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Important Changes
for 1995 
Caution. As this publication was being pre-
pared for print, Congress was considering tax
law changes that could affect your 1995 tax
return and 1996 estimated taxes. These
changes include:

● Capital gains and losses, and

● Sale of your home.

 See Publication 553, Highlights of 1995 Tax
Changes, for further developments. Informa-
tion on these changes will also be available
electronically through our bulletin board or via
the Internet (see page 34 of the Form 1040
Instructions).

Introduction
This publication discusses the general rules
that apply to all installment sales. It also dis-
cusses the more complex rules that apply only
when certain conditions exist or certain types
of property are sold.

If you sold your home or other nonbusiness
property, under an installment plan, you will
need only the general rules. If you sold busi-
ness or rental property for which you claimed
depreciation deductions, see Depreciation
Recapture Income under Other Rules.

If you sell your entire interest in a passive
activity on the installment method, special
rules apply to the treatment of passive activity
losses. For more information, see Publication
925.



buyer. See the discussion of unstated interest,Useful Items
later.You may want to see: General Rules  

The buyer’s ‘‘installment obligation’’ to make Gain.  The rest of each payment is treated as ifPublication future payments to you might be in the form of it were made up of two parts. One part is a re-
a deed of trust, note, land contract, mortgage,□ 523 Selling Your Home turn of your investment (basis) in the property
or other evidence of the buyer’s indebtedness you sold. The other part is your gain. The gain□ 541 Tax Information on Partnerships to you. The rules discussed in this publication is capital gain if the property you sold was a
apply regardless of the form of installment□ 544 Sales and Other Dispositions of capital asset. However, if you took deprecia-
obligation.Assets tion deductions on the asset, part of your gain

may be treated as ordinary income. See the
□ 550 Investment Income and Expenses Stock or securities.  If you use the cash basis discussion of depreciation recapture income

method of accounting, you cannot use the in- under Other Rules, later.□ 551 Basis of Assets
stallment method to report the sale of stock. To determine what part of a payment is

□ 925 Passive Activity and At-Risk Rules You must report the sale of stock or securities gain, multiply the payment by the gross profit
traded on an established securities market in percentage. The following worksheet, gives

Form (and Instructions) the year in which the trade date falls. the basic items you must know to figure the
gross profit percentage.□ 6252  Installment Sale Income

Dealer sales.  Sales of personal property by
1) Selling price . . . . . . . . . . . . . . . . . . . . . . . . . . . .anyone who regularly sells or otherwise dis-

Ordering publications and forms.  To order poses of property of the same type on the in- 2) Minus the sum of:
free publications and forms, call 1–800–TAX stallment plan cannot be reported on the in- Adjusted basis of
FORM (1–800–829–3676). You can also write stallment method for federal income tax property sold . . . . . . . . . . . .
to the IRS Forms Distribution Center nearest purposes. This also applies to real property Selling expenses . . . . . . . .
you. Check your income tax package for the held for sale to customers in the ordinary

Depreciation recaptureaddress. course of the trade or business. However, this
3) Gross profit (line 1 less line 2) . . . . . . . . .If you have access to a personal computer does not apply to a sale on the installment
4) Contract price . . . . . . . . . . . . . . . . . . . . . . . . . .plan of any property used or produced in theand a modem, you can also get many forms

trade or business of farming.and publications electronically. See How To 5) Gross profit percentage (line 3 divided
Special rule.  Dealers of timeshares and by line 4) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .Get Forms and Publications in your income tax

residential lots can report sales on the install-package for details.
ment method if they elect to pay a special in- The following paragraphs discuss in detail
terest charge. For more information, see sec- each item of the above worksheet.Telephone help.  You can call the IRS with
tion 453(l) of the Internal Revenue Code.your tax question Monday through Friday dur-

Selling price. The selling price is the entireing regular business hours. Check your tele-
Sale at a loss.  If your sale results in a loss, cost of the property to the buyer. It includesphone book for the local number or you can
you cannot use the installment method. If the any money and the fair market value of anycall 1–800–829–1040. loss is on an installment sale of business as- property you are to receive. It also includes
sets, you can deduct it only in the tax year of any debt the buyer pays, assumes, or takes

Telephone help for hearing-impaired per- sale. You cannot deduct a loss on the sale of the property subject to. The debt could be a
sons.  If you have access to TDD equipment, property owned for personal use. note, mortgage, or any other liability, such as a
you can call 1–800–829–4059 with your tax If your sale calls for payments in a later lien, accrued interest, or taxes you owe on the
question or to order forms and publications. year, and there is little or no interest provided property. If the buyer pays any of your selling
See your tax package for the hours of for in the contract of sale, you may have to fig- expenses for you, that amount is also included
operation. ure unstated interest even though you have a in the selling price. The selling price does not

loss. See the discussion of unstated interest, include interest, whether stated or unstated.
later.

Basis and adjusted basis.  Basis is a way ofWhat is an Installment measuring your investment in the property youFiguring
are selling. The way you figure basis dependsSale? Installment Income  on how you first acquired the property. The ba-

Each payment on an installment sale usually sis of property you bought is usually its cost toAn installment sale is a sale of property where
consists of three parts: you. The basis of property you inherited, got asone or more payments are received after the

a gift, built yourself, or received in a tax-free1) Return of your investment (basis) in theclose of the tax year. However, the installment
exchange is figured differently.property sold,sale rules do not apply to the sale of inventory.

While you own personal use property, vari-See Sale of a Business under Other Rules. 2) Gain on the sale, and ous events may change your original basis inIf you finance the buyer’s purchase of your
3) Interest. the property. Some events, such as additionsown property, instead of having the buyer get

or permanent improvements, increase basis.a loan or mortgage, you probably have an in-
Each year that you receive payment, you must Others, such as deductible casualty losses,stallment sale. It is not an installment sale if
include in income the interest part of the pay- decrease basis. The result is adjusted basis.

the buyer borrows the money from a third party ment as well as the part of the payment that is For more information on how to figure ba-
and then pays you the total selling price. your gain. You do not include in income the sis and adjusted basis, see Publication 551.

If a sale qualifies as an installment sale, part of the payment that is the return of your Installment sale basis.  The adjusted ba-
you must report it on the installment method basis in the property sold. sis plus selling expenses and depreciation re-
unless you elect to recognize gain on the sale capture income (see Other Rules) is referred
under your regular method of accounting. See to in this publication as the installment saleInterest income. You must report interest as
Electing Out under Other Rules. Under the in- basis.ordinary income on your income tax return. In-
stallment method, you report gain on the sale terest is generally not included in a down pay-
only as payments are received. It does not ment. However, you may have to treat part of Selling expenses.  Selling expenses are
matter whether you use the cash or accrual each later payment as interest, even if it is not those that relate to the sale of the property.
method of accounting. called interest in your agreement with the They include commissions, attorney fees, and
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any other expenses paid on the sale. Selling 3) Part III, Related Party Installment Sale In- Example.  In 1993, you sold land with a ba-
expenses are added to the basis of the sold sis of $40,000 for $100,000 and had a grosscome, is completed if you sold the prop-
property. profit of $60,000. You received a $20,000erty to a related person, as discussed

down payment and the buyer’s note forlater under Sales to Related Persons.
$80,000. The note provides for 4 annual pay-Gross profit. For an installment sale, gross
ments of $20,000 each, plus 8% interest, be-profit is the amount of gain you report on the Year of sale.  Answer the questions at the
ginning in 1994. Your gross profit percentageinstallment method. beginning of the form and complete Part I and
is 60%. You reported a gain of $12,000 onTo figure your gross profit, subtract your in- Part II. Question 3 asks whether you sold the
each payment received in 1993 and 1994. Installment sale basis from the selling price. If property to a related party. If you answer
1995, you and the buyer agreed to reduce thethe property you sold was your home, subtract ‘‘Yes’’ to question 3, answer question 4 and
purchase price to $85,000 and payments dur-from the gross profit any gain you can post- complete Part III.
ing 1995, 1996, and 1997 are reduced topone or exclude. Later years.  Answer the questions at the
$15,000 for each year.beginning of the form and complete Part II for

Your adjusted gross profit on the sale isContract price. The contract price is the total each year in which you receive a payment on
$45,000. You subtract the total gain reportedof all principal payments you are to receive on the sale. If you sold the property to a related
in 1993 and 1994, or $24,000, from the ad-the installment sale. It includes payments you person, you may have to complete Part III
justed gross profit to determine the remainingare considered to receive, even though you also.
gain to be reported. The remaining gain to beare not paid anything directly. See Payments,
reported ($21,000) is divided by the remaininglater. Schedule D.  The gain figured on Form 6252
selling price to be received of $45,000If the selling price is partly payable in cash, for personal use property must be carried over
($85,000 –  $40,000) to get the new grosswith the remainder secured by a mortgage and entered on Schedule D (Form 1040), Cap-
profit percentage of 46.67%. You will report apayable from the buyer to you, then the con- ital Gains and Losses. Each year, you must in-
gain of $7,000 on each of the $15,000 install-tract price equals the selling price. clude on Schedule D the capital gain part of
ments due in 1995, 1996, and 1997.the payments reported on Form 6252.

Gross profit percentage. A certain percent- If your gain from an installment sale quali-
age of each payment (after subtracting inter- fies for long-term capital gain treatment in the
est) is reported as gain from the sale. This per- year of sale, it will continue to qualify in later Other Rules  centage usually remains the same for each tax years. Your gain will be long-term if you
payment you receive. It is called the ‘‘gross The rules discussed in this part of the publica-owned the property for more than one year
profit percentage’’ and is figured by dividing tion apply only in certain circumstances or towhen you sold it.
your gross profit from the sale by the contract certain types of property. The rules cover:
price. Sale of home.  If you sell your home, you may Electing out,

Example.  You sell property at a contract be able to postpone or exclude all or part of
Payments,price of $2,000 and your gross profit is $500. the gain on the sale. For information, see Pub-

Your gross profit percentage is 25% ($500 di- lication 523. If the sale is an installment sale, Escrow accounts,
vided by $2,000). After subtracting interest, any gain you can postpone or exclude is not Depreciation recapture income,25% of each payment, including the down taken into account. Therefore, you figure your
payment, is reported as your gain from the Sales to related persons,gross profit percentage by including in gross
sale for the tax year the payment is received. profit only the part of the gain that is not post- Like-kind exchanges,

poned or excluded.
Contingent sales,Income from sale.  Each year you receive a Seller-financed mortgages.  If you fi-

payment on the installment sale, multiply the nance the sale of your home to an individual, Single sale of several assets,
payment (less interest) by the gross profit per- special reporting procedures apply. Sale of a business,centage to determine the amount you must in- When reporting the interest income, you
clude in income for the tax year. In certain cir- Unstated interest,must report the name, address, and social se-
cumstances, you may be considered to have curity number of the buyer on line 1 of either Dispositions of installment obligations, andreceived a payment even though you received Schedule B (Form 1040) or Schedule 1 (Form
nothing directly. In addition to the receipt of Repossessions.1040A), if the buyer used the property as a
cash, a receipt of property or the assumption personal residence.
of your mortgage on the property sold may be When taking the mortgage interest deduc-
considered payment. For a detailed discus- tion, the buyer must report your name, ad- Electing Out  
sion, see Payments under Other Rules, later. dress, and social security number (or em- You must report an installment sale using the

ployer identification number) on line 11 of installment method unless you elect not to useReporting installment sale income.  You Schedule A (Form 1040). that method. If you make this election, you willmust use Form 6252 any time you have a sale
Both you and the buyer must exchange so- generally report the entire gain in the year ofof property that you report as an installment

cial security numbers (or employer identifica- sale. Do this even though you will not be paidsale. Use the form to report the sale in the year
tion number if applicable). If you fail to include all of the selling price until later.it takes place, and to report payments re-
the other person’s social security number or To figure the selling price, use the fair mar-ceived in later years.
employer identification number, you may have ket value of the buyer’s installment obligation.Form 6252 will help you determine the
to pay a penalty of $50. Notes, mortgages, and land contracts are ex-gross profit, contract price, gross profit per-

amples of obligations that are included at faircentage, and how much of each payment re-
Selling price reduced. If the selling price is market value in figuring the selling price.ceived during the tax year on the sale is in-
reduced at a later date, the gross profit on the You must figure the fair market value of thecluded in income.
sale will also change. You must then refigure buyer’s installment obligation to you, whetherForm 6252 is divided into three parts:
the gross profit percentage for the remaining or not you would actually be able to sell it. If

1) Part I, Gross Profit and Contract Price, is payments. Refigure your gross profit by using you use the cash method of accounting, the
completed for the year of sale. the reduced sale price and subtract gain al- fair market value of the obligation will never be

ready reported. Then spread the remaining2) Part II, Installment Sale Income, is com- considered less than the fair market value of
gain evenly over the remaining installments.pleted for the year of sale and for any the property sold (minus any other considera-
You cannot go back and refigure the gain youyear you receive a payment or are consid- tion received). If you use an accrual method of
reported in earlier years.ered to have received a payment. accounting, you must always use the full face
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value of the installment obligation as its fair the sale. If the mortgage the buyer assumes isPayments 
equal to or more than your installment sale ba-market value.

You must figure your gain each year on the sis in the property, the gross profit percentage
payments you receive, or are treated as re-Example.  You sold a parcel of land to an- will always be 100%.
ceiving, from an installment sale. These pay-other person for $50,000, payable $10,000

Example.  The selling price for your prop-ments include the down payment and eachdown and the balance over a period of 10
erty is $9,000. The buyer will pay you $1,000later payment of principal on the buyer’s debtyears at $4,000 a year, plus 8% interest. The annually (plus 8% interest) over the next 3to you.buyer gave you a note for $40,000. The note years, and assume an existing mortgage ofIn certain situations, you are considered tohad a fair market value of $40,000. You paid a $6,000. Your adjusted basis in the property ishave received a payment, even though thecommission of 6%, or $3,000, to a broker for $4,400. You have selling expenses of $600,buyer does not pay you directly. These situa-negotiating the sale. The land cost you for a total installment sale basis of $5,000. Thetions arise if the buyer takes over or pays off

$25,000 and you owned it for more than one part of the mortgage that is more than your in-any of your debts, such as a loan, or any of
year. You decide to elect out of the installment stallment sale basis is $1,000 ($6,000 –your expenses, such as a sales commission.
method, and report the buyer’s note at its fair $5,000). This amount is included in the con-
market value. tract price and treated as a payment receivedBuyer’s note.  The buyer’s note (unless paya-

in the year of sale. The contract price isble on demand) is not considered payment on
Computation of gain: $4,000:the sale. Its full face value is included when fig-
Selling price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 uring both selling price and contract price. Selling Price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000Minus: Adjusted basis of the Payments you receive on the note are used to Minus Mortgage . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000property . . . . . . . . . . . . . . $25,000 figure your gain in the year you receive them. Add difference:Commission . . . . . . . . . . 3,000 28,000

Mortgage . . . . . . . . . . . . . . . . . . . . . . . 6,000
Gain realized $22,000 Buyer assumes expenses.  If the buyer as- Less Installment sale basis . . . . 5,000 1,000

sumes and pays your expenses from selling
Contract Price $ 4,000your property, it is considered a payment to

you in the year of sale. Include these ex-
Your gross profit on the sale is also $4,000.Gain recognized in year of penses in both the selling and contract prices

sale: when figuring the gross profit percentage.
Selling Price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $9,000Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000
Minus Installment sale basis . . . . . . . . . . . . . . . 5,000

Market value of note . . . . . . . . . . . . . . . . . . . . . . . 40,000 Mortgage assumed.  If the buyer assumes or
Gross Profit $4,000pays off your mortgage, or otherwise takes theTotal realized in year of sale . . . . . . . . . . . . . . . $50,000

property subject to it, the following rules apply.Minus: Adjusted basis of the
Therefore, your gross profit percentage isMortgage less than basis.  If the buyerproperty . . . . . . . . . . . . . . $25,000

100%. Report 100% of each payment as gainassumes a mortgage that is less than your in-Commission . . . . . . . . . . 3,000 28,000
from the sale. You also treat the $1,000 differ-stallment sale basis in the property, it is not

Gain recognized in year of ence between the mortgage and your install-considered a payment to you. The contract
sale $22,000 ment sale basis as a payment, and reportprice equals the selling price minus the mort-

100% of it as gain in the year of sale.gage. This difference is all that you will directly
collect from the buyer.The $22,000 is long-term capital gain.

Wraparound mortgages. If your mortgage isSince you include the full amount of gain in in- Example.  You sell property with an ad-
not paid off or assumed by the buyer when youcome in the year of sale, you do not include justed basis of $19,000. You have selling ex-
sell your property, your installment arrange-any amount in income when you receive prin- penses of $1,000. The buyer assumes your
ment with the buyer may be known as a ‘‘wrap-existing mortgage of $15,000 and agrees tocipal payments in later tax years. The interest
around mortgage.’’ In a wraparound mort-pay you a total of $10,000 (a cash down pay-on the note is ordinary income and is reported
gage, the property’s full purchase price is paidment of $2,000 and $2,000 (plus 8% interest)as interest income.
in installments directly to you. The installmentin each of the next 4 years).
payments are generally large enough to allowThe selling price is $25,000 ($15,000 +

How to elect out.  To make this election, do you to continue to make your regular mortgage$10,000). The contract price is $10,000
not report your sale on Form 6252. Instead, re- payments on the property.($25,000 – $15,000 mortgage). Your gross
port it on Schedule D (Form 1040) or Form To determine the contract price, do notprofit is $5,000 ($25,000 –  $20,000 install-

subtract the amount of a wraparound mort-4797, whichever is appropriate. ment sale basis), and your gross profit per-
gage from the selling price. However, if thecentage is 50% ($5,000 divided by $10,000).
mortgage is in fact assumed, or the propertyTherefore, you report half of each $2,000 pay-When to elect out.  Make the election not to
taken subject to the mortgage, see Mortgagement received as gain from the sale. You alsohave the installment method apply by the due assumed, discussed earlier.report all interest you receive as ordinarydate, including extensions, for filing your tax

income.return for the year the sale takes place. Once Mortgage canceled.  If the buyer of yourMortgage more than basis.  If the buyermade, the election generally cannot be property is the person who holds the mortgageassumes a mortgage that is more than your in-changed. However, you can apply to revoke on it, your debt is not assumed but canceled.stallment sale basis in the property, you re-your election not to use the installment You are considered to receive a paymentcover your entire basis. You are also relievedmethod. A revocation of the election will not equal to the outstanding amount of the can-of the obligation to repay the amount bor-
be permitted when one of its purposes is to celed debt.rowed. The part of the mortgage in excess of
avoid federal income tax, or when the tax year your basis is treated as a payment received in Example.  Mary Jones loaned you $4,500
in which any payment was received has the year of sale. This is in addition to the buy- in 1991 in exchange for a note mortgaging a
closed. er’s other payments. tract of land you owned. On April 4, 1995, she

You may qualify for an automatic extension To figure the contract price, subtract the bought the land for $7,000. At that time,
of six months from the due date of the return, mortgage from the selling price. This is the to- $3,000 remained outstanding on her loan to
excluding extensions, to make this election. tal you will actually receive from the buyer. To you. She agreed to forgive this $3,000 debt
See Revenue Procedure 92-85 for more infor- this amount, add the ‘‘payment’’ you are con- and to pay you $2,000 (plus interest) on Au-
mation. You can read the full text of this reve- sidered to receive (the excess of the mortgage gust 1, 1995, and $2,000 (plus interest) on Au-
nue procedure at most IRS offices and at over your installment sale basis). The contract gust 1, 1996. She did not assume an existing
many public libraries. price is then the same as your gross profit from mortgage. She canceled the $3,000 debt you
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owed her. The effect is that you received a 40% is ordinary income. The interest you re- Exception.  The pledge rule does not ap-
$3,000 payment at the time of the sale. ceive is reported in full as ordinary income. ply if the debt is incurred after December 17,

1987, to refinance a debt that was:
Debts. If the buyer pays off any of your debts, Bonds. A bond or other evidence of indebted- 1) Outstanding on December 17, 1987, and
such as a loan or back taxes, it may be consid- ness you receive from the buyer that is paya-

2) Secured by that installment sale obliga-ered a payment to you in the year of sale. ble on demand is treated as a payment in the
tion on that date and at all times thereaf-If the buyer assumes the debt instead of year you receive it. If you receive a govern-
ter until the refinancing.paying it off, only a part of it may have to be ment or corporate bond that has interest cou-

treated as a payment. Compare the amount of pons attached or that can be readily traded in
A refinancing as a result of the creditor’s call-the debt to your installment sale basis in the an established securities market, you are con-
ing of the debt is treated as a continuation ofproperty being sold. If the debt is less than sidered to have received payment equal to the
the original debt if the refinancing is providedyour installment sale basis, none of it is bond’s fair market value. Accrual basis taxpay-
by a person other than the creditor or a persontreated as a payment. If it is more, only the dif- ers see section 15A.453–1(e)(2) of the
related to the creditor.ference is treated as a payment. If the buyer regulations.

This exception applies only to the amountassumes more than one debt, any part of the
of the refinancing that does not exceed thetotal that is more than your installment sale ba- Guarantees. If a third party or government
principal amount of the original debt immedi-sis is considered a payment. This follows the agency guarantees the buyer’s payments to
ately before the refinancing. Any excesssame rules discussed earlier under Mortgage you on an installment obligation, the guaran-
amount is treated as a payment on the install-assumed. tee itself is not considered payment.
ment obligation.However, these rules apply only to two

types of debts that the buyer assumes: Deposits. Deposits that you receive before
the year of sale are treated as payments in the Escrow Accounts1) Those you acquired from your ownership
year of sale if, under the contract, they be-of the property you are selling, such as a In some cases, the sales agreement, or a later
come part of the down payment.mortgage, lien, overdue interest, or back agreement, may call for the buyer to establish

taxes, and an irrevocable escrow account out of which
Installment obligation used as security the remaining installment payments (including2) Those you acquired in the ordinary course
(pledge rule). If you use an installment obliga- interest) are to be made. Generally, theseof your business, such as a balance due
tion to secure any debt, the net proceeds from sales may not be reported on the installmentfor inventory you purchased.
the debt may be treated as a payment on the method. The buyer’s obligation is paid in full
installment obligation. This is known as the when the balance of the purchase price is de-If the buyer assumes any other type of
pledge rule. The pledge rule applies if the sell- posited into the escrow account. When an es-debt, such as a personal loan, it is treated as if
ing price of the property was over $150,000. It crow account is established, you no longerthe buyer paid off the debt at the time of the
does not apply to the sale of: rely on the buyer for the rest of the payments,sale. The value of the assumed debt is then

but on the escrow arrangement.Property used or produced in the trade orconsidered a payment to you in the year of
business of farming, or Example.  You sell property for $10,000.sale.

The sales agreement calls for a down pay-Personal use property.
ment of $1,000 and payment of $1,500 in eachPayments of property.  If you receive prop-
of the next 6 years to be made from an irrevo-erty rather than money from the buyer, it is still The net debt proceeds are the gross cable escrow account containing the balanceconsidered a payment. However, see Like- amount of the debt minus the direct expenses of the purchase price plus interest. You mayKind Exchanges, later. The value of the pay- of getting the debt. The amount treated as a not report the sale on the installment methodment is the property’s fair market value on the payment is considered received on the later because the full purchase price is considereddate you receive it. of: received in the year of sale. You must reportFair market value. This is the price at

1) The date the debt becomes secured, or all your gain in the year of sale.which the property would change hands be-
tween a buyer and a seller, neither being re- 2) The date you receive the debt proceeds.

Escrow established in a later year.  If youquired to buy or sell, and both having reasona-
make an installment sale and in a later year anble knowledge of all the necessary facts. If A debt is secured by an installment obliga-
irrevocable escrow account is established toyour installment sale fits this description, the tion to the extent that payment of principal or
pay the remaining installments plus interest,value assigned to property in your agreement interest on the debt is directly secured (under
the amount placed in the escrow account rep-with the buyer is good evidence of its fair mar- the terms of the loan, or any underlying ar-
resents payment of the balance of the install-ket value. rangement) by any interest in the installment
ment obligation. Therefore, you cannot useobligation.
the installment method to report any pay-Third-party notes. If the property the buyer Limits.  The amount of net debt proceeds
ments you receive from the escrow account.gives you is a third-party note (or other obliga- treated as a payment on the pledged install-
This is because a disposition has occurred.tion of a third party), you are considered to ment obligation cannot be more than the ex-
See Dispositions of Installment Obligations,have received a payment equal to the note’s cess of:
later.fair market value. Because the note is itself a

1) The total contract price on the installmentpayment on your installment sale, any pay-
sale, over Substantial restriction.  If an escrow ar-ments you later receive from the third party are

rangement imposes a substantial restrictionnot considered payments on your sale. 2) Any payments received on the installment
on your right to receive the sale proceeds, theobligation before the date the amount ofExample.  You sold real estate in an in-
sale may be reported on the installmentnet debt proceeds is treated as astallment sale. As part of the down payment,
method, provided it otherwise qualifies. For anpayment.the buyer assigned you a $5,000, 8% note of a
escrow arrangement to impose a substantialthird party. The fair market value of the third-
restriction, it must serve a bona fide purposeparty note at the time of your sale was $3,000. Installment payments.  The pledge rule
of the buyer, that is, a real and definite restric-This amount, and not $5,000, is a payment to accelerates the reporting of the installment
tion placed on the seller or a specific eco-you in the year of sale. Because the third-party obligation payments. Do not report payments
nomic benefit conferred on the buyer.note had a fair market value equal to 60% of received on the installment obligation after it

its face value ($3,000 divided by $5,000), 60% has been pledged until the payments received Example.  You sell your business including
of each payment of principal you receive on are more than the amount reported under the all its assets for $50,000. The sales agree-
this note is a return of capital. The remaining pledge rule. ment provides for a down payment of $8,000
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and payments of $7,000 in each of the next 6 avoidance of federal income taxes was not Amount realized on second disposition
years to be made from an irrevocable escrow or contract price on first disposition,one of the principal purposes of your sale.
account. The sales agreement also provides whichever is less . . . . . . . . . . . . . . . . . . . . . . $400,000
that you, the seller, will not enter a competing Minus: Sum of payments from Bob

Rule 2: Sale and Resale  business for a period of 6 years. If at any time in 1994 and 1995 . . . . . . . . . . . . . . . . . . . . . . 200,000
during this period you enter a competing busi-

There is, generally, a special rule if you make a Amount treated as payment because ofness, you will forfeit all rights to the amounts
first disposition (sale or exchange) that you re- second disposition . . . . . . . . . . . . . . . . . . . . $200,000then held in escrow. In this situation, the es-
port under the installment method to a related Add: Payment from Bob in 1995 . . . . . . . . 100,000crow arrangement imposes a substantial re-
person who then makes a second dispositionstriction and you can use the installment

Total payments received and treated as(sale, exchange, gift, or cancellation of install-method.
received for 1995 . . . . . . . . . . . . . . . . . . . . . $300,000ment note):

Multiply by gross profit percentage . . . . . . .50
Depreciation Before making all payments on the first Installment sale income for 1995 . . . . . $150,000

disposition, andRecapture Income
In 1996 Harvey receives a payment ofIf you sell property for which you claimed de-

Within 2 years of the first disposition. $100,000 from Bob which is not taxed. It ispreciation deductions, report any depreciation
considered to be recovered tax free becauserecapture income in the year of sale. Figure
Harvey already reported the payment and gainyour depreciation recapture income (including Under this rule, you treat part or all of the
in 1995 as the result of the $200,000 which hethe section 179 deduction and the section amount the related person realizes (or the fair
treated as a payment even though he did not179A deduction recapture) in Part III of Form market value if disposed property is not sold or
actually receive it. He applies the $100,0004797. Report the recapture income in Part II of exchanged) from the second disposition as if
payment in 1996 against this amount. He isForm 4797 as ordinary income in the year of you received it from the first disposition at the
also not taxed on the payment he receives insale. You cannot use the installment method time of the second disposition.
1997 and he applies the payment against theto report your gain that is equal to the recap-
$200,000 he treated as payment in 1995. Inture income. Any gain that is more than the re- Example 1.  In 1994, Harvey Green sold
1998, he receives the final $100,000 payment.capture income can be reported on the install- farmland to his son Bob for $500,000, which
He figures the amount of gain he must recog-ment method. For more information on was to be paid in five equal payments over 5
nize in 1998 from the installment sale asdepreciation recapture, see chapter 4 in Publi- years, plus adequate stated interest on the
follows:cation 544. balance due. Harvey’s installment sale basis

Depreciation recapture income is included for the farmland was $250,000 and the prop-
Sum of payments actually received as ofin your installment sale basis in determining erty was not subject to any outstanding liens

the end of 1998 from the firstyour gross profit on the installment sale. See or mortgages. His gross profit percentage is
disposition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000the discussion under General Rules. 50% (his gross profit of $250,000 divided by

the contract price of $500,000). Harvey re- Minus the sum of:
ceived $100,000 in 1994 and included in his in- Payment from 1994 . . . . . . $100,000Sales to
come for that year $50,000 ($100,000 × 0.50). Payment from 1995 . . . . . . 100,000Related Persons  Bob made no improvements to the property Amount treated as

Two special rules apply to installment sales and in 1995 sold it to Alfalfa Inc. for $600,000. payment in 1995 . . . . . . . 200,000
between related persons. Test your sale This is the amount realized from the second

Total of amounts on which gain wasagainst rule 1 first. If rule 1 does not apply, test disposition. Harvey figures his installment sale
previously recognized . . . . . . . . . . . . . . . . . 400,000your sale against rule 2. income for 1995 as follows:

For more information on these kinds of Amount of payment on which gain is to
sales, see section 453 of the Internal Revenue be recognized for 1998 . . . . . . . . . . . . . . . $100,000Amount realized on second disposition
Code. Multiply by gross profit percentage . . . . . . .50or contract price on first disposition,

Installment sale income for 1998 $ 50,000whichever is less . . . . . . . . . . . . . . . . . . . . . . $500,000
Rule 1: Sale of Depreciable Minus: Sum of payments from Bob in
Property  1994 and 1995 . . . . . . . . . . . . . . . . . . . . . . . . 200,000
If you sell depreciable property to certain re- Exceptions to rule 2.  These rules do not ap-
lated persons, you may not report the sale us- ply to a second disposition, and any later

Amount treated as payment because of
ing the installment method. Instead, all pay- transfer, if you can show, to the satisfaction of

second disposition . . . . . . . . . . . . . . . . . . . . $300,000
ments to be received are considered received the IRS, that neither the first disposition (to the

Add: Payment from Bob in 1995 . . . . . . . . 100,000in the year of sale. Depreciable property for related person) nor the second disposition
this rule is any property that can be depreci- had as one of its principal purposes the avoid-

Total payments received and treated asated by the person or entity to whom you ance of federal income tax. Generally, the sec-
received for 1995 . . . . . . . . . . . . . . . . . . . . . $400,000transfer it. ond disposition will qualify under the nontax

Multiply by gross profit percentage . . . . . . .50Payments to be received include the total avoidance exception in situations when it is in-
of all payments which are not contingent and voluntary, such as a creditor of the related per-Installment sale income for 1995 . . . . . . $200,000
the fair market value of any payment that is son foreclosing on the property or the related
contingent as to amount. person declaring bankruptcy.

For any payments which are contingent as The nontax avoidance exception will alsoHarvey will not include in his income from
to amount but for which the fair market value is apply to a second disposition that is also an in-installment sales any principal payments he
not reasonably ascertainable, the basis is re- stallment sale if the terms of payment underreceives on the installment obligation for
covered ratably. The purchaser may not in- the installment resale are substantially equal1996, 1997, and 1998 because he has already
crease the basis of any property acquired in to or longer than those for the first installmentreported the entire amount of the payments
the sale by any amount before the time the sale. However, the exception does not apply iff rom the f i rst  disposi t ion of $500,000
seller includes the amount in income. the resale terms permit significant deferral of($100,000 in 1994 and $400,000 in 1995).

recognition of gain from the first sale as, for
Example 2.  The facts are the same as inExceptions to rule 1.  Rule 1 will not apply to example, if amounts from the resale are col-

the previous example except that Bob sellsyour sale if no significant tax deferral benefits lected sooner.
the property for only $400,000. The gain forwill be derived from the sale. It does not apply In addition, the sale or exchange of stock
1995 is figured as follows:if you can show to the satisfaction of IRS that to the issuing corporation is not treated as a
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first disposition. An involuntary conversion is 1.1031(k)-1(j)(2) of the regulations for these between parcel C sold at a loss and the re-
not treated as a second disposition if the first rules. maining parcels.
disposition occurred before threat of conver- The total selling price of $130,000 is allo-
sion. A transfer after the death of the person cated $120,000 for parcels A and B togetherContingent Sales  
making the first disposition or the related per- and $10,000 for parcel C. The cash payment

For installment sales, a contingent sale is oneson’s death, whichever is earlier, is not treated of $20,000 received in the year of sale and the
whose total selling price cannot be deter-as a second disposition. note receivable should be allocated on the ba-
mined by the end of the tax year in which the sis of the proportionate net FMV. The alloca-
sale takes place. tion is as follows:Like-Kind Exchanges If the selling price cannot be determined by

If you trade your business or investment prop- the end of the tax year, neither can the con- Parcels Parcel 
erty for other property of the same kind, you tract price and the gross profit percentage be Net FMV A and B C 
can postpone reporting part of your gain. determined (using the same rules that apply to

FMV . . . . . . . . . . . . . . . . . . . . . . . . . . . $120,000 $10,000These trades are known as ‘‘like-kind ex- an installment sale with a fixed selling price).
Minus: Mortgage assumed . . . 30,000 –0–changes.’’ The property you receive in a like- This happens, for example, if you sell your

kind exchange is treated as if it were a continu- business and the selling price includes a per- Net FMV . . . . . . . . . . . . . . . . . . . . . . $ 90,000 $10,000
ation of the property you give up. centage of its profits in future years.

In a like-kind exchange, you do not have to For rules permitting use of the installment
Proportionate net FMV report any part of your gain if you receive only method to report a contingent sale and for

like-kind property. But if you also receive Percentage of total . . . . . . . . . . . 90% 10%contingent sales with unstated interest, see
money or other property, you must report your section 15A.453–1(c) of the regulations.
gain to the extent of the money and the fair

Payments in year of sale market value of the other property received. Single Sale $20,000 ×  90% . . . . . . . . . . . . . . $ 18,000For more information on like-kind ex-
$20,000 ×  10% . . . . . . . . . . . . . . $ 2,000of Several Assets  changes, see Like-Kind Exchanges in chapter

1 of Publication 544. If you sell different types of assets in a single
Excess of mortgage on parcelsale, you have to identify each of the assets to

B over its installment saleInstallment payments.  If, in addition to like- determine whether you can use the install-
basis . . . . . . . . . . . . . . . . . . . . . . . . 15,000kind property, you receive an installment obli- ment method to report the sale of that asset.

gation in the exchange, the following rules You also have to allocate a part of the selling
apply: price to each asset. If you sell assets that con- Allocation of payments

stitute a trade or business, see Sale of a Busi- received in year of sale . . . $ 33,000 $ 2,0001) The contract price must not include the
ness, next.fair market value of the like-kind property

Unless an allocation of the selling pricereceived in the trade. The sale of parcel C may not be reported
has been agreed to by both parties in an arm’s on the installment method because the sale2) The gross profit is reduced by any gain on length transaction, you must allocate the sell- results in a loss. This loss of $5,000 ($10,000the trade that can be postponed. ing price to an asset based on its fair market selling price minus $15,000 installment sale
value (FMV). If the buyer assumes a debt, or3) Like-kind property received in the trade is basis) is reported in the year of sale. However,
takes the property subject to a debt, you mustnot considered payment on the install- if parcel C was held for personal use, the loss
use net fair market value. This is the FMV re-ment obligation. is not deductible.
duced by such debt. The installment obligation of $80,000 is al-

A sale of separate and unrelated assets of located to the property sold based on the pro-Example.  In 1995, George Brown trades
the same type under a single contract is re- portionate net FMV. Ninety percent of eachpersonal property with an installment sale ba-
ported as one transaction for the installment payment received is allocated to parcels Asis of $400,000 for like-kind property having a
method. However, if an asset is sold at a loss, and B, and 10% is allocated to parcel C.fair market value of $200,000. He also re-
its disposition may not be reported on the in-ceives an installment note for $800,000 in the
stallment method but must be reported sepa-trade. Under the terms of the note, he is to re- Sale ofrately. The remaining assets sold at a gain areceive $100,000 (plus interest) in 1996 and the
reported together. a Business  balance of $700,000 (plus interest) in 1997.

Example.  You sold three separate and un-George’s gross profit is $600,000 (selling The installment sale of an entire business, for
related parcels of real property, A, B, and C,price of $1,000,000 minus $400,000 install- one overall price under a single contract is not
under a single contract calling for a total sell-ment sale basis). The contract price is the sale of a single asset. The sale generally
ing price of $130,000. The total selling price of$800,000 ($1,000,000 minus the fair market includes the sale of real and personal property
$130,000 consisted of a cash payment ofvalue of the like-kind property received, that can be reported on the installment
$20,000, the buyer’s assumption of a $30,000$200,000). The gross profit percentage is method, and inventory items that cannot be
mortgage on parcel B, and an installment obli-75% ($600,000 divided by $800,000). He re- reported on the installment method. The sale
gation of $80,000 payable in eight annual in-ports no gain in 1995 because the like-kind of depreciable property cannot be reported on
stallments, plus interest at 8% a year.property he receives is not treated as payment the installment method to the extent the gain

for figuring gain. He reports $75,000 gain for Your installment sale basis for each parcel is reported in the year of sale because it is de-
1996 (75% of $100,000) and $525,000 gain was $15,000. Thus, your net gain was $85,000 preciation recapture income. Assets sold at a
for 1997 (75% of $700,000). ($130,000 minus $45,000). You report the gain loss cannot be reported on the installment

on the installment method. method. The selling price must be allocated
for each asset class.The sales contract did not allocate the sell-Deferred exchanges.  A deferred exchange

For more information, see Sale of a Busi-ing price or the cash payment received in theis one in which you have transferred the prop-
ness, in chapter 2 of Publication 544.year of sale among the individual parcels. Theerty and are to receive like-kind property at a

FMV of parcel A, B, and C were $60,000, Except for assets exchanged under thelater date. Under this type of exchange, the
$60,000, and $10,000, respectively. Since the like-kind exchange rules, both the buyer andperson receiving your property may be re-
installment sale basis for parcel C was more seller of a business must use the residualquired to place funds in an escrow account or
than its FMV, it was sold at a loss and it must method to allocate the sales price to the vari-trust. If certain rules are met, these funds will
be treated separately. ous business assets transferred. This methodnot be considered a payment until you have

determines the gain or loss from the transferthe right to receive the funds or, if earlier, the You must allocate the total selling price
of each asset.end of the exchange period. See section and the amounts received in the year of sale
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The residual method must be used for any The gain allocated to the recapture income All gain on the truck, machine A, and ma-
and the substantially appreciated inventory chine B is depreciation recapture income. De-transfer of a group of assets that continues a
cannot be reported under the installment preciation recapture income is the lesser oftrade or business and for which the buyer’s ba-
method. The gain allocated to the other assets the depreciation claimed or the gain. Figuresis is determined only by the amount paid for
can be reported under the installment method. depreciation recapture in Part III of Form 4797.the assets. This applies to both direct and indi-

rect transfers, such as the sale of a business, The total depreciation recapture incomeFor more information on unrealized receiv-
reported in Part II of Form 4797 is $5,209. Thisor the sale of a partnership interest in which ables and substantially appreciated inventory,
is made up of $3,650 on machine A, $799 onsee Publication 541.the basis of the buyer’s share of the partner-
the truck, and $760 on machine B. Gain onship assets is adjusted for the amount paid. A
these items is reported in full. Therefore, theygroup of assets constitutes a trade or busi- Example 
are not included in the installment saleness if goodwill could, under any circum-

On January 4, 1995, you sold the machine computation.stances, attach to the assets.
shop you operated since 1985. You received a Of the $220,000 total selling price, $10,000The residual method provides for the sales
$100,000 down payment and the buyer’s note is for inventory assets that cannot be reportedprice to be reduced first by the amount of
for $120,000. The note payments are $15,000 on the installment method. The selling pricescash, demand deposits, and similar accounts
each, plus 10% interest, due every July 1 and of the truck and machines are also removedtransferred by the seller. The amount of sales
January 1, beginning in 1996. The total selling from the total selling price because gain onprice remaining after this reduction must be al-
price is $220,000. Your selling expenses are these items is reported in the year of sale.located among the various business assets in
$11,000. The selling expenses are divided The selling price and contract price for thea specified order.
among all the assets sold, including inventory. installment sale are $108,500. The assets in-The allocation must be made among the

Your selling expense for each asset is 5% cluded in the installment sale, their sellingfollowing assets in proportion to (but not in ex-
of the asset’s selling price ($11,000 selling ex- price, and their installment sale basis arecess of) their fair market value on the
pense divided by $220,000 total selling price). shown in the following chart.purchase date in the following order:

The fair market value (FMV), adjusted ba-
1) Certificates of deposit, U.S. government sis, and depreciation claimed on each asset Install-

securities, readily marketable stock or se- sold are as follows: ment
curities, and foreign currency, Selling sale Gross 

Depreciation Adjusted price basis profit2) All other assets except section 197 in-
Asset FMV Claimed Basistangibles, and Land . . . . . . . . . . . . $ 42,000 $ 17,100 $24,900

Building . . . . . . . . . 48,000 38,400 9,6003) Section 197 intangibles.
Inventory . . . . . $10,000 — $ 8,000 Goodwill . . . . . . . . 18,500 925 17,575
Land . . . . . . . . . 42,000 — 15,000 Total . . . . . . . . . . . . $108,500 $ 56,425 $52,075 For more information on section 197 in-
Building . . . . . . 48,000 $ 9,000 36,000tangibles, see chapter 12 in Publication 535.
Machine A . . . 71,000 27,200 63,800 The gross profit percentage (gross profit
Truck . . . . . . . . . 6,500 18,624 5,376How to report.  Both the seller and buyer divided by the contract price) for the install-
Machine B . . . 24,000 12,960 22,040must prepare and attach Form 8594, Asset ment sale is 48% ($52,075 ÷  $108,500). The

gross profit percentage for each asset is fig-Acquisition Statement Under Section 1060, to
Under the residual method, you allocate ured as follows:their income tax return for the year in which

the selling price to each of the assets basedthe sale occurred.
on their FMV ($201,500). The remaining Percentage
amount is allocated among your section 197 Land—$24,900 divided by $108,500 22.95Inventory.  If inventory items are included in in tang ib les ,  wh ich  inc ludes  goodwi l l Building—$9,600 divided by $108,500an installment sale, you may have an agree- ($18,500). For more information on section . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.85ment with the buyer concerning which pay- 197 intangibles, see chapter 12 in Publication Goodwill—$17,575 divided byments are for inventory and which are for the 535. $108,500 . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.20other assets being sold. If you do not have an

The assets included in the sale, their sell-
agreement, each payment must be allocated Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48.00ing prices based on their fair market values,
between the inventory and the other assets

the selling expense allocated to each asset,
sold. The sale includes assets sold on the in-the adjusted basis and the gain for each asset

The sale of inventory items cannot be re- stallment method and assets for which theare shown in the following chart.
ported on the installment method. All gain or gain is reported in the year of sale. The pay-
loss on their sale must be reported in the year ments must be allocated to the installmentSelling Selling Adjusted 
of sale, even if you are paid in later years. sale and the sale of assets that is reported inprice expense basis Gain 

The amount you receive (or will receive) on the year of sale. The selling price for the in-
the sale of inventory items is reported as ordi- stallment sale is $108,500. This is 49.3% ofInventory
nary business income. Your basis in the items the total selling price of $220,000. You get this. . . . . . . $ 10,000 $ 500 $ 8,000 $ 1,500
is used to figure the cost of goods sold, and percent by dividing $108,500 by $220,000.Land . . . 42,000 2,100 15,000 24,900
the part of the selling expenses allocated to in- The selling price of the assets that cannot beBuilding 48,000 2,400 36,000 9,600
ventory is deducted as an ordinary business reported on the instal lment method isMachine
expense. $111,500. This is 50.7% ($111,500 ÷A 71,000 3,550 63,800 3,650

$220,000) of the total selling price.Truck . . . 6,500 325 5,376 799
Installment reporting for sale of partner- Determine the part of any payment that isMachine
ship interest. A partner who sells a partner- for the installment sale by multiplying the pay-B 24,000 1,200 22,040 760
ship interest at a gain may be able to report the ment by 49.3%. The balance of the payment,Goodwill 18,500 925 0 17,575
sale on the installment method. The sale of a 50.7%, is for the part of the sale not on the in-

$220,000 $11,000 $150,216 $58,784partnership interest is treated as the sale of a stallment method.
single capital asset. However, you must make The gain on the sale of the inventory, ma-
an allocation if the partnership’s assets in- The building which was acquired in 1985, chines, and truck is reported in the year of
cluded unrealized receivables and substan- the year the business began, is section 1250 sale. When you receive principal payments in
tially appreciated inventory items. (The term property. There is no depreciation recapture later years, no part of the payment that is for
‘‘unrealized receivables’’ includes deprecia- income because the building was depreciated the sale of these assets is included in gross in-
tion recapture income, discussed earlier.) using the straight line method. come. Only the part of the principal payment

Page 8



(49.3%) that is for the installment sale is used The applicable federal rates are published rate of interest cannot be more than 9%, com-
pounded semiannually. For seller financingin the installment sale computation. monthly by IRS in the Internal Revenue Bulle-
over $3,523,600, and for all sales or ex-tin. You can get this information at most IRSThe only payment received in 1995 is the
changes of new section 38 property, the testoffices or public libraries.down payment of $100,000. The part of the
rate of interest is 100% of the AFR.payment that is for the installment sale is

For information on new section 38 prop-$49,300 ($100,000 ×  49.3%). This amount is Effects of unstated interest.  Imputed inter-
erty, see section 48(b) of the Internal Revenueused in the installment sale computation. est affects the selling price and the contract
Code, as in effect before the enactment ofprice. It also affects the amount of gain on the
Public Law 101–508.sale, whether you use the installment methodInstallment income for 1995.  Your install-

or elect out.ment income for each asset is the gross profit
Relationship of Code sections 1274 andIf the unstated interest rules apply, bothpercentage for that asset times the total
483.  The imputed interest rule is imposedthe buyer and the seller must treat part of theamount received in 1995 on the installment
under section 1274 or 483 of the Code, de-installment sale price as interest. The un-sale.
pending on the characteristics (amount, kindstated interest rules require you to treat part ofThe total amount received in 1995 on the
of property, etc.) of the debt instrument andeach payment as interest, even though it is notinstallment sale is $49,300.
the sale or exchange it comes from.called interest in your agreement with the

Income Section 1274 applies to any debt instru-buyer. The amount of unstated interest
ment issued for the sale or exchange of prop-Land—22.95% of $49,300 . . . . . . . . . . . . . . . . $11,314 reduces the stated selling price of the property
erty if some or all payments due under theBuilding—8.85% of $49,300 . . . . . . . . . . . . . . 4,363 and increases the seller’s interest income.
debt instrument are due more than 6 monthsGoodwill—16.2% of $49,300 . . . . . . . . . . . . . 7,987 The unstated interest reduces the buyer’s ba-
after the date of sale or exchange. Sectionsis in the property and increases the buyer’sTotal installment income for 1995 . . . . . . $23,664
483 applies to sales or exchanges of propertyinterest expense.
not covered by the provisions of section 1274.The amount of interest you must report is

the sum of the imputed interest plus any inter-Installment income after 1995.  You figure Section 483 rules.  For a sale or exchange ofest specified under the contract.installment income for years after 1995 by ap- property, the section 483 rules apply to anySelling price and contract price.  If youplying the same gross profit percentages to payment that constitutes all or part of the sell-use the installment method to report gain on49.3% of the total payments you receive on ing price and that is due more than 6 monthsthe sale, both the selling price and the con-the buyer’s note during the year. after the date of sale or exchange under atract price must be reduced by any imputed
contract by which:interest.

Unstated Interest If you elect out of the installment 1) Some or all payments are due more than
An installment sale generally provides that method.  If you do not report your sale using 1 year after the date of sale or exchange,
each deferred payment on the sale will include the installment method, report your entire gain and
interest or that there will be an interest pay- in the year of sale. You must reduce the selling 2) There is total unstated interest (or inade-
ment in addition to the principal payment. In- price by the total amount of imputed interest quate stated interest).
terest provided in the contract is referred to as before you can determine the gain.
stated interest.

Total unstated interest.  Total unstatedIf an installment sale with some or all pay- Rules for Imputing Interest  interest is an amount equal to the excess of:ments due more than one year after the date A debt instrument must provide for adequate
1) The sum of payments due under the con-of sale does not provide for interest, part of stated interest. If a debt instrument does not

tract, overeach payment due more than 6 months after provide for adequate stated interest, interest is
the date of sale will be treated as interest. The 2) The sum of the present values of pay-imputed on the debt. Generally, a debt instru-
amount treated as interest is referred to as un- ments and the present values of any inter-ment provides for adequate stated interest if it
stated interest or imputed interest. est payments due under the contract.calls for interest at a rate no lower than the

When the stated interest in the contract is test rate of interest applicable to the debt
under the applicable federal rate (AFR), the instrument. Transactions to which section 483 rules
unstated interest is the difference between the apply.  The section 483 rules apply to debt in-
federal rate of interest and any interest speci- struments from sales or exchanges of:Test rate of interest.  The test rate of interest
fied in the sales contract. for a debt instrument is the 3-month rate. The 1) A farm for $1,000,000 or less by an indi-Generally, the unstated interest rules do 3-month rate is the lower of: vidual, estate, testamentary trust, smallnot apply to a debt given in consideration for a

business corporation (defined in section1) The lowest AFR in effect during the 3-sale or exchange of personal-use property.
1244(c)(3) of the Code), or a domesticmonth period ending with the first monthPersonal-use property is any property sub-
partnership that meets requirements simi-in which there is a binding written contractstantially all of the use of which by the buyer is
lar to those of section 1244(c)(3),that substantially sets forth the termsnot in a trade or business or an investment

under which the sale or exchange is ulti-activity. 2) A principal residence by the owner,
mately consummated, orApplicable federal rate (AFR).  The AFR 3) Property with total payments (principal

depends on the month the binding contract for 2) The lowest AFR in effect during the 3- and interest) of $250,000 or less, or
the sale or exchange of property is made and month period ending with the month in

4) Qualified sale of land between relatedthe term of the instrument. For an installment which the sale or exchange occurs.
parties.obligation, the term of the instrument is its

weighted average maturity, as defined in sec- If there is no binding written contract that
In addition, the section 483 rules apply to ation 1.1273–1(e)(3) of the regulations. sets forth the terms under which the sale or

cash method debt instrument. A cashexchange is to be consummated, use the low-● If the term is three years or less, the AFR is method debt instrument is any debt instrumentest AFR that is in effect during the 3-month pe-the federal short-term rate. given as consideration for the sale or ex-riod ending with the month in which the sale or
● If the term is over three years, but not over change of property (other than new section 38exchange occurs.

nine years, the AFR is the federal mid-term property) with a stated principal amount ofFor sales or exchanges of property (other
rate. $2,516,900 or less and:than new section 38 property, which includes

most tangible personal property) involving● If the term is over nine years, the AFR is the 1) The lender (holder) does not use an ac-
seller financing of $3,523,600 or less, the testfederal long-term rate. crual method of accounting and is not a
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dealer in the type of property sold or Additional exceptions.  See the discus- Patents. When all substantial rights to a
exchanged, patent, or an undivided interest in prop-sion of the exceptions that apply to both sec-

erty that includes part of all substantialtions 483 and 1274, later.2) Both the borrower (issuer) and the lender
rights to a patent, is sold or exchanged,jointly elect to account for interest under
do not figure unstated interest or im-Section 1274 rules.  The section 1274 rulesthe debt instrument on the cash method
puted principal on any amount contin-apply to any debt instrument given in consider-of accounting, and
gent on the productivity, use, or dispo-ation for the sale or exchange of property if:3) Section 1274 of the Code would apply ex- sition of the property transferred. This

cept for the election in (2) above. 1) The stated redemption price at maturity rule will apply only if long-term capital
for the debt instrument exceeds: gain or loss treatment applies to the

Sale of a farm.  The section 483 rules ap- sale (see Publication 544).a) The stated principal amount whenply to the sale of a farm if the selling price can-
Annuities. Payments that depend in wholethere is adequate stated interest, ornot exceed $1,000,000. If the selling price can

or in part on the life expectancy of anyexceed $1,000,000, the section 1274 rules b) The imputed principal amount in all individual do not require the computa-(discussed later) apply.  For determining the other cases, and tion of unstated interest or imputedselling price, all sales and exchanges that are
principal.2) Some or all payments under the debt in-part of the same transaction (or a series of

strument are due more than 6 months af-transactions) are treated as one sale or Indebtedness for personal use prop-
ter the date of the sale or exchange.exchange. erty. Debt instruments that are issued

Sales with total payments of $250,000 in consideration for the sale or ex-
or less.  The section 483 rules apply if the fol- There is adequate stated interest under change of personal use property where
lowing cannot exceed $250,000: section 1274 if the stated principal amount for substantially all of its use by the buyer

is for other than a trade or business ora debt instrument is less than or equal to the1) The total payments (interest and princi-
as income-producing property.imputed principal amount. The imputed princi-pal) due under the debt instrument and

pal amount of any debt instrument is equal tounder all other debt instruments received
the sum of the present values of all payments Additional information.  For information onas consideration for the sale or exchange,
under the debt instrument. If a debt instrument the computation of imputed interest and otherand
has a single fixed interest rate that is paid or special rules, see sections 483 and 1274 of

2) The total other consideration to be re- the Code and the regulations thereunder.compounded at least annually, and the rate is
ceived for the sale or exchange. equal to or greater than the test rate, there is

adequate stated interest. Dispositions ofThe section 1274 rules apply if the amount can
In transactions to which these rules apply,

exceed $250,000. Installment Obligations the issue price of the debt instrument has toAny consideration (other than a debt in- A disposition generally includes a sale, ex-be determined. Where there is adequatestrument) is taken into account at its fair mar- change, cancellation, bequest, distribution, orstated interest, the issue price is the statedket value. All sales and exchanges that are transmission of an installment obligation. Anprincipal amount. If the debt instrument doespart of the same transaction (or series of re- installment obligation is the buyer’s note,not provide for adequate stated interest, thelated transactions) are treated as one sale or deed of trust, or other evidence that the buyerissue price of the instrument is the imputedexchange. will make future payments to you.principal amount of the debt instrument. TheLand sales between related parties. If you are using the installment method andissue price of a debt instrument is generallyThe section 483 rules apply to debt instru- you dispose of the installment obligation, youused to determine the sale price (in whole or inments issued in land sales between related will usually have a gain or loss to report. Thepart) of any property acquired for the debtparties to the extent that the stated principal gain or loss is considered to be gain or loss oninstrument.amount of the debt instrument issued in the the sale of the property for which you received
sale or exchange does not exceed $500,000 the installment obligation. If the original install-

Exceptions to the imputed principal rules.when added to the total stated principal ment sale of the property produced ordinary
The imputed principal rules do not apply to anyamount of any other debt instruments for prior income, the disposition of the obligation will
of the debt instruments involved in transac-land sales between these individuals during result in ordinary income or loss. If the original
tions listed earlier under Transactions to whichthe calendar year. The section 1274 rules, if sale resulted in a capital gain, the disposition
section 483 rules apply. (Also see Exceptionsotherwise applicable, apply to debt instru- of the obligation will result in a capital gain or
to sections 483 and 1274, later.)ments issued in a sale of land to the extent the loss.

stated principal amount is in excess of Use the following rules to figure your gain
$500,000, or if any party to the sale is a non- Assumptions.  Do not apply the imputed inter- or loss from the disposition of an installment
resident alien individual. est rules to a debt instrument if it is assumed obligation.

Related parties include an individual, and or the property is taken subject to the debt in-
If you sell or exchange the obligation, orthe members of the individual’s family and strument. However, you would apply these if you accept less than face value intheir spouses. Members of an individual’s fam- rules if the terms or conditions of the debt in- satisfaction of the obligation, the gainily include the individual’s spouse, brother and strument are modified or the nature of the or loss is the difference between yoursister (whether by whole or half blood), ances- transaction is changed. basis in the obligation and the amounttors, and lineal descendants.

you realize.
Exceptions to sections 483 and 1274.  The

If you dispose of the obligation in anyExceptions to section 483 rules.  The un- imputed interest rules do not apply in the fol-
other way, the gain or loss is the differ-stated interest rules do not apply to the follow- lowing circumstances.
ence between your basis in the obliga-ing types of transactions.

Publicly traded debt instruments or tion and its fair market value at the timeSales price of $3,000 or less.  If it can be
property. Transactions involving pub- of the disposition. This rule applies, fordetermined at the time of sale or exchange of
licly traded debt instruments or any example, when you give the installmentthe property that the selling price will not ex-

obligation to someone else or canceldebt instrument issued in considerationceed $3,000, the unstated interest rules do not
the buyer’s debt to you.for the sale or exchange of publiclyapply to the sale or exchange.

traded property are not subject to theCarrying charges.  The buyer of personal
imputed interest rules. A publiclyproperty need not figure unstated interest if Basis. Your basis in an installment obligation
traded instrument is one that is tradedany part of the payments includes separately depends on the unpaid balance on the obliga-

stated carrying charges. on an established securities market. tion and your gross profit percentage.
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Multiply the unpaid balance by your gross Installment obligations transferred be- the fair market value of the property. If you re-
profit percentage. Subtract that amount from cause of death.  The transfer of an install- ceive anything from the buyer in addition to the
the unpaid balance. The result is your basis in ment obligation as a result of the death of the repossessed property, it is added to the
the installment obligation. seller (or other holder of the obligation) is not a property’s fair market value before making this

disposition. Any unreported gains from the in- subtraction.Example.  Several years ago, you sold
stallment obligations are not treated as items The way you figure your basis in the install-some property on the installment method. The
of gross income to the decedent. No income is ment obligation depends on whether or notbuyer still owes you $10,000 of the sales price.
reported on the decedent’s return due to this you reported the original sale using the install-This is the unpaid balance on the buyer’s in-
transfer. This means that whoever receives ment method. The method you used to reportstallment obligation to you. Because your
the installment obligation as a result of the the original sale also affects the character ofgross profit percentage is 60%, $6,000 (60%
seller’s death is taxed on the installment pay- your gain or loss on the repossession.of $10,000) is the profit owed you on the obli-
ments as the seller would have been if thegation. The rest of the unpaid balance, $4,000,
seller lived to receive payments.is your basis in the obligation. For sales not reported on the installment

However, if an installment obligation is method:  (see Electing Out, earlier)
canceled, becomes unenforceable, or trans-Transfers between spouses or former

Basis. Your basis in the installment obliga-ferred to the buyer, because of the death ofspouses.  No gain or loss is recognized on the
tion is figured on its full face value or itsthe holder of the obligation, it is a disposition.transfer of an installment obligation between a
fair market value at the time of the orig-The estate must figure its gain or loss on thehusband and wife or a former husband and
inal sale, whichever you used to figuredisposition. If the holder and the buyer werewife if incident to a divorce. A transfer is inci-
your gain or loss in the year of sale.related, the fair market value of the installmentdent to a divorce if it occurs within one year af-
From this amount, subtract all the pay-obligation is considered to be no less than itster the date on which the marriage ends, or is
ments of principal you have receivedfull face value.related to the end of the marriage. The same
on the obligation. The result is your ba-tax treatment for the transferred obligation ap-
sis in the installment obligation. If onlyplies to the spouse or former spouse receiving Repossessions 
a part of the obligation is discharged byit as applied to the transferor spouse or former If, after making an installment sale, you repos- the repossession, figure your basisspouse. The basis of the obligation to the sess your property from the buyer, you must only in that part.transferee spouse (or former spouse) is the figure:

adjusted basis of the transferor spouse. Gain or loss. To your basis in the obliga-
1) Your gain (or loss) on the repossession,The nonrecognition rule does not apply if tion, add any repossession costs. If the

andthe spouse or former spouse receiving the ob- fair market value of the property you re-
ligation is a nonresident alien. 2) Your basis in the repossessed property. possess is more than this total, you

have a gain. Because the gain is gain
Gifts.  A gift of an installment obligation is a on the installment obligation, it is all or-The rules for doing this depend on the kind
disposition. The gain or loss is the difference dinary income. If the fair market valueof property you repossess. The rules for re-
between your basis in the obligation and its fair of the repossessed property is lesspossessions of personal property differ from
market value at the time you make the gift. than the total of basis plus reposses-those for real property. Special rules may also

For gifts between spouses or former sion costs, you have a loss. Becauseapply if you repossess property that was your
spouses, see Transfers between spouses or principal residence before the sale. the loss is a loss on the installment ob-
former spouses, earlier. ligation, it is a bad debt. How you de-The repossession rules apply whether or

not title to the property was ever transferred to duct the bad debt depends on whether
Cancellation.  If an installment obligation is the buyer. Nor does it matter how you repos- you sold business or nonbusiness
canceled or otherwise becomes unenforce- sess the property, whether you foreclose or property in the original sale. See Publi-
able, it is treated as a disposition other than a the buyer voluntarily surrenders the property cation 550, Investment Income and Ex-
sale or exchange. Your gain or loss is the dif- to you. However, it is not a repossession if the penses, for more information on non-
ference between your basis in the obligation buyer puts the property up for sale and you re- business bad debts and chapter 14 of
and its fair market value at the time you cancel purchase it. Publication 535, Business Expenses,
it. If the parties are related, the fair market For the repossession rules to apply, the re- for information on business bad debts.
value of the obligation is considered to be no possession must at least partially discharge
less than its full face value. (satisfy) the buyer’s installment obligation to For sales reported on the installment

you. The discharged obligation must be se- method:Forgiving part of the buyer’s debt.  If you cured by the property you repossess. This re-
accept part payment on the balance of the Basis. Multiply the unpaid balance of yourquirement is met if the property is auctioned
buyer’s installment debt to you and forgive the installment obligation by your grossoff after you foreclose and you apply the in-
rest of the debt, you treat the settlement as a profit percentage. Subtract thatstallment obligation to your bid price at the
disposition of the installment obligation. The amount from the unpaid balance. Theauction.
gain or loss is the difference between your ba- result is your basis in the installment
sis in the obligation and the amount you real- obligation.Reporting the repossession.  You reportize on the settlement.

gain or loss from a repossession on the same Gain or loss. If the fair market valueIf you reduce the selling price but do not
form you used to report the original sale. If you (FMV) of the repossessed property iscancel the rest of the buyer’s debt to you, it is
reported the sale on Form 4797, use Form more than the total of your basis in thenot considered a disposition of the installment
4797 to report the gain or loss on the obligation plus any repossession costs,obligation. You must refigure the gross profit
repossession. you have a gain. If the FMV is less, youpercentage and apply it to payments you re-

have a loss. Your gain or loss on the re-ceive after the reduction.
Personal Property  possession is the same character as

your gain on the original sale. If you hadIf you repossess personal property, you mayAssumptions.  If the buyer of your property
a long-term capital gain on the originalhave a gain or a loss on the repossession. Insells it to someone else and you agree to let
sale, you have a long-term capital gainsome cases, you may also end up with a badthe new buyer assume the original buyer’s in-
or loss on the repossession. If yourdebt.stallment obligation, you have not disposed of
original gain was ordinary, your gain orthe installment obligation. It is not a disposition To figure your gain or loss, subtract your
loss on the repossession is alsoeven if the new buyer pays you a higher rate of basis in the installment obligation and any ex-

interest than the original buyer. penses you have for the repossession from ordinary.
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The following worksheet can be used to 1) The gain on the sale you reported as in-Real Property  
determine the taxable gain or loss on a repos- come before the repossession, andThe rules for repossessions of real property al-
session of personal property reported on the 2) Your repossession costs.low you to keep essentially the same adjusted
installment method. basis in the repossessed property as you had

This method of figuring taxable gain, in es-before the original sale. You can recover this1) FMV of property repossessed . . . . . . . . . .
sence, treats all payments you received on theentire adjusted basis when you resell the prop-

2) Unpaid balance of installment sale as income, but limits your total taxableerty. This, in effect, cancels out the tax treat-
obligation . . . . . . . . . . . . . . . . . . . . . . gain to the gross profit you originally expectedment you had on the original sale, and puts

3) Unrealized profit (amount on on the sale.you in the same tax position you were in before
line 2 times gross profit Repossession costs.  Your repossessionthat sale.
percentage) . . . . . . . . . . . . . . . . . . . costs include money or property you pay forTherefore, the full amount of any payments

the reacquisition of the real property. This in-you already received from the buyer on the4) Basis of obligation (amount on
cludes amounts paid to the buyer of the prop-original sale must be regarded as income toline 2 minus amount on line 3)
erty as well as amounts paid to others for suchyou. You report, as gain on the repossession,5) Plus: Repossession costs . . . . items as:any part of those payments that you did not yet

6) Gain or loss on repossession (amount include in your income. This would be the part ● court costs
on line 1 minus amount on line 5) . . . . . . . that was regarded as a return of your adjusted

● legal fees
basis rather than as gross profit. However, the

● publication, acquiring, filing or recording titletotal gain you report is limited, as  discussedExample.  You sold your piano for $1,500
later. ● clearing liensin December 1994 for $300 down and $100 a

month (plus interest). The payments began in
Repossession costs do not include the fairJanuary 1995. Your gross profit percentage is Conditions.  The rules given below are
market value of the buyer’s obligations to you40%. You reported the sale on the installment mandatory. You must use them to figure your
that are secured by the real property.method on your 1994 income tax return. After basis in the repossessed real property and

the fourth monthly payment, the buyer de- your gain on the repossession. They apply
Worksheet. The following worksheet can befaults on the contract (which has an unpaid whether or not you reported the sale on the in-
used to determine the taxable gain on a repos-balance of $800) and you are forced to fore- stallment method. However, they apply only if
session of real property reported on the install-close on the piano. The FMV of the piano on all the following conditions are met:
ment method.the date of repossession is $1,400. The legal

First, the repossession must be to protectcosts of foreclosure and the expense of mov-
your security rights in the property. 1) Payments received beforeing the piano back to your home total $75. You

repossession . . . . . . . . . . . . . . . . . . . . .Second, the installment obligation satis-figure your gain on the repossession as
2) Minus: Gain reported . . . . . . . . . . . . .fied by the repossession must havefollows:

been received in the original sale. 3) Gain on repossession . . . . . . . . . . . . . . . . . . . . .
1) FMV of property repossessed . . . . . . . . . . $1,400

Third, you cannot pay any additional con- 4) Gross profit on sale . . . . . . . . . . . . . . . . . . . . . . .
2) Unpaid balance of installment sideration to the buyer to get your prop- 5) Gain reported (amount on line 2)obligation . . . . . . . . . . . . . . . . . . . . . . $800 erty back, unless either:

6) Plus: Repossession costs . . . . . . .
3) Unrealized profit (amount on

a) The reacquisition and payment of the 7) Subtract amount on line 6 from amountline 2 times gross profit
additional consideration were provided on line 4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .percentage) . . . . . . . . . . . . . . . . . . . 320
for in the original contract of sale, or

8) Taxable gain (lesser of amount on line 34) Basis of obligation (amount on
b) The buyer has defaulted, or default is or 7) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .line 2 minus amount on line 3) 480

imminent.
5) Plus: Repossession costs . . . . 75 555

Example.  You sold a tract of land in Janu-
6) Gain or loss on repossession (amount ‘‘Additional consideration’’ includes money ary 1993 for $25,000. You accepted from the

on line 1 minus amount on line 5) . . . . . . . $845 and other property you pay or transfer to the buyer a $5,000 down payment, plus a $20,000
buyer. For example, additional consideration (9.5%) mortgage secured by the property and
is present if you reacquire the property subject payable at the rate of $4,000 annually plus in-
to an indebtedness that arose after the origi-Basis in repossessed property.  Your basis terest. The payments began on January 1,
nal sale.in repossessed personal property is its fair 1994. Your adjusted basis in the property was

Conditions not met.  If any of these threemarket value at the time of the repossession. $19,000 and you reported the transaction as
conditions is not met, use the rules discussed an installment sale. Your selling expenses
under Personal Property, earlier, as if the prop-Fair market value.  The fair market value of were $1,000. You figured your gross profit as
erty you repossess is personal rather than realrepossessed property is a question of fact to follows:
property. Do not use the rules for realbe established in each case. If you bid for the

Selling price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,000property.property at a lawful public auction or judicial
Minus:sale, its fair market value is presumed to be

Adjusted basis . . . . . . . . . . . . . . $19,000Figuring gain on repossession.  Your gainthe price it sells for, unless there is clear and
Selling expenses . . . . . . . . . . . . 1,000 20,000on repossession is the difference between:convincing evidence to the contrary.

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000The total payments received, or consid-
Bad debt.  If the installment obligation is not ered received, on the sale, and
fully satisfied by the repossession, the same For this sale, the contract price equals the

The total gain already reported as income.circumstances that led you to repossess your selling price. Therefore, the gross profit per-
property may mean that you cannot collect on centage is 20%. This is figured by dividing the

 See the earlier discussion under Payments forthe rest of the buyer’s debt to you. If you can- gross profit of $5,000 by the contract price of
the definition of what is considered a paymentnot, you may be able to take a bad debt deduc- $25,000.
on the sale.tion for that part of the installment obligation. In 1993, you included $1,000 in your in-

Limit on taxable gain.  There is a limit onSee Publication 550 for more information on come (20% of the $5,000 down payment). In
the amount of gain that is taxable. Taxablenonbusiness bad debts and  chapter 14 of 1994, you reported a profit of $800 (20% of
gain is limited to your gross profit on the origi-Publication 535 for information on business the $4,000 annual installment). In 1995, the
nal sale, minus the sum of:bad debts. buyer defaulted and you repossessed the
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property. You spent $500 in legal fees to get Unpaid balance of obligation . . . . . . . . . . . . . . $16,000 If you do not meet both requirements, the gen-
your property back. Your taxable gain on the eral rules for repossessions of real propertyMinus: Unrealized profit . . . . . . . . . . . . . . . . . . . 3,200
repossession is figured as follows: discussed earlier under Real Property, apply.Adjusted basis on date of repossession $12,800

Plus: Taxable gain on 1) Payments received before Gain.  To figure your gain under the specialrepossession . . . . . . . . . . . . . . $2,700repossession . . . . . . . . . . . . . . . . . . $9,000 rule, first figure both the amount you realize on
Repossession costs . . . . . . 500 3,2002) Minus: Gain reported . . . . . . . . . . 1,800 the combined sale-resale and your adjusted

Basis of repossessed real property . . . . $16,000 basis in the home. The difference between3) Gain on repossession . . . . . . . . . . . . . . . . . . . $7,200
these two amounts is your gain on the com-

4) Gross profit on sale . . . . . . . . . . . . . . . . . . . . . $5,000 bined sale-resale. Then figure how much of
5) Gain reported this gain you can exclude or postpone payingHolding period for resales.  If you resell the

(amount on line 2) . . . . . . . . . . . . . $1,800 tax on, using the same rules that apply to anyproperty you repossessed, the resale may re-
6) Plus: Repossession costs . . . . 500 2,300 sale of your home.sult in a capital gain or a capital loss. To figure
7) Subtract line 6 from line 4 . . . . . . . . . . . . . . . $2,700 whether it is a long-term or a short-term gain or

Amount realized.  To figure the amount youloss, your holding period includes the period
8) Taxable gain (lesser of amount on line 3

realize on the combined sale-resale of youryou owned the property before the original
or 7) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,700

home, add the selling price on the resale tosale plus the period after the repossession. It
the selling price on the original sale, anddoes not include the period the buyer owned

Indefinite selling price.  The limit on taxa- subtract:the property.
ble gain does not apply if the selling price is in- If the buyer made improvements to the re- 1) Your selling expenses for both sales,definite and cannot be determined at the time acquired property, the holding period for these

2) The part of the original installment obliga-of repossession. For example, a selling price improvements begins on the day after the date
tion that remains unpaid at the time of re-that is stated as a percentage of the profits to of repossession.
possession, andbe realized from the buyer’s development of

the property is an indefinite selling price. 3) Your repossession costs.Bad debt.  If you repossess real propertyCharacter of gain.  The taxable gain on
under these rules, you cannot take a bad debtrepossession is ordinary income or capital

Example.  You sold your home fordeduction for any part of the buyer’s install-gain, the same as the gain on the original sale.
$50,000. Two years after the sale, you repos-ment obligation. This is so even if the obliga-However, if you did not report the sale on the
sessed your property and resold it within onetion is not fully satisfied by the repossession.installment method, the gain is ordinary
year for $55,000. When you repossessed, theIf you already took a bad debt deductionincome.
first buyer owed you $36,000 on the originalbefore the tax year of repossession, you are
sale, and you paid $1,000 for the reposses-considered to have recovered the bad debtBasis.  Your basis in the repossessed property sion. Your selling expenses were $2,000 origi-when you repossess the property. The amountis determined as of the date of repossession. nally and $3,000 on the resale.of the bad debt deduction you took in the ear-It is the sum of: The amount realized on the combinedlier year must be reported as income in the

1) Your adjusted basis in the installment sale-resale is figured as follows:year of repossession. However, if any part of
obligation, the earlier deduction did not serve to lower

Selling price on resale . . . . . . . . . . . . . . . . . . . $ 55,000
your tax, you do not have to report that part as2) Your repossession costs, and Plus: Selling price on original sale . . . . . . . 50,000
income. Your adjusted basis in the installment

3) Your taxable gain on the repossession. Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $105,000obligation is increased by the amount you re-
Minus:port as income as a recovery of the bad debt.

Selling expenses on resale $ 3,000To figure your adjusted basis on the install-
Selling expenses onment obligation at the time of repossession,

Repossessing original sale $ 2,000multiply the unpaid balance by your gross
Amount unpaid on note . . . . 36,000profit percentage. Subtract that amount from Your Former Home 
Repossession costs . . . . . . . 1,000 42,000the unpaid balance.

When you sell your home, you may be permit-
Amount realized on sale-resale . . . . . . . $ 63,000

ted to postpone paying tax on part or all ofWorksheet.  The following worksheet can be
your gain if you acquire a replacement resi-used to determine the basis of real property
dence within a specified period of time. Yourepossessed. Adjusted basis.  To figure your adjusted basismay also be allowed to exclude some or all of

for the combined sale-resale, begin with youryour gain from income if you are age 55 or1) Unpaid balance of obligation . . . . . . . . . . . . . adjusted basis in the property at the time of theolder. See Publication 523 for information on
2) Minus: Unrealized profit (amount on line 1 original sale and make any adjustments to thethe postponement of tax and exclusion of gain

times gross profit percentage) . . . . . . . . . . . . property for the period after repossession.on these sales.
You cannot adjust your basis for the period the3) Adjusted basis on date of repossession Special rules apply if, after using one or
buyer owned the property.both of these provisions for your sale, you re-4) Plus: You may have to  make two o therpossess your former home and resell it. UnderTaxable gain on repossession adjustments:these rules, you do not have any gain or loss at

Repossession costs . . . . . . . . . . . 1) If the buyer became further in debt to youthe time of repossession. Instead, the sale
5) Basis of repossessed real property . . . . . . . after the original sale, and this debt wasand resale are combined and treated as a sin-

also secured by the property you repos-gle transaction. You then figure your gain on
sessed, add the amount outstanding onthe combined sale-resale, including how muchExample.  Assume the same facts as in
this debt when figuring your adjusted ba-of the gain you can exclude or postpone pay-the preceding example. The unpaid balance of
sis. In this way, when you figure gain oning tax on. These special rules apply only if:the installment obligation (the $20,000 note) is
the combined sale-resale, you will take$16,000 at the time of repossession because 1) The resale takes place within one year of into account the full amount that is owedthe buyer made a $4,000 payment. The gross the repossession, and you.profit percentage on the original sale was

2) At least some of your gain on the original20%. Therefore, $3,200 (20% of the $16,000 2) If, in an earlier year, you took a bad debt
sale was not taxed because you acquiredstill due on the note) is unrealized profit. You deduction for any of the buyer’s obliga-
a replacement home or were age 55 orfigure your basis in the repossessed property tions that were secured by the property
older.as follows: you repossess, subtract the amount of
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the deduction when figuring your adjusted Later dispositions. If the related person each year you must include the capital gain
to whom you sold your property disposes of it,basis. If only part of the deduction served part of the installment payments from Form
you may have to immediately report the rest ofto reduce your tax, subtract only that part. 6252 in your net gain or loss from the sale or
your gain in Part III. See Rule 2: Sale and Re- exchange of capital assets. Report this gain or
sale under Sales to Related Persons, earlier, loss on Schedule D (Form 1040).Excluded or deferred gain on resale.  If you
for more information. If your gain from an installment sale quali-are age 55 or older and are excluding any part

fied for long-term capital gains treatment in theof your gain for that reason, use the gain on
Several assets. If you sell two or more assets year of sale, it continues to qualify in later taxthe combined sale-resale to see how much
in one installment sale, you may have to report years when you receive and report the install-gain you can exclude.
the sale of each asset separately. The same is ment payments.If you bought a replacement home and are
true if you sell all the assets of your business in Form 4797.  An installment sale of prop-postponing part of your gain for that reason,
one installment sale.  See Single Sale of Sev- erty used in your business or that earns youyou must refigure both:
eral Assets, and Sale of a Business, earlier. rent or royalty income sometimes results in a

1) The amount of gain you can postpone, If you do not have too many sales to report capital gain and sometimes in an ordinary gain
and separately, you may use a separate Form and sometimes both. All or part of any gain

6252 for each one. However, if you have to re-2) Your adjusted basis in the replacement from its disposition may be ordinary gain from
port separately the sales of many assets thathome. depreciation recapture. Use Form 4797 to re-
you sold together, do not prepare a separate port these transactions and to determine the
Form 6252 for each one. Instead prepare one amount of ordinary gain or loss and theFrom the amount realized on the combined
Form 6252 and attach a schedule with all the amount of capital gain or loss.sale-resale, subtract any ‘‘fixing-up’’ expenses
information for each asset that is required byyou had for either sale. The result is the ad-
Form 6252. You would complete Form 6252justed selling price for the sale-resale. Com- Examples as follows:pare this amount to (1) the cost of the replace-

The following examples illustrate how to fill out1) Answer the questions at the top of thement home and (2) your gain from the
Form 6252. Sample filled-in forms follow theseform.combined sale-resale to figure both the
examples.

amount of gain you can postpone and your ad- 2) In the year of sale, do not complete Part I.
justed basis in the replacement home. Instead write ‘‘See attached schedule’’ in  Caution.  As this publication was beingYou are allowed to take into account fixing- the margin. prepared for print, Congress was consideringup expenses for both the sale and resale. Pub-

3) For Part II, enter the total for all the assets tax law changes that would affect capital gainslication 523 discusses fixing-up expenses.
on lines 24, 25, and 26. and losses and the sale of your home. See

Publication 553, Highlights of 1995 Tax4) For Part III, answer all the questions thatReporting taxable gain.  If you already re- Changes, for further developments. Informa-apply. If none of the exceptions underported any gain from the original sale, subtract tion on these changes will also be availablequestion 29 applies, enter the totals onthe reported amount when reporting gain from electronically through our bulletin board or vialines 35, 36, and 37 for all the assets thatthe combined sale-resale. Make any neces- the Internet (see page 34 of the Form 1040were disposed of.sary adjustments on your tax return for the Instructions).
year of resale.

Payments past due.  Do not report payments
of principal you have not yet received, even if Example 1 Bad debt.  If you repossess your home under
they are past due. However, if you use an ac-these rules, you cannot take a bad debt de- On May 30, 1995, Tom Scout sells his homecrual method of accounting, you accrue theduction for the original installment obligation, for $150,000 under terms that permit him topayment due even though you have not yet re-or for any other obligation that was secured by use the installment method. The sale agree-ceived it.the property you repossess as a result of this ment provides for interest payments each De-

reacquisition. cember at an annual rate of 8% in addition toSpecial situations.  If you are reporting pay-
payments on the sale price. His adjusted basisments from an installment sale as income in
in the property is $108,000, and he has sellingrespect of a decedent or as a beneficiary of a
expenses of $9,000 for a total of $117,000.trust, including a partial interest in such a sale,Reporting an He, therefore, has a gain of $33,000 on theyou may not be able to provide all the informa-
sale ($150,000 –  $117,000). He buys anothertion asked for on Form 6252. To the extentInstallment Sale 
house, postponing the tax on $18,000 (line 22,possible, follow the instructions given above
Form 2119) of his gain. He figures the grossUse Form 6252, any time you report a sale of under Several assets, and give as much detail
profit using only the taxable part of the gain,property on the installment method. The form as you can in a statement attached to the
$15,000 ($33,000 –  $18,000). His gross profitis used to report the sale in the year it takes Form 6252.
percentage is 10% ($15,000 taxable gain di-place, and to report payments received in later For more information on how to complete
vided by $150,000 contract price). He reportsyears. In addition, if you made the sale to a re- Form 6252, see the form instructions.
the interest payments as ordinary income onlated person, you may have to file the form
Form 1040. He received only a down paymenteach year until the installment debt is paid off, Other forms.  The gain from Form 6252 is car-
of $40,000 during 1995. In addition, he re-whether you receive a payment during the ried over and entered on another form. That
ceived the buyer’s note for $110,000 with pay-year or not. form may be Schedule D, Capital Gains and
ments to begin in 1996.Losses; Form 4797, Sales of Business Prop-

Tom fil ls out Form 6252 for 1995 asSales to a related person.  If you sell market- erty; or both. Although the references in this
follows:able securities to a related person, complete publication are to the Schedule D for Form

Part III, Form 6252, for each year of the install- 1040, the rules discussed also apply to the
Question 1.  Tom writes a description of thement agreement, even if you do not receive a Schedule D’s for Forms 1041 (estates and
property sold.payment in that year. trusts), 1065 (partnerships), 1120 or 1120-A

If you sell property other than marketable (corporations), or 1120S (S corporations).
Questions 2a and 2b.  Tom enters the datesecurities to a related person, complete Part III Form 4797 is used with partnership, corpora-
he acquired the home and the date he sold it.for the year of sale and the 2 years following tion, S corporation, estate, and trust returns,

the year of sale, even if you do not receive a as well as with individual returns.
payment. After this 2-year period, you do not Question 3.  Tom did not sell the home to a re-Schedule D.  If you sell property that is a

lated party. He checks the ‘‘No’’ box.have to fill out Part III. capital asset and use the installment method,
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Part I.  Tom uses this part of the form to figure remained outstanding on these loans. In the Part II.  In this part, Mark figures the amount of
the contract price and his gross profit on the sales contract, the buyer agreed to assume gain from the sale he must report for 1995.
sale. these loans and pay Mark $200 a month (plus Line 19.  Mark’s gross profit percentage

7% interest) for 3 years. In addition, the buyerLine 5.  Tom enters the selling price of for the sale is the gross profit on line 16,
made a down payment of $1,000 on the sale.$150,000. $11,900, divided by the contract price on line

Mark fills out his 1995 Form 6252 asLine 6.  The buyer did not assume the 18, also $11,900. It is, therefore, 100%.
follows:mortgage on the home. Therefore, Tom enters Line 20.  Mark carries the amount he treats

nothing on this line. as a payment on line 17 to this line, so that it
Line 7.  Tom enters $150,000. will be counted with the other payments he re-Question 1.  Mark writes in a description of
Line 8.  Tom enters his basis of $108,000. ceived in the year of sale.the lot he sold.
Lines 9 and 10.  Tom did not take depreci- Line 21.  At the time of the sale, Mark re-

ation deductions on the home. The amount on ceived a down payment of $1,000. In Decem-Questions 2a and 2b.  Mark enters the date
line 8 carries over to line 10. ber 1995, he received his first monthly install-he acquired the lot and the date he sold it.

Line 11.  Tom’s only selling expense was a ment payment. The total payment was $242,
commission of $9,000, (6% of $150,000). consisting of $42 interest (one month’s inter-Question 3.  Because Mark sold the lot to

est on $7,200 figured at 7% a year) and $200Line 12.  Since no depreciation was Acme Design, a partnership of which he is a
principal. This is the only installment paymentclaimed, Tom has no depreciation recapture member, he checks the ‘‘Yes’’ box.
he received in 1995. He enters the totalincome.
amount paid during 1995, $1,200 ($1,000 +Line 13.  The total of Tom’s basis in the Question 4.  The property Mark sold was not a
$200), on this line. He reports the $42 interestproperty  p lus h is  sel l ing expenses is marketable security (such as a stock or a
on Form 1040.$117,000. bond). So he answers ‘‘No’’ to this question.

Line 22.  Mark enters $4,900, the sum ofLine 14.  Tom subtracts line 13 from line 5 Because he sold the lot to a related person, he
line 20 plus line 21. This is the total of all pay-and enters the result, $33,000. must complete Part III of the form. But be-
ments he is considered to have received inLine 15.  Tom enters $18,000, the part of cause the property he sold was not a marketa-
1995.the gain he can postpone. ble security, he must complete Part III only for

Line 23.  Since 1995 is the year of sale,Line 16.  Tom subtracts line 15 from line 14 1995 and the next 2 years.
Mark makes no entry here.and enters the result, $15,000.

Line 17.  Tom enters zero. Line 24.  The gross profit percentage forPart I.  Mark uses this part of the form to figure
this sale (line 19) is 100%. Therefore, the en-Line 18.  The contract price, $150,000, is the contract price and his gross profit on the
tire amount on line 22, $4,900, is taxable gain.the sum of all payments Tom will receive on sale.
Mark enters this amount on line 24.the sale. Line 5.  Mark enters the selling price,

Lines 25 and 26.  Because the lot Mark$14,700. This includes the $1,000 down pay-
sold was not depreciable property, he doesPart II.  In this part, Tom figures the amount of ment, the $7,200 (36 ×  $200) in monthly pay-
not have to recapture any depreciation deduc-gain from the sale he must report for 1995. ments he is to receive, and the $6,500 in loans
tions as ordinary gain. All his gain on the saleLine 19.  Tom’s gross profit percentage for the buyer assumes.
is long-term capital gain. He carries thethe sale is the gross profit on line 16 ($15,000) Line 6.  Mark enters the $6,500 the buyer
amount on line 26 to line 12 of Schedule Ddivided by the contract price on line 18 assumes.
(Form 1040) where it is included with other($150,000) or 10%. Line 7.  Mark subtracts line 6 from line 5
long-term capital gains.Line 20.  Tom enters zero. and enters the difference, $8,200.

Line 21.  The only payment Tom received Line 8.  Because he did not make any im-
Caution. As this publication was being pre-during 1995 was the down payment of provements to the lot, Mark’s basis at the time

pared for print, Congress was considering leg-$40,000. of the sale was the lot’s cost of $2,650.
islation that would affect capital gains andLine 22.  Tom enters $40,000. Lines 9 and 10.  Mark did not take depreci-
losses. The line numbers on Schedule DLine 23.  Since 1995 is the year of sale, ation deductions on the lot (land is never de-
(Form 1040) could change for 1995. See High-Tom makes no entry here. preciable). So the amount on line 8 carries
lights of 1995 Tax Changes, for further devel-Line 24.  The gross profit percentage (line over to line 10.
opments. Information on these changes will19) is 10%. Therefore, Tom enters 10% of Line 11.  Mark’s only selling expenses
also be available electronically through our$40,000 (line 22), or $4,000. were $150 in legal fees. If he advertised the lot
bulletin board or via the Internet (see page 34Lines 25 and 26.  Since Tom sold un- for sale or paid commission on the sale, he
of the Form 1040 Instructions).depreciated property, he does not have to re- would include those amounts.

capture any depreciation deductions as ordi- Line 12.  Since no depreciation was
nary income. He carries the amount on line 26 claimed on the land, Mark has no income Part III.  Because Mark sold the lot to his part-
to line 12 of Schedule D (Form 1040) where it recapture. nership, a ‘‘related person,’’ he must fill out
is included with other long-term capital gains. Line 13.  The total of Mark’s adjusted basis this part. But because the property he sold

in the property plus his selling expenses is was not a marketable security, he must com-
$2,800.Caution. As this publication was being pre- plete this part only for 1995, 1996, and 1997.

Line 14.  Mark subtracts line 13 from line 5pared for print, Congress was considering leg- Line 27.  Mark enters the name, address,
and enters the result, $11,900.islation that would affect capital gains and and employer identification number of theLine 16.  The property Mark sold was notlosses. The line numbers on Schedule D partnership that bought the lot.
his home. So he carries the amount on line 14(Form 1040) could change for 1995. See High- Line 28.  The partnership did not sell theto line 16. This is his gross profit on the sale.lights of 1995 Tax Changes, for further devel- lot in 1995. So Mark checks the ‘‘No’’ box. Be-Line 17.  Mark subtracts line 13, $2,800,opments. Information on these changes will cause he checked the ‘‘No’’ box, he does notfrom line 6, $6,500. The result, $3,700, is thealso be available electronically through our have to fill out the rest of Part III.amount by which the assumed loans are morebulletin board or via the Internet (see page 34
than his basis in the property plus selling ex-of the Form 1040 Instructions).

Example 3  penses. This amount is treated as a payment
in the year of sale on line 20. In December 1994, Cora Blue sold a painting

Example 2  Line 18.  The contract price is the sum of she inherited. The buyer paid her $700 down
On November 1, 1995, Mark Moore sold a lot all payments Mark will receive on the sale. and gave her an installment note for $3,800.
that he bought on February 17, 1988, for This includes the down payment and all install- The note calls for quarterly payments of $530
$2,650. He borrowed more on the lot than he ment payments he will receive (line 7). It also until the $3,800 debt is paid off, in about 2
had paid for it. At the time of the sale, $6,500 includes the ‘‘payment’’ figured on line 17. years. Each $530 payment includes interest
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figured at 10% a year on the outstanding debt. Question 4.  Because she checked ‘‘No’’ to she was paid in 1995 (line 22), $1,806.34. The
She received her first 4 payments on the note result, $410.04, is the amount of gain she hadquestion 3, Cora does not have to answer this
in 1995. The amount of principal and interest on the sale in 1995.question or fill out Part III of the form.
she received in each payment is given in the Lines 25 and 26.  Cora did not use the
table below: painting in a business. So it was not deprecia-Part I.  Cora completed Part I of her Form

ble and the recapture rules do not apply. The
6252 for the year of sale, 1994. She does notPayment Interest Principal amount on line 24 carries over to line 26. Her
fill it out for the remaining years of the install- gain is long-term capital gain. She carries the
ment sale.First . . . . . . . . . . . . . . . . . . . . . . . . . . $ 95.00 $ 435.00 amount on line 26 to line 12 of Schedule D

Second . . . . . . . . . . . . . . . . . . . . . . 84.13 445.87 (Form 1040), where it is included with other
Third . . . . . . . . . . . . . . . . . . . . . . . . . 72.98 457.02 Part II.  This is the only part of Form 6252 that long-term capital gains.
Fourth . . . . . . . . . . . . . . . . . . . . . . . . 61.55 468.45 Cora fills out.

Caution. As this publication was being pre-$313.66 $1,806.34 Line 19.  On her 1994 Form 6252, Cora fig-
pared for print, Congress was considering leg-ured her gross profit percentage to be 22.7%.

Cora must report the $313.66 interest as islation that would affect capital gains andShe uses this same percentage on her 1995
ordinary income on her Form 1040. She re- losses. The line numbers on Schedule DForm 6252.
ports the $1,806.34 in principal on Form 6252 (Form 1040) could change for 1995. See High-Line 20.  Since this is not the year of sale,as follows: lights of 1995 Tax Changes, for further devel-Cora enters zero on this line.

opments. Information on these changes willLine 21.  Cora enters the total amount (mi-Question 1.  Cora states that the property she also be available electronically through ournus interest) that she received on the sale insold was an oil painting. bulletin board or via the Internet (see page 341995, $1,806.34.
of the Form 1040 Instructions).Line 22.  The amount on line 21 carriesQuestions 2a and 2b.  She enters the date

over to line 22.she acquired the painting (through inheri-
Line 23.  Before 1995, Cora received onlytance) and the date she sold it.

the $700 down payment.
Line 24.  Cora multiplies the gross profitQuestion 3.  The buyer was not related to

percentage of 22.7% (line 19), by the amountCora. So she checks the ‘‘No’’ box.
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