent $300property are part of your award, even though in obtaining the damages. You then reduce to get the award. Before paying the award,the debt attaches to the property and is not them by any special assessment levied the city levied a special assessment of $700your personal liability. against the remaining property if the assess- for the street improvement against your re-

ment was withheld from the award by theExample.  The state condemned your maining property. The city then paid you only
condemning authority. The balance is yourproperty for public use. The award was set at $4,300. Your net award is $4,000 ($5,000 to-
net severance damages.$200,000. The state paid you only $148,000 tal award minus $300 expenses to get the

because it paid $50,000 to your mortgage You reduce the basis of the remaining award and $700 for the special assessment
holder and $2,000 accrued real estate taxes. property by your net severance damages. If withheld).
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If the $700 special assessment were not If a partnership or a corporation owns the Similar or related in service or use.  Your
withheld from the award and you received condemned, damaged, destroyed, or stolen replacement property must be similar or re-
$5,000, your net award would be $4,700 property, only the partnership or corpora- lated in service or use to the property it re-
($5,000 minus $300). The net award is not tion can choose to postpone reporting the places. If the condemning authority acquired
changed even if you later paid the assess- gain. real estate that you used in your business or
ment from the amount you received. for rental or investment purposes, see Spe-

Severance damages received.  If the cial rule for certain real property, later.Changing your mind.  You can change your
condemnation proceeds includes severance mind about reporting or postponing the gain You can treat qualified property bought
damages, you must first reduce the sever- at any time before the end of the specified with the proceeds from the sale of timber
ance damages by any special assessment replacement period. However, see Substitut- downed by a casualty (such as high winds,
withheld. Use any balance of the special as- ing replacement property, later. earthquakes, or volcanic eruptions) as a re-
sessment to reduce the remaining condem- placement property. If the proceeds are in-Example.  Your property was con-
nation award. vested in property similar or related in ser-demned and you had a gain of $5,000. You

vice or use to the timber property within thereported the gain on your return for the year
specified replacement period, you can post-Figuring Gain or Loss in which you received it, and paid the tax
pone reporting the gain.due. You buy replacement property withinIf your property was condemned or disposed

Fee simple property.  ‘‘Fee simple’’the replacement period. You used all butof under threat of condemnation, figure your
property you will use in your trade or busi-$1,000 of your gain to buy the replacementgain or loss by comparing your adjusted ba-
ness or for investment can qualify as re-property. You now change your mind andsis in the condemned property with the your
placement property that is similar or relatedwant to postpone the tax on the $4,000 ofnet condemnation award.
in service or use to a condemned 15-yeargain spent for the replacement property. YouIf your net condemnation award is more
leasehold if you use the ‘‘fee simple’’ prop-should file a claim for refund on Form 1040X.than your adjusted basis in the condemned
erty in the same business and for the identi-Explain on Form 1040X that you previouslyproperty, you have a gain. You may be able
cal purpose as the condemned leasehold.reported the entire gain from the condemna-to postpone reporting it. If your award is less

A ‘‘fee simple’’ property interest gener-tion, but you now want to report only the partthan your adjusted basis, you have a loss.
ally is one in which the owner is entitled toof the gain ($1,000) not spent for replace-You must report any deductible loss in the
the entire property, with unconditional powerment property.tax year in which it happened. If your loss is
to dispose of it during his or her lifetime. APostponing gain on severance dam-from property you held for personal use, you
leasehold is property held under a lease usu-ages.  If you received severance damagescannot deduct it.
ally for a term of years.for part of your property because another

Owner-user.  If you are an owner-user,part was condemned and you buy replace-Part business or part rental.  If you used
similar or related in service or use meansment property, you can choose to postponepart of your condemned property as your
that replacement property must function inreporting gain. See Treatment of severancehome and part as business or rental prop-
the same way as the property it replaces.damages, earlier. You can postpone report-erty, treat each part as a separate property

ing all your gain if the replacement propertyand figure your gain or loss separately be- Example.  Your home was destroyed by
costs at least as much as your net sever-cause different treatment may apply to each fire. Your insurance reimbursement resulted
ance damages plus your net condemnationgain or loss. in a gain. To postpone reporting the gain,
award.Some examples of this type of property you must replace your home with another

are a building in which you live and operate a Postponing gain on the sale of related home that costs at least as much as the re-
grocery, and a building in which you live on property.  If part of your property is con- imbursement. If you replace your home with
the first floor and rent out the second floor. demned, and you sell the related part and an apartment house you buy to rent out to

buy replacement property, you can choose others, you cannot postpone reporting the
to postpone reporting gain on the sale. You gain because the apartment house is not
must meet the requirements explained ear- similar or related in service or use to your de-Postponing Gain lier under Related property voluntarily sold. stroyed home.
You can postpone reporting all your gain ifDo not report the gain on condemned, dam- Owner-investor.  If you are an owner-in-
the replacement property costs at least asaged, destroyed, or stolen property if you re- vestor, similar or related in service or use
much as the amount realized from the sale,ceive only property that is similar or related means that any replacement property must
plus your net condemnation award (if result-in service or use to it. Your basis for the new have the same relationship of services or
ing in gain), plus your net severance dam-property is the same as your basis for the old uses to you as the property it replaces. You
ages, if any (if resulting in gain).property. decide this by determining:

Replacing real property held for busi-
1) Whether the properties are of similarness or investment.  If the condemnedChoosing to postpone gain.  You must or- service to you,property is real property you held for use indinarily report the gain if you receive money
2) The nature of the business risks con-your trade or business or for investmentor unlike property as reimbursement. You

nected with the properties, and(other than property held mainly for sale),can choose to postpone reporting the gain if,
your replacement property will qualify aswithin a specified replacement period, dis- 3) What the properties demand of you in
similar or related in service or use if it is like-cussed later, you purchase: the way of management, service, and
kind property. For a discussion of like-kind relations to your tenants.1) Property similar or related in service or
property, see Like-kind property later.use to the condemned, etc., property, or

Example.  You owned land and a build-2) A controlling interest (at least 80%) in a
Replacement Property ing you rented to a manufacturing company.corporation owning such property.

The building was condemned. During the re-You must buy replacement property for the
placement period, you had a new buildingspecific purpose of replacing your con-To postpone all the gain, you must buy
constructed on other land you alreadydemned, damaged, destroyed, or stolenreplacement property costing at least as
owned. You rented out the new building forproperty. You do not have to use the actualmuch as the amount realized for the con-
use as a wholesale grocery warehouse. Be-award or reimbursement from your old prop-demned property.
cause the replacement property is alsoerty to acquire the replacement property.Report your election to postpone your
rental property, the two properties are con-Property or stock you acquire by gift or inher-gain, along with all necessary details, on
sidered similar or related in service or use ifitance does not qualify as replacementyour return for the tax year in which you real-
there is a similarity in:property.ize the gain.
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1) Your management activities, 4) Perpetual water rights, if considered property was damaged, destroyed, or stolen.
real property rights under state law, and The replacement period ends 2 years after2) The amount and kind of services you

the close of the first tax year in which you re-5) Any similar continuing interests in realprovide to your tenants, and
alize any part of the gain on the casualty orproperty.

3) The nature of your business risks con- theft.
nected with the properties.

Example 1.  You planned to build ware-
Condemnation.  The replacement periodhouses for your business on your vacantAdvance payment.  You have not pur- for a condemnation begins on the earlier of:land. The land was condemned before youchased replacement property if you pay a 1) The date the condemned property wasbuilt the warehouses. You bought land with acontractor in advance to build your replace- disposed of, orgarage, a service station, and sales roomsment property unless it is finished before the

on it. You rent out these buildings. The im- 2) The date the threat of condemnationend of the replacement period.
proved land qualifies as replacement prop- began.
erty because it is held for the production of

Controlling interest in a corporation.  You income and of a like kind. The replacement period ends 2 years af-can replace property by acquiring a control-
Example 2.  Assume that in Example 1 ter the close of the first tax year in which anyling interest in a corporation that owns prop-

you used the amount you received from the part of the gain on the condemnation iserty similar or related in service or use to
condemnation to buy a controlling interest in realized.your condemned, damaged, destroyed, or
a corporation that owns land with a garage, a If real property held for use in a tradestolen property. You can postpone the tax
service station, and sales rooms on it. Your or business or for investment (not includingon your entire gain if the cost of the stock
purchase of the controlling interest does not property held primarily for sale) is con-that gives you controlling interest is at least
qualify as replacement property because demned, the replacement period ends 3as much as the amount realized (reimburse-
stock is not like-kind property to vacant land years after the close of the first tax year inment) for your property. You have controlling
nor is the new property similar or related in which any part of the gain on the condemna-interest if you own stock having at least 80%
service or use to your vacant land. tion is realized. However, this 3-year re-of the combined voting power of all classes

placement period cannot be used if you re-of voting stock and at least 80% of the total
Outdoor advertising displays.  You can place the condemned property by acquiringnumber of shares of all other classes of
make an election to treat a qualifying out- control of a corporation owning property thatstock. door advertising display as real property if is similar or related in service or use.
you did not claim a section 179 deduction for

Example.  You are a calendar year tax-Special rule for certain real property.  A the display. You cannot revoke this election
payer. The city council notified you on De-special rule applies to the replacement of unless you get the consent of the Internal
cember 1, 1994, of its intent to acquire yourreal property used in your trade or business Revenue Service.
business real property. On June 1, 1995,or held for the production of income or for in- If you make this election and you replace
when the property had an adjusted basis ofvestment that is condemned or sold under your condemned, etc., outdoor advertising
$40,000 to you, the city condemned thethreat of condemnation. Real property display with real property in which you hold a
property and paid you $50,000. The replace-means property relating to land, and gener- different kind of interest, your replacement
ment period began on December 1, 1994,ally anything that is erected on, growing on, property can qualify as like-kind property.
the date you were notified of the intent toor attached to the land. This special rule For example, real property purchased to re-
condemn the property. Because the con-does not apply to the acquisition of real prop- place a destroyed billboard and leased prop-
demned property was business real estate,erty held as stock in trade or primarily for erty on which the billboard was located qual-
the replacement period ends on Decembersale. ify as property of a like kind.
31, 1998, three years after the last day of theIn such cases, you can postpone report- An outdoor advertising display is a sign or
year in which the gain was realized.ing your gain on the condemnation of your device rigidly assembled and permanently

Replacement property acquiredreal property if, within the replacement pe- attached to the ground, a building, or any
before the condemnation.  If you acquireriod, you replace it with ‘‘like-kind property’’ other permanent structure used for commer-
your replacement property after there is athat will be used in your trade or business or cial or other advertisement to the public.
threat of condemnation, but before the ac-held for the production of income or for in-
tual condemnation, and you still hold the re-vestment. If you do not replace the con- Basis of replacement property.  If you ac-
placement property at the time of the con-demned property with like-kind property, you quire property as the result of a condemna-
demnat ion,  you have acqui red yourcan still postpone reporting the gain by re- tion, the basis of the replacement property is
replacement property within the replace-placing it with property that is similar or re- the same as that of the condemned prop-
ment period. Property you acquire beforelated in service or use. erty. Decrease that basis by any money re-
there is a threat of condemnation does notLike-kind property.  Like-kind property, ceived but not spent for replacing the prop-
qualify as replacement property acquiredfor the special rule, generally means real erty, and increase it by the amount of gain or
within the replacement period.property. It does not matter if the con- decrease it by the amount of loss to be re- Constructive receipt of condemnationdemned property or your replacement prop- ported on your income tax return. If you payments.  The replacement period ends 2

erty is improved or unimproved. In determin- spend more for the replacement property
(or 3) years after the close of the first tax

than you received from the condemnation,ing whether the two properties qualify as
year in which you realize any part of the gain.

add that amount to the basis of the replace-like-kind property, consider the nature and You realize gain when you receive payments
ment property. For more information on ba-character of each property. that exceed your basis in the property. This
sis, see chapter 5.For example, replacement with real prop- applies even though the amounts received

erty held for use in a trade or business or for are only partial or advance payments and
the production of income for the following Replacement Period the full amount of the award has not yet been
are like-kind exchanges: To postpone reporting your gain from a con- determined. A replacement will be too late if

demnation, casualty, or theft, you must buy you wait for a final determination that does1) Easements,
replacement property within a specified pe- not take place in the applicable replacement2) Rights-of-way,
riod of time. This is the ‘‘replacement period after you first realize gain.

3) Leaseholds for a term of 30 years or period.’’ In addition, the replacement period be-
more (the term includes the initial term gins when the condemning authority makes
of the lease and all optional renewal Casualty or theft.  The replacement period deposits into the court and you withdraw
periods), for a casualty or theft begins on the date the amounts in excess of your basis.
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For accrual basis taxpayers, gain begins year you realize gain, attach a statement to separate years, attach a statement with the
to accrue in the year of condemnation and your return. Show in the statement the return for each year. Include in the statement
not in the year of payment. amount realized from the condemnation, detailed information on the balance of the re-

casualty, or theft. Also show how you figured placement property.
Extension.  You may get an extension of the the gain, and any gain you will report.
replacement period if you apply to the Dis-
trict Director of the Internal Revenue Service Amended return.  File an amended returnSubstituting replacement property.  Once
for your area. Make your application before and refigure your tax liability for the tax yearyou designate certain property as replace-
the end of the replacement period. Include you made the choice if:ment property, you may not substitute other
all the details about your need for an exten- qualified property. But if your previously des-
sion. You may file an application within a rea- ignated replacement property does not qual- 1) You did not acquire replacement prop-
sonable time after the replacement period ify, you can substitute qualified property if erty within the replacement period,
ends if you can show reasonable cause for you acquire it within the replacement period.
the delay. You will get an extension of time if

2) You got replacement property within theyou can show reasonable cause for not mak- Replacement property acquired after re- replacement period but for less than youing the replacement within the regular turn filed.  If you intend to buy replacement expected when you made the election,period. property after you file your return for the year or
you realize gain, attach a statement to your

How to Postpone Gain return. Show in the statement all the facts re-
3) You decided not to replace the property.lating to the condemnation, casualty, orIf your property is condemned, damaged, de-

theft. Also show how you figured the gain,stroyed, or stolen, report your election to
and that you choose to replace the propertypostpone your gain, along with all the neces-

Effect of taxpayer’s death.  If a taxpayerwithin the required replacement period.sary details, on your return for the tax year in
dies in the year the gain is realized, butwhich you realize the gain. You then attach another statement to
before replacement property is acquired,your return for the year you buy the replace-
there can be no election to postpone the Replacement property acquired before ment property. Show in the statement de-
gain. Instead, report the gain on the dece-return filed.  If you acquire replacement tailed information on the replacement prop-
dent’s final income tax return.property before you file your return for the erty. I f  you make the replacement in
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bulletin board or via the Internet (see page
34 of the Form 1040 Instructions).Information Returns 26. Before completing Schedule D (FormIf you sell or exchange certain assets, you
1040), you may have to complete othershould receive an information return show-
forms. For the sale of business property,Reporting Gains ing the proceeds of the sale. This informa-
complete Form 4797 (discussed later). Formtion is also provided to the Internal Revenue
4797 is used along with Form 1040, as welland Losses Service.
as Forms 1065, 1120, and 1120S.

For a like-kind exchange, complete FormForm 1099–B.  If you sold stocks, bonds,
8824. See Reporting the exchange undercommodities, etc., you should receive Form
Like-Kind Exchanges, in chapter 21.1099–B or an equivalent  statement.Important Changes For an installment sale, complete FormWhether or not you receive Form 1099–B,
6252. See Installment Sales, in chapter 23.Caution.  As this publication was being pre- you must report all taxable sales of stocks,

pared for print, Congress was considering bonds, commodities, etc., on Schedule D.
Personal use property.  Report gain on thetax law changes that would affect your 1995 For more information on figuring gains and
sale or exchange of property held for per-tax return and 1996 estimated taxes. These losses from these transactions, see chapter
sonal use (such as your home) on Schedulechanges include: 4 in Publication 550.
D. Loss from the sale or exchange of prop-

● Capital gains and losses, and erty held for personal use is not deductible.Form 1099–S.  Information reporting must
But if you had a loss from the sale or ex-● Sale of your home. be provided on certain real estate transac-
change of real estate held for personal usetions. Generally, the person responsible for
(other than your main home), report theSee Publication 553, Highlights of 1995 Tax closing the transaction must report on Form
transaction on Schedule D even though theChanges, for further developments. Informa- 1099–S sales or exchanges of the following:
loss is not deductible. Complete columns (a)tion on these changes will also be available

1) Land (improved or unimproved), includ- through (e) and write ‘‘Personal loss’’ acrosselectronically through our bulletin board or
ing air space, columns (f) and (g).via the Internet (see page 34 of the Form

1040 Instructions). 2) Inherently permanent structures, includ-
Short-term gains and losses.  Gain or lossing any residential, commercial, or in-
on the sale or exchange of capital assetsdustrial building,
held 1 year or less is short-term capital gain

3) A condominium unit and its appurtenantIntroduction or loss. Report it in Part I.
fixtures and common elements (includ- Net short-term gain or loss.  CombineThis chapter discusses the reporting of capi- ing land), or your share of short-term capital gains ortal gains and losses and ordinary gains and

losses from partnerships, S corporations, or4) Stock in a cooperative housinglosses from sales, exchanges, and other dis-
fiduciaries with your short-term capital losscorporation.positions of property. It covers the use of
carryovers and other short-term gains andSchedule D (Form 1040), Form 4684, and
losses to figure your net short-term capitalForm 4797. If you sold or exchanged the above types of
gain or loss.Although this chapter refers to Schedule property, the reporting person must give you

D (Form 1040), the rules discussed here also a copy of Form 1099–S or a statement con-
Long-term gains and losses.  A gain or lossapply to taxpayers other than individuals. taining the same information as the Form
on the sale or exchange of capital assetsHowever, the rules for property held for per- 1099–S.
held more than 1 year is long-term capitalsonal use will usually not apply to taxpayers If you receive or will receive property or
gain or loss. Report it in Part II.other than individuals. services in addition to gross proceeds (cash

Net long-term gain or loss.  A net sec-or notes) in this transaction, the person re-
tion 1231 gain from Part I of Form 4797, afterporting it does not have to value that prop-Topics
any reduction for nonrecaptured sectionerty or those services. In that case, the grossThis chapter discusses:
1231 losses from prior tax years, is long-proceeds reported on Form 1099–S will be

● Schedule D (Form 1040) term capital gain. See chapter 23. Reportless than the sales price of the property you
● Form 1099-B this gain in Part II of Schedule D (Formsold. Figure any gain or loss according to the

1040). Also, you report the following in Partsales price, which is the total amount you re-● Form 1099-S
II:alized on the transaction.

● Form 4797
1) Capital gain distributions from regulated

● Form 4684 investment companies, mutual funds,
and real estate investment trusts,Schedule DUseful Items

2) Your share of long-term capital gains orYou may want to see: (Form 1040) losses from partnerships, S corpora-
tions, and fiduciaries, andWhere you report a sale or exchange onPublication

Schedule D (Form 1040) depends on how 3) Long-term capital loss carryovers.□ 544 Sales and Other
long you held (owned) the property. SeeDispositions of Assets
chapter 22. The result from combining these items with

□ 550 Investment Income other long-term capital gains and losses is
and Expenses Caution:  As this publication was being your net long-term capital gain or loss.

prepared for print, Congress was consider-
Form (and Instructions) ing tax law changes that would affect capital Total net gain or loss.  Figure your total net

gains and losses. The line numbers on□ Schedule D (Form 1040) Capital gain or loss by combining your net short-
Schedule D (Form 1040) could change forGains and Losses term capital gain or loss with your net long-
1995. See Publication 553, Highlights of term capital gain or loss. Enter the result on□ 4684 Casualties and Thefts
1995 Tax Changes, for further develop- line 18, Part III. If losses are more than gains,

□ 4797 Sales of Business Property ments. Information on these changes will see Treatment of Capital Losses in chapter
also be available electronically through our□ 8824 Like-Kind Exchanges 22.
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from prior years figured in Part I of Form are claiming a casualty or theft loss. If more
4797. It also includes ordinary gain figured in than four items of property were damaged orForm 4797 
Part III. stolen in a single casualty or theft, use addi-

Use Form 4797 to report gain or loss from a tional sheets following the format of Section
sale, exchange, or involuntary conversion of B, Part I, through line 27.Ordinary income due to depreciation re-property used in your trade or business or If you had more than one casualty or theftcapture.  The ordinary income due to the re-held for the production of rents or royalties. during the year, fill out a separate Form 4684capture of depreciation on personal property

for each casualty or theft.and additional depreciation on real propertySection 1231 gains and losses.  Any sec- Section B, Part II, is used to summarize(as discussed in chapter 23) is figured in Parttion 1231 gains and losses are shown in Part all your gains and losses from casualties andIII. The ordinary income is carried to Part II ofI. A net gain is carried to Schedule D (Form thefts of business or income-producingForm 4797 as an ordinary gain. Any remain-1040) as a long-term capital gain. A net loss property during the tax year. Your net gain oring gain is carried to Part I as section 1231is carried to Part II of Form 4797 as an ordi- loss is then carried to other tax forms. Short-gain, unless it is from a casualty or theft. Anynary loss. term gains and losses are listed separatelyremaining gain that is from a casualty or theftIf you had any nonrecaptured net section from long-term gains and losses. Part II alsois carried to Form 4684.1231 losses from the preceding 5 tax years, separates losses by the type of property.
reduce your net gain by those losses and re- Losses on business property and property
port the amount of the reduction as an ordi- that earns rent or royalty income are listed in
nary gain in Part II. Any remaining gain is re- column (b)(i). Losses on income-producingForm 4684 
ported on Schedule D (Form 1040). See property are listed in column (b)(ii). Gains are
Section 1231 Property, in chapter 23. Use Form 4684 to figure and report casualty listed in column (c).

and theft losses and gains. Section B, Part I,
Ordinary gains and losses.  Any ordinary has space to figure a gain or loss on four
gains and losses are shown in Part II. This in- items of business or income-producing prop-
cludes a net loss or a recapture of losses erty. List each item or article for which you
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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

Form 9465.  If you are unable to pay the
tax owed on or before the end of the auto-Schedule C and
matic 4-month extension period, you can at-27.
tach Form 9465, Installment Agreement Re-Schedule C–EZ 
quest, to your income tax return. IRS

If you are a sole proprietor, you report yourSole encourages you to make installment pay-
income and expenses from your business or ments as large as possible in order to reduce
profession on Schedule C or Schedule C–EZProprietorships the interest and penalties required by law.
(Form 1040) and file it with your Form 1040.
Report the amount of net profit (or loss) from Withdrawals.  If you are a sole proprietor,
Schedule C on line 12 of Form 1040. If you there is no tax effect if you take money out of
operate more than one business as a sole your business, or transfer money to or from
proprietor, you must prepare a separateIntroduction your business. It is a good idea to set up a
Schedule C or Schedule C–EZ for each drawing account. This will help you identify

This chapter explains the filing requirements business and attach each of them to your amounts that are not for business expenses
for a sole proprietor and how a sole proprie- tax return. If you do not prepare a separate but that are for your own personal use.
tor should report the sale or disposition of a Schedule C or Schedule C–EZ for each busi-
business. For information on how to treat the ness, you may have to pay a penalty be- Self-employment tax.  Generally, if you are
expenses of starting a new business or buy- cause you did not properly report your in- a sole proprietor, you will have to pay self-
ing an existing business, see chapters 4 and come and deductions. employment tax. See chapter 32.
13. It is important to use the correct business

You are a sole proprietor if you are self- code, since this information will identify mar- Estimated Tax employed and are the sole owner of an unin- ket segments of the public for IRS Taxpayer
If you are a sole proprietor, you may have tocorporated business. Education programs. This information is also
make estimated tax payments if the total ofused by the U.S. Census Bureau for their ec-
your estimated income tax and self-employ-onomic census.Topics ment tax for 1996 will exceed your total with-

This chapter discusses: holding and credits by $500 or more. Schedule C–EZ (Form 1040).  You may be
You use Form 1040–ES to estimate your● Schedule C (Form 1040) able to use Schedule C–EZ, Net Profit From

tax. See Publication 505 and the instructionsBusiness, if you had gross receipts from your● Schedule C–EZ (Form 1040) for Form 1040–ES for information on esti-nonfarm business of $25,000 or less and
mated taxes.● The sale of a business business expenses of $2,000 or less. Other

requirements that must be met are listed on
Underpayment of tax.  If you did not paySchedule C–EZ.Useful Items
enough income tax and self-employment taxYou may want to see:
for 1995 by withholding or by making esti-

Due date.  Form 1040 is due, for calendar mated tax payments, you may have to pay a
year 1995, by April 15, 1996. If you use a fis-Publication penalty on the amount not paid. IRS will fig-
cal year, your return is due by the 15th day of ure the penalty for you and send you a bill. Or□ 505 Tax Withholding and Estimated the 4th month after the close of your fiscal you can use Form 2210 to see if you have toTax year. See the Checklist near the end of this pay a penalty and to figure the penalty
publication.□ 544 Sales and Other Dispositions of amount. For more information, see Publica-

Assets tion 505.
Automatic extension of time to file
Form 4868.  If you cannot file your return onForm (and Instructions)
time, use Form 4868 to request an automatic

□ Schedule C (Form 1040) Profit or Sale of a Business 4–month extension.
Loss From Business You may not use Form 4868 if: If you are a sole proprietor and sell your busi-

□ Schedule C–EZ (Form 1040) Net ness, you are really selling all the individual1) You want the IRS to figure your tax, or
Profit From Business assets of your business.

2) You are under a court order to file your
□ 1040–ES Estimated Tax for return by the regular due date. Classification of assets.  To determineIndividuals

whether the gain or loss on the sale of an as-
□ 2210 Underpayment of Estimated You must file Form 4868 by the date your set is capital gain or loss or ordinary gain or

Form 1040 would be due. When you fileTax by Individuals, Estates, and Trusts loss, you must classify the assets sold into
Form 4868, estimate any tax you will owe one of the following categories:□ 4868 Application for Automatic and any balance due. Pay as much as you

Extension of Time To File U.S. 1) Capital assets,can at this time to limit the interest you will
Individual Income Tax Return owe. Also, you may be charged the late pay- 2) Real property and depreciable property

ment penalty on the unpaid tax from the reg- used in your business and held for more□ 8594 Asset Acquisition Statement
than one year (this includes amortizableular due date of your return.Under Section 1060
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section 197 intangibles) (see chapter July 25, 1991, if elected), you must amortize Allocation of selling price.  You must allo-
23), and their costs over 15 years. If the patent or cate the selling price proportionately among

copyright is not acquired as part of an acqui- all the assets sold. You and the buyer may3) Other property—for example, stock-in-
sition of a substantial portion of a business, enter into a written agreement as to the allo-trade, inventory, or property used in
you must depreciate the cost. For more in- cation of any consideration, or the fair mar-your business and held one year or less.
formation, see chapter 13. ket value of any of the assets. This agree-

Goodwill.  Goodwill is a section 197 in-Accounts and notes receivable.  Ac- ment is binding on both parties unless the
tangible. It belongs in category (2). The basiscounts and notes receivable acquired in the Internal Revenue Service determines that
of goodwill is usually its cost if you bought it.ordinary course of your business for services the amounts are not appropriate.
When you buy a going business and intendrendered, or from the sale of stock-in-trade, You and the buyer must report to the IRS
to continue the business, goodwill may be in-are not capital assets. They should be classi- the allocation of the sales price among sec-
cluded in the price.fied in category (3). tion 197 intangibles and the other business

Installment notes.  Installment notes If you acquired a business after August assets. Use Form 8594, Asset Acquisition
from the sale of stock-in-trade should be 10, 1993 (or July 25, 1991, if elected), and Statement Under Section 1060, to provide
classified in category (3). The gain, which is part of the price included goodwill, you may this information. Both you and the buyer
the difference between the basis of the note amortize the cost of the goodwill over 15 must each attach Form 8594 to your federal
and the amount realized, is ordinary income. years. For more information on section 197 income tax returns for the year in which the

Merchandise inventories.  Merchan- intangibles, see chapter 13. sale occurred.
dise inventories are not capital assets and Agreement not to compete.   An agree- See chapter 2 in Publication 544 for a dis-belong in category (3). ment not to compete (also called a covenant cussion of the allocation rules.Land and leaseholds.  Land and lease- not to compete) entered into in connection
holds used in your business are not capital with the acquisition of an interest in a trade
assets. If you hold them for more than one or business is a section 197 intangible and Figuring gain or loss.  After classifyingyear, they belong in category (2), and, if you should be classified in category (2). See each asset sold and allocating the sellinghold them one year or less, in category (3). chapter 22. price, you are ready to figure your gain orBuildings, machinery, furniture, and Professional skill or other characteris- loss. You must figure separately the gain orfixtures.  Buildings, machinery, furniture, tics of an owner.  The amount received loss for each asset sold, and then treat it ac-and fixtures that you use in your business are from the sale of a professional practice that

cording to its classification. The treatment ofnot capital assets. You should put them in is for goodwill is determined by the facts in
assets in categories (1) and (2) is discussedcategory (2) if you hold them for more than the particular case and not by whether the
in chapters 21, 22, and 23. Also see Publica-one year, and in (3) if you hold them for one business is, or is not, dependent solely on

year or less. tion 544.the owner’s professional skill or other per-
Patents.  Patents that you use in your You should treat the gains or losses re-sonal characteristics.

business should ordinarily be classified in lating to assets in category (3) as ordinary in-If the seller has the right to keep fees col-category (2) if you hold them more than one come or loss.lected after the sale for services performedyear, and in (3) if you hold them one year or Transactions between related parties.before the sale, or receives payment for giv-less. But if you are the inventor (or if you are If there is a direct or indirect sale or ex-ing up all or part of the right to these fees, theentitled to the same treatment as the inven- change of depreciable property between re-amount received is treated as if it were fortor, as explained under Patents, in chapter lated parties, any gain will be taxed as ordi-services performed before the sale rather22) and you sell all substantial rights to pat- nary income. Losses between relatedthan for the sale of goodwill, and is ordinaryent property or a patent, or an undivided in- parties are not deductible. See chapter 22.income.terest in all such rights, to a person other
If the seller retains a right to any fees orthan a related person, treat the sale as a sale

revenue collected for services performed af-of a long-term capital asset and include it in Other disposition of a business.  You canter the sale, or if the purchaser agrees to paycategory (1).
change the present form of your businessan amount equal to any part of these fees orCopyrights.  Copyrights that you use in
without selling your assets. You may do thisrevenues, these amounts are ordinary in-your business should be classified in cate-
by joining one or more persons who want tocome from the business, not proceeds fromgory (2) if you hold them more than one year,
consolidate their individual businesses into athe sale of goodwill.and in (3) if you hold them one year or less.
partnership or other form of organization andAmounts received by a professional per-However, if you sell a copyright that you cre-
by transferring your assets to the new formson when admitting partners to that person’sated, or if you sell a copyright that gets its ba-
of business. You may change the form ofpractice may be payment for a partial trans-sis from the person who created the prop-
your business by incorporating a sole propri-fer of goodwill (rather than an assignment oferty, you should not classify it in category (2).
etorship or a partnership. You also mayanticipated future earnings). In such a case,Instead, you should classify it in category (3).
transfer the property of a sole proprietorshipthe goodwill must in fact exist and the con-If you acquired patents and copyrights as

sideration allocated to it must actually be a or partnership to a previously existingpart of the acquisition of a substantial portion
payment for it. corporation.of a business after August 10, 1993 (or after
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□ Sch K–1 (Form 1065) Partner’s partnership must state certain items of gain,
Share of Income, Credits, Deductions, loss, income, etc. separately and certain de-
Etc. ductions are not allowed to the partnership.28.

□ 8082 Notice of Inconsistent
Partnership chooses how to compute in-Treatment or Amended ReturnPartnerships come.  The partnership makes most choices

□ 8736 Application for Automatic about how to compute income. These in-
Extension of Time To File U.S. Return clude choices for accounting methods
for a Partnership, REMIC, or for (chapter 3), depreciation methods (chapter
Certain Trusts 12), accounting for specific items such asImportant Changes

depletion, amortization of certain organiza-
tion fees, amortization of business start-upfor 1995 
costs of the partnership, and reforestationForm 1065  Self-employed health insurance deduc- expenditures (chapter 13), installment sales

tion.  The deduction for health insurance Every partnership engaged in a trade or busi- (chapter 24), and nonrecognition of gain on
costs for self-employed persons has been ness must file Form 1065 showing its in- involuntary conversions of property (chapter
permanently extended for tax years begin- come, deductions, and other required infor- 25).
ning after 1993. The deduction is increased mation. In addition, the partnership return However, each partner chooses how to
to 30% for tax years beginning after 1994. shows the names and addresses of each treat foreign and U.S. possessions taxes,
See Self-employed health insurance premi- partner and each partner’s distributive share certain mining exploration expenses, and in-
ums in Publication 541. of taxable income. This is an information re- come from discharge of debt.

turn and must be signed by a general part-
Distribution of marketable securities.  A ner. If a limited liability company is treated as Tax year.  Generally, a partnership must use
distribution of marketable securities made to a partnership, it must file Form 1065 and one the same tax year as its majority partners.
a partner after December 8, 1995, is treated of the company members must sign the re- For exceptions to this rule and for more infor-
as money in determining whether gain is rec- turn. See the instructions for Form 1065 for mation, see chapter 3.
ognized by the partner on the distribution. more information.
See Distributions From a Partnership in Pub-
lication 541. Due date.  Form 1065 generally must be Partner’s Income  filed by April 15 following the close of the

partnership’s tax year if its accounting period A partner’s taxable income for the year in-
is the calendar year. A fiscal year partnership cludes his or her distributive share of certainIntroduction
generally must file its return by the 15th day partnership items (whether distributed or

A partnership is the relationship between of the 4th month following the close of its fis- not). These items are reported to the partner
two or more persons who join together to cal year. However, if the date for filing a re- on Schedule K–1 (Form 1065). See the in-
carry on a trade or business. Each person turn falls on a Saturday, Sunday, or legal hol- s t ruc t ions  fo r  Form 1065  fo r  more
contributes money, property, labor, or skill, iday, the partnership can file the return on information.
and each expects to share in the profits and the next business day.
losses. ‘‘Person,’’ when used to describe a If a partnership needs more time to file its Estimated tax.  Tax is not withheld on part-
partner, means an individual, a corporation, partnership return, it should file Form 8736 nership distributions and a partner may have
a trust, an estate, or another partnership. by the regular due date of its Form 1065. The to pay estimated tax. For more information,

automatic extension is 3 months. see Estimated tax under Partner’s Distribu-
Schedule K–1 due to partners.  TheTopics tive Share in Publication 541.

partnership must furnish copies of ScheduleThis chapter discusses:
K–1 (Form 1065) to the partners by the date Treatment of partnership items.  Partners● Form 1065
Form 1065 is required to be filed, including must treat partnership items on their individ-

● Partnership income extensions. ual tax returns the same way they are treated
● Partner’s income on the partnership return. If a partner treats

Penalties.  A penalty is assessed against an item differently on his or her individual re-● Family partnership any partnership that must file a partnership turn, the IRS can automatically assess and
● Partner’s dealings with the partnership return and, unless the failure is due to rea- collect any tax and penalties that result from

sonable cause, it fails to file on time (includ- adjusting the item to make it consistent with● Contributed property
ing extensions), or fails to file a return with all the partnership return. However, this does

● Basis of partner’s interest the information required. The penalty is $50 not apply if a partner files Form 8082 with his
times the total number of partners in the● Sales, exchanges, and other transfers or her return identifying the different
partnership during any part of the tax year for treatment.
each month (or part of a month) the return isUseful Items
late or incomplete, up to 5 months. For moreYou may want to see: Distributive Share information, see Publication 541.

Generally, the partnership agreement deter-The partnership will also receive a pen-Publication
mines a partner’s distributive share of anyalty if it fails to provide copies of Schedules

□ 541 Tax Information on Partnerships item or class of items of income, gain, loss,K–1 (Form 1065) to the partners, unless the
deduction, or credit.failure is due to reasonable cause and not□ 551 Basis of Assets

willful negligence.
□ 556 Examination of Returns, Appeal Distributive share determined by interest

Rights, and Claims for Refund in partnership.  A partner’s distributive
□ 925 Passive Activity and At-Risk share of each item is determined by his orPartnership Income Rules her interest in the partnership (taking into ac-

count all facts and circumstances) if either ofPartnership profits (and other income and
Form (and Instructions) the following applies:gains) are not taxed to the partnership. A
□ Sch SE (Form 1040) Self- partnership determines its income in the 1) The partnership agreement does not

Employment Tax same manner as an individual. However, a provide for the allocation of any item of
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income, gain, loss, deduction, or credit, return on a calendar year basis. The partner- Family members will be recognized as
or ship return is also filed on a calendar year partners only if one of the following require-

basis. The partnership incurred a $10,000 ments is met.2) The allocation of any item of income,
loss last year. Mike’s distributive share of thegain, loss, deduction, or credit to any 1) If capital is a material income-producing
loss is $5,000. The adjusted basis of his part-partner under the agreement does not factor, they acquired their capital inter-
nership interest, before considering hishave substantial economic effect. est in a bona fide transaction (even if by
share of last year’s loss, was $2,000. He gift or purchase from another family
could claim only $2,000 of the loss on last member), actually own the partnershipThe allocation is done by taking into ac-
year’s individual return. The adjusted basis interest, and actually control the inter-count the partner’s contributions to the part-
of his interest at the end of last year was est, ornership, the interests of all partners in profits
then reduced to zero.

and losses (if different from interests in taxa- 2) If capital is not a material income-pro-The partnership showed an $8,000 profitble income or loss), cash flow, and the rights ducing factor, they must have joined to-for this year. Mike’s $4,000 share of theof the partners to distributions of capital gether in good faith to conduct a busi-profit increased the adjusted basis of his in-upon liquidation. ness. In addition, they must haveterest by $4,000 (not taking into account theSubstantial economic effect.  An allo- agreed that contributions of each entitle$3,000 excess loss he could not deduct last
cation has substantial economic effect if them to a share in the profits. Someyear). His return for this year will show his
both of the following apply: capital or service must be provided by$4,000 distributive share of this year’s profits

each partner.1) There is a reasonable possibility that and the $3,000 loss not allowable last year.
the allocation will substantially affect The adjusted basis of his partnership inter-
the dollar amount of the partners’ Capital is material.  Capital is a material in-est at the end of this year is $1,000.
shares of partnership income or loss in- come-producing factor if a substantial part ofAt-risk limits.  At-risk rules apply to most
dependently of tax consequences, and the gross income of the business comestrade or business activities including activi-

from the use of capital. Capital is ordinarilyties conducted through a partnership, or ac-2) The partner to whom an allocation is
an income-producing factor if the operationtivities for the production of income. The at-made actually receives the economic
of the business requires substantial invento-risk rules limit the loss a partner can deductbenefit or bears the economic burden
ries or investments in plant, machinery, oron the amounts for which that partner is con-corresponding to that allocation.
equipment.sidered at risk in the activity.

For more information on determining theCharacter of items.  The character of cer-
Capital is not material.  In general, capital isamount at risk, see Publication 925.tain items of income, gain, loss, deduction,
not a material income-producing factor if theor credit included in a partner’s distributive
income of the business consists principallyPassive activities.  Generally, Code sectionshare is determined as if the partner:
of fees, commissions, or other compensa-469 limits the amount a partner can deduct

1) Realized the item directly from the same tion for personal services performed byfor passive activity losses and credits. The
source as the partnership, or members or employees of the partnership.passive activity limits do not apply to the

2) Incurred the item in the same manner as partnership. Instead, they apply to each part-
the partnership. Capital interest.  A capital interest in a part-ner’s share of loss or credit from passive ac-

nership is an interest in its assets that is dis-tivities. Because the treatment of each part-
tributable to the owner of the interest if:ner’s share of partnership income, loss, orFor example, a partner’s distributive

credit depends upon the nature of the activ-share of gain from the sale of partnership de- 1) He or she withdraws from the partner-
ity that generated it, the partnership must re-preciable property used in a trade or busi- ship, or
port income, loss, or credits separately forness of the partnership is treated as gain

2) The partnership liquidates.each activity.from the sale of depreciable property that
the partner used in a trade or business. Generally, passive activities include ac-

The mere right to share in the earningstivities that involve the conduct of a trade or
and profits is not a capital interest in thebusiness, if the partner does not materiallySelf-employment tax.  A partner is not an
partnership.participate in the activity. The level of eachemployee of the partnership. The partner’s

Gift.  If a family member receives a gift ofpartner’s participation in an activity must bedistributive share of income from the part-
a capital interest in a family partnership indetermined by the partner.nership is usually included in figuring net
which capital is a material income-producingRental activities.  Passive activities alsoearnings from self-employment. If an individ-
factor, there are limits on the amount thatinclude rental activities, regardless of theual partner has net earnings from self-em-
can be allocated to that member (donee) aspartner’s participation. However passive ac-ployment of $400 or more for the year, the
a distributive share of partnership income.tivities do not include a rental real estate ac-partner must figure self-employment tax on
See Publication 541 for information aboutt iv i ty in which the partner material lySchedule SE (Form 1040). See chapter 32.
the limits.participates.

Purchase.  An interest purchased by oneLimited partners.  Limited partners areLosses.  A partner’s distributive share of
member of a family from another member ofgenerally not considered to materially par-partnership loss is allowed only to the extent
the family is considered to be created by gift.ticipate in trade or business activities con-of the adjusted basis of the partner’s interest

ducted through partnerships.in the partnership. The adjusted basis is fig- Example.  A father sold 50% of his busi-
ured at the end of the partnership’s tax year More information.  For more informa- ness to his son. The resulting partnership
in which the loss occurred, before taking the tion on passive activities, see Publication had a profit of $60,000. Capital is a material
loss into account. Any loss that is more than 925 and the instructions to Forms 1065 and income-producing factor. The father per-
the partner’s adjusted basis is not deductible 8582. formed services worth $24,000, which is rea-
for that year. However, any loss not allowed sonable compensation, and the son per-
for this reason will be allowed as a deduction formed no services. The $24,000 must be
(up to the partner’s basis) at the end of any allocated to the father as compensation. OfFamily Partnership succeeding year in which the partner in- the remaining $36,000 of income that is due
creases his or her basis to more than zero. to capital, at least 50%, or $18,000, must beMembers of a family can be partners. Mem-
See Basis of Partner’s Interest, later. allocated to the father since he owns a 50%bers of a family include only spouses, ances-

Example.  Mike and Joe are equal part- capital interest. The son’s share of partner-tors, and lineal descendants, or any trust for
ners in a partnership. Mike files his individual ship income cannot be more than $18,000.their primary benefit.
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Husband-wife partnership.  If spouses an accrual method of accounting cannot de- Payments resulting in loss.  If a partner-
carry on a business together and share in duct any business expense owed to a cash ship agreement provides for guaranteed
the profits and losses, they may be partners basis partner until the amounts are paid and payments to a partner and the payments re-
whether or not they have a formal partner- the partner includes the payment in income. sult in a partnership loss in which the partner
ship agreement. If so, they should report in- However, this does not apply to guaranteed shared, the partner must:
come or loss on Form 1065. They should payments made to a partner, which are gen- 1) Report the full amount of the guaran-not report the income on a Schedule C erally deductible when accrued. teed payments as ordinary income, and(Form 1040) in the name of one spouse as a

2) Separately take into account the appro-sole proprietor. Guaranteed payments.  A partnership
priate distributive share of the partner-Each spouse should include his or her treats guaranteed payments to a partner for
ship loss.share of self-employment income shown on services, or for the use of capital, as if they

Schedule K–1 (Form 1065) on a separate were made to a person who is not a partner.
Schedule SE (Form 1040). Usually this will This is true only to the extent the payments
not increase their total tax, but it will give are figured without regard to the partner-
each spouse credit for social security earn- ship’s income. This treatment is for purposes Contributed Property ings on which retirement benefits are based. of determining gross income and deductible

Usually, neither the partners nor the partner-business expenses only. For other tax pur-
ship recognize a gain or loss when propertyposes, guaranteed payments are treated as
is contributed to the partnership in exchangea partner’s distributive share of ordinary in-Partner’s Dealings
for a partnership interest. This appliescome. Guaranteed payments are not subject
whether a partnership is being formed or iswith the Partnership  to tax withholding.
already operating. The partnership’s holdingThe payments are generally deductibleFor certain transactions between a partner period for the property includes the partner’sby the partnership as a business expense.and his or her partnership, the partner is holding period.They are included in Schedules K and K–1 oftreated as not being a member of the part- However, a transaction may be treatedthe partnership return and are reported bynership. See Publication 541 for more infor-
as an exchange of property on which gain orthe individual partner on Form 1040 as ordi-mation on the transactions.
loss is recognized if a partner contributesnary income, in addition to the appropriate
property to a partnership and within a shortdistributive share of the other ordinary in-Sales and exchanges.  Special rules apply period:come of the partnership.to sales or exchanges of property between

A partner includes the guaranteed pay- 1) Before or after the contribution, othercertain persons and partnerships.
ments in income in the partner’s tax year in property is distributed to the contribut-Losses.  Losses will not be allowed from
which the partnership’s tax year ends. ing partner and the contributed propertya sale or exchange of property (other than

is kept by the partnership, oran interest in the partnership) directly or indi- Example.  Under the terms of the part-
rectly between a partnership and a person nership agreement, Erica is entitled to a 2) After the contribution, the contributed
whose direct or indirect interest in the capital fixed annual payment of $10,000 without re- property is distributed to another
or profits of the partnership is more than gard to the income of the partnership. Her partner.
50%. distributive share of the partnership income

If the sale or exchange is between two is 10%. After deducting the guaranteed pay- Interest acquired as compensation.  A
partnerships in which the same persons di- ment, the partnership has $50,000 of ordi- partner can acquire an interest in partner-
rectly or indirectly own more than 50% inter- nary income. She must include $15,000 as ship capital as compensation for services
est of the capital or profits in each partner- ordinary income on her individual income tax performed or to be performed. The fair mar-
ship, no deduction of a loss is allowed. return for her tax year in which the partner- ket value of such an interest must generally

In either case, if the purchaser later sells ship’s tax year ends ($10,000 guaranteed be included in the partner’s gross income in
the property, any gain realized will be taxable payment plus $5,000 ($50,000 ×  10%) dis- the first tax year in which the partner’s inter-
only to the extent that it is more than the loss tributive share). est can be transferred or is not subject to athat was not allowed. Minimum payment.  If a partner is to re- substantial risk of forfeiture. Such a transferGains.  Gains are treated as ordinary in- ceive a minimum payment from the partner- of partnership interest as compensation forcome in a sale or exchange of property di- ship, the guaranteed payment is the amount services is subject to the rules discussedrectly or indirectly between a person and a by which the minimum payment is more than under Payment in Restricted Property inpartnership, or between two partnerships, if the partner’s distributive share of the part- chapter 9.both of the following apply: nership income before taking into account

the guaranteed payment.1) More than 50% of the capital or profits Basis of contributed property.  If a partner
interest in the partnership(s) is directly contributes property to a partnership, theExample.  Under a partnership agree-
or indirectly owned by the same per- partnership’s basis for determining deprecia-ment, Chris is to receive 30% of the partner-
son(s), and tion, depletion, gain, or loss on property con-ship income, but not less than $8,000. The

tributed by a partner is the same as the part-partnership has net income of $20,000.2) The property in the hands of the trans-
ner’s adjusted basis of the property when itChris’s share, without regard to the minimumferee immediately after the transfer is
was contributed, increased by any gain rec-guarantee, is $6,000 (30% of $20,000).not a capital asset. Property that is not a
ognized by the partner at that time.Thus, the amount of the guaranteed pay-capital asset includes trade accounts

The fair market value of property at thereceivable, inventory, stock-in-trade, ment that may be deducted by the partner-
time it is contributed may be different fromand depreciable or real property used in ship is $2,000 ($8,000 less $6,000). Chris’s
the partner’s adjusted basis. The partnershipa trade or business. income from the partnership is $8,000, and
must allocate among the partners any in-the remaining $12,000 will be reported by
come, deduction, gain, or loss on the prop-the other partners in proportion to theirSee Publication 541 for information on
erty in a manner that will account for all orshares under the partnership agreement.the rules for determining if there is more than
any part of the difference.50% ownership in partnership capital or If the partnership net income had been

However, the total depreciation, deple-profits. $30,000, there would have been no guaran-
tion, gain, or loss allocated to partners can-teed payment since his share, without regard
not be more than the depreciation or deple-to the guarantee, would have been greaterPayments by accrual basis partnership to
tion allowable to the partnership or the gainthan the guarantee.cash basis partner.  A partnership that uses
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or loss realized by the partnership. The allo- Interest acquired by gift, etc.  If a partner Determination of adjusted basis.  The ad-
cation can apply to all property contributed acquires an interest in a partnership by gift, justed basis of a partner’s partnership inter-
or only to specific items. This rule also ap- inheritance, or under any circumstance other est is ordinarily determined at the end of a
plies to accounts payable and other accrued than by a contribution of money or property partnership’s tax year. However, if there has
but unpaid items of a cash basis partner. See to the partnership, the partner’s basis must been a sale or exchange of all or part of the
Publication 541 for an example of this be determined using the rules described in partner’s interest or a liquidation of his or her
allocation. Publication 551. entire interest in a partnership, the adjusted

basis is determined on the date of the sale,
Debt-financed acquisitions.  The interest exchange, or liquidation.
expense on loan proceeds used to purchaseBasis of Partner’s an interest in, or make a contribution to, a Partnership liabilities.  If a partner’s share
partnership must be allocated as explained of partnership liabilities increases, or a part-Interest  
in chapter 8 of Publication 535. ner’s individual liabilities increase because

A partner’s basis is determined by using the he or she assumes partnership liabilities, this
following rules. Adjusted Basis increase is treated as a contribution of

money by the partner to the partnership.A partner’s original basis is increased or de-
If a partner’s share of partnership liabili-General Basis Rules  creased by the following items.

ties decreases, or a partner’s individual lia-The general rules cover the partner’s original
bilities decrease because the partnershipIncreases.  The partner’s basis of an inter-basis, adjusted basis, and share of partner-
assumes his or her individual liabilities, thisest is increased by the partner’s:ship liabilities.
decrease is treated as a distribution of1) Additional contributions to the partner-
money to the partner by the partnership.Original Basis ship, including assumption of partner-

For more information on liabilities, seeship liabilities.The original basis of a partnership interest
Publication 541.acquired by a contribution of property, in- 2) Distributive share of both taxable and

cluding money, is the money a partner con- nontaxable partnership income.
Alternative rule for figuring adjusted ba-tributed plus the adjusted basis of any prop-

3) Distributive share of the excess of the sis.  In certain cases, the adjusted basis of aerty he or she contributed. If the property
deductions for depletion over the basis partnership interest can be figured by usingcontribution results in taxable income to the
of the depletable property. the partner’s share of the adjusted basis ofpartner, this income will generally be in-

partnership property that would be distribut-cluded in the basis of his or her interest. Any
Decreases.  The partner’s basis is de- able to the partner i f  the partnershipincrease in a partner’s individual liabilities
creased (but never below zero) by: terminated.because of an assumption of partnership lia-

This alternative rule can be used to deter-1) Money (including the partner’s de-bilities is also treated as a contribution of
mine the adjusted basis of a partner’s inter-creased share of partnership liabilitiesmoney to the partnership by the partner.
est if either of the following applies:or the partner’s individual liabilities as-

sumed by the partnership) and the ad-Partner’s liabilities assumed by partner- 1) The circumstances are such that the
justed basis of property distributed toship.  If the property contributed is subject to partner cannot practicably apply the
the partner by the partnership. (Seedebt or if a partner’s liabilities are assumed general basis rules.
Partner’s Basis of Property Received,by the partnership, the basis of that partner’s

2) It is, in the opinion of the IRS, reasona-later.)interest is reduced by the liability assumed
ble to conclude that the result producedby the other partners. This partner must re- 2) The partner’s distributive share of the
will not vary substantially from the resultduce his or her basis because the assump- partnership losses (including capital
under the general basis rules.tion of the liability is treated as a distribution losses).

of money to that partner. The other partners’
3) The partner’s distributive share of non- Adjustments may be necessary in figur-assumption of the liability is treated as

deductible partnership expenses that ing a partner’s adjusted basis of a partner-though they contributed money to the
are not capital expenditures. ship interest under the alternative rule. Forpartnership.

4) The partner’s deduction for depletion example, adjustments would be required toExample 1.  John acquired a 20% inter-
for any partnership oil and gas wells, up include in the partner’s share of the adjustedest in a partnership by contributing property
to the proportionate share of the ad- basis of partnership property any significantthat had an adjusted basis to him of $8,000
justed basis of the wells allocated to the discrepancies that resulted from contributedand a $4,000 mortgage. The partnership as-
partner. property, transfers of partnership interests,sumed payment of the mortgage. The ad-

or distributions of property to the partners.5) The partner’s share of any section 179justed basis of John’s interest is:
expenses, even if the partner cannot

Adjusted basis of contributed property . . . $8,000 deduct the entire amount on his or her Partner’s Basis for
Minus:  Part of mortgage assumed by individual income tax return. Distributed Property  other partners and treated as a

distribution (80% of $4,000) . . . . . . . . . . . 3,200 Unless there is a complete liquidation of aBook value of partner’s interest.  The ad-
partner’s interest, the basis of propertyBasis of John’s partnership interest . . . $4,800 justed basis of a partner’s interest is deter-
(other than money) distributed to the partnermined without considering any amount
by a partnership is its adjusted basis to theshown in the partnership books as a capital,Example 2.  If, in the above example, the
partnership immediately before the distribu-equity, or similar account.property John contributed had a $12,000
tion. However, the basis of the property tomortgage, the adjusted basis of his partner- Example.  Sam contributes to the part-
the partner cannot be more than the ad-ship interest would be zero. The difference nership property that has an adjusted basis
justed basis of his or her interest in the part-between the amount of the mortgage as- of $400 and a value of $1,000. His partner
nership reduced by any money received insumed by the other partners, $9,600 (80% contributes $1,000 cash. While under the
the same transaction.× $12,000), and his basis of $8,000 would partnership agreement each has a capital

Example 1.  The adjusted basis of Bet-be treated as his gain from the sale or ex- account in the partnership of $1,000, which
ty’s partnership interest is $30,000. She re-change of a capital asset. However, this gain will be reflected in the partnership books, the
ceives a distribution of property that has anwould not increase the basis of his partner- adjusted basis of Sam’s interest is only $400

ship interest. and his partner’s basis is $1,000. adjusted basis of $20,000 to the partnership
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and $4,000 in cash. Her basis for the prop- must be divided among any properties dis- $10,000 in cash on the formation of the part-
erty is $20,000. tributed to a partner. nership. The adjusted basis of his partner-

The basis must first be allocated to un- ship interest at the end of the current year isExample 2.  The adjusted basis of Mike’s
realized receivables and inventory items in- $20,000, which includes his share of partner-partnership interest is $10,000. He receives
cluded in the distribution. Any basis not allo- ship liabilities of $15,000. The partnershipa distribution of $4,000 cash and property
cated to unreal ized receivables and has no other liabilities and no unrealized re-that has an adjusted basis to the partnership
inventory items must then be divided among ceivables or substantially appreciated inven-of $8,000. His basis for the distributed prop-
any other properties distributed to the part- tory items. Fred sells his interest in the part-erty is limited to $6,000 ($10,000 minus the
ner in the same transaction. The division$4,000 cash he receives). nership for $10,000 in cash. He had been
must be in proportion to their adjusted bases paid his share of the partnership income for
in the hands of the partnership before theHolding period for distributed property. the tax year.
distribution.A partner’s holding period for property dis- The amount realized by Fred from the

tributed to the partner by the partnership in- sale of his partnership interest is $25,000,
More information.  See Publication 541 forcludes the period that the property was held consisting of the $10,000 cash payment and
more information on unrealized receivablesby the partnership. If the property was con- his share of partnership liabilities of which he
and substantially appreciated inventory.tributed to the partnership by a partner, then is relieved, $15,000. Since the adjusted ba-

the period it was held by that partner is also sis of his interest in the partnership is
included. However, this does not apply for $20,000, he realizes a gain of $5,000, which
determining the 5-year period for substan- he reports as a capital gain.Sale, Exchange,tially appreciated inventory items. See Publi-

Example 2.  The facts are the same ascation 541. or Other Transfer  Example 1, except that instead of selling his
interest for $10,000, Fred withdraws fromThe sale or exchange of a partner’s interestComplete liquidation of partner’s inter-

in a partnership usually results in capital gain the partnership when the adjusted basis ofest.  The basis of property received in com-
or loss. Gain or loss is the difference be- his interest in the partnership is zero. In thisplete liquidation of a partner’s interest is the
tween the amount realized and the adjusted situation he is considered to have received aadjusted basis of the partner’s interest in the
basis of the partner’s interest in the partner- distribution of money from the partnership ofpartnership reduced by any money distrib-
ship. If the selling partner is relieved of any $15,000, the amount of liabilities of which heuted to the partner in the same transaction.
partnership liabilities, the selling partner is relieved. Since the partnership has no un-
must include the amount of liability relief as realized receivables or substantially appreci-Basis divided among properties.  Gener-
part of the amount realized for his or her ated inventory items, he reports a capitalally, the basis of property received is limited
interest. gain of $15,000.to the adjusted basis of the partner’s interest

See Publication 541 for more informationin the partnership, reduced by money re- Example 1.  Fred became a limited part-
on partnerships.ceived in the same transaction. This basis ner in the ABC Partnership by contributing
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20%-or-more owners allowed 80% de- 2) A corporation exempt from tax either for
the tax year of the distribution or theduction.  A corporation can deduct, with cer-
preceding tax year,tain limits, 80% of the dividends received or29.

accrued if it owns 20% or more of the paying 3) A corporation whose stock has been
domestic corporation. The paying corpora- held by your corporation for 45 days orCorporations tion is a 20%-owned corporation. less,

Ownership.  Determine ownership, for
4) A corporation whose stock has beenthese rules, by the amount of voting power

held by your corporation for 90 days orand value of the paying corporation’s stock
less, if the stock has preference as to(other than certain preferred stock) the re-Introduction dividends and the dividends received onceiving corporation owns.
it are for a period or periods totalingThis chapter explains the application of vari- Dividends on debt-financed portfolio
more than 366 days, orous tax provisions to corporations. Certain stock.  For dividends received on debt-fi-

areas of corporate taxation are not covered 5) Any corporation, if your corporation isnanced portfolio stock of domestic corpora-
in this publication. For a more complete dis- under an obligation (pursuant to a shorttions, reduce the 70%, or 80% dividends-re-
cussion of corporate taxation, please get sale or otherwise) to make related pay-ceived deduction. Reduce the deduction byPublication 542. ments for positions in substantially simi-a percentage related to the amount of debt

lar or related property.incurred to purchase the stock. This appliesTopics to stock whose holding period begins after
This chapter discusses: Dividends on deposits.  So-called divi-July 18, 1984. For more information, see

dends on deposits or withdrawable accounts● Special provisions for corporations section 246A of the Internal Revenue Code.
in domestic building and loan associations,● Figuring tax
mutual savings banks, cooperative banks,Small business investment companies.

● Estimated tax and similar organizations are interest. TheySmall business investment companies can
do not qualify for this deduction.● Filing requirements deduct 100% of the dividends received from

a taxable domestic corporation.
Limit on deduction for dividends.  The to-Useful Items
tal deduction for dividends received or ac-You may want to see: Affiliated corporations.  Members of an af-
crued is generally limited (in the following or-filiated group of corporations can deduct
der) to:Publication 100% of the dividends received from a

member of the same affiliated group if they 1) 80% of the difference between taxable□ 542 Tax Information on Corporations
income and the 100% deduction al-meet certain conditions. See section 243 of
lowed for dividends received from affili-the Internal Revenue Code for the definitionForm (and Instructions)
ated corporations, or by a small busi-of an affiliated group of corporations.□ 1120 U.S. Corporation Income Tax
ness investment company, forReturn
dividends received or accrued fromDividends from regulated investment

□ 1120–A U.S. Corporation Short-Form 20%-owned corporations, andcompany.  Regulated investment company
Income Tax Return dividends received are subject to certain lim- 2) 70% of the difference between taxable

□ 1120–W (WORKSHEET) Estimated its. Capital gain dividends do not qualify for income and the 100% deduction al-
Tax for Corporations the deduction. For more information, see lowed for dividends received from affili-

section 854 of the Internal Revenue Code. ated corporations, or by a small busi-□ 1120X Amended U.S. Corporation
ness investment company, forIncome Tax Return

Dividends on preferred stock of public dividends received or accrued from□ 2220 Underpayment of Estimated
utilities.  A Corporation can deduct 42% of less-than-20%-owned corporations (re-Tax by Corporations

ducing taxable income by the total divi-the dividends it receives on certain preferred
□ 7004 Application for Automatic dends received from 20%-ownedstock (issued before October 1942) of a

Extension of Time To File Corporation corporations).less-than-20%-owned taxable public utility.
Income Tax Return A corporation can deduct 48% of the divi-

□ 8109 Federal Tax Deposit Coupon Figuring the limit.  In figuring this limit,dends it receives on certain preferred stock
determine taxable income without:of a 20%-or-more-owned taxable public util-

ity. For more information, see section 244 of 1) The net operating loss deduction,
the Internal Revenue Code.Special Provisions 2) The deduction for dividends received,

Rules on income and deductions that apply Dividends from Federal Home Loan 3) Any adjustment due to the part of an ex-
to individuals also apply, for the most part, to traordinary dividend that is not taxableBanks.  Certain dividends received from
corporations. However, some of the follow- (see Reduction in Basis of Stock, inFederal Home Loan Banks qualify for the
ing specia l  provis ions apply only to Publication 542),dividends-received deduction. For more in-
corporations. formation, see section 246 of the Internal 4) The deduction for contributions to a

Revenue Code. Capital Construction Fund (CCF), and
Dividends-Received 5) Any capital loss carryback to the taxDividends from foreign corporations.  ADeduction year.corporation can deduct a percentage of the
A corporation can deduct a percentage of dividends it receives from 10%-owned for-
certain dividends received during its tax Effect of net operating loss.  If a corpo-eign corporations. For more information, see
year. ration has a net operating loss (defined insection 245 of the Internal Revenue Code.

Chapter 20) for a tax year, the limit of 80%
Dividends from domestic corporations. (or 70%) of taxable income does not apply.No deduction allowed for certain divi-
A corporation can deduct, with certain limits, To determine whether a corporation has adends.  Corporations cannot take a deduc-
70% of the dividends received if the corpo- net operating loss, figure the dividends-re-tion for dividends received from:
ration receiving the dividend owns less than ceived deduction without the 80% (or 70%)

1) A real estate investment trust,20% of the distributing corporation. of taxable income limit.
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Example 1.  A corporation loses $25,000 Deduction for contributions to a Capital Not subject to tax on the interest
Construction Fund (CCF), means that the related party is not subject tofrom operations. It receives $100,000 in divi-

U.S. income tax on the interest income. Fordends from a 20%-owned corporation. Its Any net operating loss carryback to the
example, the related party may be a foreigntaxable income is $75,000 before the deduc- tax year, and
parent corporation not subject to U.S. tax.tion for dividends received. If it claims the full

Any capital loss carryback to the tax Excess interest expense.  Excess inter-dividends-received deduction of $80,000
year. est expense is the excess of the corpora-($100,000 ×  80%) and combines it with the

tion’s net interest expense over the sum ofoperations loss of $25,000, it will have a net
Carryover of excess contributions. 50% of its adjusted taxable income plus anyoperating loss of $5,000. The 80% of taxa-

You can carry over (with certain limits) any excess limit carryforward.ble income limit does not apply. The corpo-
charitable contributions made during the Excess limit.  Excess limit means the ex-ration can deduct $80,000.
year that are more than the 10% limit to cess of 50% of the corporation’s adjusted

Example 2.  Assume the same facts as in each of the following 5 years. You lose any taxable income over its net interest expense.
Example 1 except that the corporation loses excess not used within that period. For ex- If a corporation has an excess limit for a
$15,000 from operations. Its taxable income ample, if a corporation has a carryover of ex- tax year, that amount becomes an excess
is $85,000 before the deduction for divi- cess contributions paid in 1994 and it does limit carryforward to the next tax year. When
dends received. However, after claiming the not use all the excess on its return for 1995, the corporation does not use it up in the next
dividends-received deduction of $80,000 it can carry the remainder over to 1996, tax year, it can carry it forward to the follow-
($100,000 ×  80%), its taxable income is 1997, 1998, and 1999. Do not deduct a car- ing 2 tax years.
$5,000. But because the corporation will not ryover of excess contributions in the carry- More information.  For more informa-
have a net operating loss after a full divi- over year until after you deduct contributions tion, including the definition of adjusted tax-
dends-received deduction, its allowable divi- made in that year (subject to the 10% limit). able income, see section 163(j) of the Inter-
dends-received deduction is limited to 80% You cannot deduct a carryover of excess nal Revenue Code.
of its taxable income, or $68,000 ($85,000 × contributions to the extent it increases a net
80%). operating loss carryover to a succeeding tax

year.
Figuring Tax Charitable Contributions 

Related Taxpayers Corporate taxable income is subject to theA corporation can claim a limited deduction
tax rates shown in Table 1.The related-party rules apply to transactionsfor any charitable contributions made in cash

between an individual and a corporation theor other property. The contribution is deduct-
Controlled group of corporations.  A con-individual controls. They apply to sales or ex-ible if made to or for the use of community
trolled group of corporations gets only onechanges of property and the deduction ofchests, funds, foundations, corporations, or
apportionable $50,000, $25,000, andcertain unpaid business expenses and inter-trusts organized and operated exclusively
$9,925,000 (in that order) amount for eachest. Under certain conditions, the IRS mayfor religious, charitable, scientific, literary, or
taxable income bracket. For more informa-reallocate income and deductions betweeneducational purposes. The contribution can
tion, see the instructions for Schedule J oftwo or more businesses directly or indirectlyalso be made to foster national or interna-
Form 1120.controlled by the same interests. Thesetional amateur sports competition or the pre-

rules are discussed in chapters 3 and 22.vention of cruelty to children or animals.
Personal service corporations.  The taxYou cannot take a deduction if any of the
rate for qualified personal service corpora-Accrual basis corporation.  An accrual ba-net earnings of an organization receiving
tions is 35% of taxable income. These cor-sis taxpayer cannot deduct expenses owedcontributions benefit any private shareholder
porations cannot use the graduated taxto a related cash basis person until paymentor individual.
rates that apply to other corporations.is made, and the amount is includible in the

A corporation is a qualified personalgross income of the person paid. This ruleCash method corporation.  A corporation service corporation if:applies even if the relationship ceases
using the cash method of accounting can

before the amount is includible in the gross 1) At least 95% of the value of its stock isdeduct contributions only in the tax year income of the person paid. held by employees, or their estates orpaid.
beneficiaries, and

Complete liquidations.  The disallowance
2) Its employees perform services at leastAccrual method corporation.  A corpora- of losses from the sale or exchange of prop-

95% of the time in any of the followingtion using an accrual method of accounting erty between related parties does not apply
fields:can choose to deduct unpaid contributions to liquidating distributions. It does not apply

for the tax year the board of directors autho- Health,to any loss of either the distributing corpora-
rizes them if it pays them within 21/2 months tion or a distributee for a distribution in com- Law,after the close of that tax year. Make the plete liquidation.
choice by reporting the contribution on the Engineering,
corporation’s return for the tax year. A copy Interest paid to related parties.  A corpora- Architecture,
of the resolution authorizing the contribution tion’s deduction for interest expense may be Accounting,and a declaration stating the board of direc- limited if it paid (or accrued) interest to re-
tors adopted the resolution during the tax Actuarial science,lated parties not subject to tax on the in-
year must accompany the return. The presi- terest received. The deduction for this inter- Veterinary services,
dent or other principal officer must sign the est is disallowed for any tax year that the Performing arts, ordeclaration. corporation has:

Consulting.
1) Excess interest expense, andLimit.  A corporation cannot deduct contri-
2) A debt to equity ratio greater than 1.5 tobutions that total more than 10% of its taxa-

1 at the end of that tax year.ble income. Figure taxable income for this Credits 
purpose without the following:

A corporation decreases its tax liability byHowever, the deduction is disallowed only toDeduction for contributions, credits, such as the:the extent of the corporation’s excess inter-
Deduction for dividends received and est expense. The corporation can carry the 1) Credit for fuels used for certain pur-

dividends paid, disallowed interest to later years. poses (see Publication 378),
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If earlier installments were underpaid, theTable 1. Tax Rate Schedule
corporation may owe a penalty for underpay-If taxable income (line 30, Form 1120, or line 26, Form 1120-A) on page 1 is:
ment of estimated tax. If that is the case, you
should make an immediate catchup pay-Of the amount
ment to reduce the amount of the penalty,Over— But not over— Tax is: over—
whether caused by a change in estimate,

$0 $50,000 15% $0 failure to make a deposit, or a mistake. The
50,000 75,000 $7,500 + 25% 50,000 penalty is discussed next.
75,000 100,000 13,750 + 34% 75,000

100,000 335,000 22,250 + 39% 100,000 Penalty 335,000 10,000,000 113,900 + 34% 335,000
A corporation that fails to pay a correct in-10,000,000 15,000,000 3,400,000 + 35% 10,000,000

15,000,000 18,333,333 5,150,000 + 38% 15,000,000 stallment of estimated tax in full by the due
18,333,333 ----- 35% 0 date may be subject to a penalty. The pen-

alty rate applies to the period of underpay-
ment for any installment. Figure the penalty
at a rate of interest published quarterly by2) Foreign tax credit (use Form 1118), Time and amount of deposits.  If a corpo-
the IRS in the Internal Revenue Bulletin.ration’s estimated tax is $500 or more, it de-

3) General business credit (see chapter
posits its estimated tax with an authorized fi-

31), Figuring the underpayment.  The un-
nancial institution or a Federal Reserve

derpayment of any installment is the re-
Bank. Use Form 8109 to make deposits. Fol-4) Possessions tax credit (use Form 5735), quired payment minus the amount paid by
low the instructions in the coupon book. the due date.5) Credit for fuel produced from a noncon-

Determine the due date of deposits from The estimated tax payment required in in-ventional source, and
the table below (but see Saturday, Sunday, stallments is the lesser of:
or holiday, discussed later, under Due Date6) Qualified electric vehicle credit (use

1) 100% of the tax shown on the return forof Return).Form 8834).
the preceding year, orDeposit a corporation’s estimated tax in

2) 100% of the tax shown for the currentinstallments by the 15th day of the following
year (the current year tax may be deter-months of the corporation’s tax year.Other Taxes mined on the basis of actual income or

A corporation increases its tax liability by Required Installment Month Due annualized income).
the: 1st . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4th month

However, a large corporation can use (1)2nd . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6th month1) Personal holding company tax (attach
or (2), whichever applies, only for determin-3rd . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9th monthSchedule PH (Form 1120)),
ing its first installment in any tax year. If the4th . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12th month

2) Investment credit recapture (see Chap- installment determined under (1) is greater
than that determined and paid under (2), addter 31), Generally, each installment payment
the difference to the next required install-must equal 25% of the required annual esti-3) Low-income housing credit recapture ment. A large corporation is one with at leastmated tax.(Form 8611), $1 million of taxable income in any of the last

Example 1.  The Penn Corporation, a 3 years. For this purpose, taxable income is4) Qualified electric vehicle credit
calendar year taxpayer, estimates its tax will modified to exclude net operating loss orrecapture,
be $40,000. The corporation deposits the capital loss carrybacks or carryovers.

5) Indian employment credit recapture, estimated tax in four $10,000 installments on
April 15, June 15, September 15, and De- Order of crediting payments.  Credit an6) Alternative minimum tax (see Chapter
cember 15. estimated tax payment against unpaid in-34), and

stallments in the required order of payment.Example 2.  The Jones Company has a
7) Environmental tax. fiscal year beginning April 1 and ending

Annualizing.  If you base an installment onMarch 31. Its estimated tax is $12,000. It de-
Environmental tax.  A corporation is liable 100% of the current year’s tax that youposits $3,000 of its estimated tax on July 15,
for the tax if its modified alternative minimum would owe if you annualized income, noSeptember 15, December 15, and March 15.

penalty applies. You can estimate total in-taxable income is over $2 million.
come for the tax year by annualizing income.Modified alternative minimum taxable How To Figure Each You annualize income by treating income re-income.  This is alternative minimum taxable
ceived over a specified period in the tax yearincome, figured in chapter 34, but without Payment 
as if received at the same rate over the fullthe: Use Form 1120–W to figure the corpora- 12-month year. Add any reduction in a re-

tion’s estimated tax and determine the re-1) Alternative tax net operating loss de- quired installment from using the annualiza-
quired installment to pay by the due date ofduction, and tion exception to the next required install-
each payment period. Pay enough by each ments if not taken into account in earlier2) Deduction for the environmental tax. due date to avoid a penalty for that period. If installments.
you do not pay enough during each payment You have three sets of periods over
period, the corporation may be charged a which income may be annualized. The tax
penalty even if it is due a refund when you file law specifies a particular set of periods for
its tax return. annualizing income unless you elect one ofEstimated Tax 

two alternative sets of periods by making an
Every corporation that expects its tax to be Amended estimated tax.  If, after deposit- election on Form 8842. For the election to
$500 or more must make estimated tax pay- ing the corporation’s estimated tax, you de- be effective, you must file Form 8842 by the
ments. A corporation’s estimated tax is its termine its tax will be substantially larger or due date of the first required installment.
expected tax liability (including alternative smaller than estimated, refigure the tax Once made, the election cannot be revoked.
minimum tax (AMT) and environmental tax) before the next installment to determine its See the instructions for Form 8842 for more
less its allowable tax credits. remaining deposits. information.
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Recurring seasonal income.  When figur- 2) At least $500. ● It is not an organization such as an S cor-
ing the penalty for an underdeposit of an in- poration, life or mutual insurance com-
stallment of estimated tax, there is a special pany, political organization, etc., requiredThe IRS will credit or refund the overpay-
rule for a corporation with recurring seasonal ment within 45 days after you fi le the to file a specialized form such as Form
income. The rule applies to corporations application. 1120S, 1120–L, 1120–POL, etc.
whose taxable income for any period of 6
consecutive months has averaged 70% or For more information, see the instructions
more of its taxable income for the year dur- for Forms 1120 and 1120–A.Filing Requirements ing each of the past 3 tax years.

No penalty applies to an installment of
Each corporation, unless specifically ex-

estimated tax if the total deposits made by Amending Return 
empt, must file a tax return even if it had no

the installment date equals or exceeds If, after filing Form 1120 or 1120–A, you havetaxable income for the year and regardless
100% of the amount figured as follows: to correct an error on the return, use Formof its gross income for the tax year. The in-
1) Take the taxable income for all months 1120X. File this form if you understated orcome tax return for ordinary corporations is

in the tax year before the month the in- overstated income, or failed to claim deduc-Form 1120. Certain small corporations can
stallment is due, tions or credits.file Form 1120–A. Corporations that nor-

mally file Form 1120 may save time if they2) Divide the amount in (1) by the base pe-
can use Form 1120–A. riod percentage, defined next, for those Due Date of Return 

months,
If a corporation figures its taxable income onWho Can File Form 1120–A 3) Figure the tax on the amount figured in a calendar year basis, file its income tax re-

(2), and A corporation can use Form 1120–A to re- turn by March 15 following the close of the
port its taxable income if it meets the follow-4) Multiply the tax figured in (3) by the base tax year. If a corporation uses a fiscal year,
ing requirements:period percentage for the filing month file its return by the 15th day of the 3rd

and all months during the tax year month following the close of its fiscal year.● Its gross receipts are under $500,000,
before the filing month. See the checkl ist  at  the end of  th is

● Its total income is under $500,000,
publication.

● Its total assets are under $500,000,The base period percentage for any period
of months is the average percentage that the Saturday, Sunday, or holiday.  If the last● It does not have ownership in a foreign
taxable income for the same period of day for performing any act for tax purposes,corporation,
months in each of the 3 preceding tax years such as filing a return or making a tax pay-

● It does not have foreign shareholders whobears to the taxable income for those 3 tax
ment, falls on a Saturday, Sunday, or legalown, directly or indirectly, 50% or more ofyears.
holiday, you may perform the act on the nextits stock,
day that is not a Saturday, Sunday, or legalForm 2220.  Use Form 2220 to determine ● It is not a member of a controlled group, holiday.any underpayment of the corporation’s esti-

● It is not a personal holding company,mated tax. If it appears from the Form 1120
Extension of time to file (Form 7004).  Aor 1120–A that you underpaid the estimated ● It is not a consolidated corporate return
corporation will receive an automatic 6-tax, use Form 2220 to compute any penalty. filer,
month extension of time for filing its return byYou generally do not have to file Form

● It is not a corporation undergoing a disso- submitting an application for extension on2220 for the corporation because the IRS
lution or liquidation, Form 7004. File this form with the Internalwill figure any penalty and bill it. However,

Revenue Service Center where the corpora-● It is not filing its final tax return,you must complete and attach the form to
tion will file its income tax return. The IRSthe tax return of the corporation if it:

● Its only dividend income (none of which
can terminate this extension at any time by1) Used the annualizing or recurring sea- represents debt-financed securities) is
mailing a notice of termination to the corpo-sonal income method to determine any from domestic corporations and those div-
ration. File Form 7004 by the due date of theinstallment required, or idends qualify for the 70% deduction,
corporation’s income tax return.

2) Is a large corporation computing its first ● It has no nonrefundable tax credits other Any automatic extension of time for filing
required installment based on the prior than the general business credit and the a corporation income tax return will not ex-
year’s tax. credit for prior-year minimum tax, tend the time for paying the tax due on the

● It is not subject to environmental tax, return. Deposit the tax on line 6 of Form
7004 using Form 8109.

● It has no liability for interest on certain in-Quick Refund of Interest.  If the tax reported on Formstallment sales of timeshares and residen-
7004 is less than the actual tax due, interestOverpayments tial lots, or interest on deferred tax liability
is charged on the difference.A corporation that overpays its estimated tax or installment payments of tax,

can apply on Form 4466 for a quick refund of
● It has no liability for interest due under the

any overpayment. File the form after the Where To File look-back method on completion of a
close of the corporation’s tax year but long-term contract, A corporation files its income tax return withbefore:

the Internal Revenue Service Center serving● It is not required to file Form 8621,
1) The 16th day of the 3rd month after the the area for the location of the principal of-

● It has no liability for tax on a nonqualifiedclose of the tax year, and fice for keeping its books and records. The
withdrawal from a capital construction2) The day the corporation files its return instructions to the forms have the service
fund,for that tax year. center locations.

● It is not making an election to forgo the The separate income tax returns of a
carryback period of an NOL,The overpayment must be: group of corporations located in several ser-

vice center regions can be filed with the ser-1) At least 10% of the amount estimated ● It is not electing to pay tax on gain from
vice center for the area in which the principalby the corporation on its application as the sale of an intangible as described in
office of the managing corporation (thatits income tax liability for the tax year, section 197(f)(9)(B)(ii) of the Internal Rev-
keeps all the books and records) is located.and enue Code, and
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the balance of tax due, whichever is less, un- Figuring the penalty.  The penalty is fig-Payment of Tax 
ured by multiplying the underpayment by oneless reasonable cause is shown.Deposit the balance of any tax due, after es-
of the following percentages:Reasonable cause.  A corporation thattimated tax installments, by the due date of

wishes to avoid a penalty for failure to file athe return. 1) 2% if deposited by the 5th day after thetax return, pay the tax, or deposit taxes mustMake income tax deposits to either an deposit due date,show reasonable cause. This is done by fil-authorized financial institution or a Federal
ing a statement of the facts establishing rea-Reserve Bank. Make all deposits with Form 2) 5% if deposited after the 5th day but by
sonable cause for the failure with the Direc-8109 according to the instructions in the the 15th day after the deposit due date,
tor  of  the Service Center where thecoupon book. or
corporation must file the return. In addition,

3) 10% if deposited after the 15th day afterthe statement must contain a declarationPenalties the deposit due date.that it was made under the penalties of
There are several penalties that can apply to perjury.
a corporation. Some of these penalties are

The percentage is 15% if the tax is notdiscussed next.
Failure to pay tax.  Payments made after deposited by the earlier of:
the due date are subject to an interestFailure to file.  If a corporation does not file 1) The day that is 10 days after the date ofcharge, even if fi l ing extensions wereits income tax return by the due date (includ- the first delinquency notice to the corpo-granted. Payments of tax, other than esti-ing extensions), and it cannot show reasona- ration, ormated tax, made after the due date may alsoble cause, a delinquency penalty of 5% of
be subject to a penalty of 0.5% a month orthe tax due will apply if the delinquency is for 2) The day on which notice and demand
part of a month up to a maximum of 25%. Inone month or less. An additional 5% is im- for immediate payment is given.
certain situations, the penalty will increase toposed for each additional month or part of a
1% a month or part of a month up to a maxi-month that the delinquency continues, not

This penalty does not apply to estimatedmum of 25%.exceeding a total of 25%. The tax due is the
taxes when the penalty discussed earliertax liability that would be shown on a return,
under Estimated Tax applies.Failure to deposit taxes.  If a corporationless credits and any tax payments made

deposits taxes after the due date or does notbefore the due date. Reduce the delin-
deposit the required tax, it may be charged aquency penalty by an amount equal to that Other penalties.  There are other civil pen-
penalty. Deposits of tax after the due dateimposed under the failure-to-pay tax penalty, alties that can apply because of negligence,
are subject to a penalty on the underpay-discussed next. substantial understatement of tax, and fraud.
ment. The underpayment is the excess ofIf the return is not filed within 60 days of Criminal penalties apply to willful failure to
the required tax deposit over the tax depos-the due date (including extensions), the pen- file, tax evasion, or making a false state-
ited by the due date.alty for failure to file will be at least $100 or ment. 
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□ 8716 Election To Have a Tax Year 5) An insurance company taxed under
Other Than a Required Tax Year Subchapter L of the Internal Revenue

Code.30. □ 8752 Required Payment or Refund
Under Section 7519

S Corporations
One Class of Stock 
The one-class-of-stock rules, discussedBecoming here, apply to corporate tax years beginning
after May 27, 1992. However, an S corpora-an S Corporation Important Change tion and its shareholders may apply these

A corporation can become an S corporation rules to prior years. For more information,for 1995 if: see Effective date, later in this discussion.
Self-employed health insurance deduc- A corporation that has more than one1) It meets the requirements of S corpora-
tion.  The deduction for health insurance class of stock does not qualify as an S cor-tion status,
costs for self-employed persons has been poration. A corporation is treated as having

2) All its shareholders consent to S corpo-permanently extended for tax years begin- only one class of stock if all outstanding
ration status,ning after 1993. A 2% shareholder-em- shares of stock of the corporation confer

ployee may take this deduction. You may be identical rights to distribution and liquidation3) It uses a permitted tax year, or elects to
able to file an amended return (Form 1040X) proceeds. Stock may have differences inuse a tax year other than a permitted tax
to take the 25% deduction for 1994. The de- voting rights and still be considered oneyear, explained later, and
duction is increased to 30% for tax years be- class of stock. For example, a corporation4) It files Form 2553 to indicate it choosesginning after 1994. For more information, may have voting and nonvoting common

S corporation status.see Publication 589. stock, a class of stock that may vote only on
certain issues, irrevocable proxy agree-
ments, or groups of shares that differ with re-

Requirements of an spect to rights to elect members of the boardIntroduction
of directors.S Corporation 

An eligible domestic corporation can avoid
To qualify for S corporation status, a corpo-double taxation (once to the corporation and Identical rights to distribution and liqui-ra t ion  mus t  meet  al l  the  fo l l ow ingagain to the shareholders) by electing to be dation proceeds.  Generally, the determi-requirements:treated as an S corporation under the rules nation of whether stock has identical rights

of Subchapter S of the Internal Revenue 1) It must be a domestic corporation that is to distribution and liquidation proceeds is
Code. In this way, the S corporation passes either organized in the United States or made based on the governing provisions of
its items of income, loss, deduction, and organized under federal or state law. the corporate charter, articles of incorpora-
credits through to its shareholders to be in- The term ‘‘corporation’’ includes joint- tion, bylaws, applicable state law, and bind-
cluded on their separate returns. Individual stock companies, insurance compa- ing agreements relating to distribution and
shareholders may benefit from a reduction in nies, and associations. liquidation proceeds.
their taxable income during the first years of

2) It must have only one class of stock.the corporation’s existence when it may be Treatment of straight debt.  An instrumentSee One class of stock, later.operating at a loss. or obligation that is straight debt is generally
This chapter discusses how to become 3) It must have no more than 35 share- not treated as a second class of stock. The

an S corporation and how to terminate an S holders. See Counting shareholders, term ‘‘straight debt’’ means any written un-
corporation. For a complete discussion of S later. conditional promise to pay a fixed amount on
corporations, see Publication 589. demand or on a specified date if:4) It must have as shareholders only indi-

viduals, estates (including estates of in- 1) The interest rate and interest paymentTopics dividuals in bankruptcy), and certain dates are not contingent on profits, theThis chapter discusses: trusts. See Trusts, later. Partnerships borrower’s discretion, or similar factors,
and corporations cannot be sharehold-● Becoming an S corporation

2) The debt cannot be converted intoers in an S corporation.
● Terminating S corporation status

stock, or any other equity interest of the5) It must have no nonresident alien
S corporation, andshareholders.Useful Items

3) The creditor is an individual (other thanYou may want to see:
a nonresident alien), an estate, or a trust
eligible to hold stock in an SPublication Certain Domestic
corporation.Corporations Ineligible □ 589 Tax Information on S

Corporations Certain domestic corporations are ineligible
Subordination.  An obligation that isto elect S corporation status. They are:□ 538 Accounting Periods and subordinated (placed in a lower position) to

Methods 1) A member of an affiliated group of other debt of the corporation is not pre-
corporations. vented from qualifying as straight debt.

Form (and Instructions) Straight debt modified or transferred.2) A DISC (Domestic International Sales
An obligation that originally qualifies as□ 1120S U.S. Income Tax Return for an Corporation) or former DISC.
straight debt ceases to qualify if:S Corporation

3) A corporation that takes the Puerto Rico
□ 1128 Application To Adopt, Change, 1) The obligation is materially modified soand possessions tax credit for doing

or Retain a Tax Year that it no longer satisfies the definitionbusiness in a United States possession.
of straight debt, or□ 2553 Election by a Small Business 4) A financial institution that is a bank, in-

Corporation 2) It is transferred to a third party who iscluding mutual savings banks, coopera-
not an eligible shareholder in the Stive banks, and domestic building and□ 6251 Alternative Minimum Tax—
corporation.Individuals loan associations.
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Second class of stock.  Instruments, obli- performance of services for the on the date of the owner’s death. How-
gations, or other arrangements issued by a ever, if the entire corpus of the trust iscorporation,
corporation may be treated as a second included in the owner’s gross estate,4) It is not excessive by reference to the
class of stock in the following two situations: the 60-day period becomes a 2-year pe-services performed, and

riod. The owner’s estate is treated as1) They are treated as equity.
5) It is issued pursuant to a plan under the shareholder.

2) They are call options or warrants. which the employee or independent
3) A trust created primarily to exercise the

contractor is not taxed currently on
voting power of stock transferred to it.Treated as equity.  An instrument, obli- income.
Each beneficiary of the trust is treatedgation, or other arrangement, regardless of
as a shareholder.whether it is called a debt, is treated as a Unissued stock.  Authorized but unissued

4) Any trust the stock is transferred tosecond class of stock if: stock and treasury stock are not considered
under the terms of a will, but only for 60in determining if a corporation has more than1) It constitutes equity or otherwise results
days, beginning with the day the stockone class of stock. Nor is special stock is-in the holder being the owner of stock
was transferred to the trust. The estatesued to the Federal Housing Administrationunder federal tax law principles, and
of the person leaving the will is treatedconsidered when making this determination.

2) A principal purpose of the transaction is as the shareholder.The existence of outstanding options, war-
to get around the one-class-of-stock

rants to acquire stock, or convertible deben-
rules or the limitations on eligible share- Ineligible trust.  A trust that qualifies as antures will not, by itself, be considered a sec-
holders listed earlier under Require- IRA cannot be a shareholder in an Sond class of stock.
ments of an S Corporation. corporation.

Effective date.  The rules for one class ofSee Treatment of straight debt, earlier Qualified subchapter S trusts.  The benefi-stock generally apply to tax years beginningand section 1.1361–1(l) of the Income Tax ciaries of certain other trusts can choose toafter May 27, 1992. However, they do not ap-Regulations for certain exceptions. have their trusts qualify as a trust describedply to an instrument, obligation, or arrange-Call options and warrants.  A call op- in (1), above. These trusts are known asment issued or entered into before May 28,tion, warrant, or similar instrument is treated ‘‘qualified subchapter S trusts (QSST).’’ See1992, and not materially modified after thatas a second class of stock if, taking into ac- Publication 589 for the definition of a QSSTdate. Nor do they apply to a buy-sell agree-count all facts and circumstances: and how to elect to qualify a QSST as ament, redemption agreement, or agreement
shareholder.1) It is substantially certain to be exer- restricting transferability entered into before

cised, and May 28, 1992, or a call option or similar in-
strument issued before that date, provided Shareholder Consents 2) It has a strike price substantially below
the agreement, option, or similar instrumentthe fair market value of the underlying The corporation’s election of S corporation
was not materially modified after that date. Instock on the date the call option is status is valid only if all shareholders con-
addition, an S corporation and its sharehold-issued. sent to the election. A shareholder’s consent
ers can apply these rules to prior tax years. is binding and cannot be withdrawn after a

See section 1.1361–1(l) of the regula- valid election is made by the corporation.
tions for exceptions and more information. Counting Shareholders 

Form of consent.  Shareholders can con-An S corporation cannot have more than 35
Not treated as outstanding stock.  The sent by providing the required information onshareholders. When counting shareholders,
general requirement for having only one Form 2553 and signing in the appropriatethe following rules apply:
class of stock is that all outstanding shares space.

1) Count the individual, estate, or otherof stock have identical rights to distribution The shareholder can also consent by
person who is considered the share-and liquidation proceeds. Exceptions to the signing a separate written consent state-
holder if the stock is actually held by arequirement that all outstanding shares of ment, under penalties of perjury, which
trust. See Trusts, later. Do not count thestock are taken into account apply to: should be attached to Form 2553. The sepa-
trust itself as a shareholder. rate consent should provide the following1) Restricted stock, and

2) Count a husband and wife, and their es- information:
2) Deferred compensation plans. tates, as one shareholder, even if they 1) The name, address, and taxpayer identi-

own stock separately. fication number of the corporation,Restricted stock.  Stock that is issued in
3) Otherwise, count everyone who owns 2) The name, address, and taxpayer identi-connection with the performance of ser-

any stock, even if the stock is owned fication number of the shareholder,vices, and that is substantially nonvested, is
jointly with someone else.generally not treated as outstanding stock. 3) The number of shares of stock owned

The holder of that stock is not treated as a by the shareholder and the date or
shareholder unless he or she makes an elec- dates acquired,Trusts tion to include in income the fair market

4) The day and month of the end of thevalue of the stock at the time of the transfer The following trusts, other than foreign
shareholder’s tax year, andminus the amount paid for the stock. t rusts,  can be shareholders of  an S

Whether that nonvested stock is treated as a 5) A statement that the shareholder con-corporation:
second class of stock depends on the facts sents to the election of S corporation1) A trust that is treated as entirely ownedand circumstances. status.by an individual who is a United StatesDeferred compensation plans.  An in-

citizen or resident. The individual, notstrument, obligation, or arrangement is not The consents of all shareholders can bethe trust is treated as the shareholder.treated as outstanding stock if: included in one statement. The corporation’s
2) A trust that qualified under (1) immedi- election of S corporation status is invalid if1) It does not convey the right to vote,

ately before the owner’s death, and any consent is not filed on time. However, if
2) It is an unfunded and unsecured prom- continues to exist after the owner’s the corporation’s election would be valid ex-

ise to pay money or property in the death, can continue to be an S corpora- cept for the failure of a shareholder to file a
future, tion shareholder for stock held by the consent on time, an extension of time to file

trust when the owner died. This is valid3) It is issued to an employee or indepen- the consent can be requested. The request
only for a period of 60 days, beginningdent contractor in connection with the for an extension of time to file should be sent
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to the Internal Revenue Service Center The package should be marked ‘‘RulingForm 2553—Electing
Request Submission.’’where Form 2553 was filed. S Corporation Status The application should contain all the re-The time for filing a consent can be ex-

To be treated as an S corporation, a corpora- quested information. It should show thattended, if:
tion must file Form 2553 to indicate its elec- there is a business purpose for the change.

1) It is shown to IRS’s satisfaction that tion of S corporation status. The corporation The deferral of income to shareholders gen-
there was reasonable cause for the fail- must qualify as an S corporation when it files erally will not be treated as a business

its Form 2553. Form 2553 should also beure to file the consent and that the gov- purpose.
used to file shareholder consents and to se-ernment’s interest will not be jeopard-
lect a tax year.ized by treating the election of S Note.  Form 1128 should not be used to

Form 2553 should be filed with the Inter-corporation status as valid, and request a tax year for or during the first year
nal Revenue Service Center shown in the in- the  co rpora t ion  e lec ts  to  be  an  S

2) The request for the extension is made structions to the form. corporation.
within a reasonable period of time under

User fees are charged by the Internalthe circumstances. When to file Form 2553.  In general, the
Revenue Service for requests for changes inelection of S corporation status is effective
accounting periods and methods, and forfor a tax year if Form 2553 is filed:Consents must be filed within the ex-
certain tax rulings and determination letters.

tended period by all persons: 1) Any time during the previous tax year, or For more information and a schedule of fees,
2) By the 15th day of the 3rd month of the see Publication 1375, Procedures for Issuing1) Who were shareholders at any time be-

tax year to which the election is to apply. Rulings.ginning with the date of the invalid elec-
tion and ending on the date the exten-

For detailed information on filing Form Section 444 election.  S corporations cansion of time is granted, and
2553, see the instructions for Form 2553. elect, under section 444, to use a tax year

2) Who have not previously consented to that is different from the permitted tax year.
the election. For more information on the section 444Tax Year 

election, see Publication 538.The term ‘‘tax year’’ is the annual accounting
Making the election.  Unless you are aperiod that is used for keeping records andWho must consent.  Each person who is a

corporation electing S corporation status,reporting income and expenses. It is either ashareholder at the time Form 2553 is filed
make the section 444 election by filing Formcalendar year or a fiscal year.must consent. If the consent is filed before
8716 with the Internal Revenue Servicethe 16th day of the 3rd month of the year for
Center where you normally file your returns.Permitted tax year.  A permitted tax year iswhich it is to be effective, all shareholders in
Form 8716 must be filed by the earlier of:a calendar year or any other accounting pe-the corporation who held stock on any day in

riod for which the corporation establishes a 1) The 15th day of the 6th month of the taxthe tax year before the date Form 2553 is
substantial business purpose to the satisfac- year for which the election will first befiled must also consent.
tion of the IRS. In addition, an S corporation effective, orAn election made before the 16th day of
can elect under section 444 to have a taxthe 3rd month of the tax year is considered 2) The due date, without extensions, of theyear other than the permitted tax year.made for the following tax year if one or income tax return resulting from theFor more information on substantial busi-more of the persons who held stock in the section 444 election.ness purpose, see Publication 589.corporation during the tax year and before

A corporation electing S corporation sta-
the election was made did not consent to the In addition, you must attach a copy oftus does not need the approval of the IRS to
election. Form 8716 to your Form 1120S for the firstchoose a calendar year as its tax year if all its

An election made after the 15th day of tax year for which the election is made.principal shareholders either use the calen-
the 3rd month but before the end of the tax Required payment for S corporations.dar year as their tax year or adopt the calen-
year will also be considered as made for the S corporations generally must make a re-dar year as their tax year at the same time as
following tax year. quired payment for any tax year that:the corporation makes the choice. An elect-

Co-owners.  Each co-owner, tenant by ing S corporation should use Form 2553, dis- 1) The section 444 election is in effect,
the entirety, tenant in common, and joint ten- cussed later, to request a tax year other than and
ant must consent. If stock is owned as com- a calendar year or to make the section 444

2) The required payment amount is moremunity property, or if income from the stock election.
than $500 for the tax year or any previ-is community property, both husband and
ous tax year.wife must consent. Change of tax year.  An S corporation

Minors.  The consent of a minor must be should file Form 1128 to apply for permis-
Form 8752.  Form 8752 is used to figuresion to change its tax year to a year othermade by the minor or his or her legal repre-

the required payment or refund.than a year ending December 31. This formsentative (or a natural or adoptive parent of
For more information on the requiredshould be filed by the 15th day of the 2ndthe minor if no legal representative has been

payment, see the instructions for Form 8752.calendar month after the close of the shortappointed).
Ending the election.  The section 444tax year. This short tax year begins on theEstates.  The consent of an estate hold-

election remains in effect until it is termi-first day after the end of the corporation’sing stock in an S corporation must be made
nated. The election ends when the Spresent tax year and ends on the day beforeby the executor or administrator of the
corporation:the opening date of its new tax year.estate.

User fee.  The corporation must submit a 1) Changes to its required tax year,Trusts.  The consent of a qualified trust
user fee with Form 1128. Form 1128 andholding stock in a newly electing S corpora- 2) Liquidates,the user fee should be filed with:tion must be made by the person who is

3) Willfully fails to comply with the requiredtreated as a shareholder to determine Associate Chief Counsel (Domestic) payments or distributions, orwhether the corporation meets the S corpo- Internal Revenue Service
4) Becomes a member of a tiered structureration requirements. If a husband and wife Attention: CC:DOM:CORP:T

(unless the tiered structure consists en-have a community interest in the trust, both P.O. Box 7604
tirely of S corporations with the samemust consent. See Trusts, earlier, under Re- Benjamin Franklin Station
tax year).quirements of an S Corporation. Washington, DC 20044
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The election will also end if an S corpora- 3) The number of shares of stock (includ- Effective date of termination.  A termina-
ing nonvoting stock) outstanding at the tion of S corporation status will be effectivetion’s S election is terminated. If an S corpo-
time the revocation is made, and as of the date the terminating eventration terminates its S election and immedi-

occurred.a te ly  becomes a  persona l  se rv ice 4) The date on which the revocation is to
A corporation that ceases to be an S cor-corporation, the personal service corpora- be effective for revocations that specify

poration on a date other than the first day oftion can continue the section 444 election of a prospective revocation date.
the tax year will create an S termination year.the S corporation.

For more information on filing tax returnsIf an S corporation with a tax year other This statement must be signed by any
for the S termination year, see S Terminationthan the required tax year decides to termi- person authorized to sign the S corpora-
Year, later.nate its section 444 election, the entity must tion’s return. It must be sent to the Service

file a ‘‘short-period’’ return for the required Center where the corporation filed its elec-
tax year by its due date (including exten- tion to be an S corporation. Violating the Passive
sions) to effect a valid termination. When fil- To this statement of revocation, the cor- Income Restriction ing the short-period return or extension re- poration should attach a statement of con-

A corporation’s status as an S corporationquest, type or print legibly at the top of the sent, which must be signed by each share-
will be terminated if both of the followingfirst page of Form 1120S or the extension re- holder, under penalties of perjury, who
conditions occur for 3 consecutive tax years:ques t ,  SECTION 444  ELECTION consents to the revocation. It must also pro-

TERMINATED. vide the name, address, and taxpayer identi- 1) It has pre-S corporation earnings and
If the election is terminated, another sec- fication number of each shareholder, the profits at the end of each tax year, and

tion 444 election cannot be made for any tax number of shares of outstanding stock (in- 2) Its passive investment income for each
year. cluding nonvoting stock) each consenting tax year is more than 25% of gross

shareholder holds at the time the revocation receipts.
is made, the date or dates the stock was ac-
quired, the date the shareholder’s tax year See Publication 589 for a discussion ofTerminating S ends, the name and taxpayer identification passive investment income.
number of the S corporation, and the elec-

Effective date of termination.  A termina-Corporation Status tion to which the shareholder consents.
tion of S corporation status because of a vio-

The corporation’s status as an S corporation lation of the passive income restriction willEffective date of revocation.  The revoca-can be terminated in any of the following be effective on and after the first day of thetion is effective:ways: tax year that follows the third consecutive
1) On the first day of the tax year if the rev- tax year referred to above. See also Inadver-1) By revoking the election. ocation is made by the 15th day of the tent termination, discussed later.

3rd month of the same tax year.2) By ceasing to qualify as an S
corporation. 2) On the first day of the following tax year S Termination Year 

if the revocation is made after the 15th3) By violating the passive investment in- Any termination described previously in Re-
day of the 3rd month of a tax year.come restrictions on S corporations with voking S Corporation Status and Ceasing To

pre-S corporation earnings and profits 3) On the date specified if the revocation Qualify that is effective during the tax year on
for three consecutive tax years. specifies a date on or after the day the a date other than the first day of that tax year

revocation is made. will create an S termination year. The part of
the S termination year ending on the dateFive-year waiting period.  If a corporation’s

A corporation that specifies a prospec- before the effective date of the termination isstatus as an S corporation has been termi-
tive date for revocation that is other than the an 1120S (S corporation) short tax year. Thenated, it generally must wait 5 tax years
first day of the tax year will create an S termi- part of the S termination year beginning onbefore it can again become an S corpora-
nation year. the first day on which the termination is ef-tion. If it gets the permission of the IRS, the

See S Termination Year, later, for infor- fective is an 1120 (C corporation) short taxwaiting period can be less than 5 years.
mation on filing returns for the S termination year.
year. After the S termination year is dividedRevoking S Corporation into an 1120S short year and an 1120 short

year, the separately stated items of income,Status Ceasing To Qualify 
loss, credit, and deduction, and the amountA corporation’s status as an S corporationAn S corporation election can be revoked by
of the nonseparately stated income or losswill be terminated if at any time the corpora-the corporation for any tax year. The S cor-
must be divided between the periods. Theretion ceases to qualify as an S corporation. Ifporation status can be revoked only if share-
are two methods that can be used to makethe corporation inadvertently ceases to qual-holders who collectively own more than 50%
this division. They are:ify, see the discussion of Inadvertentof the outstanding shares in the S corpora-

termination. 1) A pro rata allocation, ortion’s stock (including any nonvoting stock)
Certain events can cause the corporationconsent to the revocation. The consenting 2) An allocation based on normal tax ac-

to cease qualifying as an S corporation.shareholders must own their stock in the S counting rules.
Some of these include:corporation at the time the revocation is

made. 1) Having more than 35 shareholders, After the separately stated items and the
nonseparately stated income or loss are di-2) Transferring stock in the S corporation

How to revoke.  The revocation must be vided, one set of amounts is used for theto:
made by the corporation in the form of a 1120S short year and the other set of

● A corporation,statement. The statement must provide: amounts is used for the 1120 short year.
● A partnership, The corporation will have to file two re-1) That the corporation is revoking its elec-

turns to cover the S termination year. One● An ineligible trust, ortion to be treated as an S corporation
covers the 1120S short year and one covers● A nonresident alien,under section 1362(a) of the Internal
the 1120 short year. The S termination yearRevenue Code, 3) Creating a second class of stock, and will count only as one year for figuring car-

2) The name, address, and taxpayer identi- 4) Acquiring a subsidiary, other than cer- rybacks and carryovers, even though two re-
fication number of the corporation, tain nonoperating subsidiaries. turns are filed for the year.
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For more information, see Publication income, the IRS may waive the termination. period of time, after discovering it, and the
589. The termination may be waived if the IRS de- corporation and its shareholders agree to

termines that the termination was inadver- any adjustments the IRS may require. 
tent, the corporation takes steps to correct For more information on inadvertent ter-Inadvertent Termination 
the terminating event within a reasonable minations, see Publication 589.If the corporation is terminated because it

ceased to qualify as an S corporation, or it vi-
olated the restriction on passive investment
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Part Seven.

This Part discusses certain tax credits you may be able to claim, certainCredits, federal taxes you may have to pay, and information returns you may have to
file in the course of your trade or business.    Other Taxes,

and
Information
Returns

9) Empowerment zone employment credit, □ 3800 General Business Credit

10) Indian employment credit, □ 4255 Recapture of Investment Credit31.
11) Credit for employer social security and □ 4626 Alternative Minimum Tax—

Medicare taxes paid on certain em- Corporations
ployee tips, andGeneral

□ 5884 Jobs Credit
12) Credit for contributions to selectedBusiness Credit □ 6251 Alternative Minimum Tax—community development corporations.

Individuals
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 Researchby the carryback of business credits fromImportant Reminders Activitiessubsequent years.

Jobs credit.  The jobs credit for qualified If you need more information about these □ 8582–CR Passive Activity Credit
first-year wages paid or incurred during your credits than you find in this chapter, see the Limitations
tax year to employees who are certified credit forms listed under Useful Items, later.

□ 8586 Low-Income Housing Creditmembers of targeted groups does not apply
to employees who begin working for you af- Topics □ 8826 Disabled Access Credit
ter December 31, 1994. This chapter discusses:

□ 8830 Enhanced Oil Recovery Credit
● Claiming the general business credit

Research credit.  The research credit does □ 8835 Renewable Electricity
● Carrybacks and carryoversnot apply to amounts paid or incurred after Production Credit

June 30, 1995. ● Credit for contributions to selected
□ 8844 Empowerment Zonecommunity development corporations

Employment CreditCaution:  As this publication was being pre-
● Credit for taxes paid on certain

pared for print, Congress was considering □ 8845 Indian Employment Creditemployee tips
tax law changes that would extend the jobs

□ 8846 Credit for Employer Social● Disabled access creditcredit and the research credit. See Publica-
Security and Medicare Taxes Paid ontion 553, Highlights of 1995 Tax Changes, ● Empowerment zone employment credit
Certain Employee Tipsfor further developments. Information on

● Enhanced oil recovery credit
these changes will also be available elec- □ 8847 Credit for Contributions to

● Indian employment credittronically through our bulletin board or via Selected Community Development
the Internet (see page 34 of the Form 1040 ● Investment credit Corporations
Instructions). ● Jobs credit

● Low-income housing credit
Claiming the General● Renewable electricity production creditIntroduction

● Research credit Business Credit 
Your general business credit consists of your

Disregarding any empowerment zone em-carryover of business credits from prior Useful Items
ployment credit, if you have only one currentyears plus the total of your current year busi- You may want to see:
year business credit, no carryback or carry-ness credits. Current year business credits
over, and the credit (other than the low-in-include the: Form (and Instructions)
come housing credit) is not from a passive1) Investment credit, □ 1040X Amended U.S. Individual activity, use only the applicable credit form

Income Tax Return2) Jobs credit, listed under Useful Items, earlier, to claim
the general business credit. For information□ 1045 Application for Tentative3) Alcohol fuels credit,
about passive activity credits, see FormRefund

4) Research credit, 8582–CR.□ 1120X Amended U.S. Corporation
5) Low-income housing credit, If you have more than one credit, a car-Income Tax Return

ryback or carryover, or a credit (other than6) Disabled access credit, □ 1139 Corporation Application for the low-income housing credit) from a pas-
7) Enhanced oil recovery credit, Tentative Refund sive activity, you must use Form 3800 to fig-
8) Renewable electricity production credit, □ 3468 Investment Credit ure your general business credit.
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Claiming the empowerment zone em- then forward to your next 15 tax years to re-
ployment credit.  The empowerment zone duce your tax in those years. There are gen- Credit for
employment credit is subject to special rules. erally limits on the carryback of a new credit
The credit is figured separately on Form Contributions toto periods before the enactment of the credit
8844 and is not carried to Form 3800. For provision. See the instructions for Form Selected Communitymore information, see the instructions for 3800 for more information on these limits.
Form 8844. First, carry the unused portion to the ear- Development

liest of your last 3 years. Then, if you cannot Corporations use it all in that year, carry the remaining un-
used portion to the second earliest year and This credit is equal to 5% of each qualifiedCarrybacks and so on. Any unused credit that you could not cash contribution (including 10-year loans
take in these 3 earlier years can be carriedCarryovers and long-term investments) made to a se-
forward in the same way to the next 15 tax lected community development corporation
years until it is used up. (CDC). The credit is taken for each tax year

Credits must be used in the order in during a 10-year period beginning with theNote:  The following discussion does not which they are earned. tax year during which the contribution wasapply to the empowerment zone employ-
made. Over the 10-year period, you canment credit.
claim a total credit of 50% of your CDC1) First, for any tax year, use your creditThere is a limit on how much general bus- contribution.carryover (earliest year first).iness credit you can take in any one tax year. The contribution must be made to one of

If your credit is more than this limit, you can 20 CDCs selected by the Secretary of Hous-
generally carry the excess to another tax ing and Urban Development (HUD). For2) Next, use the current year’s credit.
year and subtract it from your income tax for more information, including a list of selected
that year. See Rule for carrybacks and carry- CDCs, see Form 8847.
overs, later. 3) Finally, use your credit carrybacks (earli-

est year first).
Tax limit.  Your general business credit is
limited to your net income tax minus the Credit for Taxes Paid
larger of:

Unused carryover.  If you have any un- on Certain Employee1) Your tentative minimum tax, or used credit carryover in the year following
Tips the end of the 15-year carryover period, you2) 25% of your net regular tax liability that

can generally deduct the unused amount.is more than $25,000. The credit is equal to the employer portion ofIf an individual dies or a corporation,
social security and Medicare taxes paid ontrust, or estate ceases to exist, the deductionNet income tax.  Your net income tax is tips received and reported to the employeris generally allowed for the tax year in whichyour net regular tax liability plus your alterna- by employees of food and beverage estab-the death or cessation occurs.tive minimum tax. Your net regular tax lia- lishments. Only tips received from custom-

bility is your regular tax liability minus certain ers for providing food or beverages for con-
credits. For more information, see Form sumpt ion  on  the  p remises  o f  the
3800 or any of the credit forms listed under Claiming carryovers.  Use Form 3800 to establishment are taken into account. The
Useful Items, earlier. claim a carryover of an unused credit from a credit is reduced if employees are paid be-

Tentative minimum tax.  You must de- previous tax year. The carryover becomes low the federal minimum wage. No deduc-
termine your tentative minimum tax before part of your general business credit for the tion is allowed for any amount taken into ac-
you figure your general business credit. Use tax year to which it is carried. count in determining the credit.Form 6251 (Form 4626 for a corporation) to

A food or beverage establishment is anyfigure your tentative minimum tax.
trade or business (or portion of a business)

Example.  Your general business credit that provides food or beverages for con-Claiming carrybacks.  You can make afor the year is $30,000. Your net income tax sumption on the premises and in which em-claim for refund based on your general busi-is $27,500. Your tentative minimum tax, fig- ployees serving food or beverages are cus-ness credit carryback to a prior tax year byured on Form 6251, is $18,487. The amount tomarily tipped by the customers. For morefiling an amended return for the tax year toof general business credit you can take for information, see Form 8846.which you carry the unused credit. Use Formthe tax year is limited to $9,013. This is your
1040X if your original return was a Formnet income tax, $27,500, minus the larger of
1040. Use Form 1120X if your original returnyour tentative minimum tax, $18,487, or 25%
was a Form 1120 or 1120–A. Attach Formof your net regular tax liability that is more Disabled Access Credit3800 to your amended return.than $25,000 (25% of $2,500 =  $625).

Generally, you must file the amended re- The disabled access credit is a nonrefund-Married persons filing separate re-
turn for the carryback year no later than 3 able tax credit for an eligible small businessturns.  If you are married and file a separate
years after the due date, including exten- that pays or incurs expenses to provide ac-return, you and your spouse must each fig-
sions, for filing the return for the year that re- cess to persons with disabilities. The ex-ure your tax limit separately. In figuring your
sulted in the credit carryback. penses must be paid or incurred to enableseparate limit, use $12,500 instead of

Quick refunds.  You can apply for a the eligible small business to comply with the$25,000. However, if one spouse has no
quick refund of taxes for a prior year by filing Americans with Disabilities Act of 1990. Thecredit for the tax year and no carryovers or
Form 1045 (Form 1139 for a corporation) to credit is equal to 50% of the expenses overcarrybacks of any credit to that year, the
claim a tentative adjustment of tax from a $250, but not more than $10,250. The maxi-other spouse can use the full $25,000 in-
general business credit carryback. The ap- mum credit is $5,000. You cannot take astead of $12,500 in figuring the limit based
plication should be filed on or after the dateon the separate tax. double benefit for the amount of the credit.
of filing the tax return for the carryback year, Only amounts that are more than your credit
but must be filed no later than 12 months af- can be deducted as expenses for the re-Rule for carrybacks and carryovers.  In
ter the end of the tax year in which you earn moval of barriers, capitalized, or used to fig-general, you can carry the unused portion of

ure other credits.the credit.your credit back to your last 3 tax years and
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Eligible small business.  An eligible small 1) Are qualified zone residents, and than the sum of the comparable costs paid
business is one that elects to claim the credit or incurred during calendar year 1993 by the2) Perform substantially all of their ser-
and for the preceding year either: employer (or predecessor). The employeevices for the employer within the quali-

must be an enrolled member, or the spousefied zone in the employer’s trade or1) Had 30 or fewer full-time employees, or
of an enrolled member, of an Indian tribe.business.2) Had $1 million or less in gross receipts The employee must perform substantially all

(reduced by returns and allowances). of his or her services within an Indian reser-Nonqualified employees.  The credit
vation while living on or near the reservation.cannot be claimed for wages paid to:

A full-time employee is one employed at For more information, see Form 8845.
1) An individual employed for less than 90least 30 hours a week for 20 or more calen-

days (unless he or she meets certaindar weeks in the preceding year.
exceptions relating to disability or

Investment Credit misconduct),Qualifying expenses.  Expenses to provide
access to persons with disabilities include: 2) Certain related taxpayers, The investment credit is the total of the:

1) Removing barriers that prevent an indi- 3) Any 5% owner, 1) Reforestation credit,
vidual with disabilities from having ac- 4) An individual employed at any: 2) Rehabilitation credit, and
cess to a business.

a) Private or commercial golf course, 3) Energy credit.
2) Providing qualified interpreters or other

b) Country club,methods of making audio materials Reforestation credit.  The 10% reforesta-
available to individuals who are hearing c) Massage parlor, tion credit applies to up to $10,000 of the ex-
impaired. d) Hot tub facility, penses you incur each year to forest or refor-

3) Providing readers, tapes, and other est property you hold for growing trees fore) Suntan facility,
methods of making visual materials sale or use in the commercial production of

f) Racetrack or other gambling facility, oravailable to individuals who are visually timber products. These expenses must qual-
impaired. g) Store whose principal business is the ify for amortization. You can take the invest-

sale of alcoholic beverages for off- ment credit for reforestation expenses4) Acquiring or modifying equipment for in-
premise consumption, or whether you choose to amortize them or adddividuals with disabilities.

them to the basis of your property. For more5) An individual employed in a trade or5) Providing other similar services, modifi- information about these expenses, see Tim-business the principal activity of which iscations, materials, or equipment. ber in chapter 13.farming, but only if the unadjusted ba-
ses (or, if greater, the fair market value)

Partnerships and S corporations.  The Rehabilitation credit.  The rehabilitationof the farm assets exceed $500,000 at
maximum credit of $5,000 applies to the credit applies to expenses you incur for reha-the close of the tax year.
partnership and to each partner. The part- bilitation and reconstruction of certain build-
nership allocates the credit among the part- ings. Rehabilitation includes renovation, res-Qualified wages.  Salaries and wages (asners and each partner takes the credit on his toration, or reconstruction. It does notdefined for federal unemployment tax pur-or her individual tax return. A similar rule ap- include enlargement or new construction.poses but without any dollar limitations) andp l ies  to  an  S  corpora t ion  and  i t s The percentage of expenses you can takecertain training and educational expensesshareholders. as a credit is 10% for buildings placed in ser-paid on behalf of a qualified employee are

vice before 1936 and 20% for certified his-considered qualified wages.
Claiming the credit.  To claim the credit, file toric structures. See the instructions forAn employer cannot use wages taken
Form 8826. You may also need to file Form Form 3468 for more information.into account for the jobs credit. The em-
3800. See Claiming the General Business ployer must also reduce the deduction for
Credit, earlier. Energy credit.  The 10% energy credit ap-wages on his or her tax return by the amount

plies to certain expenses for solar or geo-of the empowerment zone employment
thermal energy property you placed in ser-credit.
v i ce  dur ing  your  tax  year .  See  theEmpowerment Zone instruct ions for Form 3468 for moreAlternative minimum tax.  The empower-
information.Employment Credit ment zone employment credit can be used

to offset up to 25% of the employer’s alter-
This credit is available to any employer en- Basis adjustment.  You must generally re-native minimum tax liability.
gaged in a trade or business in an empower- duce the depreciable basis of assets onFor more information, see Form 8844.
ment zone. which you take an investment credit. The re-

duction is 100% of the rehabilitation credit
Amount of credit.  Initially, an employer can and 50% of the reforestation and energy
claim a tax credit equal to 20% of the first credits. See the instructions for Form 3468Enhanced Oil
$15,000 of qualified wages paid or incurred for more information.Recovery Credit to each employee who meets the criteria
listed later. How to take the investment credit.  UseYou can take a credit for 15% of your quali-

For purposes of the $15,000 limit, all em- Form 3468 to figure your credit. You mayfied enhanced oil recovery costs for the tax
ployers of a controlled group (or partner- also need to file Form 3800. See Claimingyear. See Form 8830 for more information.
ships or proprietorships under common con- the General Business Credit, earlier.
trol) are treated as a single employer.

Reduction of limit.  The $15,000 limit Carrybacks and carryovers.  Even if youIndian Employmentmust be reduced by the amount of wages cannot take an investment credit for 1995,
taken into account in determining the jobs you may have unused credits from earlierCredit credit. years that may reduce your 1995 tax. These

The credit is generally 20% of the amount of unused credits from earlier years are carried
Qualified employees.  An employer can an employer’s qualified wages and health in- to your current tax year as general business
claim the credit for wages paid to all full- or surance costs (up to $20,000 per employee) credit carryovers and the rules for the gen-
part-time employees who: paid or incurred during a tax year that is more eral business credit, discussed earlier, apply.

Page 152 Chapter 31 GENERAL BUSINESS CREDIT



the property is transferred because the that would not have originally qualified forRecapture of Investment
owner-taxpayer died. the credit.Credit The amount of credit you must recapture

At the end of each tax year, you must deter- depends on when during the recapture pe-Gifts.  You are considered to have disposed
mine whether you disposed of or stopped us- riod you dispose of, or change the use of, theof property that you transferred by gift.
ing in your business (either partially or en- property. The recapture period is the
tirely) any property for which you claimed an length of time the property must be used toTransfers between spouses.  If you trans-
investment credit in a prior year. If you dis- get the full investment credit.fer investment credit property to your

Use Form 4255 to figure the recapturepose of property before the end of the recap- spouse, or you transfer the property to your
amount. The credit recapture is figured byture period, you must recapture a percent- former spouse incident to a divorce, you
multiplying the original investment creditage of the credit by adding it to your tax. See generally are not considered to have dis-
taken by the recapture percentage from theRecapture Rule, later, for a discussion of re- posed of the property. This also applies if the
tables on Form 4255. The result of this com-capture period. transfer is made in trust for the benefit of
putation is the amount of the recapture. SeeUse Form 4255 to figure the recapture your spouse or former spouse. However, if
Form 4255 for more information.tax or attach a detailed statement to your re- your spouse or former spouse later transfers

If the refigured credit is less than theturn for the year you dispose of the asset the property, your spouse or former spouse
credit you originally took, you must add theshowing the computation of the recapture will receive the same tax treatment that
difference to your tax.tax and the decrease in any investment would have applied to you if you had made

credit carryover. the transfer.
Net operating loss carrybacks.  If you
have a net operating loss carryback from theCasualty or theft loss.  You are consideredDispositions 
recapture year or a later year that reducesto have disposed of property that was de-An outright sale of property is the clearest your tax for the recapture year or an earlierstroyed by casualty or lost by theft.example of a disposition. Another type of year, you may have to refigure your recap-

disposition occurs when you exchange or ture. See section 1.47–1(b)(3) of the IncomeChoosing S corporation status.  Thetrade worn-out or obsolete business assets Tax Regulations.choice by a corporation to become an S cor-for new ones. If the property ceases to be
poration generally will not cause the recap-qualifying 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 asposes. For example, the conversion of busi- Jobs Credit 
a change in the form of doing business andness property to personal use is considered

The jobs credit provides an incentive to hirenot as a disposition of property. No disposi-a disposal for investment credit recapture
persons from targeted groups that have ation occurs when an S corporation termi-purposes.
particularly high unemployment rate or othernates or revokes its choice not to be taxedCertain transactions result in dispositions special employment needs. The credit isas a corporation.for investment credit recapture purposes. based on qualified wages paid to these em-Disposition of assets by S corpora-The following illustrate those that are and ployees. In general, you must receive or re-tion, partnership, estate, or trust.  If youthose that are not dispositions. quest in writing, by the employee’s first work-are a shareholder of an S corporation that
day,  a  cer t i f i ca t ion f rom your  s ta tedisposes of assets on which you figured theMortgaging and foreclosure.  There is no employment security agency (jobs service).investment credit, you are treated as havingdisposition if title to property is transferred as The jobs credit does not apply to wagesdisposed of the share of the investment onsecurity for a loan. However, a disposition you pay employees who begin working forwhich you figured your credit. This same ruledoes occur if there is a transfer of property you after December 31, 1994.applies if you are a member of a partnershipby foreclosure.

or a beneficiary of an estate or trust.
Caution:  As this publication was being

Leased property.  The leasing of invest- prepared for print, Congress was consider-Change in form of doing business.  A dis-ment credit property by the lessor who took ing tax law changes that would extend theposition does not occur because of a changethe credit is generally not a disposition. How- jobs credit. See Publication 553, Highlightsin the form of doing business if certain condi-ever, if the lease is treated as a sale for in- of 1995 Tax Changes, for further develop-tions are met. For more information, see sec-come tax purposes, it is a disposition. A dis- ments. Information on these changes willt i on  1 .47–3( f )  o f  the  Income Taxposition also occurs if the property ceases to also be available electronically through ourRegulations.be investment credit property in the hands of bulletin board or via the Internet (see page
the lessor, the lessee, or any sublessee. 34 of the Form 1040 Instructions).

Sale and leaseback.  There is no disposition
when investment credit property is sold byDecrease in basis.  If the basis of invest-

Wages to use for determining the credit.the taxpayer who claimed the credit and thenment credit property decreases, the de-
Only qualified first-year wages can be usedis leased back to that taxpayer as part of thecrease is considered to be a disposition. This
to figure the credit. In addition, you cannotsame transaction.occurs, for example, if you buy property and
take a credit on wages paid to an otherwiselater receive a refund of part of the original
eligible employee who works for you lessAt-risk reduction.  If the amount of your in-purchase price. You must then refigure the
than 90 days or 120 hours (14 days or 20vestment for which you are at risk is re-credit as if the amount of the decrease in ba-
hours for  a  qual i f ied summer youthduced, you are subject to the recapture rulessis was never part of the original basis. If
employee).(discussed next). See the instructions foryour refigured credit is less than the credit

Wages you pay to an employee in any taxForm 3468 for more information.you originally took, you must add the differ-
year qualify for the credit only if more thanence to your tax.
one-half of the wages are for work done inRecapture Rule 
your trade or business.Retirement or abandonment.  You dispose If you dispose of investment credit property To take this credit, your employee mustof property if you abandon it or otherwise re- before the end of the recapture period (de- be certified as a member of a targeted group.tire it from use. Normal retirements are also fined in the next paragraph), you must recap- An individual is a member of a targeteddispositions. ture, as an additional tax, part of the original group if that individual is one of the following:

credit you claimed. You may also have to re-
1) A vocational rehabilitation referral,Transfer by reason of death.  There is no capture part or all of the credit if you change

disposition of investment credit property if the use of investment credit property to one 2) An economically disadvantaged youth,
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3) An economically disadvantaged Viet- after 1986. For more information, see Form For more information, see Form 8835.
nam-era veteran, 8586 and section 42 of the Internal Revenue

Code.4) A Supplemental Security Income (SSI)
recipient,

5) A general assistance recipient, Research Credit 
6) A youth participating in a cooperative Renewable Electricityeducation program, The research credit is designed to en-
7) An economically disadvantaged ex- courage businesses to increase theProduction Credit 

convict, amounts they spend on research and experi-
mental activities. The credit is generally 20%8) An eligible work incentive employee, or The renewable electricity production credit is of the amount by which your research ex-9) A qualified summer youth employee. based on electricity that was sold to unre- penses (paid or incurred) for the year are

lated persons and was produced from quali- more than your base amount. For more infor-Certification must be made by the desig- fied energy resources at a qualified facility mation, see Form 6765. nated local agency, or for a cooperative edu- during the 10-year period after the facility is
This credit does not apply to amountscation student, by the participating school. placed in service. The credit for calendar

paid or incurred after June 30, 1995.Designated agencies are local offices of a year 1994 is 1.5 cents per kilowatt hour of
state employment security agency (jobs such electricity sold. The credit for calendar
service). year 1995 is 1.6 cents per kilowatt hour sold. Caution:  As this publication was beingYou cannot claim a credit for wages you Qualified energy resources are wind and prepared for print, Congress was consider-pay to certain related individuals.

closed-loop biomass. Closed-loop biomassFor more information, see Form 5884. ing tax law changes that would extend the
is any organic material from a plant that is

research credit. See Publication 553, High-
planted exclusively for use at a qualified fa-

lights of 1995 Tax Changes, for further de-
cility to produce electricity. A qualified facility

velopments. Information on these changesis one you own that is within the UnitedLow-Income
will also be available electronically throughStates or a U.S. possession and that is origi-
our bulletin board or via the Internet (seeHousing Credit nally placed in service after 1993 (after 1992
page 34 of the Form 1040 Instructions).for a facility using closed-loop biomass toThis credit generally applies to qualified low-

produce electricity) but before July 1, 1999.income housing buildings placed in service
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and how much of your income will be subject You are self-employed if you carry on a
to withholding tax. business as a sole proprietor, an indepen-

If you are also an employee, you may be dent contractor, a member of a partnership,32.
able to cover your estimated SE tax pay- or are otherwise in business for yourself.
ments by having your employer increase the You do not have to carry on regular full-Self- amount of income tax withheld from your time business activities to be self-employed.
pay. Part-time work, including work you do on theEmployment Tax side in addition to your regular job, may also

be self-employment.Self-employment tax deduction.  You can
A trade or business is generally an ac-deduct one-half of your SE tax as a business

tivity carried on for a livelihood or in goodexpense in figuring your adjusted gross in-
faith to make a profit. The facts and circum-come. This is an income tax adjustment only.Important Change stances of each case determine whether orIt does not affect your net earnings from self-
not an activity is a trade or business. Regu-employment or your SE tax.for 1995
larity of activities and transactions and theTo deduct the tax, enter on Form 1040,

Tax rates and maximum net earnings for production of income are important ele-line 25, the amount shown on the ‘‘Deduc-
self-employment taxes.  The self-employ- ments. You do not need to actually make ation for one-half of self-employment tax’’ line
ment tax rate on net earnings remains the profit to be in a trade or business as long asof the Schedule SE.
same for 1995 and 1996. This rate, 15.3%, is you have a profit motive. You do need, how-
a total of 12.4% for social security (old-age, ever, to make ongoing efforts to further the
survivors, and disability insurance), and interests of your business.
2.9% for Medicare (hospital insurance). Introduction The SE tax rules apply even if you are

The maximum amount subject to the so- fully insured under social security or haveThe SE tax is a social security and Medicarecial security part for 1995 is $61,200. For started receiving benefits.tax for individuals who work for themselves.1996, that amount increases to $62,700. For
It is similar to the social security and Medi-1995 and 1996, all of your net earnings are Statutory employees.  If you earned wagescare tax withheld from the pay of wagesubject to the Medicare part. as a statutory employee, the box titled ‘‘Stat-earners.

utory employee’’ in box 15 of Form W–2,
Wage and Tax Statement, will be checked.Topics
You do not pay SE tax on those earnings be-Important Reminders This chapter discusses:
cause social security and Medicare taxes

Social security benefits.  Social security ● Who must pay self-employment tax (FICA taxes) were withheld. Do not file
benefits are available to self-employed per- Schedule SE if you have no other earnings● Figuring self-employment tax
sons just as they are to wage earners. Your from self-employment. You should file a sep-
payments of self-employment tax (SE tax) arate Schedule C (or Schedule C–EZ) to re-Useful Itemscontribute to your coverage under the social port only the income and expenses related

You may want to see:security system. Social security coverage to your earnings as a statutory employee.
provides you with retirement benefits, disa-

Publicationbility benefits, and medical insurance (Medi-
care) benefits. □ 225 Farmer’s Tax Guide Self-EmploymentYou must be insured under the social se-

□ 533 Self-Employment Taxcurity system before you begin receiving so- Income cial security benefits (described above). You
Form (and Instructions)are insured if you have the required number Different types of income can be SE income.

of quarters of coverage. A ‘‘quarter of cover- □ SS–5 Application for a Social The source of your income and your involve-
age’’ means a period of 3 calendar months Security Card ment in the activity from which your income
during which you were paid a certain amount is received will determine whether it is SE□ Sch C (Form 1040) Profit or Loss
of income subject to social security tax. income.From Business

For 1995, you receive a quarter of social
□ Sch SE (Form 1040) Self-security coverage, up to four quarters, for Aliens.  Resident aliens are generally sub-

Employment Taxeach $630 of income subject to social secur- ject to the same rules as U.S. citizens. Non-
ity. Therefore, for 1995, if you had income of resident aliens do not have to pay SE tax.□ 4137 Social Security and Medicare
$2,520 that was subject to social security Residents of the Virgin Islands, Puerto Rico,Tax on Unreported Tip Income
taxes (self-employment and wages), you will Guam, or American Samoa, however, are
receive four quarters of coverage. subject to the tax. For SE tax purposes, they

For an explanation of the number of are not nonresident aliens. For more infor-
quarters of coverage you must have to be in- Who Must Pay mation on U.S. possession SE income, see
sured, and of the benefits available to you Publication 533.Self-Employment Tax and your family under the social security pro-
gram, consult your nearest Social Security You must pay SE tax if : Gains and losses.  A gain or loss from the
Administration office. disposition of property that is neither stock in1) You were self-employed and your net

trade nor held primarily for sale to customersearnings from self-employment (exclud-Social security number. You must have a is not included when figuring SE income. Iting any church employee income) weresocial security number to pay SE tax. If you does not matter whether the disposition is a$400 or more, ordo not have a number, you should apply for sale, exchange, or an involuntary conver-
one on Form SS-5, Application for a Social 2) You had church employee income of sion. For example, gains or losses from the
Security Card. You can get this form at any $108.28 or more. disposition of the following types of property
Social Security office. are not included:

However, if you are a member of the
1) Investment property.Estimated tax.  You may be required to pay clergy or a religious worker, you may not

estimated tax. This depends on how much have to pay SE tax. See Religious Exemp- 2) Depreciable property or other fixed as-
income and SE taxes you expect for the year tions, in Publication 533. sets used in your trade or business.
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3) Livestock held for draft, dairy, breeding, income as an employee or officer of the cor- with your share of earnings or losses when
or sporting purposes and not held pri- poration is not SE income. you figure your net earnings from self-em-
marily for sale, regardless of how long S corporations.  If you are a shareholder ployment. See chapter 28.
the livestock were held or whether they in an S corporation, your share of the corpo- Inactive partner.  An inactive partner
were raised or purchased. ration’s taxable income is not SE income, figures income from self-employment by in-

even though you include it in your gross in- cluding the distributive share of partnership4) Standing crops sold with land held more
come for income tax purposes. income or  loss and any guaranteedthan one year.

If you are a shareholder and also an of- payments.
5) Timber, coal, or iron ore held for more ficer of an S corporation and perform sub- Limited partner.  A limited partnerthan one year, if an economic interest stantial services, you are an employee of the figures SE income by excluding the distribu-was retained, such as a right to receive S corporation. Your payment for services is tive share of partnership income or loss. Butcoal royalties. subject to withholding for social security and guaranteed payments, such as salary and

Medicare taxes and is not SE income, no professional fees, received for services per-A gain or loss from the cutting of timber is matter what the S corporation calls the formed during the year are included as SEnot included if the cutting is treated as a sale payments. income.or exchange.
Retired partner.  A retired partner paysHowever, any amounts for depreciation, Dividends.  Dividends on securities are not no SE tax on retirement income receivedincluding any section 179 deduction, recap- SE income unless you are a dealer in from the partnership under a written plan if:tured because the business use of certain securities.

property was reduced to 50% or less, are 1) The retired partner receives life-long pe-
taken into account in figuring your net earn- riodic payments,Independent contractor.  People such as
ings from self-employment. (This does not lawyers, contractors, subcontractors, public 2) The retired partner’s share of the part-
include amounts recaptured on the disposi- stenographers, auctioneers, etc., who follow nership capital was fully repaid to the re-
tion of property.) an independent trade, business, or profes- tired partner,

sion in which they offer their services to the
3) The retired partner performs no ser-Fishing crew members.  Certain members general public, are generally not employees.

vices for the partnership during the year,of the crew on a boat that catches fish or However, whether such people are employ-
andother water life are self-employed if: ees or independent contractors depends on

all the facts in each case. The general rule is 4) The partnership owes the retired part-1) They do not get any money for their
that an individual is an independent contrac- ner nothing but the retirementwork (other than their share of the catch
tor if the payer has the right to control or di- payments.or of the proceeds from the sale of the
rect only the result of the work and not thecatch),
means and methods of accomplishing the Different tax years.  If your tax year is2) They get shares of the catch or shares
result. Income earned by an independent not the same as your partnership’s, reportof the proceeds from the sale of the
contractor is SE income. your share of partnership income or loss oncatch,

For more information in determining your return for the year that includes the end
3) Their shares depend on the amount of whether you are an independent contractor of the partnership tax year.

the catch, and or an employee, get Publication 15-A, Sup- Example.  You file your return on a calen-
plemental Employer’s Tax Guide.4) The operating crew usually numbers dar year basis, but your partnership uses the

less than ten individuals. fiscal year ending January 31. You must in-
Interest.  Interest is SE income if you re- clude on your return for calendar year 1995
ceive it in your trade or business. This in-Crew members who meet these condi- your distributive share of partnership earn-
cludes interest on accounts receivable ortions are considered self-employed and ings and your guaranteed payments for the
from bonds, notes, etc., if you are a dealer inmust pay SE tax and generally need to make fiscal year ending January 31, 1995.
stocks or securities.estimated tax payments. For additional information on figuring

your income from a partnership, see chapterNewspaper carriers.  The wages newspa-Lost income payments.  If you are self-em- 28.per carriers receive for delivering newspa-ployed and reduce or stop business activi-
pers or shopping news to customers is notties, any payment you receive for the lost in-

Part-time business.  Income from an activ-SE income. If the carriers are age 18 or over,come of your business from insurance or
ity you carry on part-time is SE income. Forthe wages are subject to withholding for so-other sources is SE income. If you are not
example, in your spare time you fix televi-cial security and Medicare taxes (FICAworking when you receive the payment, it
sions and radios. You have your own shop,taxes).still relates to your business (even though
equipment, and tools. You get your custom-However, if a carrier is 18 or over andthe business is temporarily inactive) and is
ers from advertising and word-of-mouth. Theworks under an arrangement in which theSE income.
income you earn from your repair shop is SEcarrier’s pay is the difference between aIf there is a connection between any pay-
income.fixed sales price and the cost of the newspa-ment you receive and your trade or business,

pers to the carrier, the income is SE income.the payment is SE income. A connection ex-
Public officials.  Public officials generally doists if it is clear that the payment would not
not pay SE tax on what they earn in their offi-Newspaper vendors.  The income newspa-have been made but for your conduct of the
cial positions. Public office includes anyper vendors receive for selling newspaperstrade or business.
elective or appointive office of the Unitedor magazines directly to customers for a
States or its possessions, the District of Co-profit is not SE income if the vendor is underCorporate payments.  Whether income re-
lumbia, a state or its political subdivisions, orage 18. However, if the vendor is 18 or over,ceived from a corporation is SE income de-
a wholly owned instrumentality of any ofthe income is SE income.pends on the reason for the payment.
these.Corporate director.  Fees received for

However, public officials of state or localperforming services as a director of a corpo- Partnerships.  If you are a member of a part-
governments must pay SE tax on their fees ifration are SE income. It does not matter nership that carries on a trade or business,
they are paid solely on a fee basis and if theirwhether the fees are for going to directors’ your distributive share of partnership income
services are eligible for, but not covered by,meetings or for serving on committees. or loss is includible in your income from self-
social security under a federal–stateCorporate employee.  Even if you own employment. Guaranteed payments from
agreement.most or all of the stock of a corporation, your your partnership should be included, along
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Real estate rent.  Rent from real estate and U.S. citizens working in U.S. for foreign C for the restaurant showing your net profit
government or international organiza- of $25,000, and another Schedule C for thefrom personal property leased with real es-
tion.  If you are a U.S. citizen employed in cabinetmaking business showing your nettate is not SE income. However, if you re-
the United States by a foreign government, a loss of $500.ceive rent as a real estate dealer, include the
wholly owned instrumentality of a foreignrental income and related deductions in fig-
government, or an international organiza- Deductions and exemptions.  Your SE in-uring SE income.
tion, you are subject to the SE tax if your em- come should not be reduced by certain de-Hotels, apartments, etc.  Rents re-
ployer does not deduct social security and ductions used to figure your income tax.ceived for the use or occupancy of hotels,
Medicare taxes from your income. Specifically, do not use:boarding houses, or apartment houses are

International social security agree-not rentals from real estate if services are 1) Deductions for personal exemptions for
ments.  The United States has social secur-provided for the occupants. These payments yourself, your spouse, or dependents,
ity agreements with many countries to elimi-are included in figuring net earnings from 2) The standard deduction or itemizednate dual taxes under two social securityself-employment. Services are generally deductions,systems. Under these agreements, you mustprovided for the occupants if they are prima-
generally pay social security and Medicare 3) The net operating loss deduction,rily for their convenience and not services
taxes to only the country you live in. 4) Nonbusiness deductions (including con-normally provided with the rental of rooms or

The United States now has social secur- tributions to a retirement plan for your-space for occupancy only. Maid service, for ity agreements with the following countries: self), andexample, is a service provided for the conve- Austria, Belgium, Canada, Finland, France,
nience of the occupants. However, heat and 5) The self-employed health insuranceGermany, Ireland, Italy, Luxembourg, the
light, the cleaning of stairways, exits, and deduction.Netherlands, Norway, Portugal, Spain, Swe-
lobbies, and the collection of trash are not den, Switzerland, and the United Kingdom.
services primari ly for the occupants’ Additional agreements are expected in the Example.  You own a grocery store that
convenience. future. For more information, contact: reported the following items for the year:

Trailer park owners.  Rent received by
Gross profit on sales . . . . . . . . . . . . . . . . . . . $87,400Social Security Administrationtrailer park owners who provide trailer lots,
Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000Office of International Policyfacilities, and services is rent from real es-
Rent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000P.O. Box 17741tate. It is not included in SE income unless
Heat, light, and air conditioning . . . . . . . . 2,400Baltimore, MD 21235the services provided by the owners are sub-
Other expenses . . . . . . . . . . . . . . . . . . . . . . . . . 1,900stantial and for the convenience of tenants.
Gain on sale of refrigerator . . . . . . . . . . . . . 350Providing services, such as city sewerage,
Fire loss on store building . . . . . . . . . . . . . . 1,200Wages, salaries, and tips.  Wages receivedelectrical connections, and roadways are
Net operating loss carryover . . . . . . . . . . . 1,000for services performed as an employee andservices required to maintain space for ten-

covered by social security or railroad retire-ant occupancy and not services for the con- To figure taxable income, consider all the
ment are not SE income. Tips received forvenience of tenants. Although the operation above items. But to figure net self-employ-
work done as an employee are also ex-and maintenance of a trailer park laundry fa- ment income, use only the following:
cluded from SE income.cility is a service provided for the conve-

Gross profit on sales . . . . . . . . $87,400nience of tenants, i t  is not, by itself,
Expenses:substantial. Net Self-Employment

Salaries . . . . . . . . . . . . . . . . . . . . $30,000If, however, the owners provide services Income Rent . . . . . . . . . . . . . . . . . . . . . . . 6,000for tenants that are beyond those required
Net SE income usually includes all business Heat, light, and airfor occupancy and are substantial in nature,
income less all business deductions allowed conditioning . . . . . . . . . . . . . 2,400the owner’s earnings are included in SE in-
for income tax purposes. You must deter- Other expenses . . . . . . . . . . . 1,900come. Services for tenants that are beyond
mine your net SE income by using the same Total expenses . . . . . . . . . . . . 40,300those required for occupancy include super-
accounting method you use for income taxvising and maintaining a recreational hall Net operating profit $47,100
purposes. You must claim all allowable de-provided by the park; distributing a monthly
ductions when figuring net SE income. Yournewsletter to tenants; operating a laundry fa- The $47,100 is your net SE income. Thenet SE income is used to figure your netcility; and helping tenants buy or sell their refrigerator sale, the fire loss, and the net op-earnings from self-employment. Makingtrailers. erating loss carried over from a previousfalse statements to get or to increase social

year are not included in the calculation.securi ty benefi ts may subject you to
Religious exemptions.  Members of the penalties.
clergy and Christian Science practitioners
are subject to SE tax unless they get an ex- More than one business.  If you have more Figuring Self-emption. Members of certain religious sects, than one trade or business, you must com-
however, may be exempt from SE tax. See Employment Taxbine the net earnings from each business to
Publication 517, Social Security and Other determine your net SE income. A loss you in- There are three steps to figure the amount ofInformation for Members of the Clergy and cur in one business will reduce your gain in SE tax you owe.Religious Workers. another business. You net these gains and

1) Determine your net earnings from self-losses only for purposes of the SE tax. Keep
employment.Retired insurance agents.  The income separate records for each business and file

paid by insurance companies to retired insur- 2) Determine the amount that is subject tothe appropriate form or schedule for each
ance agents that is based on a percentage the tax.separate business.
of commissions received prior to retirement 3) Multiply that amount by the tax rate.Example.  You are the sole proprietor of
is SE income. Also, the income for renewal two separate businesses. You operate a res-
and deferred commissions for sales made taurant that made a net profit of $25,000 last There are three ways to figure self-em-
prior to retirement is SE income. year. You also have a cabinetmaking busi- ployment net earnings. These are the regu-

ness that had a net loss of $500 last year. lar method, the farm optional method, and
Sole proprietor. If you own your own busi- You file one Schedule SE showing net SE in- the nonfarm optional method. For a discus-
ness and operate as a sole proprietor, the in- come of $24,500. You must also file a sion of the farm optional method, see Publi-
come from your business is SE income. Schedule C for each business—a Schedule cation 533 or Publication 225.
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Tax rates.  The SE tax rate is 15.3% (12.4% you would have had a smaller tax or no tax 3) Employees who earned wages reported
social security plus 2.9% Medicare tax). It is using your actual SE income or loss under on Form W–2 of $108.28 or more work-
the same for net earnings figured under each the regular method. ing for a church or church-controlled or-
method. The general rules for figuring SE tax The optional methods may be used only ganization that elected exemption from
are presented in the regular method, dis- to figure your SE tax. To figure your income social security taxes,
cussed later. tax, include your actual SE income in gross 4) Individuals with tip income subject to so-

Fiscal year taxpayer.  If you use a tax income, regardless of which method you use cial security and Medicare taxes that
year other than the calendar year, you must to figure SE tax. was not reported to their employers,
use the tax rate and maximum income limit in Example.  Your gross nonfarm income is and
effect at the beginning of your tax year. Even $900 and your net nonfarm earnings are

5) Individuals who want to use one of theif the tax rate or maximum income limit $200. You use the nonfarm optional method
optional methods to figure SE tax.changes during your tax year, you should to get a larger earned income credit. Your

continue to use the same rate and limit net earnings using the optional method are
throughout your tax year. $600. You must pay SE tax on this amount.

Regular Method 
Net earnings subject to SE tax.  Whether Forms.  Use Schedule SE (Form 1040) to Use the following steps to figure SE tax
you have to pay SE tax on any part of your figure your SE tax on line 47 of Form 1040. If under the regular method.
net earnings from self-employment gener- you have to pay SE tax, you must file Form
ally depends on the total amount of your net 1040 (with Schedule SE attached) even if Step 1.  Figure your net SE income. The netearnings for the year, and on the total you are not otherwise required to file a fed- profit from your business or profession isamount of any wages or tips you earn for the eral income tax return. generally your net SE income.year.

Minimum amount.  You must have Joint returns.  You cannot file a joint Sched- Step 2.  After you figure your net SE income,$400.00 or more of net earnings from self- ule SE (Form 1040) even if you file a joint in- determine how much is subject to SE tax.employment to be subject to the tax. For this come tax return. Your spouse is not consid- The amount subject to SE tax is called netpurpose, net earnings are figured on line 4 of ered self-employed just because you are. If earnings from self-employment. It is figuredSchedule SE, Section A or line 4c of Sched- your spouse has SE income, it is indepen- on Short Schedule SE, line 4, or Longule SE, Section B. If your net earnings are dently subject to the SE tax, and should be Schedule SE, line 4a.less than $400, you do not have to file reported on a separate Schedule SE. If you
Schedule SE (Form 1040) or pay the tax, un- file a joint return and you both have SE in- Step 3.  Figure your SE tax as follows.less you had church employee income of come, each of you must complete a sepa-
$108.28 or more. 1) If your net earnings from self-employ-rate Schedule SE (Form 1040); attach both

Maximum amount.  No more than ment plus any wages and tips are notschedules to the joint return.
$61,200 of your combined wages, tips, and more than $61,200, and you do not
net earnings in 1995 is subject to any combi- have to use Long Schedule SE, useCommunity income.  If any of the income
nation of the 12.4% social security part of Short Schedule SE. On line 5, multiplyfrom a trade or business other than a part-
SE tax, social security tax, or railroad retire- your net earnings by 15.3% (0.153). Thenership is community income under state
ment (tier 1) tax. result is the amount of your SE tax.law, it is subject to SE tax as the income of

All of your combined wages, tips, and net the spouse carrying on the trade or busi- 2) If you had no wages, your net earningsearnings in 1995 are subject to any combina- ness. The identity of the person carrying on from self-employment are more thantion of the 2.9% Medicare part of SE tax, so- the trade or business is determined by the $61,200, and you do not have to usecial security tax, or railroad retirement (tier 1) facts in each case. Long Schedule SE, use  Short Scheduletax.
SE. On line 5, multiply the line 4 netIf your wages and tips are subject to ei-
earnings by the 2.9% (0.029) MedicareSchedule SE ther social security or railroad retirement (tier
tax and add the result to $7,588.80You must file Schedule SE if:1) tax, or both, and total at least $61,200,
(12.4% of $61,200). The total is theyou do not have to pay the 12.4% social se- 1) You were self-employed, and your net amount of your SE tax.curity part of the SE tax on any of your net earnings from self-employment (exclud-

3) If your net earnings from self-employ-earnings. However, you must pay the 2.9% ing church employee income) were
ment plus any wages and tips are moreMedicare part of the SE tax on all of your net $400 or more, or
than $61,200, you must use Longearnings.

2) You had church employee income of Schedule SE. Subtract your total wages
$108.28 or more. and tips from $61,200 to find the maxi-Optional methods.  You can generally use

mum amount of earnings subject to thethe optional methods when you have a loss
Even if you are not required to file Sched- 12.4% social security part of the tax. Ifor small amount of net income from self-em-

ule SE, it may be to your benefit to file it and more than zero, multiply the amount byployment and:
use either optional method in Part II of Sec- 12.4% (0.124). The result is the social

1) You want to receive credit for social se- tion B. security tax amount. Then multiply your
curity benefit coverage, Most taxpayers can use Short Schedule net earnings from self-employment by

SE (Section A) to figure SE tax. However, the2) You incurred child or dependent care 2.9% (0.029). The result is the Medicare
following taxpayers must use Long Scheduleexpenses for which you could claim a tax amount. The total of the social se-
SE (Section B):credit (this method will increase your curity tax amount and the Medicare tax

earned income, which could increase 1) Individuals whose total wages and tips amount is your SE tax.
your credit), or subject to social security (or railroad re-

tirement (tier)) tax plus net earnings3) You are entitled to the earned income Example 1.  During 1995, you have
from self-employment are more thancredit (this method will increase your $30,000 in net SE income, and receive no
$61,200,earned income, which could increase wages subject to social security and Medi-

your credit). 2) Ministers, members of religious orders, care taxes. You multiply the $30,000 by
or Christian Science practitioners, not 0.9235 on Short Schedule SE to get your net

Effect on taxes.  If you use either or both taxed on earnings from these sources earnings from self-employment of $27,705.
optional methods, you must figure and pay (with IRS consent), but who owe SE tax Your SE tax is 15.3% (0.153) of $27,705, or
the SE tax due under these methods, even if on other earnings, $4,238.87.
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Example 2.  During 1995, you have 3 of Schedule C–EZ (Form 1040), and she may use $1,400 (two-thirds of $2,100)
$20,000 in net SE income, and receive line 15a of Schedule K–1 (Form 1065), as her net earnings under the optional
$15,000 in wages subject to social security are less than $1,733. method.
and Medicare taxes. You multiply the 2) Your net nonfarm profits are less than
$20,000 by 0.9235 on Short Schedule SE to 72.189% of your gross nonfarm income. Gross Income of More Thanget your net earnings from self-employment

$2,400 3) You are self-employed on a regular ba-of $18,470. Your SE tax is 15.3% (0.153) of
sis. This means that your actual net$18,470, or $2,825.91. If your gross income from all nonfarm trades
earnings from self-employment wereExample 3.  During 1995, you have or businesses is more than $2,400 and you
$400 or more in at least 2 of the 3 tax$70,000 in net SE income, and receive no meet the four tests for using the nonfarm op-years before the one for which you usewages subject to social security and Medi- tional method, you may report $1,600 asthis method.care taxes. You multiply the $70,000 by your net earnings from nonfarm self-

0.9235 on Short Schedule SE to get your net 4) You have not previously used this employment.
earnings of $64,645. Since only $61,200 of method more than 4 years (there is a 5-

Example 1.  John White runs an appli-your earnings is subject to the social security year lifetime limit). The years do not
ance repair shop. His net earnings from self-part of the SE tax, your tax for this part is have to be one after another.
employment in 1992 were $8,500; in 1993,$7,588.80 (12.4% of $61,200).
$10,500; and in 1994, $9,500. Thus, heSince all of your earnings are subject to
meets the test for being self-employed on athe Medicare part of the SE tax, multiply Gross Income of $2,400 or Less 
regular basis. His earnings in 1995 are as$64,645 by 2.9% (0.029) on Short Schedule

If your gross income from all nonfarm trades follows:SE for the Medicare part, and the result is
or businesses is $2,400 or less, and you$1,874.71. Add this to $7,588.80 and your
meet the four tests in the preceding para-SE tax is $9,463.51. Gross income . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,000
graph, you may report two-thirds of the gross

Net profits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,200Example 4.  During 1995, you have income from your nonfarm self-employment
$70,000 in net SE income, and receive as net earnings from self-employment.

Because his net profits ($1,200) are less$10,000 in wages subject to social security
Example 1.  Ann Green had actual net than $1,733 and less than 72.189% of hisand Medicare taxes. You figure your net

earnings from self-employment of $800 in gross nonfarm income, John may useearnings on Long Schedule SE, line 4a, to be
1993 and $900 in 1994 from running a craft$64,645. Next, you subtract your wages of $1,600 as his net earnings from self-employ-
store. Thus, she meets the test for being$10,000 from $61,200, the maximum income ment for 1995, or he may report $1,200
self-employed on a regular basis. Her earn-subject to the social security part of the SE under the regular method.
ings from the craft business in 1995 are astax. The result is $51,200. Since only
follows: Example 2.  Assume that in Example 1$51,200 of your earnings is subject to the so-

John’s actual net profits for 1995 are $1,800.cial security part of the SE tax, your tax for Gross income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,100 He must use the full $1,800 under the regularthis part is 12.4% (0.124) ×  $51,200, or Net profits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,200 method. He may not use the optional$6,348.80.
method because his actual net nonfarmSince all of your earnings are subject to Because her actual net profits are less
profits are not less than $1,733.the Medicare part of the SE tax, you multiply than $1,733 and less than 72.189% of her

all of your net earnings from self-employ- gross nonfarm income, Ann may either use Example 3.  Assume that in Example 1
ment, $64,645, by 2.9% (0.029) on Long her actual net earnings or she may use the John has a net loss of $700 for 1995. He
Schedule SE for the Medicare part, and the optional method to report $1,400 (two-thirds may use the optional method and report
result is $1,874.71. Add this to the $6,348.80 of $2,100). $1,600 as his net earnings from self-
figured above for total SE tax of $8,223.51. Example 2.  Assume that in Example 1 employment.

Ann Green has gross income of $1,000 and
Nonfarm Optional Method her net profits are $800. Ann must use her Figuring the Tax Use the nonfarm optional method only for actual net profits. She may not use the op-
SE income that does not come from farming. tional method because her actual net profits If your net earnings under the nonfarm op-
You may use this method if you meet all the are not less than 72.189% of her gross tional method are $400 or more, multiply the
following tests. income. net earnings figure by the tax rate for 1995

(15.3%). The result is the amount of SE tax1) Your net nonfarm profits as shown on Example 3.  Assume that in Example 1
you owe.line 31 of Schedule C (Form 1040), line Ann has a net loss of $700. In this situation,
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Records.  See Employment taxes in chapter □ 505 Tax Withholding and Estimated
2 for information on specific employment tax Tax
records you must maintain. You must keep33. □ 535 Business Expenses
these records available for inspection by the

□ 911 Tax Information for Direct SellersIRS.Employment
Form (and Instructions)Employer identification number (EIN).Taxes This chapter discusses various forms youEvery employer subject to employment

may be required to file. We have not listedtaxes is required to have an EIN. You can ap-
them separately here.ply for an EIN either by mail or by telephone.

You can get an EIN immediately by calling
the Tele-TIN phone number for the serviceImportant Changes
center for your state, or you can send a com- Who Are Employees? pleted SS–4, Application for Employer Iden-for 1996 
tification Number, directly to the service Whether you must withhold or pay taxes onSocial security and Medicare taxes.  For center to receive your EIN in the mail.  See payments you make for services rendered to1996, the employer and the employee will the instructions for Form SS–4 for more you depends on the business relationshipcontinue to pay: information. that exists between you and the person per-

1) 6.2% each for social security tax (old- forming those services. The person perform-
Employee’s social security numberage, survivors, and disability insurance), ing the services may be:
(SSN).  An employee who does not have anand

● An independent contractorSSN should submit Form SS–5, Application2) 1.45% each for Medicare tax (hospital
● A common-law employeefor a Social Security Card, to the nearest so-insurance).

cial security office. Form SS–5 can be ob-
● A statutory employee

tained from any social security office or by
Wage limits. For 1996, the maximum ● A statutory nonemployeecalling 1–800–772–1213.

amount of wages subject to social security
The employee must furnish evidence of

tax (6.2%) is $62,700 ($61,200 for 1995). Independent contractor.  A person whoage, identity, and U.S. citizenship with the
There is no wage base limit for the Medicare follows an independent trade, business, orForm SS–5. An employee who is 18 or older
tax (1.45%). All covered wages are subject profession in which he or she offers servicesmust appear in person with this evidence at
to the tax. to the general public is generally not an em-a social security office.

ployee. This can include a lawyer, contrac-
Federal unemployment (FUTA) tax.  The tor, subcontractor, public stenographer, auc-INS Form I–9.  You must ask each new em-
gross FUTA tax rate remains at 6.2% tioneer, etc. However, whether an individualployee to complete the employee section of
through 1996. The maximum amount of is an employee or an independent contractoran Immigration and Naturalization Service
wages subject to FUTA tax remains at depends on the facts in each case. The gen-(INS) Form I–9, Employment Eligibility Verifi-
$7,000. eral rule is that an individual is an indepen-cation. You must then complete the em-

dent contractor if you, the payer, have theployer section to verify the employee’s iden-
Electronic deposit of taxes.  TAXLINK, an right to control or direct only the result of thetity and eligibility to work. You can get M–
electronic funds transfer system (EFT), al- work and not the means and methods of ac-274, Handbook for Employers, which con-
lows tax deposits without coupons, paper complishing that result.tains Forms I–9 and instructions, from INS
checks, or visits to an authorized depositary. You do not have to withhold or pay taxesregional and district offices.
Generally, taxpayers whose total deposits of on payments you make to an independent
withheld income, social security, and Medi- contractor. However, you may have to file anTopicscare taxes exceeded $47 million during cal- information return to report the payments.

This chapter discusses:endar years 1993 or 1994 must deposit the See Form 1099–MISC in chapter 36.
taxes through the EFT system, beginning in ● Who employees are
1996. Common-law employee.  Under common-● Withholding income taxEmployers can also voluntarily enroll in law rules, every individual who performs ser-
the system. For more information, call 1– ● Social security and Medicare taxes vices subject to the will and control of a
800–829–5469, or write to: payer, as to both what  must be done and● Pensions, awards, and other benefits
Internal Revenue Service how it must be done, is an employee. It does

● Employee tipsCash Management Site Office not matter that the employer allows the em-
Atlanta Service Center ● Reporting and paying employment ployee discretion and freedom of action, as
P.O. Box 47669  Stop 295 taxes long as the employer has the legal right to
Doraville, GA  30362 control both the method and the result of the

● Federal unemployment tax (FUTA)
services.

● Earned income credit (EIC) Two usual characteristics of an em-
ployer-employee relationship are:● Example of how to figure employmentIntroduction

taxes 1) The employer has the right to discharge
You are generally required to withhold fed- the employee, and
eral income tax from the wages of your em- Useful Items 2) The employer supplies tools and aployees. You may also be subject to social

You may want to see: place to work.security and Medicare taxes under the Fed-
eral Insurance Contributions Act (FICA) and

Publicationfederal unemployment tax under the Federal If you have an employer-employee rela-
Unemployment Tax Act (FUTA). tionship, it makes no difference how it is de-□ 15 Employer’s Tax Guide (Circular E)

For information about what constitutes scribed. It does not matter if the employee is
□ 15–A Employer’s Supplemental Taxtaxable wages, the treatment of special called an employee, partner, coadventurer,

Guidetypes of employment and payments, and agent, or independent contractor. It does not
similar matters, see Publication 15 (Circular □ 51 Agricultural Employer’s Tax Guide matter how the payments are measured,
E) and Publication 15–A. (Circular A) how they are made, or what they are called.
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Nor does it matter whether the individual is an independent contractor. However, if you Statutory nonemployee.  A direct seller or
employed full time or part time. directly contract with a technical service a licensed real estate agent is treated as

specialist to provide services for your own self-employed if:For employment tax purposes, no dis-
business rather than for a client, you may stilltinction is made between classes of employ- 1) Substantially all payments for services
be entitled to the relief provision.ees. A superintendent, manager, or other su- performed are directly related to sales

pervisor is an employee. An officer of a or other output, rather than to the num-
Statutory employee.  If an individual whocorporation is generally an employee, but a ber of hours worked.
works for you is not an employee under thedirector is not. An officer is not considered

2) Services are performed under a writtencommon-law rules, you do not have to with-an employee if he or she:
contract providing that he or she will nothold federal income tax from that individual’s1) Performs no services or only minor ser- be treated as an employee for federalpay. However, for social security and Medi-vices, and tax purposes.care taxes, the term employee can include

2) Receives no pay nor is entitled to re- any individual who works for you for pay in
For more information on direct sellers,ceive any pay. one of the following four categories:

see Publication 911.1) A driver who distributes meat products,
You generally have to withhold and pay vegetable products, fruit products,

Leased employees.  Under certain circum-income, social security, and Medicare taxes bakery products, or beverages (other
stances, a corporation furnishing workers toand pay FUTA tax on wages you pay to a than milk), or picks up and delivers laun-
various professional people and firms is thecommon-law employee. dry or dry cleaning, if the driver is your
employer of those workers for employmentagent or is paid on commission.
tax purposes. For more information, seeEmployee or independent contractor?  In

2) A full-time life insurance salesperson. Leased employees in Publication 15–A.doubtful cases, the facts will determine
3) An individual who works at home onwhether a worker is your employee. For an

materials or goods you supply that mustin-depth discussion and examples of the
be returned to you or to a person youcommon-law employer-employee relation- Withholdingname, if you also furnish specificationsship, see Employee or Independent Contrac-
for the work to be done.tor? in Publication 15–A. Income Tax 

If you want the IRS to determine whether 4) A full-time traveling or city salesperson
You generally must withhold income taxa worker is an employee, file Form SS–8 with who works on your behalf and turns in
from wages you pay an employee if thethe district director for the area in which your orders to you from wholesalers, retail-
wages for any payroll period exceed the dol-business is located. ers, contractors, or operators of hotels,
lar value of the withholding allowancesrestaurants, or similar establishments.
claimed for that period. The amount to bePenalty for treating an employee as an in- The goods sold must be merchandise
withheld is figured separately for each pay-dependent contractor.  If you classify an for resale or supplies for use in the buy-
roll period.employee as an independent contractor and ers’ business operations.

you have no reasonable basis for doing so,
Payroll period.  A payroll period is the pe-you can be held liable to pay employment An individual in any of these categories is
riod of time for which you usually make ataxes for that worker. The relief provision an employee whose wages are subject to
payment of wages to an employee. It can bediscussed next does not apply. Also, if you social security and Medicare taxes if all of
either of the following.do not withhold income, social security, and the following apply.

Medicare taxes from his or her wages, you 1) Regular. This is a daily, weekly, bi-1) The service contract states or implies
may be held personally liable for a penalty weekly, semimonthly, monthly, quar-that almost all of the services are to be
equal to such taxes if you are the person re- terly, semiannual, or annual period.performed personally by the individual.
sponsible for the collection and payment of

2) Miscellaneous. This is any other pe-2) The individual has little or no investmentwithholding taxes.
riod. Sundays and holidays are includedin the equipment and property used toRelief provision.  If you have a reasona-
in computing the number of days in aperform the services (other than an in-ble basis for not treating a worker as an em-
miscellaneous payroll period.vestment in transportation facilities).ployee, you may be relieved from having to

pay employment taxes for that worker. To 3) The individual performs services for you
Exemption from withholding.  You shouldget this relief, you must file all required fed- on a continuing basis.
not withhold income tax from the wages oferal tax returns, including information re-
an employee who claims exemption fromturns, on a basis consistent with your treat- FUTA tax.  For FUTA tax, the term em-
withholding on Form W–4, Employee’s With-ment  o f  the  worker .  You  (o r  your ployee means the same as it does for social
holding Allowance Certificate. See Exemptpredecessor) must not have treated any security and Medicare taxes, except that it
employee under Form W–4 Withholding Al-worker holding a substantially similar posi- does not include an insurance salesperson
lowances, next.tion as an employee for any period beginning or an individual who works at home.

after 1977. For more information, see Reve- Form W–2.  Furnish a Form W–2, Wage
nue Procedure 85–18 in Internal Revenue and Tax Statement, to a statutory employee Form W–4
Cumulative Bulletin 1985–1, page 518. and check Statutory employee in box 15. Withholding Allowances 

This relief provision does not apply to Show your payments to the employee as
your liability for employment taxes for a ‘‘other compensation’’ in box 1. Also, show
technical service specialist who provides social security wages in box 3, social secur-

Note.  You should make 1996 Forms W–services to your client under an arrangement ity tax withheld in box 4, Medicare wages in
4 available to your employees and en-between you and the client. A technical ser- box 5, and Medicare tax withheld in box 6.
courage them to check their income tax with-vice specialist is an engineer, designer, Schedule C (Form 1040).  A statutory
holding situation for 1996. Those employeesdrafter, computer programmer, systems an- employee reports his or her earnings on line
who owed a large amount of tax or receivedalyst, or other similarly skilled worker en- 1 of Schedule C (Form 1040) and can deduct
a large refund for 1995 may need to file agaged in a similar line of work. This rule does trade or business expenses on Part II of
new Form W–4.not automatically make the specialist your Schedule C. A statutory employee’s busi-

employee for employment tax purposes. The ness expenses are not subject to the 2% re- In general, an employee can claim with-
common-law standards control whether the duction of adjusted gross income that ap- holding allowances equal to the number of
specialist is treated as your employee or as plies to common-law employees. exemptions the employee will be entitled to
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claim on his or her income tax return. An em- by someone else usually cannot claim this Publication 15 (Circular E) contains with-
ployee may also be able to claim a special exemption if he or she has nonwage income holding tables and more detailed instruc-
withholding allowance and allowances for and expects that income plus wages to be tions for using the percentage and wage
deductions and credits. Publication 505 in- more than $650. bracket methods. Also, see Publication 15–A
cludes detailed instructions for completing An employee who has claimed exemp- for a discussion of other methods you can
Form W–4. tion from withholding and later discovers he use to compute withholding. 

or she will incur a tax liability must give you a
New employee.  You should ask each new new Form W–4 within 10 days.

Withholding on supplemental wages.  Ifemployee to give you a Form W–4 by his or An employee who wants to continue
you add any of the supplemental wages dis-her first day of work. This certificate is effec- claiming exemption from withholding must
cussed later under Pensions, Awards, andtive for the first payment of wages and will file a new Form W–4 by February 15 each
Other Benefits to the employee’s regularlast until the employee files a new one, un- year. If the employee does not do so, you
wages, you can figure the income tax to beless the employee claims exemption from must withhold tax as if the employee were
withheld as if the total were a single wagewithholding. The certificate must include the single with zero withholding allowances.
payment for the regular payroll period. How-employee’s social security number.
ever, if you withhold tax on the regular wages

Invalid withholding certificate.  Any altera-
at the appropriate rate and specifically indi-No W–4.  If an employee does not give you a tion of, or unauthorized addition to, a with-
cate on your payroll records the amount ofForm W–4, you must withhold tax as if the holding certificate makes it invalid. If an em-
each payment, you can withhold on the sup-employee were a single person who has ployee indicates to you, either orally or in
plemental wages using a flat 28% rate with-claimed no withholding allowances. Married writing, that the information on the withhold-
out considering withholding allowances oremployees (and widows and widowers quali- ing certificate is false, the certificate will be
the amount of regular wages.fied to figure their income tax as married per- invalid even if it is not yet in effect. If you real-

sons) who have not indicated on Form W–4 If supplemental wages are paid sepa-ize the certificate is invalid, you must ask
that they are married will be treated as single rately, you can figure the tax to withhold byyour employee to furnish a new one. If the
persons for withholding purposes. adding the supplemental wages to the regu-employee does not comply, you must with-

lar wages for either the current payroll periodhold from the employee’s pay the same
Change in allowances or marital status. or the last preceding payroll period within theamount you would withhold from a single
An employee who has changed his or her al- same calendar year. If you have alreadyperson claiming no withholding allowances.
lowances or marital status during the year withheld tax from the regular wages, you canHowever, if a prior certificate is still in effect,
can give you a new Form W–4 to change his figure the tax to withhold on the supplemen-you should withhold according to that
or her withholding for the rest of the year. tal wages by using a flat rate of 28% withoutcertificate.
The employee must file a new form within 10 considering withholding allowances and
days if the number of allowances decreases without referring to a regular wage payment.Sending Form W–4 to IRS.  You must sendto fewer than the number the employee is

the IRS a copy of any Form W–4 receivednow claiming. You can use Publication 213,
from an employee still employed by you atYou May Need to Check Your Withholding,
the end of the quarter if:to give your employees information about Social Security and

changing their withholding. 1) The employee claims 11 or more with-
Medicare Taxes  holding allowances, or

Effective date of Form W–4.  You must put
2) The employee claims exemption from The Federal Insurance Contributions Acta new Form W–4 into effect no later than the

income tax withholding and the employ-start of the first payroll period ending on or (FICA) provides for the federal system of
ee’s wages would normally be $200 orafter the 30th day from the date that you re- old-age, survivors, disability, and hospital in-
more a week.ceive it. If you pay wages without regard to a surance. The old-age, survivors, and disabil-

payroll period, you must put the new Form ity part is financed by the social security tax.
Send copies of the Forms W–4 that mustW–4 into effect no later than the first pay- The hospital part is financed by the Medicare

be submitted to the IRS with your quarterlyment of wages on or after the 30th day from tax. Each of these taxes is reported
employment tax return, Form 941. You canthe date that you receive it. A Form W–4 that separately.
send them more often if you like. If you do,makes a change for the next calendar year Social security and Medicare taxes are
please include a statement giving yourwill not take effect in the current year. levied on both you and your employees. You,
name, address, employer identification num- as an employer, must collect and pay the
ber, and the number of forms you are send-Repayment or reimbursement.  If an em- employee’s part of the taxes and you must
ing. If you would like to report this material onployee gives you a new Form W–4 claiming pay a matching amount.
magnetic tape, see Publication 1245, Speci-additional withholding allowances, you can-
fications for Filing Form W–4, Employee’snot reimburse the employee for income tax

Tax rates and social security wage limits.Withholding Allowance Certificate, on Mag-collected during the year before the effective
For 1996, the employer and the employeenetic Tape and 51/4- and 31/2-Inch Magneticdate of the new Form W–4. But you can reim-
will continue to pay:Diskettes.burse the employee for income tax you

overcollected on or after the effective date if
1) 6.2% each for social security tax (old-you did not take the new certificate into Figuring Withholding age, survivors, and disability insurance),account.

andYou must figure withholding on gross wages
before any deductions for social security andExempt employee.  An employee can claim 2) 1.45% each for Medicare tax (hospitalMedicare taxes, pension, union dues, insur-an exemption from income tax withholding insurance).ance, etc., are made.on Form W–4 if he or she had a right to a re-

fund of all federal income tax withheld last
Wage limits.  For 1996, the maximumMethods of withholding.  You can figureyear because of no income tax liability, and

amount of wages subject to social securitywithholding by any of several methods. Thebecause he or she expects the same situa-
tax (6.2%) is $62,700 ($61,200 for 1995).most common are the percentage methodtion to exist this year.
There is no wage base limit for the Medicareand the wage bracket method. You canA student is not automatically exempt

choose to use a different method for each tax (1.45%). All covered wages are subjectfrom income tax withholding. Also, an em-
employee and each paycheck. to the tax.ployee who can be claimed as a dependent
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Employer’s spouse.  Wages you pay to they must pay the employee’s share of so- plan. All amounts paid under a nonaccount-
your spouse for services in your trade or bus- able plan are wages and are subject to in-cial security and Medicare taxes on the taxa-
iness are subject to social security and Medi- come tax withholding and social security,ble cost of the insurance with their income
care taxes. Wages you pay to your spouse Medicare, and FUTA taxes when paid.tax returns. You must separately include on
for services not in your trade or business, More information.  See Accountabletheir Form W–2s the portion of wages that
such as domestic service in your private Plans and Nonaccountable Plans under Re-consists of the taxable cost of group-term
home, are exempt from social security and imbursement of Employee Expenses inlife insurance and the amount of social se-
Medicare taxes. chapter 15 for more information.curity and Medicare taxes they owe.

For information on determining the cost
Sick pay.  In general, sick pay is any amountEmployer’s child.  Wages you pay to your of group-term life insurance, see Publication
paid under a plan because of an employee’schild for services are subject to social secur- 15–A.
absence from work due to sickness or injury.ity and Medicare taxes if:
Employers and third-party payers such as in-Health insurance plan.  If you pay the cost1) Your child is 18 or older and the ser-
surance companies must withhold employeeof an accident or health insurance plan forvices are in your trade or business, or
social security and Medicare taxes and payyour employees, your payments are not

2) Your child is 21 or older and the ser- employer social security and Medicare taxeswages and are not subject to social security,
vices are not in your trade or business, on most sick pay payments.Medicare, or FUTA tax or income tax
such as domestic service in your private The requirements for income tax with-withholding.
home. holding on sick pay and the methods for fig-

uring it depend on whether the sick pay isInterest-free or below-market interest
paid by the employer (or agent) or by a thirdrate loan.  If you lend an employee more
party that is not an agent. For more informa-than $10,000 at less than the applicable fed-
tion, see section 7 of Publication 15–A.eral interest rate, you are considered to havePensions, Awards, and

paid additional compensation to the em-
Supplemental unemployment benefits. Other Benefits  ployee. The difference between the interest
Supplemental unemployment benefits arecharged at the applicable federal rate andWithholding may also apply to any payments amounts you pay under a plan to an em-the interest charged at the lower rate is the(other than regular wages) you make, or ben- ployee who is involuntarily separated be-amount of compensation. It is subject to so-efits you provide, to your employees. cause of a reduction in force, discontinuancecial security, Medicare, and FUTA taxes, but
of a plant or operation, or other similar condi-not to income tax withholding. Include it inAnnuity or pension payments.  Pension tion. It does not matter whether the separa-compensation on Form W–2. For more infor-and annuity payments are generally subject tion is temporary or permanent.mation, see chapter 8 in Publication 535.to income tax withholding unless the recipi- If you pay supplemental unemployment

ent elects not to have tax withheld. See Pen- benefits to a former employee, all or part of
Meals and lodging.  The value of meals issions and Annuities in Publication 15–A for the payments may be taxable, depending on
not subject to income tax withholding or so-more information. how the plan is funded. Amounts that re-
cial security, Medicare, or FUTA taxes if the present a return to the employee of amounts
meals are furnished for the employer’s con-Bonus or award.  A bonus or award paid to previously subject to tax are not taxable and
venience and on the employer’s premises.an employee is considered wages subject to not subject to withholding. You must with-
The value of lodging is not subject to thesesocial security, Medicare, and FUTA taxes hold income tax on the taxable part of the
taxes if the lodging is furnished for the em-and income tax withholding. payments made. Withholding is based on
ployer’s convenience, on the employer’s the Form W–4 the employee gave you.
premises, and as a condition of employment. Supplemental unemployment benefitDeferred compensation arrangement.
For more information, see chapter 3 in Publi- payments are not subject to social securityEmployer contributions to a cash or deferred
cation 535. and Medicare taxes if the payments arecompensation arrangement that is part of a

linked to state unemployment payments. Aqualified profit-sharing or stock bonus plan
Medical care reimbursement.  A medical lump sum payment is not considered linkedare included in social security and Medicare
care reimbursement paid to an employee to state unemployment payments becausewages. This will apply even if the contribu-
under your self-insured medical reimburse- the lump sum is paid regardless of the periodtions are exempt from income tax withhold-
ment plan is not wages and is not subject to of unemployment. See Publication 525, Tax-ing.  See Publ icat ion 15–A for  more
social security, Medicare, or FUTA tax or in- able and Nontaxable Income, for more infor-information.
come tax withholding. mation on unemployment benefits.

Employee fringe benefit.  Certain fringe
Reimbursement of employee expenses.benefits you provide to an employee are ex-
A reimbursement or allowance arrangementcluded from the employee’s wages. They Employee Tips is a system by which you substantiate andare not subject to social security, Medicare,
pay advances, reimbursements,  andand FUTA taxes, or income tax withholding. Your employees must report cash tips of $20
charges for your employees’ business ex-See chapter 9 for more information. or more to you each month. This includes
penses. How you treat a reimbursement or tips they receive directly from customers and
allowance depends on whether it was paidGroup-term life insurance.  Include in those that customers charge to their bill and
under an accountable plan or a nonaccount-wages the cost of group-term life insurance you pay to the employee. Tips should be re-
able plan. If a single payment includes bothyou provided to an employee for coverage ported to you every month regardless of the
wages and an expense reimbursement, youover $50,000 or for coverage that discrimi- total wages and tips the employee receives
must specify the amount of the reimburse-nated in favor of the employee. This insur- for the year. However, no report is required
ment to the employee.ance cost is subject to social security and for any month in which the tips are less than

Accountable plan.  Amounts paid underMedicare taxes, but not income tax withhold- $20. The written report must be made by the
an accountable plan are not wages and areing or FUTA tax. It can be treated as if paid by 10th day of the month after the month the
not subject to income tax withholding or so-the pay period, by the quarter, or on any ba- tips are received.
cial security, Medicare, or FUTA tax.sis so long as the cost is treated as paid at Your employees can use Form 4070,

Nonaccountable plan.  A nonaccount-least once a year. Employee’s Report of Tips to Employer, for
able plan is an arrangement that does notIf you provide group-term life insurance reporting tips. You or your employees can

to former employees (including retirees), meet the requirements for an accountable get Form 4070 from the IRS. See Ordering
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publications and forms  under Important Re- Federal Tax Return. However, there are Correcting Form 941.  Use Form 941c,
minders at the beginning of this publication. three exceptions: Supporting Statement To Correct Informa-

tion, to correct income, social security, and1) If your employees are agricultural work-
Social security, Medicare, and income Medicare tax information reported on Formers, use Form 943, Employer’s Annual
taxes.  You must collect employee social se- 941. Attach Form 941c to the tax return mak-Tax Return for Agricultural Employees.
curity tax, Medicare tax, and income tax on ing the adjustment. Generally, social securitySee Publication 51 (Circular A) for infor-
tips reported by an employee. You can with- and Medicare tax information can be cor-mation on completing and filing Form
hold these taxes either from wages due the rected for prior years, but income tax infor-943.
employee or from other funds the employee mation can be corrected only for earlier peri-

2) If your employees do household work inmakes available. You must also pay the em- ods of the current calendar year. See section
or around your private home, i.e., childployer part of the social security and Medi- 13 in Publication 15 (Circular E) for more
care, housekeeping, or gardening work,care taxes on tips reported by an employee. information.
and you do not file Form 941 or FormStop collecting and paying social security
943, report and pay your employmenttax when the employee’s combined wages Form W–2.  Form W–2 must show the total
taxes annually on Schedule H (Formand reported tips total $62,700 for 1996. wages and other compensation paid
1040). For more information, see Publi-You are not required to withhold or pay (whether or not they are subject to withhold-
cation 926, Household Employer’s Taxon tips that are not reported to you. ing), total wages subject to social security
Guide. and Medicare taxes, the amounts deducted

Large food or beverage establishment.  If for income, social security, and Medicare3) Form 945, Annual Return of Withheld
you operate a large food or beverage estab- taxes, and any other information required onIncome Tax, is used to report income
lishment, additional tip reporting require- the statement. More detailed information fortax withheld from nonpayroll payments
ments may apply. preparing, filing, and correcting Form W–2,such as:

and for giving copies to employees, is con-a) Pensions, annuities, and IRAs.More information.  See section 6 of Publi- tained in the Instructions for Form W–2.
cation 15 (Circular E) for more information b) Military retirement.
on tips, including:

c) Gambling winnings. Paying the Taxes 
1) Reporting tips,

d) Indian gaming profits.
2) Figuring income tax withholding, and Deposits.  You will generally have to makee) Backup withholding.

deposits of social security and Medicare3) Additional requirements for large
taxes and withheld income tax before Formestablishments. See the detailed example (including a fil- 941 is due. You must deposit both your part

led-in form) of how to complete Form 941 at and your employees’ part of social security
the end of this chapter. and Medicare taxes.

When to file Form 941.  Form 941 is a quar-Reporting and Paying Check or money order.  When you pay so-
terly return due one month after the end of cial security, Medicare, and withheld incomeEmployment Taxes each calendar quarter. The periods covered taxes—whether through deposits or with
are the same whether you use a fiscal yearSocial security and Medicare taxes and with- your return—you should write the following
or the calendar year as your tax year. Theheld income tax are reported and paid to- information on your check or money order:
due dates are:gether. The following rules apply to both

1) Your employer identification number.types of tax.
Return Period Due Date 

2) The type of tax you are paying.
1st quarter:Liability for Taxes 3) The period covered by the payment.January–February–March April 30

You must withhold income, social security, 2nd quarter:
and Medicare taxes that are required to be Penalties.  If you pay your taxes late, youApril–May–June July 31
withheld from the salaries and wages of your may have to pay a penalty as well as interest3rd quarter:
employees. You are liable for the payment on any overdue amounts. There are alsoJuly–August–September October 31
of these taxes to the federal government both civil and criminal penalties for intention-4th quarter:
whether or not you collect them from ally not paying taxes, filing a false tax return,

October–November–December January 31your employees. If, for example, you with- or filing no return at all.
hold less than the correct tax from your em- Trust fund recovery penalty.  If you areHowever, if you must deposit any tax and
ployees’ wages, you are still liable for the full responsible for withholding, accounting for,you deposit it on time and in full (see Depos-
amount. or depositing or paying withholding taxesits, later), you are given an extra 10 days to

and willfully fail to do so, you can be held lia-file the return.
Liability of third parties.  Any lender, ble for a penalty equal to the tax not paid,If a due date falls on a Saturday, Sunday,
surety, or other third party who pays wages plus interest. A responsible person can beor legal holiday, it is postponed until the next
directly to the employees of an employer, or an officer of a corporation, a partner, a solebusiness day. A statewide legal holiday de-
to an employee’s agent, is liable for any proprietor, or an employee of any form oflays a due date only if the IRS office where
taxes required to be withheld from those business. A trustee or agent with authorityyou are required to file is located in that
wages. This includes income, social security, over the funds of the business can also bestate. A return postmarked by the U.S. Post
Medicare, and railroad retirement taxes. The held responsible for the penalty.Office by the due date is considered filed on
third party is also liable for any interest and ‘‘Willfully’’ in this case means voluntarily,time.
penalties accruing on these amounts. For consciously, and intentionally. Paying other
more information, see the discussion of third expenses of the business instead of theSeasonal or intermittent employer.  If you
party liability in section 8 of Publication 15–A. taxes due is considered to be acting willfully.are a seasonal or intermittent employer, you

do not have to file Form 941 when you have
Reporting the Taxes More information.  For more information onpaid no wages during a quarter. However,

deposits, including deposit rules and penal-you must check the Seasonal employer boxGenerally, social security and Medicare
ties for late deposits, see section 11 of Publi-on each return you file so the IRS will not ex-taxes and withheld income tax are reported
cation 15 (Circular E).together on Form 941, Employer’s Quarterly pect a return each quarter.
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state is not subject to a credit reduction. If More information.  For more information on
your state tax rate (experience rate) is less FUTA tax, including the amount to depositFederal
than 5.4%, you are still allowed the full 5.4% and due dates of deposits, see section 14 of

Unemployment Tax credit. Publication 15 (Circular E). 
You cannot take the credit for any state(FUTA) taxes you fail to pay. If for any reason you are

exempt from state unemployment tax, theThe federal unemployment tax system, Earned Incomefull 6.2% rate applies.along with the state systems, provides un-
Credit reduction.  The 5.4% credit mayemployment payments to workers who have Credit (EIC) 

be reduced for employers in some states. Alost their jobs. Unless an exception applies,
The EIC is a special credit for certain em-this tax applies to wages you pay your em- credit reduction is required if a state’s unem-
ployees that reduces the tax they owe. Evenployees. Most employers pay both a state ployment fund borrows from the federal gov-
if they do not owe any tax, the credit mayunemployment tax and the federal unem- ernment and keeps an outstanding balance
give them a refund. Eligible employees canployment tax. Even if you are exempt from for two or more years.
choose to receive advance payment of thethe state tax, you may still have to pay the If your state is subject to a credit reduc-
EIC from you. To ensure that certain employ-federal tax. tion for 1996, the state’s name and the
ees are aware of the EIC, you must notifyamount of the credit reduction will be shown
them about the credit.Are you subject to FUTA?  You must pay on the 1996 Form 940.

FUTA tax if you meet one of the tests for
three categories of employees. The test is More information.  For more information on Advance Payment 
different for each of the following categories: figuring the tax, including special rules for a You must pay part of the EIC in advance to

‘‘successor employer,’’ see section 14 of1) Farm workers. eligible employees who have filed a Form
Publication 15 (Circular E). W–5, Earned Income Credit Advance Pay-2) Household workers.

ment Certificate, with you. This allows those
3) All other employees. employees to receive part of the benefit ofReporting and Paying

their credit each payday, rather than havingFUTA Tax  It is possible to be liable for the tax for a single amount credited to them later on
You report and pay FUTA tax on Form 940one category of employees, but not another. their tax return.
or, if you qualify, on the simpler Form 940–If one of the tests describes your situation, The payment is added to the employee’s
EZ.you are subject to FUTA tax on the wages pay each payday. It is figured from tables in

you pay to employees in that category during Publication 15 (Circular E). You reduce your
the current calendar year. Form 940.  The FUTA tax is reported on liability for income tax withholding, social se-

Form 940, Employer’s Annual Federal Un-See section 14 of Publication 15 (Circular curity taxes, and Medicare taxes by the total
employment (FUTA) Tax Return. This formE) for information on each category’s test. amount of the advance EIC payments made.
covers one calendar year and is generallyThe farm worker’s test is also explained in For more information, see section 10 of Pub-
due January 31 after the year ends. How-section 13 of Publication 51 (Circular A). lication 15 (Circular E).
ever, you may have to make deposits of the
tax before filing the return. If you deposit theWages for FUTA tax purposes.  The FUTA Employees not eligible.  Employees whose
tax on time and in full, you have an extra 10tax applies to cash wages you pay your em- wages are exempt from withholding of in-
days to file—until February 10.ployees, as well as other forms of pay. Cer- come, social security, or Medicare tax are

tain payments are not considered wages for not  e l ig ib le to receive advance EIC
FUTA tax purposes. See Publication 15 (Cir- Form 940–EZ.  You can use Form 940–EZ, a payments.
cular E) for a chart showing different kinds of simplified version of Form 940, if:
employment and whether payments are ex- 1) You paid unemployment tax to only one Notification empt from FUTA tax. state.

You must notify each employee who worked
2) You paid the state tax by the due date of for you at any time during the year and fromFiguring the Tax Form 940 or 940–EZ. whom you did not withhold any income tax

The FUTA tax is figured on the first $7,000 in about the EIC. However, you do not have to3) All of your wages taxable for FUTA taxwages paid to each employee annually. The notify employees who claim exemption fromwere also taxable for state unemploy-tax is imposed on you as the employer. You withholding on Form W–4.ment tax.must not collect or deduct it from the wages
You meet the notification requirement byof your employees. 4) You did not pay wages subject to the giving each employee one of the following:

unemployment compensation laws of aExample.  In November 1995, you hired
1) Form W–2, which contains the notifica-credit reduction state.Al Green and paid him $3,500 in wages

tion on the back of Copy C.before the year ended. All $3,500 was sub-
Deposits.  If at the end of any calendar quar-ject to the FUTA tax. The first $7,000 you pay 2) A substitute Form W–2 with the exact
ter you owe, but have not yet deposited,him in 1996 is also subject to the tax. Al’s EIC wording shown on the back of copy
more than $100 in FUTA tax for the year, youwages reach the $7,000 mark in mid-March. C of Form W–2.
must make a deposit by the end of the nextNone of the wages you pay him after that in

3) Notice 797, Possible Federal Tax Re-month.1996 are subject to the tax.
fund Due to the Earned Income Credit

If the undeposited tax is $100 or less atIn July Al quits his job and you hire some- (EIC).
one to replace him. The first $7,000 you pay the end of a quarter, you do not have to de-

4) Your own written statement with the ex-his replacement in 1996 is also subject to the posit it. You must add it to the tax for the next
act wording of Notice 797.tax. quarter. If the total undeposited tax is more

than $100 in the next quarter, a deposit will
For more information about notificationbe required. If the undeposited tax for the 4thTax rate and credit.  The gross FUTA tax

requirements and claiming the EIC, see No-quarter (plus any undeposited tax for an ear-rate is 6.2%. However, you are given a credit
tice 1015, Employers—Have You Told Yourlier quarter) is less than $100, you can eitherof up to 5.4% for the state unemployment
Employees About the Earned Income Creditmake a deposit or pay it with your return bytax you pay. The net tax rate, therefore, can
(EIC)?the January 31 due date.be as low as 0.8% (6.2% –  5.4%) if your
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Peter also withholds 6.2% of each em- Undeposited
Payday Wages Taxes Taxesployee’s wages as social security tax andExample of How To

pays a matching share for each employee,
11/06 $1,500 $369.50 $ 369.50Figure Employment for a total of 12.4% in 1995. In addition, he
11/13 1,500 369.50 739.00withholds 1.45% of each employee’s wagesTaxes 11/20 1,500 369.50 1,108.50as Medicare tax and pays a 1.45% share, for
11/27 1,500 369.50 1,478.00a total of 2.9%. The total social security taxPeter Cone owns a small furniture business

for this payday is $186.00 ($1,500 totalthat he runs with three part-time employees. Because Peter is a monthly depositor for
wages times 12.4%), and the total MedicareIn 1995, he paid one employee $600 a week, all of 1995, he must make a deposit of the

one employee $500 a week, and one em- tax is $43.50 ($1,500 total wages times taxes  accumula ted  fo r  November
ployee $400 a week. He did not hire anyone 2.9%). ($1,478.00) by December 15.
else during the year, and the employees Social security tax applies to only the first During December, Peter’s payroll re-
stayed with him the entire year. $61,200 paid to each employee in 1995. The mains the same. The following chart shows

It is Peter’s practice to pay his employees Medicare tax applies to all wages in 1995. If how the social security, Medicare, and with-
on Monday. If Monday is a holiday, payday is any of Peter’s employees had already held income taxes he owes add up during
Tuesday. earned $61,200, or reached this limit on the December.

The sections that follow discuss how Pe- October 2 payday, he would have included
ter figured his employment taxes for the only the Medicare tax for those employees Undepositedyear. They show how he figured his deposits on wages exceeding the $61,200 limit. How- Payday Wages Taxes Taxesand how he filled out Forms 940–EZ and ever, none of his employees will earn more
941. Only the fourth quarter Form 941 is 12/04 $1,500 $369.50 $ 369.50than $61,200 in 1995.
illustrated. 12/11 1,500 369.50 739.00None of the employees are eligible for

advance earned income credit payments 12/18 1,500 369.50 1,108.50
(discussed earlier). 12/26 1,500 369.50 1,478.00Form 941 Taxes 

On this payday, Peter’s total liability forPeter files Form 941 quarterly. On it, he A $1,478.00 deposit is required by Janu-social security tax, Medicare tax, and with-reports: ary 16, 1996. (January 15 is a holiday).held income tax is $369.50 ($186.00 +
● Income tax he withholds from his employ- $43.50 +  $140.00). The following chart

ees’ wages. Filling Out Form 941 shows his tax liability for the paydays in the
fourth quarter:● Social security and Medicare taxes, both Peter begins filling out Form 941 by entering

the part he withholds from his employees’ his name, address, employer identification
wages and the part he pays as an number, and the date the quarter ended (De-

Socialemployer. cember 31, 1995). If he received Form 941 in
Total Income Security Medicare the mai l ,  th is informat ion would  be

Payday Wages Tax (12.4%) (2.9%) preprinted on the form. Since it is a fourthBecause his net tax liability each quarter
quarter return, he does not have to fill in lineexceeds $500, Peter must deposit the taxes
1. If he had gone out of business in 1995, heduring the quarter. 10/02 $ 1,500 $ 140 $ 186 $ 43.50
would fill in the final return entries above lineEach of Peter’s employees has filled out 10/10 1,500 140 186 43.50
1 on the form. Because he made all his de-a Form W–4. Form W–4 tells him: 10/16 1,500 140 186 43.50
posits in the state shown in his address, he10/23 1,500 140 186 43.50● How many withholding allowances the
does not have to make an entry in the state

10/30 1,500 140 186 43.50employee claims.
code box.

11/06 1,500 140 186 43.50
● Whether to withhold at the ‘‘Married’’ or Line 2.  Peter enters the total wages he

11/13 1,500 140 186 43.50‘‘Single’’ rate. paid in the quarter, $19,500.
11/20 1,500 140 186 43.50 Line 3.  Peter enters the total income tax
11/27 1,500 140 186 43.50Using this information, Peter finds the he withheld from his employees’ wages dur-
12/04 1,500 140 186 43.50correct amount to withhold in Circular E. He ing the quarter, $1,820.
12/11 1,500 140 186 43.50uses the wage bracket table in the January Lines 4 and 5.  Peter does not have to
12/18 1,500 140 186 43.501995 Circular E to find the correct amount to make any adjustments for errors in the in-
12/26 1,500 140 186 43.50withhold during the fourth quarter. The ta- come tax withholding he reported for the first

bles are for wages paid after December three quarters of 1995 (line 4). He enters the
1994. amount from line 3 on line 5.Total $19,500 $1,820 $2,418 $565.50In the fourth quarter of 1995, the first pay- Line 6a.  None of Peter’s employees
day for Peter’s employees is Monday, Octo- earned more than the $61,200 limit for 1995.
ber 2. His income tax withholding for this The amount they were paid during the quar-
payday is shown in the chart below: Depositing Form 941 Taxes ter, $19,500, is entered as ‘‘Taxable social

security wages.’’ He enters 12.4% of this
Peter’s schedule for making deposits de- amount, or $2,418, as his social security taxWithholding
pends on whether he is a semiweekly or a on this line. This includes both his share andRate and Amount
monthly depositor. The total employment the amount he withheld from his employees’Employee Wages Allowances Withheld
taxes for his lookback period (July 1, 1993, wages.

R. Apple $ 600 Married – 3 $ 51 to June 30, 1994) is less than $50,000. Line 6b.  Peter’s employees did not earn
J. Jones 500 Married – 2 43 Therefore, he is a monthly depositor for all of any taxable tips.
F. Plum 400 Single – 1 46 1995. The taxes accumulated for October Line 7.  Peter again enters the wages he

($1,847.50) must be deposited by November paid, $19,500. He enters 2.9% of thisTotal $1,500 $140
15. amount, or $565.50, as his Medicare tax on

this line. This includes both his share and theDuring November, Peter’s payroll re-Peter’s liability for withheld income tax on
amount he withheld from his employees’mains the same. The following chart showsthis payday totals $140. If any of his employ-
wages.how the social security, Medicare, and with-ees had asked him (on Form W–4) to with-

Lines 8, 9, and 10.  Peter has no currentheld income taxes he owes add up duringhold an extra amount, he would have in-
period adjustments or adjustments for errorsNovember:cluded it with the total.
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in social security or Medicare taxes he re- for employers in his state. If it is reduced, he figure a credit reduction for the fourth quar-
ported previously (line 9). He enters the total must take the reduction into account when ter. He can either deposit the $18.40 or pay it
amount of social security and Medicare figuring the deposit for the fourth quarter. with his Form 940 or Form 940–EZ by Janu-
taxes on lines 8 and 10. ary 31, 1996.First quarter.  There were 13 paydays

Line 11.  Peter adds the withheld in- Peter can file Form 940–EZ, a simplifiedfor Peter’s employees in the first quarter of
come, social security, and Medicare taxes version of Form 940, because (1) he paid1995. Each employee’s wages remained the
(l ines 5 and 10). He enters the total, state unemployment taxes to only one state,same each payday. The following table
$4,803.50. (2) he paid all the state unemployment taxesshows how much of each employee’s total

Lines 12 and 13.  None of Peter’s em- by the due date of Form 940 or Form 940–wages for the first quarter was subject to
ployees received advance payments of the EZ, (3) all his wages taxable for FUTA taxFUTA tax:
earned income credit (line 12). He enters the were also taxable for state unemployment
amount from line 11 on line 13. tax, and (4) he paid no wages in 1995 subjectFirst

Lines 14, 15, and 16.  Peter shows that to the unemployment compensation laws ofQuarter First Quarter
the amount of tax he owed for the quarter a credit reduction state. If Peter did not meetEmployee Wages FUTA Wages
(line 13) and the amount he deposited (line these four conditions, he would have to file

R. Apple . . . . . . . . . . . . . . . . $ 7,800 $ 7,00014) are the same. There is no balance due Form 940.
J. Jones . . . . . . . . . . . . . . . . 6,500 6,500(line 15). Nor is he owed a refund (line 16).
F. Plum . . . . . . . . . . . . . . . . . 5,200 5,200 Filling Out Form 940–EZ 

Note:  If his tax liability for the quarter ex- Total . . . . . . . . . . . . . . . . . . . $19,500 $ 18,700 Peter begins filling in Form 940–EZ by enter-
ceeded his deposits, he would have depos- Tax Rate . . . . . . . . . . . . . . . . . . . . . . . . . . ×  .008 ing his name, address, calendar year, and
ited the excess amount rather than paying it First Quarter FUTA Tax Liability $ 149.60 employer identification number.
with his return (line 15). Because his tax lia-
bility for the quarter exceeded $500 and he is Peter figures his tax for the quarter as Items A and B.  Peter enters the amount he
required to deposit, he could be subject to a 0.8% of $18,700, or $149.60. Because this is paid to the state unemployment fund,
10% penalty on any amount paid with his more than $100, he must deposit it by May 1, $630.00. He then enters the name of his
return. 1995 (since April 30 falls on a Sunday). state and his state reporting number.

Second quarter.   There were 13Line 17.  Peter completes the Monthly
paydays for Peter’s employees in the sec-Summary of Federal Tax Liability section by Part I
ond quarter also. Each employee’s wagesfilling in the monthly liability totals in line 17, Line 1.  Peter enters the total amount he
remained the same. The following tablecolumns (a), (b), (c), and the quarterly total in paid to his employees during 1995. His pay-
shows how much of each employee’s totalcolumn (d). He confirms that the amount in roll was $78,000 for 1995.
wages for the second quarter were subjectcolumn (d) equals the amount reported on Line 2.  None of the wages he paid in
to FUTA tax:line 13. 1995 were exempt from FUTA tax. Peter

Signature and date.  Peter signs the re- does not enter anything on this line. (Wages
turn, prints his name and title, and enters the paid to a family member are an example ofFirst Second
date. Because Peter deposited the tax on wages exempt from FUTA tax.)Second Quarter Quarter
time and in full, he has an extra 10 days to Line 3.  Peter enters $57,000, theQuarter FUTA FUTA
file his return. amount of wages he paid that was over theEmployee Wages Wages Wages

$7,000 limit for each employee. Any amount
R. Apple . . . . $ 7,800 $ 7,000 $  -0- included on line 2 should not be included onFederal Unemployment J. Jones . . . . 6,500 6,500 500 this line.
F. Plum . . . . . 5,200 5,200 1,800(FUTA) Tax Line 4.  Peter enters $57,000, the sum of
Total . . . . . . . $19,500 $2,300Peter must pay state as well as federal un- lines 2 and 3.

×employment (FUTA) tax. His state gave him Line 5.  Peter subtracts his total exempt
Tax Rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .008an experience rate of 3.0% for 1995. Since payments on line 4 from his total payments

his state, like the federal government, bases on line 1. He enters the difference, $21,000,Second Quarter FUTA Tax Liability $18.40
its tax on the first $7,000 of wages paid to on line 5. This is the amount of his 1995
each employee, and since he paid each of wage payments subject to FUTA tax.The wages he paid to all his employees
his employees more than that amount in Line 6.  Peter enters $168.00, 0.8% ofreached the yearly $7,000 limit during the
1995, he must pay the state tax on $21,000 the $21,000 in wages subject to FUTA taxsecond quarter. For example, all the wages
($7,000 times three employees). He paid listed on line 5.paid to J. Jones in the first quarter, $6,500,
$630 (3.0% of $21,000) in state unemploy- Line 7.  Peter enters $149.60, thewere subject to the tax. Therefore, only $500
ment tax during 1995. amount of his FUTA tax deposit for the first($7,000 minus $6,500) of Jones’s second

For FUTA tax, Peter must fill out Form quarter. He made no other deposits duringquarter wages are subject to the tax.
940, or Form 940–EZ if he qualifies, for the the year.Peter’s FUTA tax liability for the second
year and make any deposits required. A de- Line 8.  Because his deposits do notquarter is $18.40. This is figured by multiply-
posit is required if an employer has more equal his tax liability for the year, Peter writesing the total wages subject to the tax in the
than $100 of tax outstanding at the end of a a check for the additional amount ($18.40).quarter ($2,300) by the tax rate (0.8%). He
calendar quarter. Line 9.  Because he did not overpay thedoes not have to make a deposit for the sec-

tax, Peter leaves this line blank.ond quarter because the amount he owes is
Depositing FUTA Tax not more than $100.

Part II (record of tax liability).  Peter entersThird quarter.  Peter carried over hisThe FUTA tax rate is 6.2% of the first $7,000
his tax for the first quarter, $149.60, in thesecond quarter tax liability of $18.40 to thein wages paid to each employee in 1995. Pe-
first column. He enters his tax for the secondthird quarter. However, since he alreadyter figures his deposits under the assumption
quarter, $18.40, in the second column. Hereached the $7,000 limit for all his employ-that he will receive full credit for the state un-
enters -0- in the third and fourth quarter col-ees in the second quarter, none of theemployment tax he paid. The maximum
umns because he has no tax liability forwages paid in the third quarter are subject tocredit allowed is 5.4%. He figures his depos-
those quarters. Peter enters his total tax lia-FUTA tax.its using an effective tax rate of 0.8% (6.2%
bility, $168.00, in the last column.Fourth quarter.  Peter carried his tax lia-minus 5.4%). Although he has a state experi-

bility of $18.40 to the fourth quarter. Sinceence rate of less than 5.4%, he is still able to
Signature and date.  Peter signs the return,Peter did not pay wages that are subject totake the 5.4% credit.

the unemployment compensation laws of a enters his title as ‘‘Owner,’’ and enters thePeter will not know until the end of the
credit reduction state, he does not have toyear whether the 5.4% credit will be reduced date.

Chapter 33 EMPLOYMENT TAXES Page 167



Page 168 Chapter 33 EMPLOYMENT TAXES



Chapter 33 EMPLOYMENT TAXES Page 169



You can apply a minimum tax credit the difference is an increase to taxable in-
against your regular tax liability in later years come. If the expense or loss claimed for reg-
for the AMT caused by certain preferences ular tax purposes is less than the recom-34.
and adjustments. puted AMT expense or loss, the difference is

The adjustment and preference items for a decrease to taxable income.Alternative AMT purposes are listed in Table 35-1 with a If income or gain reported for regular tax
brief description for each item. However, purposes is less than the recomputed AMTMinimum Tax each adjustment and preference item is dis- income or gain, the difference is an increase
cussed in more detail separately. These ad- to taxable income. If the income or gain re-
justment and preference items are reported ported for regular tax purposes is more than
on Form 4626 in figuring AMT. the recomputed AMT income or gain, the dif-

ference is a decrease to taxable income.Introduction
Form 4626.  You use Form 4626 to figure

The tax laws give special treatment to cer- the corporation’s AMT. File this form if the Accelerated depreciation on property.
tain kinds of income and allow special de- corporation’s taxable income before the net This adjustment applies to property placed in
ductions and credits for certain kinds of ex- operating loss (NOL) deduction plus adjust- service after 1986. The depreciation deduc-
penses. So that taxpayers who benefit from ments and preference items totals more tion used for AMT is the amount calculated
these laws will pay at least a minimum than the allowable exemption amount. Also, under the alternative depreciation system
amount of tax, a special tax was enacted, the you use this form to figure the corporation’s (ADS) under the modified accelerated cost‘‘alternative minimum tax (AMT)’’ for corpo- environmental tax, discussed in chapter 29. recovery system (MACRS). For real prop-rations and individuals. Formula to figure AMT.  You figure the erty, use the straight line method with a 40-The rules discussed in this chapter apply AMT by beginning with taxable income

year recovery period and the mid-monthto corporations. For information on the alter- before any net operating loss deduction
convention. For most property other thannative minimum tax rules that apply to indi- on the return. For Form 1120, this is line 28
real property, use the 150% declining bal-viduals, see Form 6251, Alternative Mini- minus line 29b and for Form 1120–A, it is line
ance method switching to the straight linemum Tax—Individuals and its instructions. 24 minus line 25b. With that taxable income,
method when it gives a larger allowance. ForA partnership does not itself pay mini- use the following formula to figure AMT.
more information on depreciation, see Publi-mum tax. However, each member of a part-
cation 946.Add or subtractnership must take into account his or her dis-

Adjustments and preferences This adjustment applies to propertyt r ibut ive share of  the par tnersh ip ’s
Equals placed in service after 1986, other than tran-adjustments and tax preference items.

Preadjustment alternative minimum taxable sition property not subject to MACRS. It also
income applies to property placed in service afterTopics

Add or subtract July 31, 1986, and before 1987, if youThis chapter discusses:
Adjusted current earnings (ACE) adjustment elected to use MACRS.

● Adjustments and preferences Equals Do not consider the following types of
Tentative alternative minimum taxable income● Adjusted current earnings (ACE) property in figuring this adjustment item.

Subtract
● Other adjustments Property you elect to exclude fromAlternative tax net operating loss deduction

MACRS that is depreciated under the● Figuring alternative minimum tax Equals
unit-of-production method or mostAlternative minimum taxable income● Minimum tax credit other methods of depreciation not ex-Subtract
pressed in terms of years,Exemption amountUseful Items

Multiply by Certain public utility property,You may want to see:
20%

Any motion picture film or video tape, or
Subtract

Publication Any sound recording.Alternative minimum tax foreign tax credit
□ 946 How To Depreciate Property Equals

Tentative minimum tax The adjustment is the difference be-
Form (and Instructions) Subtract tween the total depreciation for all property

Regular tax for alternative minimum tax purposes and□ 1118 Foreign Tax Credit–
Equals the total depreciation for regular income taxCorporations

Alternative minimum tax purposes.
□ 4562 Depreciation and Amortization

The effect of using two different types of
□ 4626 Alternative Minimum Tax– depreciation (one for regular income tax and

Corporations Adjustments and one for alternative minimum tax) is that a
corporation will have a different basis in the□ 8582 Passive Activity Loss Preferences 
property for alternative minimum tax. ThisLimitations To figure AMT, you make certain adjust-
means, for example, that if a corporationments to the taxable income on the return.□ 8827 Credit For Prior Year Minimum
sells the property, the gain will be differentThese adjustments eliminate the tax advan-Tax–Corporations
for alternative minimum tax purposes. Seetages of certain items that receive preferen-
the later discussion of Adjusted gain or loss.tial tax treatment. These items are called

Depreciation for property placed in‘‘adjustments and preferences.’’ The adjust-
service before 1987.  For property placed inAlternative Minimum ment for these items is the difference be-
service before 1987, accelerated deprecia-tween the recomputed item for AMT pur-Tax (AMT) tion is a preference item. Continue to treatposes and the amount on the return. They
depreciation on that property as a prefer-can be either increases or decreases (en-The AMT rate for corporations is 20%. There
ence item. See Accelerated depreciation ontered as negative amounts on Form 4626).is an exemption of up to $40,000. This
real property placed in service before 1987amount is reduced (but not below zero) by
and Accelerated depreciation on leased per-25% of the amount by which alternative min- Increase or decrease.  If an expense or
sonal property placed in service beforeimum taxable income (AMTI) exceeds loss claimed for regular tax purposes is more

$150,000. than the recomputed AMT expense or loss, 1987, discussed later.
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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 real 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
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.

Charitable contributions Refigure the limit based on taxable income using the adjustments
and preferences listed in this table.

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 the section 179 deduction) 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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Certified pollution control facilities.  For For a construction contract not described item that is included as a gain or loss in the
above, determine the percentage of the con- computation for a passive activity loss, dis-the AMT, determine your amortization de-
tract completed using the simplified proce- cussed next.duction for a certified pollution control facility
dures for allocating costs (see sectionusing the alternative depreciation system A corporation is insolvent to the extent its460(b)(4) of the Internal Revenue Code).under MACRS (see Publication 946). liabilities exceed the FMV of its assets.

Installment sales.  For any disposition of in-Mining exploration and development Passive activity loss.  This adjustment ap-ventory or stock in trade, the installmentcosts.  If you did not choose the Optional plies only to closely held and personal ser-method of accounting does not apply for theWrite-Off, discussed later, recompute your vice corporations. To determine the adjust-AMT. Because of this, a corporation recog-regular tax deduction for mining exploration ment for a passive activity, refigure all gainsnizes all gain realized on the disposition inand development costs by amortizing it rata- and losses by taking into account the corpo-the year of sale. The adjustment for AMT isbly over a 10-year period. The adjustment is ration’s AMT adjustments, preferences, andthe difference between the recognition of allthe difference between the deduction AMT prior year unallowed losses. You dogain in the year of disposition and the gainclaimed for regular tax and the deduction al- this by determining the corporation’s passiverecognized under the installment method oflowed for AMT. activity gain or loss for AMT using the sameaccounting. However, this adjustment doesIf you have a loss for mining property, in rules used for regular tax purposes. You re-not  apply  to  cer ta in  d ispos i t ions offiguring AMT, deduct all mining exploration duce the loss disallowed by the amount atimeshares or residential lots for which youand development costs for the property that corporation is insolvent. The adjustment iselected to pay interest.have not been written off. A loss occurs the difference between the allowable loss
when you abandon a worthless mine. reported for regular tax and the refigured

Merchant Marine Fund.  Deposits into a AMT loss.
capital construction fund (CCF) establishedCirculation expenses.  This adjustment is
under section 607 of the Merchant Marinefor personal holding companies only. If you Caution:  To avoid duplication, do not in-Act of 1936 are not deductible in figuringdid not choose the Optional Write-Off, dis- clude any AMT adjustment or preferenceAMT. Also, the earnings (including gains andcussed later, this adjustment applies. In fig- item that is taken into account in this passivelosses) on amounts in the fund are not ex-

uring AMT, amortize circulation costs over 3 activity computation in the amounts to be en-cludable in determining AMT. The adjust-
years beginning with the tax year you make tered on any other line of Form 4626.ment is the total of these deposits deducted
the expenditures. The adjustment is the dif- or earnings excluded from income. Do not
ference between the amount deducted for make any reduction in basis required by sec- Certain loss limitations.  You must take
regular tax purposes and the amortized tion 607(g) of the Merchant Marine Act of into account the corporation’s AMT adjust-
amount. 1936 for amounts withdrawn from the fund if ments and preferences before you apply

you included the amounts for purposes of certain loss deferral rules.
Adjusted gain or loss.  If a corporation sold AMT. The loss deferral rules include limits on
property during the year, refigure the gain or losses due to:
loss from the sale using the corporation’s Section 833(b) deduction.  This deduction A partner’s basis in the partnership inter-adjusted basis for AMT purposes. The fol- is not allowed for AMT purposes. If a corpo- est, andlowing AMT adjustments require changes to ration (Blue Cross or Blue Shield or similar
the corporation’s regular tax basis. The at-risk limits.health insurance providers) took this deduc-

tion for regular tax purposes, the adjustmentDepreciation,
The adjustment is the excess of the lossis to add back the amount deducted.

Circulation expenses, amount that is not allowable for AMT pur-
poses over the loss amount that is not allow-Mining exploration and development Tax shelter farm activities.  This adjust-
able for regular tax purposes. If the losscosts, and ment applies only to personal service corpo-
amount that is not allowable for regular taxrations. Refigure all gains and losses from aCertified pollution control facilities.
purposes is more than the loss amount thattax shelter farm activity that is not a passive
is not allowable for AMT purposes, the differ-activity by taking into account all AMT ad-The adjustment is the difference between ence is entered on line 2l of Form 4626 as ajustment and preference items. You do thisthe gain (or loss) reported for regular tax pur- negative amount.by determining the corporation’s tax shelterposes and the recomputed gain (or loss) for

farm activity gain or loss for AMT using theAMT purposes. See Increase or decrease,
Depletion.  If a corporation’s depletion de-same rules used for regular tax purposesearlier.
duction for the year is more than its adjustedwith the following modifications:
basis in the property at the end of the year1) No recomputed loss is allowed, exceptLong-term contracts.  For any long-term (figured before reducing the basis by the de-to the extent the personal service cor-contract you enter into after February 28, pletion deduction), the difference is a prefer-poration is insolvent, and1986, apply the percentage of completion ence item. You figure this item separately for

method (as modified by the rules for long- 2) You cannot use a recomputed loss in each separate piece of property being de-
term contracts under section 460(b) of the the current tax year to offset gains from pleted. Depletion figured using the small pro-
Internal Revenue Code) in determining AMT other tax shelter farm activities. Instead, ducer’s and royalty owner’s exemption is not
for that contract. you must suspend any recomputed loss a preference item.

The adjustment is the difference be- and carry it forward until either the cor- In computing the year-end adjusted ba-
tween income determined using the method poration has a gain in a later tax year sis, do not add the unrecovered cost of ma-
of accounting used for regular tax purposes from the same activity or it disposes of chinery and other depreciable equipment to
and income determined using the percent- the activity. the adjusted depletable basis of mineral
age of completion method of accounting. property. If you added such costs to the ad-

Home construction contracts.  The The adjustment is the difference between justed basis, deduct them before figuring the
rules for long-term contracts do not apply to the gain or loss for AMT purposes and the 1995 depletion preference.
any home construction contract you entered amount that was reported for regular tax Percentage depletion of coal and iron
into in a tax year beginning after September purposes. ore.  Figure a corporation’s (other than an S
30, 1990, regardless of whether you meet corporation’s) preference for the percentage
the small home construction contract Caution:  To avoid duplication, do not in- depletion of coal (including lignite) and iron
requirements. clude any AMT adjustment or preference ore as follows:
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1) Subtract the corporation’s basis in the Net income.  Net income from oil, gas, value you first used to depreciate the prop-
property at the end of the year (before and geothermal properties for this purpose is erty. If the corporation did not use a useful
adjusting it for the year’s depletion) from the gross income received or accrued from life or salvage value, figure straight line de-
the year’s percentage depletion on the all these properties less the deductions allo- preciation as if it had taken depreciation us-
property. cated to these properties. Deductions do not ing that method.

include excess IDCs or costs for nonproduc-2) Reduce the corporation’s percentage
tive wells. Nonproductive wells are those Accelerated depreciation on leased per-depletion by 20% of the amount figured
plugged and abandoned without producing sonal property placed in service beforein (1). This is the most the corporation
oil, gas, or geothermal energy in commercial 1987.  This preference item is the deprecia-can deduct for percentage depletion on
quantities for any substantial period of time. tion a corporation took during the tax year onthe property.
A well that is temporarily shut in is not a non- personal property it leased to others minus3) Subtract the corporation’s basis in the productive well. the depreciation using the straight lineproperty (before adjusting it for the

Special rule.  Excess IDCs for any oil or method.year’s depletion) from the amount fig-
gas well are a preference item only for inte- This item applies only if the corporation isured in (2). The result is the corpora-
grated oil companies. However, if you are a personal holding company.tion’s preference item for percentage
not an integrated oil company, the reductiondepletion on the property.
in your alternative minimum taxable income Other adjustments.  You must make an ad-
(AMTI) cannot exceed 40% of your AMTI for justment as a negative amount for certain in-Certain tax-exempt interest.  This prefer-
the year figured by taking into account this come reported for regular tax purposesence item is the tax-exempt interest on spec-
item, but without regard to the alternative tax including:ified private activity bonds reduced by any
NOL deduction, discussed later, under Otherdeduction that would have been allowable if 1) Income eligible for the possession taxAdjustments.the interest had been included in gross in- credit, and

come for regular tax purposes. A specified
2) Income for the alcohol fuel credit.Reserves for losses on bad debts of fi-private activity bond is one issued after Au-

nancial institutions.  The deduction al-gust 7, 1986, or, on or after September 1,
Also, the adjustment can be either a positivelowed for a reasonable addition to a financial1986, for bonds satisfying pre-Tax Reform
or negative amount for (a) any minimum tax-institution’s reserve for bad debts minus theAct of 1986 definitions of governmental
able income adjustment from Schedule K–1amount that would have been allowablebonds.
(Form 1041), line 8, if the corporation is thebased on actual loss experience is a prefer-For this preference item, a private activity
beneficiary of a trust, (b) any AMT adjust-ence item. Add back the difference.bond does not include:
ment from a cooperative, or (c) any related

1) A qualified section 501(c)(3) bond, or adjustment discussed next.Accelerated depreciation on real prop-
2) Any refunding bond (whether a current Related adjustments.  AMT adjust-erty placed in service before 1987.  This

or advance refunding) if the refunded ments and preferences may affect deduc-preference item is the depreciation or amor-
bond (or for a series of refundings, the tions that are based on an income limit. Youtization a corporation took during the tax
original bond) was issued before August must refigure these deductions using the in-year on real property placed in service
8, 1986. come limit as modified for AMT purposes.before 1987, minus straight line deprecia-

You include this adjustment on line 2t oftion. Figure this amount separately for each
Treat any exempt-interest dividends a cor- Form 4626 for the total difference betweenseparate item of property. Generally, each
poration receives from a mutual fund as in- the regular tax and AMT amounts for allbuilding (or its component) is a separate item
terest on a specified private activity bond to items not taken into account on any otherof property. Do not figure this amount for an
the extent of its proportionate share of the line on Form 4626. If the AMT deduction isitem of property you dispose of during the tax
interest on such bonds received by the com- more than the regular tax deduction, enteryear.
pany paying the dividend. the difference as a negative amount. See theFor property depreciated as 15-year real

instruct ions for Form 4626 for moreproperty under the accelerated cost recov-
Charitable contributions.  Refigure the information.ery system (ACRS), figure straight line de-
charitable contributions deduction for the preciation using a recovery period of 15
AMT. Use only income and deductions al- years. Preadjustment Alternativelowed for the AMT when refiguring the limit

For property depreciated as 18-year realbased on taxable income. Also, any AMT Minimum Taxable Incomeproperty under ACRS, figure straight line de-carryover of charitable contributions is lim-
preciation using a recovery period of 18 (AMTI) ited to the cost or other basis (instead of fair
years. The adjustment and preference items justmarket value) for any contribution of capital

For property depreciated as 19-year real discussed result in the amount on line 3,gain or section 1231 property for which the
property under ACRS, figure straight line de- Form 4626, called the preadjustment alter-preference for charitable contributions
preciation using a recovery period of 19 native minimum taxable income (AMTI). Youapplied.
years. are now ready to make the ACE adjustment

For low-income housing property depre- and figure any alternative tax net operatingIntangible drilling costs (IDCs).  If you
ciated under ACRS, figure straight line de- loss deduction (ATNOLD) for AMT purposes.elected the optional 60-month write-off for
preciation using a recovery period of 15 However, if your corporation has undergoneIDCs, discussed later, these costs are not a
years. an ownership change, see the following notepreference item. If you do not elect the 60-

For property a corporation placed in ser- before beginning your ACE adjustment.month write-off, this preference item is the
vice between July 31, 1986, and 1987, andamount by which excess IDCs paid or in-
elected to depreciate under MACRS, see Note:  If your corporation has a net un-curred during the year on a corporation’s oil,
Accelerated depreciation on property, realized built-in loss (within the meaning ofgas, and geothermal properties are more
earlier. section 382(h) of the IRC), and undergoesthan 65% of the net income from these

If you use a recovery period longer than an ownership change, you must first adjustproperties.
these periods in depreciating the property, the basis of each asset of the corporationExcess IDCs.  These are costs incurred

(immediately after the ownership change).you do not have a preference item.or paid for oil, gas, and geothermal wells
The new adjusted basis of each asset is itsFor property depreciated under anotherover the amount allowable if the costs had
proportionate share (based on the respec-method, figure straight line depreciation us-been amortized using a 120-month period or
tive fair market values) of the fair marketing the same basis, useful life, and salvageany permitted cost depletion method.
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value (FMV) of the corporation’s assets (de- on the Adjusted Current Earnings purposes from the ACE income. If the
termined under section 382(h) of the IRC), Worksheet on lines 4a through 4e. ACE income is less than the AMT in-
immediately before the ownership change. come, the adjustment is a negativeIntangible drilling costs. To figure the
To determine if your corporation has a net amount. You enter any adjustment onACE expense, capitalize and amor-
unrealized built-in loss, use the total ad- line 5e of the worksheet.tize these costs over a 60-month pe-
justed basis of its assets that it used for figur- riod beginning with the month you Disallowance of loss on exchange ofing its ACE. paid or incurred them. For amounts debt pools. A corporation may not

paid or incurred in tax years begin- recognize any loss on the exchange
ning after December 31, 1992, this of any pool of debt obligations for an-Adjusted Current Earnings
adjustment does not apply to any oil other pool of debt obligations having(ACE) or gas well except for those of inte- substantially the same effective inter-

You increase AMTI by 75% of any excess of grated oil companies. Subtract the est rates and maturities for purposes
the corporation’s ACE for the tax year over ACE expense (if any) from the AMT of ACE. The adjustment is added
preadjustment AMTI. Preadjustment AMTI is expense used to figure the adjust- back to ACE to the extent the corpo-
the corporation’s AMTI for the tax year de- ment for line 2p of Form 4626. The ration recognized such a loss for reg-
termined without the adjustment for ACE difference is the ACE adjustment. If ular tax purposes. You enter the ad-
and without the alternative tax net operating the ACE expense exceeds the AMT justment on line 6 of the worksheet.
loss deduction. Make a negative (reduction) expense, the difference is a negative

Acquisition expenses of life insuranceadjustment for 75% of any excess preadjust- adjustment. You enter any adjust-
companies for qualified foreignment AMTI over ACE to the extent of the net ment on line 5a of the worksheet.
contracts. For purposes of comput-positive adjustments for ACE in prior tax

Circulation expenses. For purposes of ing ACE, acquisition expenses of lifeyears.
figuring ACE, the amortization provi- insurance companies for qualifiedACE is the corporation’s preadjustment
sions do not apply to expenses paid foreign contracts (as defined in sec-AMTI for the tax year determined by taking
or incurred after 1989. You must treat tion 807(e)(4) of the IRC without re-into account certain specified adjustments.
the expenses in accordance with theYou can determine the ACE by completing gard to the treatment of reinsurance
case law in effect prior to the enact-the Adjusted Current Earnings Worksheet. contract rules) must be capitalized
ment of section 173 of the InternalThis worksheet is provided in the instruc- and amortized. The adjustment is the
Revenue Code (IRC). The adjustmenttions for Form 4626. The worksheet lists all result of subtracting the ACE ex-
is the result of subtracting the ACEof the adjustments that may affect the ACE. pense (if any) from the expense rec-
expense (if any) from the expenseSome of these adjustments are briefly ognized for regular tax purposes. If
claimed for regular tax purposes (ordiscussed next. the ACE expense exceeds the regu-
for personal holding companies, from

lar tax expense, the adjustment is aACE depreciation. The adjustment is the expense refigured for AMT pur-
negative amount. You enter the ad-the excess of AMT depreciation over poses in figuring the adjustment for
justment on line 7 of the worksheet.ACE depreciation. If ACE deprecia- line 2d of Form 4626). If the ACE ex-

tion exceeds AMT depreciation, the pense exceeds the regular tax ex- Depletion.  For purposes of ACE, you
adjustment is a negative amount. The pense (or AMT expense for a per- compute depletion using the cost de-
ADS system of MACRS is used for sonal holding company), the pletion method for property placed in
property placed in service after 1989 adjustment is a negative amount. You service in a tax year beginning after
and before 1994. This system re- enter any adjustment on line 5b of the 1989. This adjustment does not apply
quires use of the straight line method worksheet. to independent producers and royalty
over a specified recovery period. For owners. You subtract the ACE ex-Organizational expenses. For pur-property placed in service after De- pense (if any) from the expenseposes of figuring ACE, the amortiza-cember 31, 1993, the ACE deprecia- refigured for AMT purposes (i.e., thetion provisions do not apply to ex-tion expense is the same as the AMT preference amount entered on linepenses paid or incurred after 1989.depreciation expense discussed ear- 2m of Form 4626). You enter the re-All organizational expenses are capi-lier in Accelerated depreciation on sult on line 8 of the worksheet. If thetalized and are not taken into accountproperty under Adjustments and ACE expense exceeds the amountuntil the corporation is sold or other-Preferences. refigured for AMT purposes, youwise disposed of. You enter any ad-

Inclusion in ACE of items included in enter the result as a negativejustment on line 5c of the worksheet.
earnings and profits (E & P). These amount.

LIFO inventory adjustments. The ad-are items that are not taken into ac-
Basis adjustments for determiningjustments outlined in sectioncount in determining the corpora-

gain or loss from dispositions of312(n)(4) of the IRC apply in comput-tion’s preadjustment AMTI but that
pre-1994 property. For purposes ofing the ACE. You enter any adjust-are included in determining E & P. An
ACE, if a corporation disposed ofment on line 5d of the worksheet. Foradjustment must be made to include
property during a tax year for which itmore information on figuring this ad-them in ACE. These items are listed
is making or has made any of the ACEjustment, see Income Tax Regulationon the Adjusted Current Earnings
adjustments described in section1.56(g)–1(f)(3).Worksheet on lines 3a through 3e.
56(g ) ,  you  mus t  re f igu re  the

Installment sales. For any installmentDisallowance of items not deductible property’s adjusted basis for ACE
sale that occurs in a tax year begin-in computing E & P. These are items purposes. The difference is a nega-
ning after 1989, you figure the ACEthat are not taken into account in fig- tive amount if:
as if the corporation did not use theuring E & P. No deduction is allowed

a) The ACE gain is less than the AMTinstallment method. However, thisfor them when figuring ACE. These
gain,does not apply to the Internal Reve-items will generally increase ACE to

nue Code section 453A percentagethe extent they were deductible in fig- b) The ACE loss is more than the AMT
of the gain from an installment sale touring the preadjustment AMTI. How- loss, or

ever, there are some exceptions to which that section applies. The ad-
c) You have a loss for ACE and a gainthis rule discussed in the instructions justment is the result of subtracting

for Form 4626. These items are listed for AMT.the installment sale income for AMT
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See the instructions to line 4 of Form over a 3-year period, is the cost of increasing taxable income, adjustments, and prefer-
4626 for more information on the ACE com- the circulation of a newspaper or periodical. ence items from sources outside the United
putation. Also, you can figure the ACE using States. This is the corporation’s AMTI from
the worksheet provided in the instructions. sources outside the United States. Then, us-10-year write-off.  The costs a corporation

ing both this amount for taxable income fromcan choose to deduct in equal installments
sources outside the United States and theover 10 years are: mining exploration costs;Alternative Tax Net
corporation’s AMTI for total taxable income,development expenses; and research andOperating Loss Deduction compute the AMT foreign tax credit. You fig-experimental expenses.

The last adjustment for AMT is to figure the ure the credit on Form 1118.
corporation’s alternative tax net operating Limit.  The AMT foreign tax credit cannotChoosing the optional write-off.  Choose
loss deduction (ATNOLD). be more than the amount on Form 4626, linethe optional write-off by the due date (includ-

Figuring an ATNOLD after 1986.  For 11, less 10% of the amount that would be oning extensions) of the corporation’s income
AMT purposes, you figure a net operating that line if Form 4626 were refigured usingtax return for the year for which you are mak-
loss (NOL) for a tax year beginning after zero on line 6 and if the exception for intangi-ing the choice. Attach a statement to the cor-
1986 in generally the same manner as for ble drilling costs under section 57(a)(2)(E) ofporation’s return that includes:
regular tax purposes, except: the IRC does not apply. This 90% limit doesThe corporation’s name, address, and

not apply to certain corporations that meet● You make the AMT adjustments, under employer identification number,
the requirements of section 59(a)(2)(C) ofsections 56 and 58 of the IRC, to that

The specific write-off you are choosing, the IRC.year’s NOL that you figured for regular tax
A note that states you make this choicepurposes, and

under section 59(e) of the Internal Regular Tax 
● You reduce that year’s NOL by the prefer-

Revenue Code, and After you figure the corporation’s tentativeence items under section 57 of the IRC, to
minimum tax, subtract its regular tax to getThe year for which you make the choicethe extent they increased the NOL for the
the AMT. Regular tax is the corporation’s in-and the preference item to which ittax year.
come tax shown on page 2, line 1, Part I,applies.
Form 1120–A; or line 3, Schedule J, FormCarrybacks and carryovers.  After
1120, minus any foreign tax credit or posses-You can use Form 4562 to choose themaking the above calculations, determine
sions tax credit (lines 4a and 4b, Schedule J,optional write-off. Once you select the op-the NOL you can deduct in a carryback or
Form 1120).tional write-off for any qualified expense, youcarryover year. It cannot exceed 90% of the

can revoke it only with IRS consent.corporation’s AMTI for that year figured
Credits.  If a corporation pays AMT, it willbefore the NOL deduction.
not get any tax benefit from certain creditsYou can carry the NOL back 3 years or Figuring Alternative (listed below). If a corporation has adjust-carry it forward 15 years. This is the same as Minimum Tax ments or preference items but does not payunder the regular NOL rules. However, if you
AMT because of the exemption amount, itAfter you arrive at AMTI, you figure the tax.elect not to use the carryback of an NOL for
may or may not receive any benefit fromFirst, you subtract an exemption amountregular tax purposes, you cannot carry it
these credits.from the corporation’s AMTI. Next, you multi-back for AMT purposes.

A corporation can only use these creditsply the balance by the AMT rate of 20%. ThisIn years that a corporation does not have
to the extent its regular tax liability exceedsresult is the tentative minimum tax. Nowan AMT liability, you still reduce the NOL de-
its tentative minimum tax. You may apply anyyou subtract the corporation’s regular tax li-duction. Use Form 4626 to figure AMTI even
unused credit as a carryback or carryoverability from the tentative minimum tax. Thethough the corporation does not have an
under the usual rules for that credit.result is the corporation’s AMT liability.AMT liability.

The credits include the:Figuring the amount of pre-1987 car-
ryovers.  The NOL carryforward from tax Exemption Amount Credit for fuel from a nonconventional
years beginning before 1987 that you can source, andThe AMT does not apply to corporations in
carry to tax years beginning after 1986 is the the lower tax brackets with small amounts of Qualified electric vehicle credit.
amount of your regular NOL carryover. Ad- adjustments or preference items. This is ac-
just the NOL carryforward if the corporation complished by subtracting the exemption Also, the general business credit gener-had a deferred add-on minimum tax liability amount from the corporation’s AMTI before ally cannot be used to reduce AMT, exceptfor a year before 1987. See sect ion figuring the tentative minimum tax. The ex- for certain parts of the credit indicated next.701(f)(2)(B) of Public Law 99–514 (10/22/ emption amount phases out as the AMTI in-
86). come gets higher. Reduction of Alternative

The maximum exemption is $40,000.
Minimum Tax However, you must reduce it by $0.25 forOptional Write-Off 
Reduce alternative minimum tax by anyevery dollar that the corporation’s AMTI ex-A corporation can choose an optional 60-
amounts from Form 3800, General Businessceeds $150,000. This reduction causes themonth, 3-year, or 10-year write-off of certain Credit, line 34, Schedule A, and Form 8844,exemption to be zero when the corporation’sadjustments and preference items in figuring Empowerment Zone Employment Credit,AMTI is $310,000 or more.its regular income tax. If it does, do not con-
line 21. To make this reduction, follow the in-

sider these items as adjustments or prefer-
structions for line 9a of Schedule J, FormTentative Minimum Tax ence items for the alternative minimum tax.
1120; or line 6 of Part I, Form 1120–A.

A corporation may choose the following op- You figure the tentative minimum tax by mul-
tional write-off periods. tiplying the corporation’s AMTI, minus the

Minimum Tax Credit exemption amount, by 20%. This is the cor-
poration’s tentative minimum tax unless the60-month write-off.  A corporation can A corporation may be eligible to take a mini-
corporation has an AMT foreign tax credit. Ifchoose to deduct intangible drilling and de- mum tax credit against its regular income tax
the corporation has an AMT foreign taxvelopment costs in equal installments over a liability. A corporation figures a minimum tax
credit, subtract it to arrive at the tentative60-month period beginning with the month credit based on the full AMT incurred in tax
minimum tax.the costs were paid or incurred. years beginning after 1989. For tax years be-

ginning after 1986 but before 1990, a corpo-
3-year write-off.  The cost a corporation AMT foreign tax credit.  You figure a corpo- ration figured the credit on the AMT based
can choose to deduct, in equal installments ration’s AMT foreign tax credit by first using on deferral items.
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Figuring the credit.  For 1995, use Form 4) Qualified electric vehicle credit, For this purpose, complete Form 982, Re-
8827 to figure the credit and any carryfor- duction of Tax Attributes Due to Discharge of

5) General business credit, andward to later years. Indebtedness (and Section 1082 Basis Ad-
The corporation can qualify for the mini- justment), and attach it to the corporation’s

6) The tentative minimum tax for the yearmum tax credit if it had: return for the year in which the debt was
in which you use the credit. canceled.● An AMT liability in 1994,

● A minimum tax credit carryforward from Carryforward of credit.  A corporation may
Reduction for canceled debt.  You may1994 to 1995, or carry the minimum tax credit forward (indefi-
have to reduce the minimum tax credit if you

● A 1994 credit for fuel from nonconven- nitely) to reduce its regular tax liability in fu-
exclude from income a debt canceled aftertional sources or orphan drug credit that ture years. If the corporation does not use all
1993:was not allowed solely because of the ten- the credit in 1995, it carries the balance to

tative minimum tax limit. 1996 and later tax years. If the corporation’s
● In a bankruptcy case,

minimum tax in later tax years results in get-
The credit cannot be greater than the ting an additional credit, add that credit to● When you were insolvent, or

corporation’s regular tax liability for the tax any carryforward balance from earlier years.
year to which you carry it, less the following: ● That was a qualified farm debt.
1) Foreign tax credit,

2) Possession tax credit, You reduce the minimum tax credit avail-
3) Credit for fuel from nonconventional able at the beginning of the tax year follow-

sources, ing the year in which the debt was canceled.

Page 176 Chapter 34 ALTERNATIVE MINIMUM TAX



Communications taxes, Ship passenger tax.  A tax of $3 per pas-
senger is imposed on the operator of com-Fuel taxes,
mercial ships in two situations. The first situ-35.

Retail tax, ation is voyages on commercial passenger
vessels extending over one or more nights.Ship passenger tax,Excise Taxes A commercial passenger vessel is a vessel

Luxury tax, with stateroom or berth accommodations for
more than 16 passengers. The second situa-Manufacturers taxes, and
tion is voyages on commercial vessels trans-

Other excise taxes. porting passengers engaged in gambling onImportant Changes 
the vessels in international waters. The tax is

Luxury tax on passenger vehicles.  The imposed only once for each passenger ei-Environmental taxes.   Environmental
base amount not subject to tax for passen- ther when the passenger first embarks ortaxes are imposed on Ozone-depleting
ger vehicles is $34,000 for 1996. disembarks in the United States.chemicals and imported products containing

those chemicals when sold or used by the
manufacturer, producer, or importer. Luxury tax.  For 1996, tax is imposed on the

Use Form 6627 to figure your environ- first retail sale of a passenger vehicle with aIntroduction mental taxes and attach it to Form 720. price exceeding $34,000. The tax is 10% of
the amount the sales price exceeds thatThis chapter outlines certain federal excise
base amount. Compute the tax on Formtaxes and tells what forms are needed to re- Communications taxes.  Tax is imposed
8807 and attach it to Form 720.port and pay these taxes. on:

1) Toll telephone service, Other excise taxes.  Taxes are imposed on:Topics
2) Teletypewriter exchange service and,This chapter discusses: 1) Insurance policies issued by foreign

insurers,3) Local telephone service.● Taxes reported on Form 720

2) Registration-required obligations not in● Taxes not reported on Form 720
The person paying for the service is liable registered form, and

for the tax, but the person furnishing the ser-Useful Items 3) Alcohol sold as fuel but not used as fuel.vice and receiving the payment is required to
You may want to see:

collect the tax, to file the return, and to pay
the tax to the government.

Publication

□ 349 Federal Highway Use Tax on Fuel taxes. Excise taxes are imposed on: Excise Taxes Not
Heavy Vehicles

1) Gasoline, Reported on Form 720 □ 378 Fuel Tax Credits and Refunds
2) Gasohol, In addition to the taxes reported on Form□ 510 Excise Taxes For 1996

720, report other excise taxes on other3) Gasoline used in aviation,
forms and to other organizations. TheseForm (and Instructions) 4) Diesel fuel,
forms and taxes are:

□ 11-C Occupational Tax and 5) Aviation fuel other than gasoline, 1) Form 2290—Highway Use Tax,Registration Return for Wagering
6) Special motor fuels, 2) Forms 730 and 11–C—Wagering,□ 720 Quarterly Federal Excise Tax

Return 7) Fuels used on certain inland waterways, 3) ATF Form 5300.26—Firearms,
and□ 730 Tax on Wagering 4) ATF Form 5630.5—Alcohol, Tobacco,

8) Compressed natural gas.□ 2290 Heavy Vehicle Use Tax Return 5) ATF Form 5630.7—Firearms.
□ 6627 Environmental Taxes

Manufacturers taxes.  Excise taxes are im- A number of excise taxes apply to alco-□ 8807 Certain Manufacturers and posed on the sale, use, or lease of the fol- holic beverages, tobacco products, and fire-Retailers Excise Taxes lowing articles by the manufacturer, pro- arms and are filed with the Bureau of Alco-
ducer, or importer:□ 8849 Claim for Refund of Excise hol, Tobacco, and Firearms (ATF). For more

Taxes 1) Sport fishing equipment—Form 8807, information, see Publication 510.
If any of the IRS taxes appear to apply to2) Electric outboard motors and certain so-

you, see the following discussions for infor-nar devices—Form 8807, 
mation about them.Form 720 

3) Bows and arrows—Form 8807,
Form 720 is used to report most excise Form 2290—Highway Use.  Report the fed-4) Highway-type tires,taxes. Some of these taxes are figured on a eral excise tax on the use of certain trucks,
separate form which is attached to Form 5) Gas guzzler cars—Form 6197, truck tractors, and buses on public highways
720. Form 720 is filed quarterly, but the taxes on Form 2290. The tax applies to vehicles6) Certain vaccines, andgenerally must be deposited before the re- having taxable gross vehicle weights of
turn is due. For details of each tax, get Publi- 7) Coal. 55,000 pounds or more. Vans, pickup trucks,
cation 510, and the appropriate forms. panel trucks, and trucks of that nature gener-

Publication 378 discusses federal fuel Complete the form indicated in the list (if ally are not subject to highway use tax.
tax credits you can claim on your 1995 in- one is listed) and attach it to Form 720. A public highway is any road in the United
come tax return. It also explains when you States that is not a private roadway. This in-
may claim a quarterly refund during 1996 in- Retail tax.  Tax is imposed on the first retail cludes federal, state, county, and city roads.
stead of waiting to claim a credit on your sale by the manufacturer or importer of trac- Canadian and Mexican heavy vehicles oper-
1996 income tax return. tors, and of certain chassis and bodies for ated on U.S. highways may be liable for this

The taxes reported on Form 720 include: trucks, trailers, and semitrailers. Figure the tax. For more information, see Publication
Environmental taxes, tax on Form 8807 and attach it to Form 720. 349 and the instructions for Form 2290.

Chapter 35 EXCISE TAXES Page 177



Registration of vehicles.  You must Forms 730 and 11–C—Wagering.  If you tax and register your place of business. For
generally prove that you paid your federal are in the business of accepting bets or run- more information, see Publication 510 and
highway use tax before registering your taxa- ning a betting pool or lottery, you may be lia- the instructions to these forms.
ble vehicle with your state motor vehicle de- ble for federal taxes on wagering. Form 730
partments. Generally, a copy of Schedule 1 is used to report a tax on the bets you re-
of Form 2290, stamped after payment and ceive. Form 11–C is used to pay an annual
returned to the owner by the IRS, is accept-
able proof of payment.  
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trade or business are reported on Forms 7) Received payments of $10 or more as a
1099. broker on behalf of a customer in lieu of

a dividend or tax-exempt interest as a36.
result of the transfer of a customer’s se-Corporations.  Except for the following
curities for use in a short sale.items, payments to corporations are not re-Information quired to be reported on Forms 1099. 8) Exchanged property or services with an
individual in the course of a trade or1) Payments to suppliers or providers ofReturns
business. If the exchange was mademedical or health care services.
through a barter exchange, Form 1099–

2) Withheld federal income tax or foreign B may be required. See the Instructions
tax. for Forms 1099, 1098, 5498, and W–2G.

3) Barter exchange transactions.Introduction
Report only payments made in the4) Substitute payments in lieu of dividendsInformation returns are forms that provide in-

course of your trade or business (includingand tax-exempt interest.formation required by the Internal Revenue
government agencies and nonprofit organi-Serv ice  ( IRS) .  There  are  four  main 5) Interest and original issue discount paid zations) or from which you withheld federalcategories: or accrued to a regular interest holder of income tax or foreign tax.

a real estate mortgage investment con-1) Information returns of persons subject
duit (REMIC).to special provisions of the law. For ex- Royalties.  Examples of royalties to be re-

ample, returns showing income, deduc- ported on Form 1099–MISC include pay-6) Acquisitions or abandonments of se-
tions, and distributions of: ments for the right to exploit natural re-cured property.

sources such as oil, gas, coal, timber, sand,a) Partnerships (discussed in Publica- 7) Cancellation of debt.
gravel, and other mineral interests. Also in-tion 541, Tax Information on
cluded are payments for the right to exploitPartnerships).

Partnerships.  Reporting is required for pay- intangible property such as copyrights, tradeb) Exempt organizations (discussed in ments to partnerships. names, trademarks, franchises, books andPublication 557, Tax-Exempt Status
other literary compositions, musical compo-for Your Organization). Nominee or middleman returns.  If you re- sitions, artistic works, secret processes or

ceive an information return for a paymentc) S corporations (discussed in Publica- formulas, and patents. However, timber roy-
that belongs to another person, you shouldtion 589, Tax Information on S alty payments made under a ‘‘pay-as-cut’’
file the same type of information returnCorporations). contract are reported on Form 1099–S.
showing the actual owner as the recipient2) Information returns of employers report-
and you as the payer.ing wages and other payments to em- Nonemployee compensation.  Payments

ployees (discussed in the Form W–2 that must be reported on Form 1099–MISC
instructions). as nonemployee compensation includeForm 1099–MISC

fees, commissions, prizes, awards, or otherForm 1099-MISC, Miscellaneous Income,  is3) Information returns of employee benefit
forms of compensation for services per-the information return used most often byplans (discussed in part in the Instruc-
formed for your trade or business by an indi-small businesses.tions for Form 5500).
vidual who is not your employee.File Form 1099–MISC if you:4) Information returns for payments to

nonemployees and transactions with 1) Paid $600 or more for fees, commis- Payments not reportable on Form 1099–
other persons (discussed in the Instruc- sions, or other forms of compensation MISC.  Payments that do not require a Form
tions for Forms 1099, 1098, 5498, and to an individual who is not your em- 1099–MISC include the following:
W–2G). ployee for services performed in your

1) Payments for merchandise, including in-trade or business. For example, use
ventory, freight, storage, and similarForm 1099–MISC to report payments toThis chapter discusses the fourth cate-
charges.an independent contractor.gory of returns. It provides general informa-

tion about the forms and requirements for re- 2) Payments for telephone, telegraph, and2) Gave prizes, awards, or made other
porting payments on them. similar services.payments of $600 or more that are not

for services performed in your trade or 3) Payments of rent to real estate agents.Topics business, or made direct sales of
4) Payments to your employees for anyThis chapter discusses: $5,000 or more of consumer products to

services they perform in the course ofa buyer for resale.● Form 1099 series their employment, or for their traveling
3) Made payments of $10 or more for roy-● Form 5498 and other business expenses.

alties or $600 or more for rents, other
● Form W–2G 5) Payments to corporations, except thosethan rents paid to real estate agents.

discussed earlier.● Filing information returns
4) Withheld federal income tax on miscel-

● Statements for recipients laneous income under the backup with- Examples. The following examples illustrate
● Backup withholding holding rules. the filing of information returns for miscella-

neous payments.● Penalties 5) Made payments of $600 or more to phy-
sicians or other suppliers or providers of Example 1.  Mr. Adams, a real estate● Other information returns
health care services including payments agent in New York, refers a customer to Mrs.
made under health, accident, and sick- Williams, a real estate agent in California.
ness insurance programs. Mrs. Williams sells a house to the customerForm 1099 Series and pays a $700 referral commission to Mr.6) Made a payment as a share of the pro-

Adams. Mrs. Williams must report $700 onThis series of forms is used to report pay- ceeds from the sale of a fishing catch or
Form 1099–MISC.ments such as dividends, interest, retire- made a distribution in-kind, reported at

ment distributions, and other payments and the fair market value of the catch, to Example 2.  Mr. Black, a real estate
transactions. Most payments to sole proprie- each crew member of a fishing boat with agent, collected $1,000 in rental payments
tors or individuals made in the course of a normally fewer than 10 members. from the tenants of a building. He deducted

Chapter 36 INFORMATION RETURNS Page 179



his commission of $100 and paid $900 to the deposit arrangement is more than Send Form 1096 and the appropriate in-
building owner. He must report the gross one year. formation returns to the IRS Center listed on
amount of $1,000 on Form 1099–MISC even the form.Form 1099–PATR for patronage divi-
though he deducted his commission of $100 For information on filing Forms 4789,dends or other distributions of $10 or
from the $1,000 and paid the owner $900. 5498, and 8300, see the sections on thosemore by cooperatives. 

Example 3.  Mr. Jones is in the business forms in this chapter.Form 1099–R for distributions from re-
of renting houses. He pays Mr. Smith, who tirement or profit-sharing plans, IRAs,
operates a painting business as a sole pro- Magnetic media.  If you file at least 250 in-SEPs, or insurance contracts.
prietor, $1,750 to paint one of his rental formation returns, you must use magnetic

Form 1099–S for most real estatehouses. Mr. Jones must report the $1,750 on media unless you apply for and receive an
transactions.Form 1099–MISC. undue hardship waiver. The 250-or-more re-

quirement applies separately to each form.
Other Forms 1099 Send all information returns filed on mag-

netic media to :Other information returns in the 1099 series
that you may be required to file are listed Form 5498 

IRS-Martinsburg Computing Centerbelow:
File Form 5498, Individual Retirement Ar- P.O. Box 1359Form 1098 for mortgage interest (includ- rangement Information, by May 31, 1996, Martinsburg, WV 25401–1359.ing certain points) of $600 or more with the IRS for each person for whom you

that you received from individuals in maintained an individual retirement arrange-
See Publication 1120, Specifications forthe course of your trade or business. ment (IRA) or simplified employee pension

Filing Forms 1098, 1099, 5498, and W–2Gplan (SEP) during 1995.Form 1099–A for lenders to report ac-
Magnetically or Electronically, for more infor-For more information, see the Instruc-quisition of an interest in property that
mation on magnetic filing.tions for Forms 1099, 1098, 5498, and W–was security for a loan, or who have

2G.reason to know that the property has
Approval.  In order to file on magnetic me-been abandoned.
dia, you must get approval from the IRS. FileForm 1099–B for: (a) brokers to report
Form 4419, Application for Filing Informationthe gross proceeds from the sale of Form W–2G Returns Magnetically/Electronically, at leaststocks, bonds, commodities, regu-
30 days (45 days for some electronic filing)File Form W–2G, Certain Gambling Win-lated futures or forward contracts,

nings, by February 28, 1996, if you paid any before the due date of the returns. The IRSdebt instruments, etc.; or (b) barter
of the following: will provide you with a written reply and fur-exchanges to report the exchange of

ther instructions. Once you have receivedproperty or services. 1) $600 or more in gambling winnings from
approval, you do not need to reapply eachany of the following:Form 1099–C for financial institutions,
year.credit unions, or federal agencies to a) Horse racing, dog racing, jai alai, state

report canceled debt of $600 or lotteries, and other wagering transac-
Waiver request.  Submit Form 8508, Re-more. tions in which the winnings are at
quest for Waiver From Filing Information Re-least 300 times the amount of the wa-Form 1099–DIV for: (a) payments of $10 turns on Magnetic Media, to request an un-ger (excluding the transactions in 1b,or more in gross dividends and other
due hardship waiver from filing on magnetic2, or 3).distributions on stock, (b) withheld
media. You can apply for a waiver for onlyforeign tax on dividends and other b) Lotteries, raffles, sweepstakes, wa-
one year at a time.distributions on stock, or (c) distribu- gering pools, or drawings, such as

tions of $600 or more in a liquidation. those held by churches or civic
Extension of time to file.  If you are unableorganizations.Form 1099–G for certain payments to file information returns with the IRS by the

made by a unit of the federal or a 2) $1,200 or more from bingo or slot due date, send Form 8809, Request for Ex-state or local government, such as machines. tension of Time To File Information Returns,unemployment compensation and 3) $1,500 or more in proceeds (winnings to the address shown on the form.state and local income tax refunds. less the amount of the wager) from
Form 1099–INT for: (a) interest of $10 or keno.

more paid or credited on earnings 4) Any gambling winnings subject to in-
from savings and loan associations, Statements forcome tax withholding.
credit unions, bank deposits, corpo- Recipients rate bonds, bearer certificates of de- Certain payments of more than $5,000
posit, etc.; (b) interest of $600 or are subject to 28% income tax withholding. If you are required to file an information re-more from sources other than those Gambling winnings may also be subject to turn, you must also furnish statements to re-listed in (a) if paid in the course of backup withholding of 31%. See the Instruc- cipients showing the information reported toyour trade or business; (c) forfeited tions for Forms 1099, 1098, 5498, and W– the IRS. Be sure the statements are clearinterest due to premature withdraw- 2G. and legible.als of time deposits; (d) any foreign
tax withheld and paid on interest; or

Substitute form.  A substitute form is gener-(e) backup withholding on interest
ally any statement other than Copy B of thepayments, regardless of the amount Filing Information
official form. You can develop a substituteof the payment. Returns form yourself or buy them from a privateForm 1099–OID for original issue dis-
printer. However, substitute forms mustcount of $10 or more on obligations File Forms 1099, W–2G, and 1098 by Febru-
comply with the format and content require-including bonds or other evidences of ary 28, 1996. If you file paper forms, transmit
ments in Publication 1179, Rules and Speci-indebtedness, time and savings de- them to the IRS with Form 1096, Annual
fications for Private Printing of Substituteposits, and certificates of deposit Summary and Transmittal of U.S. Informa-
Forms 1096, 1098, 1099 Series, 5498, andmade, purchased, or renewed after tion Returns. You must use a separate Form
W–2G.1970 if the term of the obligation or 1096 for each type of form.
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Interest, dividend, and royalty payments. U.S. savings bonds are redeemed. Coopera- subject to backup withholding or that they
If you make payments of dividends or inter- tives can furnish Forms 1099–PATR with the are exempt from backup withholding.
est (including original issue discount), you final dividend payment, regardless of the You can use taxpayer identification num-
must furnish an official or substitute Form date. Brokers and barter exchanges can fur- bers provided to you only to comply with tax
1099 to a recipient either by first-class mail nish Form 1099–B at any time, but not later laws. If you disclose or use taxpayer identifi-
or in person. Payers of royalties must also than January 31. cation numbers, including social security
furnish the statement to a recipient either by Form 5498 information.  If you are a numbers, in violation of federal law, you may
first-class mail or in person. However, the trustee or issuer of an IRA or SEP, you must be liable for criminal penalties and civil
statement need not be on the official form. provide each participant with a statement of damages.
You can also send these statements by in- the December 31, 1995, value of his or her
traoffice mail. account by January 31, 1996. IRA contribu- Form W–8.  Form W–8, Certificate of For-

Mailing requirements.  When you mail tion information must be provided to the par- eign Status, is used by nonresident aliens
your statements, you can include the follow- ticipant by May 31, 1996. and foreign entities to certify that they are
ing enclosures: not subject to U.S. information return report-

ing or backup withholding rules on payments1) Forms W–8 and W–9 or other 1099s,
of interest, broker transactions, or barter ex-1098, and 5498 statements. Backup Withholding change transactions. Payers of interest, bro-

2) Form W–2. kers, and barter exchanges should sendIn certain cases, you may be required to
Form W–8 to nonresident alien individualswithhold income tax at a 31% rate (backup3) A check or a letter explaining why no
and foreign corporations, partnerships, es-withholding) on payments of interest, divi-check is enclosed.
tates, and trusts to obtain this certification.dends, patronage dividends, rents, royalties,

4) A letter explaining the tax conse-
commissions, nonemployee compensation,

quences of the information shown on a Reporting.  Report backup withholding onand certain other payments you make in the
recipient statement. Form 945, Annual Return of Withheld Fed-course of your trade or business. Transac-

5) A statement of the person’s account eral Income Tax. You must deposit taxes re-tions by brokers and barter exchanges and
shown on Form 1099. ported on Form 945 separately from employ-certain payments made by fishing boat oper-

ment taxes reported on Form 941 or Formators are also subject to backup withholding.
943.A recipient statement can be perforated Real estate transactions and canceled

Show any income tax withheld under theto a check or account statement showing debts, however, are not subject to backup
backup withholding rules on the informationpayments on the recipient’s account. The withholding.
returns used to report payments for the year.enclosure to which the recipient statement is If the payment is a reportable interest,

attached must contain, in bold and conspicu- dividend, or other payment, backup with-
ous type, the legend ‘‘Important Tax Return holding applies if:
Document Attached.’’ 1) The payee does not furnish a taxpayer PenaltiesNo enclosures, other than those men- identification number (TIN) to you, OR
tioned above, and no advertising or promo- You may be subject to a penalty if you do not

2) IRS notifies you to impose backup with-tional material are permitted in the mailing of file information returns by the due date, if you
holding because the payee furnished anstatements to recipients. file them without all required information, or
incorrect TIN, ORFor a statement mailing, the envelope you file them with incorrect information. The

must state on the outside in a conspicuous 3) You are notified that the payee is sub- amount of the penalty is based on when the
manner the legend ‘‘Important Tax Return ject to backup withholding, OR return (or corrected return) is filed.
Document Enclosed.’’ The check, letter, or 4) For interest and dividend accounts 1) If the return is filed within 30 days after
account statement must also contain this opened (or instruments acquired) after the due date, the penalty is $15 for each
legend in a conspicuous manner. However, 1983, the payee does not certify to you, return, up to a maximum of $75,000 a
this legend is not required on the outside of under penalties of perjury, that he or she year.
the envelope or on the enclosures if the en- is not subject to backup withholding 2) If the return is filed after the 30-day pe-velope only contains recipient statements, under item (3) above, OR riod but by August 1, the penalty is $30Forms W–8 and W–9, and a letter explaining

5) For interest, dividend, broker, or barter for each return, up to a maximum ofthe tax consequences of the information
exchange accounts opened (or instru- $150,000 a year.shown on the enclosed recipient statement.
ments acquired) after 1983, or brokerNor is it required on a check or statement 3) If the return is filed after August 1 or
accounts considered inactive in 1983,perforated to the recipient statement. never filed, the penalty is $50 for each
the payee does not certify to you, under return, up to a maximum of $250,000 a
penalties of perjury, that the TIN fur-Other payments.  For information reported year.
nished is correct.on Forms 1098, 1099–A, 1099–B, 1099–C,

1099–G, 1099–MISC, 1099–R, 1099–S, Small businesses pay the same penalty
Except as explained in 5, reportable5498, or W–2G, the statement to the recipi- per return, but the maximums are lowered to

‘‘other’’ payments are subject to backupent need not be, but can be, a copy of the pa- $25,000, $50,000, and $100,000 a year, re-
withholding only if 1 or 2 applies.per form filed with the IRS. You can combine spectively. A small business is one with aver-

the statements with other reports or notices, age annual gross receipts of $5 million or
Note:  For information on backup with-or expand them to include other information less for the 3 most recent tax years ending

holding on gambling winnings, see the In-of interest to the recipient. Be sure to provide before the calendar year the return is due, or
structions for Forms 1099, 1098, 5498, andthe recipient with applicable instructions the period the business was in existence, if
W–2G.similar to those on the back of the recipient’s shorter.

copy of the official IRS form.
Form W–9.  You can use Form W–9, Re- Recipient statements.  If you do not furnish

Time for furnishing forms or statements. quest for Taxpayer Identification Number a required statement to a recipient by the re-
You must generally provide Forms 1098, and Certification, to request a payee’s tax- quired date, there is a penalty of $50 for
1099, and W–2G information by January 31 payer identification number and to certify each statement, up to a maximum of
of the following year. However, you can is- that the number is correct. $100,000 a year. The penalty also applies if
sue them earlier in some situations. For ex- You can also use Form W–9 to obtain you do not include all required information,
ample, you can furnish Form 1099–INT when certifications from payees that they are not or if you report incorrect information.
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Penalty waiver.  No penalty will apply if you 4) A person who issues, sells, or redeems Form 8362, Currency Transaction Report by
checks, money orders, or similar instru-can show that the failure to perform a re- Casinos. Casinos exempt from filing Form
ments (except as provided in 31 CFRquired act was due to reasonable cause and 8362 are also exempt from filing Form 8300.
103.11).not to willful neglect.

A ‘‘transaction’’ includes the underlyingAlso, if errors are corrected by August 1, 5) A person in the business of transmitting
event causing the transfer of cash from thea penalty will not apply to a small number (or funds.

percentage) of returns that were filed with in- payer to the recipient. Examples include the6) A telegraph company.
complete or incorrect information. The num- purchase of property or services, payment of

7) The U.S. Postal Service with respect tober is the greater of 10 returns or 1/2 of 1% debt, exchange of a negotiable instrument
selling money orders.of the total number of returns you are re- for cash, and the receipt of cash to be held in

quired to file for the year. escrow or trust.
A currency transaction means the

Any transactions conducted between thephysical transfer of cash from one person to
same parties in a 24-hour period are related.another. It does not include a transfer of
If you have reason to know that a transactionfunds by bank check, bank draft, wire trans-Other Information is one of a series, the transactions will befer, or other written order.
considered related even if they occur over aThe financial institution must file FormReturns period of more than 24 hours.4789 by the 15th day after the date of the

File Form 8300 by the 15th day after thetransaction with the IRS at the addressThe following section discusses information
date the cash was received. If you receiveshown on the form, or hand carry it to a localreturns that apply to certain types of transac-
multiple cash payments that total more thanIRS office by that date. The financial institu-tions. 
$10,000 in a 12-month period, Form 8300 istion should keep a copy of each Form 4789

for 5 years from the date it is filed. due within 15 days of the date you receive
the payment that causes the total to exceedForm 4789 

Penalties.  Civil and criminal penalties, in- $10,000. You can mail the form to the IRS at
Each financial institution other than a casino cluding a fine of up to $500,000 and up to 10 the address shown on the form or hand carry
must file a Form 4789, Currency Transaction years in prison, are provided for not filing it to your local IRS office. Keep a copy of
Report, for each deposit, withdrawal, ex- Form 4789 or for filing a false or fraudulent each Form 8300 for 5 years from the date it
change of currency, or other payment or form. is filed. See the instructions for Form 8300.
transfer, by, through, or to the financial insti-

For the calendar year in which you file a
tution, that involves a transaction in currency

Form 8300, you must give to each personForm 8300
of more than $10,000. Multiple transactions

named on it a written statement by JanuaryFile Form 8300, Report of Cash Paymentsby or for any person that total more than
31 of the following year. The statement mustOver $10,000 Received in a Trade or Busi-

$10,000 in any one day should be treated as ness, if, in connection with a trade or busi- show the name and address of your busi-
a single transaction if the financial institution ness, you receive more than $10,000 in cash ness and the total cash received from the
is aware of them. or foreign currency in one or more related payer during the year. It must also state that

For purposes of Form 4789, a financial transactions within a one year period. the information is being furnished to the IRS.
institution includes: Cash includes any monetary instrument

other than personal checks, whether or not1) A bank. Penalties.  Civil and criminal penalties, in-in bearer form, in the amount of $10,000 or
cluding up to 5 years in prison, are providedless.2) A broker or dealer in securities.
for not filing Form 8300 or for filing (or caus-
ing the filing) of a false or fraudulent form, or3) A person in the business of dealing in or Note.  This reporting requirement does
for structuring a transaction to evade report-exchanging currency, including a check not apply to financial institutions required to
ing requirements.casher. file Form 4789 and casinos required to file
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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
Line 4.  Susan uses Part III on page 2 of for the special deduction limits. The van is 5–
Schedule C to figure her cost of goods sold. year property and the deduction is figured

Part III, line 33.  Her inventory at the be- using the 200% declining balance method37.
ginning of 1995, $42,843, is the same as her and applying the half-year convention under
inventory at the end of 1994. This figure MACRS.Schedule C matches the amount on Part III, line 39 of her The van cost $18,667. Susan can depre-
1994 Schedule C. ciate 75% of $18,667, or $14,000. Susan didSole Part III, line 34.  The total cost of goods not choose to deduct any part of the cost of
she bought to sell to customers, minus the the van as a section 179 deduction. SinceProprietorship cost of the goods she returned to her suppli- the van is listed property, Susan must com-
ers, was $241,026. From this stock, she plete Part V on page 2 of Form 4562. The de-
withdrew clothing and accessories for her preciation for listed property from Part V is
own use that cost $774. She subtracts the entered on line 20, Part IV of Form 4562.
cost of these items from her total purchasesIf you are the sole owner of an unincorpo- Susan also bought and placed in service
to figure net purchases of $240,252.rated business or are a statutory employee on May 19, 1995, a new adding machine and

Part III, line 38.  She adds her net(see chapter 32), you must report business some clothing racks. The adding machine is
purchases to her beginning inventory. Thisincome and expenses on Schedule C or C– 5–year property and the clothing racks are
sum is the total goods Susan had availableEZ (Form 1040). A sample Schedule C with 7–year property. The adding machine cost
for sale during the year.Form 4562 and Schedule SE (Form 1040) $200 and the clothing racks cost $800.

Part III, line 39.  Susan’s inventory at thefor Susan J. Brown are illustrated on the fol- Susan chooses to deduct the cost of the
end of the year was $43,746.lowing pages. She does not qualify to use adding machine as a section 179 deduction.Part III, line 40.  Subtracting her inven-Schedule C–EZ. The deduction for the clothing racks is fig-tory at the end of the year (line 39) from the

ured using the 200% declining balancegoods that were available for sale (line 38)
method and applying the half-year conven-gives Susan the cost of goods sold during
tion under MACRS. Susan must completePreparing Schedule C the year. For more information on invento-
Part I and Part II of Form 4562.ries and cost of goods sold, see chapters 3

Susan J. Brown owns and operates Milady For items bought after 1980 and beforeand 7.
Fashions, a ladies’ ready-to-wear apparel 1987, she uses the regular Accelerated Cost
shop. She uses an accrual method of ac- Recovery System (ACRS) percentages. ForLine 5.  Gross profit, $156,951, is the differ-
counting and files her return on a calendar items bought before 1981, she uses theence between Susan’s net sales (line 3) and
year basis. straight-line method. The total depreciationthe cost of goods sold (line 4).

Five employees worked in her shop dur- for these items, $1,117, appears on line 19,
ing 1995. She had filed all the necessary em- Part III of Form 4562. See chapter 12.Line 7.  Because Susan did not have any in-
ployment tax forms and made the required Susan has no deduction for amortization.come to report on line 6, the gross income is
tax deposits. See chapter 33. However, if she had recently acquired or setthe same as the gross profit (line 5).

First, Susan fills in the information re- up the business, she could choose to deduct
quired at the top of Schedule C. On line A, amortization for certain business start-up ex-Part II — Expenses she enters ‘‘Retail, ladies’ apparel’’ and on penses. See chapter 13.

Susan enters her expense items in Part II.line B, she enters the 4–digit business code
for a ladies’ apparel shop. These codes are Line 15.  Susan’s $238 deduction is for in-

Line 8.  Susan paid $3,500 for ads.found on page C–6 of the instructions for surance on her business property (van insur-
Schedule C. Susan locates the major busi- ance included in line 10). The deduction is

Line 9.  During 1995, Susan determined thatness category that describes her business. only for premiums that give her coverage for
she would not be able to collect $479 fromShe reads down the items under ‘‘Trade, Re- 1995. See chapter 17.
bad checks and deducted this amount astail’’ to find the code that applies to her busi-
bad debts. See chapter 14.ness. This is 3913—‘‘Clothing, women’s.’’ Line 16b.  Susan had borrowed money to

Susan enters 3913 on line B. She then com- use in her business. The interest on these
pletes items C through J. Line 10.  She used her van 75% for business loans was $2,633 for 1995.

in 1995. She spent a total of $3,000 for gas
and oil. She can deduct 75% of $3,000 orPart I — Income Line 18.  The $216 Susan paid for postage in$2,250 for gas and oil. Other van expenses

1995 is her only office expense.Susan enters items of income in Part I. include $713 (75% of $950) for insurance,
$812 (75% of $1,083) for repairs and up-

Line 20b.  Her rent for the store was $1,000Line 1.  Susan had sales of $397,742 in keep, and $75 (75% of $100) for tags. She
a month, or $12,000 for the year.1995. She enters her total sales on line 1. enters the total, $3,850, on line 10.

Line 21.  She had her store counters refin-Line 2.  On line 2, she enters the refunds she Line 13.  Susan figures her depreciation on
ished and other painting was done at a totalgave on merchandise her customers re- Form 4562. On March 20, 1995, she bought
cost of $964. See chapter 19.turned, as well as other adjustments she a van that she placed in service in her busi-

made to customers’ purchases. They total ness. The van weighs over 6,000 pounds;
$1,442. Line 22.  She spent $1,203 on supplies.therefore, it is not a passenger automobile
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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 $51,212.
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 18. 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 $51,212penses 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 entered on line 46 to line 27. Seewithdrew from the business for her own use.
1040).chapter 19.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 Susan completes Schedule C to determine not ‘‘at risk’’ for all of her investment in the
expense for the year. She figures her de- her net profit (or loss) for 1995. business, the amount of loss she could enterductible salary expense to be $59,050

on line 12 of Form 1040 might be limited.($63,450 –  $4,400) and enters this amount
See chapter 20 and the instructions forLine 28.  Susan adds all her deductionson line 26. See chapter 31.
Schedule C for an explanation of an invest-listed in Part II and enters the total on thisSince Susan has claimed only the jobs
ment ‘‘at 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
this line. $8,003 not claimed elsewhere on the return

or for which a separate line is not provided38.
on page 1 are included on this line. The part-Line 7.  Interest income on accounts receiv-
nership attaches a schedule that lists eachable, $559, is entered on this line. TheForm 1065 deduction and the amount included on lineschedule that must be attached for this line
20. This schedule is not illustrated.is not shown.Partnership
Line 21.  The total of all deductions, $89,648Line 8.  Total income, $139,018 (lines 3
(lines 9 through 20), is entered on this line.through 7), is shown on line 8.

This f i l led-in Form 1065 is for the Line 22.  The amount on line 21 is sub-Deductions AbleBaker Book Store, a partnership com- tracted from the amount on line 8. The result,
posed of Frank Able and Susan Baker. The The partnership’s allowable deductions are $49,370, is entered on line 22 of page 1 and
partnership uses an accrual method of ac- shown next on lines 9 through 21. is allocated to each partner on line 1 of
counting and a calendar year for reporting in- Schedule K–1. The total is shown on line 1 of
come and loss. Frank works full time in the Line 9.  All salaries and wages are included Schedule K.
business, while Susan works approximately on line 9 except guaranteed payments to the
25% of her time. Both partners are general partners (shown on line 10). The AbleBaker Signatures partners. Book Store lists $29,350 on line 9. They had

The return must be signed by a general part-The partnership agreement states that no employment credits to reduce that
ner. Also, anyone who is paid to prepare theFrank will receive a yearly guaranteed pay- amount.
return, other than a full-time employee of thement of $20,000 and Susan will receive
partnership, must sign it. The AbleBaker$5,000. Any profit or loss will be shared Line 10.  Guaranteed payments of $25,000
Book Store did not have a paid preparer whoequally by the partners. The partners are to partners Frank ($20,000) and Susan
was required to sign the return.personally liable for all partnership liabilities. ($5,000) are entered here. A guaranteed

Both partners materially participate in the payment for interest paid to a partner is en-
operation of the business. tered here, not on line 15.

In addition to income and expenses from Page 2 partnership business operations, AbleBaker Line 11.  Repairs of $1,125 made to partner-
made a $650 cash charitable contribution ship equipment are entered on this line. To
and received $50 tax-exempt interest from Schedule A qualify for the deduction, repairs must not
municipal bonds and $150 from dividends. add to the value or appreciably prolong the Schedule A shows the computation of cost

Note that each partner’s distributive life of the property repaired. of goods sold. Beginning inventory, $18,125,
share of specially allocated items should be is entered on line 1 and net purchases,
shown on the appropriate line of the applica- Line 12.  During the year, $250 owed to the $268,741, are entered on line 2. The total,
ble partner’s Schedule K–1, and the total partnership was determined to be a wholly $286,866, is entered on line 6. Ending inven-
amount on Schedule K instead of on page 1, worthless business bad debt. If this had tory, $19,225 (entered on line 7), is sub-
Form 1065. An item is specially allocated if it been a nonbusiness bad debt, it would be in- tracted from the amount on line 6 to arrive at
is allocated to a partner in a ratio different cluded in the partnership’s separately stated cost of goods sold, $267,641 (entered on
from the ratio for sharing income or loss short-term capital loss. line 8 and on page 1, line 2).
generally. The $250 is shown on line 12. If business The partnership answered all applicable

bad debts previously written off and de- questions for item 9.
ducted are collected in later years, the
amount collected generally must be includedPage 1 Schedule B 
in partnership gross income for the year the

Schedule B contains 11 questions about theWhen the return is completed, the pread- amount is collected. See chapter 14 in Publi-
partnership. Answer question 1 by markingdressed label from the cover of the Form cation 535 for more information.
the appropriate box. Answer questions 21065 package that was mailed to the part-
through 11 by marking the ‘‘Yes’’ or ‘‘No’’nership is placed in the address area of the Line 13.  Rent paid for the business prem-
boxes.form. Any necessary corrections should be ises, $20,000, is listed on this line.

Question 5 asks if the partnership meetsmade on the label. If a partnership does not
all the requirements listed in items 5a, b, andreceive a Form 1065 package with a pread- Line 14.  Deductible taxes of $3,295 are en- c. If all three of these requirements are met,dressed label, the partnership should enter tered on this line. mark the ‘‘Yes’’ box of question 5 and theits legal name as it appears in the partner-
partnership is not required to completeship agreement and address in this area. Line 15.  Interest paid to suppliers during the Schedules L, M–1, and M–2; item F on pageThe partnership must supply all the informa- year totaled $1,451. This is business inter- 1 of Form 1065; or item J on Schedule K–1.tion asked for at the top of page 1, Form est, so it is entered on line 15. Interest paid

1065. to a partner that is not a guaranteed pay-
ment is also included on this line. For more

Income information, see chapter 8 in Publication Page 3 
535.The partnership’s ordinary income (loss)

from a trade or business activity is shown on
Schedule K lines 1a through 8. Lines 16a and 16c.  Depreciation of $1,174

claimed on assets used in a trade or busi- Schedule K must be completed by all part-
Line 1.  Gross sales of $409,465 are entered ness is entered on these lines. Line 16b is for nerships. It lists the total of all partners’
on line 1a. Returns and allowances of depreciation claimed elsewhere on the re- shares of income, deductions, credits, etc.
$3,365 are entered on line 1b, resulting in turn. Form 4562 should be completed only if The partnership agreement provides for the
net sales of $406,100, entered on line 1c. the partnership placed property in service in manner in which the partners will share each

1995 or it claims any depreciation on a car or item of income, gain, loss, deduction, or
Line 2.  Cost of goods sold, $267,641, from other listed property. Form 4562 is not credit, etc., of the partnership. If the main
Schedule A, line 8, is entered here. shown in this example. purpose of any provision in the partnership
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agreement regarding a partner’s share of tax year and shows the adjustments that Line 4b.  Dividends must be separately
any item is to evade or avoid federal income caused any increase or decrease. The total stated. They are not included in the income
tax, the provision will be disregarded. of all the partners’ capital accounts is the dif- (loss) of the partnership on Form 1065, page

Each partner’s distributive share of in- ference between the partnership’s assets 1, line 22. This line on Schedule K–1 shows
come, deductions, credits, etc., should be and liabilities shown on Schedule L. A part- Frank’s share, $75. This line on Schedule K
reported on Schedule K–1. The line items for ner’s capital account will not necessarily re- shows the total dividends of $150.
Schedule K are discussed in combination present the tax basis for an interest in the Line 5.  This line on Schedule K–1 shows
with the Schedule K–1 line items, later. partnership. only the guaranteed payments to Frank of

$20,000. This line on Schedule K shows the
total guaranteed payments to both partnersLine 1.  As of January 1, the total of the part-

ners’ capital accounts was $27,550 (Frank— of $25,000.Page 4 $14,050; Susan—$13,500). This amount
should agree with the beginning balance

Deductionsshown on Schedule L for the partners’ capi-Schedules L, M–1, and M–2 Line 8.  During the year, the partnershiptal accounts.
made a $650 cash contribution to the Ameri-Partnerships do not have to complete
can Lung Association. Each partner whoSchedules L, M–1, or M–2 if all of the tests Line 3.  This is the net income per the books. itemizes deductions can deduct all or part oflisted under question 5 are met and question
his or her share of the partnership’s charita-5 on page 2 is  marked ‘ ‘Yes. ’ ’  The

Line 5.  This is the total of lines 1 through 4. ble contributions on his or her individual in-AbleBaker Book Store does not meet all of
come tax return. Frank’s share of the contri-the tests, so these schedules must be
bution ($325) is entered on line 8, Schedulecompleted. Line 6.  Each partner withdrew $26,440 (to-
K–1. This line on Schedule K shows the totaltaling $52,880) from the partnership. The
contribution. For more information, see Pub-partners’ guaranteed payments, which wereSchedule L 
lication 526, Charitable Contributions.actually paid, are not included in this column

Schedule L contains the partnership’s bal- because they were deducted when figuring
ance sheets at the beginning and end of the the amount shown on line 3. Any other distri- Investment Interesttax year. All information shown on the bal- butions to the partners, in cash or other

Lines 12a–12b.  The partnership’s totalance sheets for the AbleBaker Book Store property, would also be included here.
interest on investment debt and items of in-should agree with its books of record. Any

differences should be reconciled and ex- vestment income and expenses are entered
Line 9.  This shows the total equity of allplained in a separate schedule attached to on the applicable lines of Schedule K, and
partners as shown in the books of accountthe return. each partner’s share is entered on Schedule
as of December 31. This amount shouldThe entry for total assets at the end of K–1. For more information, see Publication
agree with the year-end balance shown onthe year, $45,391, is carried to item F at the 550, Investment Income and Expenses, and
Schedule L for  the partners’  capi ta ltop of page 1 since the answer to question 5 the instructions for Form 1065. This partner-
accounts.on Schedule B was ‘‘No.’’ ship did not have any investment interest ex-

Item J on Schedule K–1 reflects each pense or other investment expenses. It did
partner’s share of the amounts shown on have investment income as shown on lineSchedule M–1 lines 1 through 9 of Schedule M–2. 4b, Schedule K. The total of all investment

Schedule M–1 is the reconciliation of income
income, lines 4a, b, c, and f, is shown on line

per the partnership books with income per
12b(1), Schedule K, and the partner’s shareForm 1065.
is shown on line 12b(1), Schedule K–1.Schedule K–1 

Line 1.  This line shows the net income per
Schedule K–1 lists each partner’s share of Self-Employment Taxbooks of $48,920. This amount is from the
income, deductions, credits, etc. It also Line 15a.  Net earnings (loss) from self-profit and loss account (not shown in this
shows where to report the items on the part-example). employment are entered on Schedule K, and
ner’s individual income tax return. Illustrated each individual partner’s share is shown on
is a copy of the Schedule K–1 for Frank W. his or her Schedule K–1.Line 3.  This line shows the guaranteed pay- Able. All information asked for at the top of

ments to partners. Schedule K–1 must be supplied for each
Tax-Exempt Interest Incomepartner.

Line 5.  This is the total of lines 1 through 4 Since all line items on Schedule K–1 are Line 19.  Frank enters $25 on line 19.
of $73,920. not applicable to every partnership, a substi-

tute Schedule K–1 may be used. See the in-
Distributionss t ruc t ions  fo r  Form 1065  fo r  moreLine 6.  Included in line 6 is the $50 tax-ex-

Line 22.  Frank enters the $52,880 cashinformation.empt interest income from municipal bonds
withdrawals made by the partners during thethat is recorded on the books but not in-
year on Schedule K and the amount eachcluded on Schedule K, lines 1 through 7. Allocation of partner withdrew on the partner’s ScheduleEach partner’s share of this interest is re-
K–1.ported on his or her Schedule K–1 on line 19. Partnership Items 

The partners’ shares of income, deductions,
Line 9.  This line is the same as Schedule K, Analysisetc., are shown next.
line 25a. It is also the same as line 5 less line Lines 25a–25b (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 general partners, the en-

Schedule M–2 is an analysis of the partners’ the partnership shown on Form 1065, page
tries are $73,870 on lines 25a and 25b(1),

capital accounts. It shows the total equity of 1, line 22. The total income to all partners is
column (b)i.all partners at the beginning and end of the shown on line 1, Schedule K.
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Line 13.  Other salaries and wages of Part II—Other Information.  Answer all
questions that apply to your business. Pro-$24,320 are entered here. This includes only
vide the business activity code number, busi-salaries and wages neither included on line39.
ness activity, and product or service informa-12 nor deducted as part of cost of goods
tion on lines (a), (b), and (c) of question 1.sold on line 2.Form 1120-A The business activity codes are provided in
the instructions for Forms 1120 and 1120–A.Line 16.  Rent for Rose Flower Shop’s storeCorporation Purchases of $134,014 appear on line (1) ofwas $6,000 for the year.
question 5a. Other costs of $9,466 appear(Short-Form) on line (3) of question 5a. The supporting

Line 17.  Deductible taxes totaled $3,320. itemization is not illustrated. These costs
consist of costs directly related to the sale of

Line 18.  Interest expense accrued during flowers, wreaths, and plants, such as flower
the year was $1,340. This includes interest pots, vases, stands, boxes, and tissueRose Flower Shop, Inc., is the corpora-
both on debts for business operations and paper.tion for which this sample return is filled out.
debts to carry investments. It does not in-Rose Flower Shop operates a business that
clude interest to carry tax-exempt securities. Part III—Balance Sheets.  Provide compar-sells fresh cut flowers and plants. It uses an
See chapter 8 of Publication 535, Business ative balance sheets for the beginning andaccrual method of accounting and files its re-
Expenses, for a discussion of deductible end of the tax year. Entries in Part III shouldturn on the calendar year.
interest. agree with amounts shown elsewhere on theA corporation can file Form 1120–A if it

return or included on a worksheet. For exam-has gross receipts under $500,000, total in-
ple, the figures for beginning and ending in-Line 19.  During the year, Rose Flower Shopcome under $500,000, total assets under
ventories must be the same as those ap-contributed $1,820 to various charitable or-$500,000, and meets certain other require-
pearing on the worksheet in the formganizations. The $1,820 is less than the limitments. Since Rose Flower Shop met all
instructions for cost of goods sold.for deductible contributions, which is 10% ofthese requirements for 1995, it filed Form

taxable income figured without the contribu-1120–A.
Part IV—Reconciliation of Income (Loss)tion deduction and special deductions en-
per Books With Income per Return.  Alltered on line 25b.
Form 1120–A corporate filers must complete
Part IV unless total assets on line 12, columnPage 1 Line 22.  Other business deductions consist
(b) of Part III are less than $25,000. Since to-of $3,000 for advertising. If there had beenWhen you prepare your return, use the pre- tal assets of Rose Flower Shop exceed thisseveral expenses included in the total, Roseaddressed label sent to you by the IRS. It is amount, it completes Part IV.Flower Shop would have to prepare and at-designed to expedite processing and pre- To properly complete Part IV, you needtach a supporting schedule.vent errors. If you do not have a pre-ad- additional information from the corporation’s

dressed label, enter your corporation’s books and records. The following profit and
Line 23.  Total of lines 12 through 22 isname, street address, city, state, ZIP code, loss account appeared in the books of Rose
$62,800.and employer identification number in the Flower Shop for the calendar year 1995:

appropriate spaces on the first page.
Account Debit Credit Lines 24, 25, and 26.  Taxable income,Show the name and employer identifica-

before the net operating loss deduction andtion number of the corporation in the top Gross sales . . . . . . . . . . . . . . . $248,000
special deductions, on line 24 is $34,642.margin of schedules and attachments to Sales returns and

Form 1120–A. Since Rose Flower Shop did not have a net allowances . . . . . . . . . . . . . $ 7,500
operating loss or special deduction, the Cost of goods sold . . . . . . . . 144,000Fill in the items of income, deduction, tax,

Interest income . . . . . . . . . . . 942same amount is shown on line 26.and payments listed on page 1 that apply to
Compensation of officers 23,000the business. Do not alter, substitute for, or
Salaries and wages . . . . . . . 24,320cross out the line captions on the return Tax summary.  Rose Flower Shop enters on
Rents . . . . . . . . . . . . . . . . . . . . . 6,000forms. line 27 the total tax ($5,196) from Part I, line
Taxes . . . . . . . . . . . . . . . . . . . . . 3,3207, page 2. It lists payments that can be ap-
Interest expense . . . . . . . . . . 1,340plied against the tax on line 28. The only pay-Line 1.  Gross sales, line 1a, for the year to-
Contributions . . . . . . . . . . . . . 1,820taled $248,000 using an accrual method of ments on the Rose Flower Shop return are
Advertising . . . . . . . . . . . . . . . . 3,000accounting. After subtracting returned four estimated tax deposits totaling $6,000.
Federal income taxgoods and allowances of $7,500, line 1c Enter this amount on lines 28b, 28d, and

accrued . . . . . . . . . . . . . . . . . 5,196shows net sales of $240,500. 28h. The resulting overpayment is $804,
Net income per books which Rose Flower Shop chooses to have

after tax . . . . . . . . . . . . . . . . . 29,446credited to its 1996 estimated tax. RoseLine 2.  Cost of goods sold is $144,000. Fig-
Total $248,942 $248,942Flower Shop could have the overpaymenture this using the worksheet (not illustrated)

refunded.in the form instructions.
Part IV starts with the net income (loss)

per books, after reduction for federal incomeSignature.  An authorized corporate officerLine 3.  Net sales less cost of goods sold re-
tax accrued, as shown in the corporation’smust manually sign the return.sults in a gross profit of $96,500.
profit and loss account. It provides for nec-
essary adjustments to reconcile this amount

Lines 4 through 10.  Other items of income with the taxable income shown on line 24,
are next. During the year, the only other item page 1.Page 2 of income was taxable interest of $942, Line 1.  $29,446 is the net income per
shown on line 5. Part I—Tax Computation. Use the tax rate books. It appears in the profit and loss ac-

schedule in the form instructions to figure count as net income per books after tax.
Line 11.  Total income is $97,442. the tax on line 1. Lines 3, 5, and 6, the other Line 2.  $5,196 is the federal income tax

taxes and credits listed on Part I, do not ap- accrued for the tax year.
ply to Rose Flower Shop. The tax of $5,196Line 12.  The $23,000 is the salary of the Line 8.  $34,642 is the taxable income on
is entered on lines 1, 4, and 7.company president. line 24, page 1.
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Line 13.  Enter other salaries and wages of Lines 24 and 25.  Tentex does not have a
profit-sharing, stock bonus, pension, or an-$38,000. This includes only salaries and
nuity plan. For information on retirementwages neither included on line 12 nor de-40.
plans, see chapter 10.ducted as part of cost of goods sold on line

2. For a manufacturing company such asForm 1120 Line 26.  Other business deductions totalTentex, this amount represents nonmanu-
$78,300. This includes miscellaneous officefacturing salaries and wages, such as officeCorporation expenses, sales commissions, legal fees,salaries. See chapter 9 for a discussion of
etc. Attach a schedule that itemizes thesesalaries and wages.
expenses to the return. This example doesTentex is eligible for a $6,000 jobs credit
not show the supporting itemization.figured on Form 5884 (not illustrated). You

Tentex Toys, Inc., is the corporation for reduce the total amount of other salaries and
which this sample return is filled out. Tentex Line 27.  Total of lines 12 through 26 iswages, $44,000, by the $6,000 credit that is
manufactures and sells children’s toys and $277,150.included on line 4d, Schedule J. Only the bal-
games. It uses an accrual method of ac- ance, $38,000, is shown on line 13.
counting and files its return on the calendar Lines 28, 29, and 30.  Taxable income
year. before the net operating loss deduction andLine 14.  Repairs include only payments for

special deductions on line 28 is $208,350.items that do not add to the value of the as-
Since Tentex did not have a net operatingsets repaired or substantially increase their
loss, its only entry on line 29 is the dividends-useful lives. Repairs total $800. See chapterPage 1 
received deduction of $8,000 from Schedule19 for information on repairs, improvements,

When you prepare your return, use the pre- C, page 2. Enter this amount on lines 29band replacements.addressed label sent to you by the IRS. It is and 29c. Taxable income on line 30 is
designed to expedite processing and pre- $200,350.

Line 15.  Tentex uses the specific charge-offvent errors. If you do not have a pre-ad-
method of accounting for bad debts. Actualdressed label, enter your corporation’s Tax summary.  Enter on line 31 the total tax
accounts written off during the year totalname, street address, city, state, ZIP code, ($55,387) from Schedule J, page 3. List pay-
$1,600. See chapter 14 for information onand employer identification number in the ments that you can apply against the tax on
bad debt deductions.appropriate spaces on the first page. line 32. The only payments on the Tentex re-

Show the name and employer identifica- turn are four estimated tax deposits totaling
Line 16.  Rent for Tentex’s office facilitiestion number of the corporation in the top $69,117. Enter this amount on lines 32b,
was $9,200 for the year.margin of schedules and attachments to 32d, and 32h. The resulting overpayment is

Form 1120. $13,730, which Tentex chooses to have
Fill in the items of income, deduction, tax, credited to its 1996 estimated tax. TentexLine 17.  Deductible taxes totaled $15,000.

and payments listed on page 1 that apply to could have the overpayment refunded.
the business. Do not alter, substitute for, or Line 18.  Interest expense accrued during
cross out the line captions on the return Signature.  An authorized corporate officerthe year was $27,200. This includes interest
forms. must manually sign the return.both on debts for business operations and

debts to carry investments. It does not in-
Line 1.  Gross sales, line 1a, for the year to- clude interest to carry tax-exempt securities.
taled $2,010,000 using an accrual method of See chapter 16 for a discussion of deducti- Page 2 accounting. After subtracting returned ble interest.
goods and allowances of $20,000, line 1c
shows net sales of $1,990,000. Schedule A—Cost of Goods Sold.  UseLine 19.  During the year, Tentex contributed

Schedule A to report your cost of goods$11,400 to the United Community Fund andLine 2.  Cost of goods sold is $1,520,000. sold. This figure is beginning inventory, plus$12,600 to the State University ScholarshipThis is the total from Schedule A (line 8) on merchandise bought or produced during theFund. The total, $24,000, is more than thepage 2. year, less ending inventory. Because Tentexlimit for deductible contributions, which is
is a manufacturer, it must account for its10% of taxable income figured without the

Line 3.  Net sales less cost of goods sold re- costs of manufacturing as part of cost ofcontribution deduction and special deduc-
sults in gross profit of $470,000. goods sold. It valued goods on hand at thetions entered on line 29b. The amount allow-

beginning of the year at $126,000 and at theable on line 19 is $23,150. The excess,
Lines 4 through 10.  Enter other items of in- end of the year at $298,400, using the lower$850, not deductible this year, can be carried
come next. During the year, Tentex received of cost or market.over to a later year, as explained in chapter
$10,000 of dividends from domestic corpo- Add cost of goods manufactured during29. Also, during the year, Tentex made non-
rations, $5,000 of tax-exempt interest from the year to beginning inventory. This costdeductible contributions of $500.
state bonds, and $4,000 of taxable interest. consists of three items: direct materials, di-
It also received $1,500 interest on its busi- rect labor, and overhead. List material costsLines 20 and 21.  Depreciation from Formness accounts receivable. Enter the gross of $1,127,100 on line 2. This includes sub-4562 (not illustrated) is $17,600. Enter it onamount of dividends on line 4 (you take the contracted parts as well as raw materials.line 20. Reduce this amount by the deprecia-dividends-received deduction on line 29b). Salar ies and wages on l ine 3 aretion claimed on Schedule A ($12,400) andLine 5 shows total taxable interest of $5,500. $402,000. This amount includes wages paidenter it on line 21a. Deduct the balanceDo not include tax-exempt interest in to production-line workers and the part of($5,200) on line 21b since it is the deprecia-income. the supervisory salaries that was for actualtion on the assets used in the indirect opera-

production of goods. It also includes 30% oftions of the business.Line 11.  Total income is $485,500. the salaries paid to officers. Do not include
payments already deducted on line 12 or 13

Line 22.  Tentex does not have a depletionLine 12.  Enter the salaries of $70,000 paid of page 1.
deduction. For information on depletion, seeto company officers listed on Schedule E. The $40,000 on line 4 is for indirect gen-
chapter 13.Complete Schedule E because total receipts eral administration costs. Other costs of

(line 1a plus lines 4 through 10 of page 1) ex- $123,300 appear on line 5. These costs in-
Line 23.  Advertising expense was $8,700.ceed $500,000. clude factory overhead such as electricity,
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fuel, water, small tools, and depreciation on amount out of unappropriated retained earn- Tentex analyzed its retained earnings
production-line machinery. This example ings, as shown on Schedule M–2. and the following appeared in this account
does not show the supporting itemization. on its books:
Note that $12,400 is depreciation on the as- Schedules M–1 and M–2.  Tentex com-

Item Debit Credit sets used in the direct operations of the busi- pletes Schedules M–1 and M–2 because the
Balance, ness. See chapter 7 for a detailed discussion amount of total assets (line 15, column (d),

January 1, 1995 . . . . . . . . $238,000of cost of goods sold. Schedule L) is over $25,000. To properly
Net profit (before federalLines 9a through 9f.  Check all of the complete these schedules, you need addi-

income tax) . . . . . . . . . . . . . 203,170boxes that apply to the business. tional information from the books and
Reserve for contingenciesrecords. The following profit and loss ac-

. . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000count appeared in the books of Tentex forSchedule C—Dividends and Special De-
Income tax accrued the calendar year 1995:ductions.  Dividend income is $10,000, all of

for 1995 . . . . . . . . . . . . . . . . 55,387which qualified for the 80% dividends-re-
Account Debit Credit Dividends paid duringceived deduction, line 2, because Tentex is a
Gross sales . . . . . . . . . . $2,010,000 1995 . . . . . . . . . . . . . . . . . . . . 65,00020%-or-more owner. Enter the total divi-
Sales returns and Refund of 1992 incomedends received on line 19, Schedule C, and

allowances . . . . . . . . $ 20,000 tax . . . . . . . . . . . . . . . . . . . . . . 18,000on line 4 of page 1. Enter the total dividends-
Cost of goods sold . . . 1,520,000 Balance, received deduction on line 20, Schedule C
Dividends received 10,000 December 31, 1995 . . . . 328,783and on line 29b of page 1.
Interest income: Total $459,170 $459,170

On stateSchedule E—Compensation of Officers.
bonds $ 5,000Complete this schedule only if your total re-

Taxable 5,500 10,500ceipts (line 1a plus lines 4 through 10 of Schedule M–1—Reconciliation of Income
page 1) are $500,000 or more. (Tentex Proceeds from life (Loss) per Books With Income per Re-
meets this requirement.) Since Tentex has insurance . . . . . . . . . . 9,500 turn.  Schedule M–1 starts with the net in-
only three officers, these are the only entries Premiums on life come (loss) per books, after reduction for
on the schedule. Include here only compen- insurance . . . . . . . . . . 9,500 federal income tax accrued, as shown in the
sation for services rendered. Do not include Compensation of corporation’s profit and loss account. It pro-
dividends on stock held by the corporate officers . . . . . . . . . . . . 70,000 vides for necessary adjustments to reconcile
officers. Salaries and wages— this amount with the taxable income shown

indirect . . . . . . . . . . . . 44,000 on line 28, page 1.
Repairs . . . . . . . . . . . . . . 800 Line 1.  $147,783 is the net income per
Bad debts . . . . . . . . . . . . 1,600 books. It appears in the profit and loss ac-Page 3 Rental expense . . . . . . 9,200 count as net income per books after tax.
Taxes . . . . . . . . . . . . . . . . 15,000 Line 2.  $55,387 is the federal income tax
Interest expense:Schedule J—Tax Computation.  Use the accrued for the tax year.

On loantax rate schedules in the form instructions to Line 3.  $3,600 is the excess of capital
to buyfigure the tax on line 3. Applying the rates to losses over capital gains. The net loss is
tax-Tentex’s taxable income of $200,350 results from the sale of securities.
exemptin income tax of $61,387. Decrease this Line 4.  This would show all income sub-
bonds $ 850amount by the jobs credit of $6,000, result- ject to tax but not recorded on the books for

Other 27,200 28,050ing in a total tax of $55,387. this year. This can happen if the corporation
Figure the jobs credit by multiplying Contributions: valued assets on its books at an amount

$15,000 of wages paid to five qualified em- Deductible $24,000 greater than that used for tax purposes.
ployees in their first year of employment by Other 500 24,500 When it has a sale of such assets, the gain
the 40% rate. They are certified members of included in taxable income is greater thanDepreciation—
a targeted group. Each was hired before De- that recorded on the books. It shows the dif-indirect . . . . . . . . . . . . 3,580
cember 31, 1994, and earned $3,000 in sal- ference here.Advertising . . . . . . . . . . . 8,700
ary in 1995. Tentex files Form 5884 (not illus- Line 5.  Tentex shows expenses re-Other expenses of
trated) with its return to support this credit. corded on its books that it does not deduct.operations . . . . . . . . . 78,300

Other taxes and credits listed on Sched- The $850 listed on line 5b is for contributionsLoss on securities . . . 3,600
ule J do not apply to Tentex for 1995. over the 10% limit. Tentex itemizes the re-Federal income tax

maining nondeductible expenses on a state-accrued . . . . . . . . . . . . 55,387
Schedule K—Other Information.  Answer ment (not illustrated) attached to the return.Net income per books
all questions that apply to the business. These include the following:after tax . . . . . . . . . . . . 147,783

Total $2,040,000 $2,040,000 Premiums paid on term life insurance on
corporate officers . . . . . . . . . . . . . . . . . . . . $ 9,500Page 4 Interest paid to purchase 
tax-exempt securities . . . . . . . . . . . . . . . . 850

Nondeductible contributions . . . . . . . . . . . 500Schedule L—Balance Sheets.  Provide
Reduction of salaries by jobs credit . . . . 6,000comparative balance sheets for the begin-
Total $16,850ning and end of the tax year. Entries on this

page should agree with amounts shown
elsewhere on the return. For example, the Line 6.  Enter the total of lines 1 through
figures for beginning and ending inventories 5.
must be the same as those appearing on Line 7.  This is income recorded on the
Schedule A, page 2. Note that the appropri- corporation’s books during the year that is
ated retained earnings of Tentex increased not taxable and is not included on the return.
from $30,000 to $40,000 during the year, This total, $14,500, includes insurance pro-
due to the setting aside of $10,000 as a re- ceeds of $9,500 and tax-exempt interest on
serve for contingencies. Tentex took this state bonds of $5,000.
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Line 8.  This includes all deductions Line 2.  This is the net income per books $10,000 for the customer’s claim. If they set-
claimed for tax purposes but not recorded in (after federal income tax), $147,783. tle the claim during 1996 for $5,000 and the
the corporation’s books. Tentex enters Line 3.  This shows all other increases to attorney’s fee is $2,500, Tentex will charge
$1,620 on line 8a. This is the difference be- retained earnings. Enter the $18,000 refund $7,500 to retained earnings (appropriated). It
tween depreciation claimed on the tax return of 1992 income tax. will also deduct $7,500 in arriving at taxable
and the depreciation shown on the corpora- Line 4.  This is the total of lines 1, 2, and income for 1996. Another common example
tion’s books. If the corporation had other de- 3. of items entered on this line is the payment
ductions to itemize on this line but not Line 5.  This includes all distributions to of the prior year’s federal tax. Attach a
enough space, it would attach an itemized shareholders charged to retained earnings schedule to the return listing all items taken
statement to the return. during the tax year. Enter the $65,000 divi- into account for the amount shown on this

Line 9.  Enter $16,120, the total of lines 7 dends paid. line.
and 8. Line 6.  This shows any decreases (other Line 7.  This is the total of lines 5 and 6.

Line 10.  The difference, $208,350, be- than those on line 5) in unappropriated re- Line 8.  $328,783 is Tentex’s retained
tween lines 6 and 9 must agree with line 28, tained earnings. These decreases are not earnings at the end of its tax year. It deter-
page 1. deductible on the tax return at the time of the mined this figure by subtracting the total on

appropriation, but a deduction may be allow- line 7 from the total on line 4. This figure
Schedule M–2—Analysis of Unappropri- able on a later return. A common example is must agree with the amount on Schedule L
ated Retained Earnings per Books. amounts set aside for contingencies. A cus- for the end of the tax year.
Schedule M–2 analyzes the unappropriated tomer was injured on company property dur-
retained earnings as shown in the corpora- ing 1995 and the company retained an attor-
tion’s balance sheets on Schedule L. ney. Tentex set up a contingent liability of

Line 1.  This is from line 25 of Schedule L
for the beginning of the tax year. Tentex en-
ters $238,000.
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$6,000, the amount of the employment cred- Lines 9a–9e.  All applicable questions on
these lines should be answered.its, discussed later, passed through to the

shareholders. $138,000 is entered on line 8.41.
Line 9.  Repairs include only payments Other information.  All applicable questions

for items that do not add to the value of the in this section should also be answered andForm 1120S assets repaired or substantially increase the appropriate boxes checked.
their useful lives. StratoTech incurred $800S Corporation for repairs. Designation of tax matters person.  Infor-

Line 10.  StratoTech must use the spe- mation relating to the shareholder desig-
cific charge-off method for bad debts. Actual nated as the tax matters person should be
accounts written off during the year total provided as indicated at the bottom of page

StratoTech Inc., is a distributor of ma- $1,600. 2, Form 1120S. For information on the rules
chinery, equipment, and supplies for the for designating a tax matters person (TMP),Line  11 .   Ren ta l  expense  fo r
building trades. It uses an accrual method of see Temporary Income Tax RegulationsStratoTech’s office and service building is
accounting and files its returns on the calen- section 301.6231(a)(7)–1T.$9,200 for the year.
dar year. In December 1994, StratoTech Line 12.  Deductible taxes total $15,000.
Inc., made a timely and proper election to be Line 13.  Interest expense accrued dur-
treated as an S corporation. ing the year amounts to $14,200. This in- Page 3 cludes interest on debts for business opera-

tions only. Interest of $850 to carry tax-
exempt securities and investments is not in- Schedule K.  Schedule K summarizes thePage 1 
cluded. Interest on the debt to carry invest- corporation’s income, deductions, credits,

When the corporation’s return is prepared ments that produce taxable income is etc., that are reportable by the shareholders.
for 1995, the preaddressed label sent to the $3,000. It is shown on line 11a of Schedule K Line 1.  On line 1, StratoTech shows the
corporation by the IRS should be used. The and passed through to the shareholders on ordinary income (nonseparately stated in-
preaddressed label is designed to expedite Schedule K–1. come) of $119,000 from line 21, page 1.
processing and prevent errors. If the corpo- Lines 14a and 14b.  Depreciation of Line 4.  Line 4 is used to report portfolio
ration does not have such a label, the corpo- $15,200 is brought forward from Form 4562, income and loss items. Portfolio items in-
ration’s name, street address, room number, Depreciation and Amortization (not illus- clude interest income, dividend income, roy-
suite, or unit, and city, state, and ZIP code trated). If StratoTech had a section 179 de- alty income, short-term capital gain or loss,
should be entered in the appropriate spaces duction, it would not be included here. It is and long- term cap i ta l  ga in  or  loss .
on the first page. After entering the identify- passed through to the shareholders on StratoTech had the following portfolio items:
ing information at the top of the page, Schedule K–1. 1) Taxable interest income of $4,000 re-StratoTech’s items of income and deduc- Line 16.  Advertising expense of $8,700 portable on line 4a, andtions are then reported in summary form. is entered on line 16.

The name and employer identification 2) Taxable dividends of $16,000 reporta-Line 19.  Other ordinary and necessary
number of the corporation is shown in the ble on line 4b.business deductions total $78,300. These
top margin of all schedules and other attach- include miscellaneous office expenses,
ments to Form 1120S. Line 7.  Line 7 is for charitable contribu-sales commissions, legal fees, etc. A sched-

tions. During 1995, StratoTech contributedule (not illustrated) itemizing these expenses
Line items.  All items for income, deduc- $11,400 to the United Community Fund andmust be attached to the return.
tions, and tax listed on page 1 of Form $12,600 to the State University ScholarshipLine 20.  Total deductions are $451,000.
1120S are filled in, even though totals can Fund. The total of $24,000 is entered in theLine 21.   Ord inary  income (non-
be shown in schedules attached to the re- total column on line 7.separately stated income) is $119,000.
turn. Do not alter, substitute, or cross out the Lines 11a and 11b(1).  These lines showCorporate officer’s signature.  The
line captions printed on the official return the items that must be taken into account bycorporation return must be signed manually
forms. shareholders to figure their interest deduc-by the corporate officer authorized to sign.

Line 1.  Gross sales for the year totaled tion on investment indebtedness. Line 11aUse of the corporate seal is optional.
$1,545,700 (line 1a), determined on the ac- is used for investment interest expense.
crual method of accounting. After sub- StratoTech had investment interest expense
tracting returned goods and allowances of of $3,000. Line 11b(1) is for investment in-
$21,000 (line 1b), net sales of $1,524,700 come. StratoTech had taxable interest fromPage 2  
are entered on line 1c. investments (l ine 4a) totaling $4,000.

Line 2.  Cost of goods sold is deducted StratoTech also had dividends from invest-
Schedule A.  Schedule A is used to reporton line 2. This figure, $954,700, is the total ments (line 4b) totaling $16,000. StratoTech
the cost of goods sold. This figure is begin-from Schedule A (line 8) on page 2. enters $20,000 on line 11b(1). Each share-
ning inventory plus merchandise bought orLine 3.  Net sales minus cost of goods holder’s share of these items must be re-
produced during the year minus endingsold result in gross profit of $570,000. ported on Schedule K–1.
inventory.Line 6.  Total income on l ine 6 is Line 13.  Line 13 is for the employment

Line 1.  Because it is a distributor,$570,000. credits. StratoTech has $6,000 of employ-
StratoTech accounts for its purchasing costsLine 7.  The salaries of the company ment credits in 1995. The credit was figured
as part of the cost of goods sold. Goods onpresident, vice president, and secretary- on Form 5884, Jobs Credit (not shown here).
hand at the beginning of the year were prop-treasurer total $170,000 and are included on Line 17.  Tax-exempt interest is entered
erly valued at $126,000, using the lower ofline 7. Compensation paid to corporate of- on line 17. StratoTech earned $5,000 of tax-
cost or market valuation method. StratoTechficers must be separated from other salaries exempt interest from state bonds.
reports this amount on line 1.and wages and must be entered on line 7 Line 19.  StratoTech had $16,350 of non-

Line 2.  Purchases cost of $1,127,100 israther than on line 8. deductible expenses, consisting of $9,500
reported on line 2.Line 8.  Other salaries and wages are en- for premiums paid on term life insurance for

Line 7–8.  StratoTech had goods ontered on line 8. The entry includes only sala- corporate officers, $850 for interest paid to
hand at the end of the year properly valuedries and wages not included on line 7 and not purchase tax-exempt securities, and a
at $298,400. StratoTech reports that amountdeducted as part of cost of goods sold. Sala- $6,000 reduction of salaries due to the jobs
on line 7.ries and wages of $144,000 are reduced by credit.
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Line 20.  Line 20 is for distributions other dividends and interest. It does not include in- Interest expense:
than those reported on line 22. StratoTech terest on municipal bond investments, which Loan—

tax-distributed $65,000 in 1995. is tax-exempt.
exemptLine 23.  Income of $112,000 is entered Line 13.  Line 13 is for the jobs credit. Mr.
bonds $ 850here. This is the total of Schedule K lines 1, Green’s share of StratoTech’s jobs credit is

Other 17,200 18,0504a, and 4b minus the amounts on line 7 and $2,700 (45% × $6,000).
11a. The amount is the same as that on line Line 17.  In 1995, StratoTech had $5,000 Contributions . . . . . . . . 24,000
8 of Schedule M–1. of tax-exempt interest from state bonds. Mr. Depreciation . . . . . . . . . 9,580

Green’s 45% share of the tax-exempt inter- Advertising . . . . . . . . . . . 8,700
est is $2,250 (45% 0f $5,000). This amountSchedule K–1.  A separate Schedule K–1 is Other expenses of
is entered on line 17.completed by the S corporation for each operation . . . . . . . . . . 78,300

shareholder. Line 19.  Mr. Green’s 45% share of non- Net income 
Generally, shareholders must treat items deductible expenses is $7,358 (45% × per books . . . . . . . . . . 106,270

of income, loss, deduction, credit, etc., on $16,350). This amount is entered on line 19. Total $1,570,700 $1,570,700
their returns consistent with the way the S Line 20.  Line 20 is for distributions paid
corporation reported them on its return. A during the year other than those paid from
shareholder who shows the items differently accumulated earnings and profits and re-

Schedule M–1.  Schedule M–1 starts withfrom the way the S corporation reported ported on Form 1099–DIV. During 1995,
the net income per books as shown in thethem on Schedule K–1 should complete StratoTech distributed $65,000. Mr. Green’s corporation’s books and records. It providesForm 8082, Notice of Inconsistent Treat- 45% share of the distribution was $29,250 for necessary adjustments to reconcile this

ment or Amended Return (Administrative (45% of $65,000). amount with the income shown on line 23,
Adjustment Request (AAR)). Schedule K.

A copy of each shareholder’s Schedule Line 1.  Line 1 is the net income per
K–1 should be filed with Form 1120S. A copy books, $106,270, shown on the corpora-
is kept as a part of the corporation’s records, Page 4 tion’s books.
and each shareholder receives a copy with Line 2.  Line 2 should show all income
instructions attached. and credits included in income subject to tax

Schedule L.  Comparative balance sheetsStratoTech must prepare a Schedule K– that are not recorded on the books for this
for the beginning and end of the tax year are1 for each shareholder. The illustrated year. This can happen if assets are valued
shown on Schedule L. The balance sheetsSchedule K–1 is for John H. Green who on the corporate books at an amount greater
should agree with the S corporation’s booksowns 9,000 shares (45%) of the corpora- than that used for tax purposes. When these
and records. Entries on this page shouldtion’s stock, which he acquired on March 3, assets are sold, the gain included in taxable
also agree with amounts shown elsewhere1976. He devotes 100% of his time to the income is greater than that recorded on the
on the return. For example, the figures forbusiness for which he is paid $40,000. books, and the difference is shown here.
beginning and ending inventories must beLines 1 through 10 are for each share- Line 3.  Line 3 is for expenses recorded
the same as those appearing in the analysisholder’s distributive share of nonseparately on the corporation’s books that cannot be
of cost of goods sold. In addition, the figuresstated income or loss and separately stated deducted. They are shown in an itemized
on the balance sheet for the beginning of theincome or loss and deductions. statement attached to the return (not illus-
tax year will normally agree with the balanceLine 1.  Line 1 shows Mr. Green’s share trated). It would include the following:
sheet figures for the end of the last tax year.of nonseparately stated income of $53,550

 Premiums paid on term life insurance(45% of $119,000). It makes no difference
on corporate officers . . . . . . . . . . . . . . . . $ 9,500whether this income was distributed to him in Schedules M–1 and M–2.  These schedules

 Interest paid to purchase tax-exempt1995. He must report $53,550 on Schedule must be completed if the total assets (line
securities . . . . . . . . . . . . . . . . . . . . . . . . . . . .  850E (Form 1040) when he files his individual in- 15, column (d), Schedule L) are $25,000 or

 Reduction of salaries due to jobscome tax return, Form 1040. more. To properly complete these sched-
credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  6,000Line 4.  Line 4 is for portfolio income and ules, additional information must be ob-

loss items. Mr. Green’s share of interest in- Total  $ 16,350tained from the corporation’s books and
come is $1,800 (45% of $4,000). His share records.
of dividend income is $7,200 (45% of Line 4.  The total of lines 1 through 3,The following appeared on the books of
$16,000). $122,620, goes on line 4.StratoTech for the calendar year 1995.

Line 7.  Line 7 is for Mr. Green’s share of Line 5.  Line 5 shows nontaxable income
StratoTech’s charitable contributions for recorded on the corporation’s books duringAccount Debit Credit 
1995. His share is $10,800 (45% of the year that is not on the return. This totalsGross sales . . . . . . . . . . $1,545,700$24,000). Because all StratoTech’s contri- $5,000, the interest on state bonds.

Sales returns andbutions were given to public charities, they Line 6.  Line 6 includes all deductionsallowances . . . . . . . . $ 21,000qualify for the 50% limitation. claimed for tax purposes that are not re-
Cost of goods sold . . . 954,700Lines 11a and 11b(1).  These lines are corded on the corporat ion ’s  books.
Dividend income . . . . . 16,000used to show each shareholder’s share of in- StratoTech enters $5,620 on line 6a. This
Interest income:terest on investment indebtedness. The represents the difference between deprecia-

State bonds . . . . . . . 5,000amounts reported on these lines will be used tion claimed on the tax return and the corpo-
Other—taxable . . . . 4,000to complete Form 4952, Investment Interest ration’s books. If the corporation had other

Premiums on lifeExpense Deduction. Line 11a shows Mr. deductions to itemize on this line and there
insurance . . . . . . . . . . 9,500Green’s share of StratoTech’s investment was not enough space on the line, it would

Compensation ofinterest expense, $1,350 (45% ×  $3,000). have to attach a statement to the return list-
officers . . . . . . . . . . . . 170,000Investment interest expense is that part of ing them.

Salaries/wages . . . . . . 144,000StratoTech’s total interest for loans made to Line 7.  The total of lines 5 and 6,
Repairs . . . . . . . . . . . . . . 800carry its investment. Line 11b(1) shows Mr. $10,620, goes on line 7.
Bad debts . . . . . . . . . . . . 1,600Green’s share of StratoTech’s investment Line 8.  The difference, $112,000, be-
Rental expense . . . . . . 9,200income, $9,000 (45% × $20,000). This rep- tween lines 4 and 7 must agree with line 23,

resents StratoTech’s income from ordinary Taxes . . . . . . . . . . . . . . . . 15,000 Schedule K.
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Schedule M–2.  Schedule M–2 provides an loan to carry investments, $6,000 reduction Line 5.  Line 5 is the nondeductible inter-
analysis of certain earned equity accounts of est paid to purchase tax-exempt securities.in salaries and wages due to the jobs credit,
the corporation for the tax year. The sched- StratoTech enters $850 on this line.$9,500 for premiums paid on term life insur-
ule shows the changes to the equity ac- Line 6.  The total of lines 1 through 5,ance for corporate officers, and $24,000
counts for the income, deductions, distribu- $4,150, is entered on line 6.charitable contributions.
tions, etc., that are reported on the return for Line 7.  Because the total distributions,Line 6.  Line 6 is the total of lines 1
the tax year. other than dividends, were not more than thethrough 5, or $96,500.

Column (a), Line 1.  The first column is balance in the accumulated adjustments ac-Line 7.  Line 7 is for distributions other
the accumulated adjustments account. For count, none of the distribution is applied tothan dividend distributions. StratoTech en-
an S corporation’s first year beginning after the other adjustments account. StratoTechters $65,000 on this line.
1982, the initial balance in the account is enters zero on line 7.Line 8.  Line 8 shows the balance in the
zero. StratoTech enters zero on line 1. Line 8.  The balance in the other adjust-

accumulated adjustments account at theLine 2.  StratoTech’s ordinary income for ments account at the end of the year is
end of the year. StratoTech subtracts line 71995 (page 1, line 21) is $119,000. This is $4,150. StratoTech enters this amount here.
from line 6 and enters $31,500 here.entered on line 2. Column (c).  The third column is for un-

Column (b), Line 1.  The second columnLine 3.  StratoTech enters $20,000 distributed taxable income that was included
is the other adjustments account. It is for($16,000 dividends plus $4,000 interest) on in shareholders’ income for years that began
other items, such as tax-exempt income andline 3. This is made up of amounts on lines before 1995. Since this is StratoTech’s first
related expenses. The balance at the begin-4a and 4b of Schedule K. year as an S corporation, there are no en-
ning of the year is zero. This is entered onLine 4.  Line 4 is for any loss shown on tries in this column.
line 1.page 1, line 21. Because StratoTech has no

Line 3.  StratoTech had $5,000 of tax-losses in 1995, line 4 is zero.
free interest income from state bonds. ThisLine 5.  StratoTech enters $42,500 on

line 5. This is made up of $3,000 interest on a amount is entered on line 3.
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The Examination and Appeals Process

We examine returns for cor- several methods. A computer Recordings.  You can generally rights and give you a copy of Pub-
rectness of income, exemptions, lication 5, Appeal Rights andprogram called the Discriminant make an audio recording of an in-
credits, and deductions. Preparat ion of  Protests forFunction System (DIF) is used to terview with an IRS Examination

Unagreed Cases. This free publi-select most returns. In this officer. Your request to record
cation explains your appeal rightsmethod, the computer uses his- the interview should be made inFairness if Your
in detail and tells you exactlytorical data to give parts of the re- writing. You must notify us atReturn is Examined 
what to do if you want to appeal.turn a score. IRS personnel then least 10 days before the meetingMost taxpayers’ returns are ac-

screen the return. Returns most and bring your own recordingcepted as filed. But if your return
likely to have mistakes are se- equipment. We also can record Appeals Office.  You can appealis selected for examination, it

the findings of an examinationlected for examination. an interview. If we initiate the re-does not suggest that you are
within the IRS through our Ap-cording, we will notify you 10Some returns are selected atdishonest. The examination may
peals Office. The Appeals Officedays before the meeting and yourandom. We use the results ofor may not result in more tax.
is independent of your examinercan get a copy at your expense.these examinations to updateYour case may be closed without
and IRS District Director or Ser-and improve our  se lec t ionchange. Or, you may receive a
vice Center Director. Most differ-process.refund. Repeat examinations.  We try to
ences can be settled this wayavoid repeat examinations of theWe also select returns by ex-
without expensive and time-con-Courtesy and consideration. same items, but sometimes thisamining claims for credit or re-
suming court trials. If the matterYou are entitled to courteous and happens. If we examined your taxfund and by matching information
cannot be settled to your satis-considerate treatment from IRS return for the same items in eitherdocuments, such as Forms W–2
faction, you can take your case toemployees at all times. If you of the 2 previous years and pro-and the 1099 series, with returns.
court.ever feel that you are not being posed no change to your tax lia-

treated with fairness, courtesy, bility, please contact us as soonArranging the examination.
Appeals to the courts.  Depend-and consideration by an IRS em- as possible so that we can see ifMany examinations are handled
ing on whether you first pay theployee, you should tell the em- we shou ld  d iscont inue theby mail. However, if we notify you
disputed tax, you can take yourployee’s supervisor. Publication examination.that your examination is to be
case to the U.S. Tax Court, the1, Your Rights as a Taxpayer, ex- conducted through a personal in-
U.S. Court of Federal Claims, orplains the many rights you have Explanation of changes.  If weterview, or if you request such an
your U.S. District Court. Theseas a taxpayer. You can get free propose any changes to your re-interview, you have the right to
courts are entirely independentpublications by calling us at 1- turn, we will explain the reasonsask that the examination take
of the IRS. However, a U.S. Tax800-829-3676. for the changes. It is importantplace at a reasonable time and
Court case is generally reviewedthat you understand the reasonsplace that is convenient for both
by our Appeals Office before it isPay only the required tax.  You for any proposed change. Youyou and the IRS. If the time or
heard by the Tax Court. As al-have the right to plan your busi- should not hesitate to ask aboutplace we suggest is not conve-
ways, you can represent yourselfness and personal finances so anything that is unclear to you.nient, the examiner will try to or have someone admitted tothat you will pay the least tax that Agreement with changes.  Ifwork out something more suita- practice before the court re-is due under the law. You are lia- you agree with the proposedble. However, we will make the fi- present you.ble only for the correct amount of changes, you can sign an agree-nal determination on how, when, If you did not pay the addi-tax. Our purpose is to apply the ment form and pay any additionaland where an examination takes tional tax and disagree that youlaw consistently and fairly. tax you may owe. You must payplace. owe it, you generally have theinterest on any additional tax. IfTransfers to another dis- right to take your case to the TaxPrivacy and confidentiality. you pay when you sign the agree-trict.  Generally, your individual Court. We will mail you a formalYou have the right to have your ment, the interest is generally fig-return is examined in the IRS dis- notice (called a ‘‘notice of defi-tax case kept confidential. Under ured from the due date of your re-trict office nearest your home. ciency’’) saying that you owe ad-the law, the IRS must protect the turn to the date you paid.However, not all offices have ex- ditional tax. You ordinarily haveprivacy of your tax information. If you do not pay the addi-amination facilities. Your busi- 90 days to file a petition with theHowever, if a lien or a lawsuit is tional tax when you sign theness return is examined where Tax Court.filed, certain aspects of your tax agreement, you will receive a bill.your books and records are main-case will become public record. If you already paid the dis-The interest on this tax is gener-tained. If the place of examina-People who prepare your return puted tax in full and filed a claimally figured from the due date oftion is not convenient, you canor represent you must also keep for refund (discussed later) thatyour return to the billing date. Butask to have the examinationyour information confidential. we disallowed (or did not take ac-you will not be billed for moredone in another office or trans-You also have the right to tion on within 6 months), you can

than 30 days additional interest,ferred to a different district.know why we are asking you for take your case to the U.S. District
even if the bill is delayed. Also,information, exactly how we will Court or U.S. Court of Federal
you will not have to pay any moreRepresentation.  Throughoutuse it and what might happen if Claims.
interest or penalties if you pay thethe examination, you can re-you do not give it. Court decisions.  We followamount due within 10 days of thepresent yourself, have someone Supreme Court decisions. How-billing date.else accompany you, or, with ever, we can lose cases in otherExamination of Returns 

proper written authorization, courts involving taxpayers withAn examination usually begins
Appealing thehave someone represent you in the same issue and still apply ourwhen we notify you that your re-
Examination Findingsyour absence. If you want to con- interpretation of the law to yourturn has been selected. We will

sult an attorney, a C.P.A., an en- If you do not agree with the ex- situation. You have the right totell you which records you will
rolled agent, or any other person aminer’s report, you can meet appeal our decision to do so.need. If you gather your records
permitted to represent a taxpayer with the examiner’s supervisor to Recovering litigation ex-before the examination, it can be
during an examination, we will discuss your case further. If you penses.  If the court agrees withcompleted with the least amount
reschedule the interview. We still don’t agree after receiving you on most of the issues in yourof effort.
cannot suspend the interview if the examiner’s findings, you have case, and finds the IRS’s position
you are there on administrative the right to appeal them. The ex- to be largely unjustified, you mayHow returns are selected.  We
summons. aminer will explain your appeal be able to recover some of yourselect returns for examination by
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litigation expenses from us. But for a credit or refund if you be- by phone, we will cancel certain Business Taxpayers 
to do this, you must have used up lieve the tax is too much. The pro- penalties that may result. But you If you are in an individual busi-
all the administrative remedies cedure for filing a claim is ex- have to show that your reliance ness, the rights covered in this
available to you within the IRS, in- plained in Publication 556. on the advice was reasonable. discussion generally apply. If you
cluding going through our Ap- Cancellation of penalties. Reduction of interest.  If our are a member of a partnership or
peals system. You may also be You have the right to ask that cer- error caused a delay in your case, a shareholder in a small business
able to recover administrative ex- tain penalties (but not interest as and this is grossly unfair, you may corporation, special rules may
penses from the IRS. discussed later) be canceled be entitled to a reduction of the apply to the examination of your

Free Publication 556, Exami- (abated) if you can show reason- interest that would otherwise be partnership or corporation items.
nation of Returns, Appeal Rights, able cause for the failure that led due. Only delays caused by pro- The examination of these items is
and Claims for Refund, explains to the penalty (or can show that cedural or mechanical acts that discussed in Publication 556. You
your appeal rights. you exercised due diligence, if do not involve exercising judg- can get this publication free by

that is the standard for the ment or discretion qualify. If you calling us at 1-800-829-3676.
Other remedies.  If you believe penalty). think we caused such a delay,
that tax, penalty, or interest was If you relied on wrong advice please discuss it with the exam-
unjustly charged, you have rights from IRS employees given to you iner and file a claim.
that can remedy the situation.

Claims for refund.  Once you
pay your tax, you can file a claim
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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.
Certain exceptions to these due dates may apply. For more information, see Publication 509, Tax Calendars for 1996.

You may be liable for: If you are: Use Form: Due on or before:

Income tax Sole proprietor Schedule C or C–EZ (Form File with 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 Schedule SE (Form 1040) File with Form 1040
who is a partner

Estimated tax Sole proprietor, or individual 1040–ES 15th day of 4th, 6th, and 9th
who is a partner or S months of tax year, and
corporation shareholder 15th day of 1st month after

the end of tax year
Corporation 1120–W (WORKSHEET) 15th day of 4th, 6th, 9th and

8109 (to make deposits) 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
withholding of income tax partnership

8109 (to make deposits) See chapter 33

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 Sole proprietor, corporation, See chapter 36 Forms 1099—to the recipient
payments to nonemployees S corporation, or by 1–31 and to the Internal
and transactions with other partnership Revenue Service by 2–28
persons

Other forms —see chapter 36

Excise taxes Sole proprietor, corporation, See chapter 35 See the instructions to the
S corporation, or forms
partnership
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