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Important Changes for
2003
New 50% special depreciation allowance.
You can claim a 50% special depreciation allow-
ance for qualified property acquired after May 5,
2003, and placed in service before January 1,
2005. The 30% or the 50% additional first-year
depreciation allowance is subject to deprecia-
tion recapture. See Depreciation Recapture in
chapter 3.

Reduced capital gains tax rates. The maxi-
mum tax rate on net capital gain has been re-
duced for individual taxpayers for sales,
exchanges, or conversions of assets after May
5, 2003. The lower rates (from 20% to 15% and
from 10% to 5%) apply to assets held more thanGet forms and other information
one year (and installment payments receivedfaster and easier by: after that date). See Capital Gains Tax Rates in
chapter 4.

Internet • www.irs.gov or FTP • ftp.irs.gov
Qualified 5-year gain eliminated. The 8%
maximum tax rate for qualified 5-year gain hasFAX • 703–368–9694 (from your fax machine) been eliminated for sales and other dispositions
after May 5, 2003 (and installment payments
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received after that date). See Qualified 5-Year • Whether your gain or loss is ordinary or
Gain in chapter 4. capital.

• How to treat your gain or loss when you 1.
dispose of business property.

• How to report a gain or loss.Important Reminders Gain or Loss
This publication also explains whether yourInvesting in DC Zone assets. Beginning in

gain is taxable or your loss is deductible.2003, investments in District of Columbia Enter-
This publication does not discuss certainprise Zone (DC Zone) assets held more than 5 Topics

transactions covered in other IRS publications.years will qualify for a special tax benefit. If you This chapter discusses:
These include the following.sell or exchange a DC Zone asset at a gain, you

will not have to include any qualified capital gain • Sales and exchanges• Most transactions involving stocks, bonds,in your gross income. This exclusion applies to
options, forward and futures contracts, • Abandonmentsan interest in, or property of, certain businesses
and similar investments, discussed inoperating in the District of Columbia. For more • Foreclosures and repossessionschapter 4 of Publication 550, Investmentinformation, see Publication 954, Tax Incentives
Income and Expenses. • Involuntary conversionsfor Distressed Communities.

• Sale of your main home, discussed in • Nontaxable exchanges
Renewal community capital gain. Beginning Publication 523, Selling Your Home. • Transfers to spousein 2007, the sale of an interest in, or property of,

• Installment sales, discussed in Publicationcertain businesses operating in a renewal com- • Rollovers and exclusions for certain capi-
537, Installment Sales.munity may qualify for a special tax benefit. If tal gains

you sell qualified community assets held more • Transfers of property at death, discussed
than 5 years, you will not have to include any in Publication 559, Survivors, Executors, Useful Itemsqualified capital gain in your gross income. This and Administrators.

You may want to see:exclusion applies to any qualified community
stock, partnership interest, and business prop-

Disposing of property. You dispose of prop- Publicationerty acquired after 2001. For more information,
erty when any of the following occurs.see Publication 954.

❏ 523 Selling Your Home
• You sell property.Dispositions of U.S. real property interests ❏ 537 Installment Sales

by foreign persons. If you are a foreign per- • You exchange property for other property.
❏ 547 Casualties, Disasters, and Theftsson or firm and you sell or otherwise dispose of a

• Your property is condemned or disposedU.S. real property interest, the buyer (or other ❏ 550 Investment Income and Expenses
of under threat of condemnation.transferee) may have to withhold income tax on

❏ 551 Basis of Assetsthe amount you receive for the property (includ- • Your property is repossessed.
ing cash, the fair market value of other property, ❏ 908 Bankruptcy Tax Guide• You abandon property.and any assumed liability). Corporations, part-

❏ 954 Tax Incentives for Distressednerships, trusts, and estates also may have to • You give property away. Communitieswithhold on certain U.S. real property interests
they distribute to you. You must report these

Forms to file. When you dispose of property, Form (and Instructions)dispositions and distributions and any income
you usually will have to file one or more of thetax withheld on your U.S. income tax return. ❏ Schedule D (Form 1040) Capital Gainsfollowing forms.

For more information on dispositions of U.S. and Losses
real property interests, see Publication 519, U.S. • Schedule D (Form 1040), Capital Gains ❏ 1040 U.S. Individual Income Tax ReturnTax Guide for Aliens. and Losses.

❏ 1040X Amended U.S. Individual Income
Foreign source income. If you are a U.S. • Form 4797, Sales of Business Property. Tax Return
citizen with income from dispositions of property • Form 8824, Like-Kind Exchanges. ❏ 1099–A Acquisition or Abandonment ofoutside the United States (foreign income), you

Secured Propertymust report all such income on your tax return Chapter 4 illustrates how to fill out Form 4797
unless it is exempt from U.S. law. This is true ❏ 1099–C Cancellation of Debtand Form 8824.
whether you reside inside or outside the United

❏ 4797 Sales of Business PropertyStates and whether or not you receive a Form
Comments and suggestions. We welcome1099 from the foreign payor. ❏ 8824 Like-Kind Exchanges
your comments about this publication and your

Photographs of missing children. The Inter- suggestions for future editions. See chapter 5 for information about gettingnal Revenue Service is a proud partner with the
publications and forms.You can email us at *taxforms@irs.gov.National Center for Missing and Exploited Chil-

Please put “Publications Comment” on the sub-dren. Photographs of missing children selected
ject line.by the Center may appear in this publication on

You can write to us at the following address:pages that would otherwise be blank. You can Sales and Exchangeshelp bring these children home by looking at the
photographs and calling 1–800–THE–LOST Internal Revenue Service The following discussions describe the kinds of(1–800–843–5678) if you recognize a child. Business Forms and Publications Branch transactions that are treated as sales or ex-

SE:W:CAR:MP:T:B changes and explain how to figure gain or loss.
1111 Constitution Ave. NW A sale is a transfer of property for money or a
Washington, DC 20224 mortgage, note, or other promise to pay money.Introduction An exchange is a transfer of property for other

property or services.This publication explains the tax rules that apply
We respond to many letters by telephone.when you dispose of property. It discusses the

Therefore, it would be helpful if you would in- Sale or lease. Some agreements that seem tofollowing topics.
clude your daytime phone number, including the be leases may really be conditional sales con-
area code, in your correspondence.• How to figure a gain or loss. tracts. The intention of the parties to the agree-

Page 2 Chapter 1 Gain or Loss
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ment can help you distinguish between a sale gain or loss. However, an extension will be Example. In your business, you used a
and a lease. treated as a taxable exchange of the outstand- building that cost you $70,000. You made cer-

There is no test or group of tests to prove ing note for a new and materially different note if tain permanent improvements at a cost of
what the parties intended when they made the the changes in the terms of the note are signifi- $20,000 and deducted depreciation totaling
agreement. You should consider each agree- cant. Each case must be determined by its own $10,000. You sold the building for $100,000 plus
ment based on its own facts and circumstances. facts. property having an FMV of $20,000. The buyer
For more information on leases, see chapter 4 in assumed your real estate taxes of $3,000 and aTransfer on death. The transfer of property to
Publication 535, Business Expenses. mortgage of $17,000 on the building. The selling

an executor or administrator on the death of an
expenses were $4,000. Your gain on the sale is

individual is not a sale or exchange.Cancellation of a lease. Payments received figured as follows.
by a tenant for the cancellation of a lease are Bankruptcy. Generally, a transfer of property
treated as an amount realized from the sale of Amount realized:from a debtor to a bankruptcy estate is not
property. Payments received by a landlord (les- Cash . . . . . . . . . . . $100,000treated as a sale or exchange. For more infor-
sor) for the cancellation of a lease are essen- FMV of property 20,000mation, see The Bankruptcy Estate in Publica-
tially a substitute for rental payments and are received . . . . . . . . .tion 908.
taxed as ordinary income. Real estate taxes

assumed by buyer . . 3,000
Copyright. Payments you receive for granting Gain or Loss From Mortgage assumed by
the exclusive use of (or right to exploit) a copy- Sales and Exchanges buyer . . . . . . . . . . . 17,000 $140,000
right throughout its life in a particular medium Adjusted basis:
are treated as received from the sale of property. Gain or loss is usually realized when property is Cost of building . . . . $70,000
It does not matter if the payments are a fixed sold or exchanged. A gain is the amount you Improvements . . . . . 20,000
amount or a percentage of receipts from the realize from a sale or exchange of property that Total . . . . . . . . . . . . $90,000
sale, performance, exhibition, or publication of Minus: Depreciation 10,000is more than its adjusted basis. A loss is the
the copyrighted work, or an amount based on Adjusted basis . . . . . $80,000adjusted basis of the property that is more than
the number of copies sold, performances given, Plus: Selling expenses 4,000 $84,000the amount you realize.

Gain on sale . . . . . . . . . . . . . . $56,000or exhibitions made. Nor does it matter if the
payments are made over the same period as Table 1–1. How To Figure Whether
that covering the grantee’s use of the copy- You Have a Gain or Loss Amount recognized. Your gain or loss real-
righted work. ized from a sale or exchange of property is

IF your... THEN you have a...If the copyright was used in your trade or usually a recognized gain or loss for tax pur-
business and you held it longer than a year, the poses. Recognized gains must be included inAdjusted basis is more
gain or loss may be a section 1231 gain or loss. gross income. Recognized losses are deducti-than the amount
For more information, see Section 1231 Gains ble from gross income. However, your gain orrealized,  Loss.
and Losses in chapter 3. loss realized from certain exchanges of property

Amount realized is more is not recognized for tax purposes. See Nontax-Easement. The amount received for granting than the adjusted basis,  Gain.
able Exchanges, later. Also, a loss from thean easement is subtracted from the basis of the
disposition of property held for personal use isproperty. If only a specific part of the entire tract
not deductible.Basis. You must know the basis of your prop-of property is affected by the easement, only the

erty to determine whether you have a gain orbasis of that part is reduced by the amount Interest in property. The amount you realizeloss from its sale or other disposition. The basisreceived. If it is impossible or impractical to sep- from the disposition of a life interest in property,of property you buy is usually its cost. However,arate the basis of the part of the property on an interest in property for a set number of years,if you acquired the property by gift, inheritance,which the easement is granted, the basis of the or an income interest in a trust is a recognizedor in some way other than buying it, you mustwhole property is reduced by the amount re- gain under certain circumstances. If you re-use a basis other than its cost. See Basis Otherceived. ceived the interest as a gift, inheritance, or in aThan Cost in Publication 551.Any amount received that is more than the transfer from a spouse or former spouse inci-
basis to be reduced is a taxable gain. The trans- Adjusted basis. The adjusted basis of dent to a divorce, the amount realized is a recog-
action is reported as a sale of property. property is your original cost or other basis plus nized gain. Your basis in the property is

If you transfer a perpetual easement for con- certain additions and minus certain deductions, disregarded. This rule does not apply if all inter-
sideration and do not keep any beneficial inter- such as depreciation and casualty losses. See ests in the property are disposed of at the same
est in the part of the property affected by the Adjusted Basis in Publication 551. In determin- time.
easement, the transaction will be treated as a ing gain or loss, the costs of transferring prop-
sale of property. However, if you make a quali- erty to a new owner, such as selling expenses, Example 1. Your father dies and leaves his
fied conservation contribution of a restriction or are added to the adjusted basis of the property. farm to you for life with a remainder interest to
easement granted in perpetuity, it is treated as a your younger brother. You decide to sell your lifeAmount realized. The amount you realizecharitable contribution and not a sale or ex- interest in the farm. The entire amount you re-from a sale or exchange is the total of all moneychange, even though you keep a beneficial in- ceive is a recognized gain. Your basis in theyou receive plus the fair market value of allterest in the property affected by the easement. farm is disregarded.property or services you receive. The amountIf you grant an easement on your property

you realize also includes any of your liabilities(for example, a right-of-way over it) under con- Example 2. The facts are the same as inthat were assumed by the buyer and any liabili-demnation or threat of condemnation, you are Example 1, except that your brother joins you inties to which the property you transferred isconsidered to have made a forced sale, even selling the farm. The entire interest in the prop-subject, such as real estate taxes or a mortgage.though you keep the legal title. Although you erty is sold, so your basis in the farm is notIf the liabilities relate to an exchange of multi-figure gain or loss on the easement in the same disregarded. Your gain or loss is the differenceple properties, see Treatment of liabilities underway as a sale of property, the gain or loss is between your share of the sales price and yourMultiple Property Exchanges, later.treated as a gain or loss from a condemnation. adjusted basis in the farm.
See Gain or Loss From Condemnations, later. Fair market value. Fair market value (FMV)

is the price at which the property would change Canceling a sale of real property. If you sellProperty transferred to satisfy debt. A
hands between a buyer and a seller when both real property under a sales contract that allowstransfer of property to satisfy a debt is an ex-
have reasonable knowledge of all the necessary the buyer to return the property for a full refundchange.
facts and neither has to buy or sell. If parties with and the buyer does so, you may not have to

Note’s maturity date extended. The exten- adverse interests place a value on property in an recognize gain or loss on the sale. If the buyer
sion of a note’s maturity date is not treated as an arm’s-length transaction, that is strong evidence returns the property in the year of sale, no gain
exchange of an outstanding note for a new and of FMV. If there is a stated price for services, this or loss is recognized. This cancellation of the
different note. Also, it is not considered a closed price is treated as the FMV unless there is evi- sale in the same year it occurred places both
and completed transaction that would result in a dence to the contrary. you and the buyer in the same positions you

Chapter 1 Gain or Loss Page 3
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Minus: Depreciation and any otherwere in before the sale. If the buyer returns the gain. You cannot deduct a loss on the personal
decreases to basis after theproperty in a later tax year, however, you must part.
change . . . . . . . . . . . . . . . . . . 12,620recognize gain (or loss, if allowed) in the year of

57,380Example. You sold a condominium forthe sale. When the property is returned in a later
$57,000. You had bought the property 9 yearsyear, you acquire a new basis in the property.

Minus: Amount you realized from theearlier in January for $30,000. You usedThat basis is equal to the amount you pay to the
sale . . . . . . . . . . . . . . . . . . . . 55,000two-thirds of it as your home and rented out thebuyer.

Deductible loss . . . . . . . . . . . . . $2,380other third. You claimed depreciation of $3,272
for the rented part during the time you owned the

Gain. If you have a gain on the sale, you gen-Bargain Sale property. You made no improvements to the
erally must recognize the full amount of the gain.property. Your selling expenses for the condo-
You figure the gain by subtracting your adjustedIf you sell or exchange property for less than fair minium were $3,600. You figure your gain or
basis from your amount realized, as describedmarket value with the intent of making a gift, the loss as follows.
earlier.transaction is partly a sale or exchange and

You may be able to exclude all or part of thepartly a gift. You have a gain if the amount Rental Personal
gain if you owned and lived in the property asrealized is more than your adjusted basis in the (1/3) (2/3)
your main home for at least 2 years during theproperty. However, you do not have a loss if the
5-year period ending on the date of sale. Foramount realized is less than the adjusted basis 1) Selling price . . . . . . . . $19,000 $38,000
more information, see Publication 523.of the property. 2) Minus: Selling expenses 1,200 2,400

3) Amount realized
(adjusted sales price) . . 17,800 35,600Bargain sales to charity. A bargain sale of

4) Basis . . . . . . . . . . . . . 10,000 20,000property to a charitable organization is partly a
5) Minus: Depreciation . . . 3,272 Abandonmentssale or exchange and partly a charitable contri-
6) Adjusted basis . . . . . . . 6,728 20,000bution. If a charitable deduction for the contribu-
7) Gain (line 3 − line 6) . . $11,072 $15,600 The abandonment of property is a disposition oftion is allowable, you must allocate your

property. You abandon property when you vol-adjusted basis in the property between the part
untarily and permanently give up possessionsold and the part contributed based on the fair
and use of the property with the intention ofProperty Changed tomarket value of each. The adjusted basis of the
ending your ownership but without passing it onBusiness or Rental Usepart sold is figured as follows.
to anyone else.

Adjusted basis of Amount realized You cannot deduct a loss on the sale of property Loss from abandonment of business or in-
entire property X (fair market value of part sold) you acquired for use as your home and used as vestment property is deductible as an ordinary

loss, even if the property is a capital asset. Theyour home until the time of sale.Fair market value of entire
loss is the property’s adjusted basis whenproperty You can deduct a loss on the sale of property
abandoned. This rule also applies to leaseholdyou acquired for use as your home but changedBased on this allocation rule, you will have a improvements the lessor made for the lesseeto business or rental property and used as busi-gain even if the amount realized is not more than that were abandoned. However, if the propertyness or rental property at the time of sale. How-your adjusted basis in the property. This alloca- is later foreclosed on or repossessed, gain orever, if the adjusted basis of the property at thetion rule does not apply if a charitable contribu- loss is figured as discussed later. The abandon-time of the change was more than its fair markettion deduction is not allowable. ment loss is deducted in the tax year in whichvalue, the loss you can deduct is limited.

See Publication 526, Charitable Contribu- the loss is sustained.Figure the loss you can deduct as follows.tions, for information on figuring your charitable You cannot deduct any loss from abandon-
contribution. ment of your home or other property held for1) Use the lesser of the property’s adjusted

personal use.basis or fair market value at the time of theExample. You sold property with a fair mar-
change.ket value of $10,000 to a charitable organization Example. Ann abandoned her home that

for $2,000 and are allowed a deduction for your 2) Add to (1) the cost of any improvements she bought for $200,000. At the time she aban-
contribution. Your adjusted basis in the property and other increases to basis since the doned the house, her mortgage balance was
is $4,000. Your gain on the sale is $1,200, fig- change. $185,000. She has a nondeductible loss of
ured as follows. $200,000 (the adjusted basis). If the bank later3) Subtract from (2) depreciation and any

forecloses on the loan or repossesses theother decreases to basis since the change.Sales price . . . . . . . . . . . . . . . . . . $2,000 house, she will have to figure her gain or loss as
Minus: Adjusted basis of part sold 4) Subtract the amount you realized on the discussed later under Foreclosures and Repos-
($4,000 × ($2,000 ÷ $10,000)) . . . . . 800 sale from the result in (3). If the amount sessions.
Gain on the sale . . . . . . . . . . . . . . $1,200 you realized is more than the result in (3),

Cancellation of debt. If the abandoned prop-treat this result as zero.
erty secures a debt for which you are personally

The result in (4) is the loss you can deduct. liable and the debt is canceled, you will realizeProperty Used Partly
ordinary income equal to the canceled debt.for Business or Rental Example. You changed your main home to This income is separate from any loss realized

rental property 5 years ago. At the time of the from abandonment of the property. Report in-If you sell or exchange property you used partly
change, the adjusted basis of your home was come from cancellation of a debt related to afor business or rental purposes and partly for
$75,000 and the fair market value was $70,000. business or rental activity as business or rentalpersonal purposes, you must figure the gain or
This year, you sold the property for $55,000. income. Report income from cancellation of aloss on the sale or exchange as though you had
You made no improvements to the property but nonbusiness debt as other income on line 21,sold two separate pieces of property. You must
you have depreciation expense of $12,620 over Form 1040.allocate the selling price, selling expenses, and
the 5 prior years. Although your loss on the sale However, income from cancellation of debt isthe basis of the property between the business
is $7,380 [($75,000 − $12,620) − $55,000], the not taxed if any of the following conditions apply.or rental part and the personal part. You must
amount you can deduct as a loss is limited tosubtract depreciation you took or could have • The cancellation is intended as a gift.$2,380, figured as follows.taken from the basis of the business or rental

• The debt is qualified farm debt (see chap-part. Lesser of adjusted basis or fair ter 4 of Publication 225, Farmer’s TaxGain or loss on the business or rental part of market value at time of the change $70,000 Guide).the property may be a capital gain or loss or an Plus: Cost of any improvements and
ordinary gain or loss, as discussed in chapter 3 • The debt is qualified real property busi-any other additions to basis after
under Section 1231 Gains and Losses. Any gain ness debt (see chapter 5 of Publicationthe change . . . . . . . . . . . . . . . -0-
on the personal part of the property is a capital 70,000 334, Tax Guide for Small Business).

Page 4 Chapter 1 Gain or Loss
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debt, the amount realized includes the canceledTable 1-2. Worksheet for Foreclosures and Repossessions
debt up to the fair market value of the property.(Keep for your records)
You are treated as receiving ordinary income

Part 1. Figure your income from cancellation of debt. (Note: If you are from the canceled debt for the part of the debt
not personally liable for the debt, you do not have income that is more than the fair market value. See
from cancellation of debt. Skip Part 1 and go to Part 2.) Cancellation of debt, later.

1. Enter the amount of debt canceled by the transfer of property . . . . . . . . . . .
Example 1. Assume the same facts as in2. Enter the fair market value of the transferred property . . . . . . . . . . . . . . . .

the previous Example 1, except Chris is person-3. Income from cancellation of debt.* Subtract line 2 from line 1. If
ally liable for the car loan (recourse debt). In this less than zero, enter zero . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
case, the amount he realizes is $9,000. This is

Part 2. Figure your gain or loss from foreclosure or repossession. the canceled debt ($10,000) up to the car’s fair
market value ($9,000). Chris figures his gain or4. Enter the smaller of line 1 or line 2. Also include any proceeds you
loss on the repossession by comparing the received from the foreclosure sale. (If you are not personally liable

 for the debt, enter the amount of debt canceled by the transfer of amount realized ($9,000) with his adjusted basis
 property.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ($15,000). He has a $6,000 nondeductible loss.

5. Enter the adjusted basis of the transferred property . . . . . . . . . . . . . . . . . . He also is treated as receiving ordinary income
6. Gain or loss from foreclosure or repossession. Subtract line 5 from cancellation of debt. That income is $1,000

 from line 4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ($10,000 − $9,000). This is the part of the can-
celed debt not included in the amount realized.

* The income may not be taxable. See Cancellation of debt.
Example 2. Assume the same facts as in

the previous Example 2, except Abena is per-
Amount realized on a nonrecourse debt. sonally liable for the loan (recourse debt). In this• You are insolvent or bankrupt (see Publi-

If you are not personally liable for repaying the case, the amount she realizes is $170,000. Thiscation 908).
debt (nonrecourse debt) secured by the trans- is the canceled debt ($180,000) up to the fair
ferred property, the amount you realize includes market value of the house ($170,000). AbenaForms 1099–A and 1099–C. If your aban- the full debt canceled by the transfer. The full figures her gain or loss on the foreclosure bydoned property secures a loan and the lender canceled debt is included even if the fair market comparing the amount realized ($170,000) with

knows the property has been abandoned, the value of the property is less than the canceled her adjusted basis ($175,000). She has a
lender should send you Form 1099–A showing debt. $5,000 nondeductible loss. She also is treated
information you need to figure your loss from the as receiving ordinary income from cancellation
abandonment. However, if your debt is canceled Example 1. Chris bought a new car for of debt. That income is $10,000 ($180,000 −
and the lender must file Form 1099–C, the $15,000. He paid $2,000 down and borrowed $170,000). This is the part of the canceled debt
lender may include the information about the the remaining $13,000 from the dealer’s credit not included in the amount realized.
abandonment on that form instead of on Form company. Chris is not personally liable for the
1099–A. The lender must file Form 1099–C loan (nonrecourse), but pledges the new car as Seller’s (lender’s) gain or loss on reposses-
and send you a copy if the amount of debt security. The credit company repossessed the sion. If you finance a buyer’s purchase of
canceled is $600 or more and the lender is a car because he stopped making loan payments. property and later acquire an interest in it
financial institution, credit union, federal govern- The balance due after taking into account the through foreclosure or repossession, you may
ment agency, or any organization that has a payments Chris made was $10,000. The fair have a gain or loss on the acquisition. For more
significant trade or business of lending money. market value of the car when repossessed was information, see Repossession in Publication

$9,000. The amount Chris realized on the repos-For abandonments of property and debt cancel- 537.
session is $10,000. That is the debt canceled bylations occurring in 2003, these forms should be
the repossession, even though the car’s fairsent to you by February 2, 2004. Cancellation of debt. If property that is repos-
market value is less than $10,000. Chris figures sessed or foreclosed on secures a debt for
his gain or loss on the repossession by compar- which you are personally liable (recourse debt),
ing the amount realized ($10,000) with his ad- you generally must report as ordinary income
justed basis ($15,000). He has a $5,000 the amount by which the canceled debt is moreForeclosures
nondeductible loss. than the fair market value of the property. This

and Repossessions income is separate from any gain or loss real-
Example 2. Abena paid $200,000 for her ized from the foreclosure or repossession. Re-

home. She paid $15,000 down and borrowedIf you do not make payments you owe on a loan port the income from cancellation of a debt
the remaining $185,000 from a bank. Abena issecured by property, the lender may foreclose related to a business or rental activity as busi-
not personally liable for the loan (nonrecourseon the loan or repossess the property. The fore- ness or rental income. Report the income from
debt), but pledges the house as security. The cancellation of a nonbusiness debt as other in-closure or repossession is treated as a sale or
bank foreclosed on the loan because Abena come on line 21, Form 1040.exchange from which you may realize gain or
stopped making payments. When the bank fore-loss. This is true even if you voluntarily return the You can use Table 1–2 to figure yourclosed on the loan, the balance due wasproperty to the lender. You also may realize income from cancellation of debt.$180,000, the fair market value of the house wasordinary income from cancellation of debt if the
$170,000, and Abena’s adjusted basis was

TIP

loan balance is more than the fair market value
$175,000 due to a casualty loss she had de-of the property.
ducted. The amount Abena realized on the fore- However, income from cancellation of debt is
closure is $180,000, the debt canceled by the not taxed if any of the following conditions apply.Buyer’s (borrower’s) gain or loss. You fig- foreclosure. She figures her gain or loss by com-

ure and report gain or loss from a foreclosure or paring the amount realized ($180,000) with her • The cancellation is intended as a gift.
repossession in the same way as gain or loss adjusted basis ($175,000). She has a $5,000 • The debt is qualified farm debt (see chap-from a sale or exchange. The gain or loss is the realized gain. ter 4 of Publication 225, Farmer’s Taxdifference between your adjusted basis in the

Amount realized on a recourse debt. If Guide).transferred property and the amount realized.
you are personally liable for the debt (recourseSee Gain or Loss From Sales and Exchanges, • The debt is qualified real property busi-
debt), the amount realized on the foreclosure orearlier. ness debt (see chapter 5 of Publication
repossession does not include the canceled 334, Tax Guide for Small Business).You can use Table 1–2 to figure your debt that is your income from cancellation of

gain or loss from a foreclosure or re- • You are insolvent or bankrupt (see Publi-debt. However, if the fair market value of the
possession. cation 908).

TIP
transferred property is less than the canceled

Chapter 1 Gain or Loss Page 5
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Table 1-3. Worksheet for Condemnations
(Keep for your records)

Part 1. Gain from severance damages.
(If you did not receive severance damages, skip Part 1 and go to Part 2.)

1. Enter severance damages received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
2. Enter your expenses in getting severance damages
3. Subtract line 2 from line 1. If less than zero, enter -0- . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
4. Enter any special assessment on remaining property taken out of your award . . . . . . . . . . . . . . . . . . . . . . . . .
5. Net severance damages. Subtract line 4 from line 3. If less than zero, enter -0- . . . . . . . . . . . . . . . . . . . . . . .
6. Enter the adjusted basis of the remaining property . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
7. Gain from severance damages. Subtract line 6 from line 5. If less than zero, enter -0- . . . . . . . . . . . . . . . . . .
8. Refigured adjusted basis of the remaining property. Subtract line 5 from line 6. If less than zero, enter -0-

Part 2. Gain or loss from condemnation award.

9. Enter the condemnation award received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
10. Enter your expenses in getting the condemnation award . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
11. If you completed Part 1, and line 4 is more than line 3, subtract line 3 from line 4. Otherwise, enter -0- . . . . . . . .
12. Add lines 10 and 11 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
13. Net condemnation award. Subtract line 12 from line 9 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
14. Enter the adjusted basis of the condemned property . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
15. Gain from condemnation award. If line 14 is more than line 13, enter -0-. Otherwise, subtract line 14 from

line 13 and skip line 16 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
16. Loss from condemnation award. Subtract line 13 from line 14 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

(Note: You cannot deduct the amount on line 16 if the condemned property was held for personal use.)

Part 3. Postponed gain from condemnation.
(Complete only if line 7 or line 15 is more than zero and you bought qualifying replacement property or made
expenditures to restore the usefulness of your remaining property.)

17. If you completed Part 1, and line 7 is more than zero, enter the amount from line 5. Otherwise, enter -0- . . . . . . .
18. If line 15 is more than zero, enter the amount from line 13. Otherwise, enter -0- . . . . . . . . . . . . . . . . . . . . . . . .
19. Add lines 17 and 18* . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
20. Enter the total cost of replacement property and any expenses to restore the usefulness of your remaining

property . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
21. Subtract line 20 from line 19. If less than zero, enter -0- . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
22. If you completed Part 1, add lines 7 and 15. Otherwise, enter the amount from line 15 . . . . . . . . . . . . . . . . . . .
23. Recognized gain. Enter the smaller of line 21 or line 22. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
24. Postponed gain. Subtract line 23 from line 22. If less than zero, enter -0- . . . . . . . . . . . . . . . . . . . . . . . . . . .

*If the condemned property was your main home, subtract from this total the gain you excluded from your income and enter the result.

Forms 1099–A and 1099–C. A lender who Gain or loss from an involuntary conversion Condemnations
acquires an interest in your property in a foreclo- of your property is usually recognized for tax
sure or repossession should send you Form A condemnation is the process by which privatepurposes unless the property is your main

property is legally taken for public use without1099–A showing the information you need to home. You report the gain or deduct the loss on
the owner’s consent. The property may be takenfigure your gain or loss. However, if the lender your tax return for the year you realize it. (You
by the federal government, a state government,also cancels part of your debt and must file Form cannot deduct a loss from an involuntary con-
a political subdivision, or a private organization1099–C, the lender may include the information version of property you held for personal use that has the power to legally take it. The ownerabout the foreclosure or repossession on that

unless the loss resulted from a casualty or theft.) receives a condemnation award (money orform instead of on Form 1099–A. The lender
property) in exchange for the property taken. AHowever, depending on the type of propertymust file Form 1099–C and send you a copy if
condemnation is like a forced sale, the ownerthe amount of debt canceled is $600 or more you receive, you may not have to report a gain
being the seller and the condemning authorityand the lender is a financial institution, credit on an involuntary conversion. You do not report
being the buyer.union, federal government agency, or any or- the gain if you receive property that is similar or

ganization that has a significant trade or busi- related in service or use to the converted prop- Example. A local government authorized toness of lending money. For foreclosures or erty. Your basis for the new property is the same acquire land for public parks informed you that itrepossessions occurring in 2003, these forms as your basis for the converted property. This wished to acquire your property. After the localshould be sent to you by February 2, 2004. means that the gain is deferred until a taxable government took action to condemn your prop-
sale or exchange occurs. erty, you went to court to keep it. But, the court

decided in favor of the local government, whichIf you receive money or property that is not
took your property and paid you an amount fixedsimilar or related in service or use to the involun-Involuntary by the court. This is a condemnation of private

tarily converted property and you buy qualifying property for public use.Conversions replacement property within a certain period of
Threat of condemnation. A threat of con-time, you can choose to postpone reporting the

An involuntary conversion occurs when your demnation exists if a representative of a govern-gain.
property is destroyed, stolen, condemned, or ment body or a public official authorized to

This publication explains the treatment of adisposed of under the threat of condemnation acquire property for public use informs you that
gain or loss from a condemnation or dispositionand you receive other property or money in the government body or official has decided to
under the threat of condemnation. If you have apayment, such as insurance or a condemnation acquire your property. You must have reasona-
gain or loss from the destruction or theft of prop-award. Involuntary conversions are also called ble grounds to believe that, if you do not sell
erty, see Publication 547.involuntary exchanges. voluntarily, your property will be condemned.

Page 6 Chapter 1 Gain or Loss
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The sale of your property to someone other may be able to exclude up to $250,000 of the You cannot make a completely new alloca-
than the condemning authority qualifies as an gain (up to $500,000 if married filing jointly). For tion of the total award after the transaction is
involuntary conversion, provided you have rea- information on this exclusion, see Publication completed. However, you can show how much
sonable grounds to believe that your property 523. If your gain is more than you can exclude of the award both parties intended for severance
will be condemned. If the buyer of this property but you buy replacement property, you may be damages. The severance damages part of the
knows at the time of purchase that it will be able to postpone reporting the rest of the gain. award is determined from all the facts and cir-
condemned and sells it to the condemning au- See Postponement of Gain, later. cumstances.
thority, this sale also qualifies as an involuntary Condemnation award. A condemnation Example. You sold part of your property toconversion. award is the money you are paid or the value of the state under threat of condemnation. The

other property you receive for your condemnedReports of condemnation. A threat of con- contract you and the condemning authority
property. The award is also the amount you aredemnation exists if you learn of a decision to signed showed only the total purchase price. It
paid for the sale of your property under threat ofacquire your property for public use through a did not specify a fixed sum for severance dam-
condemnation.report in a newspaper or other news medium, ages. However, at settlement, the condemning

and this report is confirmed by a representative authority gave you closing papers showingPayment of your debts. Amounts taken
of the government body or public official in- clearly the part of the purchase price that was forout of the award to pay your debts are consid-
volved. You must have reasonable grounds to severance damages. You may treat this part asered paid to you. Amounts the government pays
believe that they will take necessary steps to severance damages.directly to the holder of a mortgage or lien
condemn your property if you do not sell volunta- against your property are part of your award, Treatment of severance damages. Yourrily. If you relied on oral statements made by a even if the debt attaches to the property and is net severance damages are treated as thegovernment representative or public official, the not your personal liability. amount realized from an involuntary conversionInternal Revenue Service may ask you to get

of the remaining part of your property. Use themwritten confirmation of the statements. Example. The state condemned your prop-
to reduce the basis of the remaining property. Iferty for public use. The award was set at

Example. Your property lies along public the amount of severance damages is based on$200,000. The state paid you only $148,000
utility lines. The utility company has the authority damage to a specific part of the property youbecause it paid $50,000 to your mortgage holder
to condemn your property. The company in- kept, reduce the basis of only that part by the netand $2,000 accrued real estate taxes. You are
forms you that it intends to acquire your property severance damages.considered to have received the entire $200,000
by negotiation or condemnation. A threat of con- If your net severance damages are moreas a condemnation award.
demnation exists when you receive the notice. than the basis of your retained property, you

Interest on award. If the condemning au- have a gain. You may be able to postpone re-
Related property voluntarily sold. A volun- thority pays you interest for its delay in paying porting the gain. See Postponement of Gain,
tary sale of your property may be treated as a your award, it is not part of the condemnation later.
forced sale that qualifies as an involuntary con- award. You must report the interest separately

You can use Part 1 of Table 1–3 toversion if the property had a substantial eco- as ordinary income.
figure any gain from severance dam-nomic relationship to property of yours that was

Payments to relocate. Payments you re- ages and to refigure the adjusted basis
TIP

condemned. A substantial economic relation-
ceive to relocate and replace housing because of the remaining part of your property.ship exists if together the properties were one
you have been displaced from your home, busi-economic unit. You also must show that the Net severance damages. To figure yourness, or farm as a result of federal or federallycondemned property could not reasonably or net severance damages, you first must reduceassisted programs are not part of the condem-adequately be replaced. You can choose to your severance damages by your expenses innation award. Do not include them in your in-postpone reporting the gain by buying replace- obtaining the damages. You then reduce themcome. Replacement housing payments used toment property. See Postponement of Gain, by any special assessment (described later) lev-buy new property are included in the property’slater. ied against the remaining part of the propertybasis as part of your cost.

and taken out of the award by the condemning
Net condemnation award. A net condem- authority. The balance is your net severanceGain or Loss nation award is the total award you received, or damages.From Condemnations are considered to have received, for the con-

Expenses of obtaining a condemnationdemned property minus your expenses of ob-
If your property was condemned or disposed of award and severance damages. Subtracttaining the award. If only a part of your property
under the threat of condemnation, figure your the expenses of obtaining a condemnationwas condemned, you also must reduce the
gain or loss by comparing the adjusted basis of award, such as legal, engineering, and appraisalaward by any special assessment levied against
your condemned property with your net con- fees, from the total award. Also, subtract thethe part of the property you retain. This is dis-
demnation award. expenses of obtaining severance damages, thatcussed later under Special assessment taken

If your net condemnation award is more than may include similar expenses, from the sever-out of award.
the adjusted basis of the condemned property, ance damages paid to you. If you cannot deter-

Severance damages. Severance damagesyou have a gain. You can postpone reporting mine which part of your expenses is for each
are not part of the award paid for the propertygain from a condemnation if you buy replace- part of the condemnation proceeds, you must
condemned. They are paid to you if part of yourment property. If only part of your property is make a proportionate allocation.
property is condemned and the value of the partcondemned, you can treat the cost of restoring
you keep is decreased because of the condem-the remaining part to its former usefulness as Example. You receive a condemnation
nation.the cost of replacement property. See Post- award and severance damages. One-fourth of

For example, you may receive severanceponement of Gain, later. the total was designated as severance damages
damages if your property is subject to floodingIf your net condemnation award is less than in your agreement with the condemning author-
because you sell flowage easement rights (theyour adjusted basis, you have a loss. If your loss ity. You had legal expenses for the entire con-
condemned property) under threat of condem-is from property you held for personal use, you demnation proceeding. You cannot determine
nation. Severance damages also may be givencannot deduct it. You must report any deductible how much of your legal expenses is for each
to you if, because part of your property is con-loss in the tax year it happened. part of the condemnation proceeds. You must
demned for a highway, you must replace fences, allocate one-fourth of your legal expenses to theYou can use Part 2 of Table 1–3 to dig new wells or ditches, or plant trees to restore severance damages and the other three-fourthsfigure your gain or loss from a condem- your remaining property to the same usefulness to the condemnation award.nation award.

TIP
it had before the condemnation.

The contracting parties should agree on the Special assessment taken out of award.
Main home condemned. If you have a gain specific amount of severance damages in writ- When only part of your property is condemned, a
because your main home is condemned, you ing. If this is not done, all proceeds from the special assessment levied against the remain-
generally can exclude the gain from your income condemning authority are considered awarded ing property may be taken out of your condem-
as if you had sold or exchanged your home. You for your condemned property. nation award. An assessment may be levied if

Chapter 1 Gain or Loss Page 7
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4)  Adjusted basis:the remaining part of your property benefited by If you restore the remaining property to its
1/2 of original cost,the improvement resulting from the condemna- former usefulness, you can treat the cost of
$25,000 Plus: 1/2 oftion. Examples of improvements that may cause restoring it as the cost of replacement property.
cost of roof, $12,500 $12,500a special assessment are widening a street and
$1,000 . . . . . . . . . 500 500 Postponing gain on the sale of related prop-installing a sewer.

Total . . . . . . . . . $13,000 $13,000 erty. If you sell property that is related to theTo figure your net condemnation award, you
5) Minus: Depreciation . . 4,600 condemned property and then buy replacementgenerally reduce the award by the assessment
6) Adjusted basis, property, you can choose to postpone reportingtaken out of the award. business part $8,400 gain on the sale. You must meet the require-
7) (Loss) on residential ($1,100) ments explained earlier under Related propertyExample. To widen the street in front of property . . . . . . . . . voluntarily sold. You can postpone reporting allyour home, the city condemned a 25-foot deep 8) Gain on business property . . . . $3,500 your gain if the replacement property costs atstrip of your land. You were awarded $5,000 for
The loss on the residential part of the property least as much as the amount realized from thethis and spent $300 to get the award. Before
is not deductible. sale plus your net condemnation award (if re-paying the award, the city levied a special as-

sulting in gain) plus your net severance dam-sessment of $700 for the street improvement
ages, if any (if resulting in gain).against your remaining property. The city then

paid you only $4,300. Your net award is $4,000 Postponement of Gain
Buying replacement property from a related($5,000 total award minus $300 expenses in
person. Certain taxpayers cannot postponeDo not report the gain on condemned property ifobtaining the award and $700 for the special
reporting gain from a condemnation if they buyyou receive only property that is similar or re-assessment taken out).
the replacement property from a related person.lated in service or use to the condemned prop-If the $700 special assessment were not
For information on related persons, see Nonde-erty. Your basis for the new property is the sametaken out of the award and you were paid
ductible Loss under Sales and Exchanges Be-as your basis for the old.$5,000, your net award would be $4,700 ($5,000
tween Related Persons in chapter 2.− $300). The net award would not change, even

This rule applies to the following taxpayers.Money or unlike property received. You or-if you later paid the assessment from the amount
dinarily must report the gain if you receiveyou received.

1) C corporations.money or unlike property. You can choose to
Severance damages received. If sever- postpone reporting the gain if you buy property 2) Partnerships in which more than 50% of

ance damages are included in the condemna- that is similar or related in service or use to the the capital or profits interest is owned by C
tion proceeds, the special assessment taken out condemned property within the replacement pe- corporations.
is first used to reduce the severance damages. riod, discussed later. You also can choose to

3) All others (including individuals, partner-Any balance of the special assessment is used postpone reporting the gain if you buy a control-
ships (other than those in (2)), and S cor-to reduce the condemnation award. ling interest (at least 80%) in a corporation own-
porations) if the total realized gain for theing property that is similar or related in service or

Example. You were awarded $4,000 for the tax year on all involuntarily converteduse to the condemned property. See Controlling
condemnation of your property and $1,000 for properties on which there are realizedinterest in a corporation, later.
severance damages. You spent $300 to obtain gains is more than $100,000.To postpone reporting all the gain, you must
the severance damages. A special assessment buy replacement property costing at least as For taxpayers described in (3) above, gainsof $800 was taken out of the award. The $1,000 much as the amount realized for the condemned cannot be offset with any losses when determin-severance damages are reduced to zero by first property. If the cost of the replacement property ing whether the total gain is more thansubtracting the $300 expenses and then $700 of is less than the amount realized, you must report $100,000. If the property is owned by a partner-the special assessment. Your $4,000 condem- the gain up to the unspent part of the amount ship, the $100,000 limit applies to the partner-nation award is reduced by the $100 balance of realized. ship and each partner. If the property is ownedthe special assessment, leaving a $3,900 net The basis of the replacement property is its by an S corporation, the $100,000 limit appliescondemnation award. cost, reduced by the postponed gain. Also, if to the S corporation and each shareholder.

your replacement property is stock in a corpora-Part business or rental. If you used part of Exception. This rule does not apply if thetion that owns property similar or related in serv-your condemned property as your home and related person acquired the property from anice or use, the corporation generally will reducepart as business or rental property, treat each unrelated person within the replacement period.its basis in its assets by the amount by whichpart as a separate property. Figure your gain or
you reduce your basis in the stock. See Control-loss separately because gain or loss on each Advance payment. If you pay a contractor inling interest in a corporation, later.part may be treated differently. advance to build your replacement property, you

You can use Part 3 of Table 1–3 to have not bought replacement property unless itSome examples of this type of property are a
figure the gain you must report and is finished before the end of the replacementbuilding in which you live and operate a grocery,
your postponed gain. period (discussed later).and a building in which you live on the first floor

TIP

and rent out the second floor.
Replacement property. To postpone report-Postponing gain on severance damages. If
ing gain, you must buy replacement property forExample. You sold your building for you received severance damages for part of
the specific purpose of replacing your con-$24,000 under threat of condemnation to a pub- your property because another part was con-
demned property. You do not have to use thelic utility company that had the authority to con- demned and you buy replacement property, you
actual funds from the condemnation award todemn. You rented half the building and lived in can choose to postpone reporting gain. See
acquire the replacement property. Property youthe other half. You paid $25,000 for the building Treatment of severance damages, earlier. You
acquire by gift or inheritance does not qualify asand spent an additional $1,000 for a new roof. can postpone reporting all your gain if the re-
replacement property.You claimed allowable depreciation of $4,600 placement property costs at least as much as

on the rental half. You spent $200 in legal ex- Similar or related in service or use. Youryour net severance damages plus your net con-
penses to obtain the condemnation award. Fig- replacement property must be similar or relateddemnation award (if resulting in gain).
ure your gain or loss as follows. in service or use to the property it replaces.You also can make this choice if you spend

the severance damages, together with other If the condemned property is real propertyResi- Busi-
money you received for the condemned prop- you held for use in your trade or business or fordential ness
erty (if resulting in gain), to acquire nearby prop- investment (other than property held mainly forPart Part
erty that will allow you to continue your business. sale), but your replacement property is not simi-1) Condemnation award
If suitable nearby property is not available and lar or related in service or use, it will be treatedreceived . . . . . . . . . . $12,000 $12,000
you are forced to sell the remaining property and as such if it is like-kind property to be held for2) Minus: Legal expenses,
relocate in order to continue your business, see use in a trade or business or for investment. For$200 . . . . . . . . . . . . 100 100
Postponing gain on the sale of related property, a discussion of like-kind property, see Like-Kind3) Net condemnation

award . . . . . . . . . . . . $11,900 $11,900 next. Property under Like-Kind Exchanges, later.
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Owner-user. If you are an owner-user, simi- An outdoor advertising display is a sign or The replacement period ends 2 years after the
device rigidly assembled and permanently at- end of the first tax year in which any part of thelar or related in service or use means that re-
tached to the ground, a building, or any other gain on the condemnation is realized.placement property must function in the same
permanent structure used to display a commer-way as the property it replaces. If real property held for use in a trade or
cial or other advertisement to the public. business or for investment (not including prop-

Example. Your home was condemned and erty held primarily for sale) is condemned, theSubstituting replacement property. Once
you invested the proceeds from the condemna- replacement period ends 3 years after the end ofyou designate certain property as replacement
tion in a grocery store. Your replacement prop- the first tax year in which any part of the gain onproperty on your tax return, you cannot substi-
erty is not similar or related in service or use to the condemnation is realized. However, thistute other qualified property. But, if your previ-
the condemned property. To be similar or re- 3-year replacement period cannot be used if youously designated replacement property does not
lated in service or use, your replacement prop- replace the condemned property by acquiringqualify, you can substitute qualified property if
erty must also be used by you as your home. control of a corporation owning property that isyou acquire it within the replacement period.

similar or related in service or use.Owner-investor. If you are an owner-inves-
Controlling interest in a corporation. Youtor, similar or related in service or use means New York Liberty Zone property con-
can replace property by acquiring a controllingthat any replacement property must have the demned. If property in the New York Liberty
interest in a corporation that owns property simi-same relationship of services or uses to you as Zone was condemned as a result of the Septem-
lar or related in service or use to your con-the property it replaces. You decide this by de- ber 11, 2001, terrorist attacks, the replacement
demned property. You have controlling interest period ends 5 years after the end of the first taxtermining all the following information.
if you own stock having at least 80% of the year in which any part of the gain on the con-

• Whether the properties are of similar serv- combined voting power of all classes of voting demnation is realized. This 5-year replacement
ice to you. stock and at least 80% of the total number of period applies only if substantially all of the use

shares of all other classes of stock. of the replacement property is in New York City.• The nature of the business risks con-
Basis adjustment to corporation’s prop-nected with the properties. Determining when gain is realized. If you

erty. The basis of property held by the corpo- are a cash basis taxpayer, you realize gain when• What the properties demand of you in the ration at the time you acquired control must be you receive payments that are more than yourway of management, service, and rela- reduced by your postponed gain, if any. You are basis in the property. If the condemning author-tions to your tenants. not required to reduce the adjusted bases of the ity makes deposits with the court, you realize
corporation’s properties below your adjusted ba- gain when you withdraw (or have the right to
sis in the corporation’s stock (determined afterExample. You owned land and a building withdraw) amounts that are more than your ba-
reduction by your postponed gain).you rented to a manufacturing company. The sis.

Allocate this reduction to the following clas-building was condemned. During the replace-
This applies even if the amounts receivedses of property in the order shown below.ment period, you had a new building built on

are only partial or advance payments and the full
other land you already owned. You rented out

award has not yet been determined. A replace-1) Property that is similar or related in servicethe new building for use as a wholesale grocery ment will be too late if you wait for a final deter-or use to the condemned property.warehouse. The replacement property is also mination that does not take place in the
rental property, so the two properties are consid- 2) Depreciable property not reduced in (1). applicable replacement period after you first re-
ered similar or related in service or use if there is alize gain.3) All other property.
a similarity in all the following areas.

For accrual basis taxpayers, gain (if any)If two or more properties fall in the same class,
• Your management activities. accrues in the earlier year when either of theallocate the reduction to each property in pro-

following occurs.portion to the adjusted bases of all the properties• The amount and kind of services you pro-
in that class. The reduced basis of any singlevide to your tenants. • All events have occurred that fix the right
property cannot be less than zero. to the condemnation award and the• The nature of your business risks con-

amount can be determined with reasona-nected with the properties. Main home replaced. If your gain from a con-
ble accuracy.demnation of your main home is more than you

Leasehold replaced with fee simple prop- can exclude from your income (see Main home • All or part of the award is actually or con-
erty. Fee simple property you will use in your condemned under Gain or Loss From Condem- structively received.
trade or business or for investment can qualify nations, earlier), you can postpone reporting the

For example, if you have an absolute right to aas replacement property that is similar or related rest of the gain by buying replacement property
part of a condemnation award when it is depos-in service or use to a condemned leasehold if that is similar or related in service or use. To
ited with the court, the amount deposited ac-you use it in the same business and for the postpone reporting all the gain, the replacement
crues in the year the deposit is made evenidentical purpose as the condemned leasehold. property must cost at least as much as the
though the full amount of the award is still con-amount realized from the condemnation minusA fee simple property interest generally is a
tested.the excluded gain.property interest that entitles the owner to the

Replacement property bought before theYou must reduce the basis of your replace-entire property with unconditional power to dis-
condemnation. If you buy your replacementment property by the postponed gain. Also, ifpose of it during his or her lifetime. A leasehold
property after there is a threat of condemnationyou postpone reporting any part of your gainis property held under a lease, usually for a term
but before the actual condemnation and you stillunder these rules, you are treated as havingof years.
hold the replacement property at the time of theowned and used the replacement property as

Outdoor advertising display replaced with condemnation, you have bought your replace-your main home for the period you owned and
real property. You can choose to treat an ment property within the replacement period.used the condemned property as your main
outdoor advertising display as real property. If Property you acquire before there is a threat ofhome.
you make this choice and you replace the dis- condemnation does not qualify as replacement
play with real property in which you hold a differ- Replacement period. To postpone reporting property acquired within the replacement pe-
ent kind of interest, your replacement property your gain from a condemnation, you must buy riod.
can qualify as like-kind property. For example, replacement property within a certain period of
real property bought to replace a destroyed bill- Example. On April 3, 2002, city authoritiestime. This is the replacement period.
board and leased property on which the bill- notified you that your property would be con-The replacement period for a condemnation
board was located qualifies as property of a like demned. On June 5, 2002, you acquired prop-begins on the earlier of the following dates.
kind. erty to replace the property to be condemned.• The date on which you disposed of theYou can make this choice only if you did not You still had the new property when the city took

condemned property.claim a section 179 deduction for the display. possession of your old property on September
You cannot cancel this choice unless you get the • The date on which the threat of condem- 4, 2003. You have made a replacement within
consent of the Internal Revenue Service. nation began. the replacement period.
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Extension. You can get an extension of the riod. You used all but $1,000 of the amount Multiple-party transactions. The like-kind
replacement period if you apply to the IRS direc- exchange rules also apply to property ex-realized from the condemnation to buy the re-
tor for your area. You should apply before the changes that involve three- and four-party trans-placement property. You now change your mind
end of the replacement period. Your application actions. Any part of these multiple-partyand want to postpone reporting the $4,000 of
should contain all details of your need for an transactions can qualify as a like-kind exchangegain equal to the amount you spent for the re-
extension. You can file an application within a if it meets all the requirements described in thisplacement property. You should file a claim for
reasonable time after the replacement period section.refund on Form 1040X. Explain on Form 1040X
ends if you can show reasonable cause for the that you previously reported the entire gain from Receipt of title from third party. If you
delay. An extension of the replacement period the condemnation, but you now want to report receive property in a like-kind exchange and the
will be granted if you can show reasonable only the part of the gain equal to the condemna- other party who transfers the property to you
cause for not making the replacement within the tion proceeds not spent for replacement prop- does not give you the title, but a third party does,
regular period. erty ($1,000). you still can treat this transaction as a like-kind

Ordinarily, requests for extensions are exchange if it meets all the requirements.
granted near the end of the replacement period
or the extended replacement period. Extensions Reporting a Condemnation Basis of property received. If you acquire
are usually limited to a period of 1 year or less. Gain or Loss property in a like-kind exchange, the basis of
The high market value or scarcity of replace- that property is the same as the basis of theGenerally, you report gain or loss from a con-ment property is not a sufficient reason for grant- property you transferred.demnation on your return for the year you realizeing an extension. If your replacement property is For the basis of property received in an ex-the gain or loss.being built and you clearly show that the re- change that is only partially nontaxable, see
placement or restoration cannot be made within Partially Nontaxable Exchanges, later.

Personal-use property. Report gain from athe replacement period, you will be granted an
condemnation of property you held for personalextension of the period. Example. You exchanged real estate held
use (other than excluded gain from a condem- for investment with an adjusted basis of $25,000Choosing to postpone gain. Report your nation of your main home or postponed gain) on for other real estate held for investment. The fairchoice to postpone reporting your gain, along Schedule D (Form 1040). market value of both properties is $50,000. Thewith all necessary details, on a statement at-

Do not report loss from a condemnation of basis of your new property is the same as thetached to your return for the tax year in which
personal-use property. But, if you received a basis of the old ($25,000).you realize the gain.
Form 1099–S, Proceeds From Real EstateIf a partnership or a corporation owns the
Transactions (for example, showing the pro- Money paid. If, in addition to giving upcondemned property, only the partnership or
ceeds of a sale of real estate under threat of like-kind property, you pay money in a like-kindcorporation can choose to postpone reporting
condemnation), you must show the transaction exchange, you still have no recognized gain orthe gain.
on Schedule D even though the loss is not de- loss. The basis of the property received is the

Replacement property acquired after re- ductible. Complete columns (a) through (e), and basis of the property given up, increased by the
turn filed. If you buy the replacement property enter -0- in column (f). money paid.
after you file your return reporting your choice to
postpone reporting the gain, attach a statement Example. Bill Smith trades an old cab for aBusiness property. Report gain (other than
to your return for the year in which you buy the new one. The new cab costs $30,000. He ispostponed gain) or loss from a condemnation of
property. The statement should contain detailed allowed $8,000 for the old cab and pays $22,000property you held for business or profit on Form
information on the replacement property. cash. He has no recognized gain or loss on the4797. If you had a gain, you may have to report

transaction regardless of the adjusted basis ofall or part of it as ordinary income. See Like-KindAmended return. If you choose to post-
his old cab. If Bill sold the old cab to a third partyExchanges and Involuntary Conversions inpone reporting gain, you must file an amended
for $8,000 and bought a new one, he would havechapter 3.return for the year of the gain (individuals file
a recognized gain or loss on the sale of his oldForm 1040X) in either of the following situations.
cab equal to the difference between the amount

• You do not buy replacement property realized and the adjusted basis of the old cab.
within the replacement period. On your Nontaxable Exchangesamended return, you must report the gain Sale and purchase. If you sell property and
and pay any additional tax due. buy similar property in two mutually dependentCertain exchanges of property are not taxable.

transactions, you may have to treat the sale and• The replacement property you buy costs This means any gain from the exchange is not
purchase as a single nontaxable exchange.less than the amount realized for the con- recognized, and any loss cannot be deducted.

demned property (minus the gain you ex- Your gain or loss will not be recognized until you
Example. You used your car in your busi-cluded from income if the property was sell or otherwise dispose of the property you

ness for 2 years. Its adjusted basis is $3,500 andyour main home). On your amended re- receive.
its trade-in value is $4,500. You are interested inturn, you must report the part of the gain
a new car that costs $20,000. Ordinarily, youyou cannot postpone reporting and pay Like-Kind Exchanges would trade your old car for the new one and payany additional tax due.
the dealer $15,500. Your basis for depreciation

The exchange of property for the same kind of of the new car would then be $19,000 ($15,500Time for assessing a deficiency. Any defi- property is the most common type of nontaxable plus $3,500 adjusted basis of the old car).ciency for any tax year in which part of the gain is exchange. To be a like-kind exchange, the prop- You want your new car to have a larger basisrealized may be assessed at any time before the erty traded and the property received must be for depreciation, so you arrange to sell your oldexpiration of 3 years from the date you notify the both of the following. car to the dealer for $4,500. You then buy theIRS director for your area that you have re-
new one for $20,000 from the same dealer.• Qualifying property.placed, or intend not to replace, the condemned
However, you are treated as having exchangedproperty within the replacement period. • Like-kind property. your old car for the new one because the sale

Changing your mind. You can change and purchase are reciprocal and mutually de-These two requirements are discussed later.
your mind about reporting or postponing the pendent. Your basis for depreciation for the new

Additional requirements apply to exchangesgain at any time before the end of the replace- car is $19,000, the same as if you traded the old
in which the property received is not receivedment period. car.
immediately upon the transfer of the property
given up. See Deferred Exchange, later.Example. Your property was condemned Reporting the exchange. Report the ex-

If the like-kind exchange involves the receiptand you had a gain of $5,000. You reported the change of like-kind property, even though no
of money or unlike property or the assumption ofgain on your return for the year in which you gain or loss is recognized, on Form 8824. The
your liabilities, you may have to recognize gain.realized it, and paid the tax due. You buy re- instructions for the form explain how to report
See Partially Nontaxable Exchanges, later.placement property within the replacement pe- the details of the exchange.
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If you have any recognized gain because machinery for a store building does not qualify. 10) Tractor units for use over the road (asset
you received money or unlike property, report it Also, the exchange of livestock of different class 00.26).
on Schedule D (Form 1040) or Form 4797, sexes does not qualify.

11) Trailers and trailer-mounted containers
whichever applies. See chapter 4. You may

(asset class 00.27).Real property. An exchange of city propertyhave to report the recognized gain as ordinary
for farm property, or improved property for unim-income from depreciation recapture. See 12) Vessels, barges, tugs, and similar
proved property, is a like-kind exchange.Like-Kind Exchanges and Involuntary Conver- water-transportation equipment, except

The exchange of real estate you own for asions in chapter 3. those used in marine construction (asset
real estate lease that runs 30 years or longer is a class 00.28).Exchange expenses. Exchange expenses like-kind exchange. However, not all exchanges

13) Industrial steam and electric generation orare generally the closing costs you pay. They of interests in real property qualify. The ex-
include such items as brokerage commissions, distribution systems (asset class 00.4).change of a life estate expected to last less than
attorney fees, and deed preparation fees. Sub- 30 years for a remainder interest is not a

Product Classes. Product Classes includetract these expenses from the consideration re- like-kind exchange.
ceived to figure the amount realized on the property listed in a 4-digit product class (exceptAn exchange of a remainder interest in real
exchange. Also, add them to the basis of the any ending in “9,” a miscellaneous category) inestate for a remainder interest in other real es-
like-kind property received. If you receive cash Division D of the Standard Industrial Classifica-tate is a like-kind exchange if the nature or
or unlike property in addition to the like-kind tion codes of the Executive Office of the Presi-character of the two property interests is the
property and realize a gain on the exchange, dent, Office of Management and Budget,same.
subtract the expenses from the cash or fair mar- Standard Industrial Classification Manual (SIC

Foreign real property exchanges. Realket value of the unlike property. Then, use the Manual). Copies of the manual may be obtained
property located in the United States and realnet amount to figure the recognized gain. See from the National Technical Information Service,
property located outside the United States arePartially Nontaxable Exchanges, later. an agency of the U.S. Department of Com-not considered like-kind property under the

merce. To order the manual, call the Nationallike-kind exchange rules. If you exchange for-
T e c h n i c a l  I n f o r m a t i o n  S e r v i c e  a teign real property for property located in theQualifying Property 1–800–553–NTIS (1–800–553–6847). TheUnited States, your gain or loss on the exchange
cost of the manual is $42 plus shipping andis recognized. Foreign real property is real prop-In a like-kind exchange, both the property you handl ing and the order  number  iserty not located in a state or the District of Co-give up and the property you receive must be PB87–100012.lumbia.held by you for investment or for productive use

This foreign real property exchange rulein your trade or business. Machinery, buildings, Example 1. You transfer a personal com-
does not apply to the replacement of con-land, trucks, and rental houses are examples of puter used in your business for a printer to be
demned real property. Foreign and U.S. realproperty that may qualify. used in your business. The properties ex-
property can still be considered like-kind prop-The rules for like-kind exchanges do not ap- changed are within the same General Asset
erty under the rules for replacing condemnedply to exchanges of the following property. Class and are of a like class.
property to postpone reporting gain on the con-• Property you use for personal purposes, demnation. See Postponement of Gain under Example 2. Trena transfers a grader to Ronsuch as your home and your family car. Involuntary Conversions, earlier. in exchange for a scraper. Both are used in a

• Stock in trade or other property held pri- business. Neither property is within any of thePersonal property. Depreciable tangible per-
marily for sale, such as inventories, raw General Asset Classes. Both properties, how-sonal property can be either like kind or like
materials, and real estate held by dealers. ever, are within the same Product Class and areclass to qualify for nonrecognition treatment.

of a like class.• Stocks, bonds, notes, or other securities Like-class properties are depreciable tangible
or evidences of indebtedness, such as ac- personal properties within the same General Intangible personal property and nonde-
counts receivable. Asset Class or Product Class. Property classi- preciable personal property. If you ex-

fied in any General Asset Class may not be change intangible personal property or• Partnership interests.
classified within a Product Class. nondepreciable personal property for like-kind

• Certificates of trust or beneficial interest. property, no gain or loss is recognized on theGeneral Asset Classes. General Asset
exchange. (There are no like classes for these• Choses in action. Classes describe the types of property fre-
properties.) Whether intangible personal prop-quently used in many businesses. They includeHowever, you might have a nontaxable ex- erty, such as a patent or copyright, is of a likethe following property.change under other rules. See Other Nontax- kind to other intangible personal property gener-

able Exchanges, later. 1) Office furniture, fixtures, and equipment ally depends on the nature or character of the
(asset class 00.11). rights involved. It also depends on the nature orAn exchange of the assets of a business for

character of the underlying property to whichthe assets of a similar business cannot be 2) Information systems, such as computers
those rights relate.treated as an exchange of one property for an- and peripheral equipment (asset class

other property. Whether you engaged in a 00.12). Example. The exchange of a copyright on alike-kind exchange depends on an analysis of
3) Data handling equipment except com- novel for a copyright on a different novel caneach asset involved in the exchange. However,

puters (asset class 00.13). qualify as a like-kind exchange. However, thesee Multiple Property Exchanges, later.
exchange of a copyright on a novel for a copy-4) Airplanes (airframes and engines), except
right on a song is not a like-kind exchange.planes used in commercial or contract car-

Like-Kind Property rying of passengers or freight, and all heli- Goodwill and going concern. The ex-
copters (airframes and engines) (asset change of the goodwill or going concern value ofThere must be an exchange of like-kind prop-
class 00.21). a business for the goodwill or going concernerty. Like-kind properties are properties of the

value of another business is not a like-kind ex-same nature or character, even if they differ in 5) Automobiles and taxis (asset class 00.22).
change.grade or quality. The exchange of real estate for

6) Buses (asset class 00.23).real estate and the exchange of personal prop- Foreign personal property exchanges.
erty for similar personal property are exchanges Personal property used predominantly in the7) Light general purpose trucks (asset class
of like-kind property. For example, the trade of United States and personal property used00.241).
land improved with an apartment house for land predominantly outside the United States are not

8) Heavy general purpose trucks (asset classimproved with a store building, or a panel truck like-kind property under the like-kind exchange
00.242).for a pickup truck, is a like-kind exchange. rules. If you exchange property used predomi-

An exchange of personal property for real 9) Railroad cars and locomotives except nantly in the United States for property used
property does not qualify as a like-kind ex- those owned by railroad transportation predominantly outside the United States, your
change. For example, an exchange of a piece of companies (asset class 00.25). gain or loss on the exchange is recognized.

Chapter 1 Gain or Loss Page 11



Page 12 of 42 of Publication 544 8:12 - 26-NOV-2003

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

Predominant use. You determine the pre- tion period and the receipt period begin on the • The due date, including extensions, for
dominant use of property you gave up based on date of the earliest transfer. your tax return for the tax year in which
where that property was used during the 2-year the transfer of the property given up oc-Identifying replacement property. You
period ending on the date you gave it up. You curs.must identify the replacement property in a
determine the predominant use of the property signed written document and deliver it to the You must receive substantially the same prop-
you acquired based on where that property was other person involved in the exchange. You erty that met the identification requirement, dis-
used during the 2-year period beginning on the must clearly describe the replacement property cussed earlier.
date you acquired it. in the written document. For example, use the Replacement property produced afterBut if you held either property less than 2 legal description or street address for real prop- identification. In some cases, the replace-years, determine its predominant use based on erty and the make, model, and year for a car. In ment property may have been produced afterwhere that property was used only during the the same manner, you can cancel an identifica- you identified it (as described earlier in Replace-period of time you (or a related person) held it. tion of replacement property at any time before ment property to be produced.) In that case, toThis does not apply if the exchange is part of a the end of the identification period. determine whether the property you receivedtransaction (or series of transactions) structured

Identifying alternative and multiple proper- was substantially the same property that met theto avoid having to treat property as unlike prop-
ties. You can identify more than one replace- identification requirement, do not take into ac-erty under this rule.
ment property. Regardless of the number of count any variations due to usual productionHowever, you must treat property as used
properties you give up, the maximum number of changes. Substantial changes in the property topredominantly in the United States if it is used
replacement properties you can identify is the be produced, however, will disqualify it.outside the United States but, under section
larger of the following.168(g)(4) of the Internal Revenue Code, is eligi- If your replacement property is personal

ble for accelerated depreciation as though used property that had to be produced, it must be• Three.
in the United States. completed by the date you receive it to qualify as

• Any number of properties whose total fair substantially the same property you identified.
market value (FMV) at the end of the iden- If your replacement property is real property
tification period is not more than doubleDeferred Exchange that had to be produced and it is not completed
the total fair market value, on the date of by the date you receive it, it still may qualify as

A deferred exchange is one in which you trans- transfer, of all properties you give up. substantially the same property you identified. It
fer property you use in business or hold for will qualify only if, had it been completed on time,
investment and later you receive like-kind prop- If, as of the end of the identification period, it would have been considered to be substan-
erty you will use in business or hold for invest- you have identified more properties than permit- tially the same property you identified. It is con-
ment. (The property you receive is replacement ted under this rule, the only property that will be sidered to be substantially the same only to the
property.) The transaction must be an exchange considered identified is: extent it is considered real property under local
(that is, property for property) rather than a law. However, any additional production on the• Any replacement property you receivedtransfer of property for money used to buy re- replacement property after you receive it doesbefore the end of the identification period,placement property. not qualify as like-kind property. (To this extent,andIf, before you receive the replacement prop- the transaction is treated as a taxable exchange
erty, you actually or constructively receive • Any replacement property identified before of property for services.)
money or unlike property in full payment for the the end of the identification period and re-
property you transfer, the transaction will be ceived before the end of the receipt pe-
treated as a sale rather than a deferred ex- riod, but only if the fair market value of the Like-Kind Exchanges
change. In that case, you must recognize gain or property is at least 95% of the total fair Using Qualified Intermediaries
loss on the transaction, even if you later receive market value of all identified replacement
the replacement property. (It would be treated properties. (Do not include any you can- If you transfer property through a qualified inter-
as if you bought it.) celed.) Fair market value is determined on mediary, the transfer of the property given up

You constructively receive money or unlike the earlier of the date you received the and receipt of like-kind property is treated as an
property when the money or property is credited property or the last day of the receipt pe- exchange. This rule applies even if you receive
to your account or made available to you. You riod. money or other property directly from a party to
also constructively receive money or unlike the transaction other than the qualified interme-

Disregard incidental property. Do notproperty when any limits or restrictions on it diary.
treat property incidental to a larger item of prop-expire or are waived. A qualified intermediary is a person who
erty as separate from the larger item when youWhether you actually or constructively re- enters into a written exchange agreement with
identify replacement property. Property is inci-ceive money or unlike property, however, is de- you to acquire and transfer the property you give
dental if it meets both the following tests.termined without regard to certain arrangements up and to acquire the replacement property and

you make to ensure that the other party carries transfer it to you. This agreement must ex-• It is typically transferred with the larger
out its obligation to transfer the replacement pressly limit your rights to receive, pledge, bor-item.
property to you. For example, if you have that row, or otherwise obtain the benefits of money or• The total fair market value of all the inci-obligation secured by a mortgage or by cash or other property held by the qualified intermediary.

dental property is not more than 15% ofits equivalent held in a qualified escrow account
the total fair market value of the largeror qualified trust, that arrangement will be disre- Multiple-party transactions involving related
item of property.garded in determining whether you actually or persons. A taxpayer who transfers property

constructively receive money or unlike property. given up to a qualified intermediary in exchange
Replacement property to be produced.For  more in format ion,  see sect ion for replacement property formerly owned by a

Gain or loss from a deferred exchange can qual-1.1031(k)-1(g) of the regulations. Also, see related person is not entitled to nonrecognition
ify for nonrecognition even if the replacementLike-Kind Exchanges Using Qualified In- treatment if the related person receives cash or
property is not in existence or is being producedtermediaries, later. unlike property for the replacement property.
at the time you identify it as replacement prop- (See Like-Kind Exchanges Between Related
erty. If you need to know the fair market value ofIdentification requirement. You must identify Persons, later.)
the replacement property to identify it, estimatethe property to be received within 45 days after A qualified intermediary cannot be either of
its fair market value as of the date you expect tothe date you transfer the property given up in the the following.
receive it.exchange. This period of time is called the iden-

tification period. Any property received during • Your agent at the time of the transaction.
Receipt requirement. The property must bethe identification period is considered to have This includes a person who has been your
received by the earlier of the following dates.been identified. employee, attorney, accountant, invest-

If you transfer more than one property (as • The 180th day after the date on which you ment banker or broker, or real estate
part of the same transaction) and the properties transfer the property given up in the ex- agent or broker within the 2-year period
are transferred on different dates, the identifica- change. before the transfer of property you give up.
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• A person who is related to you or your • You and the EAT agree to report the ac- • Hold qualified indications of ownership
agent under the rules discussed in chapter quisition, holding, and disposition of the (defined next) at all times from the date of
2 under Nondeductible Loss, substituting property on your federal income tax re- acquisition of the property until the prop-
“10%” for “50%.” turns in a manner consistent with the erty is transferred (as described in (2),

agreement. earlier).
An intermediary is treated as acquiring and • The EAT will be treated as the beneficial • Be someone other than you or a disquali-transferring property if all the following require-

owner of the property for all federal in- fied person (as defined in 2(b), earlier).ments are met.
come tax purposes.

• Be subject to federal income tax. If the• The intermediary acquires and transfers
EAT is treated as a partnership or S cor-Property can be treated as being held in alegal title to the property.
poration, more than 90% of its interests orQEAA even if the accounting, regulatory, or• The intermediary enters into an agreement stock must be owned by partners orstate, local, or foreign tax treatment of the ar-

with a person other than you for the trans- shareholders who are subject to federalrangement between you and the EAT is different
fer to that person of the property you give income tax.from the treatment required by the list above.
up and that property is transferred to that

Bona fide intent. When the qualified indica-person. Qualified indications of ownership. Qual-
tions of ownership of the property are trans- ified indications of ownership are any of the• The intermediary enters into an agreement ferred to the EAT, it must be your bona fide following.with the owner of the replacement prop- intent that the property held by the EAT repre-

erty for the transfer of that property and • Legal title to the property.sents either replacement property or relin-
the replacement property is transferred to quished property in an exchange intended to • Other indications of ownership of the prop-you. qualify for nonrecognition of gain (in whole or in erty that are treated as beneficial owner-

part) or loss under the like-kind exchange rules. ship of the property under principles ofAn intermediary is treated as entering into an
commercial law (for example, a contractagreement if the rights of a party to the agree- Time limits for identifying and transferring
for deed).ment are assigned to the intermediary and all property. Under a QEAA, the following time

parties to that agreement are notified in writing limits for identifying and transferring the property • Interests in an entity that is disregarded as
of the assignment by the date of the relevant must be met. an entity separate from its owner for fed-
transfer of property. eral income tax purposes (for example, a1) No later than 45 days after the transfer of

single member limited liability company)qualified indications of ownership of the
and that holds either legal title to the prop-replacement property to the EAT; youLike-Kind Exchanges Using erty or other indications of ownership.must identify the relinquished property in aQualified Exchange

manner consistent with the principles forAccommodation Arrangements
deferred exchanges. See Identification re- Other permissible arrangements. Property(QEAAs)
quirement earlier under Deferred Ex- will not fail to be treated as being held in a QEAA
change. as a result of certain legal or contractual ar-The like-kind exchange rules generally do not

rangements, regardless of whether the arrange-apply to an exchange in which you acquire re- 2) One of the following transfers must take
ments contain terms that typically would resultplacement property (new property) before you place no later than 180 days after the
from arm’s-length bargaining between unrelatedtransfer relinquished property (property you give transfer of qualified indications of owner-
parties for those arrangements. For a list ofup). However, if you use a qualified exchange ship of the property to the EAT.
those arrangements, see Revenue Procedureaccommodation arrangement (QEAA), the
2000–37 in Internal Revenue Bulletin No.transfer may qualify as a like-kind exchange. a) The replacement property is transferred
2000–40.Under a QEAA, either the replacement prop- to you (either directly or indirectly

erty or the relinquished property is transferred to through a qualified intermediary, de-
an exchange accommodation titleholder (EAT), fined earlier under Like-Kind Ex-

Partially Nontaxable Exchangesdiscussed later, who is treated as the beneficial changes Using Qualified
owner of the property for federal income tax Intermediaries).

If, in addition to like-kind property, you receivepurposes. If the property is held in a QEAA, the
b) The relinquished property is transferred money or unlike property in an exchange onIRS will accept the qualification of property as

to a person other than you or a disqual- which you realize a gain, you have a partiallyeither replacement property or relinquished
ified person. A disqualified person is ei- nontaxable exchange. You are taxed on the gainproperty and the treatment of an EAT as the
ther of the following. you realize, but only to the extent of the moneybeneficial owner of the property for federal in-

and the fair market value of the unlike propertycome tax purposes. i) Your agent at the time of the trans- you receive.
action. This includes a person who

Requirements for a QEAA. Property is held A loss is never deductible in a nontax-has been your employee, attorney,
in a QEAA only if all the following requirements able exchange in which you receiveaccountant, investment banker or
are met. unlike property or cash.broker, or real estate agent or bro-

TIP

ker within the 2-year period before• You have a written agreement.
the transfer of the relinquished Figuring taxable gain. To figure the taxable• The time limits for identifying and transfer- property. gain, first determine the fair market value of anyring the property are met.

unlike property you receive and add it to anyii) A person who is related to you or• The qualified indications of ownership of money you receive. Reduce that total by anyyour agent under the rules dis-
property are transferred to an EAT. exchange expenses (closing costs) you paid.cussed in chapter 2 under Nonde-

The result is the maximum gain that can beductible Loss, substituting “10%” for
taxed. Next, figure the gain on the whole ex-“50%.”Written agreement. Under a QEAA, you and
change as discussed earlier under Gain or Lossthe EAT must enter into a written agreement no
From Sales and Exchanges. Your recognizedlater than 5 business days after the qualified 3) The combined time period the relinquished (taxable) gain is the lesser of these twoindications of ownership (discussed later) are property and replacement property are amounts.transferred to the EAT. The agreement must held in the QEAA cannot be longer than

provide all the following. 180 days. Example. You exchange real estate held for
• The EAT is holding the property for your investment with an adjusted basis of $8,000 for

benefit in order to facilitate an exchange Exchange accommodation titleholder (EAT). other real estate you want to hold for investment.
under the like-kind exchange rules and The EAT must meet all the following require- The fair market value of the real estate you
Revenue Procedure 2000–37. ments. receive is $10,000. You also receive $1,000 in

Chapter 1 Gain or Loss Page 13
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cash. You paid $500 in exchange expenses. the date of the exchange. The rest is the basis mining whether the exchange group has a
Although the total gain realized on the transac- of the like-kind property. surplus or a deficiency. (See Exchange group
tion is $2,500, only $500 ($1,000 cash received surplus and deficiency, later.) This reduction is
minus the $500 exchange expenses) is recog- also made in determining whether a residual

Multiple Property Exchangesnized (included in your income). group is created. (See Residual group, later.)
If you are relieved of more liabilities than

Assumption of liabilities. If the other party to Under the like-kind exchange rules, you gener- you assume, treat the difference as cash, gen-
a nontaxable exchange assumes any of your ally must make a property-by-property compari- eral deposit accounts (other than certificates of
liabilities, you will be treated as if you received son to figure your recognized gain and the basis deposit), and similar items when making alloca-
cash in the amount of the liability. For more of the property you receive in the exchange. tions to the residual group, discussed later.
information on the assumption of liabilities, see However, for exchanges of multiple properties, The treatment of liabilities and any differ-section 357(d) of the Internal Revenue Code. you do not make a property-by-property com- ences between amounts you assume and

parison if you do either of the following. amounts you are relieved of will be the sameExample. The facts are the same as in the
even if the like-kind exchange treatment applies• Transfer and receive properties in two orprevious example, except the property you give
to only part of a larger transaction. If so, deter-more exchange groups.up is subject to a $3,000 mortgage for which you
mine the difference in liabilities based on allwere personally liable. The other party in the • Transfer or receive more than one prop- liabilities you assume or are relieved of as part oftrade has agreed to pay off the mortgage. Figure erty within a single exchange group. the larger transaction.the gain realized as follows.

In these situations, you figure your recognized
Example. The facts are the same as in thegain and the basis of the property you receive byFMV of like-kind property received . . $10,000

preceding example. In addition, the fair marketcomparing the properties within each exchangeCash . . . . . . . . . . . . . . . . . . . . . . 1,000
value of and liabilities secured by each propertygroup.Mortgage treated as assumed by
are as follows.other party . . . . . . . . . . . . . . . . . . 3,000

Total received . . . . . . . . . . . . . . . . $14,000 Exchange groups. Each exchange group
FairMinus: Exchange expenses . . . . . . . (500) consists of properties transferred and received

MarketAmount realized . . . . . . . . . . . . . . $13,500 in the exchange that are of like kind or like class.
Value LiabilityMinus: Adjusted basis of property you (See Like-Kind Property, earlier.) If property

Ben Transfers:transferred . . . . . . . . . . . . . . . . . . (8,000) could be included in more than one exchange
Realized gain . . . . . . . . . . . . . . . . $5,500 group, you can include it in any one of those Computer A . . . . . . . . . $1,500 $ -0-

groups. However, the following may not be in-The realized gain is taxed only up to $3,500, Automobile A . . . . . . . . 2,500 500
cluded in an exchange group.the sum of the cash received ($1,000 − $500 Truck A . . . . . . . . . . . . 2,000 -0-

exchange expenses) and the mortgage • Money.
($3,000). Ben Receives:

• Stock in trade or other property held pri-
Unlike property given up. If, in addition to Computer R . . . . . . . . . $1,600 $ -0-marily for sale.
like-kind property, you give up unlike property, Automobile R . . . . . . . . 3,100 750• Stocks, bonds, notes, or other securitiesyou must recognize gain or loss on the unlike Truck R . . . . . . . . . . . . 1,400 250

or evidences of debt or interest.property you give up. The gain or loss is equal to Cash . . . . . . . . . . . . . . 400
the difference between the fair market value of • Interests in a partnership. All liabilities assumed by Ben ($1,000) arethe unlike property and the adjusted basis of the

offset by all liabilities of which he is relieved• Certificates of trust or beneficial interests.unlike property.
($500), resulting in a difference of $500. The• Choses in action. difference is allocated among Ben’s exchangeExample. You exchange stock and real es-
groups in proportion to the fair market value oftate you held for investment for real estate you

Example. Ben exchanges computer A (as- the properties received in the exchange groupsalso intend to hold for investment. The stock you
set class 00.12), automobile A (asset class as follows.transfer has a fair market value of $1,000 and an
00.22), and truck A (asset class 00.241) foradjusted basis of $4,000. The real estate you • $131 ($500 × $1,600 ÷ $6,100) is allo-computer R (asset class 00.12), automobile Rexchange has a fair market value of $19,000 cated to the first exchange group (com-(asset class 00.22), truck R (asset classand an adjusted basis of $15,000. The real es- puters A and R). The fair market value of00.241), and $400. All properties transferredtate you receive has a fair market value of computer R is reduced to $1,469 ($1,600were used in Ben’s business. Similarly, all$20,000. You do not recognize gain on the ex- − $131).properties received will be used in his business.change of the real estate because it qualifies as

• $254 ($500 × $3,100 ÷ $6,100) is allo-The first exchange group consists of com-a nontaxable exchange. However, you must rec-
cated to the second exchange group (au-puters A and R, the second exchange groupognize (report on your return) a $3,000 loss on
tomobiles A and R). The fair market valueconsists of automobiles A and R, and the thirdthe stock because it is unlike property.
of automobile R is reduced to $2,846exchange group consists of trucks A and R.

Basis of property received. The total basis ($3,100 − $254).
Treatment of liabilities. Offset all liabilitiesfor all properties (other than money) you receive

• $115 ($500 × $1,400 ÷ $6,100) is allo-you assume as part of the exchange against allin a partially nontaxable exchange is the total
cated to the third exchange group (trucksliabilities of which you are relieved. Offset theseadjusted basis of the properties you give up, with
A and R). The fair market value of truck Rliabilities whether they are recourse or nonre-the following adjustments.
is reduced to $1,285 ($1,400 − $115).course and regardless of whether they are se-

1) Add both the following amounts. cured by or otherwise relate to specific property In each exchange group, Ben uses the reduced
transferred or received as part of the exchange. fair market value of the properties received toa) Any additional costs you incur.

If you assume more liabilities than you are figure the exchange group’s surplus or defi-
b) Any gain you recognize on the ex- relieved of, allocate the difference among the ciency and to determine whether a residual

change. exchange groups in proportion to the total fair group has been created.
market value of the properties you received in

2) Subtract both the following amounts. the exchange groups. The difference allocated Residual group. A residual group is created if
to each exchange group may not be more than the total fair market value of the properties trans-

a) Any money you receive. the total fair market value of the properties you ferred in all exchange groups differs from the
received in the exchange group. total fair market value of the properties receivedb) Any loss you recognize on the ex-

The amount of the liabilities allocated to an in all exchange groups after taking into accountchange.
exchange group reduces the total fair market the treatment of liabilities (discussed earlier).

Allocate this basis first to the unlike property, value of the properties received in that ex- The residual group consists of money or other
other than money, up to its fair market value on change group. This reduction is made in deter- property that has a total fair market value equal

Page 14 Chapter 1 Gain or Loss



Page 15 of 42 of Publication 544 8:12 - 26-NOV-2003

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

to that difference. It consists of either money or This transaction results in two exchange more than the fair market value of automobile B
groups: (1) computer A and printer B, and (2) ($2,950) by that amount.other property transferred in the exchange or
automobile A and automobile B.money or other property received in the ex-

Recognized gain. Gain or loss realized forchange, but not both. The fair market values of the properties are
each exchange group and the residual group isas follows.Other property includes the following items. the difference between the total fair market
value of the transferred properties in that ex-• Stock in trade or other property held pri- Fair
change group or residual group and the totalmarily for sale. Market
adjusted basis of the properties. For each ex-Value• Stocks, bonds, notes, or other securities change group, recognized gain is the lesser ofFran Transfers:

or evidences of debt or interest. the gain realized or the exchange group defi-
ciency (if any). Losses are not recognized for anComputer A . . . . . . . . . . . . . . . $1,000• Interests in a partnership.

Automobile A . . . . . . . . . . . . . . 4,000 exchange group. The total gain recognized on
• Certificates of trust or beneficial interests. the exchange of like-kind or like-class properties

Fran Receives: is the sum of all the gain recognized for each• Choses in action.
exchange group.

Other property also includes property trans- Automobile B . . . . . . . . . . . . . . $2,950 For a residual group, you must recognize the
Printer B . . . . . . . . . . . . . . . . . . 800ferred that is not of a like kind or like class with entire gain or loss realized.
Corporate Stock . . . . . . . . . . . . 750any property received, and property received For properties you transfer that are not within
Cash . . . . . . . . . . . . . . . . . . . . 500that is not of a like kind or like class with any any exchange group or the residual group, fig-

property transferred. ure realized and recognized gain or loss asThe total fair market value of the properties
explained under Gain or Loss From Sales andtransferred in the exchange groups ($5,000) isFor asset acquisitions occurring after March
Exchanges, earlier.$1,250 more than the total fair market value of15, 2001, money and properties allocated to the

the properties received in the exchange groupsresidual group are considered to come from the Example. Based on the facts in the previous($3,750), so there is a residual group in thatfollowing assets in the following order. example, Karen recognizes gain on the ex-amount. It consists of the $500 cash and the
change as follows.$750 worth of corporate stock.1) Cash and general deposit accounts (in-

For the first exchange group, the gain real-cluding checking and savings accounts but
ized is the fair market value of computer AExchange group surplus and deficiency.excluding certificates of deposit). Also, in- ($1,000) minus its adjusted basis ($375), orFor each exchange group, you must determineclude here excess liabilities of which you $625. The gain recognized is the lesser of thewhether there is an “exchange group surplus” orare relieved over the amount of liabilities gain realized ($625) or the exchange group defi-“exchange group deficiency.” An exchange

you assume. ciency ($0), or $0.group surplus is the total fair market value of
For the second exchange group, the gainthe properties received in an exchange group2) Certificates of deposit, U.S. Government

realized is the fair market value of automobile A(minus any excess liabilities you assume thatsecurities, foreign currency, and actively
($4,000) minus its adjusted basis ($1,500), orare allocated to that exchange group) that istraded personal property, including stock
$2,500. The gain recognized is the lesser of themore than the total fair market value of theand securities.
gain realized ($2,500) or the exchange groupproperties transferred in that exchange group.

3) Accounts receivable, other debt instru- deficiency ($1,050), or $1,050.An exchange group deficiency is the total fair
ments, and assets that you mark to market The total gain recognized by Karen in themarket value of the properties transferred in an
at least annually for federal income tax exchange is the sum of the gains recognizedexchange group that is more than the total fair
purposes. However, see section with respect to both exchange groups ($0 +market value of the properties received in that
1.338–6(b)(2)(iii) of the regulations for ex- $1,050), or $1,050.exchange group (minus any excess liabilities
ceptions that apply to debt instruments is- you assume that are allocated to that exchange

Basis of properties received. The total basissued by persons related to a target group).
of properties received in each exchange groupcorporation, contingent debt instruments,
is the sum of the following amounts.Example. Karen exchanges computer Aand debt instruments convertible into stock

(asset class 00.12) and automobile A (assetor other property. 1) The total adjusted basis of the transferred
class 00.22), both of which she used in her properties within that exchange group.4) Property of a kind that would properly be business, for printer B (asset class 00.12) and

included in inventory if on hand at the end 2) Your recognized gain on the exchangeautomobile B (asset class 00.22), both of which
of the tax year or property held by the group.she will use in her business. Karen’s adjusted
taxpayer primarily for sale to customers in basis and the fair market value of the exchanged 3) The excess liabilities you assume that arethe ordinary course of business. properties are as follows. allocated to the group.

5) Assets other than those listed in (1), (2),
Fair 4) The exchange group surplus (or minus the(3), (4), (6) and (7).

Adjusted Market exchange group deficiency).
6) All section 197 intangibles except goodwill Basis Value

You allocate the total basis of each exchangeand going concern value. Karen Transfers:
group proportionately to each property received

7) Goodwill and going concern value. in the exchange group according to theAutomobile A . . . . . . . . . $1,500 $4,000
property’s fair market value.Computer A . . . . . . . . . . 375 1,000Within each category, you can choose which

The basis of each property received withinproperties to allocate to the residual group. If an
the residual group (other than money) is equal toKaren Receives:asset described in any of the categories above,
its fair market value.except (1), is includible in more than one cate-

Printer B . . . . . . . . . . . . . . . . . . . . $2,050gory, include it in the lower number category. Automobile B . . . . . . . . . . . . . . . . 2,950 Example. Based on the facts in the two pre-
For example, if an asset is described in both (3) vious examples, the bases of the properties re-
and (4), include it in (3). The first exchange group consists of computer A ceived by Karen in the exchange, printer B and

and printer B. It has an exchange group surplus automobile B, are determined in the following
Example. Fran exchanges computer A (as- of $1,050 because the fair market value of manner.

set class 00.12) and automobile A (asset class printer B ($2,050) is more than the fair market The basis of the property received in the first
00.22) for printer B (asset class 00.12), automo- value of computer A ($1,000) by that amount. exchange group is $1,425. This is the sum of the
bile B (asset class 00.22), corporate stock, and The second exchange group consists of au- following amounts.
$500. Fran used computer A and automobile A tomobile A and automobile B. It has an ex-
in her business and will use printer B and auto- change group deficiency of $1,050 because the 1) Adjusted basis of the property transferred
mobile B in her business. fair market value of automobile A ($4,000) is within that exchange group ($375).
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2) Gain recognized for that exchange group minus the $1,000 adjusted basis of the pickup interests in the same partnership or different
truck). partnerships. However, under certain circum-($0).

However, because this was a like-kind ex- stances the exchange may be treated as a
3) Excess liabilities assumed allocated to that

change, you recognized no gain. Your basis in tax-free contribution of property to a partnership.
exchange group ($0). the pickup truck was $6,200 (the $6,000 ad- See Contribution of Property in Publication 541,

4) Exchange group surplus ($1,050). justed basis of the panel truck plus the $200 you Partnerships.
paid). Your sister recognized gain only to the An interest in a partnership that has a validPrinter B is the only property received within the
extent of the money she received, $200. Her choice in effect under section 761(a) of the Inter-

first exchange group, so the entire basis of
basis in the panel truck was $1,000 (the $1,000 nal Revenue Code to be excluded from all the

$1,425 is allocated to printer B. adjusted basis of the pickup truck minus the rules of Subchapter K of the Code is treated as
The basis of the property received in the $200 received, plus the $200 gain recognized). an interest in each of the partnership assets and

second exchange group is $1,500. This is fig- In 2003, you sold the pickup truck to a third not as a partnership interest. See Exclusion
ured as follows. party for $7,000. You sold it within 2 years after From Partnership Rules in Publication 541.

First, add the following amounts. the exchange, so the exchange is disqualified
from nonrecognition treatment. On your 2003

1) Adjusted basis of the property transferred U.S. Treasury Notes or Bondstax return, you must report your $1,000 gain on
within that exchange group ($1,500). the 2002 exchange. You also report a loss on

Certain issues of U.S. Treasury obligations maythe sale of $200 (the adjusted basis of the2) Gain recognized for that exchange group
be exchanged for certain other issues desig-pickup truck, $7,200 (its $6,200 basis plus the($1,050).
nated by the Secretary of the Treasury with no$1,000 gain recognized), minus the $7,000 real-

3) Excess liabilities assumed allocated to that gain or loss recognized on the exchange. Seeized from the sale).
exchange group ($0). U.S. Treasury Bills, Notes, and Bonds underIn addition, your sister must report on her

Interest Income in Publication 550 for more in-2003 tax return the $6,000 balance of her gainThen subtract the exchange group deficiency
formation on the tax treatment of income fromon the 2002 exchange. Her adjusted basis in the($1,050).
these investments.panel truck is increased to $7,000 (its $1,000Automobile B is the only property received

basis plus the $6,000 gain recognized). For other information on these noteswithin the second exchange group, so the entire
and bonds, call the Bureau of the Pub-basis ($1,500) is allocated to automobile B.

Two-year holding period. The 2-year holding lic Debt at 1–304–480–6158, or write
period begins on the date of the last transfer of to the following address.
property that was part of the like-kind exchange.Like-Kind Exchanges Bureau of the Public Debt
If the holder’s risk of loss on the property is Attn: Marketable Assistance BranchBetween Related Persons
substantially diminished during any period, how- P.O. Box 426
ever, that period is not counted toward theSpecial rules apply to like-kind exchanges be- Parkersburg, WV 26101
2-year holding period. The holder’s risk of losstween related persons. These rules affect both
on the property is substantially diminished by Or, on the Internet, visit:direct and indirect exchanges. Under these
any of the following events. www.publicdebt.treas.govrules, if either person disposes of the property

within 2 years after the exchange, the exchange • The holding of a put on the property.
is disqualified from nonrecognition treatment.

• The holding by another person of a right toThe gain or loss on the original exchange must
acquire the property.be recognized as of the date of the later disposi-

tion. • A short sale or other transaction. Insurance Policies and Annuities

Related persons. Under these rules, related No gain or loss is recognized if you make any ofA put is an option that entitles the holder to
persons include, for example, you and a mem- the following exchanges.sell property at a specified price at any time
ber of your family (spouse, brother, sister, par- before a specified future date. • A life insurance contract for another or forent, child, etc.), you and a corporation in which A short sale involves property you generally an endowment or annuity contract.you have more than 50% ownership, you and a do not own. You borrow the property to deliver to
partnership in which you directly or indirectly • An endowment contract for an annuitya buyer and, at a later date, buy substantially
own more than a 50% interest of the capital or contract or for another endowment con-identical property and deliver it to the lender.
profits, and two partnerships in which you di- tract providing for regular payments begin-
rectly or indirectly own more than 50% of the ning at a date not later than the beginningExceptions to the rules for related persons.
capital interests or profits. date under the old contract.The following kinds of property dispositions are

excluded from these rules.An exchange structured to avoid the • One annuity contract for another if the in-
related party rules is not a like-kind sured or annuitant remains the same.• Dispositions due to the death of either re-
exchange. See Like-Kind Exchanges lated person.CAUTION

!
• A portion of an annuity contract for a newUsing Qualified Intermediaries, earlier.

annuity contract if the insured or annuitant• Involuntary conversions.
For more information on related persons, remains the same.• Dispositions if it is established to the satis-see Nondeductible Loss under Sales and Ex-

faction of the IRS that neither the ex-changes Between Related Persons in chapter 2. If you realize a gain on the exchange of an
change nor the disposition had as a main endowment contract or annuity contract for a life
purpose the avoidance of federal incomeExample. You used a panel truck in your insurance contract or an exchange of an annuity
tax.house painting business. Your sister used a contract for an endowment contract, you must

pickup truck in her landscaping business. In recognize the gain.
December 2002, you exchanged your panel For information on transfers and rollovers ofOther Nontaxable Exchangestruck plus $200 for your sister’s pickup truck. At employer-provided annuities, see Publication
that time, the fair market value (FMV) of your 575, Pension and Annuity Income, or Publica-The following discussions describe other ex-
panel truck was $7,000 and its adjusted basis tion 571, Tax-Sheltered Annuity Plans (403(b)changes that may not be taxable.
was $6,000. The fair market value of your Plans).
sister’s pickup truck was $7,200 and its adjusted
basis was $1,000. You realized a gain of $1,000 Cash received. The nonrecognition and non-Partnership Interests
(the $7,200 fair market value of the pickup truck taxable transfer rules do not apply to a rollover in
minus the $200 you paid minus the $6,000 ad- Exchanges of partnership interests do not qual- which you receive cash proceeds from the sur-
justed basis of the panel truck). Your sister real- ify as nontaxable exchanges of like-kind prop- render of one policy and invest the cash in an-
ized a gain of $6,200 (the $7,000 fair market erty. This applies regardless of whether they are other policy. However, you can treat a cash
value of your panel truck plus the $200 you paid general or limited partnership interests or are distribution and reinvestment as meeting the
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nonrecognition or nontaxable transfer rules if all (including a security) that accrued while Money or other property received. If, in an
the following requirements are met. you held the debt. otherwise nontaxable exchange of property for

corporate stock, you also receive money or
1) When you receive the distribution, the in- property other than stock, you may have to rec-Control of a corporation. To be in control of a

surance company that issued the policy or ognize gain. You must recognize gain only up tocorporation, you or your group of transferorscontract is subject to a rehabilitation, con- the amount of money plus the fair market valuemust own, immediately after the exchange, atservatorship, insolvency, or similar state of the other property you receive. The rules forleast 80% of the total combined voting power ofproceeding. figuring the recognized gain in this situation gen-all classes of stock entitled to vote and at least
erally follow those for a partially nontaxable ex-2) You withdraw all amounts to which you are 80% of the outstanding shares of each class of
change discussed earlier under Like-Kindentitled or, if less, the maximum permitted nonvoting stock.
Exchanges. If the property you give up includesunder the state proceeding.

The control requirement can be met depreciable property, the recognized gain may3) You reinvest the distribution within 60 days even though there are successive
have to be reported as ordinary income fromafter receipt in a single policy or contract transfers of property and stock. For

TIP

depreciation. See chapter 3. No loss is recog-issued by another insurance company or more information, see Revenue Ruling
nized.in a single custodial account. 2003–51 in Internal Revenue Bulletin No.

2003–21. Nonqualified preferred stock. Nonquali-4) You assign all rights to future distributions
fied preferred stock is treated as property otherto the new issuer for investment in the new
than stock. Generally, it is preferred stock withExample 1. You and Bill Jones buy propertypolicy or contract if the distribution was

for $100,000. You both organize a corporation any of the following features.restricted by the state proceeding.
when the property has a fair market value of

• The holder has the right to require the5) You would have qualified under the non- $300,000. You transfer the property to the cor-
recognition or nontaxable transfer rules if issuer or a related person to redeem orporation for all its authorized capital stock, which
you had exchanged the affected policy or buy the stock.has a par value of $300,000. No gain is recog-
contract for the new one. nized by you, Bill, or the corporation. • The issuer or a related person is required

If you do not reinvest all of the cash distribution, to redeem or buy the stock.
Example 2. You and Bill transfer the prop-the rules for partially nontaxable exchanges, dis- • The issuer or a related person has theerty with a basis of $100,000 to a corporation incussed earlier, apply.

right to redeem or buy the stock and, onexchange for stock with a fair market value ofIn addition to meeting these five require- the issue date, it is more likely than not$300,000. This represents only 75% of eachments, you must do both the following. that the right will be exercised.class of stock of the corporation. The other 25%
was already issued to someone else. You and1) Give to the issuer of the new policy or • The dividend rate on the stock varies with
Bill recognize a taxable gain of $200,000 on thecontract a statement that includes all the reference to interest rates, commodity
transaction.following information. prices, or similar indices.

Services rendered. The term property does For a detailed definition of nonqualified pre-a) The gross amount of cash distributed.
not include services rendered or to be rendered ferred stock, see section 351(g)(2) of the Inter-

b) The amount reinvested. to the issuing corporation. The value of stock nal Revenue Code.
received for services is income to the recipient.c) Your investment in the affected policy Liabilities. If the corporation assumes your

or contract on the date of the initial
liabilities, the exchange generally is not treatedExample. You transfer property worthcash distribution.
as if you received money or other property.$35,000 and render services valued at $3,000 to
There are two exceptions to this treatment.a corporation in exchange for stock valued at2) Attach the following items to your timely

$38,000. Right after the exchange, you ownfiled tax return for the year of the initial • If the liabilities the corporation assumes85% of the outstanding stock. No gain is recog-distribution. are more than your adjusted basis in thenized on the exchange of property. However,
property you transfer, gain is recognizedyou recognize ordinary income of $3,000 asa) A statement titled “Election under Rev.
up to the difference. However, if the liabili-payment for services you rendered to the corpo-Proc. 92–44” that includes the name of
ties assumed give rise to a deductionration.the issuer and the policy number (or
when paid, such as a trade account pay-similar identifying number) of the new
able or interest, no gain is recognized.Property of relatively small value. The termpolicy or contract.

property does not include property of a rela- • If there is no good business reason for theb) A copy of the statement given to the tively small value when it is compared to the corporation to assume your liabilities, or ifissuer of the new policy or contract. value of stock and securities already owned or to your main purpose in the exchange is to
be received for services by the transferor if the avoid federal income tax, the assumption
main purpose of the transfer is to qualify for the is treated as if you received money in the
nonrecognition of gain or loss by other transfer- amount of the liabilities.Property Exchanged for Stock ors.

For more information on the assumption of liabil-Property transferred will not be considered toIf you transfer property to a corporation in ex-
ities, see section 357(d) of the Internal Revenuebe of relatively small value if its fair market valuechange for stock in that corporation (other than
Code.is at least 10% of the fair market value of thenonqualified preferred stock, described later),

stock and securities already owned or to beand immediately afterward you are in control of
Example. You transfer property to a corpo-received for services by the transferor.the corporation, the exchange is usually not tax-

ration for stock. Immediately after the transfer,able. This rule applies both to individuals and to
Stock received in disproportion to property you control the corporation. You also receivegroups who transfer property to a corporation. It
transferred. If a group of transferors ex- $10,000 in the exchange. Your adjusted basis indoes not apply in the following situations.
change property for corporate stock, each trans- the transferred property is $20,000. The stock
feror does not have to receive stock in• The corporation is an investment com- you receive has a fair market value (FMV) of
proportion to his or her interest in the propertypany. $16,000. The corporation also assumes a
transferred. If a disproportionate transfer takes $5,000 mortgage on the property for which you• You transfer the property in a bankruptcy place, it will be treated for tax purposes in accor- are personally liable. Gain is realized as follows.or similar proceeding in exchange for dance with its true nature. It may be treated as if

stock used to pay creditors. the stock were first received in proportion and FMV of stock received . . . . . . . . . $16,000
then some of it used to make gifts, pay compen-• The stock is received in exchange for the Cash received . . . . . . . . . . . . . . . 10,000
sation for services, or satisfy the transferor’scorporation’s debt (other than a security) Liability assumed by corporation . . . 5,000
obligations. Total received . . . . . . . . . . . . . . . $31,000or for interest on the corporation’s debt
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Minus: Adjusted basis of property For more information, see chapter 4 of Publica- scribed in this section, you postpone part or all of
transferred . . . . . . . . . . . . . . . . . 20,000 tion 550. the recognition of your gain.
Realized gain . . . . . . . . . . . . . . . $11,000 You can make this choice if you meet all theFor C corporations, the limit is the lesser of the

following tests.The liability assumed is not treated as money following amounts.
or other property. The recognized gain is limited 1) You hold a qualified empowerment zone• $250,000.to $10,000, the cash received. asset for more than 1 year and sell it at a

• $1 million minus the gain rolled over in all gain.
earlier tax years.

2) Your gain from the sale is a capital gain.

3) During the 60-day period beginning on theTransfers to Spouse
date of the sale, you buy a replacement
qualified empowerment zone asset in theNo gain or loss is recognized on a transfer of Sales of Small same zone as the asset sold.property from an individual to (or in trust for the

benefit of) a spouse, or a former spouse if inci- Business Stock Any part of the gain that is ordinarydent to divorce. This rule does not apply to the
income cannot be postponed and mustfollowing.

If you sell qualified small business stock, you be recognized.CAUTION
!

may be able to roll over your gain tax free or• The recipient of the transfer is a nonresi-
exclude part of the gain from your income. Quali-dent alien. Qualified empowerment zone asset. This
fied small business stock is stock originally is- means certain stock or partnership interests in• A transfer in trust to the extent the liabili- sued by a qualified small business after August an enterprise zone business. It also includesties assumed and the liabilities on the 10, 1993, that meets all 7 tests listed in chapter 4 certain tangible property used in an enterpriseproperty are more than the property’s ad- of Publication 550. zone business. You must have acquired thejusted basis.

asset after December 21, 2000.Rollover of gain. You can choose to roll over• A transfer of certain stock redemptions, as
a capital gain from the sale of qualified small Amount of gain recognized. If you make thediscussed in section 1.1041–2 of the reg-
business stock held longer than 6 months into choice described in this section, you must rec-ulations.
other qualified small business stock. This choice ognize gain only up to the following amount:
is not allowed to C corporations. If you make thisAny transfer of property to a spouse or former

1) The amount realized on the sale, minuschoice, the gain from the sale generally is recog-spouse on which gain or loss is not recognized is
nized only to the extent the amount realized istreated by the recipient as a gift and is not 2) The cost of the qualified empowerment
more than the cost of the replacement qualifiedconsidered a sale or exchange. The recipient’s zone asset that you bought during the
small business stock bought within 60 days ofbasis in the property will be the same as the 60-day period beginning on the date of
the date of sale. You must reduce your basis inadjusted basis of the property to the giver imme- sale (and did not previously take into ac-
the replacement qualified small business stockdiately before the transfer. This carryover basis count in rolling over gain on an earlier sale
by the gain not recognized.rule applies whether the adjusted basis of the of qualified empowerment zone assets).

transferred property is less than, equal to, or
If this amount is equal to or more than theExclusion of gain. You may be able to ex-greater than either its fair market value at the
amount of your gain, you must recognize the fullclude from your gross income one-half your gaintime of transfer or any consideration paid by the
amount of your gain. If this amount is less thanfrom the sale or exchange of qualified smallrecipient. This rule applies for determining loss
the amount of your gain, you can postpone thebusiness stock held by you longer than 5 years.as well as gain. Any gain recognized on a trans-
rest of your gain by adjusting the basis of yourThis exclusion is not allowed to C corporations.fer in trust increases the basis.
replacement property as described next.Different rules apply when the stock is held by aFor more information on transfers to a

partnership, S corporation, regulated invest-spouse, see Property Settlements in Publication Basis of replacement property. You must
ment company, or common trust fund.504, Divorced or Separated Individuals. subtract the amount of postponed gain from the

Your gain that is eligible for the exclusion basis of the qualified empowerment zone assets
from the stock of any one issuer is limited to the you bought as replacement property.
greater of the following amounts.

More information. For more informationRollover of Gain • Ten times your basis in all qualified stock about empowerment zones, see Publication
of the issuer you sold or exchanged during 954, Tax Incentives for Distressed Communi-From Publicly the year. ties. For more information about this rollover of

gain, see section 1397B of the Internal Revenue• $10 million ($5 million for married individu-Traded Securities
Code.als filing separately) minus the gain from

the stock of the same issuer you used toYou can choose to roll over a capital gain from
figure your exclusion in earlier years.the sale of publicly traded securities (securities

traded on an established securities market) into
a specialized small business investment com- More information. For more information on
pany (SSBIC). If you make this choice, the gain sales of small business stock, see chapter 4 of
from the sale is recognized only to the extent the Publication 550. 2.
amount realized is more than the cost of the
SSBIC common stock or partnership interest
bought during the 60-day period beginning on
the date of the sale. You must reduce your basis OrdinaryRollover of Gainin the SSBIC stock or partnership interest by the
gain not recognized. From Sale of or CapitalThe gain that can be rolled over during any
tax year is limited. For individuals, the limit is the Empowerment Zone
lesser of the following amounts. Gain or Loss

Assets• $50,000 ($25,000 for married individuals
filing separately). You may qualify for a tax-free rollover of certain Introduction• $500,000 ($250,000 for married individu- gains from the sale of qualified empowerment
als filing separately) minus the gain rolled zone assets. This means that if you buy certain You must classify your gains and losses as
over in all earlier tax years. replacement property and make the choice de- either ordinary or capital (and your capital gains
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or losses as either short-term or long-term). You • Coin or stamp collections. 6) U.S. Government publications you got
must do this to figure your net capital gain or from the government for free or for less• Gems and jewelry.
loss. than the normal sales price or that you

• Gold, silver, and other metals.For individuals, a net capital gain may be acquired under circumstances entitling you
taxed at a lower tax rate than ordinary income. to the basis of someone who got the publi-
See Capital Gains Tax Rates in chapter 4. Your cations for free or for less than the normalPersonal-use property. Property held for
deduction for a net capital loss may be limited. sales price.personal use is a capital asset. Gain from a sale
See Treatment of Capital Losses in chapter 4. or exchange of that property is a capital gain. 7) Any commodities derivative financial in-

Loss from the sale or exchange of that property strument (discussed later) held by a com-Capital gain or loss. Generally, you will have
is not deductible. You can deduct a loss relating modities derivatives dealer unless it meetsa capital gain or loss if you sell or exchange a
to personal-use property only if it results from a both the following requirements.capital asset. You also may have a capital gain if
casualty or theft.your section 1231 transactions result in a net

a) It is established to the satisfaction of
gain.

the IRS that the instrument has no con-Investment property. Investment property
Section 1231 transactions. Section 1231 nection to the activities of the dealer as(such as stocks and bonds) is a capital asset,

transactions are sales and exchanges of prop- a dealer.and a gain or loss from its sale or exchange is a
erty held longer than 1 year and either used in a capital gain or loss. This treatment does not b) The instrument is clearly identified in
trade or business or held for the production of apply to property used to produce rental income. the dealer’s records as meeting (a) by
rents or royalties. They also include certain in- See Business assets, later, under Noncapital the end of the day on which it was ac-
voluntary conversions of business or investment Assets. quired, originated, or entered into.
property, including capital assets. See Section
1231 Gains and Losses in chapter 3 for more 8) Any hedging transaction (defined later)Release of restriction on land. Amounts youinformation. that is clearly identified as a hedging trans-receive for the release of a restrictive covenant

action by the end of the day on which itin a deed to land are treated as proceeds fromTopics was acquired, originated, or entered into.the sale of a capital asset.
This chapter discusses:

9) Supplies of a type you regularly use or
consume in the ordinary course of your• Capital assets
trade or business.• Noncapital assets Noncapital Assets

• Sales and exchanges between Property held mainly for sale to customers.
A noncapital asset is property that is not a capi-related persons Stock in trade, inventory, and other property you
tal asset. The following kinds of property are not hold mainly for sale to customers in your trade or• Other dispositions capital assets. business are not capital assets. Inventories are

discussed in Publication 538.
1) Property held mainly for sale to customersUseful Items

or property that will physically become part Business assets. Real property and depre-You may want to see:
of merchandise for sale to customers. This ciable property used in your trade or business or
includes stock in trade, inventory, and as rental property (including section 197 in-Publication
other property you hold mainly for sale to tangibles defined later under Dispositions of In-
customers in your trade or business. In- tangible Property) are not capital assets. The❏ 550 Investment Income and Expenses
ventories are discussed in Publication 538, sale or disposition of business property is dis-

❏ 954 Tax Incentives for Distressed cussed in chapter 3.Accounting Periods and Methods.
Communities

2) Accounts or notes receivable acquired in Letters and memorandums. Letters, memo-
the ordinary course of a trade or businessForm (and Instructions) randums, and similar property (such as drafts of
for services rendered or from the sale of speeches, recordings, transcripts, manuscripts,

❏ Schedule D (Form 1040) Capital Gains any properties described in (1). drawings, or photographs) are not treated as
and Losses capital assets (as discussed earlier) if your per-3) Depreciable property used in your trade or

sonal efforts created them or if they were pre-❏ 4797 Sales of Business Property business or as rental property (including
pared or produced for you. Nor is this property asection 197 intangibles defined later ),❏ 8594 Asset Acquisition Statement Under capital asset if your basis in it is determined byeven if the property is fully depreciated (orSection 1060 reference to the person who created it or theamortized). Sales of this type of property
person for whom it was prepared. For this pur-are discussed in chapter 3.See chapter 5 for information about getting pose, letters and memorandums addressed to

publications and forms. 4) Real property used in your trade or busi- you are considered prepared for you. If letters or
ness or as rental property, even if the memorandums are prepared by persons under
property is fully depreciated. your administrative control, they are considered

prepared for you whether or not you review5) A copyright; a literary, musical, or artisticCapital Assets them.composition; a letter; a memorandum; or
similar property (such as drafts of Commodi t i es  der iva t i ve  f inanc ia lAlmost everything you own and use for personal
speeches, recordings, transcripts, manu- instrument. A commodities derivative finan-purposes or investment is a capital asset. For
scripts, drawings, or photographs)— cial instrument is a commodities contract orexceptions, see Noncapital Assets, later.

other financial instrument for commoditiesThe following items are examples of capital a) Created by your personal efforts,
(other than a share of corporate stock, a benefi-assets.

b) Prepared or produced for you (in the cial interest in a partnership or trust, a note,• Stocks and bonds. case of a letter, memorandum, or simi- bond, debenture, or other evidence of indebted-
lar property), or ness, or a section 1256 contract) the value or• A home owned and occupied by you and

settlement price of which is calculated or deter-your family. c) Acquired from a person who created
mined by reference to a specified index (asthe property or for whom the property• Timber grown on your home property or defined in section 1221(b) of the Internal Reve-was prepared under circumstances (forinvestment property, even if you make nue Code).example, by gift) entitling you to the ba-casual sales of the timber.

sis of the person who created the prop- Commodities derivative dealer. A com-• Household furnishings. erty, or for whom it was prepared or modities derivative dealer is a person who regu-
produced.• A car used for pleasure or commuting. larly offers to enter into, assume, offset, assign,
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or terminate positions in commodities derivative capital interest or profits interest, is directly owned by a person under (1) is treated as
financial instruments with customers in the ordi- or indirectly owned by or for that person. actually owned by that person. But stock
nary course of a trade or business. or a partnership interest constructively2) An entity whose relationship with that per-

owned by an individual under (2) is notson is one of the following.Hedging transaction. A hedging transaction treated as owned by the individual for
is any transaction you enter into in the normal reapplying (2) to make another person thea) A corporation and a partnership if the
course of your trade or business primarily to constructive owner of that stock or partner-same persons own more than 50% in
manage any of the following. value of the outstanding stock of the ship interest.

corporation and more than 50% of the1) Risk of price changes or currency fluctua-
capital interest or profits interest in thetions involving ordinary property you hold Nondeductible Losspartnership.or will hold.

b) Two corporations that are members of A loss on the sale or exchange of property be-2) Risk of interest rate or price changes or
the same controlled group as defined in tween related persons is not deductible. Thiscurrency fluctuations for borrowings you
section 1563(a) of the Internal Revenue applies to both direct and indirect transactions,make or will make, or ordinary obligations
Code, except that “more than 50%” is but not to distributions of property from a corpo-you incur or will incur.
substituted for “at least 80%” in that ration in a complete liquidation. The following
definition. are related persons. 

c) Two S corporations, if the same per-
1) Members of a family, including only broth-sons own more than 50% in value ofSales and Exchanges ers, sisters, half-brothers, half-sisters,the outstanding stock of each corpora-

spouse, ancestors (parents, grandparents,tion.Between Related etc.), and lineal descendants (children,
d) Two corporations, one of which is an S grandchildren, etc.).Persons corporation, if the same persons own

2) An individual and a corporation if the indi-more than 50% in value of the out-
This section discusses the rules that may apply vidual directly or indirectly owns more thanstanding stock of each corporation.
to the sale or exchange of property between 50% in value of the outstanding stock of
related persons. If these rules apply, gains may the corporation.
be treated as ordinary income and losses may Controlled partnership transaction. A gain 3) Two corporations that are members of thenot be deductible. See Transfers to Spouse in recognized in a controlled partnership transac- same controlled group as defined in sec-chapter 1 for rules that apply to spouses. tion may be ordinary income. The gain is ordi-

tion 267(f) of the Internal Revenue Code.nary income if it results from the sale or
exchange of property that, in the hands of the 4) A trust fiduciary and a corporation if theGain Is Ordinary Income
party who receives it, is a noncapital asset such trust or the grantor of the trust directly or

If a gain is recognized on the sale or exchange as trade accounts receivable, inventory, stock in indirectly owns more than 50% in value of
of property to a related person, the gain may be trade, or depreciable or real property used in a the outstanding stock of the corporation.
ordinary income even if the property is a capital trade or business.

5) A grantor and fiduciary, and the fiduciaryasset. It is ordinary income if the sale or ex- A controlled partnership transaction is a
and beneficiary, of any trust.change is a depreciable property transaction or transaction directly or indirectly between either

a controlled partnership transaction. of the following pairs of entities. 6) Fiduciaries of two different trusts, and the
fiduciary and beneficiary of two different• A partnership and a partner who directly orDepreciable property transaction. Gain on trusts, if the same person is the grantor ofindirectly owns more than 50% of the capi-the sale or exchange of property, including a both trusts.tal interest or profits interest in the partner-leasehold or a patent application, that is depre-

ship. 7) A tax-exempt educational or charitable or-ciable property in the hands of the person who
ganization and a person who directly orreceives it is ordinary income if the transaction is • Two partnerships, if the same persons di-
indirectly controls the organization, or aeither directly or indirectly between any of the rectly or indirectly own more than 50% of
member of that person’s family.following pairs of entities. the capital interests or profits interests in

both partnerships. 8) A corporation and a partnership if the1) A person and the person’s controlled entity
same persons own more than 50% inor entities.
value of the outstanding stock of the cor-Determining ownership. In the transactions

2) A taxpayer and any trust in which the tax- poration and more than 50% of the capitalunder Depreciable property transaction and
payer (or his or her spouse) is a benefi- interest or profits interest in the partner-Controlled partnership transaction, earlier, use
ciary unless the beneficiary’s interest in ship.the following rules to determine the ownership of
the trust is a remote contingent interest; stock or a partnership interest. 9) Two S corporations if the same personsthat is, the value of the interest computed

own more than 50% in value of the out-actuarially is 5% or less of the value of the 1) Stock or a partnership interest directly or
standing stock of each corporation.trust property. indirectly owned by or for a corporation,

partnership, estate, or trust is considered 10) Two corporations, one of which is an S3) An executor and a beneficiary of an estate
owned proportionately by or for its share- corporation, if the same persons own moreunless the sale or exchange is in satisfac-
holders, partners, or beneficiaries. (How- than 50% in value of the outstanding stocktion of a pecuniary bequest.
ever, for a partnership interest owned by of each corporation.4) An employer (or any person related to the or for a C corporation, this applies only to

employer under rules (1), (2), or (3)) and a 11) An executor and a beneficiary of an estateshareholders who directly or indirectly own
welfare benefit fund (within the meaning of unless the sale or exchange is in satisfac-5% or more in value of the stock of the
section 419(e) of the Internal Revenue tion of a pecuniary bequest.corporation.)
Code) that is controlled directly or indi-

12) Two partnerships if the same persons di-2) An individual is considered as owning therectly by the employer (or any person re-
rectly or indirectly own more than 50% ofstock or partnership interest directly or in-lated to the employer).
the capital interests or profits interests indirectly owned by or for his or her family.

A person’s controlled entity is either of the both partnerships.Family includes only brothers, sisters,
following. half-brothers, half-sisters, spouse, ances- 13) A person and a partnership if the person

tors, and lineal descendants. directly or indirectly owns more than 50%1) A corporation in which more than 50% of
of the capital interest or profits interest in3) For purposes of applying (1) or (2), stockthe value of all outstanding stock, or a

or a partnership interest constructively the partnership.partnership in which more than 50% of the
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Allocation of consideration paid for a busi-If a sale or exchange is between any of these ously disallowed to the related person. This rule
ness. The sale of a trade or business for arelated persons and involves the lump-sum sale applies only to the original transferee.
lump sum is considered a sale of each individualof a number of blocks of stock or pieces of

Example 1. Your brother sold stock to youproperty, the gain or loss must be figured sepa- asset rather than of a single asset. Except for
for $7,600. His cost basis was $10,000. His lossrately for each block of stock or piece of prop- assets exchanged under any nontaxable ex-
of $2,400 was not deductible. You later sell theerty. The gain on each item is taxable. The loss change rules, both the buyer and seller of a
same stock to an unrelated party for $10,500,on any item is nondeductible. Gains from the business must use the residual method (ex-
realizing a gain of $2,900 ($10,500 − $7,600).sales of any of these items may not be offset by plained later) to allocate the consideration to
Your recognized gain is only $500, the gain thatlosses on the sales of any of the other items. each business asset transferred. This method
is more than the $2,400 loss not allowed to your determines gain or loss from the transfer of each

Partnership interests. The nondeductible brother. asset and how much of the consideration is forloss rule does not apply to a sale or exchange of
goodwill and certain other intangible property. Itan interest in the partnership between the re- Example 2. Assume the same facts as in also determines the buyer’s basis in the busi-lated persons described in (12) or (13) above. Example 1, except that you sell the stock for ness assets.

$6,900 instead of $10,500. Your recognized lossControlled groups. Losses on transactions Consideration. The buyer’s considerationis only $700 ($7,600 − $6,900). You cannotbetween members of the same controlled group is the cost of the assets acquired. The seller’sdeduct the loss not allowed to your brother.described in (3) earlier are deferred rather than consideration is the amount realized (money
denied. plus the fair market value of property received)

For more information, see section 267(f) of from the sale of assets.
the Internal Revenue Code. Other Dispositions Residual method. The residual method
Ownership of stock or partnership interests. must be used for any transfer of a group of
In determining whether an individual directly or This section discusses rules for determining the assets that constitutes a trade or business and
indirectly owns any of the outstanding stock of a treatment of gain or loss from various disposi- for which the buyer’s basis is determined only by
corporation or an interest in a partnership for a tions of property. the amount paid for the assets. This applies to
loss on a sale or exchange, the following rules both direct and indirect transfers, such as the
apply. sale of a business or the sale of a partnershipSale of a Business

interest in which the basis of the buyer’s share of1) Stock or a partnership interest directly or
The sale of a business usually is not a sale of the partnership assets is adjusted for theindirectly owned by or for a corporation,
one asset. Instead, all the assets of the business amount paid under section 743(b) of the Internalpartnership, estate, or trust is considered
are sold. Generally, when this occurs, each as- Revenue Code. Section 743(b) applies if a part-owned proportionately by or for its share-
set is treated as being sold separately for deter- nership has an election in effect under sectionholders, partners, or beneficiaries. (How-
mining the treatment of gain or loss. 754 of the Internal Revenue Code.ever, for a partnership interest owned by

A business usually has many assets. When A group of assets constitutes a trade or busi-or for a C corporation, this applies only to
sold, these assets must be classified as capital ness if either of the following applies.shareholders who directly or indirectly own
assets, depreciable property used in the busi-5% or more in value of the stock of the • Goodwill or going concern value could,ness, real property used in the business, orcorporation.)

under any circumstances, attach to them.property held for sale to customers, such as
2) An individual is considered as owning the inventory or stock in trade. The gain or loss on • The use of the assets would constitute anstock or partnership interest directly or in- each asset is figured separately. The sale of active trade or business under section 355directly owned by or for his or her family. capital assets results in capital gain or loss. The of the Internal Revenue Code.Family includes only brothers, sisters, sale of real property or depreciable property

half-brothers, half-sisters, spouse, ances- The residual method provides for the considera-used in the business and held longer than 1 year
tors, and lineal descendants. tion to be reduced first by the cash and generalresults in gain or loss from a section 1231 trans-

deposit accounts (including checking and sav-action (discussed in chapter 3). The sale of3) An individual owning (other than by apply-
ings accounts but excluding certificates of de-inventory results in ordinary income or loss.ing (2)) any stock in a corporation is con-
posit). The consideration remaining after thissidered to own the stock directly or
reduction must be allocated among the variousPartnership interests. An interest in a part-indirectly owned by or for his or her part-
business assets in a certain order.nership or joint venture is treated as a capitalner.

asset when sold. The part of any gain or loss For asset acquisitions occurring after March4) For purposes of applying (1), (2), or (3), from unrealized receivables or inventory items 15, 2001, make the allocation among the follow-stock or a partnership interest construc- will be treated as ordinary gain or loss. For more ing assets in proportion to (but not more than)tively owned by a person under (1) is information, see Disposition of Partner’s Interest their fair market value on the purchase date intreated as actually owned by that person. in Publication 541, Partnerships. the following order.But stock or a partnership interest con-
structively owned by an individual under

Corporation interests. Your interest in a cor- 1) Certificates of deposit, U.S. Government(2) or (3) is not treated as owned by the
poration is represented by stock certificates. securities, foreign currency, and activelyindividual for reapplying either (2) or (3) to
When you sell these certificates, you usually traded personal property, including stockmake another person the constructive
realize capital gain or loss. For information on and securities.owner of that stock or partnership interest.
the sale of stock, see chapter 4 in Publication

2) Accounts receivable, other debt instru-550.
Indirect transactions. You cannot deduct ments, and assets that you mark to market
your loss on the sale of stock through your at least annually for federal income taxCorporate liquidations. Corporate liquida-
broker if under a prearranged plan a related purposes. However, see sectiontions of property generally are treated as a sale
person or entity buys the same stock you had 1.338–6(b)(2)(iii) of the regulations for ex-or exchange. Gain or loss generally is recog-
owned. This does not apply to a cross-trade ceptions that apply to debt instruments is-nized by the corporation on a liquidating sale of
between related parties through an exchange sued by persons related to a targetits assets. Gain or loss generally is recognized
that is purely coincidental and is not prear- corporation, contingent debt instruments,also on a liquidating distribution of assets as if
ranged. and debt instruments convertible into stockthe corporation sold the assets to the distributee

or other property.at fair market value.Property received from a related person. If,
3) Property of a kind that would properly bein a purchase or exchange, you received prop- In certain cases in which the distributee is a

included in inventory if on hand at the enderty from a related person who had a loss that corporation in control of the distributing corpora-
of the tax year or property held by thewas not allowable and you later sell or exchange tion, the distribution may not be taxable. For
taxpayer primarily for sale to customers inthe property at a gain, you recognize the gain more information, see Internal Revenue Code

only to the extent it is more than the loss previ- section 332 and its regulations. the ordinary course of business.
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4) All other assets except section 197 in- into property that would qualify for amortization.Section 197 Intangibles
However, these rules do not apply to part of thetangibles.

Section 197 intangibles are certain intangible basis of property acquired by certain related5) Section 197 intangibles (other than good- assets acquired after August 10, 1993 (after July persons if the transferor chooses to do both the
will and going concern value). 25, 1991, if chosen), and held in connection with following.

the conduct of a trade or business or an activity6) Goodwill and going concern value
entered into for profit whose costs are amortized • Recognize gain on the transfer of the(whether the goodwill or going concern
over 15 years. They include the following as- property.value qualifies as a section 197 intangi- sets. • Pay income tax on the gain at the highestble).

tax rate.• Goodwill.If an asset described in (1) through (6) is includi-
• Going concern value.ble in more than one category, include it in the If the transferor is a partnership or S corpora-

lower number category. For example, if an asset • Workforce in place. tion, the partnership or S corporation (not the
is described in both (4) and (6), include it in (4). partners or shareholders) can make the choice.• Business books and records, operating

But each partner or shareholder must pay thesystems, and other information bases.Example. The total paid in the January 10, tax on his or her share of gain.
2003, sale of the assets of Company SKB is • Patents, copyrights, formulas, processes, To make the choice, you, as the transferor,
$21,000. No cash or deposit accounts or similar designs, patterns, know how, formats, and must attach a statement containing certain infor-
accounts were sold. The company’s U.S. Gov- similar items. mation to your income tax return for the year of
ernment securities sold had a fair market value the transfer. You must file the tax return by the• Customer-based intangibles.
of $3,200. The only other asset transferred due date (including extensions). You must also• Supplier-based intangibles.(other than goodwill and going concern value) notify the transferee of the choice in writing by
was inventory with a fair market value of • Licenses, permits, and other rights the due date of the return.
$15,000. Of the $21,000 paid for the assets of granted by a governmental unit. If you timely filed your return without making
Company SKB, $3,200 is allocated to U.S. Gov- the choice, you can make the choice by filing an• Covenants not to compete entered into in
ernment securities, $15,000 to inventory assets, amended return within 6 months after the dueconnection with the acquisition of a busi-
and the remaining $2,800 to goodwill and going date of the return (excluding extensions). Attachness.
concern value. the statement to the amended return and write• Franchises, trademarks, and trade names. “Filed pursuant to section 301.9100–2” at theAgreement. The buyer and seller may enter

top of the statement. File the amended return atFor more information, see chapter 9 of Publica-into a written agreement as to the allocation of
the same address the original return was filed.tion 535.any consideration or the fair market value of any

For more information about making theof the assets. This agreement is binding on both Dispositions. The following rules apply to dis- choice, see section 1.197–2(h)(9) of the regula-parties unless the IRS determines the amounts positions of section 197 intangibles. tions. For information about reporting the tax onare not appropriate.
your income tax return, see the instructions forCovenant not to compete. A covenant not

Reporting requirement. Both the buyer Form 4797.to compete (or similar arrangement) that is a
and seller involved in the sale of business assets section 197 intangible cannot be treated as dis-
must report to the IRS the allocation of the sales posed of or worthless before you have disposed

Patentsof your entire interest in the trade or business forprice among section 197 intangibles and the
which the covenant was entered into. Membersother business assets. Use Form 8594 to pro- The transfer of a patent by an individual isof the same controlled group of corporations andvide this information. The buyer and seller treated as a sale or exchange of a capital assetcommonly controlled businesses are treated asshould each attach Form 8594 to their federal held longer than 1 year. This applies even if thea single entity in determining whether a memberincome tax return for the year in which the sale payments for the patent are made periodicallyhas disposed of its entire interest in a trade oroccurred. during the transferee’s use or are contingent onbusiness.

the productivity, use, or disposition of the patent.
Nondeductible loss. You cannot deduct aDispositions of For information on the treatment of gain or loss

loss from the disposition or worthlessness of a on the transfer of capital assets, see chapter 4.Intangible Property section 197 intangible you acquired in the same This treatment applies to your transfer of a
transaction (or series of related transactions) asIntangible property is any personal property that patent if you meet all the following conditions.
another section 197 intangible you still hold.has value but cannot be seen or touched. It
Instead, you must increase the adjusted basis of • You are the holder of the patent.includes such items as patents, copyrights, and your retained section 197 intangible by the non-

the goodwill value of a business. • You transfer the patent other than by gift,deductible loss. If you retain more than one
inheritance, or devise.Gain or loss on the sale or exchange of section 197 intangible, increase each

intangible’s adjusted basis. Figure the increaseamortizable or depreciable intangible property • You transfer all substantial rights to the
by multiplying the nondeductible loss by a frac-held longer than 1 year (other than an amount patent or an undivided interest in all such
tion, the numerator (top number) of which is therecaptured as ordinary income) is a section rights.
retained intangible’s adjusted basis on the date1231 gain or loss. The treatment of section 1231 • You do not transfer the patent to a relatedof the loss and the denominator (bottom num-gain or loss and the recapture of amortization person.ber) of which is the total adjusted basis of alland depreciation as ordinary income are ex-
retained intangibles on the date of the loss.

plained in chapter 3. See chapter 9 of Publica-
In applying this rule, members of the same Holder. You are the holder of a patent if yoution 535, Business Expenses, for information on

controlled group of corporations and commonly are either of the following.amortizable intangible property and chapter 1 of controlled businesses are treated as a single
Publication 946, How To Depreciate Property, • The individual whose effort created theentity. For example, a corporation cannot deduct
for information on intangible property that can patent property and who qualifies as thea loss on the sale of a section 197 intangible if,
and cannot be depreciated. Gain or loss on original and first inventor.after the sale, a member of the same controlled
dispositions of other intangible property is ordi- group retains other section 197 intangibles ac- • The individual who bought an interest in
nary or capital depending on whether the prop- quired in the same transaction as the intangible the patent from the inventor before the in-
erty is a capital asset or a noncapital asset. sold. vention was tested and operated success-

The following discussions explain special fully under operating conditions and who isAnti-churning rules. Anti-churning rules
rules that apply to certain dispositions of intangi- neither related to, nor the employer of, theprevent a taxpayer from converting section 197

inventor.ble property. intangibles that do not qualify for amortization
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All substantial rights. All substantial rights to • A right to set standards of quality for prod- • Own, or hold a contractual right to cut, the
ucts used or sold, or for services provided,patent property are all rights that have value timber for a period of more than 1 year
and for the equipment and facilities usedwhen they are transferred. A security interest before it is cut, and
to promote such products or services.(such as a lien), or a reservation calling for

• Cut the timber for sale or for use in yourforfeiture for nonperformance, is not treated as a • A right to make the recipient sell or adver- trade or business.substantial right for these rules and may be kept tise only your products or services.
by you as the holder of the patent.

Making the choice. You make the choice• A right to make the recipient buy mostAll substantial rights to a patent are not trans-
on your return for the year the cutting takessupplies and equipment from you.ferred if any of the following apply to the transfer.
place by including in income the gain or loss on• A right to receive payments based on the• The rights are limited geographically within the cutting and including a computation of the

productivity, use, or disposition of thea country. gain or loss. You do not have to make the choice
transferred item of interest if those pay-

in the first year you cut timber. You can make it• The rights are limited to a period less than ments are a substantial part of the transfer
in any year to which the choice would apply. Ifthe remaining life of the patent. agreement.
the timber is partnership property, the choice is

• The rights are limited to fields of use within made on the partnership return. This choice
trades or industries and are less than all cannot be made on an amended return.Subdivision of Land
the rights that exist and have value at the Once you have made the choice, it remains
time of the transfer. If you own a tract of land and, to sell or exchange in effect for all later years unless you cancel it.

it, you subdivide it into individual lots or parcels,• The rights are less than all the claims or Canceling a post-1986 choice. You canthe gain normally is ordinary income. However,inventions covered by the patent that exist cancel a choice you made for a tax year begin-you may receive capital gain treatment on atand have value at the time of the transfer. ning after 1986 only if you can show undueleast part of the proceeds provided you meet
hardship and get the approval of the IRS. There-certain requirements. See section 1237 of the
after, you may not make any new choice unlessRelated persons. This tax treatment does not Internal Revenue Code.
you have the approval of the IRS.apply if the transfer is directly or indirectly be-

tween you and a related person as defined ear- Canceling a pre-1987 choice. You canTimber
lier under Nondeductible Loss, with the following cancel a choice you made for a tax year begin-
changes. ning before 1987 without the approval of theStanding timber held as investment property is a

IRS. You can cancel the choice by attaching acapital asset. Gain or loss from its sale is re-
1) Members of your family include your statement to your tax return for the year theported as a capital gain or loss on Schedule D

spouse, ancestors, and lineal descend- cancellation is to be effective. If you make this(Form 1040). If you held the timber primarily for
ants, but not your brothers, sisters, cancellation, which can be made only once, yousale to customers, it is not a capital asset. Gain
half-brothers, or half-sisters. can make a new choice without the approval ofor loss on its sale is ordinary business income or

the IRS. Any further cancellation will require theloss. It is reported in the gross receipts or sales2) Substitute “25% or more” ownership for
approval of the IRS.and cost of goods sold items of your return.“more than 50%” in that listing.

The statement must include all the followingFarmers who cut timber on their land and sellIf you fit within the definition of a related information.it as logs, firewood, or pulpwood usually have noperson independent of family status, the
cost or other basis for that timber. These salesbrother-sister exception in (1), earlier, does not • Your name, address, and taxpayer identifi-constitute a very minor part of their farm busi-apply. For example, a transfer between a cation number.nesses. In these cases, amounts realized frombrother and a sister as beneficiary and fiduciary
such sales, and the expenses of cutting, haul- • The year the cancellation is effective andof the same trust is a transfer between related
ing, etc., are ordinary farm income and ex- the timber to which it applies.persons. The brother-sister exception does not
penses reported on Schedule F (Form 1040),apply because the trust relationship is indepen- • That the cancellation being made is of theProfit or Loss From Farming.dent of family status. choice to treat the cutting of timber as a

Different rules apply if you owned the timber sale or exchange under section 631(a) of
longer than 1 year and choose to either: the Internal Revenue Code.

Franchise, Trademark, • Treat timber cutting as a sale or ex- • That the cancellation is being made underor Trade Name change, or section 311(d) of Public Law 99–514.
If you transfer or renew a franchise, trademark, • Enter into a cutting contract. • That you are entitled to make the cancella-
or trade name for a price contingent on its pro- tion under section 311(d) of Public LawUnder the rules discussed below, disposition of
ductivity, use, or disposition, the amount you 99–514 and temporary regulations sectionthe timber is treated as a section 1231 transac-
receive generally is treated as an amount real- 301.9100–7T.tion. See chapter 3. Gain or loss is reported on
ized from the sale of a noncapital asset. A Form 4797.
franchise includes an agreement that gives one Gain or loss. Your gain or loss on the cut-
of the parties the right to distribute, sell, or pro- ting of standing timber is the difference betweenChristmas trees. Evergreen trees, such as
vide goods, services, or facilities within a speci- its adjusted basis for depletion and its fair mar-Christmas trees, that are more than 6 years old
fied area. ket value on the first day of your tax year inwhen severed from their roots and sold for orna-

which it is cut.mental purposes are included in the term timber.
Significant power, right, or continuing inter- Your adjusted basis for depletion of cut tim-They qualify for both rules discussed below.
est. If you keep any significant power, right, or ber is based on the number of units (feet board
continuing interest in the subject matter of a Choice to treat cutting as a sale or exchange. measure, log scale, or other units) of timber cut
franchise, trademark, or trade name that you Under the general rule, the cutting of timber during the tax year and considered to be sold or
transfer or renew, the amount you receive is results in no gain or loss. It is not until a sale or exchanged. Your adjusted basis for depletion is
ordinary royalty income rather than an amount exchange occurs that gain or loss is realized. also based on the depletion unit of timber in the
realized from a sale or exchange. But if you owned or had a contractual right to cut account used for the cut timber, and should be

A significant power, right, or continuing inter- timber, you can choose to treat the cutting of figured in the same manner as shown in section
est in a franchise, trademark, or trade name timber as a section 1231 transaction in the year 611 of the Internal Revenue Code and regula-
includes, but is not limited to, the following rights the timber is cut. Even though the cut timber is tion section 1.611–3.
in the transferred interest. not actually sold or exchanged, you report your Timber depletion is discussed in chapter 10

gain or loss on the cutting for the year the timber in Publication 535.• A right to disapprove any assignment of is cut. Any later sale results in ordinary business
the interest, or any part of it. income or loss. See Example, later. Example. In April 2003, you had owned

• A right to end the agreement at will. To choose this treatment, you must: 4,000 MBF (1,000 board feet) of standing timber
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longer than 1 year. It had an adjusted basis for Economic interest. You have kept an eco- Exchanges Between Related Persons,
nomic interest in standing timber if, under the earlier).depletion of $40 per MBF. You are a calendar
cutting contract, the expected return on youryear taxpayer. On January 1, 2003, the timber • An individual, trust, estate, partnership,
investment is conditioned on the cutting of thehad a fair market value (FMV) of $350 per MBF. association, company, or corporation
timber.It was cut in April for sale. On your 2003 tax owned or controlled directly or indirectly by

return, you choose to treat the cutting of the the same interests that own or control yourTree stumps. Tree stumps are a capital assettimber as a sale or exchange. You report the business.if they are on land held by an investor who is notdifference between the fair market value and
in the timber or stump business as a buyer,your adjusted basis for depletion as a gain. This
seller, or processor. Gain from the sale ofamount is reported on Form 4797 along with Conversion Transactions
stumps sold in one lot by such a holder is taxedyour other section 1231 gains and losses to
as a capital gain. However, tree stumps held by Recognized gain on the disposition or termina-figure whether it is treated as capital gain or as
timber operators after the saleable standing tim- tion of any position held as part of certain con-ordinary gain. You figure your gain as follows.
ber was cut and removed from the land are version transactions is treated as ordinary
considered by-products. Gain from the sale of income. This applies if substantially all your ex-FMV of timber January 1, 2003 $1,400,000
stumps in lots or tonnage by such operators is pected return is attributable to the time value ofMinus: Adjusted basis for
taxed as ordinary income.depletion . . . . . . . . . . . . . . . . 160,000 your net investment (like interest on a loan) and

the transaction is any of the following.Section 1231 gain . . . . . . . . . . $1,240,000 Precious Metals and • An applicable straddle (generally, any set
The fair market value becomes your basis in the Stones, Stamps, and Coins of offsetting positions with respect to per-
cut timber and a later sale of the cut timber sonal property, including stock).
including any by-product or tree tops will result in Gold, silver, gems, stamps, coins, etc., are capi-

• A transaction in which you acquire prop-ordinary business income or loss. tal assets except when they are held for sale by
erty and, at or about the same time, youa dealer. Any gain or loss from their sale or
contract to sell the same or substantiallyexchange generally is a capital gain or loss. IfCutting contract. You must treat the disposal
identical property at a specified price.you are a dealer, the amount received from theof standing timber under a cutting contract as a

sale is ordinary business income.section 1231 transaction if all the following apply • Any other transaction that is marketed and
to you. sold as producing capital gain from a

Coal and Iron Ore transaction in which substantially all of• You are the owner of the timber.
your expected return is due to the time

You must treat the disposal of coal (including• You held the timber longer than 1 year value of your net investment.
lignite) or iron ore mined in the United States asbefore its disposal.
a section 1231 transaction if both the following For more information, see chapter 4 of Publi-• You kept an economic interest in the tim- apply to you. cation 550.ber.

• You owned the coal or iron ore longer than
1 year before its disposal.The difference between the amount realized

from the disposal of the timber and its adjusted • You kept an economic interest in the coal
basis for depletion is treated as gain or loss on or iron ore.
its sale. Include this amount on Form 4797 along

For this rule, the date the coal or iron ore iswith your other section 1231 gains or losses to 3.mined is considered the date of its disposal.figure whether it is treated as capital or ordinary
gain or loss. Your gain or loss is the difference between the

amount realized from disposal of the coal or ironDate of disposal. The date of disposal is Ordinary orore and the adjusted basis you use to figure costthe date the timber is cut. However, if you re-
depletion (increased by certain expenses notceive payment under the contract before the
allowed as deductions for the tax year). Thistimber is cut, you can choose to treat the date of Capital Gain
amount is included on Form 4797 along withpayment as the date of disposal.
your other section 1231 gains and losses.This choice applies only to figure the holding

You are considered an owner if you own or or Loss forperiod of the timber. It has no effect on the time
sublet an economic interest in the coal or ironfor reporting gain or loss (generally when the
ore in place. If you own only an option to buy thetimber is sold or exchanged). Businesscoal in place, you do not qualify as an owner. In

To make this choice, attach a statement to addition, this gain or loss treatment does not
the tax return filed by the due date (including apply to income realized by an owner who is a Propertyextensions) for the year payment is received. co-adventurer, partner, or principal in the mining
The statement must identify the advance pay- of coal or iron ore.
ments subject to the choice and the contract The expenses of making and administering
under which they were made. Introductionthe contract under which the coal or iron ore was

If you timely filed your return for the year you disposed of and the expenses of preserving the When you dispose of business property, your
received payment without making the choice, economic interest kept under the contract are taxable gain or loss is usually a section 1231
you still can make the choice by filing an not allowed as deductions in figuring taxable gain or loss. Its treatment as ordinary or capital
amended return within 6 months after the due income. Rather, their total, along with the ad- is determined under rules for section 1231 trans-
date for that year’s return (excluding exten- justed depletion basis, is deducted from the actions.
sions). Attach the statement to the amended amount received to determine gain. If the total of When you dispose of depreciable property
return and write “Filed pursuant to section these expenses plus the adjusted depletion ba- (section 1245 property or section 1250 property)
301.9100–2” at the top of the statement. File the sis is more than the amount received, the result at a gain, you may have to recognize all or part
amended return at the same address the origi- is a loss. of the gain as ordinary income under the depre-
nal return was filed. ciation recapture rules. Any remaining gain is a

Special rule. The above treatment does not section 1231 gain.Owner. The owner of timber is any person
apply if you directly or indirectly dispose of thewho owns an interest in it, including a sublessor
iron ore or coal to any of the following persons.and the holder of a contract to cut the timber. Topics

You own an interest in timber if you have the • A related person whose relationship to you This chapter discusses:
right to cut it for sale on your own account or for would result in the disallowance of a loss
use in your business. (see Nondeductible Loss under Sales and • Section 1231 gains and losses
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• Depreciation recapture or option to directly or indirectly reacquire • If you have a net section 1231 loss, it is
the land (other than a right customarily

ordinary loss.incident to a mortgage or other securityUseful Items transaction). Growing crops sold with a • If you have a net section 1231 gain, it is
You may want to see: lease on the land, though sold to the same ordinary income up to the amount of your

person in the same transaction, are not nonrecaptured section 1231 losses from
Publication included. previous years. The rest, if any, is

long-term capital gain.❏ 534 Depreciating Property Placed in • Cutting of timber or disposal of timber,
Service Before 1987 coal, or iron ore. The cutting or disposal

Nonrecaptured section 1231 losses. Yourmust be treated as a sale, as described in❏ 537 Installment Sales nonrecaptured section 1231 losses are your netchapter 2 under Timber and Coal and Iron
section 1231 losses for the previous 5 years that❏ 551 Basis of Assets Ore.
have not been applied against a net section

❏ 946 How To Depreciate Property • Condemnations. The condemned prop- 1231 gain by treating the gain as ordinary in-
erty must have been held longer than 1 come. These losses are applied against your net❏ 954 Tax Incentives for Distressed
year. It must be business property or a section 1231 gain beginning with the earliestCommunities
capital asset held in connection with a loss in the 5-year period.
trade or business or a transaction enteredForm (and Instructions)
into for profit, such as investment property. Example. Ashley, Inc., a graphic arts com-
It cannot be property held for personal❏ 4797 Sales of Business Property pany, is a calendar year corporation. In 2000, it
use. had a net section 1231 loss of $8,000. For tax

See chapter 5 for information about getting years 2002 and 2003, the company has net• Casualties and thefts.  The casualty or
publications and forms. section 1231 gains of $5,250 and $4,600, re-theft must have affected business prop-

spectively. In figuring taxable income for 2002,erty, property held for the production of
Ashley treated its net section 1231 gain ofrents and royalties, or investment property
$5,250 as ordinary income by recapturing(such as notes and bonds). You mustSection 1231 $5,250 of its $8,000 net section 1231 loss fromhave held the property longer than 1 year.
2000. In 2003 it applies its remaining net sectionHowever, if your casualty or theft lossesGains and Losses 1231 loss, $2,750 ($8,000 − $5,250) against itsare more than your casualty or theft gains,
net section 1231 gain, $4,600. For 2003, theneither the gains nor the losses are taken

Section 1231 gains and losses are the taxable company reports $2,750 as ordinary income andinto account in the section 1231 computa-
gains and losses from section 1231 transac- $1,850 ($4,600 − $2,750) as long-term capitaltion. For more information on casualties
tions. Their treatment as ordinary or capital de- gain.and thefts, see Publication 547, Casual-
pends on whether you have a net gain or a net ties, Disasters, and Thefts. Tax rate on capital gain. The tax rate onloss from all your section 1231 transactions.

the net capital gain of an individual, estate, or
If you have a gain from a section 1231 trust is determined by treating any ordinary in-Property for sale to customers. A sale, ex-
transaction, first determine whether come from a net section 1231 gain as consistingchange, or involuntary conversion of property
any of the gain is ordinary incomeCAUTION

!
of, first, any net section 1231 gain in the 28%held mainly for sale to customers is not a section

under the depreciation recapture rules (ex- group, then any net section 1231 gain in the1231 transaction. If you will get back all, or
plained later). Do not take that gain into account 25% group, and finally any net section 1231 gainnearly all, of your investment in the property by
as section 1231 gain. in the 20% (15% after May 5, 2003) group. Anyselling it rather than by using it up in your busi-

long-term capital gain is treated as consisting ofness, it is property held mainly for sale to cus-Section 1231 transactions. The following any remaining net section 1231 gain in eachtomers.
transactions result in gain or loss subject to group. See Capital Gains Tax Rates in chapter
section 1231 treatment. Example. You manufacture and sell steel 4.

cable, which you deliver on returnable reels that• Sales or exchanges of real property or After May 5, 2003, the capital gains tax
are depreciable property. Customers make de-depreciable personal property. This rate for noncorporate taxpayers with a
posits on the reels, which you refund if the reelsproperty must be used in a trade or busi- net section 1231 gain in the 20% group

TIP

are returned within a year. If they are not re-ness and held longer than 1 year. Gener- is reduced from 20% to 15%. See Capital Gains
turned, you keep each deposit as theally, property held for the production of Tax Rates in chapter 4.
agreed-upon sales price. Most reels are re-rents or royalties is considered to be used
turned within the 1-year period. You keep ade-in a trade or business. Depreciable per-

Example. The facts are the same as in thequate records showing depreciation and othersonal property includes amortizable sec-
previous example, except that the company ischarges to the capitalized cost of the reels.tion 197 intangibles (described in chapter
operated by an individual as a sole proprietor-Under these conditions, the reels are not prop-2 under Other Dispositions).
ship. The $4,600 net section 1231 gain for 2003erty held for sale to customers in the ordinary• Sales or exchanges of leaseholds. The is the total of a $1,000 net section 1231 gain incourse of your business. Any gain or loss result-

leasehold must be used in a trade or busi- the 28% group and a $3,600 net section 1231ing from their not being returned may be capital
ness and held longer than 1 year. gain in the 20% group. The $2,750 treated asor ordinary, depending on your section 1231

ordinary income consists of the $1,000 gain intransactions.• Sales or exchanges of cattle and hor-
the 28% group and $1,750 of the gain in the 20%ses. The cattle and horses must be held Copyrights.  The sale of a copyright, a liter- group. The tax rate on the individual’s net capitalfor draft, breeding, dairy, or sporting pur- ary, musical, or artistic composition, or similar gain for 2003 is determined by including theposes and held for 2 years or longer. property is not a section 1231 transaction if your $1,850 long-term capital gain in the 20% group.

personal efforts created the property, or if you• Sales or exchanges of other livestock.
acquired the property in a way that entitled youThis livestock does not include poultry. It
to the basis of the previous owner whose per-must be held for draft, breeding, dairy, or
sonal efforts created it (for example, if you re-sporting purposes and held for 1 year or Depreciationceive the property as a gift). The sale of suchlonger.
property results in ordinary income and gener-• Sales or exchanges of unharvested Recapture
ally is reported in Part II of Form 4797.crops. The crop and land must be sold,

If you dispose of depreciable or amortizableexchanged, or involuntarily converted at Treatment as ordinary or capital. To deter-
property at a gain, you may have to treat all orthe same time and to the same person mine the treatment of section 1231 gains and
part of the gain (even if otherwise nontaxable) asand the land must be held longer than 1 losses, combine all your section 1231 gains and

year. The taxpayer cannot keep any right losses for the year. ordinary income.
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To figure any gain that must be re- 4) Single purpose agricultural (livestock) or on the section 1245 property as well as the
ported as ordinary income, you must horticultural structures. following depreciation and amortization
keep permanent records of the facts amounts.RECORDS

5) Storage facilities (except buildings and
necessary to figure the depreciation or amortiza- their structural components) used in dis- • Amounts you claimed on property you ex-tion allowed or allowable on your property. This tributing petroleum or any primary product changed for, or converted to, your sectionincludes the date and manner of acquisition, of petroleum. 1245 property in a like-kind exchange orcost or other basis, depreciation or amortization,

involuntary conversion.and all other adjustments that affect basis. Buildings and structural components.
On property you acquired in a nontaxable • Amounts a previous owner of the sectionSection 1245 property does not include build-

exchange or as a gift, your records also must 1245 property claimed if your basis is de-ings and structural components. Do not treat
indicate the following information. termined with reference to that person’sstructures that are essentially items of machin-

adjusted basis (for example, the donor’sery or equipment as buildings and structural
depreciation deductions on property youcomponents. Also, do not treat as buildings• Whether the adjusted basis was figured
received as a gift).structures that house property used as an inte-using depreciation or amortization you

gral part of an activity if the structures’ use is soclaimed on other property.
closely related to the property’s use that the Depreciation and amortization. Deprecia-• Whether the adjusted basis was figured structures can be expected to be replaced when tion and amortization that must be recaptured asusing depreciation or amortization another the property they initially house is replaced. The ordinary income include (but are not limited to)person claimed. fact that the structures are specially designed to the following items.
withstand the stress and other demands of the

Corporate distributions. For information on property and the fact that the structures cannot 1) Ordinary depreciation deductions.property distributed by corporations, see Distri- be used economically for other purposes indi-
butions to Shareholders in Publication 542, Cor- 2) The 30% special depreciation allowancecate that they are closely related to the use of
porations. for property acquired after September 10,the property they house. Structures such as oil

2001.and gas storage tanks, grain storage bins, silos,
General asset accounts. Different rules ap- fractionating towers, blast furnaces, basic oxy- 3) The 50% special depreciation allowanceply to dispositions of property you depreciated gen furnaces, coke ovens, brick kilns, and coal for property acquired after May 5, 2003.using a general asset account. For information tipples are not treated as buildings.
on these rules, see section 1.168(i)–1(e) of the 4) Amortization deductions for all the follow-

Facility for bulk storage of fungible com-regulations. ing costs.
modities. This term includes oil or gas storage
tanks and grain storage bins. Bulk storage a) Acquiring a lease.Section 1245 Property
means the storage of a commodity in a large

b) Lessee improvements.mass before it is used. For example, if a facilityA gain on the disposition of section 1245 prop-
is used to store oranges that have been sorted c) Pollution control facilities.erty is treated as ordinary income to the extent of
and boxed, it is not used for bulk storage. To bedepreciation allowed or allowable on the prop- d) Reforestation expenses.fungible, a commodity must be such that oneerty. See Gain Treated as Ordinary Income,
part may be used in place of another. e) Section 197 intangibles.later.

Stored materials that vary in composition,Any gain recognized that is more than the f) Childcare facility expenses madesize, and weight are not fungible. Materials arepart that is ordinary income from depreciation is before 1982.not fungible if one part cannot be used in placea section 1231 gain. See Treatment as ordinary
of another part and the materials cannot be g) Franchises, trademarks, and tradeor capital under Section 1231 Gains and
estimated and replaced by simple reference to names acquired before August 11,Losses, earlier.
weight, measure, and number. For example, the 1993.
storage of different grades and forms of alumi-Section 1245 property. Section 1245 prop-
num scrap is not storage of fungible commodi-erty includes any property that is or has been 5) The section 179 deduction.
ties.subject to an allowance for depreciation or

6) Deductions for all the following costs.amortization and that is any of the following
types of property. a) Removing barriers to the disabled andGain Treated as Ordinary Income the elderly.1) Personal property (either tangible or intan-

The gain treated as ordinary income on the sale,gible). b) Tertiary injectant expenses.
exchange, or involuntary conversion of section

2) Other tangible property (except buildings c) Depreciable clean-fuel vehicles and re-1245 property, including a sale and leaseback
and their structural components) used as fueling property (minus the amount oftransaction, is the lesser of the following
any of the following. any recaptured deduction).amounts.

d) Environmental cleanup costs.a) An integral part of manufacturing, pro- 1) The depreciation and amortization allowed
duction, or extraction, or of furnishing or allowable on the property. 7) Any basis reduction for the investmenttransportation, communications, elec-

credit (minus any basis increase for credit2) The gain realized on the disposition (thetricity, gas, water, or sewage disposal
amount realized from the disposition minus recapture).services.
the adjusted basis of the property). 8) Any basis reduction for the qualified elec-b) A research facility in any of the activi-

A limit on this amount for gain on like-kind ex- tric vehicle credit (minus any basis in-ties in (a).
changes and involuntary conversions is ex- crease for credit recapture).

c) A facility in any of the activities in (a) for plained later.
the bulk storage of fungible commodi- For any other disposition of section 1245 Example. You file your returns on a calen-ties. property, ordinary income is the lesser of (1) dar year basis. In February 2001, you bought

earlier or the amount by which its fair market and placed in service for 100% use in your3) That part of real property (not included in value is more than its adjusted basis. See Gifts business a light-duty truck (5-year property) that(2)) with an adjusted basis that was re- and Transfers at Death, later.
cost $10,000. You used the half-year conventionduced by certain amortization deductions Use Part III of Form 4797 to figure the ordi-
and your MACRS deductions for the truck were(including those for certified pollution con- nary income part of the gain.
$2,000 in 2001 and $3,200 in 2002. You did nottrol facilities, childcare facilities, removal of
take the section 179 deduction on it. You soldarchitectural barriers to persons with disa- Depreciation taken on other property or
the truck in May 2003 for $7,000. The MACRSbilities and the elderly, or reforestation ex- taken by other taxpayers. Depreciation and
deduction in 2003, the year of sale, is $960 (1/2penses) or a section 179 deduction. amortization include the amounts you claimed
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of $1,920). Figure the gain treated as ordinary properties are depreciated using theSection 1250 Property
income as follows. straight line method. (In addition, if the

property was in a renewal community, youGain on the disposition of section 1250 property
1) Amount realized . . . . . . . . . . . . . . $7,000 must not have elected to claim a commer-is treated as ordinary income to the extent of
2) Cost (February 2001) . . . . $10,000 cial revitalization deduction as figuredadditional depreciation allowed or allowable on
3) Depreciation allowed or under section 1400I of the Internal Reve-the property. To determine the additional depre-

allowable (MACRS nue Code.)ciation on section 1250 property, see Additional
deductions: $2,000 + Depreciation, later.
$3,200 + $960) . . . . . . . . 6,160

Depreciation taken by other taxpayers or on4) Adjusted basis (subtract line 3 Section 1250 property defined. This in- other property. Additional depreciation in-from line 2) . . . . . . . . . . . . . . . . . $3,840 cludes all real property that is subject to an cludes all depreciation adjustments to the basis5) Gain realized (subtract line 4 allowance for depreciation and that is not and of section 1250 property whether allowed to youfrom line 1) . . . . . . . . . . . . . . . . . $3,160
never has been section 1245 property. It in-6) Gain treated as ordinary income or another person (as carryover basis property).
cludes a leasehold of land or section 1250 prop-(lesser of line 3 or line 5) . . . . . . . $3,160
erty subject to an allowance for depreciation. A Example. Larry Johnson gives his son sec-
fee simple interest in land is not included be- tion 1250 property on which he took $2,000 inDepreciation on other tangible property. cause it is not depreciable. depreciation deductions, of which $500 is addi-You must take into account depreciation during If your section 1250 property becomes sec- tional depreciation. Immediately after the gift,periods when the property was not used as an tion 1245 property because you change its use, the son’s adjusted basis in the property is theintegral part of an activity or did not constitute a you can never again treat it as section 1250 same as his father’s and reflects the $500 addi-research or storage facility, as described earlier property. tional depreciation. On January 1 of the nextunder Section 1245 property.

year, after taking depreciation deductions ofFor example, if depreciation deductions
$1,000 on the property, of which $200 is addi-taken on certain storage facilities amounted to Additional Depreciation tional depreciation, the son sells the property. At$10,000, of which $6,000 is from the periods
the time of sale, the additional depreciation isbefore their use in a prescribed business activ- If you hold section 1250 property longer than 1
$700 ($500 allowed the father plus $200 allowedity, you must use the entire $10,000 in determin- year, the additional depreciation is the actual
the son).ing ordinary income from depreciation. depreciation adjustments that are more than the

depreciation figured using the straight line Depreciation allowed or allowable. TheDepreciation allowed or allowable. The method. For a list of items treated as deprecia- greater of depreciation allowed or allowable (togreater of the depreciation allowed or allowable tion adjustments, see Depreciation and amorti- any person who held the property if the depreci-is generally the amount to use in figuring the part zation under Gain Treated as Ordinary Income, ation was used in figuring its adjusted basis inof gain to report as ordinary income. If, in prior earlier. your hands) generally is the amount to use inyears, you have consistently taken proper de- If you hold section 1250 property for 1 year or figuring the part of the gain to be reported asductions under one method, the amount allowed less, all the depreciation is additional deprecia- ordinary income. If you can show that the deduc-for your prior years will not be increased even tion. tion allowed for any tax year was less than thethough a greater amount would have been al- You will not have additional depreciation if amount allowable, the lesser figure will be thelowed under another proper method. If you did any of the following conditions apply to the prop- depreciation adjustment for figuring additionalnot take any deduction at all for depreciation, erty disposed of. depreciation.your adjustments to basis for depreciation allow-
• You figured depreciation for the propertyable are figured by using the straight line

Retired or demolished property. The adjust-using the straight line method or any othermethod.
ments reflected in adjusted basis generally domethod that does not result in depreciationThis treatment applies only when figuring
not include deductions for depreciation on re-that is more than the amount figured bywhat part of gain is treated as ordinary income
tired or demolished parts of section 1250 prop-the straight line method; you held theunder the rules for section 1245 depreciation
erty unless these deductions are reflected in theproperty longer than 1 year; and, if therecapture.
basis of replacement property that is sectionproperty was qualified New York Liberty
1250 property.Zone property, you made a timely electionMultiple asset accounts. In figuring ordinary

not to claim the 30% or 50% special de-income from depreciation, you can treat any
Example. A wing of your building is totallypreciation allowance. (In addition, if thenumber of units of section 1245 property in a

destroyed by fire. The depreciation adjustmentsproperty was in a renewal community, yousingle depreciation account as one item if the
figured in the adjusted basis of the building aftermust not have elected to claim a commer-total ordinary income from depreciation figured
the wing is destroyed do not include any deduc-cial revitalization deduction as figuredby using this method is not less than it would be
tions for depreciation on the destroyed wingunder section 1400I of the Internal Reve-if depreciation on each unit were figured sepa-
unless it is replaced and the adjustments fornue Code.)rately.
depreciation on it are reflected in the basis of the

• The property was residential low-income replacement property.Example. In one transaction you sold 50
rental property you held for 162/3 years or

machines, 25 trucks, and certain other property Figuring straight line depreciation. Thelonger. (For low-income rental housing on
that is not section 1245 property. All of the de- useful life and salvage value you would havewhich the special 60-month depreciation
preciation was recorded in a single depreciation used to figure straight line depreciation are thefor rehabilitation expenses was allowed,
account. After dividing the total received among same as those used under the depreciationthe 162/3 years start when the rehabilitated
the various assets sold, you figured that each method you actually used. If you did not use aproperty is placed in service).
unit of section 1245 property was sold at a gain. useful life under the depreciation method actu-• You chose the alternate ACRS method forYou can figure the ordinary income from depre- ally used (such as with the units-of-production

the property, which was a type of 15-, 18-,ciation as if the 50 machines and 25 trucks were method) or if you did not take salvage value into
or 19-year real property covered by theone item. account (such as with the declining balance
section 1250 rules.However, if 5 of the trucks had been sold at a method), the useful life or salvage value for

loss, only the 50 machines and 20 of the trucks • The property was residential rental prop- figuring what would have been the straight line
could be treated as one item in determining the erty or nonresidential real property placed depreciation is the useful life and salvage value
ordinary income from depreciation. in service after 1986 (or after July 31, you would have used under the straight line

1986, if the choice to use MACRS wasNormal retirement. The normal retirement method.
made); you held it longer than 1 year; and,of section 1245 property in multiple asset ac- Salvage value and useful life are not used for
if the property was qualified New York Lib-counts does not require recognition of gain as the ACRS method of depreciation. Figure
erty Zone property, you made a timelyordinary income from depreciation if your straight line depreciation for ACRS real property
election not to claim the 30% or the 50%method of accounting for asset retirements does by using its 15-, 18-, or 19-year recovery period
special depreciation allowance. Thesenot require recognition of that gain. as the property’s useful life.
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The straight line method is applied without disposed of is nonresidential real property, resi- Holding period. The holding period used to
dential rental property, or low-income housing. figure the applicable percentage for low-incomeany basis reduction for the investment credit.
The percentages for these types of real property housing generally starts on the day after youProperty held by lessee. If a lessee makes
are as follows. acquired it. For example, if you bought low-in-

a leasehold improvement, the lease period for come housing on January 1, 1987, the holdingNonresidential real property. For real prop-figuring what would have been the straight line period starts on January 2, 1987. If you sold it onerty that is not residential rental property, thedepreciation adjustments includes all renewal January 2, 2003, the holding period is exactlyapplicable percentage for periods after 1969 isperiods. This inclusion of the renewal periods 192 full months. The applicable percentage for100%. For periods before 1970, the percentagecannot extend the lease period taken into ac- additional depreciation is 8%, or 100% minusis zero and no ordinary income because of addi-count to a period that is longer than the remain- 1% for each full month the property was heldtional depreciation before 1970 will result froming useful life of the improvement. The same rule over 100 full months.its disposition.applies to the cost of acquiring a lease.
Holding period for constructed, recon-The term renewal period means any period Residential rental property. For residential structed, or erected property. The holdingfor which the lease may be renewed, extended, rental property (80% or more of the gross in- period used to figure the applicable percentageor continued under an option exercisable by the come is from dwelling units) other than low-in- for low-income housing you constructed, recon-lessee. However, the inclusion of renewal peri- come housing, the applicable percentage for structed, or erected starts on the first day of theods cannot extend the lease by more than periods after 1975 is 100%. The percentage for month it is placed in service in a trade or busi-two-thirds of the period that was the basis on periods before 1976 is zero. Therefore, no ordi- ness, in an activity for the production of income,which the actual depreciation adjustments were nary income because of additional depreciation or in a personal activity.allowed. before 1976 will result from a disposition of resi-
Property acquired by gift or received in adential rental property.

Rehabilitation expenses. A part of the spe- tax-free transfer. For low-income housing
Low-income housing.  Low-income housingcial 60-month depreciation adjustment allowed you acquired by gift or in a tax-free transfer the
includes all the following types of residentialfor rehabilitation expenses incurred before 1987 basis of which is figured by reference to the
rental property.in connection with low-income rental housing is basis in the hands of the transferor, the holding

additional depreciation. The additional deprecia- period for the applicable percentage includes• Federally assisted housing projects if the
tion is the special depreciation adjustments that the holding period of the transferor.mortgage is insured under section
are more than the adjustments that would have 221(d)(3) or 236 of the National Housing If the adjusted basis of the property in your
resulted if the straight line method, normal use- Act or housing financed or assisted by di- hands just after acquiring it is more than its
ful life, and salvage value had been used. rect loan or tax abatement under similar adjusted basis to the transferor just before trans-

provisions of state or local laws. ferring it, the holding period of the difference is
Example. On January 7, 2003, Fred Plums, figured as if it were a separate improvement.• Low-income rental housing for which a de-a calendar year taxpayer, sold real property in See Low-Income Housing With Two or Morepreciation deduction for rehabilitation ex-which the entire basis was from rehabilitation Elements, next.penses was allowed.expenses of $40,000 incurred in 1985. The

property was placed in service on January 3, • Low-income rental housing held for occu-
1986. Under the special depreciation provisions pancy by families or individuals eligible to Low-Income Housing
for rehabilitation expenses, the property was receive subsidies under section 8 of the With Two or More Elements
depreciated under the straight line method using United States Housing Act of 1937, as
a useful life of 60 months (5 years) and no If you dispose of low-income housing propertyamended, or under provisions of state or
salvage value. If Fred had used the regular that has two or more separate elements, thelocal laws that authorize similar subsidies
straight line method, he would have used a sal- applicable percentage used to figure ordinaryfor low-income families.
vage value of $4,000 and a useful life of 15 income because of additional depreciation may• Housing financed or assisted by directyears, and would have had a depreciable basis be different for each element. The gain to be

loan or insured under Title V of the Hous-of $36,000. Depreciation under the straight line reported as ordinary income is the sum of the
ing Act of 1949.method would have been $2,400 each year (1/15 ordinary income figured for each element.

× $36,000). On January 1, 2003, the additional The following are the types of separate ele-The applicable percentage for low-incomedepreciation for the property was $4,000, fig- ments.housing is 100% minus 1% for each full monthured as follows.
the property was held over 100 full months. If • A separate improvement (defined later).
you have held low-income housing at least 16Depreciation Straight Additional • The basic section 1250 property plus im-years and 8 months, the percentage is zero andLine provements not qualifying as separate im-no ordinary income will result from its disposi-Claimed DepreciationDepreciation

provements.tion.
1986 8,000 2,400 5,600 • The units placed in service at differentForeclosure. If low-income housing is dis-
1987 8,000 2,400 5,600 times before all the section 1250 propertyposed of because of foreclosure or similar pro-1988 8,000 2,400 5,600 is finished. For example, this happensceedings, the monthly applicable percentage1989 8,000 2,400 5,600 when a taxpayer builds an apartmentreduction is figured as if you disposed of the1990 8,000 2,400 5,600 building of 100 units and places 30 units inproperty on the starting date of the proceedings.1991 2,400 (2,400) service (available for renting) on January
1992 2,400 (2,400) 4, 2002, 50 on July 18, 2002, and theExample. On June 1, 1991, you acquired1993 2,400 (2,400) remaining 20 on January 18, 2003. As alow-income housing property. On April 3, 20021994 2,400 (2,400)

result, the apartment house consists of(130 months after the property was acquired),1995 2,400 (2,400)
three separate elements.foreclosure proceedings were started on the1996 2,400 (2,400)

property and on December 3, 2003 (150 months1997 2,400 (2,400)
1998 2,400 (2,400) after the property was acquired), the property The 36-month test for separate improve-
1999 2,400 (2,400) was disposed of as a result of the foreclosure ments. A separate improvement is any im-
2000 2,400 (2,400) proceedings. The property qualifies for a re- provement (qualifying under The 1-year test,
Total $40,000 $36,000 $4,000 duced applicable percentage because it was below) added to the capital account of the prop-

held more than 100 full months. The applicable erty, but only if the total of the improvements
percentage reduction is 30% (130 months minus during the 36-month period ending on the last
100 months) rather than 50% (150 months mi- day of any tax year is more than the greatest ofApplicable Percentage
nus 100 months) because it does not apply after the following amounts. 

The applicable percentage used to figure the April 3, 2002, the starting date of the foreclosure
ordinary income because of additional deprecia- proceedings. Therefore, 70% of the additional 1) One-fourth of the adjusted basis of the
tion depends on whether the real property you depreciation is treated as ordinary income. property at the start of the first day of the
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Y .25 5,000 92% 4,60036-month period, or the first day of the Holding period. Use the following guidelines
Z . . .25 5,000 100% 5,000for figuring the applicable percentage for prop-holding period of the property, whichever
Sum of ordinary incomeerty with two or more elements.is later.
of separate elements . . . . . . . . . $16,400

• The holding period of a separate element2) One-tenth of the unadjusted basis (ad-
placed in service before the entire sectionjusted basis plus depreciation and amorti-
1250 property is finished starts on the firstzation adjustments) of the property at the Gain Treated as Ordinary Incomeday of the month that the separate ele-start of the period determined in (1).
ment is placed in service. To find what part of the gain from the disposition3) $5,000.

of section 1250 property is treated as ordinary• The holding period for each separate im-
income, follow these steps.provement qualifying as a separate ele-The 1-year test. An addition to the capital

ment starts on the day after theaccount for any tax year (including a short tax 1) In a sale, exchange, or involuntary conver-improvement is acquired or, for improve-year) is treated as an improvement only if the sion of the property, figure the amount re-ments constructed, reconstructed, or er-sum of all additions for the year is more than the alized that is more than the adjusted basisected, the first day of the month that thegreater of $2,000 or 1% of the unadjusted basis of the property. In any other disposition ofimprovement is placed in service.of the property. The unadjusted basis is figured the property, figure the fair market value
• The holding period for each improvementas of the start of that tax year or the holding that is more than the adjusted basis.

not qualifying as a separate element takesperiod of the property, whichever is later. In
2) Figure the additional depreciation for thethe holding period of the basic property.applying the 36-month test, improvements in

periods after 1975.any one of the 3 years are omitted entirely if the
If an improvement by itself does not meet thetotal improvements in that year do not qualify 3) Multiply the lesser of (1) or (2) by the appli-

1-year test (greater of $2,000 or 1% of the unad-under the 1-year test. cable percentage, discussed earlier. Stop
justed basis), but it does qualify as a separate here if this is residential rental property or
improvement that is a separate element (whenExample. The unadjusted basis of a calen- if (2) is equal to or more than (1). This is
grouped with other improvements made duringdar year taxpayer’s property was $300,000 on the gain treated as ordinary income be-
the tax year), determine the start of its holding cause of additional depreciation.January 1, 1990. During that year, the taxpayer
period as follows. Use the first day of a calendarmade improvements A, B, and C, which cost 4) Subtract (2) from (1).month that is closest to the middle of the tax$1,000, $600, and $700, respectively. The sum
year. If there are two first days of a month that 5) Figure the additional depreciation for peri-of the improvements, $2,300, is less than 1% of
are equally close to the middle of the year, use ods after 1969 but before 1976.the unadjusted basis ($3,000), so the improve-
the earlier date.

ments in 1990 do not satisfy the 1-year test and 6) Add the lesser of (4) or (5) to the result in
are not treated as improvements for the (3). This is the gain treated as ordinaryFiguring ordinary income attributable to
36-month test. However, if improvement C had income because of additional depreciation.each separate element. Figure ordinary in-
cost $1,500, the sum of the 1990 improvements come attributable to each separate element as A limit on the amount treated as ordinary incomewould have been $3,100. It then would be nec- follows. for gain on like-kind exchanges and involuntaryessary to apply the 36-month test to figure if the Step 1. Divide the element’s additional de- conversions is explained later.
improvements must be treated as separate im- preciation after 1975 by the sum of all the ele-

Use Part III, Form 4797, to figure the ordinaryments’ additional depreciation after 1975 toprovements.
income part of the gain.determine the percentage used in Step 2.

Addition to the capital account. Any addi- Step 2. Multiply the percentage figured in Corporations. Corporations, other than S cor-tion to the capital account made after the initial Step 1 by the lesser of the additional deprecia- porations, have an additional amount to recog-acquisition or completion of the property by you tion after 1975 for the entire property or the gain nize as ordinary income on the sale or otheror any person who held the property during a from disposition of the entire property (the differ- disposition of section 1250 property. The addi-period included in your holding period is to be ence between the fair market value or amount tional amount treated as ordinary income is 20%considered when figuring the total amount of realized and the adjusted basis). of the excess of the amount that would haveseparate improvements. Step 3. Multiply the result in Step 2 by the been ordinary income if the property were sec-
The addition to the capital account of depre- applicable percentage for the element. tion 1245 property over the amount treated as

ciable real property is the gross addition not ordinary income under section 1250. Report this
Example. You sold at a gain of $25,000reduced by amounts attributable to replaced additional ordinary income on line 26(f) of Form

low-income housing property subject to the ordi-property. For example, if a roof with an adjusted 4797, Part III.
nary income rules of section 1250. The propertybasis of $20,000 is replaced by a new roof cost-
consisted of four elements (W, X, Y, and Z).ing $50,000, the improvement is the gross addi- Installment SalesStep 1. The additional depreciation for eachtion to the account, $50,000, and not the net
element is: W — $12,000; X — None; Y —addition of $30,000. The $20,000 adjusted basis If you report the sale of property under the in-$6,000; and Z—$6,000. The sum of the addi-of the old roof is no longer reflected in the basis stallment method, any depreciation recapturetional depreciation for all the elements isof the property. The status of an addition to the under section 1245 or 1250 is taxable as ordi-$24,000.capital account is not affected by whether it is nary income in the year of sale. This appliesStep 2. The depreciation deducted on ele-treated as a separate property for determining even if no payments are received in that year. Ifment X was $4,000 less than it would have been

depreciation deductions. the gain is more than the depreciation recaptureunder the straight line method. Additional depre-
income, report the rest of the gain using theWhether an expense is treated as an addi- ciation on the property as a whole is $20,000
rules of the installment method. For this pur-tion to the capital account may depend on the ($24,000 − $4,000). $20,000 is lower than the
pose, include the recapture income in your in-final disposition of the entire property. If the $25,000 gain on the sale, so $20,000 is used in
stallment sale basis to determine your grossexpense item property and the basic property Step 2.
profit on the installment sale.are sold in two separate transactions, the entire Step 3. The applicable percentages to be

If you dispose of more than one asset in asection 1250 property is treated as consisting of used in Step 3 for the elements are: W—68%;
single transaction, you must figure the gain ontwo distinct properties. X—85%; Y—92%; and Z—100%.
each asset separately so that it may be properlyFrom these facts, the sum of the ordinaryUnadjusted basis. In figuring the unad- reported. To do this, allocate the selling priceincome for each element is figured as follows.justed basis as of a certain date, include the and the payments you receive in the year of sale

actual cost of all previous additions to the capital to each asset. Report any depreciation recap-Ordinary
account plus those that did not qualify as sepa- ture income in the year of sale before using theStep 1 Step 2 Step 3 Income
rate improvements. However, the cost of com- installment method for any remaining gain.
ponents retired before that date is not included For a detailed discussion of installmentW .50 $10,000 68% $ 6,800
in the unadjusted basis. X -0- -0- 85% -0- sales, see Publication 537.
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and the contribution parts of the transfer in the like-kind exchanges and involuntary conver-Gifts
same proportion that you allocated your ad- sions, see chapter 1.
justed basis in the property to figure your gain.If you make a gift of depreciable personal prop-
(See Bargain Sale under Gain or Loss Fromerty or real property, you do not have to report Depreciable personal property. If you have
Sales and Exchanges in chapter 1.) Report asincome on the transaction. However, if the per- a gain from either a like-kind exchange or an
ordinary income the lesser of the ordinary in-son who receives it (donee) sells or otherwise involuntary conversion of your depreciable per-
come allocated to the sale or your gain from thedisposes of the property in a disposition subject sonal property, the amount to be reported as
sale.to recapture, the donee must take into account ordinary income from depreciation is the amount

the depreciation you deducted in figuring the figured under the rules explained earlier (see
Example. You sold section 1245 property ingain to be reported as ordinary income. Section 1245 Property), limited to the sum of the

a bargain sale to a charitable organization andFor low-income housing, the donee must following amounts.
are allowed a deduction for your contribution.take into account the donor’s holding period to

• The gain that must be included in incomeYour gain on the sale was $1,200, figured byfigure the applicable percentage. See Applica-
under the rules for like-kind exchanges orallocating 20% of your adjusted basis in theble Percentage and its discussion Holding pe-
involuntary conversions.property to the part sold. If you had sold theriod under Section 1250 Property, earlier.

property at its fair market value, your ordinary • The fair market value of the like-kind, simi-Part gift and part sale or exchange. If you income would have been $5,000. Your ordinary lar, or related property other than depre-transfer depreciable personal property or real income is $1,000 ($5,000 × 20%) and your sec- ciable personal property acquired in theproperty for less than its fair market value in a tion 1231 gain is $200 ($1,200 − $1,000). transaction.transaction considered to be partly a gift and
partly a sale or exchange and you have a gain Transfers at Deathbecause the amount realized is more than your Example 1. You bought a new machine for
adjusted basis, you must report ordinary income $4,300 cash plus your old machine for which youWhen a taxpayer dies, no gain is reported on
(up to the amount of gain) to recapture deprecia- were allowed a $1,360 trade-in. The old ma-depreciable personal property or real property
tion. If the depreciation (additional depreciation, chine cost you $5,000 two years ago. You tooktransferred to his or her estate or beneficiary.
if section 1250 property) is more than the gain, depreciation deductions of $3,950. Even thoughFor information on the tax liability of a decedent,
the balance is carried over to the transferee to you deducted depreciation of $3,950, the $310see Publication 559, Survivors, Executors, and
be taken into account on any later disposition of gain ($1,360 trade-in allowance minus $1,050Administrators.
the property. However, see Bargain sale to char- adjusted basis) is not reported because it isHowever, if the decedent disposed of theity, later. postponed under the rules for like-kind ex-property while alive and, because of his or her

changes and you received only depreciable per-method of accounting or for any other reason,Example. You transferred depreciable per- sonal property in the exchange.the gain from the disposition is reportable by thesonal property to your son for $20,000. When
estate or beneficiary, it must be reported in thetransferred, the property had an adjusted basis Example 2. You bought office machinery forsame way the decedent would have had to re-to you of $10,000 and a fair market value of $1,500 two years ago and deducted $780 de-port it if he or she were still alive.$40,000. You took depreciation of $30,000. You preciation. This year a fire destroyed the ma-Ordinary income due to depreciation must beare considered to have made a gift of $20,000, chinery and you received $1,200 from your firereported on a transfer from an executor, admin-the difference between the $40,000 fair market insurance, realizing a gain of $480 ($1,200 −istrator, or trustee to an heir, beneficiary, orvalue and the $20,000 sale price to your son. $720 adjusted basis). You choose to postponeother individual if the transfer is a sale or ex-You have a taxable gain on the transfer of reporting gain, but replacement machinery costchange on which gain is realized.$10,000 ($20,000 sale price minus $10,000 ad- you only $1,000. Your taxable gain under the

justed basis) that must be reported as ordinary rules for involuntary conversions is limited to theExample 1. Janet Smith owned depreciableincome from depreciation. You report $10,000 of remaining $200 insurance payment. All your re-property that, upon her death, was inherited byyour $30,000 depreciation as ordinary income placement property is depreciable personalher son. No ordinary income from depreciationon the transfer of the property, so the remaining property, so your ordinary income from depreci-is reportable on the transfer, even though the$20,000 depreciation is carried over to your son ation is limited to $200.value used for estate tax purposes is more thanfor him to take into account on any later disposi-
the adjusted basis of the property to Janet whention of the property. Example 3. A fire destroyed office machin-she died. However, if she sold the property

ery you bought for $116,000. The depreciationGift to charitable organization. If you give before her death and realized a gain and if,
deductions were $91,640 and the machineryproperty to a charitable organization, you figure because of her method of accounting, the pro-
had an adjusted basis of $24,360. You receivedyour deduction for your charitable contribution ceeds from the sale are income in respect of a
a $117,000 insurance payment, realizing a gainby reducing the fair market value of the property decedent reportable by her son, he must report
of $92,640.by the ordinary income and short-term capital ordinary income from depreciation.

You immediately spent $105,000 of the in-gain that would have resulted had you sold the
surance payment for replacement machineryproperty at its fair market value at the time of the Example 2. The trustee of a trust created by
and $9,000 for stock that qualifies as replace-contribution. Thus, your deduction for deprecia- a will transfers depreciable property to a benefi-
ment property and you choose to postpone re-ble real or personal property given to a charita- ciary in satisfaction of a specific bequest of
porting the gain. $114,000 of the $117,000ble organization does not include the potential $10,000. If the property had a value of $9,000 at
insurance payment was used to buy replace-ordinary gain from depreciation. the date used for estate tax valuation purposes,
ment property, so the gain that must be includedYou also may have to reduce the fair market the $1,000 increase in value to the date of distri-
in income under the rules for involuntary conver-value of the contributed property by the bution is a gain realized by the trust. Ordinary
sions is the part not spent, or $3,000. The part oflong-term capital gain (including any section income from depreciation must be reported by
the insurance payment ($9,000) used to buy the1231 gain) that would have resulted had the the trust on the transfer.
nondepreciable property (the stock) also mustproperty been sold. For more information, see
be included in figuring the gain from deprecia-Giving Property That Has Increased in Value in Like-Kind Exchanges
tion.Publication 526, Charitable Contributions. and Involuntary The amount you must report as ordinary in-

Bargain sale to charity. If you transfer sec- Conversions come on the transaction is $12,000, figured as
tion 1245 or section 1250 property to a charita- follows.
ble organization for less than its fair market A like-kind exchange of your depreciable prop-
value and a deduction for the contribution part of erty or an involuntary conversion of the property 1) Gain realized on the transaction
the transfer is allowable, your ordinary income into similar or related property will not result in ($92,640) limited to depreciation
from depreciation is figured under different your having to report ordinary income from de- ($91,640) . . . . . . . . . . . . . . . . . $91,640
rules. First, figure the ordinary income as if you preciation unless money or property other than
had sold the property at its fair market value. like-kind, similar, or related property is also re- 2) Gain includible in income

(amount not spent) . . . . . . $3,000Then, allocate that amount between the sale ceived in the transaction. For information on
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Plus: fair market value of ciable real property you bought as additional for depreciable real property and $48,000 for
property other than depreciation. land. He chooses to postpone reporting the
depreciable personal $60,000 gain realized on the involuntary conver-Basis of property acquired. If the ordinaryproperty (the stock) . . . . . . 9,000 12,000 sion. Of this gain, $10,000 is ordinary incomeincome you have to report because of additional

from additional depreciation but is not reporteddepreciation is limited, the total basis of theAmount reportable as ordinary because of the limit for involuntary conversionsproperty you acquired is its fair market value (itsincome (lesser of (1) or (2)) . . . . . . $12,000 of depreciable real property. The basis of thecost, if bought to replace property involuntarily
property bought is $30,000 ($90,000 − $60,000),If, instead of buying $9,000 in stock, you converted into money) minus the gain post-
allocated as follows.bought $9,000 worth of depreciable personal poned.

property similar or related in use to the de- If you acquired more than one item of prop- 1) The $42,000 cost of depreciable real prop-stroyed property, you would only report $3,000 erty, allocate the total basis among the proper- erty minus $10,000 ordinary income notas ordinary income. ties in proportion to their fair market value (their reported is $32,000.
cost, in an involuntary conversion into money).Depreciable real property. If you have a gain 2) The $48,000 cost of other property (land)However, if you acquired both depreciable real

from either a like-kind exchange or involuntary plus the $32,000 figured in (1) is $80,000.property and other property, allocate the total
conversion of your depreciable real property,

basis as follows. 3) The $32,000 figured in (1) divided by theordinary income from additional depreciation is
$80,000 figured in (2) is 0.4.figured under the rules explained earlier (see 1) Subtract the ordinary income because of

Section 1250 Property), limited to the greater of 4) The basis of the depreciable real propertyadditional depreciation that you do not
the following amounts. is $12,000. This is the $30,000 total basishave to report from the fair market value

multiplied by the 0.4 figured in (3).(or cost) of the depreciable real property• The gain that must be reported under the
acquired.rules for like-kind exchanges or involun- 5) The basis of the other property (land) is

tary conversions plus the fair market $18,000. This is the $30,000 total basis2) Add the fair market value (or cost) of the
value of stock bought as replacement minus the $12,000 figured in (4).other property acquired to the result in (1).
property in acquiring control of a corpora-

The ordinary income that is not reported3) Divide the result in (1) by the result in (2).tion.
($10,000) is carried over as additional deprecia-

4) Multiply the total basis by the result in (3).• The gain you would have had to report as tion to the depreciable real property that was
This is the basis of the depreciable realordinary income from additional deprecia- bought and may be taxed as ordinary income on
property acquired. If you acquired moretion had the transaction been a cash sale a later disposition.
than one item of depreciable real property,minus the cost (or fair market value in an
allocate this basis amount among theexchange) of the depreciable real property Multiple Propertiesproperties in proportion to their fair marketacquired.
value (or cost). If you dispose of both depreciable property and

The ordinary income not reported for the year other property in one transaction and realize a5) Subtract the result in (4) from the total ba-
of the disposition is carried over to the deprecia- gain, you must allocate the amount realized be-sis. This is the basis of the other property
ble real property acquired in the like-kind ex- tween the two types of property in proportion toacquired. If you acquired more than one
change or involuntary conversion as additional their respective fair market values to figure theitem of other property, allocate this basis
depreciation from the property disposed of. Fur- part of your gain to be reported as ordinaryamount among the properties in proportion
ther, to figure the applicable percentage of addi- income from depreciation. Different rules mayto their fair market value (or cost).
tional depreciation to be treated as ordinary apply to the allocation of the amount realized on
income, the holding period starts over for the the sale of a business that includes a group ofExample 1. In 1986, low-income housingnew property. assets. See chapter 2.property that you acquired and placed in service

In general, if a buyer and seller have adversein 1981 was destroyed by fire and you receivedExample. The state paid you $116,000 interests as to the allocation of the amount real-a $90,000 insurance payment. The property’swhen it condemned your depreciable real prop- ized between the depreciable property and otheradjusted basis was $38,400, with additional de-erty for public use. You bought other real prop- property, any arm’s-length agreement betweenpreciation of $14,932. On December 1, 1986,erty similar in use to the property condemned for them will establish the allocation.you used the insurance payment to acquire and$110,000 ($15,000 for depreciable real property In the absence of an agreement, the alloca-place in service replacement low-income hous-and $95,000 for land). You also bought stock for tion should be made by taking into account theing property.$5,000 to get control of a corporation owning appropriate facts and circumstances. These in-Your realized gain from the involuntary con-property similar in use to the property con- clude, but are not limited to, a comparison be-version was $51,600 ($90,000 − $38,400). Youdemned. You choose to postpone reporting the tween the depreciable property and all the otherchose to postpone reporting the gain under thegain. If the transaction had been a sale for cash property being disposed of in the transaction.involuntary conversion rules. Under the rules foronly, under the rules described earlier, $20,000 The comparison should take into account all thedepreciation recapture on real property, the ordi-would have been reportable as ordinary income following facts and circumstances.nary gain was $14,932, but you did not have tobecause of additional depreciation.
report any of it because of the limit for involun- • The original cost and reproduction cost ofThe ordinary income to be reported is
tary conversions. construction, erection, or production.$6,000, which is the greater of the following

The basis of the replacement low-incomeamounts. • The remaining economic useful life.housing property was its $90,000 cost minus the
1) The gain that must be reported under the $51,600 gain you postponed, or $38,400. The • The state of obsolescence.

rules for involuntary conversions, $1,000 $14,932 ordinary gain you did not report is • The anticipated expenditures required to($116,000 − $115,000) plus the fair mar- treated as additional depreciation on the re-
maintain, renovate, or modernize theket value of stock bought as qualified re- placement property. When you dispose of the
properties.placement property, $5,000, for a total of property, your holding period for figuring the

$6,000. applicable percentage of additional depreciation
Like-kind exchanges and involuntary con-to report as ordinary income will have begun2) The gain you would have had to report as versions. If you dispose of and acquire bothDecember 2, 1986, the day after you acquiredordinary income from additional deprecia- depreciable personal property and other prop-the property.tion ($20,000) had this transaction been a erty (other than depreciable real property) in a

cash sale minus the cost of the deprecia- Example 2. John Adams received a like-kind exchange or involuntary conversion,
ble real property bought ($15,000), or $90,000 fire insurance payment for depreciable the amount realized is allocated in the following
$5,000. real property (office building) with an adjusted way. The amount allocated to the depreciable

The ordinary income not reported, $14,000 basis of $30,000. He uses the whole payment to personal property disposed of is treated as con-
($20,000 − $6,000), is carried over to the depre- buy property similar in use, spending $42,000 sisting of, first, the fair market value of the depre-
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ciable personal property acquired and, second all taxable sales of stocks, bonds, commodities,
etc., on Schedule D. For more information on(to the extent of any remaining balance), the fair
figuring gains and losses from these transac-market value of the other property acquired. The 4. tions, see chapter 4 in Publication 550.amount allocated to the other property disposed

of is treated as consisting of the fair market
Form 1099–S. An information return must bevalue of all property acquired that has not al-
provided on certain real estate transactions.Reporting Gainsready been taken into account. Generally, the person responsible for closing the

If you dispose of and acquire depreciable transaction must report on Form 1099–S sales
real property and other property in a like-kind or exchanges of the following types of property.and Losses
exchange or involuntary conversion, the amount

• Land (improved or unimproved), includingrealized is allocated in the following way. The
air space.amount allocated to each of the three types of Introduction • An inherently permanent structure, includ-property (depreciable real property, depreciable

This chapter explains how to report capital gains ing any residential, commercial, or indus-personal property, or other property) disposed of
and losses and ordinary gains and losses from trial building.is treated as consisting of, first, the fair market
sales, exchanges, and other dispositions ofvalue of that type of property acquired and, sec- • A condominium unit and its related fixturesproperty.ond (to the extent of any remaining balance), and common elements (including land).Although this discussion refers to Scheduleany excess fair market value of the other types
D (Form 1040), the rules discussed here also • Stock in a cooperative housing corpora-of property acquired. (If the excess fair market apply to taxpayers other than individuals. How- tion.value is more than the remaining balance of the ever, the rules for property held for personal use

If you sold or exchanged any of the above typesamount realized and is from both of the other usually will not apply to taxpayers other than
of property, the reporting person must give you atwo types of property, you can apply the unallo- individuals.
copy of Form 1099–S or a statement containingcated amount in any manner you choose.)
the same information as the Form 1099–S.Topics

Example. A fire destroyed your property If you receive or will receive property or serv-This chapter discusses:
with a total fair market value of $50,000. It con- ices in addition to gross proceeds (cash or
sisted of machinery worth $30,000 and nonde- notes) in this transaction, the person reporting it• Information returns
preciable property worth $20,000. You received does not have to value that property or those• Schedule D (Form 1040)an insurance payment of $40,000 and immedi- services. In that case, the gross proceeds re-
ately used it with $10,000 of your own funds (for ported on Form 1099–S will be less than the• Form 4797

sales price of the property you sold. Figure anya total of $50,000) to buy machinery with a fair
gain or loss according to the sales price, which ismarket value of $15,000 and nondepreciable Useful Items the total amount you realized on the transaction.property with a fair market value of $35,000. The You may want to see:

adjusted basis of the destroyed machinery was
$5,000 and your depreciation on it was $35,000. Publication
You choose to postpone reporting your gain

❏ 550 Investment Income and Expenses Schedule Dfrom the involuntary conversion. You must re-
port $9,000 as ordinary income from deprecia- ❏ 537 Installment Sales (Form 1040)tion arising from this transaction, figured as

❏ 954 Tax Incentives for Distressedfollows. 
Use Schedule D to report sales, exchanges, andCommunities
other dispositions of capital assets.1) The $40,000 insurance payment must be

Form (and Instructions) Before completing Schedule D (Formallocated between the machinery and the
1040), you may have to complete otherother property destroyed in proportion to ❏ Schedule D (Form 1040) Capital Gains
forms as shown below.the fair market value of each. The amount CAUTION

!
and Losses

allocated to the machinery is 30,000/
❏ 1099–B Proceeds From Broker and50,000 x $40,000, or $24,000. The amount • For a sale, exchange, or involuntary con-Barter Exchange Transactions

allocated to the other property is 20,000/ version of business property, complete
❏ 1099–S Proceeds From Real Estate50,000 x $40,000, or $16,000. Your gain Form 4797.

Transactionson the involuntary conversion of the ma- • For a like-kind exchange, complete Form
chinery is $24,000 minus $5,000 adjusted ❏ 4684 Casualties and Thefts 8824. (See Reporting the exchange under
basis, or $19,000. Like-Kind Exchanges in chapter 1.)❏ 4797 Sales of Business Property

2) The $24,000 allocated to the machinery • For an installment sale, complete Form❏ 6252 Installment Sale Incomedisposed of is treated as consisting of the 6252. (See Publication 537.)
$15,000 fair market value of the replace- ❏ 8824 Like-Kind Exchanges • For an involuntary conversion due to casu-ment machinery bought and $9,000 of the

alty or theft, complete Form 4684. (SeeSee chapter 5 for information about gettingfair market value of other property bought
Publication 547, Casualties, Disasters,publications and forms.in the transaction. All $16,000 allocated to
and Thefts.)

the other property disposed of is treated as
• For a disposition of an interest in, or prop-consisting of the fair market value of the

erty used in, an activity to which the at-riskother property that was bought. Information Returns rules apply, complete Form 6198, At-Risk
3) Your potential ordinary income from depre- Limitations. (See Publication 925, Passive

ciation is $19,000, the gain on the machin- If you sell or exchange certain assets, you Activity and At-Risk Rules.)
ery, because it is less than the $35,000 should receive an information return showing • For a disposition of an interest in, or prop-depreciation. However, the amount you the proceeds of the sale. This information is also

erty used in, a passive activity, completemust report as ordinary income is limited provided to the Internal Revenue Service.
Form 8582, Passive Activity Loss Limita-to the $9,000 included in the amount real-
tions. (See Publication 925.)Form 1099–B. If you sold stocks, bonds,ized for the machinery that represents the

commodities, etc., you should receive Formfair market value of property other than the
1099–B or an equivalent statement. Whether or Personal-use property. Report gain on the

depreciable property you bought.
not you receive Form 1099–B, you must report sale or exchange of property held for personal
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use (such as your home) on Schedule D. Loss held the property longer than 1 year, no matter riod. For more information on basis, see Publi-
from the sale or exchange of property held for cation 551, Basis of Assets.how long you actually held it. For more informa-
personal use is not deductible. But if you had a tion, see Patents in chapter 2. Real property. To figure how long you held
loss from the sale or exchange of real estate real property, start counting on the day after youInherited property. If you inherit property,held for personal use for which you received a received title to it or, if earlier, the day after youyou are considered to have held the propertyForm 1099–S, report the transaction on Sched- took possession of it and assumed the burdenslonger than 1 year, regardless of how long youule D, even though the loss is not deductible. and privileges of ownership.actually held it.Complete columns (a) through (e) and enter -0- However, taking possession of real property
in column (f). Installment sale. The gain from an install- under an option agreement is not enough to start

ment sale of an asset qualifying for long-term the holding period. The holding period cannot
Long and Short Term capital gain treatment in the year of sale contin- start until there is an actual contract of sale. The

ues to be long term in later tax years. If it is short holding period of the seller cannot end before
Where you report a capital gain or loss depends term in the year of sale, it continues to be short that time.
on how long you own the asset before you sell or term when payments are received in later tax Repossession. If you sell real property butexchange it. The time you own an asset before

years. keep a security interest in it and then later repos-disposing of it is the holding period.
sess it, your holding period for a later sale in-If you hold a capital asset 1 year or less, the The date the installment payment is
cludes the period you held the property beforegain or loss from its disposition is short term. received determines the capital gains
the original sale, as well as the period after theReport it in Part I of Schedule D. If you hold a rate that should be applied not the date

TIP

repossession. Your holding period does not in-capital asset longer than 1 year, the gain or loss the asset was sold under an installment con-
clude the time between the original sale and thefrom its disposition is long term. Report it in Part tract.
repossession. That is, it does not include theII of Schedule D (Form 1040).

Nontaxable exchange. If you acquire an period during which the first buyer held the prop-
asset in exchange for another asset and your erty.Table 4–1. Do I Have a Short-Term
basis for the new asset is figured, in whole or inor Long-Term Gain or Loss? Nonbusiness bad debts. Nonbusiness
part, by using your basis in the old property, the bad debts are short-term capital losses. For in-IF you hold the holding period of the new property includes the formation on nonbusiness bad debts, see chap-property... THEN you have a... holding period of the old property. That is, it ter 4 of Publication 550.
begins on the same day as your holding period1 year or less, Short-term capital gain or

 loss. for the old property. Net Gain or Loss
More than 1 year, Long-term capital gain or

Example. You bought machinery on De- The totals for short-term capital gains and loss.
cember 4, 2002. On June 4, 2003, you traded losses and the totals for long-term capital gains
this machinery for other machinery in a nontax- and losses must be figured separately.These distinctions are essential to correctly
able exchange. On December 5, 2003, you soldarrive at your net capital gain or loss. Capital

Net short-term capital gain or loss. Com-the machinery you got in the exchange. Yourlosses are allowed in full against capital gains
bine your short-term capital gains and losses,holding period for this machinery began on De-plus up to $3,000 of ordinary income. The tax
including your share of short-term capital gainscember 5, 2002. Therefore, you held it longerrate for capital gains is explained later under
or losses from partnerships, S corporations, andthan 1 year.Capital Gains Tax Rates.
fiduciaries and any short-term capital loss carry-

Corporate liquidation. The holding periodHolding period. To figure if you held property over. Do this by adding all your short-term capi-
for property you receive in a liquidation generallylonger than 1 year, start counting on the day tal gains. Then add all your short-term capital

following the day you acquired the property. The starts on the day after you receive it if gain or losses. Subtract the lesser total from the other.
day you disposed of the property is part of your The result is your net short-term capital gain orloss is recognized.
holding period. loss.

Profit-sharing plan. The holding period of
common stock withdrawn from a qualified con- Net long-term capital gain or loss. FollowExample. If you bought an asset on June
tributory profit-sharing plan begins on the day the same steps to combine your long-term capi-19, 2002, you should start counting on June 20,

tal gains and losses. Include the following items.following the day the plan trustee delivered the2002. If you sold the asset on June 19, 2003,
stock to the transfer agent with instructions toyour holding period is not longer than 1 year, but • Net section 1231 gain from Part I, Form
reissue the stock in your name.if you sold it on June 20, 2003, your holding 4797, after any adjustment for nonrecap-

period is longer than 1 year. tured section 1231 losses from prior taxGift. If you receive a gift of property and your
years.basis in it is figured using the donor’s basis, yourPatent property. If you dispose of patent

property, you generally are considered to have holding period includes the donor’s holding pe- • Capital gain distributions from regulated
investment companies (mutual funds) and

Table 4–2. Holding Period for Different Types of Acquisitions real estate investment trusts.

• Your share of long-term capital gains orType of acquisition: When your holding period starts:
losses from partnerships, S corporations,

Stocks and bonds bought on a Day after trading date you bought security. Ends on trading and fiduciaries.
securities market date you sold security.

• Any long-term capital loss carryover.
U.S. Treasury notes and bonds If bought at auction, day after notification of bid acceptance.

The result from combining these items withIf bought through subscription, day after subscription was
other long-term capital gains and losses is yoursubmitted.
net long-term capital gain or loss.

Nontaxable exchanges Day after date you acquired old property.
Net gain. If the total of your capital gains is

Gift If your basis is giver’s adjusted basis, same day as giver’s
more than the total of your capital losses, theholding period began. If your basis is FMV, day after date of
difference is taxable. However, the part that isgift.
not more than your net capital gain may be taxed
at a rate that is lower than the rate of tax on yourReal property bought Generally, day after date you received title to the property.
ordinary income. See Capital Gains Tax Rates,

Real property repossessed Day after date you originally received title to the property, but later.
does not include time between the original sale and date of
repossession. Net loss. If the total of your capital losses is

more than the total of your capital gains, the
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from the joint return can be deducted only on theTable 4-3. What Is Your Maximum Capital Gains Rate?
return of the spouse who actually had the loss.

THEN your maximum capital gains rate Death of taxpayer. Capital losses cannot be
IF your net capital gain is from... is... carried over after a taxpayer’s death. They are

deductible only on the final income tax return
Collectibles gain 28% filed on the decedent’s behalf. The yearly limit

discussed earlier still applies in this situation.
Gain on qualified small business stock equal to the Even if the loss is greater than the limit, the
section 1202 exclusion  28% decedent’s estate cannot deduct the difference

or carry it over to following years.
Unrecaptured section 1250 gain 25%

Corporations. A corporation can deduct capi-
tal losses only up to the amount of its capital20% for sales or other dispositions beforeOther gain,1 and the regular tax rate that would apply is
gains. In other words, if a corporation has a netMay 6, 200325% or higher
capital loss, it cannot be deducted in the current
tax year. It must be carried to other tax years15% for sales or other dispositions after May

5, 2003 (and installment payments received and deducted from capital gains occurring in
after that date) those years. For more information, see Publica-

tion 542.
8%2 or 10% for sales or other dispositionsOther gain,1 and the regular tax rate that would apply is

before May 6, 2003lower than 25% Capital Gains Tax Rates
5% for sales and other dispositions after May The tax rates that apply to a net capital gain are
5, 2003 (and installment payments received generally lower than the tax rates that apply toafter that date)

other income. These lower rates are called the
maximum capital gains rates.1Other gain means any gain that is not collectibles gain, gain on qualified small business stock, or unrecaptured

The term net capital gain means thesection 1250 gain.
amount by which your net long-term capital gain
for the year is more than your net short-term2The rate is 8% only for qualified 5-year gain.
capital loss.

You will need to use Part IV of Schedule D
(Form 1040), and the Schedule D Tax Work-difference is deductible. But there are limits on the Sampsons deduct $3,000, the yearly limit.
sheet in certain cases, to figure your tax usinghow much loss you can deduct and when you They had taxable income of $2,000. The unused
the capital gains rates if both of the following arecan deduct it. See Treatment of Capital Losses, part of the loss, $4,000 ($7,000 − $3,000), is
true.next. carried over to 2004.

If the Sampsons’ capital loss had been • Both lines 16 and 17 of Schedule D are
$2,000, it would not have been more than theTreatment of Capital Losses gains.
yearly limit. Their capital loss deduction would

• Your taxable income on Form 1040, lineIf your capital losses are more than your capital have been $2,000. They would have no carry-
40, is more than zero.gains, you must deduct the difference even if over to 2004.

you do not have ordinary income to offset it. The
For 2003, the maximum capital gains tax ratesyearly limit on the amount of the capital loss you Short-term and long-term losses. When you

are 5%, 8%, 10%, 15%, 20%, 25%, or 28%. Seecan deduct is $3,000 ($1,500 if you are married carry over a loss, it retains its original character
Table 4–3.and file a separate return). as either long term or short term. A short-term

loss you carry over to the next tax year is added If you figure your tax using the maxi-
Capital loss carryover. Generally, you have to short-term losses occurring in that year. A mum capital gains rates and the regu-
a capital loss carryover if either of the following long-term loss you carry over to the next tax year lar tax computation results in a lower

TIP

situations applies to you. is added to long-term losses occurring in that tax, the regular tax computation applies.
year. A long-term capital loss you carry over to• Your net loss on line 17 of Schedule D is
the next year reduces that year’s long-termmore than the yearly limit.
gains before its short-term gains. Using the Capital Gains Rates• The amount shown on line 38, Form 1040 If you have both short-term and long-term

(your taxable income without your deduc- The part of a net capital gain subject to each ratelosses, your short-term losses are used first
tion for exemptions), is less than zero. is determined by first netting long-term capitalagainst your allowable capital loss deduction. If,

gains with long-term capital losses in the follow-after using your short-term losses, you have notIf either of these situations applies to you for
ing tax rate groups. reached the limit on the capital loss deduction,2003, see Capital Losses under Reporting Capi-

use your long-term losses until you reach thetal Gains and Losses in chapter 4 of Publication
1) A 28% group, consisting of all the followinglimit. This computation of your short-term capital550 to figure the amount you can carry over to

gains and losses. loss carryover or your long-term capital loss2004.
carryover would be made on the Capital Loss a) Collectibles gains and losses.
Carryover Worksheet provided in the 2004 In-To figure your capital loss carryover

b) The part of the gain on qualified smallstructions for Schedule D (Form 1040).from 2003 to 2004, you will need a
business stock equal to the sectioncopy of your 2003 Form 1040 and

TIP

1202 exclusion.Schedule D. Joint and separate returns. On a joint return,
the capital gains and losses of a husband and c) Any long-term capital loss carryover.In 2004, you will treat the carryover loss as if
wife are figured as the gains and losses of anit occurred in that year. It will be combined with
individual. If you are married and filing a sepa- 2) A 25% group, consisting of unrecapturedany capital gains and losses you have in 2004,
rate return, your yearly capital loss deduction is section 1250 gain.and any net loss will be subject to the limit for
limited to $1,500. Neither you nor your spousethat year. Any loss not used in 2004 will be 3) A 20% group, consisting of gains andcan deduct any part of the other’s loss.carried over to 2005. losses not in the 28% or 25% group. TheIf you and your spouse once filed separate

20% group is lowered to 15% after May 5,Example. Bob and Gloria Sampson sold returns and are now filing a joint return, combine
2003.property in 2003. The sale resulted in a capital your separate capital loss carryovers. However,

loss of $7,000. The Sampsons had no other if you and your spouse once filed jointly and are If any group has a net loss, the following
capital transactions. On their joint 2003 return, now filing separately, any capital loss carryover rules apply.

Page 34 Chapter 4 Reporting Gains and Losses



Page 35 of 42 of Publication 544 8:12 - 26-NOV-2003

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

same date, if they paid tax for 2001 on any dress shop, as well as a vacant lot across the• A net loss from the 28% group reduces
resulting gain. The purpose of the election was street from the shop used for customer parking.any gain from the 25% group, and then
to make any future gain on the asset eligible for She reports these transactions as shown in theany net gain from the 20% (15% after May
the 18% rate. That election is irrevocable. Thus, filled-in Form 4797 and Form 8824 at the end of5, 2003) group.
if you made the election, you may not amend this chapter.

• A net loss from the 20% (15% after May 5, your 2001 income tax return to get a refund of
2003) group reduces any net gain from the the tax you paid on the resulting gain. Form 4797
28% group, and then any gain from the
25% group. Jane sold the equipment she used in her dress

Net Capital Gain From Disposition shop for $3,000. She originally paid $6,000 for it
If you have a net short-term capital loss, it of Investment Property on January 20, 1986, and had fully depreciated

reduces any net gain from the 28% group, then it. She realized a gain of $3,000. The gain wasIf you choose to include any part of a net capitalany gain from the 25% group, and finally any net less than the $6,000 depreciation taken, so allgain from a disposition of investment property ingain from the 20% (15% after May 5, 2003) her gain is ordinary income from depreciation.investment income for figuring your investmentgroup. This amount is reported in Part III of Form 4797interest deduction, you must reduce the net cap-The resulting net gain (if any) from each and entered in Part II on line 13.ital gain eligible for the capital gain tax rates bygroup is subject to the tax rate for that group.
The adjusted basis of the customer parkingthe same amount. You make this choice on(The 10% (5% after May 5, 2003) rate applies to

lot (acquired in 1980) was $6,000 and its salesForm 4952, Investment Interest Expense De-a net gain from the 20% (15% after May 5, 2003)
price was $8,000. Jane reports her $2,000 gainduction, line 4g. For information on making thisgroup to the extent that, if there were no capital
from the sale in Part I of Form 4797.choice, see the instructions for Form 4952. Forgains rates, the net capital gain would be taxed

information on the investment interest deduc- Jane had a nonrecaptured net section 1231at the 15% regular tax rate.)
tion, see chapter 3 in Publication 550. loss of $1,200. She shows this loss in Part I on

Collectibles gain or loss. This is gain or loss line 8. The net section 1231 gain of $2,000 is
from the sale or exchange of a work of art, rug, more than the nonrecaptured loss, so that gain
antique, metal, gem, stamp, coin, or alcoholic is treated as ordinary gain only up to the loss.
beverage held longer than 1 year. Collectibles Therefore, the loss of $1,200 on line 8 is enteredForm 4797
gain includes gain from the sale of an interest in as an ordinary gain in Part II of Form 4797 on
a partnership, S corporation, or trust attributable Use Form 4797 to report gain or loss from a line 12. The loss is also subtracted from the
to unrealized appreciation of collectibles. sale, exchange, or involuntary conversion of $2,000 gain on line 7. The $800 balance is

property used in your trade or business or that is entered on line 9.
Gain on qualified small business stock. If depreciable or amortizable. You can use Form
you realized a gain from qualified small business 4797 with Form 1040, 1065, 1120, or 1120S. Form 8824stock you held longer than 5 years, you exclude
up to one-half of your gain from your income. Section 1231 gains and losses. Show any Jane entered into a like-kind exchange by trad-The taxable part of your gain equal to your section 1231 gains and losses in Part I. Carry a ing her business real property for other businesssection 1202 exclusion is a 28% rate gain. See net gain to Schedule D (Form 1040) as a real property, so she must report the transactionSales of Small Business Stock in chapter 1. long-term capital gain. Carry a net loss to Part II on Form 8824 and attach the form to her tax

of Form 4797 as an ordinary loss. return.Unrecaptured section 1250 gain. This is the
If you had any nonrecaptured net section On lines 16 and 17 of Form 8824, Janepart of any long-term capital gain on section

1231 losses from the preceding 5 tax years, enters the fair market value of her new property,1250 property (real property) that is due to de-
reduce your net gain by those losses and reportpreciation minus any net loss in the 28% group. $120,000, consisting of $95,000 for the building
the amount of the reduction as an ordinary gainUnrecaptured section 1250 gain cannot be more and $25,000 for the land. On line 18, she enters
in Part II. Report any remaining gain on Sched-than the net section 1231 gain or include any the adjusted basis of the old property, $100,000,
ule D (Form 1040). See Section 1231 Gains andgain otherwise treated as ordinary income. Use consisting of $17,687 for the building and
Losses in chapter 3.the worksheet in the Schedule D instructions to $82,313 for the land. Her realized gain on line 19

figure your unrecaptured section 1250 gain. For is $20,000. Under the like-kind exchange rules,
Ordinary gains and losses. Show any ordi-more information about section 1250 property this gain is not recognized. Jane enters “-0-” on
nary gains and losses in Part II. This includes aand net section 1231 gain, see chapter 3. line 20.
net loss or a recapture of losses from prior years

However, because there is additional depre-figured in Part I of Form 4797. It also includes
ciation of $4,405 on the old building, Jane mustordinary gain figured in Part III.Qualified 5-Year Gain
determine whether any of her gain has to be
recognized as ordinary income under the recap-The 10% capital gains rate is lowered to 8% for Ordinary income from depreciation. Figure
ture rules. The old building has an FMV ofqualified 5-year gain before May 6, 2003. the ordinary income from depreciation on per-
$90,000. Had the transaction been a cash sale,Qualified 5-year gain is long-term capital gain sonal property and additional depreciation on
Jane’s realized gain on the building would havefrom the sale of property you held longer than 5 real property (as discussed in chapter 3) in Part
been $72,313 ($90,000 –  $17,687). The addi-years that would otherwise be subject to the III. Carry the ordinary income to Part II of Form
tional depreciation is less than that amount, so10% or 20% capital gains rate. 4797 as an ordinary gain. Carry any remaining
her ordinary income due to the additional depre-gain to Part I as section 1231 gain, unless it isAfter May 5, 2003, the 8% maximum
ciation would have been $4,405. That amount isfrom a casualty or theft. Carry any remainingcapital gains tax rate for qualified
less than the $95,000 fair market value of thegain from a casualty or theft to Form 4684.5-year gain has been eliminated forCAUTION

!
new building, so there is no ordinary incomesales and other dispositions (and installment
recognized on the exchange. The $4,405 ordi-payments received after that date).
nary income that does not have to be reported is
carried over to the new building as additionalElimination of 18% rate.  In 2006, the 20% Example
depreciation. Jane enters “-0-” on line 21 ofrate was scheduled to be lowered to 18% for
Form 8824 and line 16 of Form 4797.Jane Smith is single. At the beginning of 2003,qualified 5-year gain from property with a hold-

All of Jane’s $20,000 gain is deferred (lineshe owned and operated Jane’s Dress Shop ating period that began after 2000. The 18% rate
24). The basis of her new property (line 25) is25 Main Street, Smalltown, Virginia. On Marchand the 5-year holding period have been elimi-
$100,000, the same as the adjusted basis of her16, she traded the land and building where shenated. The new 15% rate applies to gain on
old property. Of that amount, $79,167 [($95,000operated her dress shop for other land and aproperty held for more than 1 year.
÷ $120,000) × $100,000] is allocated to thebuilding around the corner at 97 Oak Street. SheTaxpayers who owned certain assets on

then opened the J. Smith Hardware Store. Jane building and $20,833 [($25,000 ÷ $120,000) ×January 1, 2001, could have elected to treat
also sold all the equipment she had used in herthose assets as sold and repurchased on the $100,000] is allocated to the land.
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The entries in Part I, Form 4797, result in a transactions. This is carried to line 11, ScheduleSummary
long-term capital gain of $800 from section 1231 D (Form 1040), column (f).    

The entries in Part II, Form 4797, show an ordi-
nary gain of $4,200 that is carried to line 14,
Form 1040.

Page 36 Chapter 4 Reporting Gains and Losses



Page 37 of 42 of Publication 544 8:12 - 26-NOV-2003

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

Jane Smith 458-00-0327

Customer parking lot 10-1-80 3-16-03 8,000 6,000

2,000

1,200
3,000

4,200

-0-

4,200

2,000

1,200

800

-0-

Sales of Business Property
(Also Involuntary Conversions and Recapture Amounts

Under Sections 179 and 280F(b)(2))
Department of the Treasury 
Internal Revenue Service

Attachment 
Sequence No. 27� Attach to your tax return. � See separate instructions.

Identifying numberName(s) shown on return

Sales or Exchanges of Property Used in a Trade or Business and Involuntary Conversions From Other
Than Casualty or Theft—Most Property Held More Than 1 Year (See instructions.)

Enter the gross proceeds from sales or exchanges reported to you for 2003 on Form(s) 1099-B or 1099-S (or substitute
statement) that you are including on line 2, 10, or 20 (see instructions)

1
1

(f) Cost or other
basis, plus

improvements and
expense of sale

(e) Depreciation
allowed or

allowable since
acquisition

(g) Gain or (loss)
for entire year.

Subtract (f) from the
sum of (d) and (e)

(c) Date sold
(mo., day, yr.)

(b) Date acquired
(mo., day, yr.)

(a) Description
of property

(d) Gross
sales price

2

Gain, if any, from Form 4684, line 393

Section 1231 gain from installment sales from Form 6252, line 26 or 374

Gain, if any, from line 32, from other than casualty or theft

5

Combine lines 2 through 6 in columns (g) and (h). Enter the gain or (loss) here and on the
appropriate line as follows:

6

7

Partnerships (except electing large partnerships) and S corporations. Report the gain or (loss)
following the instructions for Form 1065, Schedule K, line 6, or Form 1120S, Schedule K, line 5. Skip
lines 8, 9, 11, and 12 below.

All others. If line 7, column (g), is zero or a loss, enter that amount on line 11 below and skip
lines 8, 9, and 12. If line 7, column (g), is a gain and you did not have any prior year section 1231
losses, or they were recaptured in an earlier year, enter the gain or (loss) in each column as a
long-term capital gain or (loss) on Schedule D and skip lines 8, 9, 11, and 12 below.

Nonrecaptured net section 1231 losses from prior years (see instructions)8
9 Subtract line 8 from line 7. If line 9, column (g), is zero or less, enter -0- in column (g). If line 9,

column (g), is zero, enter the gain from line 7, column (g), on line 12 below. If line 9, column (g), is
more than zero, enter the amount from line 8, column (g), on line 12 below and include the gain or
(loss) in each column of line 9 as a long-term capital gain or (loss) on Schedule D (see instructions)

Ordinary Gains and Losses
Ordinary gains and losses not included on lines 11 through 17 (include property held 1 year or less):

Loss, if any, from line 7, column (g)

10

Gain, if any, from line 7, column (g), or amount from line 8, column (g), if applicable

11

Gain, if any, from line 31

12

Net gain or (loss) from Form 4684, lines 31 and 38a

13

Ordinary gain from installment sales from Form 6252, line 25 or 36

14

Recapture of section 179 expense deduction for partners and S corporation shareholders for
property dispositions from 2002-2003 fiscal year partnerships and S corporations (see instructions)

15

Combine lines 10 through 17. Enter the gain or (loss) here and on the appropriate line as follows:

16

17

For all except individual returns. Enter the gain or (loss) from line 18 on the return being filed.a

For individual returns:b
If the loss on line 11 includes a loss from Form 4684, line 35, column (b)(ii), enter that part
of the loss here. Enter the part of the loss from income-producing property on Schedule A
(Form 1040), line 27, and the part of the loss from property used as an employee on Schedule
A (Form 1040), line 22. Identify as from “Form 4797, line 18b(1).” See instructions

(1)

(2) Redetermine the gain or (loss) on line 18 excluding the loss, if any, on line 18b(1). Enter here
and on Form 1040, line 14

Form 4797 (2003)For Paperwork Reduction Act Notice, see page 7 of the instructions. Cat. No. 13086I

Part I

Part II

OMB No. 1545-0184

Section 1231 gain or (loss) from like-kind exchanges from Form 8824

Ordinary gain or (loss) from like-kind exchanges from Form 8824

18

3

4

5

6

7

8

11

12

13

14

15

16

17

18

18b(1)

18b(2)

(99)

9

( )

4797Form 2003

(h) Post-May 5,
2003, gain or

(loss)* (see below)

*Corporations (other than S corporations) should not complete column (h). Partnerships and S corporations must complete column (h). All others must complete
column (h) only if line 7, column (g), is a gain and the amount, if any, on line 8, column (g), does not equal or exceed the gain on line 7, column (g). Include in
column (h) all gains and losses from column (g) from sales, exchanges, or conversions (including installment payments received) after May 5, 2003. However,
do not include gain attributable to unrecaptured section 1250 gain.
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Store equipment 1-20-86 3-16-03

3,000
6,000
6,000

-0-

3,000

6,000
3,000

3,000

-0-

3,000

Page 2Form 4797 (2003)

Gain From Disposition of Property Under Sections 1245, 1250, 1252, 1254, and 1255

(c) Date sold
(mo., day, yr.)

(b) Date acquired
(mo., day, yr.)(a) Description of section 1245, 1250, 1252, 1254, or 1255 property:

A

B
C

D

Property DProperty CProperty BProperty AThese columns relate to the properties on lines 19A through 19D. �

Gross sales price (Note: See line 1 before completing.)

Cost or other basis plus expense of sale

19

Depreciation (or depletion) allowed or allowable

20

Adjusted basis. Subtract line 22 from line 21

21

Total gain. Subtract line 23 from line 20

22

If section 1245 property:

23

a Depreciation allowed or allowable from line 22
b Enter the smaller of line 24 or 25a

If section 1250 property: If straight line depreciation was used, enter
-0- on line 26g, except for a corporation subject to section 291.

24

Additional depreciation after 1975 (see instructions)a

Applicable percentage multiplied by the smaller of line 24
or line 26a (see instructions)

b

Subtract line 26a from line 24. If residential rental property
or line 24 is not more than line 26a, skip lines 26d and 26e

c

Additional depreciation after 1969 and before 1976d

Enter the smaller of line 26c or 26de
f Section 291 amount (corporations only)
g Add lines 26b, 26e, and 26f

25

If section 1252 property: Skip this section if you did not
dispose of farmland or if this form is being completed for a
partnership (other than an electing large partnership).

Soil, water, and land clearing expensesa
Line 27a multiplied by applicable percentage (see instructions)b
Enter the smaller of line 24 or 27bc

If section 1254 property:

26

Intangible drilling and development costs, expenditures for
development of mines and other natural deposits, and
mining exploration costs (see instructions)

a

Enter the smaller of line 24 or 28ab

If section 1255 property:

27

Applicable percentage of payments excluded from income
under section 126 (see instructions)

a

Enter the smaller of line 24 or 29a (see instructions)b

Summary of Part III Gains. Complete property columns A through D through line 29b before going to line 30.

Total gains for all properties. Add property columns A through D, line 24

28

Add property columns A through D, lines 25b, 26g, 27c, 28b, and 29b. Enter here and on line 13

29

Subtract line 31 from line 30. Enter the portion from casualty or theft on Form 4684, line 33. Enter the portion
from other than casualty or theft on Form 4797, line 6, column (g), and if applicable, column (h)

30

31
32

33

Recapture Amounts Under Sections 179 and 280F(b)(2) When Business Use Drops to 50% or Less
(See instructions.)

(b) Section 
280F(b)(2)

(a) Section
179

Section 179 expense deduction or depreciation allowable in prior years
34 Recomputed depreciation. See instructions
35 Recapture amount. Subtract line 34 from line 33. See the instructions for where to report

Part IV

Part III

20

21

22

23

24

25a

26a

27a

28a

29a

26b

26c

26d

26e

26f

26g

27b

27c

28b

29b

25b

30

31

32

33

34

35

Form 4797 (2003)
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Proof as o
f

October 1
7, 2

003

(su
bject to

 change)

458-00-0327Jane Smith

Commercial building and land

Commercial building and land

X

1 20 86
3 16 03

3 16 03
3 16 03

-0-
120,000 00

100,000
20,000

120,000 00

00
00

20,000 00
100,000 00

-0-
-0-

-0-
-0-

25 Main Street, Smalltown, VA 20000

97 Oak Street, Smalltown, VA 20000

OMB No. 1545-1190Like-Kind Exchanges8824Form
(and section 1043 conflict-of-interest sales)

Department of the Treasury
Internal Revenue Service

� Attach to your tax return.
Attachment
Sequence No. 109

Identifying numberName(s) shown on tax return

Information on the Like-Kind Exchange

Description of like-kind property given up �1

Description of like-kind property received �2

/ /3Date like-kind property given up was originally acquired (month, day, year)3
/ /4Date you actually transferred your property to other party (month, day, year)4

/ /5
Date like-kind property you received was identified by written notice to another party (see
instructions for 45-day written notice requirement) (month, day, year)

5

/ /6Date you actually received the like-kind property from other party (month, day, year) (see instructions)6
7 Was the exchange of the property given up or received made with a related party, either directly or indirectly

(such as through an intermediary) (see instructions)? If “Yes,” complete Part II. If “No,” go to Part III

8 Name of related party Related party’s identifying number

Address (no., street, and apt., room, or suite no., city or town, state, and ZIP code)

Relationship to you

During this tax year (and before the date that is 2 years after the last transfer of property that was part of the
exchange), did the related party directly or indirectly (such as through an intermediary) sell or dispose of any
part of the like-kind property received from you in the exchange?

9

During this tax year (and before the date that is 2 years after the last transfer of property that was part of the
exchange), did you sell or dispose of any part of the like-kind property you received?

10

If both lines 9 and 10 are “No” and this is the year of the exchange, go to Part III. If both lines 9 and 10 are “No” and this is not the
year of the exchange, stop here. If either line 9 or line 10 is “Yes,” complete Part III and report on this year’s tax return the deferred
gain or (loss) from line 24 unless one of the exceptions on line 11 applies.

11 If one of the exceptions below applies to the disposition, check the applicable box:
The disposition was after the death of either of the related parties.
The disposition was an involuntary conversion, and the threat of conversion occurred after the exchange.
You can establish to the satisfaction of the IRS that neither the exchange nor the disposition had tax avoidance as its
principal purpose. If this box is checked, attach an explanation (see instructions).

Caution: If you transferred and received (a) more than one group of like-kind properties or (b) cash or other (not like-kind) property,
see Reporting of multi-asset exchanges in the instructions.

Note: Complete lines 12 through 14 only if you gave up property that was not like-kind. Otherwise, go to line 15.
12Fair market value (FMV) of other property given up12
1313 Adjusted basis of other property given up

Gain or (loss) recognized on other property given up. Subtract line 13 from line 12. Report the
gain or (loss) in the same manner as if the exchange had been a sale

14
14

15 Cash received, FMV of other property received, plus net liabilities assumed by other party, reduced
(but not below zero) by any exchange expenses you incurred (see instructions) 15

16FMV of like-kind property you received16
17Add lines 15 and 1617

Adjusted basis of like-kind property you gave up, net amounts paid to other party, plus any
exchange expenses not used on line 15 (see instructions)

18
18
19Realized gain or (loss). Subtract line 18 from line 1719

Enter the smaller of line 15 or line 19, but not less than zero20 20
2121 Ordinary income under recapture rules. Enter here and on Form 4797, line 16 (see instructions)

Basis of like-kind property received. Subtract line 15 from the sum of lines 18 and 23

22
22

Form 8824 (2003)For Paperwork Reduction Act Notice, see page 4. Cat. No. 12311A

Part I

NoYes

NoYes

Realized Gain or (Loss), Recognized Gain, and Basis of Like-Kind Property Received

Note: If the property described on line 1 or line 2 is real or personal property located outside the United States, indicate the country.

23
24 Deferred gain or (loss). Subtract line 23 from line 19. If a related party exchange, see instructions

Subtract line 21 from line 20. If zero or less, enter -0-. If more than zero, enter here and on Schedule
D or Form 4797, unless the installment method applies (see instructions)
Recognized gain. Add lines 21 and 22

25

23
24
25

a
b
c

Part III

Part II Related Party Exchange Information

2003

NoYes

Chapter 4 Reporting Gains and Losses Page 39



Page 40 of 42 of Publication 544 8:12 - 26-NOV-2003

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

• Order IRS products online. know your filing status and the exact
whole dollar amount of your refund.• See answers to frequently asked tax ques-

tions.5.
Evaluating the quality of our telephone serv-• Search publications online by topic or
ices. To ensure that IRS representatives givekeyword.
accurate, courteous, and professional answers,How To Get Tax • Figure your withholding allowances using we use several methods to evaluate the quality

our Form W-4 calculator. of our telephone services. One method is for a
second IRS representative to sometimes listenHelp • Send us comments or request help by
in on or record telephone calls. Another is to askemail.
some callers to complete a short survey at theYou can get help with unresolved tax issues, • Sign up to receive local and national tax end of the call.order free publications and forms, ask tax ques- news by email.

tions, and get more information from the IRS in
• Get information on starting and operatingseveral ways. By selecting the method that is Walk-in. Many products and services

a small business.best for you, you will have quick and easy ac- are available on a walk-in basis.
cess to tax help.

You can also reach us using File Transfer
Contacting your Taxpayer Advocate. If you Protocol at ftp.irs.gov. • Products. You can walk in to many posthave attempted to deal with an IRS problem

offices, libraries, and IRS offices to pick upunsuccessfully, you should contact your Tax- Fax. You can get over 100 of the most
payer Advocate. certain forms, instructions, and publica-requested forms and instructions 24

The Taxpayer Advocate independently rep- hours a day, 7 days a week, by fax. tions. Some IRS offices, libraries, grocery
resents your interests and concerns within the Just call 703–368–9694 from your fax ma- stores, copy centers, city and county gov-
IRS by protecting your rights and resolving chine. Follow the directions from the prompts. ernment offices, credit unions, and office
problems that have not been fixed through nor- When you order forms, enter the catalog num- supply stores have a collection of products
mal channels. While Taxpayer Advocates can- ber for the form you need. The items you request available to print from a CD-ROM or pho-
not change the tax law or make a technical tax will be faxed to you. tocopy from reproducible proofs. Also,
decision, they can clear up problems that re- For help with transmission problems, call some IRS offices and libraries have the
sulted from previous contacts and ensure that 703–487–4608. Internal Revenue Code, regulations, Inter-
your case is given a complete and impartial nal Revenue Bulletins, and CumulativeLong-distance charges may apply.review. Bulletins available for research purposes.

To contact your Taxpayer Advocate: Phone. Many services are available by
• Services. You can walk in to your localphone.• Call the Taxpayer Advocate toll free at

Taxpayer Assistance Center every busi-1–877–777–4778.
ness day to ask tax questions or get help

• Call, write, or fax the Taxpayer Advocate with a tax problem. An employee can ex-• Ordering forms, instructions, and publica-office in your area. plain IRS letters, request adjustments to
tions. Call 1–800–829–3676 to order your account, or help you set up a pay-• Call 1–800–829–4059 if you are a current-year forms, instructions, and publi- ment plan. You can set up an appointmentTTY/TDD user. cations and prior-year forms and instruc- by calling your local Center and, at the
tions. You should receive your order within• Visit the website at www.irs.gov/advo- prompt, leaving a message requesting
10 days.cate. Everyday Tax Solutions help. A represen-

• Asking tax questions. Call the IRS with tative will call you back within 2 business
For more information, see Publication 1546, your tax questions at 1–800–829–1040. days to schedule an in-person appoint-

The Taxpayer Advocate Service of the IRS.
ment at your convenience. To find the• Solving problems. You can get
number, go to www.irs.gov or look in theFree tax services. To find out what services face-to-face help solving tax problems

are available, get Publication 910, Guide to Free phone book under “United States Govern-every business day in IRS Taxpayer As-
Tax Services. It contains a list of free tax publi- ment, Internal Revenue Service.”sistance Centers. An employee can ex-
cations and an index of tax topics. It also de- plain IRS letters, request adjustments to
scribes other free tax information services, Mail. You can send your order foryour account, or help you set up a pay-including tax education and assistance pro- forms, instructions, and publications toment plan. Call your local Taxpayer Assis-grams and a list of TeleTax topics. the Distribution Center nearest to youtance Center for an appointment. To find

and receive a response within 10 workdays afterInternet. You can access the IRS web- the number, go to www.irs.gov or look in
your request is received. Use the address thatsite 24 hours a day, 7 days a week at the phone book under “United States Gov-
applies to your part of the country.www.irs.gov to: ernment, Internal Revenue Service.”

• Western part of U.S.:• TTY/TDD equipment. If you have access
Western Area Distribution Center• E-file. Access commercial tax preparation to TTY/TDD equipment, call
Rancho Cordova, CA 95743–0001and e-file services available for free to eli- 1–800–829–4059 to ask tax or account

gible taxpayers. questions or to order forms and publica- • Central part of U.S.:
tions.• Check the amount of advance child tax Central Area Distribution Center

credit payments you received in 2003. P.O. Box 8903• TeleTax topics. Call 1–800–829–4477 to
Bloomington, IL 61702–8903listen to pre-recorded messages covering• Check the status of your 2003 refund.

various tax topics.Click on “Where’s My Refund” and then on • Eastern part of U.S. and foreign
“Go Get My Refund Status.” Be sure to addresses:• Refund information. If you would like to
wait at least 6 weeks from the date you Eastern Area Distribution Centercheck the status of your 2003 refund, call
filed your return (3 weeks if you filed elec- P.O. Box 850741–800–829–4477 for automated refund
tronically) and have your 2003 tax return Richmond, VA 23261–5074information and follow the recorded in-
available because you will need to know structions or call 1–800–829–1954. Be
your filing status and the exact whole dol- sure to wait at least 6 weeks from the date CD-ROM for tax products. You can
lar amount of your refund. you filed your return (3 weeks if you filed order IRS Publication 1796, Federal

electronically) and have your 2003 tax re-• Download forms, instructions, and publica- Tax Products on CD-ROM, and obtain:
turn available because you will need totions.
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• Current-year forms, instructions, and pub- the CD-ROM for $22 (plus a $5 handling fee). ness. In addition, the CD provides an
lications. The first release is available in early January abundance of other helpful information, such as

and the final release is available in late Febru- how to prepare a business plan, finding financ-• Prior-year forms and instructions.
ary. ing for your business, and much more. The de-

• Frequently requested tax forms that may sign of the CD makes finding information easy
CD-ROM for small businesses. IRSbe filled in electronically, printed out for and quick and incorporates file formats and
Publication 3207, Small Business Re-submission, and saved for recordkeeping. browsers that can be run on virtually any
source Guide, is a must for every small desktop or laptop computer.• Internal Revenue Bulletins. business owner or any taxpayer about to start a  It is available in early April. You can get a

business. This handy, interactive CD contains free copy by calling 1–800–829–3676 or byBuy the CD-ROM from National Technical In- all the business tax forms, instructions and pub- visiting the website at www.irs.gov/smallbiz.formation Service (NTIS) on the Internet at lications needed to successfully manage a busi-
www.irs.gov/cdorders for $22 (no handling
fee) or call 1–877–233–6767 toll free to buy
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To help us develop a more useful index, please let us know if you have ideas for index entries.
Index See “Comments and Suggestions” in the “Introduction” for the ways you can reach us.
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