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Important Changes for
1995 

The following items highlight a number of
administrative and tax law 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. They include
changes to:

1) Capital gains and losses, and

2) 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 the IRS bulletin board or
via the Internet (see page 34 of the Form 1040
instructions).

Direct deposit of refund.  If you are due a re-
fund on your 1995 tax return, you can have it
deposited directly into your bank account.
Complete Form 8888, Direct Deposit of Re-
fund, and attach it to your tax return (except
Form 1040EZ). If you did not receive Form
8888 in your tax booklet, see Ordering publica-
tions and forms, later.



Higher earned income credit.  The maxi- week, to taxpayers using push-button tele-
mum earned income credit has been in- phones, and during regular working hours toImportant Reminders 
creased to $3,110 in 1995. To claim the credit, those using dial telephones. The topics cov-

The explanations and examples in thisyou must have earned income (including net ered and telephone numbers for your area are
publication reflect the interpretation by the In-earnings from self-employment) and adjusted listed in the Form 1040 instructions.
ternal Revenue Service of tax laws enacted bygross income of less than $26,673 and meet
Congress, Treasury regulations, and court de-certain other requirements. For more informa- Unresolved tax problems.  IRS has a Prob-cisions. However, the information given doestion, see Publication 596, Earned Income

lem Resolution Program for taxpayers whonot cover every situation and is not intended toCredit.
have been unable to resolve their problemsreplace the law or change its meaning. This
with the IRS. If you have a tax problem youpublication covers some subjects on which aStandard mileage rate.  The standard mile- have been unable to resolve through normalcourt may have made a decision moreage rate for 1995 is 30 cents a mile for all busi-
channels, write to your local IRS District Direc-favorable to taxpayers than the interpretationness miles put on a passenger automobile (in-
tor or call your local IRS office and ask forof the Service. Until these differing interpreta-cluding vans, pickups, or panel trucks). See
Problem Resolution assistance.tions are resolved by higher court decisions orchapter 5.

Although the Problem Resolution Officein some other way, this publication will con-
cannot change the tax law or technical deci-tinue to present the interpretation of theDepreciation of general asset account.
sions, it can frequently clear up misunder-Service.You can elect to place assets subject to
standings that resulted from previous con-Ordering publications and forms.  To orderMACRS in one or more general asset ac-
tacts. For more information, see Publicationfree publications and forms, call 1–800–TAX–counts. After you have established the ac-
1546, How To Use the Problem ResolutionFORM (1–800–829–3676). You can also writecount, figure depreciation on the entire ac-
Program of the IRS.to the IRS Forms Distribution Center nearestcount by using the applicable depreciation

Hearing-impaired taxpayers who have ac-you. Check your income tax package for themethod, recovery period, and convention for
cess to TDD equipment may call 1–800–829–address.the assets in the account. See chapter 7.
4059 to ask for help from Problem Resolution.If you have access to a personal computer

and a modem, you can also get many formsLimits on depreciation of business cars.
and publications electronically. See How ToThe total section 179 deduction and deprecia- Overdue tax bill.  If you receive a bill for over-
Get Forms and Publications at the end of thistion you can take on a car that you use in your due taxes, do not ignore the tax bill. If you owe
publication for details.business and first place in service in 1995 is the tax shown on the bill, you should make ar-

$3,060. Your depreciation cannot exceed rangements to pay it. If you believe it is incor-
Free tax help.  Publication 910, Guide to Free$4,900 for the second year of recovery, rect, contact the IRS immediately to suspend
Tax Services, provides information on where$2,950 for the third year, and $1,775 for each action until the mistake is corrected. See Pub-
to get help in preparing tax returns. It de-later tax year. See chapter 7. lication 594, Understanding the Collection
scribes the kind of year-round services availa- Process, for more information.
ble in resolving questions on bills, letters, andTax rates and maximum net earnings for
notices received from Internal Revenue Ser-self-employment taxes.  In 1995, the maxi- Payment voucher for Form 1040.  To helpvice Centers, as well as questions on the sta-mum amount of net earnings from self-em-

process tax payments more accurately and ef-tus of tax refunds. The publication also listsployment subject to the social security part
ficiently, the IRS is sending Form 1040–V,free taxpayer information publications. For(12.4%) of the self-employment tax is
Payment Voucher, to most Form 1040 filerseach publication, it gives a brief description of$61,200. There is no maximum limit on the
this year.the content along with a list of related taxamount subject to the Medicare part (2.9%).

If you have a balance due on Form 1040,forms and schedules.For 1996, the maximum amount subject to
send the voucher with your payment. Followthe social security tax (12.4%) increases to
the instructions that come with the voucher.Telephone help.  You can call the IRS with$62,700. See chapter 11.
There is no penalty for not using the paymentyour tax question Monday through Friday dur-
voucher, but the IRS strongly encourages youing regular business hours. Check your in-Wage limits for social security and Medi-
to use it.come tax package or telephone book for thecare taxes.  The maximum amount of 1996

local number or you can call 1–800–829–1040.wages subject to the social security tax is
Payment voucher for Forms 940 and 940–$62,700. There is no wage base limit for the

Telephone help for hearing-impaired per-amount subject to Medicare tax. See chapter EZ.  If you are required to make a payment of
sons.  If you have access to TDD equipment,12. federal unemployment tax with Form 940 or
you can call 1–800–829–4059 with your tax 940–EZ, use the payment voucher at the bot-
question or to order forms and publications.Federal unemployment (FUTA) tax rate. tom of the form. For more information, see the
See your tax package for the hours ofThe gross FUTA tax rate remains at 6.2% form instructions.
operation.through 1996.

Publication on employer identificationWritten tax questions.  You can send writtenSelf-employed health insurance deduction. numbers (EINs).  Publication 1635, Under-tax questions to your IRS District Director. IfThe deduction for health insurance costs for standing Your EIN, provides general informa-you do not have the address, you can get it byself-employed persons has been permanently tion on employer identification numbers. Top-calling 1–800–829–1040. The IRS is workingextended for tax years beginning after 1993. If ics include how to apply for an EIN and how toto decrease the time it takes to respond toyou were entitled to claim the 25% deduction complete Form SS–4. See Ordering publica-your correspondence. If you write, the IRS canfor 1994 but did not, f i le Form 1040X,
tions and forms, earlier, for information on howusually reply within approximately 30 days.Amended U.S. Individual Income Tax Return,
to get the publication.to amend your 1994 return. Do not use the

worksheet in the 1995 Form 1040 instructions Tele-Tax.  The IRS has a telephone service
Electronic deposit of taxes.  Employers canto figure your 1994 deduction. Instead, use the called Tele-Tax. This service provides re-
voluntarily enroll in TAXLINK, an electronicworksheet in the 1994 Form 1040 instructions corded tax information on approximately 140
funds transfer system that allows tax depositsor get the 1995 Publication 535, Business topics covering such areas as filing require-

Expenses. without coupons, paper checks, or visits to anments, employment taxes, taxpayer identifica-
authorized depositary. For more information,tion numbers, and tax credits. Recorded tax in-For tax years beginning after 1994, the de-
call 1–800–829–5469, or write to:duction is increased to 30%. See chapter 5. formation is available 24 hours a day, 7 days a
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Internal Revenue Service Tax shelter penalties. Tax shelters, their is important to use the correct code, since this
Cash Management Site Office organizers, their sellers, or their investors may information will identify market segments of
Atlanta Service Center be subject to penalties for such actions as: the public for IRS Taxpayer Education pro-
P.O. Box 47669 grams. This information is also used by the1) Failure to furnish a tax shelter registration
Stop 295 U.S. Census Bureau for its economic census.number. The penalty for the seller of the
Doraville, GA 30362 See the sample Schedule C in chapter 16.tax shelter is $100; the penalty for the in-

vestor in the tax shelter is $250.
Form W–4 for 1996.  You should make new Rounding off dollars.  You may round off

2) Failing to register a tax shelter. The pen-Forms W–4 available to your employees and cents to the nearest whole dollar on your re-
alty for the organizer of the tax shelter isencourage them to check their income tax turn and schedules. To do so, drop amounts
the greater of 1% of the amount investedwithholding for 1996. Those employees who under 50 cents and increase amounts from 50
in the tax shelter, or $500.owed a large amount of tax or received a large to 99 cents to the next dollar. For example,

refund for 1995 may need to file a new Form $1.49 becomes $1 and $2.50 becomes $3.3) Not keeping lists of investors in poten-
W–4. See chapter 12. If you do round off, do so for all amounts.tially abusive tax shelters. The penalty for

However, if you have to add two or morethe tax shelter is $50 for each person re-
Earned income credit.  You, as an employer, amounts to figure the total to enter on a line,quired to be on the list, up to a maximum
must notify employees who worked for you of $100,000. include cents when adding the amounts and
and from whom you did not withhold income round off only the total.
tax about the earned income credit. See chap- Fraud penalty. The fraud penalty for un-
ter 12. derpayment of taxes is 75% of the part of the Alternative ways of filing.  IRS offers several

underpayment due to fraud. alternatives to make filing your tax return eas-
Children employed by parents.  Wages you Criminal penalties. You may be subject to ier. They are more convenient and accurate
pay to your children age 18 and older for ser- criminal prosecution (brought to trial) for ac- and will help us process your return faster.
vices in your trade or business are subject to tions such as: Electronic filing. You can file your return
social security taxes. See chapter 12. electronically whether you prepare your own1) Tax evasion.

return or use a tax preparer. However, you
Change of address.  If you change your 2) Willful failure to file a return, supply infor- must use an IRS-approved tax preparer or
home or business address, you should use mation, or pay any tax due. company to file an electronic return.
Form 8822, Change of Address, to notify IRS. If you file a complete and accurate elec-3) Fraud and false statements.
Be sure to include your suite, room, or other tronic return, your refund will be issued within

4) Preparing and filing a fraudulent return.unit number. Send the form to the Internal 21 days. (Some refunds may be delayed as a
Revenue Service Center for your old address. result of compliance reviews to ensure the ac-

curacy of the returns.) You can also choose
Reminders—Deductions for clean-fuel vehicles and cer- the convenience and safety of direct deposit.
Before you file your tax return, be sure to:tain refueling property.  Deductions are al- IRS notifies your electronic return transmitter

Use address label. Transfer the addresslowed for clean-fuel vehicles and certain that your return has been received and ac-
label from the tax return package you receivedclean-fuel vehicle refueling property placed in cepted. Also, if you owe tax, you can file early
in the mail to your tax return, and make anyservice after June 30, 1993. For more informa- and pay by April 15, 1996.
necessary corrections.tion, see chapter 15 in Publication 535. In many states, you can electronically file

Claim payments made. Be sure to include your state tax return with your federal return.
on the appropriate lines of your tax return anyCredit for qualified electric vehicles.  A tax Check with your tax return preparer or trans-
estimated tax payments and federal tax de-credit is available for qualified electric vehicles mitter. Also, many companies offer electronic
posit payments you made during the tax year.placed in service after June 30, 1993. For filing as a benefit for their employees. Check
Also, you must file a return to claim a refund ofmore information, see chapter 15 in Publica- with your employer.
any payments you made, even if no tax is due.tion 535. TeleFile. Single taxpayers who filed aAttach all forms in order. Attach all forms

1994 Form 1040EZ may receive a TeleFile taxand schedules in sequence number order. TheForm 1099–MISC.  If you make total pay- package that will allow them to file their 1995sequence number is just below the year in thements of $600 or more during the year to an- tax return by phone. TeleFile is fast, easy, andupper right corner of the schedule or form. At-other person, other than an employee or a cor- free. It is available 24 hours a day and there istach all other statements or attachments last,poration, in the course of your f ishing nothing to mail. IRS automatically sends thebut in the same order as the forms or sched-business, you must file information returns to TeleFile package to persons eligible to useules they relate to. Do not attach these otherreport these payments. See chapter 1. this method of filing, including students.statements to the related form or schedule.
Other alternatives. If you have a com-Complete Schedule SE. Fill out SchedulePenalties.  There are various penalties you puter, tax software, and a modem, you can fileSE (Form 1040) if you had net earnings fromshould be aware of when preparing your re- an electronic return with certain on-line ser-self-employment of $400 or more.turn. You may be subject to penalties if you: vices. Check with your on-line service.Use correct lines. List income, deduc-

1) Do not file your return by the due date. More information. Call Tele-Tax and lis-tions, credits, and tax items on the correct
This penalty is 5% for each month or part ten to topic 252 for more information. Checklines.
of a month that your return is late, up to your tax package for information about Tele-Sign and date return. Make sure the tax
25%. Tax.return is signed and dated.

2) Do not pay your tax on time. This penalty Submit payment. Enclose a check for any
is 1/2 of 1% of your unpaid taxes for each tax you owe. Write your social security number
month, or part of a month after the date on the check. Also include the telephone num- Important Dates 
the tax is due, up to 25%. ber and area code where you can be reached

during the day. If you receive a Form 1040–V, You should take the action indicated on or3) Substantially understate your tax. This
Payment Voucher, follow the instructions for before the date listed. Saturdays, Sundays,penalty is 20% of the underpayment.
completing and sending in the voucher. and legal holidays have been taken into ac-

4) File a frivolous tax return. This penalty is count, but local banking holidays have not. A
$500. statewide legal holiday delays a due date onlyBusiness codes for fishermen.  You must

if the IRS office where you are required to file5) Fail to supply your social security number. enter on line B of Schedule C (Form 1040) a
is located in that state.This penalty is $50 for each occurrence. code that identifies your principal business. It
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Under the new deposit rules for withheld in full and on time. If not, the return was the first quarter of 1996. This due date ap-
income taxes, social security taxes, and Medi- due January 31. plies only if you had deposited the tax for
care taxes, you generally deposit taxes the quarter in full and on time. If not, the re-Federal unemployment tax.  File Form 940
monthly or semiweekly. The rules and due turn was due April 30.(or 940–EZ) for 1995. This due date ap-
dates for each type of deposit are explained in plies only if you had deposited the tax for
detail in Publication 509, Tax Calendars for May 15the year in full and on time. If not, the return
1996. The dates listed here are for monthly Social security, Medicare, and withheld in-was due January 31.
deposits. See Publication 509 for the rules and come tax.  Deposit the tax for payments in
due dates for semiweekly deposits. April if you are subject to the monthly de-February 15Fiscal year taxpayers.  Generally, the due posit rule.

Social security, Medicare, and withheld in-dates listed apply to all taxpayers whether
come tax.  Deposit the tax for payments inthey use a calendar year or a fiscal year. How- June 17
January if you are subject to the monthlyever, fiscal year taxpayers should refer to Pub-

Social security, Medicare, and withheld in-deposit rule.lication 509 for certain exceptions that apply to
come tax.  Deposit the tax for payments inthem.
May if you are subject to the monthly de-February 28
posit rule.

Fishing boat operators.  File a Form 1099–
MISC (Copy A) for each crew member con- July 151996—Calendar Year 
sidered self-employed. Form 1099–MISC

Social security, Medicare, and withheld in-is used to show the member’s crew shares
come tax.  Deposit the tax for payments inDuring January for 1995. Use Form 1096 to summarize
June if you are subject to the monthly de-and transmit the Forms 1099–MISC.Employers.  Give each employee a Form W–2 posit rule.

showing income, social security, and Medi-
February 29care information for 1995 as soon as possi- July 31

ble. The due date for giving Form W–2 to All employers.  File Form W–3, Transmittal of Social security, Medicare, and withheld in-your employees is January 31, 1996. Copy Wage and Tax Statements, along with come tax.  File Form 941 for the secondA of Form W–2 must be filed by February Copy A of all the Forms W–2 you issued for quarter of 1996. Deposit any undeposited29, 1996. 1995. tax. (If the total is less than $500 and not a
shortfall, you can pay it with the return.) IfJanuary 16 March 1 you have deposited the tax in full and on

Fishermen.  You may elect to pay your 1995 time, you have until August 12 to file theFishermen.  File your 1995 income tax return
estimated tax in full. You can then file your return.(Form 1040) and pay any tax due. How-
1995 income tax return (Form 1040) by ever, you have until April 15 if you paid your Federal unemployment tax.  If you are liableApril 15. If you do not pay your estimated 1995 estimated tax by January 16, 1996. for FUTA tax, deposit the tax owed throughtax at this time, your 1995 return will be due

June. No deposit is necessary if the liabilityMarch 1. March 15 for the quarter, plus undeposited federal
Social security, Medicare, and withheld in- unemployment tax for the first quarter,Social security, Medicare, and withheld in-

come tax.  Deposit the tax for payments in does not exceed $100.come tax.  Deposit the tax for payments in
December 1995 if you are subject to the February if you are subject to the monthly
monthly deposit rule. August 12deposit rule.

Social security, Medicare, and withheld in-January 31 come tax.  File Form 941 for the secondApril 15
quarter of 1996. This due date applies onlySocial security, Medicare, and withheld in- Fishermen.  File an income tax return (Form
if you had deposited the tax for the quartercome tax.  File Form 941 for the fourth 1040) for 1995 and pay any tax due. See
in full and on time. If not, the return wasquarter of 1995. Deposit any undeposited chapter 1.
due July 31.tax. (If the total is less than $500 and not a

Social security, Medicare, and withheld in-shortfall, you can pay it with the return.) If
come tax.  Deposit the tax for payments in August 15you have deposited the tax in full and on
March if you are subject to the monthly de-time, you have until February 12 to file the Social security, Medicare, and withheld in-
posit rule.return. come tax.  Deposit the tax for payments in

July if you are subject to the monthly de-Federal unemployment (FUTA) tax.  File April 30 posit rule.Form 940 (or 940–EZ) for 1995. If your un-
Social security, Medicare, and withheld in-deposited tax is $100 or less, you can ei-

September 16come tax.  File Form 941 for the first quar-ther pay it with your return or deposit it. If it
ter of 1996. Deposit any undeposited tax.is more than $100, you must deposit it. Social security, Medicare, and withheld in-
(If the total is less than $500 and not aHowever, if you have deposited the tax for come tax.  Deposit the tax for payments in
shortfall, you can pay it with the return.) Ifthe year in full and on time, you have until August if you are subject to the monthly de-
you have deposited the tax in full and onFebruary 12 to file the return. posit rule.
time, you have until May 10 to file theFishing boat operators.  Give every crew
return. October 15member who is considered self-employed

Federal unemployment tax.  If you are liablea Form 1099–MISC showing information Social security, Medicare, and withheld in-
for FUTA tax (see chapter 12), deposit theon crew shares for 1995. See also Febru- come tax.  Deposit the tax for payments in
tax owed through March. No deposit isary 28. September if you are subject to the
necessary if the liability for the quarter monthly deposit rule.
does not exceed $100.February 12

October 31Social security, Medicare, and withheld in- May 10come tax.  File Form 941 for the fourth Social security, Medicare, and withheld in-
quarter of 1995. This due date applies only Social security and Medicare taxes and come tax.  File Form 941 for the third quar-
if you had deposited the tax for the quarter withheld income tax.  File Form 941 for ter of 1996. Deposit any undeposited tax.
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(If the total is less than $500 and not a The filing requirement amounts below are
the exemption amount ($2,500) plus the stan-shortfall, you can pay it with the return.) If 1. dard deduction for the filing status and age.you have deposited the tax in full and on

time, you have until November 12 to file the
return. Filing Who Must File

Federal unemployment tax.  If you are liable Filing Status Is: Income At Least: Requirements and
for FUTA tax, deposit the tax owed through

Single
September. No deposit is necessary if the Return Forms Under 65 . . . . . . . . . . . . . . . . . $ 6,400
liability for the quarter, plus undeposited

65 or older . . . . . . . . . . . . . . . . 7,350
federal unemployment tax for previous

Head of Household
quarters, does not exceed $100.

Under 65 . . . . . . . . . . . . . . . . . $ 8,250
65 or older . . . . . . . . . . . . . . . . 9,200Important Reminders 

Married, Joint ReturnNovember 12
Form 1099–MISC.  Form 1099–MISC, Miscel-

Both under 65 . . . . . . . . . . . . $ 11,550
laneous Income, is an information return usedSocial security, Medicare, and withheld in- One spouse 65 or older 12,300
to report the amount of crew shares paid. Thecome tax.  File Form 941 for the third quar- Both 65 or older . . . . . . . . . . 13,050operator of a boat must file with the IRS ater of 1996. This due date applies only if Not living with spouse atcompleted Form 1099–MISC, Miscellaneous

you had deposited the tax for the quarter in end of year (or on dateIncome, if any of the crew members work as
full and on time. If not, the return was due spouse died) . . . . . . . . . . . 2,500self-employed individuals. All amounts must
October 31. Married, Separate Returnbe reported. The $600 or more general rule for

All (regardless of age) . . . . $ 2,500Form 1099–MISC does not apply.
Qualifying Widow(er) withForm 1099–MISC must be filed with theNovember 15

Dependent ChildIRS by February 28 following the calendar
Under 65 . . . . . . . . . . . . . . . . . $ 9,050year in which the crew member was paid.Social security, Medicare, and withheld in-
65 or older . . . . . . . . . . . . . . . . 9,800come tax.  Deposit the tax for payments in

Estimated tax.  When you figure your esti-October if you are subject to the monthly
mated tax for 1996, you must include any al-deposit rule. Dependent’s return.  If you can claim some-ternative minimum tax you expect to owe. See

one as a dependent on your tax return (for ex-Publication 505, Tax Withholding and Esti-
ample, your son or daughter), that personDecember 16 mated Tax.
must generally also file his or her own tax re-
turn if he or she:Social security, Medicare, and withheld in- Topics

come tax.  Deposit the tax for payments in 1) Had only earned income, such as salaryThis chapter discusses:
November if you are subject to the monthly or wages, and the total is more than● Filing requirementsdeposit rule. $3,900, or

● Identification number
2) Had only unearned income, such as inter-

● Estimated tax and return due dates est and dividends, and the total is more
● Other filing information than $650, orIntroduction
● Information returns 3) Had both earned and unearned income,

and the total is more than $650.This publication explains how the federal tax ● Return forms
laws apply to the fishing industry. It is written
for the individual who is a sole proprietor and See the Form 1040 instructions for more infor-Useful Items
reports profit or loss from fishing on Schedule mation on who must file a return for 1995.You may want to see:
C (Form 1040).

The discussions in this publication do not Publication Self-employed.  If you are self-employed, you
cover the corporate or partnership form of must file a return if you had net earnings of□ 505 Tax Withholding and Estimated
business operation. If you have questions $400 or more from self-employment, evenTax
about corporations or partnerships, get: though you may not otherwise be required to

□ 15-A Employer’s Supplemental Tax file an income tax return. See  chapter 11.
Guide● Publication 541, Tax Information on

Partnerships; Earned income credit refund.  You mustForm (and Instructions)
also file a return to receive a refund from theThis chapter discusses various forms you● Publication 542, Tax Information on earned income credit. See the instructions formay have to file with the IRS. We have notCorporations; or Form 1040.listed them separately at the beginning of the

chapter.● Publication 589, Tax Information on
S Corporations.

Identification Number 
Filing Requirements Use this publication as a guide to figure You must show your taxpayer identification

your taxes and complete your tax return. If you number (social security or employer identifica-If you are a citizen or resident of the United
need more information on any subject, get the tion number) on all returns, statements, orStates, single or married, and your gross in-
specific IRS tax publication covering that sub- documents you are required to file. For exam-come for the tax year is at least the amount
ject. Many of these free publications are re- ple, it must be shown on your federal incomeshown in the category below that applies to
ferred to throughout this publication. See the tax return, your estimated tax paymentyou, you must file a 1995 federal income tax
list of ‘‘IRS Publications,’’ which is located voucher, and all information returns, such asreturn even if no tax is due. This also applies to
near the end of this publication, for other IRS Forms 1096 and 1099. A penalty of $50 mayminor children. Gross income is discussed in
publications you may need. chapter 4. be levied for each failure to show the number.
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Which number to use.  If you have to file an More information.  For more information Fiscal year.  If you qualify as a fisherman but
your tax year does not start on January 1, youabout figuring gross income, see  Publicationexcise, alcohol, tobacco, firearms, or employ-
can file your return and pay the tax on or505.ment tax return, you should have an employer
before the first day of the 3rd month after theidentification number and use that number on
close of your tax year. Or you can pay your re-Schedule C for your fishing business. Other- Gross Income from Fishing 
quired estimated tax within 15 days after thewise, use your social security number. On your

Gross income from fishing includes amounts end of your tax year. Then file your return andindividual income tax return (Form 1040),
you receive from catching, taking, harvesting, pay any balance due on or before the 15th daycomputation of self-employment tax (Sched-
cultivating, or farming any kind of fish, shellfish of the 4th month after the end of your tax year.ule SE), and estimated tax payment voucher (clam, mussel, etc.), crustacean (lobster, crab,

(Form 1040–ES), you should use your social shrimp, etc.), sponge, seaweed, or other Penalty.  If you do not pay all your required es-security number regardless of the number aquatic form of animal or vegetable life. timated tax by January 16, 1996, and do notused on your business returns. You receive gross income from fishing if file your return or pay the tax by March 1, 1996,If you are married, show social security you conduct your fishing business for a profit. use Form 2210–F, Underpayment of Esti-numbers for both you and your spouse on your Your gross income from fishing also includes mated Tax by Farmers and Fishermen, to de-Form 1040, whether you file jointly or sepa- your share of a partnership’s or S corpora- termine if you owe a penalty. If you owe a pen-rately. If you are filing a joint return, list the so- tion’s gross income from fishing. alty but do not pay it and file Form 2210–F withcial security numbers in the same order that You receive gross income from fishing if your return, you will get a penalty notice from
you show your first names. Also show both so- you are an officer or crew member of a boat the IRS. You should pay the penalty as in-
cial security numbers on your Form 1040–ES if whose crew normally consists of fewer than structed by the notice.
you make joint estimated tax payments. 10 individuals and you do not receive any cash If you file your return by April 15 and pay

pay other than: the bill within 10 days after the notice date, the
Application for identification number.  To IRS will not charge you interest.1) A share of the boat’s catch, and
apply for a social security number, (SSN), use Occasionally, you may get a penalty notice

2) Your share depends on the amount of theForm SS–5. You can get this form from any so- even though you filed your return on time, at-
catch.cial security office. If you are under 18 years of tached  Form 2210–F, and met the gross in-

age, you must furnish evidence of age, iden- come test. If you receive a penalty notice for
Your share can be from the catch of more thantity, and U.S. citizenship with your Form SS–5. underpaying estimated tax that you think is in
one boat involved in a fishing operation, pro-If you are 18 or older, you must appear in per- error, write to the address on the notice and
vided the crew of each boat in the operationson with this evidence at a social security of- explain why you think the notice is in error. In-
normally consists of fewer than 10 individuals. clude a computation showing that you meetfice. It usually takes about 2 weeks to get an
For more information, see  Certain Crew Mem- the gross income test. Do not ignore a penaltySSN.
bers Considered Self-Employed in chapter 12. notice even if you think it is in error.To apply for an employer identification

If you are an officer or member of a crewnumber, use Form SS–4. You can get this form
and meet these qualifications, you are treatedfrom any social security or IRS office or by call- Nonqualified Fisherman
as self-employed and must pay estimated in-ing IRS at 1–800–829–3676. Due Dates come, social security, and Medicare taxes and

If you did not qualify as a fisherman in 1995 be-report your income on Schedule C or Sched-
cause less than two-thirds of your total grossule C–EZ (Form 1040). Your fishing services
income was from fishing and you do not ex-include those ordinarily related to fishing, suchEstimated Tax and
pect to qualify in 1996, you do not qualify foras shore service that includes cleaning, icing,Return Due Dates the special estimated tax payment and returnand packing fish.
due dates. You generally must make quarterlyIf you are an officer or crew member, butWhen you must pay estimated tax and file your estimated tax payments on April 15, June 17,do not meet these qualifications, you may bereturn depends on whether you qualify as a and September 16, 1996, and on January 15,treated instead as an employee. Any wagesfisherman. To qualify as a fisherman you must 1997. You must file your tax return by April 15,you receive are then subject to income, social

receive at least two-thirds of your total gross 1997.security, and Medicare taxes withholding by
income from fishing in the current or prior year. your employer. It does not matter whether
Gross income is not the same as total in- your wages depend upon the catch of a boat.
come shown on line 22 of Form 1040. You do not qualify as a fisherman because Other Filing Informationyour income is from wages for the perform-

ance of services, not from the trade or busi-Gross Income 
ness of fishing. Payment date on a holiday or weekend.  IfGross income is all income you receive in the

the last day for filing your return or making aform of money, property, and services that is
payment falls on a Saturday, Sunday, or legalQualified Fishermannot exempt from tax. It is the total income you
holiday, your return or payment will be on timereceive before allowable deductions. For a Due Dates if it is filed or made on the next business day.business, gross income is total receipts minus

If at least two-thirds of your total gross incomecost of goods sold.
for 1994 or 1995 is from fishing, you have only Automatic extension of time to file FormThe amount of your gross income is used one payment due date for estimated tax — 1040.  If you do not choose to file your return

to determine if you must file an income tax re- January 16, 1996. on March 1, 1996, the due date for your 1995
turn. It is also used to determine if you qualify return will be April 15, 1996. However, you canFor your 1995 tax, you can either:
as a fisherman. To see if you qualify as a fish- get an automatic 4-month extension of time to1) Pay all your estimated tax by January 16,erman, figure the amount of your total gross in- file your return. Your Form 1040 would then be1996, and file your Form 1040 by April 15,come and then determine what percentage of due by August 15, 1996. To get this extension,1996, orthis total is from fishing. (Divide your total in- file Form 4868, Application for Automatic Ex-
come from fishing by your total gross income.) 2) File your Form 1040 by March 1, 1996, tension of Time To File U.S. Individual Income

and pay all the tax that is due. You are not Tax Return, by April 15, 1996.
Joint return.  On a joint return, you must add required to make an estimated tax pay- This extension does not extend the March
your spouse’s gross income to your own gross ment. If you pay all the tax due, you will 1, 1996, filing date for fishermen who did not

not receive a penalty for not paying esti-income to determine if at least two-thirds of make an estimated tax payment and who want
mated tax.the total is from fishing. to avoid an estimated tax penalty. Therefore, if
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you did not make an estimated tax payment by Preparation of returns.  You must prepare Form 2210–F.  Form 2210–F, Underpayment
of Estimated Tax by Farmers and Fishermen,separate copies of Form 1099–MISC for eachJanuary 16, 1996, and you file your tax return
is used to figure any underpayment of esti-person. A statement showing the informationafter March 1, 1996, you will be subject to a
mated tax and the underpayment penalty.reported on Copy A of Form 1099–MISC mustpenalty for underpaying your estimated tax,

be furnished to each crew member consideredeven if you filed Form 4868.
Form 4562.  Form 4562, Depreciation andself-employed, and to each other person toYou must make a tentative estimate of tax
Amortization, is used to explain the deductionswhom you made a payment that must be re-for the year for which you file Form 4868. You
for depreciation and amortization.ported. You must do this by January 31 follow-can file Form 4868 and get an automatic 4-

ing the end of the calendar year. Copy B ofmonth extension even though you cannot pay
Form 4797.  Form 4797, Sales of BusinessForm 1099–MISC can be used for thisthe estimated tax in full. No filing penalty will
Property, is used to report gains and lossespurpose.be assessed under these circumstances. If
from the sale or exchange of business prop-Because these forms are read by machine,the total tentative tax paid is less than the final
erty and from certain involuntary conversions.there are very specific instructions for theirtax shown on your Form 1040, interest from
For example, gain or loss on the sale of a fish-preparation and submission. You may be sub-the original due date will apply on the amount
ing boat is reported on Form 4797.ject to a penalty for each incorrectly filed docu-of the difference.

ment. See the Instructions for Forms 1099,The late payment penalty of one-half of
1098, 5498, and W–2G for information on1% a month up to a maximum of 25% will ap-
completing these forms.ply unless there is reasonable cause for the Other Forms  

delay. Reasonable cause will be presumed if
The following is a list of other forms a fisher-Penalty.  Information returns filed late, withoutthe amount you owe on Form 1040 is no more
man may use.all information required to be on the return, orthan 10% of the total tax for the year and this

with incorrect information may be subject to aamount is paid with Form 1040. For more in-
penalty. See the Instructions for Forms 1099, Form 8822.  Form 8822, Change of Address,formation, see the instructions to Form 4868.
1098, 5498, and W–2G for information on the is used to notify IRS of a change in home orForm 9465.  If you are unable to pay the
penalty. business address. The suite, room or othertax owed on or before the end of the automatic

unit number should be included if it is required4-month extension period, you can attach
in the mailing address. The form must be sentFiling the returns.  Copy A of Forms 1099Form 9465, Installment Agreement Request,
to the Internal Revenue Service Center for themust be sent with Form 1096, Annual Sum-to your income tax return. IRS encourages you
old address.mary and Transmittal of U.S. Information Re-to make installment payments as large as pos-

turns, to the IRS at the address shown in thesible in order to reduce the interest and penal-
Form 1099–MISC.  Form 1099–MISC, Miscel-Form 1096 instructions by February 28 follow-ties required by law.
laneous Income, is an information return useding the end of the calendar year.
to report the amount of crew shares received

Where to file.  File your return with the Inter- by each crew member considered self-em-
nal Revenue Service Center for the place ployed, as discussed in  chapter 12. It is also
where you live. Use the envelope mailed to Return Forms  used to report certain other payments made
you or see the list of Service Center addresses during the year in the course of business. SeeWhen filing your income tax return, arrangein the instructions for your tax return. Information Returns, earlier. Form 1099–MISCyour forms and schedules in the correct order

is illustrated in chapter 16.using the Attachment Sequence Number lo-
Although fishermen use Form 1099–MISCcated in the upper right corner of each form or

most frequently,there are other forms in theschedule. Attach all other statements last, ar-Information Returns 1099 series. Information on all Forms 1099ranged in the same order as the forms or
can be found in the Instructions for FormsIf, in the course of your fishing business, you schedules they support.
1099, 1098, 5498, and W–2G.make payments of $600 or more during the A fisherman may use the following forms Form 1096.  Form 1096, Annual Summarycalendar year to another person, other than a when preparing a tax return. and Transmittal of U.S. Information Returns, iscorporation, you generally must file Form
used to summarize and transmit Forms 10991099–MISC to report these payments. It is Form 1040.  List taxable income from all to the IRS.

used to report payments for rents, commis- sources on Form 1040, including profit or loss
sions, fees, prizes, and awards. Form 1099– from fishing operations as figured on Schedule Form 941.  Form 941, Employer’s Quarterly
MISC  is used to report the amount of crew C or Schedule C–EZ (Form 1040). Figure the Federal Tax Return, must be filed quarterly if
shares–(for any amount– the $600 general tax on this form, also. income tax is withheld from wages of employ-
rule amount does not apply), that each crew Schedule C.  This schedule is used to list ees or if you are liable for social security and
member considered self-employed receives. all income and deductions and determine net Medicare taxes. The form is due one month af-
Form 1099–MISC is also used to report other profit or loss from a business, including fishing. ter the calendar quarter ends. If you deposit
payments and compensation, including pay- Schedule C–EZ.  This schedule can be the tax in full and on time, you have an addi-
ments to subcontractors and payment for ser- used in place of Schedule C if gross receipts tional 10 days to file the form.
vices provided by nonemployees. Royalty pay- from a business are $25,000 or less and busi-
ments of $10 or more are also reported on ness expenses are $2,000 or less. Form W–2.  Form W–2, Wage and Tax State-
Form 1099–MISC. Schedule SE.  This schedule is used to fig- ment, is prepared for each employee from

Payments for merchandise, freight and ure self-employment tax. whose wages income tax has been withheld or
similar charges, and for rental payments to Other schedules for Form 1040.  Use would have been withheld if the employee had
real estate agents need not be reported. How- Schedule A to list nonbusiness itemized de- claimed no more than one withholding exemp-
ever, if you pay a contractor who is not a ductions and Schedule B to report interest and tion, or to whom you paid wages subject to so-
dealer in supplies for both supplies and ser- dividend income of over $400. Use Schedule cial security and Medicare taxes. The Form

D to report gains and losses from sales of cap-vices, include the payment for supplies used W–2 must show the total wages and other
ital assets. Use Schedule E to report incometo perform the services as long as providing compensation paid, whether or not they are
or loss from rents, royalties, partnerships, es-the supplies was incidental to providing the subject to withholding, and the amounts de-
tates, trusts, and S corporations.service. ducted for income, social security, and Medi-

Payments for compensation to employees care taxes. In addition, the W–2 must show the
Form 1040–ES.  This form is used to figureare reported on Form W–2, not Form 1099– value of any payment for services that was not
and pay estimated tax.MISC. made in cash.
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Send Copy A of each Form W–2 to the So- Keep track of deductible expenses.  You ● When and how you acquired the asset
cial Security Administration (SSA) with a com- may forget expenses when you prepare your ● The purchase price
pleted Form W–3, Transmittal of Income and tax return unless you record them when they

● The cost of any improvementsTax Statements, by February 28. If the due occur.
date for filing a return falls on a Saturday, Sun- ● Section 179 deduction taken
day, or legal holiday, you can file the return on Prepare your tax returns.  You need good ● Deductions taken for depreciation
the next business day. The correct mailing ad- records to prepare your tax return. These

● Deductions taken for casualty losses, suchdress for your area’s SSA office can be found records must document the income, ex-
as fires or stormsin the instructions for Form W–3. Copies B and penses, and credits you report. Generally,

C of Form W–2 must be given to the employee ● How you used the assetthese are the same records you use to monitor
on or before the last day of January. your fishing business and prepare your finan- ● When and how you disposed of the asset

cial statements.
● The selling price
● The expenses of saleSupport items reported on tax returns.  You

must keep your business records available at
Examples of records that may show this in-all times for inspection by the IRS. If the IRS2. formation include:examines any of your tax returns, you may be

asked to explain the items reported. A com- ● Purchase invoices
plete set of records wil l  speed up theImportance of ● Real estate closing statementsexamination.

● Canceled checksGood Records
Financial account statements as proof ofKinds of Records To payment.  If you do not have a canceledTopics check, you may be able to prove payment withKeep This chapter discusses: certain financial account statements prepared

Except in a few cases, the law does not re- by financial institutions. These include ac-● Why you should keep records
quire any special kind of records. You may count statements prepared for the financial in-

● What records to keep choose any system suited to your fishing busi- stitution by a third party. Acceptable account
● How long to keep records ness that clearly shows your income. statements include:

You should set up your books using an ac- 1) An account statement showing a check
counting method that clearly shows your in-Useful Items clearing is accepted as proof if it shows
come for your tax year. See chapter 4. If youYou may want to see: the:
are in more than one business, you should

a) Check number,keep a complete and separate set of books forPublication
each business. b) Amount,

□ 463 Travel, Entertainment, and Gift Your books must show your gross income, c) Payee’s name, andExpenses as well as your deductions and credits. In addi-
d) Date the check amount was posted totion, you must keep supporting documents.□ 917 Business Use of a Car

the account by the financial institution.Purchases, sales, payroll, and other transac-
□ 15 Circular E, Employer’s Tax Guide tions you have in your business generate sup- 2) An account statement showing an elec-

porting documents such as invoices and re- tronic funds transfer is accepted as proof
ceipts.  These documents contain the if it shows the:
information you need to record in your books. a) Amount transferred,

It is important to keep these documents
b) Payee’s name, andbecause they support the entries in yourWhy Keep Records? 

books and on your tax return. You should keep c) Date the transfer was posted to the ac-
Everyone in business, including fishermen, them in an orderly fashion and in a safe place. count by the financial institution.
must keep records. Good records will help you

3) An account statement showing a credit
do the following. Travel, transportation, entertainment, and card charge (an increase to the cardhold-

gift expenses.  Special recordkeeping rules er’s loan balance) is accepted as proof if it
Monitor the progress of your fishing busi- apply to these expenses. For more informa- shows the:
ness.  You need good records to monitor the tion, see Publication 463, Travel, Entertain-

a) Amount charged,progress of your fishing business. Records ment, and Gift Expenses, and Publication 917,
can show whether your business is improving, Business Use of a Car. b) Payee’s name, and
which items are selling, or what changes you c) Date charged (transaction date).
need to make. Good records can increase the Employment taxes.  There are specific em-
likelihood of business success. ployment tax records you must keep. For a list, These account statements must be highly

see Publication 15. legible and readable.
Prepare your financial statements.  You Proof of payment of an amount alone does
need good records to prepare accurate finan- Excise taxes.  See chapter 14 for the specific not establish that you are entitled to a tax de-
cial statements. These include income (profit records you must keep to verify your claim for duction. You should also keep other docu-
and loss) statements and balance sheets. credit or refund of excise taxes on certain ments, such as credit card sales slips and
These statements can help you in dealing with fuels. invoices.
your bank or creditors.

Assets.  Assets are the property, such as ma-
Identify source of receipts.  You will receive chinery and furniture, that you own and use in How Long To Keepmoney or property from many sources. Your your business. You must keep records to ver-
records can identify the source of your re- ify certain information about your business as- Records ceipts. You need this information to separate sets. You need records to figure the annual
fishing from nonfishing receipts and taxable depreciation and the gain or loss when you You must keep your records as long as they
from nontaxable income. sell the assets. Your records should show: may be needed for the administration of any
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provision of the Internal Revenue Code. Gen- capitalize (add to basis) many direct and indi-
erally, this means you must keep records that rect  costs.3.support an item of income or deduction on a Your original basis in property is adjusted
return until the period of limitations for that re- (increased or decreased) by certain events. If
turn runs out. you make  improvements to the property, in-Business Assets

The period of limitations is the period of crease your  basis. If you take deductions for
time in which you can amend your return to depreciation or  casualty losses, reduce your
claim a credit or refund, or the IRS can assess basis.

Topicsadditional tax. The period of time in which you You cannot determine your basis in some
This chapter discusses:can amend your return to claim a credit or re- assets by  cost. This includes property you re-

fund is generally the later of: ceive as a gift or  inheritance. It also applies to● Cost basis
property received in  an involuntary exchange,1) 3 years after the date your return is due or ● Adjusted basis and certain other  circumstances.filed, or

● Other basis
2) 2 years after the date the tax is paid.

Useful ItemsReturns filed before the due date are treated Cost Basis You may want to see:as filed on the due date.
The basis of property you buy is usually itsThe IRS has 3 years from the date you file
cost. The cost usually is the amount you payPublicationyour return to assess any additional tax. If you
for it in cash, other property, or debt obliga-file a fraudulent return or no return at all, the □ 504 Divorced or Separated Individuals
tions. Your cost includes amounts you pay for:IRS has a longer period of time to assess addi- □ 525 Taxable and Nontaxable Income 1) Sales tax,tional tax.

□ 544 Sales and Other Dispositions of 2) Freight,
AssetsEmployment taxes.  If you have employees,

3) Installation and testing charges,you must keep all employment tax records for □ 551 Basis of Assets
4) Excise tax,at least 4 years after the date the tax becomes

due or is paid, whichever is later. 5) Legal fees (when required to be
An individual engaged in a business activ- capitalized),

Assets.  Keep records relating to property un- ity usually has property used in the business. 6) Revenue stamps,til the period of limitations expires for the year This property contributes directly or indirectly
7) Recording fees, andin which you dispose of the property in a taxa- toward earning the income of the business.

ble disposition. You must keep these records Property used in a business is a business 8) Real estate taxes if assumed for the
to figure any depreciation, amortization, or de- asset. seller.
pletion deduction, and to figure your basis for A business asset may be tangible property,
computing gain or loss when you sell or other- such as a fishing vessel or fishing gear, or in-
wise dispose of the property. tangible property such as a franchise right. Settlement fees or closing costs. Legal and

Generally, if you received property in a The amount paid for a business asset is usu- recording fees are some of the settlement
nontaxable exchange, your basis in that prop- ally a capital expenditure. fees or closing costs included in the basis of
erty is the same as the basis of the property You may get business assets in several property.
you gave up. You must keep the records on ways. These include, but are not limited to:
the old property, as well as on the new prop- Assumption of a mortgage.  If you buy prop-1) Purchase for cash, or for a cash down-erty, until the period of limitations expires for erty and assume an existing mortgage on thepayment plus your note for the rest of thethe year in which you dispose of the new prop- property, your basis includes the amount youpurchase price,erty in a taxable disposition. pay for the property plus the amount to be paid

2) Purchase as described in (1) except that on the mortgage you assume.
you also trade in a used asset,Tax returns.  Keep copies of your filed tax re- Example.  If you buy a fishing vessel for

turns. They help in preparing future tax returns 3) Inheritance, $20,000, and assume a mortgage of $80,000
and making computations if you later file an

on it, your basis is $100,000.4) Gift,amended return.
5) Conversion of property held for personal Constructing assets.  If you construct real orRecords for nontax purposes.  When your use to a business asset, and tangible personal property for use in your busi-records are no longer needed for tax pur- 6) Exchange of other assets. ness, you must add to the basis (capitalize) di-poses, do not discard them until you check to

rect costs, such as labor and materials, and ansee if you have to keep them longer for other Basis is the amount of your investment in allocable part of most indirect costs that bene-purposes. For example, your insurance com- property  for tax purposes. Use the basis of fit the property. Indirect costs include depreci-pany or creditors may require you to keep property to figure  the deductions for deprecia- ation, taxes, interest, and general administra-them longer than the IRS does. tion, amortization,  depletion, and casualty t i ve  cos ts .  I f  p roper ty  i s  p roduced
losses. Also use it to figure  gain or loss on the (constructed, built, installed, etc.) for you
sale or other disposition of  property. You must under a contract, treat it as produced by you to
keep accurate records of all items  that affect the extent that you make payments or other-
the basis of property so you can make  these wise incur costs for the property.
computations.

This chapter is divided into three sections: More information. For more information, see
Business Assets in Publication 551.● Cost Basis,

● Adjusted Basis, and
● Other Basis. Adjusted Basis 

The basis of property you buy is usually its Before figuring any gain or loss on a sale, ex-
cost.  In addition, if you use the asset in a trade change, or other disposition of property, or fig-
or  business or an activity conducted for profit, uring allowable depreciation, depletion, or
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amortization, you must usually make certain begins using it not more than 1 year after the by insurance and you claimed it as a deduc-
adjustments (increases and decreases) to the tion. You spent $2,500 to repair the fire dam-original sale for ultimate use. If the car is im-
basis of the property. The result of these ad- age. You were allowed depreciation ofported, the one-year period begins on the date
justments to the basis is the adjusted basis. $31,266 for the years 1991 through 1994. Theof entry or withdrawal of the car from the ware-

adjusted basis of the boat as of January 1,house if that date is later than the date of the
1995, is figured as follows:Increases to basis.  Increase the basis of any first sale for ultimate use.

property by all items properly added to a capi- Diesel-powered vehicle. If you received
Original cost, including fees andtal account. This includes the cost of any im- an income tax credit or refund for buying a die-

transportation . . . . . . . . . . . . . . . . . . . . . . . . . . . $43,600provements having a useful life of more than sel-powered highway vehicle, reduce your ba-
Adjustments to basis:one year and amounts spent after a casualty sis in that vehicle by the credit or refund allow-

Add:to restore the damaged property. One of the able. For more information about this credit or
Improvements . . . . . . . . . . . . . . . . . . . . . . . . 14,200items added to the basis of property is legal refund, see Publication 378.
Repair of fire damage . . . . . . . . . . . . . . . . . 2,500fees, such as the cost of defending and Credit for qualified electric vehicles. If

$60,300perfecting title. you claim the credit for qualified electric vehi-
Subtract:If you make additions or improvements to cles, you must reduce the basis of the property

Depreciation . . . . . . . . . . . . . . $31,266business property, keep separate accounts for on which you claimed the credit. For more in-
Casualty loss . . . . . . . . . . . . . 2,000 33,266them. Also, depreciate the basis of each ac- formation on this credit, see chapter 15 in Pub-

cording to the depreciation rules in effect Adjusted basis January 1, 1995 $27,034lication 535.
when you place the addition or improvement in Deduction for clean-fuel vehicles and
service. For more information,  see Additions For more information about basis, seeclean-fuel vehicle refueling property. If you
or improvements to property in chapter 3 of Publication 551. For more information abouttake either the deduction for clean-fuel vehi-
Publication 946. depreciation, see Publication 946.cles or clean-fuel vehicle refueling property, or

both, you must decrease the basis of the prop-
Decreases to basis.  Some items that reduce erty by the amount of the deduction. For more
the basis of your property are: information on these deductions, see chapter Other Basis1) The section 179 deduction, 15 in Publication 535.

Exclusion from income of subsidies for There are many times when you cannot use2) Deductions previously allowed (or allowa-
cost as basis. In these cases, the fair marketenergy conservation measures. If you re-ble) for amortization, depreciation, and
value of the property, or the adjusted basis ofceived a subsidy from a public utility companydepletion,
certain property may be used.for the purchase or installation of any energy

3) The credit for qualified electric vehicles, conservation measure, you can exclude it
4) The deduction for clean-fuel vehicles, and from income. If you exclude the subsidy from Fair market value (FMV).  FMV is the price at

clean-fuel vehicle refueling property, which the property would change hands be-income, reduce the basis of the property on
tween a buyer and a seller, neither being re-which you received the subsidy, by the amount5) Exclusions from income of subsidies for
quired to buy or sell, and both having a reason-of the subsidy. For more information on thisenergy conservation measures,
able knowledge of all necessary facts.subsidy, see Publication 525.

6) Investment credit (part or all of credit) Canceled debt excluded from income.
taken, If a debt is canceled or forgiven, other than as Property Received

7) Casualty and theft losses, and a gift or bequest, the debtor generally must in- for Services clude the canceled amount in gross income8) Certain canceled debt excluded from
If you receive property for services, include itsfor tax purposes. A debt includes any indebt-income.
FMV in income. The amount you include in in-edness for which the debtor is liable or which
come becomes your basis. If the servicesattaches to property the debtor holds.  YouSection 179 deduction.  If you take the
were performed for a price agreed on before-can exclude your canceled debt from income ifsection 179 deduction for any part of the cost
hand, it will be accepted as the FMV of thethe debt is:of property, decrease the basis of the property
property if there is no evidence to the contrary.by the amount of the section 179 deduction. 1) Canceled in a title 11 bankruptcy case or

For more information, see chapter 7. when you are insolvent, Restricted property.  Generally, if you re-Casualties and thefts.  If you have a casu-
ceive property for your services and the prop-2) Qualified farm debt, oralty or theft loss, decrease the basis of your
erty is subject to certain restrictions, your ba-property by the amount of any insurance or 3) Qualified real property indebtedness (pro- sis in the property is its FMV when it becomesother reimbursement you receive and by any vided you are not a C corporation). substantially vested. Property becomes sub-deductible loss not covered by insurance.
stantially vested when you can transfer it or itHowever, increase your basis by amounts you  If you exclude canceled debt from income, is not subject to a substantial risk of forfeiture.spend after a casualty to restore the damaged

you may have to reduce the basis of your For more information, see the discussion onproperty. For more information, see chapter 9.
property. Restricted Property Received for Services inDepreciation.  Decrease the basis of your

For more information on canceled debt in a Publication 525.property by the depreciation you could have
bankruptcy case or during insolvency, seededucted on your tax returns under the
Publication 908, Tax Information on Bank-method of depreciation you selected. If you Taxable Exchanges ruptcy. For information on canceled debt thattook less depreciation than you could have A taxable exchange is one on which the gain isis qualified farm debt, see chapter 4 in Publica-under the method you selected, decrease the taxable or the loss is deductible. If you re-tion 225, Farmer’s Tax Guide.basis by the amount you could have taken ceived property in exchange for other property

under that method. If you did not deduct any in a taxable exchange, the basis of the prop-
Adjusted basis example.  In 1991, you paiddepreciation that you could have taken, then erty you received is usually its FMV at the time
$40,000 for a used fishing boat. You also paiddecrease the basis for depreciation you could of the exchange.
commissions of $2,000 and transportationhave taken as explained in chapter 7.
charges of $1,600 for a total cost of $43,600.Gas-guzzler tax. Decrease the basis in

Involuntary ExchangesYou spent $14,200 to make the boat ready foryour car by the gas-guzzler (fuel-economy) tax
sea and placed the boat in service in 1991. Inif you begin using the car within 1 year of the If you acquire property as a result of an invol-
July 1994, you had a $2,000 casualty loss ondate of its first sale for ultimate use. This rule untary exchange, such as a casualty, theft, or
the boat from a fire. The loss was not coveredapplies to someone who later buys the car and condemnation, you may figure the basis of the
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replacement property you acquire using the b) Any gain recognized on the exchange. sale or other disposition is the same as the do-
basis of the property exchanged. nor’s adjusted basis plus or minus any re-

quired adjustment to basis during the periodIf the other party to the transaction as-
Similar or related property.  If you receive you held the property (see Adjusted Basis,sumes your liabilities (including a nonrecourse
property that is similar or related in service or earlier). Your basis for loss on its sale or otherobligation), treat them as money transferred to
use to the property exchanged, the new you on the exchange. disposition is its FMV at the time of the gift plus
property’s basis is the same as the old or minus any required adjustment to basis dur-Allocate the basis among the properties,
property’s basis on the date of the exchange ing the period you held the property (see Ad-other than money, you received in the ex-
with the following adjustments: change. In making this allocation, the basis of justed Basis, earlier).

the unlike property is its FMV on the date of If you use the donor’s adjusted basis for1) Decreased by—
the exchange. The remainder is the basis of figuring a gain and get a loss, and then use the

a) Any loss recognized on the exchange, the like property. FMV for figuring a loss and get a gain, you
and have neither gain nor loss on its sale or otherExample 1.  You exchange a truck (ad-

b) Any money received that was not spent disposition.justed basis $6,000) for a new, smaller truck
on similar property. Business property. If you hold the gift as(FMV $5,200) and $1,000. You have a recog-

business property, your basis for figuring anynized gain of $200 ($6,200 minus $6,000) and2) Increased by—
depreciation, depletion, or amortization de-your basis in the new truck is:a) Any gain recognized on the exchange, duction is the same as the donor’s adjusted

and Adjusted basis of old truck . . . . . . . . . . . . . . . . . $6,000 basis plus or minus any required adjustments
Minus: Cash you received . . . . . . . . . . . . . . . . . . 1,000b) Any cost of acquiring replacement to basis while you hold the property (see Ad-

property. justed Basis, earlier).$5,000
Plus: Gain recognized . . . . . . . . . . . . . . . . . . . . . . 200

Not similar or related property.  If you re- FMV equal to or greater than donor’s ad-Basis of new truck $5,200
ceive money or other property not similar or justed basis.  If the FMV of the property was
related in service or use to the old property equal to or greater than the donor’s adjusted

Example 2.  You had an adjusted basis ofand you buy new property that is similar or re- basis, your basis is the donor’s adjusted basis
$15,000 in real estate you held for investment.lated in service or use to the old property, the at the time you received the gift. Increase your
You exchange it for $1,000, other real estatebasis of the new property is its cost, de- basis by all or part of the gift tax paid, depend-
to be held for investment with an FMV ofcreased by the amount of gain not recognized ing on the date of the gift.
$12,500, and a pleasure boat with an FMV ofon the exchange. See Replacement Property Also, for figuring gain or loss from a sale or
$3,000. You have a gain of $1,500 recognizedin chapter 9. other disposition of the property or figuring de-
on the exchange. The basis of the properties preciation, depletion, or amortization deduc-
you received is:

tions on business property, you must increaseNontaxable Exchanges 
or decrease your basis (the donor’s adjustedA nontaxable exchange is an exchange in Adjusted basis of real estate transferred $15,000
basis) by any required adjustments to basiswhich any gain is not taxed and any loss can- Minus: Cash received . . . . . . . . . . . . . . . . . . . . . . 1,000
while you held the property.not be deducted. If you receive property in a $14,000

Gift received before 1977.  If you re-nontaxable exchange, its basis is usually the Plus: Gain recognized . . . . . . . . . . . . . . . . . . . . . 1,500 ceived a gift before 1977, increase your basissame as the basis of the property you ex-
Total basis of properties received $15,500 in the gift by the gift tax paid on it. (Your basischanged. This rule applies to exchanges of

in the gift is the donor’s adjusted basis.) How-property used in a trade or business or held for
Allocate the total basis of $15,500 be- ever, do not increase your basis above theinvestment for property of a like kind. Depre-

tween the boat and the real estate. The basis FMV of the gift when it was given to you.ciable tangible personal property may be ei-
of the boat is its FMV, $3,000, and the basis ofther ‘‘like kind’’ or ‘‘like class.’’ Example 1.  You were given a fishing boat
the real estate is the remainder, $12,500. in 1976 that had an FMV of $21,000. The do-Example.  You exchange real estate (ad-

nor’s adjusted basis was $20,000. The donorjusted basis $50,000, FMV $80,000) held for
Trade-in or sale and purchase.  If a sale andinvestment for other real estate (FMV paid a gift tax of $500. Your basis is $20,500,
purchase are a single transaction, you cannot$80,000) held for investment. Your basis in the the donor’s adjusted basis plus the gift tax
increase the basis for depreciation of propertynew property is the same as the basis of the paid.
by selling your old property outright to a dealerold property ($50,000). Example 2.  If, in Example 1, the gift taxand then buying the new property from theFor more information, see Nontaxable Ex- paid had been $1,500, your basis would besame dealer. If the sale to the dealer of yourchanges in Publication 544. $21,000. This is the donor’s adjusted basisold property and your purchase from that

plus the gift tax paid, limited to the FMV of thedealer of the new property are dependent onRelated parties.  There are special rules for boat at the time you received the gift.each other, you are considered to have tradedexchanges of like-kind property between re- Gift received after 1976.  If you receivedin your old property. Treat the transaction aslated persons. See Special rules for related a gift after 1976, increase your basis in the giftan exchange no matter how it is carried out.persons under Nontaxable Exchanges in Pub- by the part of the gift tax paid that is due to theYou cannot avoid this trade-in rule by using alication 551. net increase in value of the gift. (Your basis insubsidiary in the transaction.
the gift is the donor’s adjusted basis.) Figure

Partially nontaxable exchange.  A partially the increase by multiplying the gift tax paid on
nontaxable exchange is an exchange in which Property the gift by a fraction, the numerator (top part)
you receive unlike property or money in addi- of which is the net increase in value of the gift,Received as a Gift tion to like property. The basis of the property and the denominator (bottom part) is theTo figure the basis of property you receive as ayou receive is the same as the basis of the old amount of the gift. The net increase in value ofgift, you must know its adjusted basis to theproperty with the following adjustments: the gift is the FMV of the gift minus the donor’sdonor just before it was given to you, its FMV
1) Decreased by— adjusted basis.at the time it was given to you, and any gift tax

paid on it. Example.  In 1995, you received a gift ofa) Any money received, and
property from your mother that had an FMV ofb) Any loss recognized on the exchange.
$50,000. Her adjusted basis was $20,000. SheFMV less than donor’s adjusted basis.  If

2) Increased by— paid a gift tax of $9,000. Your basis, $25,400,the FMV of the property was less than the do-
is figured as follows:nor’s adjusted basis, your basis for gain on itsa) Any additional costs incurred, and
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Fair market value . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 Changing your tax year.  You must, with cer-Useful Items
tain exceptions, get the approval of the Inter-Minus: Adjusted basis . . . . . . . . . . . . . . . . . . . . . 20,000 You may want to see:
nal Revenue Service (IRS) to change your taxNet increase in value . . . . . . . . . . . . . . . . . . . . . . $30,000
year by filing Form 1128. This form must bePublication

Gift tax paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000 filed by the 15th day of the second calendar
□ 378 Fuel Tax Credits and RefundsMultiplied by ($30,000 ÷  $50,000) . . . . . . . . .60 month after the close of the short tax year.
□ 538 Accounting Periods and Methods This short tax year begins with the first day af-Gift tax due to net increase in value . . . . . . . $ 5,400

ter the end of your present tax year and endsAdjusted basis of property to your mother 20,000 □ 541 Tax Information on Partnerships
on the day before the opening date of yourYour basis in the property $25,400 □ 915 Social Security and Equivalent new tax year. For more information, see the in-

Railroad Retirement Benefits structions to Form 1128.
If your application is approved, you must

Form (and Instructions) file an income tax return for the short tax year.Property Transferred
There are special rules for figuring the tax for a□ Sch C (Form 1040) Profit or Loss FromFrom a Spouse short tax year caused by a change in your taxBusiness
year. See Tax for short tax year under ShortThe basis of property transferred to you or □ Sch C–EZ (Form 1040) Net Profit
Tax Year, in Publication 538.transferred in trust for your benefit by your From Business

spouse, or former spouse if the transfer is inci-
□ 1128 Application To Adopt, Change, ordent to divorce, is the same as the transferor’s

Retain a Tax Yearadjusted basis. However, adjust your basis for Accounting Methods □ 3115 Application for Change inany gain recognized by the transferor on a
Accounting Methodproperty transferred in trust. This rule applies The purpose of an accounting method is to

only to a property transferred in trust in which clearly show income and expenses accu-
the sum of the liabilities assumed, plus the lia- rately. If this is achieved, it is a satisfactory

This chapter discusses accounting periodsbilities to which the property is subject, are method of accounting for income tax pur-
and methods, and how to figure gross income.more than the adjusted basis of the property poses. You must file your tax return using the
Every person who is subject to federal incometransferred. same method as you use in keeping your
tax must have an accounting period and an es-The transferor must supply you with records. The most common accounting meth-
tablished accounting method. After you haverecords necessary to determine the adjusted ods are:
selected your accounting period and method,basis and holding period of the property as of 1) The cash method, andyou must use them to figure your gross in-the date of transfer.

2) The accrual method.come. For more information on accounting pe-For more information, see Publication 504.
riods and methods, see Publication 538.

You may also use any combination of
Inherited Property these methods that meets the needs of your

business as long as your income is clearly
Your basis in property you inherit is usually its Accounting Periods shown. However, if inventories are necessary
FMV at the date of the decedent’s death. If a in accounting for your income, you must useEvery taxpayer must figure taxable income,federal estate tax return has to be filed, your an accrual method for your sales andand file a tax return, on the basis of an annualbasis in property you inherit can be its FMV at purchases. Only the cash method of account-accounting period called a tax year.the alternate valuation date, if the estate quali- ing is discussed here. See Accounting Meth-
fies and elects to use alternate valuation. If a ods in Publication 538 for information on ac-Calendar or fiscal year.  A tax year is usuallyfederal estate tax return does not have to be crual methods and other accounting methods.12 consecutive months. It may be a calendarfiled, your basis in the property is its appraised

year or a fiscal year. A calendar year is 12 con-value at the date of death for state inheritance
Choosing your accounting method.  In filingsecutive months ending on December 31.or transmission taxes.
your first return, you may adopt any permissi-Most fishermen use the calendar year. A regu-Your basis in inherited property may also
ble accounting method without the consent oflar fiscal year is 12 consecutive months endingbe figured under the special farm or closely
the IRS. You must use the same method fromon the last day of any month other thanheld business real property valuation method,
year to year and figure your taxable incomeDecember.if elected for estate tax purposes.
following the accounting method you use toPartnerships.  A partnership must con-For more information, see Inherited Prop- keep your books if that method clearly showsform its tax year to the tax year of either its ma-erty in Publication 551. your income.jority partners, its principal partners, or a tax

year that results in the ‘‘least aggregate defer-
Cash method.  With the cash method, you in-ral of income’’ to the partners. It must be in
clude in your gross income all items of incomethat order, unless the partnership can estab-
you actually or constructively receive dur-lish a business purpose for using a different
ing the year. Usually, you must deduct ex-tax year, or makes a section 444 election. See4.
penses in the tax year in which you actuallyPublication 541.
pay them. However, if you pay expenses in ad-
vance, see Expenses paid in advance, later.Determining Your Establishing the tax year.  If you have never
You may also have an expense that you mayfiled an income tax return before, you mayIncome need to capitalize. For information on this andadopt either a calendar or a fiscal year. In cer-
other business expenses, see chapters 5 andtain situations, however, you will have to adopt
8.the calendar year as your tax year. For exam-

You have constructive receipt of incomeple, if you do not maintain a set of books and
Topics when an amount is credited to your account orrecords, you must use the calendar year. You

made available to you without restriction as toThis chapter discusses: also must use the calendar year if you have no
the time or manner of payment. You do notannual accounting period or the one you have

● Accounting periods need to have possession of it.does not qualify as a fiscal year. The first tax
year must be adopted by the time set by law, Example.  You sell fish daily to a local fish● Accounting methods
not including extensions, for the filing of a re- house and you receive the payment on Tues-

● Gross income turn for that tax year. day of each week. On Tuesday, December 26,
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1995, you did not pick up the payment and the under a certain amount. See Publication
915.fish house ticket. You picked up the payment Gross Income 

on January 3, 1996. The payment is included 5) War veterans’ pensions and certain kindsAny income you receive, regardless of itsin your gross income for 1995 because it was of compensation received for personal in-source or whether it is in the form of cash,available to you in that year. juries or sickness. Retirement pay basedproperty, or services, must be reported onDelaying receipt of income.  You cannot on age or length of service is notyour tax return (Form 1040), unless it is specifi-hold checks or similar property from one tax excluded.cally excluded by law.year to another to avoid paying the tax on the
income. You must report the income in the Payments for alleged negligence.  AmountsTrades and exchanges.  If you exchangeyear the property is received or available to paid to commercial fishing boat owners, oper-property for services, services for services, oryou without restriction. If you authorize some- ators, and crew members as compensation forservices for property, you must report the fair
one to be your agent and receive income for losses suffered because of alleged negli-market value of the property or services you
you, you are treated as having received that in- gence are included in gross income. They mayreceive. This is called barter income. It in-
come when your agent receives it. also be subject to self-employment tax. Forcludes such exchanges as fish for services or

Expenses paid in advance.  Expenses more information on self-employment tax, seegroceries, or the exchange of your services for
you pay in advance can be deducted only in chapter 11.fish or the services of another.
the year to which they apply.

Example.  You are a calendar year tax- Reporting income.  Report on Form 1040
payer and you pay $1,000 for an insurance your net profit from your fishing business and

any compensation received for services, inter-policy that is effective on July 1, 1995, for a
est, dividends, rents, or royalties. Also, reportone-year period. You may deduct $500 in 5.
any taxable distributions from cooperatives,1995, and $500 in 1996.
income from partnerships, estates, or trusts,Two or more businesses.  If you own Businessand profits from the sales or exchanges ofmore than one business, you may use a differ-
property that you may have received. You mayent accounting method for each separate and Expensesalso have to include a refund of excise taxes indistinct business if the method you use for
income, as discussed in Publication 378.each business clearly shows its income. No

One important source of income for you isbusiness will be considered separate and dis-
from your fishing business (net profit shown ontinct if you do not keep a complete and sepa-
Schedule C or C–EZ (Form 1040)). Your grossrate set of books and records for that Important Changessales or gross receipts is the first figure youbusiness.
must determine for your fishing business. Usu- for 1995 Example.  You operate a fishing vessel ally the sales figure on your income tax return

and a retail grocery. You may use the cash Standard mileage rate.  The standard mile-will be taken from your annual summary for
method for the fishing business, but you must age rate for 1995 is 30 cents a mile for all busi-Schedule C entries. See chapter 16. Pa-
use an accrual method for the grocery busi- ness miles put on a light truck or car.tronage dividends should also be included in
ness because inventories are necessary in ac- the gross receipts of the business operation.
counting for income in this kind of business. Self-employed health insurance deduction.

Limits on use of cash method.  Gener- The deduction for health insurance costs forGross income from fishing.  Your gross in-
ally, the cash method of accounting may not self-employed persons has been permanentlycome from fishing includes any income you re-
be used by: extended for tax years beginning after 1993. Ifceive from the catching, taking, harvesting,

you were entitled to claim the 25% deductioncultivating, or farming of any kind of fish, shell-1) Corporations (other than S corporations),
in 1994 but did not, file Form 1040X, Amendedfish (such as clams and mussels), crustacea

2) Partnerships having a corporation (other U.S. Individual Income Tax Return,  to amend(such as lobsters, crabs, and shrimp),
than an S corporation) as a partner, and your 1994 tax return. Do not use the work-sponges, seaweeds, or other aquatic forms of

sheet in the 1995 Form 1040 instructions toanimal and vegetable life.3) Tax shelters.
figure your deduction for 1994. Instead, use
the worksheet in the 1994 Form 1040 instruc-Exclusions.  Some items specifically ex-
tions, or get the 1995 Publication 535, Busi-cluded from gross income are:Note:  An exception allows entities, except ness Expenses.

1) The increase in the value of business as-tax shelters, with average annual gross re- Beginning in 1995 the deduction is in-
sets, if no sale or exchange takes place,ceipts of $5,000,000 or less over the last 3 tax creased to 30%. See Self-employed health in-
except for items included in inventories.years to continue using the cash method. This surance deduction, later.

exception does not apply to a tax shelter. 2) Interest on tax-exempt obligations of any
state, possession of the United States, or Topics
any political subdivision of the United This chapter discusses:Changing your method of accounting. 
States, or of the District of Columbia. Pri-When you file your first return, you may, with- ● Not-for-profit fishingvate activity bonds, arbitrage bonds, andout the consent of the IRS, choose any appro-
bonds not in registered form are not in- ● Taxespriate method of accounting. The method you
cluded as tax-exempt bonds. Interest onchoose must clearly show your income and ● Capital expensesU.S. savings bonds is not tax-exempt.this same method must be used from year to

● Repairs3) Loans from banks or individuals andyear. After that, if you want to change your
money, other than interest, that you re- ● Salaries, wages, etc.method of accounting, you must first get the
ceive from others in repayment of loansconsent of the IRS. ● Truck and car expenses
receivable. However, this does not applyA change in the method of accounting in-

● Travel expensesif you previously charged off the loan andcludes a change not only in your overall sys-
the charge-off resulted in a decrease in ● Insurancetem of accounting but also in the treatment of
your tax for any year.any material item. For examples of changes ● Interest

requiring consent and the rules on how to get 4) Social security benefits from the federal
● Losses from a fishing businessconsent, see Publication 538. Also, see Form government or from a state under the fed-

3115. eral social security program if they are ● Nondeductible expenses
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Category 1.  Deductions you can take for per- or local government on personal propertyUseful Items
used in the fishing business.sonal as well as for business activities are al-You may want to see:

lowed in full. Sales tax you pay on a service or on the
purchase or use of property is treated as partPublication
of the cost of the service or property. If the ser-Category 2.  Deductions that do not result in

□ 463 Travel, Entertainment, and Gift vice or the cost or use of the property is a de-an adjustment to the basis of property are al-
Expenses ductible business expense, you can deductlowed next, but only to the extent your gross

the tax as part of that service or cost. If theincome from the activity is more than the de-□ 529 Miscellaneous Deductions
property purchased is merchandise for resale,ductions you take (or could take) for it under

□ 535 Business Expenses the sales tax is part of the cost of the merchan-the first category.
□ 536 Net Operating Losses dise. If the property is depreciable, the sales

tax is added to the basis for depreciation.Category 3.  Business deductions that de-□ 587 Business Use of Your Home
Do not deduct state and local sales taxescrease the basis of property are allowed last,(Including Use by Day-Care Providers)

imposed on the buyer that you were requiredbut only to the extent the gross income from
□ 917 Business Use of a Car to collect and pay over to the state or localthe activity is more than deductions you take

government. These taxes are not included in(or could take) for it under the first two catego-□ 925 Passive Activity and At-Risk Rules
gross receipts or sales.ries.  See Not-for-Profit Activities in chapter 1

of Publication 535 for more information.Form (and Instructions)
Nondeductible taxes.  Federal income, es-

□ 1040 U.S. Individual Income Tax tate, and gift taxes and state inheritance, leg-Presumption of profit.  Your fishing activity isReturn acy, and succession taxes are not deductible.presumed carried on for profit if it produced a
□ 1040X Amended U.S. Individual profit in at least 3 of the last 5 tax years includ-

Income Tax Return ing the current year. If your activity passes this
test, the limits discussed here do not apply.□ Sch A (Form 1040) Itemized Capital Expenses You can deduct all your business expensesDeductions
from the fishing activity, even for the years you The cost of repairing, replacing, or improving

□ Sch C (Form 1040) Profit or Loss From have a loss. See Presumption of Profit in chap- property used in your fishing business is either
Business ter 1 of Publication 535 for more information. a deductible or capital expense. A capital ex-

pense is an investment of capital either to get□ 1045 Application for Tentative Refund
property with a useful life of more than one

□ 5884 Jobs Credit
year or to make permanent improvements thatTaxes  □ 8829 Expenses for Business Use of increase the value of the property or apprecia-

Your Home bly prolong its life. Included in capital ex-You can deduct various taxes imposed by fed-
A person who operates a fishing business penses are such things as commissions paideral, state (including certain Indian tribal gov-

for profit can deduct the ordinary and neces- to acquire property and court costs in perfect-ernments), local, and foreign governments
sary expenses of carrying on the fishing busi- ing title.that you incur in the ordinary course of your
ness. Ordinary means the expense is a com- fishing business. You can deduct other taxes Example.  You maintain a slip and dock for
mon and accepted practice in the commercial not related to your fishing business only if you your ships. When it was built, the sides of the
fishing industry. Necessary means the ex- itemize deductions on Schedule A (Form dock were riprapped. Later you discovered
pense is appropriate and helpful in developing 1040). If you use the cash method of account- that because of the propeller action of the
and maintaining your fishing business. Some ing, deduct taxes only in the year you pay ships using the slip, the riprap did not stay in
of the most common business expenses for a them. place, requiring substantial annual expenses
fishing business are discussed later in this for maintenance of the dock.
chapter. For a discussion of depreciation, see Deductible taxes.  Some taxes you can de- To correct the situation and to eliminate
chapter 7. duct are briefly discussed below. the annual maintenance costs, you had the

Whether a fishing business is being oper- slip on the dock side sheet piled. The cost ofReal property taxes.  You generally can
ated for profit must be determined from all the the sheet piling was three times the annualdeduct all taxes imposed on real property you
facts and circumstances in each case. You will maintenance cost. The sheet piling was a per-own and use in your fishing business (such as
not ordinarily be considered to operate a fish- manent improvement to the dock and a capitala gear shed or net loft). If your only business
ing business for profit if you fish mainly for per- expense, as distinguished from an annualassets are personal property, such as a boat,
sonal consumption, but derive some income maintenance cost. You recover the cost by an-see Other taxes, later. If you own your home
from incidental sales. If you do not engage in nual depreciation allowances for real property.you can deduct the real estate taxes you pay
fishing for profit, you must still include any in- See chapter 7.on Schedule A (Form 1040) if you itemize your
come you have from that activity on your deductions.
return. State or local income taxes.  If you oper- Replacements. You cannot deduct the cost

ate your fishing business as a sole proprietor- of a replacement that stops deterioration and
ship, the state income taxes you pay are not adds to the life of your property. Capitalize and
deductible as business expenses. You can de- depreciate it.Not-for-Profit Fishing  duct them as itemized deductions on Sched- Amounts you pay to replace parts of an en-
ule A (Form 1040).If your fishing activity is not carried on to make gine to keep it in normal operating condition

However, you can deduct a state tax on are deductible business expenses. However, ifa profit, the deductions you can take for it are
gross income directly attributable to your fish- the engine has a major overhaul, capitalizelimited and no loss is allowed to offset other in-
ing business as a business expense. and depreciate the expense.come. In determining whether you carry on

Employment taxes.  You can deduct fed-your fishing activity for profit, your intentions
eral unemployment taxes (FUTA) and the em-are important, but all factors relating to your Improvements. The costs of making im-
ployer’s part of social security and Medicareactivity must be taken into account. No one provements to a business asset are capital ex-
taxes (FICA) as business expenses. For morefactor or group of factors is decisive. penses if the improvements add to the value
information on employment taxes, see chap- of property, lengthen its life, or adapt it to a dif-If you do not fish for profit, take deductions
ter 12. ferent use. They cannot be deducted in full asonly in the following order, subject to certain

Other taxes.  A fisherman can deduct as a current business expenses. Ordinarily, thelimits, and only if you itemize them on Sched-
business expense any tax imposed by a state cost of the improvement is added to the basisule A (Form 1040).
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of the improved property and depreciated. Ex- Noncash payments.  You do not have to pay use the standard mileage rate in the first year
amples of improvements are a new refrigera- compensation in cash. It may be in the form of you place the car in service in business. In
tion unit or a new engine for your boat. meals, lodging, or part of the catch. If your later years, you can use the standard mileage

crew members receive part of the catch for rate or actual expenses.Capitalize the cost of reconditioning, im-
their services, you can deduct the fair marketproving, or altering your property as part of a If you use the standard mileage rate in the
value of the fish on the date given. Your crewgeneral restoration plan to make it suitable for first year, you have made an election not to
members include this amount in their incomes.your business. This applies even if some of the use the modified accelerated cost recovery
You also must include in your gross incomework would by itself be classified as repairs. system (MACRS). You also cannot claim the
the fair market value of the fish given to your section 179 deduction. If you change to theExample.  You bought a fishing boat that
crew members. If your crew members receive actual cost method in a later year, but beforeneeded extensive repairs. To meet safety re-
a part of the catch for their services, the value your car is considered fully depreciated, youquirements and to make the boat usable in
of their part may be subject to income tax with- have to estimate the useful life of the car andyour business, you spent $10,000 repairing or
holding, FICA, and FUTA. See chapter 12. use straight line depreciation.replacing old engine parts, worn-out equip-

To use the standard mileage rate, youment, and deteriorated sections of the hull.
Meals and lodging. Generally, you can de- must:You must capitalize the $10,000.
duct all of the costs you incur in furnishing 1) Own the vehicle,
meals and lodging to your employees if theBusiness motor vehicles.  Capitalize the

2) Not use the vehicle for hire (such as acosts must be included in your employee’scost of a motor vehicle you buy to use in your
taxi), andpay. However, if you reimburse your employ-business. You recover its cost through annual

ees for the costs they incur for meals and en- 3) Not use more than one vehicle at thedepreciation deductions, as discussed in
tertainment, you can deduct only 50% of the same time for business.chapter 7.
reimbursement (see Crew meals, next), andYou can deduct repairs you make to your
only if the expense would otherwise be de- Recordkeeping.  You must prove your de-business vehicles. However, amounts you pay
ductible as a trade or business expense. ductions for operating a vehicle by adequatefor reconditioning and overhaul of business

Crew meals.  The 50% limit does not ap- records or by sufficient evidence that cor-vehicles are capital expenses.
ply to the expense for food or beverages an roborates your own statement.
employer provides to crew members of certain

Your records must show when you startedTools.  Unless the uniform capitalization rules commercial vessels if federal law requires the
using your vehicle for business and the cost orapply, you can deduct amounts spent for tools meals (or would require them if the vessel op-
other basis of the vehicle. Your records mustused in your business as business expenses if erated at sea). This exception does not apply
show the business miles and total miles youthe tools have a life expectancy of less than to vessels usually used for luxury water trans-
drove your vehicle during the year. The level ofone year. portation, such as cruise ships or passenger
detail for recording mileage may vary depend-

liners.
ing on the facts and circumstances.Exclusion from income.  If the meals and

For more information on the standard mile-lodging you furnish your employees withoutRepairs  age rate, actual expenses for the business usecharge meet the following three special rules,
of your car, and recordkeeping, see Publica-Repairs neither add to the value or usefulness you can exclude their value from your employ-
tion 917.of property nor appreciably lengthen its life. ee’s gross income. The value is not subject to

They merely maintain the property in a normal FICA, FUTA, and income tax withholding.
Local transportation expenses.  You canefficient operating condition. You can deduct 1) The meals or lodging are furnished on deduct car expenses for local business trans-the cost of repairs, including labor, supplies, your business premises. portation if they are not commuting expenses.and certain other items, as a business ex-
Local business transportation is traveling be-2) The meals or lodging are furnished forpense. However, you cannot  deduct the
tween two or more workplaces in the sameyour convenience.value of your own labor.
day or between your home and a temporaryExamples of common repairs are the cost 3) For lodging (but not meals), the employ- work location.of material and labor to paint your boat, mend ees must accept it as a condition of their

Commuting.  You cannot deduct the costyour nets, or replace a deck plank. employment. This means acceptance of
of travel between your home and your main orthe lodging is required to allow them to
regular place of business. These costs areproperly perform the duties of their em-
personal commuting expenses. You cannotployment, such as when they must be
deduct commuting expenses regardless ofSalaries, Wages, Etc.  available for duty at all times.
how far your home is from your regular place

You can generally deduct salaries, wages, and of work.
other forms of compensation paid to employ- Temporary work location.  If you have
ees as business expenses if they are all of the one or more regular places of business and
following. commute to a temporary work location, youTruck and Car

can deduct the expenses of the daily round-1) Ordinary and necessary expenses of car- Expenses  trip transportation between your home and therying on your fishing business.
temporary location. The temporary work mustYou can deduct the cost of operating a truck,2) Reasonable in amount.
be irregular or short term (generally a matter ofvan, or car in your fishing business. You can

3) For personal services performed. days or weeks).deduct only the expenses for business use, in-
If you do not have a regular place of work,4) Paid or incurred during the tax year. cluding gasoline, oil, repairs, license tags, in-

but you ordinarily work at different locations insurance, and depreciation.
the area where you live, you can deduct dailyAs a sole proprietor, you cannot deduct
transportation costs between your home andyour own salary or any other withdrawals you Standard mileage rate. You may be able to
a temporary work site outside your local area.make for your personal use. However, wages use the standard mileage rate instead of de-

Example.  You work at several clam flats inpaid to your relatives, including a minor child, ducting the actual expenses for your vehicle.
your local area. For two weeks in Septemberare deductible if the above requirements are The  standard mileage rate for 1995 is 30
you work at a flat in an area farther down themet. cents a mile for all business miles put on your
coast because the flats in your area areReduce your deduction for salaries and light truck or car.
closed. The cost of travel to the flat outsidewages by the jobs credit determined for the If you want to use the standard mileage
your local area is deductible.tax year. See Form 5884 for more information. rate for a car in any year, you must choose to
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Two places of work.  If you work at two you must still prove the actual cost of other month in which you are eligible to participate in
travel expenses as well as the time, place, andplaces in a day, whether or not for the same a subsidized health plan maintained by your
business purpose of your travel.employer, you can deduct the expense of get- employer. This also applies if you are eligible

ting from one workplace to the other. If for to participate in a health plan maintained by
some personal reason you do not go directly your spouse’s employer.Reimbursements to employees.  You can
from one work location to the other, you can deduct as business expenses reimburse- Use the worksheet in the Form 1040 in-
deduct only the amount it would have cost you ments and allowances to your employees for structions to figure your deduction. Include the
to go directly from the first work location to the travel and transportation expenses they incur remaining part of the insurance payment in
second. Transportation expenses you have in in the conduct of your business. If you require your medical expenses on Schedule A, if you
going between home and a part-time job on a your employees to account to you and return itemize your deductions.
day off from your main job are commuting ex- any excess reimbursements, keep the records Premiums paid in 1994.  The deduction as
penses. You cannot deduct them. your employees give you to prove the ex- an adjustment to income for 25% of health in-

For more information, see Local Transpor- penses. In addition, you are subject to a 50% surance premiums for self-employed persons
tation Expenses in Publication 463. limit on the deduction for reimbursement of and their spouses and dependents was retro-

meals and entertainment expenses. For more
actively extended for tax years beginning afterinformation, see chapter 16 of Publication
December 31, 1993.535.

You may need to file an amended return,Travel Expenses 
Example.  You take your boat and crew Form 1040X, for 1994 if you did not claim an

You can deduct ordinary and necessary ex- 200 miles from your home port to another port adjustment to income for the health insurance
penses you have in traveling away from home from which you intend to fish for 6 weeks. premiums you paid in 1994. Do not use the
for your fishing business. However, you can- While in port, you and your crew stay in a motel worksheet in the 1995 Form 1040 instructions
not deduct lavish or extravagant expenses. and eat your meals in a restaurant. The crew to figure your deduction for 1994. Instead, use
Your home, for tax purposes, is usually your members give you their receipts for meals and

the worksheet in the 1994 Form 1040 instruc-home port where you begin and end your fish- lodging. In this case you can deduct the meals,
tions, or get the 1995 Publication 535, Busi-ing trips. You are away from home if your du- lodging, and other incidental expenses for
ness Expenses.ties require you to be absent from your home yourself and amounts paid to your crew to

port substantially longer than an ordinary work cover these expenses as travel expenses
Advance premiums.  If you make an advance(subject to the limits discussed earlier), to theday and you need to get sleep or rest to meet
payment of a premium for an insurance policyextent they are not lavish or extravagant.the demands of your work while away from
that covers more than one tax year, you can-home port.
not deduct the entire premium in the year youIf you meet these requirements and can Additional information.  For additional infor-
make the payment. You can deduct only theprove the time, place, and business purpose mation on travel and entertainment, including
part of the premium that applies to the currentof the travel, you can deduct your ordinary and recordkeeping and the standard meal allow-

necessary expenses for travel, meals, and tax year. In each later tax year you deduct theance amounts, see Publication 463.
lodging. See Meals and lodging, earlier, for part that applies to that tax year.
limits on your deduction. Example.  You operate your own fishing

Travel expenses include: boat and file your returns on a calendar yearInsurance  
1) Air, rail, bus, and car transportation. basis. You purchased a fire insurance policy

You can generally deduct the ordinary and on your boat effective October 1, and paid in2) Meals and lodging.
necessary cost of insurance premiums for advance a premium of $1,500 for 3 years. You

3) Cleaning and laundry expenses. your fishing business as a business expense. can deduct $125 for the 3 months of insurance
Some deductible insurance premiums are:4) Telephone and telegraph expenses. expense in the first year ( 1/ 4 of 1/ 3 of $1,500),

$500 in the 2nd year, $500 in the 3rd year, and1) Fire, theft, flood, or similar insurance on5) Transportation charges from where you
$375 for the 9 months of insurance expense inyour business property (for example, hullobtain your meals and lodging to your
the 4th year.insurance).boat.

6) Other similar ordinary and necessary ex- 2) Liability insurance (protection and
penses related to travel. indemnity).

Interest 7) Tips incident to any of the above 3) Workers’ compensation insurance.
expenses. Interest is the amount you pay for the use of4) State unemployment insurance fund

borrowed money. You can generally deduct allcontributions.
Recordkeeping requirements.  You must interest you pay or accrue during the tax year

5) Car and other vehicle insurance premi-prove your deductions for travel, entertain- on debts related to your fishing business. The
ums on policies covering vehicles used inment, and business gift expenses. You should interest must be on a debt under which you
your fishing business. If you use the vehi-keep adequate records or have sufficient evi- have a legal obligation to pay a fixed or deter-
cles only partly for business, you can de-dence to support your statement. Estimates or minable sum of money. For more information,
duct only the part of your insurance pre-approximations are not proof of an expense. see chapter 8 of Publication 535.miums for the business use of the vehicle.Adequate records.  You should keep the

proof you need for travel, entertainment, and
Prepaid interest.  Under the cash method,business gift expenses in an account book, di- Self-employed health insurance deduction.
you cannot generally deduct any interest paidary, statement of expenses or similar record,  If you are a self-employed individual, you can
before the year it is due. Charge interest youand keep adequate documentary evidence deduct, as an adjustment to income on your
pay that is properly allocable to a later tax yearthat together support each element of an 1995 Form 1040, 30% of the amount paid for
to a capital account. Treat an advance pay-expense. health insurance coverage for yourself, your
ment as paid in the period covered by the pre-Instead of deducting the cost of meals and spouse, and your dependents. Generally, this
paid interest.incidental expenses while traveling away from deduction cannot be more than the net profit

Under the accrual method, if you pay inter-home for business, you can choose to deduct from the business under which the plan was
est in advance, deduct it only as it accrues.a standard meal allowance. If you choose this established.
This rule also applies to the amount sub-option, you do not have to keep records to If you are also an employee of another per-
tracted on a discounted loan.prove the amount spent for meals. However, son, you cannot take the deduction for any
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Rent. Rent is an amount you pay for the use of It is important for you to determine whether
property you do not own. You can generally you have an NOL. If you have an NOL thisOther Business
deduct rent as an expense only for property year, you may be able to get part or all of the
you use in your business. If you pay rent in ad- income tax you paid for the past 3 tax years re-Expenses  
vance, you can deduct in the year paid only funded or you may be able to reduce your tax

The following are some of the other business the amount that applies to your use of the in future years.
expenses you may have in your fishing rented property during that tax year. Deduct Carrybacks.  You generally carry an NOL
business. the remainder over the period it covers. back to the 3 tax years before the NOL year

and deduct it from income in those years.Example.  In May 1995, you leased moor-Business start-up costs. If you set up or ac- There are rules for figuring how much of theage space for your fishing boat for 5 years be-quire an active fishing business, you can NOL you use in each tax year and how muchginning July 1, 1995, and ending June 30,choose to amortize certain amounts you you carry to the next tax year. These rules are2000. You will pay a yearly rental of $360. Youspend in setting up the business or investigat- explained under When To Use an NOL in Pub-paid the first year’s rent ($360) on June 1,ing the creation or acquisition of the business. lication 536.1995. On your income tax return for calendarYou can amortize these costs over a period of Unless you choose to forgo the carrybackyear 1995, you can deduct only 6/12 of $360, or60 months or longer, starting with the month period, as discussed later, first carry the entire$180, for the rent applicable to 1995.you begin the business. If you dispose of the NOL to the earliest carryback year. If your
entire fishing business before the end of the NOL is not used up, you can carry the remain-Legal and professional fees.  You can de-60-month (or longer) period, you can deduct der to the next earliest carryback year, and soduct as business expenses legal and profes-the unamortized costs to the extent they qual- on.sional fees, such as fees charged by account-ify as a business loss. See chapter 12 of Publi- Refigure your deductions, credits, and taxants, that are ordinary and necessarycation 535 for more information. for each of the 3 carryback years to which youexpenses of operating your fishing business

Amortization of goodwill and certain carried an NOL. If your refigured tax is lessand directly related to your business. How-
other intangibles.  You can amortize goodwill than the tax you originally paid, you can applyever, if the charges include payments for work
and certain other intangible property held in for a refund by filing Form 1040X for each yearof a personal nature, such as making a will,
connection with your trade or business or in- affected or by filing Form 1045. You will usu-you can take a business deduction only for the
come-producing activity. The amortization is ally get a refund faster by filing Form 1045, andpart of the fee related to your business. Legal
taken over a period of 15 years. This rule ap- you can use one Form 1045 to apply an NOLfees for producing or collecting taxable in-
plies to property acquired after August 10, to all 3 carryback years.come, doing or keeping your job, or for tax ad-
1993 (or earlier, if elected). This property is Carryovers.  If you do not use the entirevice may be deductible on Schedule A (Form
called section 197 property. For more informa- NOL in the 3 carryback years, carry what re-1040) if you itemize deductions. See Publica-
tion on section 197 intangible property, see mains forward to the next 15 tax years follow-tion 529.
chapter 12 in Publication 535. ing the NOL year. Carry it to the first tax yearTax preparation fees. You can deduct as

after the NOL year and continue to carry overa business expense on Schedule C (Form
Business use of your home.  If you use part any unused part of the NOL until you use it up1040) the cost of preparing that part of your
of your home exclusively and regularly as or complete the 15-year carryforward period.tax return relating to your fishing business. The
the principal place of business for your trade Forgoing the carryback period.  You canremaining cost is deductible on Schedule A
or business or as a place where you meet or choose not to carry back your NOL. If you(Form 1040) if you itemize your deductions.
deal with clients or customers, you can deduct make this choice, you use your NOL only in theYou can also take a business deduction on
the expenses for the business part of your 15-year carryforward period. To make thisSchedule C for the amount you pay or incur in
home. choice, attach a statement to your tax returnresolving asserted tax deficiencies for your

A structure not attached to your home, for the year you have the NOL. This statementfishing business.
such as a garage, may qualify if it is used ex- must show you are choosing to forgo the car-
clusively and regularly for your business. ryback period. For more information aboutMiscellaneous expenses.  Miscellaneous

making the choice, see Forgoing the car-The deductions for operating expenses, business expenses, such as galley supplies,
ryback period under When To Use an NOL indepreciation, etc., for the business use of your bait, ice, and fuel for your boat, are deductible
Publication 536.home are limited. The total of your deductions business expenses. Licenses and regulatory

Partnerships and S corporations.  Part-for otherwise nondeductible expenses, such fees you pay annually to state or local govern-
nerships and S corporations generally cannotas utilities, insurance, and depreciation (with ments also are deductible business expenses.
use an NOL. But partners or shareholders candepreciation taken last), cannot be more than
use their separate shares of the partnership’sthe gross income from the business use of
or S corporation’s business income and busi-your home minus the sum of: Losses From ness deductions to figure their individual1) The business percentage of the other-
NOLs.wise deductible mortgage interest, real a Fishing Business  

estate taxes, and casualty and theft
If you have a loss in the operation of your fish- At-risk limits. Rules that limit your deductionlosses, and
ing business during the year, or you had a cas- for losses apply to most business or income-

2) The business expenses not attributable to ualty or theft loss that was more than your in- producing activities. Fishing is one of the activ-
the business use of your home (for exam- come, you may have a net operating loss ities covered. The at-risk rules limit the loss
ple, salaries or supplies). (NOL). You can use an NOL to reduce your in- you can deduct when figuring your taxable in-

come (and tax) in other years by carrying it to come or an NOL. The deductible loss from an
You do not have to use a particular method those years and deducting it from income. activity is limited to the amount you have at

of recordkeeping. However, you must keep However, the at-risk limits, discussed later, risk in the activity.
records that provide the information needed to may limit how much of your NOL you can carry You are generally at risk up to the amount
figure your deduction for the business use of to the other years. of money and property you contribute to an ac-
your home. tivity, plus certain amounts borrowed for use in

If you file as a sole proprietor and use part Net operating losses.  If your deductions for the activity. You are at risk for amounts bor-
of your home for business, figure the deduc- the year are more than your gross income, you rowed for use in the activity if you are person-
tion on Form 8829 and attach it to your Form may have an NOL. However, there are rules ally liable for repayment of the amounts bor-
1040 along with the Schedule C (Form 1040). that limit what you can deduct when figuring an rowed or if the amounts borrowed are secured
For additional information, see Publication NOL. These rules are discussed under How by property not used in the activity. You are
587. To Figure an NOL in Publication 536. not at risk, however, for amounts borrowed for
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use in a fishing activity from a person who has ● Simplified employee pensions (SEPs) ● Nonqualified plans.
an interest in the activity or a person related to ● Salary reduction arrangements
someone (other than you) having such an in- Also, in general, individuals who are employed● Nonqualified plansterest. For more information, see Publication can set up and contribute to individual retire-
925. ● Individual retirement arrangements ment arrangements (IRAs).

(IRAs)
Passive activity limits. If you are involved in a
passive activity, special rules limit the loss you Useful Items
can deduct in the tax year. Generally, you can- You may want to see: Qualified Plans   not deduct losses from passive activities in the
tax year that exceed income from all passive Publication A qualified retirement plan is a written planactivities. Credits are similarly limited.

□ 533 Self-Employment Tax that you can establish for the exclusive benefitA passive activity is generally any activity
of your employees and their beneficiaries.□ 560 Retirement Plans for the Self-involving the conduct of any trade or business

Contributions to the plan may be made byEmployedin which you do not materially participate. A
you, or by both you and your employees. Ifrental activity is also a passive activity unless □ 590 Individual Retirement
your plan meets the qualification require-you materially participate in a real property Arrangements (IRAs)
ments, you generally can deduct your contri-t rade  o r  bus iness  and  meet  ce r ta in

□ 15 Employer’s Tax Guide (Circular E) butions to the plan when you make them, ex-qualifications.
cept for any amount capitalized. For moreFor more information, see Publication 925.

Form (and Instructions) information, get Publication 560.
□ W–2 Wage and Tax Statement Your employees generally are not taxed on

your contributions or increases in the plan’s□ 5305–SEP Simplified EmployeeNondeductible assets until they are distributed to them. How-Pension-Individual Retirement Accounts
ever, certain loans made from qualified em-Contribution AgreementExpenses 
ployer plans are treated as taxable distribu-□ 5305A–SEP Salary Reduction andYou cannot deduct the following: tions. For more information, get PublicationOther Elective Simplified Employee
575.Pension-Individual Retirement AccountsFines and penalties.  You cannot deduct

Contribution Agreementfines and penalties for violating federal or
Qualification rules.  To be a qualified plan,state laws, even if they are called adjustments □ 5500–EZ Annual Return of One-
the plan must meet many requirements.or any other name or if the violations are inad- Participant (Owners and Their Spouses)

vertent. You also cannot deduct fines and Among these are rules concerning:Retirement Plan
penalties paid to a foreign government for vio-

● Who must be covered by the plan,lating its laws.
Retirement plans are savings plans that of-

● How contributions to the plan are to be
fer you tax advantages to set aside money forBribes and kickbacks. You cannot deduct invested,
your own and your employees’ retirement.bribes, kickbacks, or similar payments if they

In general, a sole proprietor or a partnerare either of the following: ● How contributions to the plan and benefits
also is considered an employee for pur- under the plan are to be determined, and1) Payments made directly or indirectly to an
poses of participating in a retirement plan.official or employee of any government or

● How much of an employee’s interest in thean agency or instrumentality of any gov-
Funding the plan.  A retirement plan you es- plan must be guaranteed (vested).ernment in violation of the law. If the gov-
tablish as an employer can be funded entirelyernment is a foreign government, the pay-
by your contributions or by a mix of your contri-ments are not deductible if they are For more information, get Publication 560.
butions and employee contributions. Em-unlawful under the Foreign Corrupt Prac-
ployee contributions do not have to satisfy thetices Act of 1977.

Nondiscrimination rules.  To prevent dis-minimum funding requirements for your plan.
2) Payments made directly or indirectly to a crimination in a plan caused by using separateFor example, a retirement plan can require af-

person in violation of any federal or state businesses (and separate plans), all employ-ter-tax employee contributions that do not by
law (but only if that state law is generally themselves meet the minimum funding re- ees of certain related employers are treated
enforced) that provides for a criminal pen- quirements. Employee contributions can be as if employed by a single employer. For ex-
alty or for the loss of a license or privilege voluntary or mandatory. ample, employees of commonly controlled
to engage in a trade or business. Your plan can allow your employees to businesses or affiliated service groups are

make elective deferrals, although they are treated as working for a single employer.
considered employer contributions. This al-
lows employees (including yourself) to elect to

More than one job.  If you are self-employedhave you contribute part of their current com-
and also work for someone else, you can par-pensation (pay) to a retirement plan. Only the
ticipate in retirement plans for both jobs. Gen-remaining portion of their pay is currently taxa-6. erally, your participation in a retirement planble. The income tax on the contributed pay
for one job does not affect your participation in(and earnings on it) is deferred.
a plan for the other job. However, if you haveRetirement Plans Employer contributions.  Your contribu-
an IRA, you might not be permitted to deducttions as an employer to an employer-spon-
some or all of your IRA contributions.sored retirement plan generally are deductible

Your deduction for IRA contributions mightas discussed later under Deduction Limits.Topics
be limited if you also participate in a SEP-IRA.This chapter discusses:

Kinds of plans.  Retirement plans are either: See Publication 560. In addition, your IRA de-● Qualified plans
duction might be limited because you (or your● Qualified plans (includes retirement plans● Kinds of qualified plans spouse) are covered by an employer’s retire-for the self-employed, such as HR–10 (Ke-

● Plans for the self-employed ment plan and your income is above a certainogh) plans and simplified employee pen-
amount. See Publication 590.● Keogh plans sions (SEPs)), or
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Table 6-1. Key Retirement Plan Rules

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

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

including extensions)

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

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

reaches age 701/2
6

Employee Self-Employed Individual

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

Profit-Sharing–Smaller of Profit-Sharing–Smaller of
$30,000 or 15% of $30,000 or 13.0435% of
employee’s taxable self-employed participant’s
compensation taxable compensation5

Defined Benefit Plans

Amount needed to provide an annual retirement benefit no
larger than the smaller of $120,000 or 100% of the
participant’s average taxable compensation for his or her
highest 3 consecutive years

1 Distributions of at least the required minimum amount must be made each year if the entire balance is not distributed.
2 13.0435% of the self-employed participant’s taxable compensation before adjustment for this contribution.
3 Contributions are made to each participant’s IRA (SEP-IRA) including that of any self-employed participant.
4 The employer must set up the plan by the end of the employer’s tax year.
5 Compensation is before adjustment for this contribution.
6 If the participant reached age 701/2 before 1988, distributions must begin by the end of the year he or she retires.

Stock bonus plan.  This plan is similar to a You do not have to request a determina-Kinds of Qualified Plans  
profit-sharing plan, but it can be set up only by tion or opinion letter to get all the tax benefits

There are two basic kinds of qualified retire- a corporation. Benefits are payable in the form of a plan. But, if your plan does not have a de-
ment plans: of the company’s stock. termination letter, you may want to request

one to ensure that your plan meets the re-1) Defined contribution plans, and
quirements for tax benefits.Money purchase pension plan.  Under this

2) Defined benefit plans. Because requesting a determination, opin-plan, your contributions are a stated amount,
ion, or ruling letter can be complex, you mayor are based on a stated formula that is not
need professional help. Also, the IRS chargessubject to your discretion. For example, your

Defined Contribution Plans  a fee for issuing these letters. For more infor-formula could be 10% of each participating
mation, get Publication 1380, User Fees.employee’s compensation. Your contributionsThese are plans that provide for a separate

to the plan are not based on your profits.account for each person covered by the plan.
Benefits are based only on amounts contrib- Master and prototype plans.  It may be eas-
uted to or allocated to each account. Defined Benefit Plans  ier for you to adopt an existing IRS-approved

There are three types of defined contribu- These are any plans that are not defined con- master or prototype retirement plan than to set
tion plans: tribution plans. In general, a qualified defined up your own original plan. Master and proto-

benefit plan must provide for set benefits. type plans can be provided by the following1) Profit-sharing plans,
Your contributions to the plan are based on sponsoring organizations:

2) Stock bonus plans, and actuarial assumptions. You may need continu-
ing professional help to have a defined benefit ● Trade or professional organizations,3) Money purchase pension plans.
plan.

● Banks (including some savings and loan as-Profit-sharing plan.  This is a plan that lets
sociations and federally insured creditPlan Approval  your employees or their beneficiaries share in
unions),the profits of your business. The plan must The Internal Revenue Service (IRS) will issue

have a definite formula for allocating the con- a determination or opinion letter regarding a
● Insurance companies, ortributions to the plan among the participating plan’s qualification. The determination or opin-

employees and for distributing the funds in the ion of the IRS will be based on how the plan is
● Mutual funds.plan. written, not on how it operates.

Chapter 6 RETIREMENT PLANS Page 19



Adoption of a master or prototype plan does Defined benefit plans.  The deduction for by your deduction for contributions for your-
not mean that your plan is automatically quali- self. The deduction and net earnings dependcontributions to a defined benefit plan is based
fied. It must still meet all of the qualification re- on each other. You can make this adjustmenton actuarial assumptions and computations.
quirements stated in the tax law. to your net earnings indirectly by reducing theConsequently, an actuary must figure your de-

contribution rate called for in the plan and us-duction limit.
ing the reduced rate to figure your maximum
deduction for contributions for yourself.Note.  In figuring the deduction for contri-Retirement Plans for Annual compensation limit.  You gener-butions, you cannot take into account any con-
ally cannot take into account more thantributions or benefits that exceed the limits dis-the Self-Employed  
$150,000 of your compensation in figuringcussed under Limits on Contributions and

If you are a self-employed person, you can set your contribution to a defined contributionBenefits in Publication 560.
up certain qualified retirement plans. See plan.

The deduction limit for contributions to aQualified Plans, earlier. These plans generally
defined benefit plan may be greater than theare called HR–10 or Keogh plans. You can Figuring your deduction.  Use the following
defined contribution plan limits just described,also set up a less complicated tax-advantaged worksheet to find the reduced contribution
but actuarial calculations are needed to deter-retirement plan. See Simplified Employee rate for yourself. Make no reduction to the
mine the amount. For more information aboutPension (SEP), later. contr ibut ion rate for any common-law
these plans, see Kinds of Plans in Publication employees.
560.Keogh Plans  

Rate Worksheet for Self-EmployedOnly a sole proprietor or a partnership (not a Deduction of contributions for yourself.
partner) can set up a Keogh plan. For plan pur- To take a deduction for contributions you 1) Plan contribution rate as a decimal
poses, a self-employed person is both an em- make for yourself to a plan, you must have net (for example, 101/2% would be 0.105)
ployer and an employee. It is not necessary to earnings from the trade or business for which 2) Rate in line 1 plus one (for example,have employees besides yourself to set up a the plan was established. 0.105 plus one would be 1.105) . . . . .Keogh plan. The plan must be for the exclu- Limit on deduction.  If the Keogh plan is a

3) Self-employed rate as a decimalsive benefit of employees or their benefi- profit-sharing plan, your deduction of em-
(divide line 1 by line 2) . . . . . . . . . . . . . . .ciaries. You generally can deduct contribu- ployer contributions for yourself is limited to

tions to the plan. Contributions are not taxed the smaller of $30,000 or 13.0435% (15% re-
to your employees until plan benefits are dis- Now that you have your self-employedduced as discussed below) of your net earn-
tributed to them. rate, you can figure your maximum deductionings from the trade or business that has the

for contributions for yourself by completing theplan. If the plan is a money purchase pen-
following steps:Certain boat crew members treated as self- sion plan, the deduction is limited to the

employed.  A crew member will be consid- smaller of $30,000 or 20% (25% reduced as
ered self-employed if he or she serves on a Deduction Worksheet for Self-Employeddiscussed below) of your net earnings.
fishing boat under an arrangement providing Net earnings.  Your net earnings must be

Step 1 pay only in the form of a share of the boat’s from self-employment in a trade or business in
Enter the contribution rate shown incatch. This also applies if the operation in- which your personal services are a material in-
line 3 above . . . . . . . . . . . . . . . . . . . . . . . . . .volves more than one boat’s catch, or a share come-producing factor. If you are a partner

of the proceeds from the sale of the catch. Step 2 who only contributed capital, and who did not
The share must depend on the size of the Enter your net earnings (net profit)perform personal services, you cannot partici-
boat’s (or boats’) catch. Also, the operating from:  line 31, Schedule C (Formpate in the partnership’s plan. Your net earn-
crew of the boat (or each boat from which the 1040); line 3, Schedule C–EZ (Formings do not take into account tax-exempt in-
member gets a share) must normally be made 1040); line 36, Schedule F (Formcome (or deductions related to that income)
up of fewer than 10 persons. See chapter 12. 1040); or line 15a, Schedule K–1other than foreign earned income and foreign

(Form 1065). . . . . . . . . . . . . . . . . . . . . . . . . . $housing cost amounts.
Deduction Limits  Step 3 Your net earnings are your business gross

Enter your deduction for self-income minus allowable deductions from thatThe limit on your deduction for your contribu-
employment tax from line 25, Formbusiness. Allowable deductions include contri-tions to a Keogh plan depends on the kind of
1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $butions to the plan for your common-law em-plan you have.

ployees along with your other business ex- Step 4 
penses. If you are a partner other than aDefined contribution plans.  The deduction Subtract step 3 from step 2 and enter
limited partner, your net earnings include yourlimit for a defined contribution plan depends the result . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $
distributive share of the partnership income oron whether it is a profit-sharing plan or a Step 5 
loss (other than separately computed itemsmoney purchase pension plan. Multiply step 4 by step 1 and enter
such as capital gains and losses) and anyProfit-sharing plan.  Your deduction for the result . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $
guaranteed payments you receive from thecontributions to a profit-sharing plan cannot

Step 6 partnership. If you are a limited partner, yourbe more than 15% of the compensation from
Multiply $150,000 by your plannet earnings include only guaranteed pay-the business paid (or accrued) during the year
contribution rate. Enter the result butments you receive for services rendered to orto the common-law employees participating in
not more than $30,000 . . . . . . . . . . . . . . $for the partnership. For more information, seethe plan. You must reduce this 15% limit in fig-
Step 7 Partners under Self-Employment Income, inuring the deduction for contributions you make
Enter the smaller of step 5 or step 6.Publication 533.for your own account. See Deduction of contri-
This is your maximum deductibleAdjustments.  You must reduce your netbutions for yourself, later.
contribution.  Enter your deductionearnings by the income tax deduction you areMoney purchase pension plan.  Your de-
on line 27, Form 1040 . . . . . . . . . . . . . . . . $allowed for one-half of the self-employmentduction for contributions to a money purchase

tax. Also, net earnings must be reduced by thepension plan is limited to 25% of the compen-
deduction for contributions you make for your-sation from the business paid (or accrued) dur- Example.  You are a self-employed fisher-
self. This reduction is made indirectly, as ex-ing the year to participating common-law em- man and have employees. The terms of your
plained next.ployees. You must reduce this 25% limit in plan provide that you contribute 101/2% (.105)

Net earnings reduced by adjusting con-figuring the deduction for contributions you of your compensation, and 10 1/ 2% of your
tribution rate.  You must reduce net earningsmake for yourself, as discussed later. common-law employees’ compensation. Your
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net earnings from line 31, Schedule C (Form more complex retirement plans. A corporation 2) The deduction for contributions on behalf
1040) are $200,000. In figuring this amount, can have a SEP. But some advantages availa- of yourself to the plan.
you deducted your common-law employees’ ble to Keogh and other qualified plans, such
pay of $100,000 and contributions for them of as the special treatment that may apply to The deduction amount for (2), above, and
$10,500 (101/2% ×  $100,000). You figure your lump-sum distributions, do not apply to SEPs. your compensation (net earnings) are each
self-employed rate and maximum deduction Under a SEP, you make the contributions dependent on the other. For this reason, the
for employer contributions for your benefit as to an individual retirement arrangement deduction amount for (2) is figured indirectly
follows: (called a SEP-IRA in this chapter), which is by reducing the contribution rate called for in

owned by you or your common-law employee. your plan. This is done by using the Rate
SEP-IRAs are set up for, at a minimum, Worksheet for Self-Employed, shown earlier inRate Worksheet for Self-Employed

each qualifying employee. A SEP-IRA may the chapter.
1) Plan contribution rate as a decimal have to be set up for a leased employee, but

(for example, 101/2% would be 0.105) 0.105 need not be set up for an excludable em- SEP and profit-sharing plans.  If you also
ployee. For more information, get Publication2) Rate in line 1 plus one (for example, contributed to a qualified profit-sharing plan,
560.0.105 plus one would be 1.105) . . . . . 1.105 you must reduce the 15% deductible limit for

You may be able to use Form 5305–SEP in that plan by the allowable deduction for contri-3) Self-employed rate as a decimal
setting up your SEP. See the sample Form butions to the SEP-IRAs of those participating(divide line 1 by line 2) . . . . . . . . . . . . . . . 0.0950
5305–SEP shown in this chapter. in the profit-sharing plan.

Contribution limits.  Contributions you make SEP and other qualified plans.  If you alsoDeduction Worksheet for Self-Employed
for a year to a common-law employee’s SEP- contributed to any other type of qualified plan,
IRA cannot exceed the smaller of 15% of the treat the SEP as a separate profit-sharing planStep 1 
employee’s compensation or $30,000. Com- for purposes of applying the overall 25% de-Enter the contribution rate shown in
pensation, for this purpose, does not include duction limit described in section 404(h)(3) ofline 3 above . . . . . . . . . . . . . . . . . . . . . . . . . . 0.0950
employer contributions to the SEP. the Internal Revenue Code.Step 2 

Annual compensation limit.  You gener-Enter your net earnings from: line 31,
ally cannot consider the part of compensation Employee contributions.  Participants canSchedule C (Form 1040); line 3,
of an employee that is over $150,000 when also make contributions of up to $2,000 toSchedule C–EZ (Form 1040); line 36,
you figure your contributions limit for that their SEP-IRAs independent of your SEP con-Schedule F (Form 1040); or line 15a,
employee. tributions. The portion of the contributions thatSchedule K–1 (Form 1065). . . . . . . . . . $200,000

is deductible may be reduced or eliminated be-Step 3 
Note.  For employees in a collective bar- cause the participant is covered by an em-Enter your deduction for self-

gaining unit for which the $150,000 limit is not ployer retirement plan (the SEP plan). Seeemployment tax from line 25, Form
effective, the compensation limit is $245,000. Publication 590 for details.1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,473

More than one plan.  If you also contributeStep 4 
Salary Reduction Arrangement  to a defined contribution retirement plan, an-Subtract step 3 from step 2 and enter

nual additions to an account are limited to thethe result . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $193,527 A SEP can include a salary reduction (elective
lesser of (1) $30,000 or (2) 25% of the partici- deferral) arrangement. Under the arrange-Step 5 
pant’s compensation. When you figure these ment, employees can elect to have you con-Multiply step 4 by step 1 and enter
limits, your contributions to more than one tribute part of their pay to their SEP-IRAs. Thethe result . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 18,385
such plan must be added. Since a SEP is con- income tax on the part contributed is deferred.Step 6 
sidered a defined contribution plan for pur- This choice is called an elective deferral,Multiply $150,000 by your plan
poses of these limits, your contributions to a which remains tax free until distributed (with-contribution rate. Enter the result but
SEP must be added to your contributions to drawn). This election is available only if:not more than $30,000 . . . . . . . . . . . . . . $ 15,750
defined contribution plans.

Step 7 ● At least 50% of your employees eligible toReporting on Form W–2.  Do not include
Enter the smaller of step 5 or step 6. participate choose the salary reductionSEP contributions on Form W–2, Wage and
This is your maximum deductible arrangement,Tax Statement, unless there are contributions
contribution. Enter your deduction

● You had no more than 25 employees whoover the limit that applies or there are contribu-
on line 27, Form 1040 . . . . . . . . . . . . . . . . $ 15,750 were eligible to participate in the SEP (ortions under a salary reduction arrangement.

would have been eligible to participate if youContributions for yourself.  The annual
had maintained a SEP) at any time duringlimits on your contributions to a common-law

When to make contributions.  To take a de- the preceding year, andemployee’s SEP-IRA also apply to contribu-
duction for contributions for a particular year, tions you make to your own SEP-IRA. How- ● The deferral each year by each eligibleyou must make the contributions not later than ever, special rules apply when you figure your highly compensated employee (as de-the due date (plus extensions) of your return maximum deductible contribution. See Deduc- fined in Publication 560) as a percentage offor that year. tion of contributions for yourself, later. pay (deferral percentage) is no more than

125% of the average deferral percentageAdditional information.  Additional informa- Deduction limits.  The most you can deduct (ADP) of all nonhighly compensated em-tion about retirement plans for the self-em- for employer contributions for common-law ployees eligible to participate (the ADPployed and on the reporting forms that must
employees is 15% of the compensation paid test). You generally cannot consider com-filed for these plans can be found in Publica-
to them during the year from the business that pensation of an employee in excess oftion 560.
has the plan. $150,000 in figuring an employee’s deferral

Deduction of contributions for yourself. percentage.Simplified Employee When figuring the deduction for employer con-
tributions made to your own SEP-IRA, com-Pension (SEP)   
pensation is your net earnings from self-em- Note.  For employees in a collective bar-A simplified employee pension (SEP) is a writ-
ployment, which takes into account: gaining unit covered by a SEP for which theten plan that allows you to make deductible

$150,000 limit is not effective, the compensa-1) The deduction allowed to you for one-halfcontributions toward your own and your em-
tion limit is $245,000.ployees’ retirement without getting involved in of the self-employment tax, and
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Limits on deferrals.  In general, the total in- Nontransferable interest.  If, when you make filing status and the amount of your income.
the contributions, the employee’s interest in Whether or not your allowable contributionscome an employee can defer under a salary
the trust or in the value of the annuity contract are deductible, you can choose to make non-reduction arrangement included in a SEP and
is not transferable and is subject to a substan- deductible contributions to your IRA. For de-certain other elective deferral arrangements
tial risk of forfeiture, the employee does not in- tails on these and other rules, as well as gen-for 1995 is limited to the lesser of 15% of com-
clude that interest in gross income until the tax eral information on IRAs, get Publication 590.pensation or $9,240. This limit applies only to
year in which the interest becomes transfera-the amounts that represent a reduction from
ble or is no longer subject to a substantial riskthe employee’s pay, not to any contributions
of forfeiture.from employer funds.

Employment taxes.  Elective deferrals, not 7.
exceeding the ADP test, are not subject to in- Individual Retirement
come tax in the year of deferral, but are in- Depreciationcluded in wages for social security, Medicare, Arrangements (IRAs)   
and unemployment (FUTA) tax purposes.

You can set up and make contributions to an
individual retirement arrangement (IRA) if you

Reporting SEP Contributions received taxable compensation during the
on Form W–2 year and have not reached age 70 1/ 2 by the Important Changes

end of the year. You can have an IRA whetherYour SEP contributions are excluded from for 1995  or not you are covered by any other retirementyour employees’ income. Unless there are
plan. However, you may not be able to deductcontributions above the limit that applies, or Limits on depreciation for business cars.
any or some of your contributions if you or yourunless there are contributions under a salary The total section 179 deduction and deprecia-
spouse are covered by an employer’s retire-reduction arrangement, do not include these tion you can take on a car that you use in your
ment plan.contributions in your employees’ wages on business and first place in service in 1995 is

Form W–2 for income, social security or Medi- $3,060. Your depreciation cannot exceed
Compensation.  Compensation includes tax-care tax purposes. Your SEP contributions $4,900 for the second year of recovery,
able wages, salaries, commissions, bonuses,under a salary reduction arrangement are $2,950 for the third year of recovery, and
tips, professional fees, self-employment in-included in your employees’ Form W–2 wages $1,775 for each later tax year. See Publication
come (subject to certain adjustments, dis-for social security and Medicare tax purposes 917.
cussed below, and providing your personalonly.
services are a material income-producing fac- General asset account.  You can elect toExample.  In 1995 Jim chooses to have tor), other amounts received for personal ser- place assets subject to MACRS in one or more$4,500 taken out of his pay to fund employer vices, and taxable alimony and separate main- general asset accounts. After you have estab-contributions to his SEP-IRA. His compensa- tenance payments. lished a general asset account, figure depreci-tion for the year is $30,000. On Jim’s Form W– Employee.  If you are an employee, com- ation on the entire account by using the appli-2, his employer will show total wages of pensation includes any amount properly cable depreciation method, recovery period,$25,500 ($30,000 minus $4,500) for income shown in box 1 (wages, tips, other compensa- and convention for the assets in the account.tax and $30,000 for social security and Medi- tion) of Form W–2, provided that amount is re- For more information, see General Assetcare wages. Jim will report $25,500 as wages duced by any amount shown in box 11 (non- Accounts later.on his tax return. qualified plans).

For more information on employer with- Self-employed.  If you are self-employed Topicsholding requirements, get Publication 15. (a sole proprietor or partner), compensation is
This chapter discusses:For more information on SEPs, get Publi- the net earnings of your trade or business

cation 560. ● General information on depreciation(self-employment income) reduced by the de-
duction for contributions on your behalf to re- ● The section 179 deduction
tirement plans and the deduction allowed for

● The Modified Accelerated Cost Recoveryone-half of your self-employment tax.Nonqualified Plans   System (MACRS)Compensation does not include:
● Listed propertyYou can deduct contributions made to a non- ● Income received from property, such as

exempt trust or premiums paid under a non- rental, interest, or dividend income, or
qualified annuity plan. Your employees gener- Useful Items

● Any amounts received as a pension or an-al ly must include the contr ibut ions or You may want to see:
nuity, or as deferred compensation.premiums in their gross income.

Deduct your contributions to the plan in the PublicationForeign income.  Foreign earned income
tax year in which any of your employees must □ 535 Business Expensesand other amounts that are excluded from
include an amount of the contributions in their gross income are not compensation for IRA □ 544 Sales and Other Dispositions ofgross income. You can deduct contributions purposes. Assetsonly if you maintain separate accounts for
each participating employee. □ 551 Basis of AssetsContributions.  The most you can contribute

□ 587 Business Use of Your Homefor any year to your IRA is the lesser of:
Transferable interest.  When an employee’s (Including Use by Day-Care Providers)

● $2,000, orinterest in your contributions or premiums for
□ 917 Business Use of a Carthat employee is transferable, the employee ● Your taxable compensation.
□ 946 How To Depreciate Propertymust include those amounts in gross income

for the tax year in which you make them. This Deductible and nondeductible contribu-
Form (and Instructions)rule also applies if the employee’s interest is tions.  Generally, you can take a deduction for

not subject to a substantial risk of forfeiture the contributions you are allowed to make to □ 1040X Amended U.S. Individual
(that is, there is not much of a risk that the em- your IRA. However, if you or your spouse is Income Tax Return
ployee will lose his or her interest) when you covered by an employer retirement plan at any

□ 4562 Depreciation and Amortizationmake contributions or pay premiums for that time during the year, your IRA deduction may
employee. be reduced or eliminated, depending on your □ 4797 Sales of Business Property
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If you buy business property that has a use- 3) It must be something that wears out, de- Property placed in service and disposed of
ful life of more than a year, you generally can- in the same year. You cannot deduct depreci-cays, gets used up, becomes obsolete, or
not deduct its entire cost in one year. Instead, ation on property placed in service and dis-loses value from natural causes.
you must spread the cost over more than one posed of in the same taxable year. When prop-
year and deduct a part of it each year. For erty is considered placed in service is

Depreciable property may be tangible ormost types of  property,  th is is  cal led explained later.
intangible.‘‘depreciation.’’

This chapter gives you basic information Land. The cost of land can never be depreci-
on depreciation, the section 179 deduction, ated because land does not wear out or be-Tangible Property  
the Modified Accelerated Cost Recovery Sys- come obsolete and it cannot be used up. The

Tangible property can be seen or touched andtem (MACRS), and the rules that apply to cost of land generally includes the cost of
includes both real and personal property. Per-listed property. MACRS is the depreciation clearing, grading, planting, and landscaping
sonal property is property, such as machinerysystem that applies to property placed in ser- because these expenses are all part of the
or equipment, that is not real estate. Realvice after 1986. If you need information on the cost of the land itself. Some land preparation
property is land and generally anything that isdepreciation methods for property used costs, however, may be depreciable. For infor-
erected on, growing on, or attached to land.before 1987, see Publication 534. mation on these costs, see chapter 1 in Publi-
However, land itself is never depreciable. cation 946.

Form 4562. Use Form 4562 to report your de-
preciation deduction, including the section Inventory.  You can never depreciate inven-Pots, traps, and nets.  You can depreciate
179 deduction. tory. Inventory is any property held primarilypots, traps, and nets if they can be used for

File Form 4562 only if: for sale to customers in the ordinary course ofmore than one year in your business. In most
business.1) You are claiming depreciation on property cases, you should capitalize and depreciate

placed in service in 1995, nets. Because the type and usage of pots and
Rented property.  Generally, a person whotraps varies considerably from one fishery to2) You are claiming a section 179 deduction,
uses depreciable property in a trade or busi-another, no single rule can be made that will

3) You are claiming amortization of costs ness or holds it for producing income is enti-apply to all fishermen. You will have to usethat began during 1995, tled to the depreciation deduction for the prop-your own experience to determine if it is
erty. Usually, this is the owner of the property.4) You are claiming depreciation on any proper to capitalize and depreciate the cost of
For rented property, this is usually the lessor.listed property, this equipment, or to deduct it as a business An owner or lessor is the person who gener-

5) You are filing a corporate tax return, or expense. ally bears the burden of exhaustion of capital
6) You are claiming a deduction for any vehi- investment in the property. This means the

cle reported on a form other than Sched- Repairs and replacements.  If a repair or re- person who retains the incidents of ownership
ule C (Form 1040) or Schedule C–EZ. for the property. The incidents of ownershipplacement increases the value of your prop-

include:erty, makes it more useful, or lengthens its life,
If you do not have to file Form 4562, claim de- your repair or replacement cost must be capi- 1) The legal title,
preciation on the appropriate line of your tax talized and depreciated. If the repair or re-

2) The legal obligation to pay for it,return. placement does not increase the value of your
3) The responsibility to pay its maintenanceproperty, make it more useful, or lengthen its

Dispositions.  If you dispose of depreciable and operating expenses,life, the cost of the repair or replacement is de-
property at a profit, you may have to report, as ductible in the same way as any other busi- 4) The duty to pay any taxes, andordinary income, all or part of the profit. See ness expense.
chapter 8. 5) The risk of loss if the property is de-

stroyed, condemned, or diminished in
Intangible Property  value through obsolescence orAlternative minimum tax.  If you use acceler-

exhaustion.ated depreciation, you may need to figure al- Intangible property is generally any property
ternative minimum tax. For more information,

that has value but cannot be seen or touched.see Form 6251, Alternative Minimum Tax– Equipment used to build capital improve-I t  inc ludes i tems such as copyr ights,Individuals. ments.  You cannot deduct depreciation on
franchises, patents, trademarks, and trade equipment you are using to build your own
names. capital improvements. You must add depreci-

ation on this equipment used during the periodGeneral Information of construction to the basis of the improve-Partial Business Use 
ments. See Uniform Capitalization Rules inon Depreciation  If you use property for business or investment Publication 551.

purposes and also for personal purposes, youThe first part of this chapter provides basic in-
can deduct only depreciation based on theformation on what property you can and can- Correct Depreciationnot  deprec ia te ,  and  when to  c la im business use and the use for the production of

depreciation. Not Deducted income. For information on business use of
your home, see Publication 587. For a discus- You cannot deduct unclaimed depreciation in
sion of car expenses, see Publication 917. any later tax year. However, you can claim theWhat Can Be Depreciated  

depreciation on a timely filed amended returnYou can depreciate many different kinds of
for the year for which it should have beenproperty as, for example, machinery, build- What Cannot Be claimed. You must file an amended returnings, vehicles, furniture, equipment, and cer-
within 3 years from the date you filed your orig-Depreciated  tain patents and copyrights.
inal return, or within 2 years from the time youFor property to be depreciable, it must first To determine if you are entitled to deprecia- paid your tax, whichever is later. A return filedmeet all of the following basic requirements: tion, you must know not only what you can de- early is considered filed on the due date.

1) The property must be used in business or preciate but what you cannot depreciate. If you do not claim depreciation you are en-
held for the production of income, Some property, although used in your busi- titled to deduct, you must still reduce your

ness or held to produce income, can never be2) The property must have a determinable property’s basis by the amount of depreciation
depreciated.useful life longer than one year, and you were entitled to deduct. If you deduct
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more depreciation than you should, you must 2) Other tangible property (except most ● Determined under stepped-up basis
decrease your basis by any amount deducted. buildings and their structural compo- rules for property acquired from a dece-

nents), used as: dent (see  Publication 448), or

3) Property you acquire from a relateda) An integral part of manufacturing, pro-
person.duction, or extraction, or of furnishingSection 179 Deduction  

transportation, communications, elec-
Section 179 of the Internal Revenue Code per- trical energy, gas, water, or sewage dis- For this purpose, a list of related persons is
mits certain taxpayers to elect to deduct all or posal services, or available in chapter 2 of Publication 946.
part of the cost of certain qualifying property in

b) A research facility used in connection
the year they place it in service. They can do

with any of the activities in (a), or Electing the Deduction  this instead of recovering the cost by taking
The section 179 deduction is not automatic. Ifc) A facility used in any of the activities indepreciation deductions over a specified re-
you want to take the deduction, you must elect(a) for the bulk storage of fungiblecovery period. There are limits, however, on
to do so. See How To Make the Election, later.commodities.the amount you can deduct in a tax year.

These limits are discussed in Deduction Limits 3) Single purpose agricultural (livestock) or
under How To Figure the Deduction, later. Placed in Service Rule  horticultural structures, and

For the section 179 deduction, your property is
4) Storage facilities (excluding buildings and considered placed in service in the tax year itWhat Costs Can and their structural components) used in dis- is first made ready and available for a specific

tributing petroleum or any primary productCannot Be Deducted  use. Such use can be in a trade or business,
of petroleum.You can claim the section 179 deduction only the production of income, a tax-exempt activ-

on qualifying property acquired for use in your ity, or a personal activity. Property placed in
The determination of whether property istrade or business. You cannot claim the de- service that does not qualify for the section

qualifying property is made in the first tax yearduction on property you hold only for the pro- 179 deduction cannot later qualify in another
the property is placed in service. Therefore, ifduction of income. tax year even if its use changes to business.
you place property in service in a tax year and
it does not qualify for the section 179 deduc-Acquired by Purchase  How To Make the Election  tion, no section 179 deduction is ever allowed

Only the cost of property you acquire for use in You make the election by taking the deductionfor it even though it becomes qualifying prop-
your business qualifies for the section 179 de- on Form 4562. You attach and file Form 4562erty in a later tax year.
duction. However, the cost of property ac- with:

Example.  In 1994, you bought a new carquired from a related person or group may not 1) Your original tax return (whether or notand used it entirely for personal purposes. Inqualify. See Nonqualifying Property, later. you file it timely) or1995, you begin to use the car in your busi-
ness. You are not allowed a section 179 de- 2) An amended return filed by the due dateAcquired by Trade   duction for the car in 1995. (including extensions) for your return for

If you purchase an asset with cash and a the tax year the property was placed in
trade-in, part of the basis of the asset you re- Business and nonbusiness use.  When you service.
ceive is the basis of the trade-in. You cannot use property for both business and nonbusi-
claim the section 179 deduction on this part of ness, you can elect the section 179 deduction You cannot make the election on an amended
the basis of the asset. For example, if you buy only if more than 50% of the property’s use in return filed after the due date (including exten-
(for cash and a trade-in) a new truck to use in the tax year it is placed in service is for trade or sions). Once made, the election can be re-
your business, your cost for the section 179 business. You must figure the part of the cost voked only with the consent of the Internal
deduction does not include the adjusted basis of the property that reflects only its business Revenue Service (IRS).
of the truck you trade for the new vehicle. For use. You do this by multiplying the cost of the
more information on adjusted basis, see Ad- property by the percentage of business use. How To Figurejusted Basis in chapter 3. You use this business cost to figure your sec-

the Deduction    tion 179 deduction.Example.  In 1995, Mr. Oak, who operates
a fishing business named Oak Seafood, The total business cost you can elect to de-
traded a used van with an adjusted basis of duct under section 179 for a tax year cannotNonqualifying Property  
$4,500 for a new van costing $9,000. The new be more than $17,500. This $17,500 maximumYou cannot claim the section 179 deduction
van was placed in service in 1995. Oak Sea- dollar limit applies to each taxpayer, not toon:
food was given a $4,800 trade-in and paid each business. You do not have to claim the

1) Property held only for the production of$4,200 cash for the new van. full $17,500. You can decide how much of the
income,Oak Seafood’s basis in the new property business cost of your qualifying property that

includes both the adjusted basis of the prop- you want to deduct under section 179. You2) Real property including buildings and their
erty traded and the cash paid. However, only may be able to depreciate any cost you do notstructural components, and

deduct under section 179.the portion of the basis paid by cash qualifies
3) Property acquired from certain groups orfor the section 179 deduction. The portion of If you acquire and place in service more

persons.the adjusted basis of the property traded that than one item of qualifying property during the
carries over to the basis of the new property is year, you can divide the deduction between

Acquired from certain groups or persons.not treated as business cost for purposes of the items in any way, as long as the total de-
Property does not qualify for the section 179section 179. Oak Seafood has business costs duction is not more than the limits. If you have
deduction if: only one item of qualifying property and thatthat qualify for a section 179 deduction of

item costs less than $17,500 (for example$4,200, the part of the cost of the new prop- 1) The property is acquired by one member
$3,200), your deduction is limited to the lessererty not determined by the property traded. of a controlled group from another mem-
of:ber of the same controlled group,

Qualifying Property 1) Your taxable income from your trade or2) The property’s basis is either:
business (the taxable income limit is dis-Property qualifying for the section 179 deduc-

● Determined in whole or in part by its ad- cussed later.), ortion is depreciable property and includes: justed basis in the hands of the person
2) $3,200.1) Tangible personal property, from whom you acquired it or
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You must subtract the amount you elect to 2) The total cost of section 179 property year you place property in service, you can se-
deduct under section 179 from the business/ lect the properties for which costs will be car-they elected to expense on their separate
investment cost of the qualifying property. ried forward and you can allocate the portionreturns.
This result is called your unadjusted basis to of the costs to these properties provided your
compute your depreciation deduction. decisions are shown in your books andExample.  Assume Jack Elm and his wife

records.in Example 1 had filed separate returns. On
If you do not make a selection, the totalNote:  You cannot take depreciation to the their separate tax returns, Jack elected to ex-

carryover will be allocated equally among theextent that you elect to directly expense the pense $4,000 of section 179 property and his
properties you elected to expense for the taxcost of property under section 179. wife elected to expense $2,000. If they subse-
year. If you can deduct all or a portion of yourquently file a joint return after the due date for
total carryover in a subsequent year, you mustthat return, their maximum dollar limit for sec-Deduction Limits   deduct the costs being carried from the earli-tion 179 is $6,000, the lesser of the maximum
est tax year first.Your section 179 deduction cannot be more dollar limit after applying the investment limit

See Carryover of disallowed deduction inthan the business cost of the qualifying prop- or $6,000 (the total amount they elected to ex-
chapter 2 of Publication 946 for information onerty. In addition, in figuring your section 179 pense on their separate returns).
figuring the carryover or figure your carryoverdeduction, you must apply the following limits:
using the Section 179 Deduction WorksheetInvestment limit.  For each dollar of business1) Maximum dollar limit, also in chapter 2 of Publication 946.cost over $200,000 for section 179 property

Basis adjustment.  Generally, upon a sale2) Investment limit, and placed in service in a tax year, the $17,500
or other disposition of section 179 property, ormaximum dollar limit is reduced (but not below3) Taxable income limit. a transfer of section 179 property involving azero) by one dollar.
transaction whereby gain or loss is not recog-If your cost of section 179 property placed

Maximum dollar limit.  The total cost of sec- nized in whole or in part (including transfers atin service during a tax year is $217,500 or
tion 179 property that you can elect to deduct death), the adjusted basis of the property is in-more, you cannot take a section 179 deduc-
for any year cannot be more than $17,500. creased before the sale or other disposition by

tion and you are not allowed to carry over theThis maximum dollar limit is reduced if you go the amount of disal lowed sect ion 179
cost that is more than $217,500.over the investment limit (discussed later) in deduction.

Example.  In 1995, James Smith placed inany tax year. Neither the old nor the new owner can de-
service machinery costing $207,000. Because duct any of the disallowed amount that is
this cost exceeds $200,000 by $7,000, he added to the basis of the property.Joint returns.  A husband and wife who file a
must reduce his maximum dollar limit ofjoint return are treated as one taxpayer in de- Example.  In 1995, you bought a $32,000
$17,500 by $7,000. If his taxable income is attermining any reduction to the $17,500 maxi- boat and a dinghy for $7,300 for use in your
least $10,500 or more, he can claim a $10,500mum dollar limit, regardless of which spouse fishing business. You placed both items in ser-
section 179 deduction for 1995.acquired the property or placed it in service. vice in 1995. If you meet the taxable income

limit, you can elect to deduct the entire $7,300
Taxable income limit.  The total cost you canMarried individuals filing separate returns. for the dinghy and $10,200 for the boat, a total
deduct each tax year is limited to your taxableA husband and wife filing separate returns for of $17,500. This is the most you can deduct in
income from the active conduct of any trade ora tax year are treated as one taxpayer for the 1995. Your election of the $7,300 deduction
business during the tax year. Generally, you$17,500 maximum dol lar l imit  and the for the dinghy has completely recovered the
are considered to actively conduct a trade or$200,000 investment limit. Unless they elect cost of that item. Your election of $10,200 for
business if you meaningfully participate in theotherwise, 50% of the maximum dollar limit the boat reduces the basis by this amount. Its
management or operations of the trade or(after applying the investment limit) will be al- unadjusted basis for depreciation is $21,800.
business.located to each spouse. If the percentages This is figured by subtracting the amount of

Taxable income for this purpose is figuredelected by each spouse do not total 100%, your section 179 deduction for the boat,
by totaling the net income (or loss) from all50% will be allocated to each spouse. $10,200, from its cost, $32,000.
trades and businesses you and your spouse (if

Example.  Jack Elm is married and he and filing a joint return) actively conducted during Two different taxable income limits.  Thehis wife file separate returns for 1995. He the tax year. Items of income derived from a section 179 deduction is subject to a taxablebought and placed in service $200,000 of trade or business actively conducted by you income limit. You also may have to figure an-qualified machinery in 1995. His wife had her include section 1231 gains (or losses) as listed other deduction that has a limit based on taxa-own business and she placed in service in the instructions to Form 4797, and interest ble income. The limit for this other deduction$5,000 of qualified business equipment. If Mr. from working capital of your trade or business. may have to be figured taking into account theand Mrs. Elm had filed a joint return for 1995, Also include in aggregate taxable income any section 179 deduction. If so, complete thetheir maximum dollar limit would have been wages, salaries, tips, or other compensation steps discussed next.$12,500. This is because their $17,500 maxi- earned as an employee. When figuring taxable
mum dollar limit would have been reduced by Step 1. Figure taxable income without ei-income, do not take into account any un-
$5,000 (the excess over the $200,000 invest- ther a section 179 deduction or thereimbursed employee business expenses you
ment limit). They elect to allocate $9,375 other deduction.may have as an employee.
(75%) to Mr. Elm’s machinery and $3,125 In addition, you figure taxable income with- Step 2. Figure a hypothetical section 179
(25%) to Mrs. Elm’s equipment. If they did not out regard to: deduction using the taxable income fig-
make an election to allocate their costs, they ured in Step 1.1) The section 179 expense deduction,would be limited to the $12,500 multiplied by

Step 3. Subtract the hypothetical section50% or $6,250 each on their separate returns. 2) The self-employment tax deduction, and
179 deduction figured in Step 2 from

3) Any net operating loss carryback or the taxable income figured in Step 1.Joint return after filing separate returns.  If carryforward.
a husband and wife elect to file a joint return Step 4. Figure a hypothetical amount for
after the due date for filing the return, the max- the other deduction using the amount
imum dollar limit on the joint return is the figured in Step 3 as taxable income.Carryover of disallowed deduction.  The
lesser of: amount you carry over will be taken into ac- Step 5. Subtract the hypothetical other de-

duction figured in Step 4 from the taxa-count in determining the amount of your sec-1) The maximum dollar limit (after applying
ble income figured in Step 1.tion 179 deduction in the next year. In the taxthe investment limit), or
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Step 6. Now figure your actual section 179 Section 179 Deduction Claimed (1993) $5,000.00 However, the law requires the use of ADS
Allowable Depreciation for certain property as discussed under Whendeduction using the taxable income fig-

(Instead of Section 179): To Use ADS, next.ured in Step 5.
Although your property may qualify for

1993 —Step 7. Subtract your actual section 179 GDS, you can elect to use ADS. If you make
$5,000 ×  33.33%* $1,666.50deduction figured in Step 6 from the this election, you can never revoke it. How to

1994 —taxable income figured in Step 1. make this election is discussed later in Elec-
$5,000 ×  44.45%* 2,222.50 tion of ADS, under Depreciation Methods.

Step 8. Figure your actual other deduction 1995 —
$5,000 ×  14.81%* ×using the taxable income figured in When To Use ADS  
40% (Business) 296.20 4,185.20Step 7.

Under ADS, you determine your deduction by
 1995 — using the straight line method over a recovery

Recapture Amount $ 814.80Passenger automobiles. For passenger au- period that generally is longer than the recov-
tomobiles placed in service in 1995, your total ery period under GDS. This system is required

*Rates from 200% Table (3–Year for:section 179 deduction and depreciation can-
Property), later.not exceed $3,060 in 1995. See Publication 1) Any tangible property used predominantly

917 for more information. outside the United States during the year,Paul must include $814.80 in income for
1995. This is $5,000 minus $4,185.20 2) Any tax-exempt use property,
($1,666.50 +  $2,222.50 +  $296.20).Recordkeeping requirements.  You must

3) Any tax-exempt bond-financed property,
keep records that show the specific identifica-

4) Any imported property covered by an ex-Dispositions.  If you dispose of qualifyingtion of each piece of section 179 property.
ecutive order of the President of theproperty, the amount you elected to deduct isThese records must show how the property
United States, andsubject to recapture as ordinary income. Seewas acquired, the person it was acquired from,

Publication 544. 5) Any property used predominantly in aand when it was placed in service. You must
farming business and placed in servicestay with your selection of section 179 prop-
during any tax year in which you make anerty for which you claim a deduction when
election not to apply the uniform capitali-computing your taxable income for the tax Modified zation rules to certain farming costs.year the election is made and for all later tax

Acceleratedyears.

Cost Recovery What CannotWhen To Recapture System (MACRS)  Be Depreciatedthe Deduction  Under MACRS  The Modified Accelerated Cost Recovery Sys-
If you claim a section 179 deduction for the tem (MACRS) generally applies to all tangible You cannot use MACRS for certain property
cost of qualifying property and, in a year after property placed in service after 1986. MACRS because of special rules that exclude it from
you place it in service, you do not use it provides two systems for depreciating prop- MACRS. You can elect to exclude certain
predominantly for business, you may have to erty. The main system is called the General property from being depreciated under

Depreciation System (GDS) and the secondrecapture part of the deduction. This can oc- MACRS.
system is called the Alternative Depreciationcur in any tax year during the recovery period Property that you cannot depreciate using
System (ADS). Unless ADS is specifically re- MACRS includes:for the property. Recovery periods for property
quired by law or you elect it, GDS is generallyare discussed later. 1) Intangible property,
used to figure your depreciation deduction.If you elect the section 179 deduction, the

2) Any motion picture film or video tape,amount deducted is treated as depreciation
3) Any sound recording,for purposes of the recapture rules. Any gain What Can Be

you realize from a sale, exchange, or other dis- 4) Certain real and personal property placedDepreciated
position of property may have to be treated as in service before 1987, andUnder MACRS  ordinary income of the section 179 and depre- 5) Property you elect to exclude from

MACRS applies to most tangible depreciableciation deductions you claimed. MACRS that is properly depreciated
property placed in service after 1986. PropertyReport any recapture of the section 179 under a method of depreciation that is not
for which you cannot use MACRS is discusseddeduction on Form 4797. based on a term of years.
in What Cannot Be Depreciated Under
MACRS.

Property placed in service before 1987.How To Figure the Recapture  
There are special rules that prevent you from

Use of real property changed.  All real prop-To figure the amount to include in income, you using MACRS for certain property placed in
erty acquired before 1987 that was changedsubtract the depreciation that would have service by you or anyone (for any purpose)
from personal use to a business or income-been allowable on the section 179 amount for before 1987 (before August 1, 1986, if MACRS
producing use after 1986 must be depreciatedprior tax years and the tax year of recapture was elected). These rules apply to both per-
under MACRS.from your section 179 deduction claimed. sonal and real property. However, the rules for

personal property are more restrictive. If you
Example.  Paul Lamb, a calendar year tax- When To Use GDS  have depreciable property that was placed in

payer, bought and placed in service on August service (by anyone and for any purpose)Most tangible depreciable property falls within
1, 1993, an item of 3–year property costing before 1987, see What Cannot Be Depreci-the general rule of MACRS, also called the
$10,000. The property is not listed property. ated Under MACRS in chapter 3 of PublicationGeneral Depreciation System (GDS). The ma-
He used the property only for business in 1993 946.jor differences between GDS and ADS are the
and 1994. He elected a section 179 deduction recovery period and method of depreciation
of $5,000 for this property. During 1995, he you use to figure the deduction. Because GDS Election to exclude property from MACRS.
used the property 40% for business and 60% permits use of the declining balance method If you properly depreciate any property under
for personal use. He figures his recapture over a shorter recovery period, the deduction a method not based on a term of years, such
amount as follows: is greater in the earlier years. as the unit-of-production method, you can
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elect to exclude that property from MACRS. your property. The class your property is as- you so long as the property was not placed in
You must make this election by the tax return signed to is generally determined by its class service by the transferor.
due date (including extensions) for the tax life. For example, property with a class life of 4
year your property is placed in service. You years or less is placed in the 3-year property Placed-in-Service Date  
make it by reporting your depreciation for the class. The list of class lives and recovery peri- Depreciation begins when your property is
property on line 18 of Part III of Form 4562 and ods for property is in the Table of Class Lives placed in service in a trade or business or for
attaching a statement as described in the In- and Recovery Periods in Appendix B of Publi- the production of income. For example, if
structions for Form 4562. cation 946. property is placed in service for personal use,

Under GDS, most tangible property that depreciation is not allowable. If the property
you place in service after 1986, or after July use changes to a business or income-produc-How To Figure
31, 1986, if elected, falls into one of the follow- ing activity, depreciation begins at the time ofthe Deduction ing classes. the change in use.

Using Percentage Tables    3–year property. This class includes trac- Example.  On November 22, 1994, Donald
tor units for use over the road.Once you determine that your property can be Steep bought a boat for his business. It was

depreciated under MACRS and whether it falls delivered on December 7, 1994. However, it5–year property. This class includes
under GDS or ADS, you are ready to figure was not installed and operational until Januarytrucks, computers and peripheral
your deduction. To figure your MACRS deduc- 3, 1995. Since it was not operational untilequipment, office machinery (typewrit-
tion each year, you need to know the following 1995, it is considered placed in service iners, calculators, etc.), and any
information about your property: 1995. If the boat had been ready for use whenautomobile.

it was delivered in 1994, it would be consid-1) Its basis, 7–year property. This class includes of-
ered placed in service in 1994 even if it was

fice furniture and fixtures (desks, files,2) Its property class and recovery period, not actually used until 1995.
etc.). This class also includes any

3) Its placed-in-service date, property that does not have a class
Conventions  life and that has not been designated4) What convention to use, and
To figure your depreciation deduction for bothby law as being in any other class, such5) Which method of depreciation to use. GDS and ADS, you use one of  threeas nets, pots, traps, and boats used in
conventions:commercial fishing.
1) The half-year convention,10–year property. This class includesBasis   

vessels, barges, tugs, and similar water 2) The mid-month convention, orIn order to figure your depreciation deduction, transportation equipment. 3) The mid-quarter convention.you must determine the basis of your property.
15–year property. This class includesTo determine basis, you need to know the cost

wharves and docks.or other basis of your property. If you bought
Half-year convention.  Generally, you usethe property, your basis is the amount you paid 20–year property. This class includes any
the half-year convention to figure the deduc-for the property plus any sales tax, freight municipal sewer.
tion for property other than residential rentalcharges, and installation and testing fees.

Residential rental property. This class and nonresidential real property. Under a spe-Other basis refers to basis that is determined
includes real property such as a rental cial rule, you may be required to use the mid-by the way you received the property. For ex-
home or structure (including a mobile quarter convention. Under the half-year con-ample, you may have received the property
home) if 80% or more of the gross vention, you treat all property placed in ser-through a taxable or nontaxable exchange, for
rental income for the tax year is from vice, or disposed of, during a tax year asservices you performed, as a gift, or as an in-
dwelling units. If any part of the building placed in service, or disposed of, at the mid-heritance. If you received property in this or
or structure, is occupied by you for per- point of that tax year.some other way, see chapter 3 for more infor-
sonal use, its gross rental income in-mation on how to figure basis.
cludes the fair rental value of the part Mid-quarter convention.  This convention
you occupy. The recovery period for can apply to your property (other than nonresi-Basis of property changed from personal this property is 27.5 years. dential real property and residential rentaluse.   If you held property for personal use and

Nonresidential real property. This class property) in certain circumstances. These cir-later change it to business use or use in the
includes any section 1250 property that cumstances occur if during any tax year whenproduction of income, your basis is the lesser
is not: the total depreciable bases of your MACRSof:

property placed in service during the last 3a) Residential rental property, or1) The fair market value (FMV) on the date months of that year are more than 40% of the
you change it from personal use, or b) Property with a class life of less than total depreciable bases of all MACRS property

27.5 years.2) Your original cost or other basis adjusted placed in service during the entire year. When
as follows: that happens, you must use this convention

The recovery period for nonresidential real for all MACRS property placed in service dur-a) Increased by the cost of any permanent property is: ing the year. To determine the total bases ofimprovements or additions and other
39 years for property you placed in service property, do not include the basis of:costs that must be added to basis, and

after May 12, 1993, or Residential rental property,b) Decreased by any tax deductions you
31.5 years for property you placed in ser- Nonresidential real property, orclaimed for casualty losses and other

vice before May 13, 1993.charges to basis claimed on earlier Property placed in service and disposed of
years’ income tax returns. in the same tax year.However, property you placed in service

before January 1, 1994, will not be subject to
To determine whether you must use thethe longer recovery period if you or a ‘‘qualified

Property Classes and mid-quarter convention, the depreciable basisperson’’ entered into a binding written con-
of property is your basis multiplied by the per-Recovery Periods  tract to purchase or construct the property
centage of business/investment use and thenUnder MACRS, property is assigned to one of before May 13, 1994, or you (or a qualified per-
reduced by:several property classes. These property clas- son) began construction of the property

ses establish the recovery periods (number of before May 13, 1993. A qualified person is 1) The amount of amortization taken on the
years) over which you recover the basis of anyone who transfers a contract or property to property,
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2) Any section 179 deduction claimed on the 150% election. Instead of using the 200% to all property in that class placed in service in
declining balance method over the GDS re- the tax year of the election. However, you canproperty, and
covery period  for nonfarm property in the 3–, make the election on a property-by-property

3) Any deduction claimed for clean-fuel vehi- 5–, 7–,  and 10–year property classes, you can basis for residential rental and nonresidential
cles or for clean-fuel vehicle refueling elect to  use the 150%  declining balance real property.
property. method over the ADS recovery period.  Some The election to use the ADS method, once

of the ADS recovery periods are provided later made, cannot be changed.
Under the mid-quarter convention, you in  ADS method. For a list of ADS recovery  pe-

treat all property placed in service, or disposed riods, see  the Table of Class Lives and Re- Depreciation methods chart.  To help you
of, during any quarter of a tax year as placed in covery Periods in Appendix B of Publication determine the method to use for a specific
service, or disposed of, at the midpoint of the 946. If the property  does not  have an ADS re- property class, the following depreciation
quarter. covery period specifically assigned to  it, the methods chart is provided. The declining bal-

recovery period is 12 years. If you elect this ance method is abbreviated as DB and the
method, you change to the straight lineMid-month convention.  For residential straight line method is abbreviated as SL.
method when  it provides a larger deduction.rental and nonresidential real property, use

Depreciation Methods ChartMake the election by entering ‘‘150 DB’’ inthe mid-month convention in all situations.
column (f) of Part II of Form 4562. The electionUnder the mid-month convention, you treat all

Method-must be made by the tax return due date (in-property placed in service, or disposed of, dur-
Property Class Recovery Periodcluding  extensions)  for the year the propertying any month as placed in service, or dis-
3, 5, 7, 10–Year 200% DB-GDSunder the election is placed  in service.posed of, at the midpoint of that month.

(Nonfarm) 150% DB-ADS*
Note: The election to use the 150%  de- SL-GDS*Depreciation Methods  

clining balance method for one item in a prop- SL-ADS*
The depreciation methods you use depend on erty  class applies to all property in that class

3, 5, 7, 10–Year (Farm) 150% DB-GDSwhether you use GDS or ADS, which class placed in  service in the tax year of the elec-
150% DB-ADS*your property  is in, and what type of property it tion. Once made,  the election to use the
SL-GDS*is. 150% declining balance method  cannot be
SL-ADS*Under MACRS, there are five methods to changed.

15, 20–Year (Farm or 150% DB-GDSdepreciate  your property.
Nonfarm)

Straight line election.   Instead of using  ei-1) The 200% declining balance method over
SL-GDS*

ther the 200% or 150% declining balancethe GDS  recovery period, which switches
SL-ADS*methods over  the GDS recovery period, youto the straight line method when that

Nonresidential Real SL-GDScan elect to use the  straight line method overmethod provides a greater deduction,
Property SL-ADS*the GDS recovery period.

2) The 150% declining balance method over Residential Rental
the GDS  recovery period, which switches PropertyNote:   The election to use the straight  line
to the straight  line method when that method for one item in a property class applies Trees or Vines Bearing
method provides a greater  deduction, to all property in that class placed in service in Fruit or Nuts

the  tax year of the election. Once made, the3) The straight line method over the GDS re- Tax-Exempt Use SL-ADS
election  cannot be changed.covery  period, Property

Tax-Exempt Bond-4) The 150% declining balance method over
Financed PropertyADS method.  Under MACRS, you can electfixed ADS  recovery periods, which

to use the ADS method for most property. Imported Propertyswitches to the straight  line method when
Under the ADS method, you figure your depre- Foreign Use Propertythat method provides a greater  deduc-
ciation deduction using the straight line (Used Outside U.S.)tion, or
method over the ADS recovery period. Some *Elective Method

5) The straight line method over fixed ADS of the ADS recovery periods are as follows:
recovery  periods.

Recovery MACRS Deductions  Property Period 
You may determine your MACRS depreciationNonresidential real and Note:   If you use the MACRS percentage deduction in one of two ways. You can use theresidential rental property . . . . . . . . . . . . . . 40 yearstables discussed in  Publication 946  you do percentage tables, or you can actually com-Automobiles and light duty trucks . . . . . . . . 5 yearsnot need to determine  in what year your de- pute the deduction using the applicable depre-Computers and peripheral equipment . . . 5 yearsduction is greater using the  straight line ciation method and convention over the re-Furniture and fixtures . . . . . . . . . . . . . . . . . . . . . 10 yearsmethod. The tables have the switch to  the covery period. The deduction is the same

straight line method built into their rates. under both methods. The ADS recovery period for most types of
property can be found in The Table of ClassBefore choosing a method, you may wish
Lives and Recovery Periods, in Appendix B of Percentage tables.  The percentage tablesto  consider the following:
Publication 946. are based on the depreciation method, recov-

1) The declining balance methods provide Election of ADS.  Although your property ery period, and convention. You must apply
greater  deductions during the earlier re- may come under GDS, you can make an elec- the percentages in the tables to the unad-
covery years with  the deductions getting tion to use ADS. ADS uses the straight line justed basis of the property each year of the
smaller each year after the second  year, method of depreciation over fixed ADS recov- recovery period. Unadjusted basis is the

ery periods. same amount you would use to compute a2) The straight line method generally  pro-
You make the election by completing line gain on a sale but it is figured without takingvides equal yearly  deductions throughout

16 of Part II of Form 4562. You must make the into account any depreciation taken in earlierthe recovery period  (except for the first
election by the tax return due date (including years. However, you do reduce your basis by:and last years), and
extensions) for the year the property is placed

1) The amount of amortization taken on the3) The GDS recovery periods for most clas- in service.
property,ses of  property are generally shorter than The election to use the ADS method for

2) Any section 179 deduction claimed, andthe ADS  recovery periods. one item in a property class generally applies
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3) Any deduction claimed for clean-fuel vehi- a  disposition does not include, the retire-General Asset Accounts  
cles and clean-fuel vehicle refueling ment of  a structural component of real

You can choose to put certain depreciableproperty. property.
property  subject to MACRS placed in one or The unadjusted depreciable basis and the
more general  asset accounts.   After you haveAlso, if the business property is a vehicle, you depreciation  reserve of the general asset ac-
set up a general asset account,  you generallymust reduce the basis by any qualified electric count are not affected by  your disposition of
figure the amount of depreciation for eachvehicle credit. property from  the general asset account.general  asset account by using the deprecia-However, you cannot continue to use the Property you change to personal use musttion  method, recovery period, and conventiontables if there are any adjustments to the basis be removed  from the general asset account.that applies to the property  in the account. Forof your property for reasons other than: Unadjusted depreciable basis. The un-each general asset account, record  the de-

1) Depreciation allowed or allowable, or adjusted  depreciable basis of an item of prop-preciation allowance in a separate deprecia-
erty in a general  asset account is the same2) An addition or improvement to that prop- tion  reserve account.
amount you would use to figure  gain on theerty depreciated as a separate item of
sale of the property, but is figured without  tak-property. Property you cannot include.  You cannot
ing into account any depreciation taken in ear-include property in a general asset account if
lier  years.For example, if the basis of your property is you use it  in both a trade or business (or for

The unadjusted depreciable basis of a gen-reduced as a result of a casualty, you cannot the production of  income) and in a personal
eral asset  account is the total of the unad-continue to use the tables. For the year of ad- activity in the tax year in  which you first place it

justment and the remainder of the recovery justed depreciable bases  of all of the propertyin service.
period, you must figure your depreciation in the account.
based on the adjusted basis of the property at For more information on general asset ac-How To Group Property inthe end of the tax year of adjustment and the counts,  see chapter 3 of Publication 946.

General Asset Accounts  remaining recovery period. For more informa-
tion, see How To Figure the Deduction Using Each general asset account must include only
Percentage Tables in chapter 3 of Publication property  that:
946. Listed Property  

1) Has the same asset class,In addition, you cannot use the tables if you
There are limits on the depreciation deduc-have a short tax year. If this occurs, see 2) Has the same recovery period,
tions you can claim on listed property. If listedMACRS Deduction in Short Tax Year in chap-

3) Has the same depreciation method, property is not used predominantly (more thanter 3 of Publication 946.
50%) in a qualified business use, the section200% table.  The following table has the 4) Has the same convention, and
179 deduction is not allowable and the prop-percentages for 3–, 5–, and 7–year property.

5) You placed in service in the same tax erty must be depreciated using ADS (theThe percentages are based on the 200% de-
year. straight line method) over the ADS recoveryclining balance method over GDS recovery

period.periods and apply a half-year convention with
Limitations are also imposed on lesseesThe following rules also apply when youa change to the straight line method. See Pub-

that are similar to those imposed on owners.establish a general asset account:lication 946 for complete tables, including ta-
See chapter 4 of Publication 946.bles for the mid-quarter convention. 1) Property without an asset class, but with

In addition to the rules for all listed prop-the same  depreciation method, recoveryYear 3–Year 5–Year 7–Year erty, there is a special dollar limit on the depre-period, and convention, that you place in1 33.33% 20% 14.29% ciation and section 179 deduction you canservice  in the same tax year, can be2 44.45% 32% 24.49% claim each year for passenger automobiles.grouped into the same general asset3 14.81% 19.2% 17.49%
account;4 7.41% 11.52% 12.49% Listed property defined. Listed property is

5 11.52% 8.93% 2) Property subject to the mid-quarter con- any of the following: 
6 5.76% 8.92% vention can  only be grouped into a gen-
7 8.93% 1) Any passenger automobile,eral asset account with  property that is
8 4.46% placed in service in the same quarter  of 2) Any other transportation vehicle (includ-

the taxable year; ing boats),Example.  You buy and place in service on
3) Property subject to the mid-month con-August 11, 1995, an item of 7–year property 3) Any property of a type generally used for

vention can only  be grouped into a gen-that cost $10,000. You do not elect a section entertainment, recreation, or amusement,
eral asset account with property that  is179 deduction. The unadjusted basis of the

4) Any computer and related peripheralplaced in service in the same month ofproperty is $10,000. You use the percentages
equipment unless it is used only at a reg-the taxable  year; andfor 7–year property to figure your depreciation.
ular business establishment and ownedYou multiply the property’s unadjusted ba- 4) Passenger automobiles subject to the lim-
or leased by the person operating thesis, $10,000, by 14.29% to get your deprecia- its on  passenger automobile depreciation
establishment.tion for 1995 of $1,429 for this item of 7–year must be grouped into  a separate general

property. For 1996, you multiply $10,000 by asset account. 5) Any cellular telephone (or similar tele-
24.49% to get your depreciation deduction of communication equipment) placed in ser-
$2,449. For later tax years, you multiply vice or leased in a tax year beginning after
$10,000 each year by the applicable 7–year 1989.Dispositions and Conversions  percentage to  ge t  your  deprec ia t ion
deduction. When you transfer ownership of property in a

Passenger automobiles. For passenger au-general  asset account or you permanently
tomobiles placed in service in 1995, your totalFiguring deductions without the tables.  In- withdraw it from use in  your trade or business
section 179 deduction and depreciation can-stead of using the percentage tables to figure or from the production of income,  it is consid-
not exceed $3,060. For the second year, itdepreciation, you can actually compute your ered disposed of. A disposition also occurs
cannot exceed $4,900. It cannot exceeddepreciation deduction each year. For more when you transfer property to a supplies,
$2,950 in the third year and $1,775 each laterinformation on this, see How To Figure the De- scrap, or similar account. A disposition in-
year. For more information, see Publicationduction Without Using the Tables in chapter 3 cludes the  sale, exchange, retirement, physi-
917.of Publication 946. cal abandonment, or  destruction of property;
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subject to federal income tax. For information the amount you realize from a sale or ex-What Records
on qualifying stock, see chapter 4 of Publica- change of property over its adjusted basis. A

Must Be Kept  tion 550, Investment Income and Expenses. loss is the excess of the adjusted basis of the
property over the amount you realize.You cannot take any depreciation or section

179 deduction for the use of listed property (in- Topics
cluding passenger automobiles) unless you This chapter discusses:
can prove business or investment use by ade-

Table 8-1. How to Figure a Gain or●  Sales and exchangesquate records or sufficient evidence to support
Lossyour own statements. ●  The treatment of gain or loss as ordinary

or capital
If: Then:Adequate Records  

Useful ItemsTo meet the adequate records requirement,
You may want to see:you must maintain an account book, diary, log, Adjusted basis is more You have a

statement of expense, trip sheet, or similar re- than amount realized loss
cord or other documentary evidence that, to- Publication
gether with the receipt, is sufficient to estab-

Amount realized is You have a□ 544 Sales and Other Dispositions oflish each element of an expenditure or use. It more than adjusted gainAssetsis not necessary to record information in an basis
account book, diary, or similar record if the in- □ 547 Nonbusiness Disasters,
formation is already shown on the receipt. Casualties, and Thefts
However, your records should back up your re-

□ 550 Investment Income and Expenses
ceipts in an orderly manner.

Basis.  The cost or purchase price of prop-Form (and Instructions)
How Long To erty is usually its basis for figuring the gain or

□ Sch D (Form 1040) Capital Gains andKeep Records  loss from its sale or other disposition.
Losses

Adjusted basis.  The adjusted basis ofFor listed property, records must be kept as far
□ 4684 Casualties and Thefts property is your original cost or other basis,back as any tax year for which excess depreci-

plus certain additions, such as improve-ation can be recaptured (included in income). □ 4797 Sales of Business Property
ments, and minus certain deductions, suchFor property placed in service after 1986,

□ 8824 Like-Kind Exchanges as depreciation and casualty losses. Seerecapture can occur in any tax year of the ADS
During the year, you may have sold or ex- Adjusted Basis in chapter 3. In determiningrecovery period.

changed some business assets. This chapter gain or loss, the cost of transferring propertyFor more information, see Publication 946.
explains how to figure your gain or loss on the to a new owner, such as selling expenses, is
sale or exchange and determine the effect it added to your adjusted basis.
has on your taxes.

Amount realized.  The amount you realize
from a sale or exchange is the total of all8.
money you receive plus the fair market valueSales and Exchanges  
of all property or services you receive. The

Sales and exchanges of property generally re-Gains and Losses amount you realize also includes any of your
sult in taxable gains or deductible losses. liabilities that are to be paid by the buyer and
However, some exchanges of property are any liabilities to which the property you trans-
nontaxable. An exchange of property for like ferred is subject, such as real estate taxes or
property is the most common type of transac- a mortgage.
tion in which no gain or loss is recognized.Important Changes If the liabilities relate to an exchange of

multiple properties, see Multiple PropertyCaution.  As this publication was being pre- Sale.  A sale is a transfer of property for Exchanges, and its discussion, Treatment ofpared for print, Congress was considering tax money or a mortgage, note, or other promise liabilities, in chapter 1 of Publication 544.law changes that would affect your 1995 tax to pay money. Fair market value.  Fair market valuereturn and 1996 estimated taxes. These
(FMV) is the price at which the propertychanges include: Exchange.  An exchange is a transfer of prop- would change hands between a buyer and a

erty for other property or services, and may be● Capital gains and losses, and seller when both are aware of all the neces-
taxed in the same way as a sale. However, see sary facts and neither has to buy or sell. If● Sale of your home. Nontaxable Like-Kind Exchanges, later. parties with adverse interests place a value

on property in an arm’s-length transaction,See Publication 553, Highlights of 1995 Tax Involuntary exchanges (conversions). that is strong evidence of FMV. If there is aChanges, for further developments. Informa- These occur when your property is destroyed, stated price for services, this price is treatedtion on these changes will also be available stolen, condemned, or disposed of under as the FMV, unless there is evidence to theelectronically through our bulletin board or via threat of condemnation, and other property or contrary.the Internet (see page 34 of the Form 1040 money, such as insurance proceeds or a con-
Instructions). Example. In your fishing business, youdemnation award, is received in payment. For

the tax treatment of destroyed or stolen prop- used a boat that you bought for $30,000.
erty, see chapter 9. For information on con- You made certain permanent improvements
demned property, see Publication 544. at a cost of $10,000. Depreciation had beenImportant Reminders deducted in the amount of $31,600. You sold

the boat for $20,000, plus property having aInvesting in small business.  Beginning in Determining
fair market value of $2,000. The buyer as-1998, investments in certain small business Gain or Loss sumed your note of $17,000. Your selling ex-stock held more than 5 years will qualify for a
penses were $1,000. Your gain on the sale isspecial tax benefit. If you sell or exchange the Gain or loss is usually realized when property

stock at a gain, only one-half of the gain will be is sold or exchanged. A gain is the excess of figured as follows:

Chapter 8 GAINS AND LOSSES Page 31



Amount realized: difference between the amount realized and property for similar personal property are ex-
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000 the adjusted basis of the old fishing vessel. changes of like property. For example, the
FMV of property received . . . . . . . . . . . . . . 2,000 trade of an apartment house for a store build-
Note (assumed by buyer) . . . . . . . . . . . . . . . 17,000 ing or a fishing boat for another fishing boat isSale and purchase.  If you sell property and

a like-kind exchange. The exchanges of citybuy similar property in two mutually dependentAmount realized $39,000
real property for farm real property and im-transactions, you may have to treat the saleAdjusted basis:
proved real property for unimproved real prop-and purchase as a s ingle nontaxableCost of boat . . . . . . . . . . . . . . . . . . $30,000
erty are exchanges of property for like prop-exchange.Improvements . . . . . . . . . . . . . . . 10,000
erty. An exchange of personal property for realTotal . . . . . . . . . . . . . . . . . . . . . . . . . $40,000 Example.  You used a pickup truck in your
property is not an exchange of like property.Minus: Depreciation . . . . . . . . . 31,600 business for four years. Its adjusted basis is

Personal property.  Depreciable tangible$500 and its trade-in value is $1,000. You areAdjusted basis . . . . . . . . . . . . . . . $ 8,400
personal property can be either ‘‘like kind’’ orinterested in a new truck that has a cash pricePlus: Selling expenses . . . . . . 1,000 9,400
‘‘like class’’ to qualify for nonrecognition treat-of $10,500. Ordinarily, you would trade yourGain on sale $29,600 ment. Like-class properties are depreciableold truck for the new one and pay the dealer
tangible personal properties within the samean additional $9,500. Your basis for deprecia-
General Asset Class or Product Class. Prop-tion for the new truck would be $10,000Amount recognized.  Your gain or loss real- erty classified in any General Asset Class may($9,500 paid plus $500 basis for the old truck).ized from a sale or exchange of property is not be classified within a Product Class. Gen-However, you arrange to sell your old truck tousually a recognized gain or loss for tax pur- eral Asset Classes describe the types ofthe dealer for $1,000 and buy the new truckposes. Recognized gains must be included in property frequently used in many businesses.from the same dealer for $10,500. You will stillgross income. Recognized losses are deducti- Product Classes include property listed in abe considered to have exchanged your oldble from gross income. However, there are ex-
4-digit product class (except any ending intruck for the new one, because the sale andceptions to this rule, as discussed next under
‘‘9,’’ a miscellaneous category) in Division D ofpurchase were reciprocal and mutually depen-Nontaxable Like-Kind Exchanges. For other
the Standard Industrial Classification codes ofdent. Your basis for depreciation for the newexceptions, see Other Nontaxable Exchanges
the Executive Office of the President, Office oftruck is $10,000, the same as if you traded theunder Nontaxable Exchanges in chapter 1 of
Management and Budget, Standard Industrialold truck.Publication 544.
Classification Manual (SIC Manual). For more
information, see chapter 1 of Publication 544.Reporting the exchange.  Report the ex-Nontaxable Like-Kind change of like-kind property on Form 8824.

The instructions for the form explain how to re-Exchanges Partially nontaxable exchange.  If you re-
port the details of the exchange. Report the ceive cash or unlike property in addition to likeCertain exchanges are not taxable. This
exchange even though no gain or loss is property, and the preceding conditions aremeans that any gain from the exchange is not
recognized. met, you have a partially nontaxable ex-taxed, and any loss cannot be deducted. In

If you have any taxable gain because you change. You are taxed on the gain you realize,other words, even though you may realize a
received money or unlike property, report it on but only to the extent of the cash and the fairgain or loss on the exchange, it will not be rec-
Schedule D (Form 1040) or Form 4797, which- market value of the unlike property you re-ognized until you sell or otherwise dispose of
ever applies. You may also have to report ordi- ceive. A loss is never deductible in a nontax-the property you receive.
nary income because of depreciation on Form able exchange, even though you receive cashThe exchange of property for the same
4797. See Gain on Disposition of Depreciable or unlike property. The basis of your new prop-kind of property is the most common type of
Property, later, and its discussion on like-kindnontaxable exchange. To be nontaxable, a erty is discussed in chapter 3.
exchanges or involuntary conversions underlike-kind exchange must: Example.  You exchange a fishing boatOther Dispositions.

1) Involve qualifying property, and that has an adjusted basis of $8,000 for an-
other fishing boat. The boat you receive has a2) Involve like property. Qualifying property.  The property must be
fair market value of $10,000. You also receivebusiness or investment property. Both the
$1,000 in cash. Although the total gain real-These two requirements are discussed later. If property you trade and the property you re-
ized on the transaction is $3,000, only $1,000the like-kind exchange includes the receipt of ceive must be held by you for business or in-
(cash received) is recognized (included in yourmoney or unlike property, you may have a tax- vestment purposes. Neither property may be
income).able gain. (See Partially nontaxable exchange, property used for personal purposes, such as

Assumption of liabilities.  You must treatlater.) your family car.
the assumption of your liabilities by the otherAdditional requirements apply to ex- The property must not be property you pri-
party or your transfer of property subject to a li-changes in which the property received is not marily hold for sale. The property you trade
ability as the receipt of cash.received immediately upon the transfer of the and the property you receive must not be

property given up. See Deferred exchanges, property you sell to customers, such as mer- Example.  The facts are the same as in the
later. chandise. It must be property held for use in preceding example, except the property you

your business or property held for investment. transfer is subject to a $3,000 loan. Figure the
Money paid.  If, in addition to giving up like Fishing vessels, engines, radar, trucks, and gain realized and the amount of gain to be
property, you pay money in a like-kind ex- rental houses are examples of property to taxed as follows:
change, you still have no taxable gain or de- which the rule applies.
ductible loss. See chapter 3 to determine the FMV of like property received . . . . . . . . . . . . . $10,000The like-kind exchange rules do not apply
basis of your new property. to exchanges of accounts receivable, stocks, Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

bonds, notes, choses in action, certificates of Loan assumed on property given up . . . . . . 3,000Example.  A fisherman trades an old fish-
trust or beneficial interest, or other securitiesing vessel for a new one. The new one costs Total received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,000
or evidences of indebtedness or interest, or$9,800. He is allowed $1,000 for the old fish- Less: Adjusted basis of property you
the exchange of partnership interests.ing vessel and pays $8,800. He has no taxable transferred . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

For the rules regarding the exchange ofgain or deductible loss on the transaction re-
Realized gain $ 6,000partnership interests, see Publication 541.gardless of the adjusted basis of the old ves-

sel. If the fisherman sold the old fishing vessel
The realized gain is taxed only to the extentLike property.  There must be an exchangeto a third party for $1,000 and bought a new

of $4,000, the sum of the cash ($1,000) andof like property. The exchange of real estateone, he would have a recognized gain or loss
for real estate and the exchange of personal the loan ($3,000).on the sale of the old vessel, measured by the

Page 32 Chapter 8 GAINS AND LOSSES



Unlike property given up.  If you give up un- For more information, see Deferred Ex- 3) An automobile used for pleasure or for
changes under Like-Kind Exchanges, in chap- commuting. (If your automobile is usedlike property in addition to like property, you
ter 1 of Publication 544. both for pleasure or commuting and formust recognize gain or loss only on the unlike

business, it is partly a capital asset andIdentification requirement.  The propertyproperty you give up. The gain or loss is the
partly a noncapital asset, as definedmust meet the identification requirement. Thedifference between the adjusted basis of the
later.)property to be received must be identified byunlike property and its fair market value.

the day that is 45 days after the date you trans- 4) Stocks and bonds when held by individu-
fer the property given up in the exchange. AnyLike-kind exchanges between related par- als for investment. (You will find additional
property received by that day is considered toties.  Special rules apply to like-kind ex- items listed in Publication 550.)
have been identified. The identification re-changes made between related parties.
quirement may be met by designating theThese rules affect both direct and indirect ex- Personal use property.  Property held forproperty to be received in the contract be-changes. Under these rules, if either party dis- personal use is a capital asset. Gain from atween the parties.poses of the property within 2 years after the sale or exchange of that property is a capitalReceipt requirement.  The exchangeexchange, then the exchange is disqualified gain. Loss from the sale or exchange of thatmust meet the receipt requirement. The prop-from nonrecognition treatment. The gain or property is not deductible. You can deduct aerty must be received by the earlier of:loss on the original exchange must be recog- loss relating to personal use property only if it

nized as of the date of that later disposition. ● The 180th day after the date on which you results from a casualty or theft.
The 2-year holding period begins on the date transfer the property given up in the ex- Personal casualty gains and losses.  To
of the last transfer of property that was part of change, or figure your personal casualty (or theft) gain,
the like-kind exchange. subtract your adjusted basis in the property● The due date, including extensions, for your

Related parties.  Under these rules, re- from any insurance or other reimbursements.tax return for the tax year in which the trans-
lated parties generally include you and a mem- To figure your personal casualty (or theft)fer of the property given up occurs.

loss, reduce each loss by any reimbursementber of your family (spouse, brother, sister, par-
and by $100. If your personal casualty gainsent, child, etc.), you and a corporation in which You must receive substantially the same
for the tax year exceed your personal casualtyyou have more than 50% ownership, you and property that met the identification require-
losses, all of your personal casualty gains anda partnership in which you directly or indirectly ment, discussed earlier.
losses are treated as sales and exchanges ofown more than a 50% interest of the capital or
capital assets. If your personal casualty lossesprofits, and two partnerships in which you di-
for the tax year exceed your personal casualtyrectly or indirectly own more than 50% of the
gains, the excess is deductible on Schedule Acapital interests or profits interests. For more Ordinary or Capital
(Form 1040) to the extent it exceeds 10% ofinformation on related parties, see Nonde- Gain or Loss your adjusted gross income. Use Section A ofductible Loss, under Sales and Exchanges
Form 4684 to report all personal casualtyBetween Related Parties in chapter 2 of Publi- If you have a taxable gain or a deductible loss
gains and losses. For more information, seecation 544. from a sale or exchange of property, it may be
Publication 547.

either an ordinary gain or loss, or a capital gain
Exchanges of multiple properties.  Under or loss, or a combination of both. Usually, the
the like-kind exchange rules, you must gener- Noncapital Assets full amount of an ordinary gain is taxable, and
ally make a property-by-property comparison the full amount of an ordinary loss is deducti- An asset is a noncapital asset if it is excluded
to figure your recognized gain and the basis of ble. The tax treatment of a capital gain or loss from the definition of capital assets. A list of
the property you receive in the exchange. depends upon whether the gain or loss is short properties excluded from the definition of capi-
However, for exchanges of multiple proper- or long term and whether the taxpayer is an in- tal assets appears in the Schedule D (Form
ties, you do not make a property-by-property dividual or a corporation. 1040) instructions.
comparison if you: For individuals, net capital gains may not

be taxed at the same rate as ordinary income. Property held for sale in the ordinaryTransfer and receive properties in two or
Your deduction for capital losses may be lim- course of your fishing business.  Propertymore exchange groups, or
ited. See chapter 10. you hold mainly for sale, such as fish, lobsters,

Transfer or receive more than one prop- Generally, you will have a capital gain or and crabs, are noncapital assets. Gain or loss
erty within a single exchange group. loss if you sell or exchange a capital asset. from sales or other dispositions of such prop-

You may also have a capital gain or loss if you erty is ordinary income or loss and is reported
In this situation, you figure your recognized sell or exchange a noncapital asset that is on Schedule C (Form 1040) and not on Form
gain and the basis of the property received by section 1231 property, described later. 4797.
comparing the properties within each ex- See chapter 2 of Publication 544 for spe-
change group. cial rules that apply to: Business assets.  Business assets classified

For more information, see Multiple Prop- as real property or depreciable property usedSales and exchanges between relatederty Exchanges under Like-Kind Exchanges in in your trade or business are noncapital as-parties,
chapter 1 of Publication 544. sets, but may be treated as capital assets if

Loss from an abandonment of property, held for more than 1 year. See Section 1231
Deferred exchanges.  A deferred exchange Property, next.Sale of business, and
is one in which you transfer property you use in You report gain on depreciable propertyDispositions of intangible property.business or hold for investment and, at a later that you use in your trade or business and hold
time, you receive like-kind property you will for more than 1 year in Part III, Form 4797.
use in business or hold for investment. (The This part of Form 4797 is used to figure the
property you receive is replacement prop- Capital Assets part of gain, if any, that is subject to recapture
erty.) The transaction must be an exchange as ordinary income due to depreciation, amor- All items you own and use for personal, plea-
(that is, property for property) rather than a tization, or depletion. Any gain that is moresure, or investment purposes are capital
transfer of property for cash that is used to than the amount subject to recapture as ordi-assets.
purchase replacement property. The ex- nary gain is netted with other section 1231Some examples of capital assets are:
change must meet the requirements dis- gains and losses in Part I.

1) A home owned and occupied by you andcussed earlier and the property to be received If you hold assets that you use in your trade
your family.must  meet  ident i f i ca t ion and rece ip t or business for 1 year or less, any gain or loss

requirements. 2) Household furnishings. on disposition is an ordinary gain or loss and is
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reported in Part II, Form 4797. Ordinary gains losses are recaptured beginning with the earli- 1) Ordinary depreciation deductions;
est year subject to recapture.may be taxed at a higher rate of tax than capi- 2) Amortization deductions for—

tal gains, as discussed in chapter 10.
a) The cost of acquiring a lease,Form 4797.  Section 1231 gains and losses
b) The cost of lessee improvements,are figured on Form 4797. See chapter 10 forSection 1231 Property 

more information on Form 4797. c) Pollution control facilities,Real property and depreciable or amortizable
d) Reforestation expenses,personal property used in a trade or business Gain on Disposition ofor held for the production of rents or royalties e) Section 197 intangibles,

and held for more than 1 year is section 1231 Depreciable Property
f) Child care facility expenditures madeproperty. Gain or loss recognized on its sale, If you took depreciation on property, you may before 1982, andexchange, or involuntary conversion is subject have to treat a gain on the property’s disposi-
g) Franchises, trademarks, and tradeto section 1231 treatment. Capital assets held tion as ordinary income.

names acquired before August 10,in connection with a trade or business or a
1993;transaction entered into for profit and subject Section 1245 Gain 

to an involuntary conversion are also section 3) The section 179 expense deduction;A gain on the disposition of section 1245 prop-
1231 property if held more than 1 year. 4) Deductions for–erty (depreciable personal property) is treated

as ordinary income to the extent of deprecia- a) The cost of removing barriers to theSales or exchanges.  Sales or exchanges of tion allowed or allowable on the property. Sec- disabled and the elderly,the following types of properties may result in tion 1245 property includes both tangible and
b) Tertiary injectant expenses, andgain or loss subject to section 1231 treatment: intangible personal property. For more infor-
c) Depreciable clean-fuel vehicles and re-mation on the types of section 1245 property,1) Depreciable or amortizable property used

fueling property (less the amount of anysee Depreciation Recapture on Personalin your business, such as a fishing vessel,
recaptured deduction); andProperty in chapter 4 of Publication 544.refrigeration equipment, or a truck.

5) The amount of any basis reduction for the2) Real estate used in your business, such
Treatment of gain.  The amount of gain investment credit (less the amount of anyas your gear shed or net loft.
treated as ordinary income on the sale, ex- basis increase for any credit recapture).

3) Property held for the production of rents change, or involuntary conversion of section
6) The amount of any basis reduction for theor royalties. 1245 property, including a sale and leaseback

qualified electric vehicle credit (less thetransaction, is limited to the lower of:
amount of any basis increase for credit

Involuntary conversions.  Section 1231 1) The depreciation and amortization al- recapture).
treatment applies to the gain or loss on busi- lowed or allowable on the property (the
ness property and capital assets held in con- recomputed basis of the property minus Depreciation allowed or allowable.  The
nection with a trade or business or a transac- the adjusted basis of the property), or greater of depreciation allowed or allowable is
tion entered into for profit, held for more than 1 generally the amount to use in figuring the part2) The gain realized on the disposition (theyear, resulting from condemnations or from of the gain to report as ordinary income. If, inamount realized from the disposition mi-casualties and thefts (whether insured or unin- prior years, you have consistently takennus the adjusted basis of the property).
sured). These include casualty or theft to busi- proper deductions under one method, the
ness property, property held for the production amount allowed for your prior years will not beFor any other disposition of section 1245 prop-of rents and royalties, and investment property increased even though a greater amounterty, ordinary income is the lower of (1) above(such as notes and bonds). Insurance pay- would have been allowed under anotheror the amount by which its fair market valuements or other reimbursement must be taken proper method. If you did not take any deduc-exceeds its adjusted basis. See Other Disposi-
into account in arriving at the net gain or loss. tion at all for depreciation, your adjustments totions, later.
However, if your casualty or theft losses ex- basis for depreciation allowable are figured byRecomputed basis.  The recomputed ba-
ceed casualty or theft gains, neither the gains using the straight line method.sis of your section 1245 property is the total of
nor losses are taken into account in the sec- This treatment applies only when figuringits adjusted basis plus depreciation and amor-
tion 1231 computation. what part of the gain is treated as ordinary in-tization adjustments (allowed or allowable) re-

come under these rules.flected in the adjusted basis. These include
Treatment of gains and losses.  Combine all adjustments:
the gains and losses from the sale or other dis- Reporting gain.  Gain from the sale, ex-

On property you exchanged for, or con-position of section 1231 property for the tax change, involuntary conversion, or other dis-
verted to, your section 1245 property inyear. Excess section 1231 gains over your position of section 1245 property is figured in
a like-kind exchange or involuntarysection 1231 losses result in a net section Part III of Form 4797. This gain may be ordi-
conversion, and1231 gain. These gains and losses are treated nary income or a combination of ordinary in-

as long-term capital gains or long-term capital come and capital gain income. See chapter 10Allowed or allowable to a previous owner,
losses. (If you had net section 1231 losses in for more information.if your basis is determined with refer-
prior years, see the next discussion.) If your ence to that person’s adjusted basis.
section 1231 losses exceed your section 1231 Section 1250 Gain  
gains, you have a net section 1231 loss. If you Example.  In January 1993, Don Smith A gain on the disposition of section 1250 prop-
have a net section 1231 loss or your section bought and placed in service section 1245 erty (depreciable real property) is treated as
1231 gains and losses are equal, treat each property that cost $10,000 and had a 5-year ordinary income to the extent of additional de-
item as an ordinary gain or loss. life. By the end of 1995, he deducted $7,120 of preciation allowed or allowable on the prop-

Recapture of net ordinary losses.  A net depreciation using the MACRS method, which erty. To determine the additional depreciation
section 1231 gain is treated as ordinary in- reduced the asset’s adjusted basis to $2,880. on section 1250 property, see Additional de-
come to the extent it does not exceed your Since this adjusted basis reflects deductions preciation, later. Corporations may also have
nonrecaptured net section 1231 losses taken for depreciation of $7,120, the recomputed to treat an additional amount of the gain as or-
in prior years. Nonrecaptured losses are the basis of the property is $10,000. dinary income.
total of your net section 1231 losses for your Depreciation and amortization.  Depreci- Generally, there is no additional deprecia-
five most recent preceding tax years that have ation and amortization that must be recap- tion (defined later) on the disposition of resi-
not yet been applied (recaptured) against any tured as ordinary income include (but are not dential rental property or nonresidential real
net section 1231 gains in those years. Your limited to) the following items: property placed in service after 1986 because
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these properties are depreciated using the subsequent disposition is subject to recapture, kind, similar, or related property is also re-
straight line method. ceived in the transaction.the donee must take into account the depreci-

Section 1250 property includes all real ation that you deducted in figuring the gain to If you must include gain as ordinary income
property that is subject to an allowance for de- be reported as ordinary income. because of depreciation, the amount to be in-
preciation and that is not and never has been cluded, figured under the rules explained ear-
section 1245 property. It includes a leasehold lier under Section 1245 Gain, is limited to theDisposition part gift and part sale or ex-
of land or section 1250 property that is subject sum of:change.  If you transfer depreciable personal
to an allowance for depreciation. A fee simple property or real property for less than its fair 1) The gain that must be included in income
interest in land is not included because it is not market value in a transaction considered to be under the rules for like-kind exchanges or
depreciable. partly a gift and partly a sale or exchange, and involuntary conversions, plus

If, because of a change in use, section you have a gain because the amount realized
2) The fair market value of the like-kind, sim-1250 property becomes section 1245 property is more than your adjusted basis, you must re-

ilar, or related property other than depre-in the hands of a taxpayer, it may never again port ordinary income (up to the amount of gain
ciable personal property acquired in thebe treated as section 1250 property by that realized) to recapture depreciation. If the de-
transaction.taxpayer. preciation (additional depreciation, if section

1250 property) is more than the gain, the bal-
Treatment of gain.  If you realize a gain on Example 1.  You bought new equipmentance is carried over to the transferee to be
the disposition of section 1250 property and for your boat for $4,300 plus your old equip-taken into account on any later disposition of
the depreciation you took under the deprecia- ment for which you were allowed a $1,360the property.
tion method you used is more than the depre- trade-in. The old equipment cost you $5,000 2Example. You transferred your fishingciation that would have been allowable under years ago. You took depreciation deductionsboat to your son for $20,000. The boat had anthe straight line method for the same period, of $3,950. Even though you deducted depreci-adjusted basis to you of $10,000 and a fairyou must report part of your gain as ordinary ation of $3,950, the $310 gain ($1,360 trade-inmarket value of $40,000, and your deprecia-income. Corporations may also have to report allowance minus $1,050 adjusted basis) is nottion was $30,000. You are considered to havean additional amount as ordinary income. The reported because it is excluded under themade a gift of $20,000, the difference be-balance is treated as a gain from a section rules for like-kind exchanges and you receivedtween the $40,000 fair market value and the1231 transaction discussed earlier. However, only depreciable personal property in the$20,000 sales price to your son. You have aif you held the property for more than 1 year exchange.taxable gain on the transfer of $10,000and depreciated it exclusively on the straight

Example 2.  On January 4, 1993, you($20,000 sale price minus $10,000 adjustedline method, your gain is not subject to this
bought equipment for your boat for $1,500.basis) that must be reported as ordinary in-treatment and you treat the entire gain as a
You deducted $300 and $480 under MACRScome due to depreciation. Since you reportgain from a section 1231 transaction. For
on your 1993 and 1994 returns. On January 3,$10,000 of your $30,000 depreciation as ordi-more information, see chapter 4 of Publication
1995, a fire destroyed the equipment and younary income on the transfer of the boat, only544.
received $1,200 from your fire insurance real-the remaining $20,000 depreciation is carried
izing a gain of $480 ($1,200 minus $720 ad-over to your son and is to be taken into ac-Additional depreciation.  If you hold section
justed basis). You choose to postpone gain,count by him on any later disposition of the1250 property longer than 1 year, the addi-
but replacement equipment cost you onlyproperty.tional depreciation is the excess of actual de-
$1,000. Your taxable gain under the rules forpreciation adjustments over the depreciation
involuntary conversions is limited to the re-Transfers at death.  When a taxpayer dies,figured using the straight line method. For a list
maining $200 insurance payment. Because allno gain is reported on depreciable personalof items treated as depreciation adjustments,
of your replacement property is depreciableproperty or real property that is transferred tosee Depreciation and amortization under Sec-
personal property, your ordinary income be-the taxpayer’s estate or beneficiary. For moretion 1245 Gain, earlier. If you hold section
cause of depreciation is limited to $200.information, see Publication 559.1250 property for 1 year or less, all of the de-

If the decedent disposed of the propertypreciation is additional depreciation.
Form 4797.  Form 4797, discussed in chapterbefore death and, because of his or herYou will have additional depreciation if you
10, is used to report the gain or loss from themethod of accounting or for any other reason,used the regular ACRS method, the declining
preceding transactions.the gain from the disposition is reportable bybalance method, the sum of the years-digits

the estate or beneficiary, it must be reported inmethod, the units-of-production method, or
the same way the decedent would have beenany other method of rapid depreciation.
required to report it if he or she were still alive.

Reporting gain.  Gain from the sale, ex- Example.  Jim Smith owned a fishing boat
change, involuntary conversion, or other dis- that, upon his death, was inherited by his son. 9.
position of section 1250 property is figured in No ordinary income because of depreciation is
Part III of Form 4797. This gain may be ordi- reportable on the transfer, even though the
nary income or a combination of ordinary in- Casualties andvalue used for estate tax purposes is more
come and capital gain income. See chapter 10 than the adjusted basis of the boat to Jim Theftsfor more information. when he died. However, if Jim sold the boat

before his death and realized a gain and if, be-
cause of his method of accounting, the pro-Other Dispositions 
ceeds from the sale are income in respect of aThis section discusses transfers of deprecia- Topics
decedent reportable by his son, the son mustble property by gift, at death, in like-kind ex- This chapter discusses:
repor t  o rd inary  income because  o fchanges, and in involuntary conversions. It

● Casualties and theftsdepreciation.also explains how to handle a single transac-
● Proof of losstion involving a combination of depreciable

Like-kind exchanges or involuntary con-property and other property. ● How to figure a loss
versions.  A like-kind exchange of your depre-

● When loss is deductibleciable personal property, or an involuntaryGifts.  If you make a gift of depreciable per-
conversion of the property into similar or re-sonal or real property, you do not have to re- ● How to figure a gain
lated property, will not result in your having toport income on the transaction. However, if

● Postponing gainreport ordinary income because of deprecia-the person who receives it (donee) sells or
tion unless money or property other than like-otherwise disposes of the property and this ● Reporting gains and losses
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you, the damage, destruction, or loss of expect to receive. This is true even though theUseful Items
your car or boat is not a casualty. fair market value of your property before theYou may want to see:

loss was less than its adjusted basis. For ex-
Gradual deterioration.  Damage from ample, if you claimed the cost of wet gear as aPublication

gradual or progressive deterioration, such as business expense for the year of purchase□ 544 Sales and Other Dispositions of
from rust, corrosion, or termites, is not a rather than capitalizing its cost and claimingAssets
casualty. depreciation, you have no adjusted basis and

□ 547 Nonbusiness Disasters, thus no deductible loss.
Casualties, and Thefts Related expenses.  Expenses such as the If you have a casualty or theft loss that is

care of personal injuries and rental of equip- from property you held for personal use, it is
Form (and Instructions) ment are not deductible as part of a casualty subject to the $100 and 10% limits, as dis-

loss. However, if you have these expenses for□ 1040X Amended U.S. Individual cussed in Publication 547.
a casualty loss to your business property, youIncome Tax Return
may be able to deduct them as business ex- Amount received.  The amount you receive□ 4684 Casualties and Thefts penses. See also Repair costs, discussed

includes the money plus the fair market valuelater.
of unlike property you receive for the dam-

A casualty occurs when property is dam- aged, destroyed, or stolen property minus your
Theftaged, destroyed, or lost due to a sudden, un- expenses to collect them. It also includes any

expected, or unusual event. A theft occurs A theft is the unlawful taking and removing of insurance or other reimbursement you receive
when property is stolen. A casualty or theft money or property with the intent to deprive or expect to receive.
may result in a deductible loss on your federal the owner of it. Theft includes, but is not lim-
income tax return. ited to, larceny, robbery, and embezzlement. Business property stolen.  If your business

An involuntary conversion  occurs when Misrepresentation, however, is not a theft. property is stolen, your deductible loss is your
you receive money or other property, such as adjusted basis in your property. Reduce the
insurance proceeds, as reimbursement for a Mislaid or lost property.  The mere disap- loss by any insurance or other reimbursement
casualty or theft. pearance of money or property in itself is not a you receive or expect to receive.

If an involuntary conversion results in a theft. However, an accidental loss or disap-
gain, you can postpone recognition of the gain pearance of property may be a casualty if it re-

Business property partly destroyed.  Theon your income tax return if you receive or buy sults from an identifiable event that is sudden,
amount of a casualty loss of business propertyqualified replacement property within the unexpected, or unusual.
partly destroyed is the decrease in the fairspecified replacement period. For more infor-
market value of your property, or the adjustedmation, see Postponing Gain, later.
basis of your property, whichever is less. Re-
duce this amount by any insurance or other re-Proof of Loss
imbursement you receive or expect to receive.

To take a deduction for a casualty or theft loss,Casualties and Thefts 
you must be able to show that there was a cas-

Separate losses.  Figure separately each in-If your property is destroyed, damaged, or sto- ualty or theft, and support your deduction.
dividual property damaged or destroyed. Forlen, you may have a deductible loss. If the in-
example, if casualty damage occurs to bothsurance or other reimbursement is more than Casualty.  For a casualty loss, you should be
your storage shed and dock, figure the lossthe adjusted basis of the destroyed, damaged, able to show:
separately for the shed and dock.or stolen property, you may have a gain. For

1) The type of casualty (car or boat accident,information on casualties and thefts of per-
fire, storm, etc.) and when it occurred,sonal-use property, see Publication 547. Decrease in fair market value.  To figure the

2) That the loss was a direct result of the decrease in fair market value due to a casualty
casualty, and or theft, determine the fair market value ofCasualty 

your property immediately before and after the3) That you were the owner of the property,A casualty is the damage, destruction, or loss
loss. The decrease is the difference betweenor if you leased the property from some-of property resulting from an identifiable event
the value of the property immediately beforeone else, that you were liable, under athat is sudden, unexpected, or unusual.

contract, to the owner for the damage. and immediately after the casualty. Fair mar-
● A sudden event is one that is swift, not ket value is defined in chapter 3.

gradual or progressive. Theft.  For a theft, you should be able to show: Example 1.  You owned a fishing boat
● An unexpected event is one ordinarily un- 1) When you discovered that your property used in your business. The boat had an ad-anticipated and unintentional on the part of was missing, justed basis of $30,000 when it was partly de-the one who has the loss.

stroyed by a storm. The value immediately2) That your property was stolen, and
●  An unusual event is one that is not a day- before the storm was $60,000 and the value

3) That you were the owner of the property.to-day occurrence and that is not typical of immediately after was $40,000. The decrease
the activity in which you were engaged. in the fair market value is $20,000 ($60,000

minus $40,000). Since this is less than the ad-
Events that may cause casualty damage, justed basis, $30,000, your deductible loss is

destruction, or loss include: $20,000 minus any insurance or other reim-How To Figure a Loss 
1) Earthquake, hurricane, tornado, flood, bursement you receive or expect to receive.

How you figure the deductible casualty lossstorm, volcanic eruption, shipwreck, mine Example 2.  If, in Example 1, the value ofdepends on whether the loss was to businesscave-in, sonic boom, or vandalism. the boat after the storm had been onlyor nonbusiness property, and whether the
2) Fire, but if you willfully set the fire, or pay $25,000, the adjusted basis, $30,000, wouldproperty was partly or completely destroyed.

someone else to set it, any resulting dam- have been less than the value of the de-
age, destruction, or loss is not a casualty. stroyed part ($60,000 minus $25,000, orBusiness property completely destroyed.

$35,000). In this case, your deductible loss3) Car or boat accidents, but if your willful If your business property is completely de-
would be $30,000 minus any insurance ornegligence or willful act caused the acci- stroyed or stolen, your loss is the adjusted ba-
other reimbursement you receive or expect todent, or it was caused by the willful act or sis of your property minus any salvage, insur-
receive.willful negligence of someone acting for ance, or other reimbursement you receive or
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Repair costs.  You may use the cost of clean- ascertainable with reasonable accuracy. This same time, divide the lump-sum reimburse-
ing up and making repairs after a casualty as a could include a settlement, adjudication, or ment among the assets according to the fair
measure of the decrease in fair market value abandonment of the claim. market value of each at the time of the loss.
of the property, if: Figure the gain or loss separately for each as-

Disaster area losses.  If you have a deducti- set that has a separate basis.1) They are needed to restore the property
ble loss from a disaster in an area declared byto its condition before the casualty,
the President of the United States to be eligi- Reimbursement in a later year.  If you re-2) The cost of repairs is not excessive, ble for federal disaster assistance, you can ceive more reimbursement than expected af-

3) The repairs only take care of the damage, choose to deduct that loss on your return for ter deducting the loss in an earlier year, in-
and the immediately preceding tax year. If you do clude the extra reimbursement in your income

this, consider this loss as occurring in the pre- in the year you receive it. However, if any part4) The value of the property after repairs is
ceding year.no more than its value before the of the deduction did not reduce your tax for the

Make the election to deduct the loss in thecasualty. earlier year, do not include the extra reim-
preceding year by the later of: bursement for that part of your deduction. Do

The cost of debris removal may be used, not refigure the tax for the year you claimed1) The original due date of your tax return for
like the cost of repairs, as evidence of the the deduction.the year the disaster occurred, or
amount of the casualty loss if these conditions Use and occupancy insurance.  If insur-2) The due date of the preceding year’s re-
are satisfied. ance reimburses you for your loss of businessturn, including extensions.

You cannot deduct the cost of repairing, income, it does not reduce your casualty or
replacing, or cleaning up after the casualty un- theft loss. However, the insurance reimburse-Reimbursements.  If you receive insurance or
less it is a business expense. ment is income and taxed in the same manneranother type of reimbursement for your loss,

as your business income.you must subtract it from the loss when you
Appraisals.  An experienced and reliable ap-

figure your deduction. You cannot deduct the
praiser should make the appraisal. The ap-

reimbursed part of a casualty or theft loss.
praiser’s knowledge of sales of comparable

The amount you receive includes any
property and familiarity with your property How To Figure a Gain money plus the value of any property you re-
before and after the casualty, and the method

ceive, minus any expenses you have in ob- You have a gain from a casualty or theft if yourused to determine the loss are important ele-
taining reimbursement. It also includes any re- reimbursement is more than the adjusted ba-ments for proving a casualty loss.
imbursement used to pay off a mortgage or sis of the property. Decrease your gain by anyCars and trucks.  You may find the books
other lien on the property that was damaged, expenses you have to collect the reimburse-issued by various automobile organizations
destroyed, or lost by casualty or theft. ment, such as legal fees. Increase your gainuseful in figuring the value of your car or truck.

If you have a reasonable prospect of being by any money you receive for salvage. YouYou can use the wholesale or trade-in value
reimbursed for part or all of your loss, subtract can postpone reporting the gain if you acquiregiven in these books, and modify it for such
the expected reimbursement to figure your qualified replacement property within the re-factors as the mileage and condition of your
loss. Reduce your loss even if you do not re- placement period, as explained later.vehicle. A dealer’s offer for your car or truck as
ceive payment until a later tax year. If you later

a trade-in on a new car or truck is not usually a Example.  Your fishing boat was severelyreceive less than the amount expected, you
measure of its true value. damaged in a storm. The adjusted basis of themay deduct the difference when you deter-

boat was $52,000. Its fair market value beforemine that you cannot reasonably expect any
Basis of property damaged.  Reduce the ba- the storm was $65,000. The fair market valuemore reimbursement.
sis of property damaged or destroyed by a after the storm was $38,000. You sold some

Example 1.  In 1994, a collision with an-casualty by the allowable casualty loss deduc- equipment on board as salvage for $1,000.
other truck completely destroyed your busi-tion. Also reduce the basis by any insurance or Your insurance company reimbursed you
ness truck. The negligence of the other driverother reimbursement you receive. You in- $35,500 for your loss. Since your insurance re-
caused the accident. Your truck had a fair mar-crease your basis by any amounts spent to re- imbursement is more than the decrease in the
ket value of $4,000 and an adjusted basis ofbuild or restore the property after a casualty. fair market value of the boat, and is increased
$3,000. As of December 31, 1994, it was rea- by the salvage money, you have a gain.Example.  Your business truck is involved
sonable to believe you would recover the totalin an accident. After appraisals, you determine
damages from the owner of the other truck. 1) Adjusted basis . . . . . . . . . . . . . . . . . . . . . . . . . $52,000the loss to be $2,000. You carry $250 deducti-
You do not have a deductible loss in 1994. Inble insurance. You receive $1,750 from the in- 2) Value before storm . . . . . . . . . . . . . . . . . . . . $65,000January 1995, the court awards you a judg-surance company. Your deductible casualty 3) Value after storm . . . . . . . . . . . . . . . . . . . . . . . 38,000ment of $4,000. In July 1995, you can showloss is $250 ($2,000 minus $1,750 insurance).
with reasonable certainty you cannot collect 4) Decrease in value (2 minus 3) . . . . . . . . . $27,000Reduce the basis of your truck by your casu-
from the other driver. You can claim a $3,000alty loss, $250, and the insurance received, 5) Amount of loss (1 or 4, whichever isloss in 1995.$1,750. less) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $27,000

Example 2.  In 1994, your fishing boat, with
6) Insurance reimbursement . . . . . . . . . . . . . 35,500

an adjusted basis of $25,000, was completely
7) Gain on insurance (6 minus 5) . . . . . . . . . $ 8,500destroyed by fire. Your only claim for reim-
8) Salvage money . . . . . . . . . . . . . . . . . . . . . . . . 1,000When Loss Is bursement was an insurance claim for

$18,000. You can claim a casualty loss deduc- 9) Gain on casualty (7 plus 8) . . . . . . . . . . $ 9,500Deductible tion of $7,000 in 1994 because the most you
could possibly have collected from your claimCasualty losses are generally deductible only
was $18,000. In 1995, the insurance companyin the year in which they occur. Theft losses
offered to settle your claim for $15,000 andare generally deductible only in the year in
you accepted the offer. In 1995, you can claimwhich they are discovered. However, see  Dis- Postponing Gain  
an additional deduction of $3,000, the excessaster area losses, later.

You must ordinarily report the gain on yourof your total loss of $10,000 ($25,000 minus
damaged, destroyed, or stolen property if you$15,000) over the amount claimed in 1994Leased property.  If you lease property from
receive money or unlike property as reim-($7,000).someone else, you may deduct a loss on the
bursement. However, you can choose to post-property in the year the liability is fixed, not the
pone reporting the gain if you acquire qualifiedyear in which it is paid. You are not entitled to a Lump-sum reimbursements.  If you have a
replacement property that is similar or relateddeduction until your liability under the lease is casualty or theft loss of several assets at the
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in service or use to your involuntarily con- The replacement period begins on the Changing your mind.  You can change
verted property within a specific replacement date your property was damaged, destroyed, your mind about whether to report or postpone
period. or stolen. your gain at any time before the end of the re-

If a partnership or a corporation owns the The replacement period ends 2 years af- placement period. However, see Substituting
damaged, destroyed, or stolen property, only ter the close of the first tax year in which you replacement property, earlier.
the partnership or corporation, and not you, realize any part of your gain. Example.  A fire destroyed your property.can choose to postpone reporting the gain.

You had a gain of $5,000. You reported theTo postpone all the gain, the cost of your Extension.  You may get an extension of the gain on your return for the year you received it,replacement property must be at least as replacement period if you apply to the District and paid the tax due. You buy replacementmuch as the reimbursement you receive. If the Director of the Internal Revenue Service for property within the replacement period. Youcost of the replacement property is less than your area. Your application should contain all used all but $1,000 of your gain to buy the re-the reimbursement, include the gain in your in- the details about your need for an extension. placement property. You wish to change yourcome up to the amount of the unspent Make your application before the end of the election to postpone the tax on the $4,000 ofreimbursement. replacement period. You may file an applica- gain spent for the replacement property.Example.  A fire totally destroyed a fishing tion within a reasonable time after the replace- File a claim for refund on Form 1040X. At-boat used in your business. It had an adjusted ment period ends if you can show a good rea- tach an explanation to your Form 1040Xbasis of $9,000. During that year, you received son for the delay. You will get an extension of
showing that you previously reported the en-$11,000 from the insurance company and im- time if you can show reasonable cause for not
tire gain from the fire but you now want tomediately spent $9,500 to replace the de- making the replacement within the regular
change your election and report only the partstroyed boat. You realized a gain of $2,000 period.
of the gain ($1,000) not spent for replacementfrom the destruction of the old boat. Since
property.$1,500 of the insurance reimbursement was How to postpone the gain.  Report your

not spent for its replacement, report $1,500 in election to postpone your gain, along with all
your gross income. You can choose not to re- necessary details, on your return for the tax
port the other $500 of gain. If you spent only year in which you realize the gain. Reporting Gains and$8,500, you would have to report the entire

Replacement property acquired beforegain of $2,000. Losses  return filed.  If you acquire replacement prop-
erty before you file your return for the year in

Use Form 4684 to report gains and lossesReplacement Property which you realize gain, attach a statement to
from casualties and thefts. On Form 4684, listYou must buy replacement property for the your return. Show in the statement the amount
each item or article for which you are reportingspecific purpose of replacing your property. realized from the casualty or theft, how you fig-
a casualty or theft and gain or loss.Your replacement property must be similar or ured the gain, and any gain you will report as

related in service or use to the property it re- income.
places. You do not have to use the actual re- Replacement property acquired after
imbursement from your old property to acquire return filed.  If you intend to buy replacement
the replacement property. Property you re- property after you file your return for the year
ceive by gift or inheritance does not qualify as you realize gain, attach a statement to your re- 10.replacement property. turn. Show in the statement all the facts relat-

ing to the casualty or theft. Also show how you
Advance payment.  You have not purchased Reporting Gainsfigured the gain, and that you choose to re-
replacement property if you pay a contractor in place the property within the required replace-
advance to build your replacement property, and Lossesment period.
unless it is finished before the end of the re- You then attach another statement to your
placement period. return for the year in which you buy the re-

placement property. Show in this statement
Similar or related in service or use for an detailed information on the replacement prop-
owner-user.  If you are an owner-user, similar erty. If you acquire part of your replacement Important Changes 
or related in service or use means the replace- property in one year and part in another year,

Caution.  As this publication was being pre-ment property functions the same as the prop- make a statement for each year. Show in the
pared for print, Congress was considering taxerty it replaces. An example of replacement statement detailed information on the replace-

property that is similar or related in service is a law changes that would affect your 1995 taxment property bought in each year.
business vehicle that replaces another busi- return and 1996 estimated taxes. These
ness vehicle and the business uses it in the changes include:Taxpayer’s death.  If a taxpayer dies in thesame way.

year the gain is realized, but before replace- ● Capital gains and losses, and
ment property is acquired, there can be noSubstituting replacement property.  Once ● Sale of your home.election to postpone the gain. Instead, reportyou designate property as replacement prop-
the gain on the decedent’s final income taxerty, you may not substitute other qualified re- See Publication 553, Highlights of 1995 Taxreturn.placement property. The designation is made Changes, for further developments. Informa-

by the statement with your return reporting tion on these changes will also be availableAmended return.  File an amended return forthat you acquired replacement property. How- electronically through our bulletin board or viathe tax year in which the gain was realized ifever, if after you replace the property you dis- the Internet (see page 34 of the Form 1040you made the election to postpone tax on thecover it does not qualify as replacement prop-
Instructions).gain and latererty, you may, within the replacement period,

substitute the other qualified replacement 1) did not acquire replacement property Topicsproperty. within the replacement period, or
This chapter discusses:

2) the replacement property costs less thanReplacement Period  ● Schedule D (Form 1040)anticipated at the time you made the elec-
To postpone reporting your gain, you must buy tion, or ● Form 4797
replacement property within the replacement

3) you decided not to replace the property.period. ● Form 4684
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Information returns. If you sell or exchange Long-term gains and losses.  Gain or loss onUseful Items
the sale or exchange of a capital asset heldcertain assets, you should receive an informa-You may want to see:
more than 1 year is a long-term capital gain ortion return showing the proceeds of the sale.
loss. Report it in Part II.This information is also provided to the Inter-Publication

Net long-term gain or loss.  Net sectionnal Revenue Service.
□ 544 Sales and Other Dispositions 1231 gain from Part I of Form 4797, after anyForm 1099–B.  If you sold stocks, bonds,

of Assets reduction for prior years’ nonrecaptured netcommodities, etc., you should receive Form
section 1231 losses, is long-term capital gain.1099–B or an equivalent statement.□ 537 Installment Sales See chapter 8. Report this gain in Part II ofWhether or not you receive Form 1099–B,
Schedule D (Form 1040). The following are□ 550 Investment Income and Expenses you must report all taxable sales of stocks,
also reported in Part II:bonds, commodities, etc., on Schedule D. For

more information about figuring gains andForm (and Instructions) 1) Capital gain distributions from regulated
losses from these transactions, see chapter 4 investment companies, mutual funds, and□ Schedule D (Form 1040) Capital in Publication 550. real estate investment trusts,Gains and Losses Form 1099–S.  Information reporting must

2) Your share of long-term capital gains orbe provided on certain real estate transac-□ 4684 Casualties and Thefts
losses from partnerships, S corporations,tions. Generally, the person responsible for

□ 4797 Sales of Business Property and fiduciaries, andclosing the transaction must complete Form
1099–S. He or she is required to indicate on□ 6252 Installment Sale Income 3) Any long-term capital loss carryover.the form the sale or exchange of improved or

□ 8824 Like-Kind Exchanges unimproved land, a house, building, or other
This chapter discusses the reporting of The result from combining these items withpermanent structure, a condominium unit, or

capital gains and losses and ordinary gains other long-term capital gains and losses isstock in a cooperative housing corporation.
and losses from sales, exchanges, and other your net long-term capital gain or loss.If you have sold or exchanged any of the
dispositions of property. It covers the use of above types of property, the reporting person
Schedule D (Form 1040), Form 4684, and must give you a copy of the Form 1099–S or a Total net gain or loss.  Figure your total netForm 4797.

statement containing the same information as gain or loss by combining your net short-termAlthough this discussion refers to Sched-
the Form 1099-S. capital gain or loss with your net long-termule D (Form 1040), the rules discussed here

If you receive or will receive property or capital gain or loss. Enter the result on line 18,also apply to taxpayers other than individuals.
services in addition to gross proceeds (cash or Part III. If losses are more than gains, see theHowever, the rules for property held for per-

later discussion on Treatment of capitalnotes) in this transaction, the person reportingsonal use will usually not apply to taxpayers
losses.does not have to value that property or thoseother than individuals.

services. In that case, the gross proceeds re-
ported on Form 1099–S will be less than the Maximum tax rate on capital gains for indi-Personal use property.  Report gain on the sales price of the property you sold. Figure any viduals.  The 31%, 36%, and 39.6% incomesale or exchange of property held for personal gain or loss according to the sales price, which tax rates for individuals do not apply to netuse (such as your home) on Schedule D. Loss is the total amount you realized on the capital gains. The maximum tax rate on netfrom the sale or exchange of property held for transaction. capital gain is 28%. Net capital gain is the ex-personal use is not deductible. But if you had a

cess of net long-term capital gain for the yearloss from the sale or exchange of real estate
over the net short-term capital loss for theheld for personal use (other than your main
year.home), report the transaction on Schedule D Schedule D Figuring tax on net capital gains.  If youeven though the loss is not deductible. Com-
file Schedule D and both lines 17 and 18 ofplete columns (a) through (e) and write ‘‘Per- Where you report a sale or exchange on Schedule D are gains, or if you reported capitalsonal Loss’’ across columns (f) and (g). Schedule D (Form 1040) depends on how gain distributions on line 13, Form 1040, you

long you held (owned) the property. may need to use the Capital Gain Tax Work-
Caution:  As this publication was being sheet, provided in the instructions for line 38 of

prepared for print, Congress was considering Form 1040, to figure your tax. Be sure to checkCaution:  As this publication was beingtax law changes that would affect capital gains the box for Capital Gain Tax Worksheet (boxprepared for print, Congress was consideringand losses. The line numbers on Schedule D c) on line 38, Form 1040, when you enter thetax law changes that would affect capital gains(Form 1040) could change for 1995. See Pub- amount of tax on that line. Use the Capitaland losses. The line numbers on Schedule Dlication 553, Highlights of 1995 Tax Changes, Gain Tax Worksheet if your taxable income(Form 1040) could change for 1995. See Pub-for further developments. Information on (line 37, Form 1040) is more than the amountlication 553, Highlights of 1995 Tax Changes,these changes will also be available electroni- shown in the following table for your filingfor further developments. Information oncally through our bulletin board or via the In- status.these changes will also be available electroni-ternet (see page 34 of the Form 1040
cally through our bulletin board or via the In-Instructions).

Filing Status Amount ternet (see page 34 of the Form 1040
Instructions). Single . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $56,550

Other forms.  Before completing Schedule D Married filing jointly or qualifying 
(Form 1040), you may have to complete other widow(er) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 94,250

Short-term gains and losses.  A gain or lossforms. For the sale of business property, com- Married filing separately . . . . . . . . . . . . . . . . . 47,125
on the sale or exchange of a capital asset heldplete Form 4797. Form 4797 is discussed later Head of household . . . . . . . . . . . . . . . . . . . . . . 80,750
1 year or less is a short-term capital gain orin this chapter.
loss. Report it in Part I.You must complete Form 8824 in addition

Net short-term gain or loss.  Combineto Schedule D (Form 1040) or Form 4797 Treatment of capital losses.  If the total of
your share of short-term capital gains orwhen you exchange property in a like-kind ex- your capital losses is more than the total of
losses from partnerships, S corporations, or fi-change. See Reporting the exchange under your capital gains, you must deduct the excess
duciaries, with any short-term capital loss car-Nontaxable Like-Kind Exchanges in chapter 8. even if you do not have ordinary income to off-
ryover and your other short-term gains andFor an installment sale of business prop- set it. The yearly limit on the amount of the
losses to figure your net short-term capitalerty, complete Form 6252. See Publication capital loss you can deduct is $3,000 ($1,500 if
gain or loss.537, Installment Sales. you are married and file a separate return).
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Capital loss carryover.  Generally, you reduce your net gain by those losses and re- 15.3%. This rate is a total of 12.4% for social
have a capital loss carryover if either of the fol- port the amount of the reduction as an ordi- security (old-age, survivors, and disability in-
lowing situations applies to you. nary gain in Part II. Report any remaining gain surance), and 2.9% for Medicare (hospital in-

on Schedule D. See Section 1231 Property, in surance). For 1995, the maximum amount1) Your excess capital loss is more than the
chapter 8. subject to the social security part (12.4%) isyearly limit, or

$61,200. All earnings are subject to the Medi-
2) The amount shown on line 35, Form 1040 Ordinary gains and losses.  Any ordinary care part (2.9%).

(your taxable income without your deduc- gains and losses are shown in Part II. This in- The maximum amount subject to the social
tion for exemptions), is less than zero. cludes a net loss or a recapture of losses from security part (12.4%) in 1996 increa ses to

prior years figured in Part I of Form 4797. It $62,700.
If either of these situations applies to you in also includes ordinary gain figured in Part III.
1995, complete the Capital Loss Carryover
Worksheet provided in the instructions to Ordinary income due to depreciation re-
Schedule D (Form 1040) to figure the amount capture.  The ordinary income due to the re- Important Reminders 
of your loss that you can carry over to 1996. capture of depreciation on personal property

Social security benefits.  Social securityIn 1996, you will treat the carryover loss as (as discussed in chapter 8) is figured in Part III.
if it occurred in that year. It will be combined benefits are available to self-employed per-The ordinary income is carried to Part II of
with any capital gains and losses you have in sons just as they are to wage earners. YourForm 4797 as an ordinary gain. Any remaining
1996, and any excess capital loss will be sub- payments of SE tax contribute to your cover-gain is carried to Part I as a section 1231 gain,
ject to the limit for that year. Any loss not used age under the social security system. Socialunless it is from a casualty or theft. Any re-
in 1996 will be carried over to 1997. security coverage provides you with retire-maining gain that is from a casualty or theft is

Short-term and long-term losses.  When ment benefits, disability benefits, and medicalcarried to Form 4684.
you carry over a loss, it retains its original char- insurance (Medicare) benefits.
acter as either long term or short term. A short- You must be insured under the social se-
term loss that you carry over to the next tax curity system before you begin receiving socialForm 4684 year is added to short-term losses occurring in security benefits (described above). You are
that year. A long-term loss that you carry over insured if you have the required number ofUse Form 4684 to figure and report casualty
is added to long-term losses occurring in that quarters of coverage. A ‘‘quarter of coverage’’and theft losses and gains. Section B, Part I,
year. has space to figure a gain or loss on four items means a period of 3 calendar months during

For more information about the treatment of business or income-producing property. List which you were paid a certain amount of in-
of capital losses, see Treatment of Capital each item or article for which you are claiming come subject to social security tax.
Losses in chapter 3 of Publication 544. a casualty or theft loss. If more than four items For 1995, you will receive a quarter of so-Joint and separate returns.  On a joint re- of property were damaged or stolen in a single cial security coverage, up to four quarters, forturn, the capital gains and losses of a husband casualty or theft, use additional sheets follow- each $630 of income subject to social secur-and wife are figured as the gains and losses of ing the format of Section B, Part I, through line ity. Therefore, for 1995, if you had income ofan individual. If you are married and filing a 27. $2,520 that was subject to social securityseparate return, your yearly capital loss de- If you had more than one casualty or theft taxes (self-employment and wages), you willduction is limited to $1,500. Neither you nor during the year, fill out a separate Form 4684 receive four quarters of coverage.your spouse may deduct any part of the for each casualty or theft. For an explanation of the number ofother’s loss. Section B, Part II is used to summarize all quarters of coverage you must have to be in-If you and your spouse once filed separate your gains and losses from casualties and sured, and of the benefits available to you andreturns and are now filing a joint return, com- thefts of business or income-producing prop- your family under the social security program,bine your separate capital loss carryovers. erty during the tax year. Your net gain or loss is

consult your nearest Social Security Adminis-However, if you and your spouse once filed then carried to other tax forms. Short-term
tration office.jointly and are now filing separately, any capi- gains and losses are listed separately from

tal loss carryover from the joint return can be long-term gains and losses. Part II also sepa-
deducted only on the return of the spouse who Social security number.  You must have arates losses by the type of property. Losses on
actually had the loss. social security number to pay the SE tax. If youbusiness property and property that earns rent

Death of taxpayer.  Capital losses cannot do not have a number, see Application foror royalty income are listed in column (b)(i).
be carried over after a taxpayer’s death. They identification number in chapter 1.Losses on income-producing property are
are deductible only on the final income tax re- listed in column (b)(ii). Gains are listed in col-
turn filed on the decedent’s behalf. The capital umn (c). Estimated tax.  If you estimate your income
loss limit discussed earlier still applies in this

tax for 1996, you must also include an esti-
situation. Even if the loss is greater than the

mate of your SE tax. See Estimated Tax andlimit, the decedent’s estate cannot deduct the
Return Due Dates in chapter 1.excess or carry it over to following years.

Reporting self-employment tax.  Figure your11.
SE tax on Schedule SE. Then report the tax on

Form 4797 line 47 of Form 1040, and attach Schedule SESelf-Employment to Form 1040.Use Form 4797 to report gain or loss from a
sale, exchange, or involuntary conversion of Tax

Self-employment tax deduction.  You canproperty used in your trade or business or held
deduct one-half of your SE tax as a businessfor the production of rents or royalties.
expense in figuring your adjusted gross in-
come. This is an income tax adjustment only. ItSection 1231 gains and losses.  Any section
does not affect either your net earnings fromImportant Change1231 gains and losses are shown in Part I. A
self-employment or your SE tax.net gain is carried to Schedule D (Form 1040) for 1995 To deduct the tax, enter on Form 1040, lineas a long-term capital gain. A net loss is car-
25, the amount shown on the ‘‘Deduction forried to Part II of Form 4797 as an ordinary loss. Tax rates and maximum net earnings for
one-half of self-employment tax’’ line of theIf you had any nonrecaptured net section self-employment taxes.  The self-employ-

1231 losses from the preceding 5 tax years, ment tax rate on net earnings for 1995 is Schedule SE.

Page 40 Chapter 11 SELF-EMPLOYMENT TAX



not SE income. However, if you receive rent as another. You must claim all allowable deduc-Topics
tions when figuring your net SE income. Youra real estate dealer, the rental income and re-This chapter discusses:
net SE income is used to figure your net earn-lated deductions are included in figuring SE

●  Who must pay self-employment tax ings from self-employment. Making falseincome.
●  Self-employment income statements to get or to increase social security

benefits may subject you to penalties.Interest.  Interest is not SE income unless you●  Figuring the tax
receive it in your trade or business, such as in-

Deductions and exemptions.  Your SE in-terest on accounts receivable.Useful Items
come should not be reduced by certain deduc-You may want to see:
tions that are used when figuring income tax.Dividends.  Dividends on securities are not
Specifically, do not use:SE income unless you are a dealer inPublication

securities. 1) Deductions for personal exemptions for□ 533 Self-Employment Tax
yourself, your spouse, or dependents,

Gains and losses.  A gain or loss from the dis-Form (and Instructions) 2) The standard deduction or itemized
position of property that is neither stock in deductions,□ 1040 U.S. Individual Income Tax trade nor held primarily for sale to customers

Return 3) The net operating loss deduction,is not included when figuring SE income. It
does not matter whether the disposition is a□ Sch SE (Form 1040) Self- 4) Nonbusiness deductions including contri-
sale, exchange, or an involuntary conversion.Employment Tax butions on your behalf to a pension,
For example, gains or losses from the disposi- profit-sharing, annuity, Keogh, or SEP
tion of the following types of property are not plan, and
included:

5) The self-employed health insuranceWho Must Pay Self-
1) Investment property. deduction.Employment Tax 2) Depreciable property or other fixed as-

sets used in your trade or business.The SE tax is a social security and Medicare Example.  You own a fishing boat and for
tax for individuals who work for themselves. It the year your business had the following
is similar to the social security and Medicare items:However, any amounts for depreciation, in-
taxes withheld from the pay of wage earners. cluding any section 179 deduction, recaptured

Gross profit on sales . . . . . . . . . . . . . . . . . . . . . . $32,500You must pay SE tax if you were self-em- because the business use of certain property
Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000ployed and your net earnings from self-em- was reduced to 50% or less are taken into ac-
Fuel . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,700ployment were $400 or more. count in figuring your self-employment in-
Repairs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400You are self-employed if you carry on your come. This does not include amounts recap-
Other expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900own trade or business as a sole proprietor, an tured on the disposition of property.
Gain on sale of equipment . . . . . . . . . . . . . . . . 350independent contractor, a member of a part-
Fire loss on boat . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200nership, or are otherwise in business for your- Wages and salaries.  Wages that are re-
Net operating loss carryover . . . . . . . . . . . . . . 1,000self. A trade or business is generally an activ- ceived for services performed as an employee

ity carried on for a livelihood or in good faith to and that are covered by social security and To figure taxable income, consider all the
make a profit. Medicare taxes or by railroad retirement tax above items. But to figure net self-employ-

You do not have to carry on regular full- are not SE income. Also, tips received for work ment income, use only the following:
time business activities to be self-employed. done as an employee are excluded from SE
Part-time work, including work you do on the Gross profit on sales . . . . . . . . . . . . . . . . . . . . . . $32,500income.
side in addition to your regular job, may also be Expenses:
self-employment. Salaries . . . . . . . . . . . . . . . . . . . . . . . . $9,000Lost income payments.  If you are self-em-

The SE tax rules apply even if you are fully Fuel . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,700ployed and reduce or stop your fishing activi-
insured under social security or are now re- Repairs . . . . . . . . . . . . . . . . . . . . . . . . 1,400ties, any payment you receive for the lost in-
ceiving benefits. Other expenses . . . . . . . . . . . . . . . 900come of your fishing business from insurance

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000or other sources is SE income. If you are not
Fishing crew members.  If you are a crew working when you receive the payment, it still Net operating profit . . . . . . . . . . . . . . . . . . . $18,500member on a boat that is engaged in the relates to your fishing business (even though it
catching of fish or other forms of water life, you is temporarily inactive) and is SE income. The $18,500 is your net SE income. Themay have to pay SE tax. See Certain Crew

If there is a connection between any pay- sale of the equipment, the fire loss, and theMembers Considered Self-Employed in chap-
ment you receive and your trade or business, net operating loss carried over from a previouster 12 to find out if you have to pay the tax.
the payment is SE income. A connection ex- year are not included in the calculation. For
ists if it is clear that the payment would not other excluded income and deductions, see
have been made but for your conduct of the Net Self-Employment Income in Publication
trade or business.Self-Employment 533.

Income Net Self-Employment
Different types of income can be SE income. Income Figuring Self-The source of your income and your involve-

Net SE income usually includes all of the itemsment in the activity from which your income is Employment Tax of business income minus all business deduc-received will determine whether it is SE
tions allowed for income tax purposes. Net SE There are three steps to figure the amount ofincome.
income is determined using the same ac- tax you owe.Some common types of income are listed
counting method as used for income taxhere. For a more complete discussion about 1) Determine your net earnings from self-
purposes.SE income, see Self-Employment Income in employment.

If you have more than one trade or busi-Publication 533.
2) Determine the amount that is subject toness, your net SE income is the combined in-

the tax.comes from all of your businesses. A loss inReal estate rent.  Rent from real estate and
one business will reduce the income earned inpersonal property leased with real estate is 3) Multiply that amount by the tax rate.
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There are two ways for fishermen to figure Form 1040. If you have to pay SE tax, you Step 2.  After you have figured your net SE in-
net earnings from self-employment. must file a Form 1040 (with Schedule SE at- come, determine how much is subject to SE

tached), even if you are not otherwise required tax. The amount subject to SE tax is called net1) The regular method, and
to file a federal income tax return. earnings from self-employment. It is figured on

2) The nonfarm optional method Short Schedule SE, line 4, or Long Schedule
Joint returns.  You cannot file a joint Sched- SE, line 4a.

Tax rates.  The SE tax rate is 15.3% (12.4% ule SE (Form 1040), even if you file a joint in-
social security tax plus 2.9% Medicare tax). It come tax return. Your spouse is not consid- Step 3. Figure your SE tax as follows:
is the same for net earnings figured under ered self-employed just because you are. If

1) If your net earnings from self-employmenteach method. your spouse has SE income, it is indepen-
plus any wages and tips are not moredently subject to SE tax. If you both have SE
than $61,200, and you do not have to useNet earnings subject to SE tax.  Whether income, each of you must file a separate
Long Schedule SE, use Short Scheduleyou have to pay SE tax on any part of your net Schedule SE (Form 1040). Attach both sched-
SE. On line 5, multiply your net earningsearnings from self-employment generally de- ules to the joint return.
by 15.3% (.153). The result is the amountpends on the total amount of your net earnings
of your SE tax.for the year, and on the total amount of any Community income.  If any of the income

wages or tips you earn for the year. from a trade or business other than a partner- 2) If you had no wages, your net earnings
Minimum amount.  You must have $400 ship is community income under state law, it is from self-employment are more than

or more of net earnings from self-employment subject to SE tax as the income of the spouse $61,200, and you do not have to use Long
to be subject to the tax. For this purpose, net carrying on the trade or business. The identity Schedule SE, use Short Schedule SE. On
earnings are figured on line 4 of Schedule SE, of the person carrying on the trade or business line 5, multiply the line 4 net earnings by
Section A or line 4c of Schedule SE, Section is determined by the facts in each case. the 2.9% (.029) Medicare tax and add the
B. If your net earnings are less than $400, you result to $7,588.80 (12.4% of $61,200).
do not have to file Schedule SE (Form 1040) The total is the amount of your SE tax.Schedule SE 
or pay the tax unless you had church em-

You must file Schedule SE if: 3) If your net earnings from self-employmentployee income of $108.28 or more.
plus any wages and tips are more than1) You were self-employed, and your netMaximum amount.   No more than
$61,200, you must use Long Scheduleearnings from self-employment (exclud-$61,200 of your combined wages, tips, and net
SE. Subtract your total wages and tipsing church employee income) were $400earnings in 1995 is subject to any combination
from $61,200 to find the maximumor more, orof the 12.4% social security part of SE tax, so-
amount of earnings subject to the 12.4%cial security tax, or railroad retirement (tier 1) 2) You had church employee income of
social security part of the tax. If more thantax. $108.28 or more.
zero, multiply the amount by 12.4%All of your combined wages, tips, and net
(.124). The result is the social security taxearnings in 1995 are subject to any combina- Even if you are not required to file Sched-
amount. Then multiply your net earningstion of the 2.9% Medicare part of SE tax, so- ule SE, it may be to your benefit to file it and
from self-employment by 2.9% (.029).cial security tax, or railroad retirement (tier 1) use the nonfarm optional method in Part II of
The result is the Medicare tax amount.tax. Section B.
The total of the social security tax amountIf your wages and tips are subject to either Most taxpayers can use the Short Sched-
and the Medicare tax amount is your SEsocial security or railroad retirement (tier 1) ule SE (Section A) to figure SE tax. However,
tax.tax, or both, and total at least $61,200, you do the following taxpayers must use Long Sched-

not have to pay the 12.4% social security part ule SE (Section B):
of the SE tax any of your net earnings. How- Example 1.  During 1995, you have1) Individuals whose total wages and tipsever, you must pay the 2.9% Medicare part of $30,000 in net SE income, and receive nosubject to social security (or railroad re-the SE tax on all of your net earnings. wages subject to social security and Medicaretirement (tier 1)) tax plus net earnings

taxes. You multiply the $30,000 by 0.9235 onfrom self-employment are more than
Optional method.  You can generally use the Short Schedule SE to get your net earnings$61,200,
nonfarm optional method (discussed later) from self-employment of $27,705. Your SE tax

2) Ministers, members of religious orders,when you have a loss or small amount of net is 15.3% (.153) of $27,705, or $4,238.87.
and Christian Science practitioners notincome from self-employment and:

Example 2.  During 1995, you havetaxed on earnings from these sources
1) You want to receive credit for social se- $20,000 in net SE income, and receive(with IRS consent), who owe SE tax on

curity benefit coverage, $15,000 in wages subject to social securityother earnings,
and Medicare taxes. You multiply the $20,0002) You incurred child or dependent care ex- 3) Employees who earned wages reported
by 0.9235 on Short Schedule SE to get yourpenses for which you could claim a credit on Form W–2 of $108.28 or more working
net earnings from self-employment of(this method will increase your earned in- for a church or church-controlled organi-
$18,470. Your SE tax is 15.3% (.153) ofcome which could increase your credit), zation that elected exemption from social
$18,470, or $2,825.91.or security and Medicare taxes,

Example 3.  During 1995, you have3) You are entitled to the earned income 4) Individuals with tip income subject to so-
$70,000 in net SE income, and receive nocredit (this method will increase your cial security and Medicare taxes that was
wages subject to social security and Medicareearned income which could increase your not reported to their employers, and
taxes. You multiply the $70,000 by 0.9235 oncredit).

5) Individuals who use the optional method Short Schedule SE to get your net earnings of
to figure SE tax. $64,645. Since only $61,200 of your earningsIf you use the optional method, you must

is subject to the social security part of the SEfigure and pay the SE tax due under that
tax, your tax for this part is $7,588.80 (12.4%method, even if you would have had a smaller
of $61,200).Regular Method tax or no tax under the regular method.

Since all of your earnings are subject to theThe optional method may be used only to Use the following steps to figure your tax
Medicare part of the SE tax, multiply $64,645figure your SE tax. To figure your income tax, under the regular method:
by 2.9% (.029) on Short Schedule SE for theinclude your actual income in gross income.
Medicare part, and the result is $1,874.71.Step 1.  Figure your net SE income. The net
Add this to the $7,588.80 figured above for to-Forms.  Use Schedule SE (Form 1040) to fig- profit from your business or profession is gen-
tal SE tax of $9,463.51.ure your SE tax. Report the SE tax on line 47 of erally your net SE income.
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Example 4.  During 1995, you have 4) You have not previously used this method
$70,000 in net SE income, and receive more than 4 years (there is a 5-year life- Important Reminders 
$10,000 in wages subject to social security time limit). The years do not have to be

Earned income credit.  You, as an employer,and Medicare taxes. You figure your net earn- one after another.
must notify employees who worked for youings on Long Schedule SE, line 4a to be
and from whom you did not withhold income$64,645. Next, you subtract your wages of
tax about the earned income credit. However,For more information on the nonfarm optional$10,000 from $61,200, the maximum income
you do not have to notify employees who claimmethod, see Publication 533.subject to the social security part of the SE tax.
exempt from withholding on Form W–4.The result is $51,200. Since only $51,200 of

your earnings is subject to the social security
Form W–4 for 1996.  You should make 1996part of the SE tax, your tax for this part is
Forms W–4 available to your employees and12.4% (.124) × $51,200, or $6,348.80.
encourage them to check their income taxSince all of your net earnings are subject to
withholding for 1996. Those employees who12.the Medicare part of the SE tax, you multiply
owed a large amount of tax or received a largeall of your net earnings from self-employment,
refund for 1995 may need to file a new Form$64,645, by 2.9% (.029) on Long Schedule SE Employment W–4.for the Medicare part, and the result is

$1,874.71. Add this to the $6,348.80 figured Taxes Employer’s child.  Wages you pay to yourabove for total SE tax of $8,223.51.
child who is 18 or older for services in your
trade or business are subject to social security
and Medicare taxes.Nonfarm Optional Method 

The nonfarm optional method is figured on
Long Schedule SE (Section B). By using the Important Changes
nonfarm optional method, you can continue Introduction
paying SE tax for your social security coverage for 1996 

You are generally required to withhold federalwhen your net profit for the year is small or
income tax from the wages of your employees.you have a loss. But you may not use this Social security and Medicare taxes.  For You may also be subject to social security andmethod to report an amount less than your ac- 1996, the employer and the employee will con- Medicare taxes under the Federal Insurancetual net earnings from self-employment. tinue to pay: Contributions Act (FICA) and unemploymentUse the nonfarm optional method only for
tax under the Federal Unemployment Tax ActSE income that does not come from farming. 1) 6.2% each for social security tax (old-age, (FUTA).You may use this method if you meet all the survivors, and disability insurance), and However, no withholding is required forfollowing tests:
payments to crew members who are treated

2) 1.45% each for Medicare tax (hospital1) Your net nonfarm profits, as shown on as self-employed individuals. You are required
insurance).line 31 of Schedule C (Form 1040), line 3 to file Form 1099–MISC, Miscellaneous In-

of Schedule C–EZ (Form 1040), and line come, to report the payments made to these
15a of Schedule K–1 (Form 1065), are crew members. See Certain Crew MembersWage limits. The maximum amount of
less than $1,733. Considered Self-Employed, later.1996 wages subject to the social security tax

Note. See Table 12–1 for information onis $62,700. There is no wage base limit for the2) Your net nonfarm profits are less than
the employment tax treatment of fishing andMedicare tax (1.45%). All covered wages are72.189% of your gross nonfarm income.
related activities.subject to the tax.

3) You are self-employed on a regular basis.
Self-employment on a regular basis Employer identification number.  Every em-

Federal unemployment (FUTA) tax.  Themeans that your actual net earnings from ployer subject to employment taxes must have
self-employment were $400 or more in at gross FUTA tax rate remains at 6.2% through an employer identification number (EIN). You
least 2 of the 3 tax years before the one 1996. The maximum amount of wages subject can apply for an EIN either by mail or by tele-
for which you use this method. to FUTA tax remains at $7,000. phone. You can get an EIN immediately by

Table 12-1. Employment Tax Treatment of Fishing and Related Activities

Social Security Federal Unemployment
Activity Income Tax Withholding and Medicare Taxes Tax (FUTA)

a. Catching salmon or hailbut. Withhold unless c.  applies. Taxable unless c.  applies. Taxable unless c.  applies.

b. Catching other fish, Withhold unless c.  applies. Taxable unless c.  applies. Taxable if vessel is more than
sponges, etc. 10 net tons and c.  does not

apply.

c. Individual is paid a share of Exempt Exempt Exempt
the catch (or proceeds from
sale of the catch), rather than
cash remuneration, under an
arrangement with the owner or
operator of a boat. The share
depends on the boat’s catch
and the operating crew of the
boat is normally fewer than 10
individuals.

d. Native Americans exercising Exempt Exempt Exempt
fishing rights.
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calling the Tele-TIN phone number for the ser- employee. It does not matter that the em- from the entire crew’s wages, including Mike’s
vice center for your state, or you can send a ployer allows the employee discretion and and the engineer’s. The company also must
completed SS–4, Application for Employer freedom of action, as long as the employer pay the employer’s portion of the social secur-
Identification Number, directly to the service has the legal right to control both the method ity and Medicare taxes. Because the trawler is
center to receive your EIN in the mail. See the and the result of the services. a vessel of more than 10 net tons with a crew
inst ruc t ions for  Form SS–4 for  more Two of the usual characteristics of an em- of more than nine members, the company also
information. ployer-employee relationship are: must pay FUTA tax on these wages.

The value of meals and lodging furnished1) The employer supplies tools and a place
to the crew is not subject to income tax with-INS Form I–9.  You must ask each new em- to work, and
holding, social security and Medicare taxes,ployee to complete the employee section of

2) The employer has the right to discharge and FUTA taxes, however, because the com-an Immigration and Naturalization Service
the employee. pany must furnish meals and lodging to the(INS) Form I–9, Employment Eligibility Verifi-

employees on board the vessel so that theycation. You must then complete the employer
If you have an employer-employee rela- can perform their services.section to verify the employee’s identity and

tionship, it makes no difference how it is de-eligibility to work. You can get M–274, Hand- Example 2.  Assume the same facts as Ex-
scribed. It does not matter if the employee isbook for Employers, which contains Forms I–9 ample 1 except that Mike Rose is the owner-
called an employee, partner, coadventurer,and instructions, from INS regional and district operator of the vessel and associated in no
agent, or independent contractor. It does notoffices. way with Pan Fishing Co. In this situation, Mike
matter how the payments are measured, how is the employer for purposes of withholding in-
they are made, or what they are called. Also, itTopics come tax and FICA taxes from the wages of
does not matter whether the individual is em-This chapter discusses: the crew. He also must pay the employer’s
ployed full or part time. part of the social security tax and Medicare● Who are employees? For employment tax purposes, no distinc- taxes. Because the vessel is more than 10 net
tion is made among classes of employees. A● Certain crew members considered self- tons with a crew of more than nine members,
superintendent, manager, or other type of su-employed Mike must also pay FUTA tax on these wages.
pervisor is an employee.

● Income tax withholding
Additional information.  For more informa-

● Social security and Medicare taxes Employee or independent contractor?  In tion on the employer-employee relationship,
doubtful cases, the facts will determine● Reporting and paying employment taxes see Who Are Employees? in Publication 15
whether a worker is your employee. If you (Circular E).● Federal unemployment tax (FUTA) want the IRS to determine whether a worker is
an employee, file Form SS–8, Determination● Family members
of Employee Work Status for Purposes of Fed-

● Earned income credit (EIC) eral Employment Taxes and Income Tax With- Certain Crew Members
holding, with your District Director.

Useful Items Considered Self-Example 1.  The Pan Fishing Co. engagedYou may want to see:
Mike Rose to captain one of its fishing trawl- Employed  
ers. The trawler is a United States vessel of

Publication Wages paid to members of a crew on a fishingmore than 10 net tons. Mike and the fishing
boat are not subject to federal income tax□ 15 Employer’s Tax Guide (Circular E) company entered into a contract of service
withholding, social security and Medicarewithin the United States. Mike hires a crew of□ 15–A Employer’s Supplemental Tax
taxes, and FUTA tax if all the following condi-15 to operate the vessel. He offers to pay eachGuide
tions are met:crew member on the ‘‘lay’’ (sharing of the

profit) basis. He and the crew members, ex- 1) The members do not get and are not enti-Form (and Instructions)
cept the engineer who is paid a straight fee, tled to get any money for their work (other

□ W–2 Wage and Tax Statement are jointly liable for any losses resulting from than as provided in condition (2), below).
any voyage.□ W–4 Employee’s Withholding

2) The members get a share of the catch orAfter the voyage, Mike sells the catchAllowance Certificate
a share of the proceeds from the sale ofthrough a fish exchange, which deducts its

□ W–5 Earned Income Credit Advance the catch.fees from the proceeds. After deducting cer-
Payment Certificate tain specified expenses (such as fuel, oil, etc.), 3) Each member’s share depends on the

□ W–9 Request for Taxpayer he turns one-fourth of the proceeds over to size of the catch.
Identification Number and Certification Pan Fishing Co., less 5% that he keeps as his

4) The operating crew of the boat (or eachcommission. From the remaining three-□ 940 and 940–EZ Employer’s Annual boat from which a member gets a sharefourths, the expenses of food, bait, etc., areFederal Unemployment (FUTA) Tax for a fishing operation involving more thandeducted. The remainder is then equally di-Return one boat) is normally fewer than 10vided between Mike and the members of the
persons.□ 941 Employer’s Quarterly Federal Tax crew.

Return The members of a fishing crew are gener-
Crew members who meet these conditionsally employees either of the captain (if he is

are considered self-employed. Their earningsnot an agent of the owner of the vessel) or of
are considered income from a trade or busi-the vessel owner. Amounts paid to crew mem-Who Are Employees?  ness and are subject to self-employment tax.bers on the ‘‘lay’’ basis are considered wages,
See chapter 11 for information on self-employ-Common-law rules are used to determine and the agreement under which the crew is
ment tax.whether a person working for you is an em- hired in these circumstances is a contract of

ployee for purposes of social security and hire. Example 1.  Mike Jones owns a fishing
Medicare taxes (FICA taxes), federal unem- Mike is the agent of Pan Fishing Co. and boat of more than 10 net tons. He employs a
ployment tax (FUTA tax), and federal income the company is the employer. As an employer captain and eight others to work as crew mem-
tax withholding. Under the common-law rules, of a crew working on an American vessel bers on the boat. The proceeds from the sale
anyone who performs services subject to the under a contract entered into in the United of the catch offset boat operating expenses,
will and control of a payer, as to both what States, the company must withhold income including bait, ice, and fuel. 60% of the bal-
must be done and how it must be done, is an tax and social security and Medicare taxes ance is divided between the captain and the
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crew members and 40% between Mike and
the captain. Income Tax Social Security

The crew members do not receive any ad-
ditional compensation between voyages, but Withholding and Medicare Taxes 
they must do certain work, such as repairing

The Federal Insurance Contributions ActGenerally, you must withhold income tax andnets, splicing cable, and transporting the
(FICA) provides for the federal system of old-social security and Medicare tax from wagescatch. However, the mate, the engineer, and
age, survivors, disability, and hospital insur-you pay an employee if the wages (whetherthe cook get an additional payment from Mike
ance. This system is financed through socialpaid in cash or in fish) are more than the dollarof $100 each. The payment does not depend
security and Medicare taxes paid by you andvalue of withholding allowances the employeeupon the boat’s catch. Since the mate, the en-
your employees. You, as an employer, mustclaimed for that pay period. You should notgineer, and the cook get this additional pay-
collect and pay the employee’s part and youwithhold income tax from the wages of an em-ment that does not depend on the amount of
must pay a matching amount. You must with-ployee who, by filing Form W–4, certifies thatthe catch, they are not considered self-em-
hold the taxes from your employee’s wages,he or she had a right to a refund of all incomeployed. The $100 payment and their share of
whether paid in cash or in fish, in much thetax withheld last year because of no incomethe proceeds from the catch are subject to
same way as income tax, discussed earlier.tax liability, and because he or she expects thefederal income tax withholding, social security

and Medicare taxes, and FUTA tax. same situation to exist this year.
Payments in kind.  Generally, payments inSince the other six crew members, includ- The amount to withhold is figured on gross
kind are subject to social security taxes in theing the captain, do not get any additional pay wages before any deductions for social secur-
same way as wages paid in cash. However,and are members of an operating crew of ity and Medicare taxes, union dues, insurance,
the value of meals that are exempt from in-fewer than 10 members, they are considered etc. Several methods may be used to deter-
come tax withholding because they are fur-self-employed. Mike does not have to withhold mine the amount of withholding. They are de-
nished for the employer’s convenience and onfederal income tax or social security and Medi- scribed in Publications 15 and 15–A.
the employer’s premises are also exempt fromcare taxes from their pay. They must pay self-
social security and Medicare taxes. Similarly,employment tax on their earnings. Form W–4 for 1996.  You should make 1996 lodging that is exempt from income tax with-Example 2.  The facts are the same as Ex- Forms W–4 available to your employees and holding because it is furnished for the employ-ample 1 except that, in addition to receiving a encourage them to check their income tax er’s convenience, on the employer’s prem-share of the catch, the captain and the other withholding situation for 1996. Those employ- ises, and as a condition of employment, is alsocrew members are entitled to get $10 per hour ees who owed a large amount of tax or re- exempt from these taxes.for repairing nets, constructing new nets, ceived a large refund for 1995 may need to file

splicing cable, and other incidental work while a new Form W–4. Tax rates and social security wage limits.in port. Since the crew members are entitled to Effective date of Form W–4.  You must For 1996, the employer and the employee willreceive payment other than a share of the
put a new Form W–4 into effect no later than continue to pay:catch, they are not considered self-employed.
the start of the first payroll period ending on orThe $10 per hour payment plus their share of 1) 6.2% each for social security tax (old-age,after the 30th day from the date that you re-the proceeds from the catch are subject to survivors, and disability insurance), andceive it. If you pay wages without regard to afederal income tax withholding, social security
payroll period, you must put the new Form W– 2) 1.45% each for Medicare tax (hospitaland Medicare taxes, and FUTA tax.
4 into effect no later than the first payment of insurance).
wages on or after the 30th day from the dateReporting requirements.  The boat operator
that you receive it. A Form W–4 that makes a Wage limits.  The maximum amount ofmust send to the IRS a completed Form 1099–
change for the next calendar year will not take 1996 wages subject to the social security taxMISC, Miscellaneous Income, for each crew
effect in the current year. is $62,700. There is no wage base limit for themember who is considered self-employed. All

Medicare tax (1.45%). All covered wages areamounts must be reported. The rule for report-
subject to the tax.Meals and lodging.  Meals are not subject toing only payments of $600 or more on Form

1099–MISC does not apply. income tax withholding if furnished for the em-
Form 1099–MISC must be filed with the ployer’s convenience and on the employer’s

IRS by February 28 following the calendar premises. Lodging is not subject to withhold- Reporting and Payingyear in which the crew member was paid. ing if furnished for the employer’s conve-
nience, on the employer’s premises, and as a Employment Taxes 

Statement to crew member.  Every operator condition of employment.
You must withhold income, social security,who is required to file Form 1099–MISC must
and Medicare taxes that are required to bealso furnish a statement to each crew mem- Backup withholding. In certain cases, you withheld from the salaries and wages of yourber. You may use Copy B of Form 1099–MISC must withhold income tax at 31% (backup employees. You are liable for the payment offor this purpose. This statement must be fur- withholding) on commissions, nonemployee these taxes to the federal governmentnished to each crew member by January 31 of compensation, and other payments for ser- whether or not you collect them from your em-the year following the calendar year in which vices you make in the course of your commer- ployees. If, for example, you withhold less thanthe crew member was paid.

cial fishing or other business activities. The the correct tax from your employees’ wages,
backup withholding rules do not apply to you are still liable for the full amount.Unemployment tax.  Self-employed crew
wages.members do not have to pay federal unem-

You must withhold 31% of the payment if: Form 941.  If you must withhold income taxployment tax on their earnings. However, the
from your employees’ wages or are liable foroperator of the boat may be subject to federal 1) The recipient does not furnish a taxpayer
social security and Medicare taxes, you mustunemployment tax on the earnings of crew identification number to you, or
file Form 941. It is a quarterly return due onemembers who perform services that come

2) The IRS notifies you that the recipient fur- month after the end of each calendar quarter.under the exceptions stated later in this chap-
nished an incorrect taxpayer identification However, if you must deposit the employmentter under Federal Unemployment Tax (FUTA).
number. taxes and you deposit them on time and in full,

you are given an extra 10 days to file the re-Recordkeeping requirement.  The operator
turn. Fill in all the information requested on theSee Form W–9 and the Instructions formust keep a record of each catch. These
return, including your employer identificationForms 1099, 1098, 5498, and W–2G for morerecords must be kept for 3 years after the year
number.of the catch. information.
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Deposits.  Your total liability for social security 1) Paid total wages of $1,500 or more in any 1) You paid state unemployment taxes to
and Medicare taxes and federal income tax only one state.calendar quarter, or
withholding will determine whether deposits 2) You paid the state taxes by the due date2) Employed one or more employees for
are necessary and, if so, how often they must of Form 940 or Form 940–EZ.some part of at least 1 day during each of
be made. To help ensure proper crediting to 20 different calendar weeks. The 20 3) All of your wages taxable for FUTA taxyour account when depositing taxes, write weeks do not have to be consecutive. Nor were also taxable for state unemploymentyour employer identification number, ‘‘Form does it have to be the same employee tax.941,’’ and the tax period to which the deposit each week. Individuals on vacation and
applies on your check or money order. See 4) You did not pay wages subject to the un-sick leave are counted as employees in
Publication 15, (Circular E) for information on employment compensation laws of adetermining your status.
deposits, including deposit rules and penalties credit reduction state.
for late deposits.

These rules apply to federal unemploy-
Deposits.  If at the end of any calendar quar-ment tax, but not to social security and Medi-Seasonal or intermittent employers.  If you ter you owe, but have not yet deposited, morecare taxes or withholding of income tax. Also,are a seasonal or intermittent employer, you than $100 in FUTA tax for the year, you mustthey do not apply to your spouse, parents, ordo not have to file Form 941 when you have make a deposit by the end of the next month.children under age 21.paid no wages during a quarter. However, you If the undeposited tax is $100 or less at the

must check the seasonal employer box on end of a quarter, you do not have to deposit it.
Exceptions.  Services performed in catchingForm 941 on each return you file so the IRS You must add it to the tax for the next quarter.
fish are exempt from federal unemploymentwill not expect a return each quarter. If the total undeposited tax is more than $100
tax except for: in the next quarter, a deposit will be required. If

Penalties.  If you pay your taxes late, you may 1) Work related to catching salmon or hali- the undeposited tax for the 4th quarter (plus
have to pay a penalty as well as interest on but for commercial purposes, or any undeposited tax for an earlier quarter) is
any overdue amounts. There are also civil and less than $100, you can either make a deposit2) Work performed on or in connection with
criminal penalties for intentionally not paying or pay it with your return by the January 31 duea vessel of more than 10 net tons.
taxes, and for intentionally filing a false tax re- date.
turn or filing no return at all.

However, work not exempt from FUTA taxTrust fund recovery penalty. If you are More information.  For more information onunder this rule may be exempt if the four con-responsible for withholding, accounting for, or FUTA tax, including figuring the tax, theditions discussed earlier under Certain Crewdepositing or paying withholding taxes and amount to deposit, and due dates of deposits,Members Considered Self-Employed are met.willfully fail to do so, you can be held liable for see Publication 15 (Circular E).
Meals and lodging.  Meals and lodginga penalty equal to the tax not paid, plus inter-

are not subject to federal unemployment tax ifest. A responsible person can be an officer of
certain conditions, discussed earlier in Pay-a corporation, a partner, a sole proprietor, or
ments in kind under Social Security and Medi- Earned Incomean employee of any form of business. A trus-
care Taxes, are met.tee or agent with authority over the funds of Credit (EIC) the business can also be held responsible for
Figuring the tax.  The FUTA tax rate is 6.2%the penalty. The EIC is a special credit for certain employ-
of the first $7,000 in wages paid annually to‘‘Willfully’’ in this case means voluntarily, ees that reduces the tax they owe. Even if they
each employee. However, you are given aconsciously, and intentionally. Paying other do not owe any tax, the credit may give them a
credit of up to 5.4% for the state unemploy-expenses of the business instead of the taxes refund. Eligible employees can choose to re-
ment tax you pay. The net tax rate, therefore,due is considered to be acting willfully. ceive advance payment of the EIC from you.
can be as low as 0.8% if your state is not sub-More information.  See Publication 15 To ensure that certain employees are aware of
ject to a credit reduction, discussed below. If(Circular E) for more information about penal- the EIC, you must notify them about the credit.
your state tax rate (experience rate) is lessties for tax deposits.
than 5.4%, you are still allowed the full 5.4% Advance payment.  You must pay part of the
credit. However, you cannot take the credit for EIC in advance to eligible employees whoForm W–2.  Form W–2 must show the total
any state taxes you fail to pay. If for any reason have filed a Form W–5 with you. This allowswages and other compensation paid (whether
you are exempt from state unemployment tax, those employees to receive part of the benefitor not they are subject to withholding), the
the full 6.2% rate applies. of their credit each payday, rather than havingamounts deducted for income, social security,

Credit reduction.  The 5.4% credit may a single amount credited to them later on theirand Medicare taxes, and any other information
be reduced for employers in some states. A tax return.required on the statement.
credit reduction is required if a state’s unem- The payment is added to the employee’sMore detailed information for preparing, fil-
ployment fund borrows from the federal gov- pay each payday. It is figured from tables ining, and correcting Form W–2, and for giving
ernment and keeps an outstanding balance Publication 15 (Circular E). You reduce your li-copies to employees, is contained in the In-
for two or more years. ability for income tax withholding and socialstructions for Form W–2.

If your state is subject to a credit reduction security taxes by the total amount of the ad-
for 1996, the state’s name and the amount of vance EIC payments made. For more informa-Additional information.  Publication 15 (Cir-
the credit reduction will be shown on the 1996 tion, see Publication 15 (Circular E).cular E) contains more information about em-
Form 940. Employees not eligible.  Employeesployment taxes. You can get Circular E from

whose wages are exempt from withholding ofthe IRS Forms Distribution Center for your
Form 940.  If you are liable for FUTA tax, an income, social security, or Medicare tax arestate. See Ordering publications and forms at
annual return must be filed on Form 940 by not eligible to receive advance EIC payments.the beginning of this publication.
January 31 following the close of the calendar
year for which the tax is due. However, you Notification.  You must notify each employee
may have to make deposits of the tax before who worked for you at any time during the yearFederal Unemployment filing the return. If you deposit the tax on time and from whom you did not withhold any in-
and in full, you have an extra 10 days to file — come tax about the EIC. However, you do notTax (FUTA) until February 10. have to notify employees who claim exemp-

You can use Form 940–EZ, a simplifiedYou are subject to federal unemployment tax tion from withholding on Form W–4.
version of Form 940, if all of the following(FUTA) if, during the current or preceding cal- You can meet the notification requirement
apply:endar year, you: by giving each employee one of the following:
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1) Form W–2, which contains the notification 3) Be documented under the laws of the 1) Amounts attributable to the taxable in-
on the back of Copy C. come from the agreement vessel opera-United States if the vessel weighs 5 net

tions, without regard to any net operatingtons or more, and2) A substitute Form W–2 with the exact EIC
loss carryback or net capital loss;wording shown on the back of copy C of 4) Be operated in the foreign or domestic

Form W–2. 2) Amounts representing capital gains on as-commerce of the United States or the
sets held in the fund six months or lessfisheries of the United States.3) Notice 797, Possible Federal Tax Refund
from:Due to the Earned Income Credit (EIC).

a) The sale or disposition of agreement4) Your own written statement with the exact Note:  Any vessel constructed outside the vessels, insurance or indemnity pro-wording of Notice 797. United States but documented under the laws ceeds, and fund investments, less
of the United States on April 15, 1970, or any

b) Amounts representing capital losses onFor more information about notification re- vessel constructed outside the United States
assets held in the fund for six months orquirements and claiming the EIC, see Notice for use in United States foreign trade in accor-
less;1015, Employers—Have You Told Your Em- dance with a contract entered into before April

ployees About the Earned Income Credit 3) Interest (not including tax-exempt interest15, 1970, is both eligible and qualifying for pur-
(EIC)? from state and local bonds) and other or-poses of establishing a CCF.

dinary income received, and

4) Ordinary income (depreciation recapture),
if any, from the sale or other disposition ofCCF Accounts  any agreement vessel or insurance or in-13. demnity proceeds attributable to anyEach CCF fund has three separate bookkeep-
agreement vessel.ing accounts which taxpayers must maintain.

These accounts are:Capital
1) The capital account,Construction Fund
2) The capital gain account, and CCF Contributions 
3) The ordinary income account.

You can exclude from taxable income anyTopics amounts you deposit in your CCF accountA deposit to the capital account does notThis chapter discusses: coming from the following sources:generate a CCF tax deduction. A deposit to a
● Qualifying vessels 1) Earnings from the operation of the agree-capital gain account defers tax on the capital

ment vessels,● Deduction for contributions gain portion of a sale or other disposition if the
net proceeds from the transaction are depos- 2) Gain from sales or other dispositions of,● Tax treatment of withdrawals
ited in the fund. A deposit to the ordinary in- or from insurance on, agreement vessels
come account generates a deduction by re- (if the net proceeds from the transactionUseful Items ducing your taxable income. are deposited in the fund), andYou may want to see:

3) Earnings of the fund.Capital account.  The capital account
Publication includes:

Earnings from vessel operations.  You can□ 542 Tax Information on Corporations 1) Amounts attributable to your depreciation reduce the portion of your taxable income for
deduction for the agreement vessels, the tax year (without regard to the carryback ofForm (and Instructions)

any net operating loss or net capital loss) at-2) Amounts attributable to the net proceeds
□ Sch C (Form 1040) Profit or Loss From tributable to the operation of the agreementfrom the sale or disposition of the agree-

Business vessel in the fisheries of the United States.ment vessels, or any insurance or indem-
nity proceeds, (not including the portion□ Sch SE Self-Employment Tax
that represents gain), and Dispositions.  Gain on the disposition of a

vessel covered by an agreement is excluded3) Amounts representing tax exempt inter-
from income tax if the net proceeds from theThe Capital Construction Fund (CCF) is a est on CCF investments in state and local
sale or other disposition of, or from insurancespecial investment program administered by bonds.
on, the vessel is deposited into the fund. Ordi-the National Marine Fisheries Service (NMFS)
nary income from depreciation recapture isand the Internal Revenue Service (IRS). This
also excluded from tax.program allows you, as a commercial fisher- Capital gain account.  The capital gain ac-

man, to enter into an agreement with the Sec- count consists of:
Investment earnings.  Earnings from invest-retary of Commerce to invest part of your in-

1) Amounts representing capital gains, on ment and reinvestment of amounts held in thecome in an interest-bearing trust fund (savings
assets held in the fund for 6 months or fund are excluded from gross income. Reportaccounts, stocks, bonds, etc.). These funds
less from the sale or disposition of any any amounts earned as interest or dividends,are used to acquire or construct a new fishing
agreement vessel, or the insurance or in- that are held in your CCF account, on the ap-vessel or to reconstruct or recondition one you
demnity proceeds attributable to an propriate form or schedule for the tax returnalready own. You can establish a fund for any
agreement vessel, or you file. Identify the amounts as CCF earn-or all vessels you own.

ings. Then subtract the same amounts and2) The gains from fund investments held in
identify them as CCF deposits.Qualifying vessels.  If you are a citizen of the the fund, less

United States who owns or leases an eligible 3) Amounts representing capital losses on
vessel, you may enter into an agreement to Contribution Ceilings  assets held in the fund for more than six
establish a CCF. To be eligible, a vessel must: The amount that you can deposit, for any taxmonths.
1) Be built or rebuilt in the United States, year, cannot exceed the sum of:

Ordinary income account.  The ordinary in-2) Have a home port in the United States if it 1) The taxable income from your fishing ves-
come account consists of:weighs between 2 and 5 net tons, sel operations (without regard to any net
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operating loss (NOL) carryback or net with the money in your CCF account, are quali- change annually to reflect the investment
capital loss), fied withdrawals. Any other withdrawal is a yields and money rates after 1971. For more

nonqualified withdrawal. information on computing the interest, see
2) The deduction for depreciation allowable Examples of nonqualified withdrawals are Regulation 3.7(e). The current interest rate

on your fishing vessel, amounts remaining in a CCF upon termination can also be obtained by calling National
of the fund and payments against indebted- Marine Fisheries Service at (301) 713-2393.3) Any net proceeds (not included in 1
ness in excess of basis. If NMFS determinesabove) from the sale or disposition of an Attach a statement to your tax return that
that the balance in your CCF exceeds theagreement vessel or insurance or indem- shows the computation of both the tax and in-
amount that is appropriate to meet the objec-nity received on the vessel, and terest for the nonqualified withdrawal.
tives of the vessel construction program, the Interest deduction.  Interest paid on a4) The receipts from the investment or rein- excess will be treated as a nonqualified with- nonqualified withdrawal is allowable as an in-vestment of the fund assets. drawal unless you develop appropriate pro- terest deduction as a trade or business
gram objectives within three years to dissipate expense.
the excess.

How To Take the Deduction  Individuals.  Include the tax and interest for
Note:  The ‘‘acquisition, construction, orHow to take the deduction for a CCF invest- the nonqualified withdrawal on line 54 of Form

reconstruction of a qualified vessel’’ includesment depends on how you file your tax return. 1040. To the left of line 54, write the amount of
acquiring a vessel through either purchase or tax and interest and ‘‘CCF.’’
lease of a vessel for a period of five years orIndividuals.  The deduction for a CCF invest-
more.ment is not taken on Schedule C or C–EZ Partnerships.  The partners in a partnership

(Form 1040). To take the deduction, you sub- are taxed at their highest marginal rate for
tract the deduction from the amount that nonqualified withdrawals from a CCF made byTax Treatment of
would normally be entered as taxable income the partnership. The partnership reports theQualified Withdrawals  on line 37 (Form 1040). In the margin to the left nonqualified withdrawal on a statement at-

A qualified withdrawal from either the ordinaryof line 37, write ‘‘CCF’’ and the amount of the tached to Schedule K (Form 1065) explaining
income account or the capital gain accountdeduction. line 24 and allocates this amount to the part-
reduces the depreciable basis of your fishing ners on Schedule K–1, line 25.
vessel by 100% of the withdrawal.Note:  If you take a deduction for a CCF

Qualified withdrawals from a CCF shall becontribution and must complete other forms S Corporations.  The shareholders of an Streated as:such as Form 6251 or the worksheets for corporation are taxed at their highest marginal
Schedule D, you will need to make an extra 1) First, as made from the capital account, rate for nonqualified withdrawals from a CCF
computation. When the other form tells you to made by the corporation. However, the2) Second, as made from the capital gain
use an amount from line 35, Form 1040, do not amount of the withdrawal taxed to the share-account, and
use that amount. Instead, add lines 36 and 37, holders is reduced by a proportionate share of3) Third, as made from the ordinary incomeForm 1040, and use that amount. the tax paid by the corporation on the amountaccount.

of each withdrawal that was included in:

Partnerships.  The deduction for contribu- 1) The net capital gain taxed to the corpora-
tions to a CCF for a partnership is separately tion under section 1374 of the InternalTax Treatment of
stated on Schedule K (Form 1065), line 11 and Revenue Code (as in effect prior to theNonqualified Withdrawals  allocated to the partners on Schedule K-1 enactment of the Tax Reform Act of

Nonqualified withdrawals made from either(Form 1065), line 11. 1986),
the ordinary income account or the capital

2) The net recognized built-in gains taxed togain account of a CCF are taxed separatelyS Corporations.  The deduction for contribu-
the corporation under section 1374 of thefrom other gross income at the highest margi-tions to a CCF for an S corporation is sepa-
Internal Revenue Code, ornal tax rate. You treat any nonqualified with-rately stated on Schedule K (Form 1120S),

drawal you make in the following order:line 10 and allocated to the shareholders on 3) The net passive income taxed to the cor-
Schedule K-1 (Form 1120S), line 10. poration under section 1375 of the Inter-1) First, as made from the ordinary income

nal Revenue Code.account,
Corporations.  The deduction for contribu- 2) Second, as made from the capital gain
tions to a CCF for a corporation is made by The S corporation reports the nonqualifiedaccount, and
subtracting the amount of the deduction from withdrawal (after reducing for its share of the

3) Third, as made from the capital account.the amount that would normally be entered on above taxes) on a statement attached to
line 30 of Form 1120. On the dotted line next Schedule K (Form 1120S) explaining line 21

In any tax year in which you make a non-to line 30, write ‘‘CCF’’ and enter the amount and allocates this amount to the shareholders
qualified withdrawal, you figure the tax on theof the deduction. For information on comput- on Schedule K–1 (Form 1120S), line 23.
amount of the nonqualified withdrawal sepa-ing taxable income, see Publication 542.
rately from other gross income. The amount ofSelf-employment tax.  You must figure Corporations.  Corporations are taxed onthe withdrawal is excluded from your gross in-your self-employment tax by transferring your nonqualified withdrawals made from a CCF.come. To figure the tax on the nonqualifiednet profit or loss from line 31, Schedule C Corporations must figure the tax and interestwithdrawal, you multiply the withdrawal(Form 1040) to line 2, Schedule SE (Form for a nonqualified withdrawal separately andamount by the highest rate of tax.1040). Do not reduce the net profit or loss include this tax and interest on Schedule J

from your fishing business by the amount de- (Form 1120), line 10. On the dotted line next toInterest.  Interest is assessed on the addi-posited in the CCF. line 10, they must write ‘‘CCF’’ and thetional tax due to a nonqualified withdrawal.
amounts of tax and interest. A nonqualifiedThe period for the interest begins from the last
withdrawal is subject to the highest tax rate fordate for paying tax for the tax year in which you
corporations.deposited the amount in the CCF to the lastCCF Withdrawals  

date for paying tax for the tax year in which you
Estates.  An estate must figure the tax for aWithdrawals from a CCF account, approved make the nonqualified withdrawal. The inter-
nonqualified withdrawal on Schedule G (Formby the NMFS for payment towards fishing ves- est rate on the nonqualified withdrawal is sim-
1041).sels you will construct, reconstruct, or acquire ple interest. The interest rate is subject to
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Tax benefit rule.  If any portion of your non- You may be eligible to claim a credit on The use must not be in a highway vehicle reg-
qualified withdrawal is properly attributable to your 1995 income tax return for federal excise istered for use on public highways.
contributions (not earnings on the contribu- tax paid on certain fuels. You may also be eligi-
tions) you made to the fund and they did not ble to claim a quarterly refund of the fuel taxes Highway vehicle.  A highway vehicle includes
reduce your tax liability for any tax year prior to during 1996, instead of waiting to claim a any self-propelled vehicle designed to carry a
the withdrawal year, the tax treatment is as credit on your 1996 income tax return. The load over public highways, whether or not also
follows: form you use to claim your credit or refund designed to perform other functions. Exam-

shows the rate that applies to the fuel. ples of vehicles designed to carry a load over1) The portion that did not reduce your tax li-
Also, you may be eligible to claim a credit public highways are passenger automobiles,ability for any year prior to the withdrawal

or refund as the original purchaser of a diesel- motorcycles, buses, highway-type trucks, andyear is not taxed, and
powered car, van, or light truck. This applies truck tractors. It does not matter if:

2) An amount equal to that portion is allowed even if the vehicle is not used in a trade or bus-
1) The vehicle’s design allows it to perform aas a net operating loss deduction. iness. See Diesel-Powered Highway Vehicles,

highway transportation function for onlylater.
Amounts not withdrawn from fund after You may be able to buy certain fuel tax free a) A particular type of load, such as pas-

25 years.  Amounts not withdrawn from a fund instead of buying the fuel tax paid and then fil- senger, furnishings, and personal ef-
after 25 years from the date deposited are ing for a credit or refund. See How To Buy Fuel fects (as in a house, office, or utility
taxed as nonqualified withdrawals. There are Tax Free, later. trailer), or
percentages beginning with year 26 and later For information about credits and refunds

b) A special kind of cargo, goods, sup-that determine the amount of the nonqualified for fuels used for nontaxable purposes not dis-
plies, or materials, orwithdrawal. cussed in this chapter, see Publication 378.

2) Machinery or equipment is designed (and
More information.  This chapter briefly dis- permanently mounted) to perform some
cusses the CCF program. For more detailed off-highway task unrelated to highwayFuel Used Ininformation, see section 607 of the Merchant transportation except as discussed next.
Marine Act of 1936 as amended (46 USC Boats 1177), section 7518 of the Internal Revenue Vehicles not considered highway vehi-
Code and the Code of Federal Regulations, 26 You may be eligible to claim a credit or refund cles.  Generally, the following kinds of vehi-
C.F.R. Part 3 and 50 C.F.R. Part 259. You may of excise tax included in the price of fuel you cles are not considered highway vehicles:
also obtain a free question and answer type use in a vessel employed in the fisheries or

● Specially designed mobile machinery forpublication about the CCF program from: whaling business.
nontransportation functions. A self-pro-Boats used in fishing include only water-

National Marine Fisheries Service pelled vehicle is not a highway vehicle if thecraft used in taking, catching, processing, or
Capital Construction Fund Program chassis—transporting fish, shellfish, or other aquatic life
1335 East-West Highway, 5th Floor for commercial purposes, such as selling or a) Has permanently mounted to it machin-Silver Spring, MD 20910 processing the catch, on a specific trip basis. It ery or equipment used to perform cer-Telephone: (301) 713–2393 includes boats used in both fresh and salt tain operations (construction, manufac-

water fisheries. It does not include watercraft turing, drilling, mining, timbering,
used for both sport fishing and commercial processing, farming, or similar opera-
fishing. tions) if the operation of the machinery

or equipment is unrelated to transporta-
Aircraft.  Fuel used in aircraft to locate fish is tion on or off the public highways,
not fuel used in commercial fishing.14. b) Has been specially designed to serve

only as a mobile carriage and mount forDiesel fuel.  You may be eligible to claim a
the machinery or equipment, whetherExcise Taxes credit or refund of the excise tax on undyed
or not the machinery or equipment is indiesel fuel if you use the fuel in the boat in the
operation, andactive conduct of:

Topics c) Because of its special design, could
● A trade or business of commercial fishing orThis chapter discusses: not, without substantial structural modi-transporting persons or property for com-

fication, be used as part of a vehicle de-● Fuels used in boats pensation or hire, or
signed to carry any other load.

● Fuels used in off-highway business use ● Any other trade or business, unless the boat
● Vehicles designed for off-highway transpor-is used predominantly for entertainment,● How to buy fuel tax free

tation. A self-propelled vehicle is not a high-amusement, or recreation.
● Diesel-powered highway vehicles way vehicle if—
● How to claim a credit or refund  No credit or refund is allowed on dyed diesel a) The vehicle is designed primarily to

fuel.● Including the credit or refund in gross carry a specific kind of load other than
income over the public highway for certain op-

erations (construction, manufacturing,
mining, processing, farming, drilling,Useful Items Fuels Used In timbering, or similar operations), andYou may want to see:

Off-Highway b) The vehicle’s use of carrying this load
Publication over public highways is substantiallyBusiness Use limited or impaired because of its de-□ 378 Fuel Tax Credits and Refunds

sign. To determine if the vehicle is sub-You may be eligible to claim a credit or refund□ 510 Excise Taxes for 1996
stantially limited or impaired, you mayof excise tax included in the price of fuels used
take into account whether the vehiclein off-highway business use.Form (and Instructions)
may travel at regular highway speeds,

□ 4136 Credit for Federal Tax Paid on requires a special permit for highwayOff-highway business use.  Off-highway
Fuels use, or is overweight, overheight, orbusiness use is any use of fuel in a trade or

overwidth for regular highway use.□ 8849 Claim for Refund of Excise Taxes business or in any income-producing activity.
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A public highway includes any road in the for a nontaxable use, you may be eligible to purchase of a vehicle. See How to claim a re-
United States that is not a private roadway. buy it tax free. fund, later.
This includes federal, state, county, and city
roads and streets. Diesel fuel.  You buy dyed diesel fuel tax free Original purchaser.  You must be the original

for use for a nontaxable purpose, such as in a purchaser to be eligible for the credit or re-
boat used in commercial fishing. You must buyRegistered.  A vehicle is considered regis- fund. An original purchaser is the first person
the fuel from a person who is registered withtered when it is registered or required to be to buy a new qualified diesel-powered vehicle
the IRS. However, if you use the dyed dieselregistered for highway use under the law of for use other than resale. Treat the lease or
fuel for a taxable purpose, you could be sub-any state, the District of Columbia, or any for- rental of a vehicle as a use other than resale.
ject to the excise tax and a penalty.eign country in which it is operated or situated. If you buy and register a qualified diesel-

Any highway vehicle operated under a deal- powered vehicle subject to a lien (even if the
er’s tag, license, or permit is considered regis- Gasoline.  Your supplier may be able to sell lienholder holds title to the vehicle), you can
tered. A highway vehicle is not considered reg- you gasoline at a tax-excluded price only for claim the credit or refund.
istered solely because a special permit allows use in a vessel employed in the fisheries or The following do not qualify as original
the vehicle to be operated at particular times whaling business. You may not buy gasoline purchasers:
and under specified conditions. for any other purpose at a tax-excluded price.

1) State and local governments,Your supplier may be eligible to claim a
2) Nonprofit educational organizations,credit or refund of the excise tax on the gaso-Fuel used for power take-offs.  You cannot

line sold to you at a tax-excluded price. Refertake a credit or refund for fuel used in the mo- 3) Dealers who use the vehicle as a demon-
your supplier to Publication 510, for details.tor (for propulsion) of a highway vehicle that strator vehicle. However, the first person

In order to buy gasoline at a tax-excludedalso operates special equipment by means of to buy the demonstrator vehicle for use
price, give your supplier a signed certificatea power take-off or power transfer. It does not other than resale qualifies as the vehicle’s
identifying you and stating how you will use thematter if the special equipment is mounted on original purchaser.
gasoline. You do not need to renew the certifi-the vehicle.
cate as long as the information it contains con-Separate motor.  The fuel you use in a

Qualified diesel-powered highway vehicle.tinues to be correct.separate motor to operate special equipment,
A qualified diesel-powered highway vehicle issuch as a refrigeration unit, pump, generator,
one that:or mixing unit, may qualify for a credit or a re- Exemption certificate.  The following is an

fund. If you draw fuel from the same tank to 1) Has at least four wheels;acceptable exemption certificate:
operate both of the motors, you must figure Date 2) Has a gross vehicle weight rating of
the quantity used in the separate motor oper- The undersigned (‘‘Buyer’’) hereby certifies 10,000 pounds or less; and
ating the special equipment. You may make a that Buyer bought or will buy for use in a ves-

3) Is registered for highway use in the Unitedreasonable estimate based on your operating sel employed in the fisheries or whaling
States under the laws of any state.experience and supported by your records. business

You can use devices that measure the (Check the applicable type of certificate)
miles the vehicle has traveled (such as The (quantity)  of gasoline, Amount of credit or refund.  You can claim a
hubometers) to figure the gallons of fuel used or credit or refund of $102 for a car, and $198 for
to propel the vehicle. Add to this amount the ALL the gasoline it buys a light truck or van. A van is a vehicle with no
fuel consumed while idling or warming up the at a price that does not include the excise tax body sections protruding more than 30 inches
motor before propelling the vehicle. The differ- from: ahead of the leading edge of the windshield.
ence between your total fuel used and the fuel Name of Basis reduction.  Reduce the basis of any
used to propel the vehicle is the fuel used in seller: qualified diesel-powered highway vehicle by
the separate motor. Address of the credit or refund payable for such vehicle.

seller: Consider the basis reduction to occur on the
If the gasoline is not used as specified above,Fuel lost or destroyed.  You cannot treat fuel date of purchase.
Buyer will so notify the person to whom Buyerlost or destroyed through spillage, fire, or Example.  David purchased a new diesel-
gives this certificate. Buyer has not and willother casualty as fuel used in an off-highway powered car to use in his business. He
not claim a refund or credit under sectionbusiness use. claimed the $102 credit only for the tax year in6421 of the Internal Revenue Code for the ex-

which he purchased the car (1995). He re-cise tax on this gasoline.Examples.  Off-highway business use in a duced his basis in the car by $102 on the dateBuyer understands that Buyer or any othertrade or business or income-producing activity he purchased it.party may, for fraudulent use of this certificate,includes fuels used:
be subject to a fine or imprisonment, together

1) In stationary machines such as genera- How to claim a credit.  You claim the creditwith the costs of prosecution.
tors, compressors, power saws, and simi- for the purchase of a qualified diesel-poweredSignature
lar equipment; vehicle on Form 4136. Complete Parts I and IIITitle

and attach Form 4136 to your income taxTIN2) For cleaning purposes;
return.Address3) In forklift trucks and bulldozers; and If you are not required to file an income tax
return, you should do so to take advantage of4) In vehicles operating off the highway in
this refundable credit. If you do not file a re-construction, mining, or timbering activi- Diesel-Powered turn, you cannot claim the credit. Do not claimties, if the vehicles are neither registered
a credit for any tax for which you have filed anor required to be registered. Highway Vehicles refund claim.

If you buy a qualified diesel-powered car, van,
How to claim a refund.  You may be eligibleor light truck you may be eligible for a one-time
to use Form 8849 to claim the refund availablecredit or refund. You can purchase the vehicleHow To Buy Fuel Tax to you as the original purchaser of a qualifyingfor either business or personal use. You gen-
diesel-powered highway vehicle. Use Formerally claim the credit on the tax return for theFree 
8849 only if you qualify to file a quarterly re-year of purchase. However, if you can claim a
fund claim, as discussed under Claiming a Re-Instead of buying fuel tax paid and then filing a refund for certain excise taxes, you may be
fund, later.claim for credit or refund when the fuel is used able to use Form 8849 to claim a refund for the
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Corporation Income Tax Return, or line 28g of Generally, you file Form 8849 with the
Form 1120–A, U.S. Corporation Short-Form same IRS Service Center where you file yourHow To Claim a Credit
Income Tax Return. income tax return. A partnership files a claimor Refund S corporations.  To claim the credit, S cor- for refund in the name of the partnership and
porations use line 23c of Form 1120S, U.S. In- one of the partners must sign it. A corporationYou generally can claim a credit or refund of come Tax Return for an S Corporation. files the claim in the name of the corporationthe excise taxes included in the price of fuels Trusts.  Trusts required to file Form 1041, and one of its officers must sign it.you use for nontaxable purposes. No credit or U.S. Income Tax Return for Estates and

refund is allowed for any fuel, such as dyed Trusts, use line 24g to claim the credit. Example.  Pearl Steele used 15,000 gal-
diesel fuel, purchased tax free.

lons of undyed diesel fuel on her boat for com-
mercial fishing purposes in April of 1995. SheWhen to claim a credit.  You can claim a fuel

Taxpayer identification number.  To file a filed Form 8849 for the second quarter andtax credit on your income tax return for the
claim for credit or refund, you MUST have a claimed a $3,660 refund. When Pearl files heryear you used the fuels or on an amended re-
taxpayer identification number — either a so- 1995 income tax return, she cannot claim aturn for that year filed within the time pre-
cial security number or an employer identifica- credit for the tax on this fuel.scribed by law. Ordinarily, you must file an
tion number. See Identification Number in amended return by the later of 3 years from
chapter 1. the date you filed your original return or within

2 years from the time you paid the tax.
Records.  Keep at your principal place of busi- Including the Credit or
ness all records needed to enable the IRS to

Claiming a Refund verify the amount you claimed. No special Refund in Income 
form is required, but the records should You may be eligible to claim a refund during
establish: You include any credit or refund of excise1996 rather than waiting until you file your

taxes on fuels you receive in your gross in-1996 income tax return to claim a credit. File a1) The total number of gallons purchased
come if you claimed the taxes as an expenseclaim for refund on Form 8849. However, youand used during the period covered by
deduction that reduced your income tax liabil-must meet the quarterly amount requirementsyour claim,

(discussed next) to use Form 8849 for claim- ity. Do not include as income any credit or re-
2) The dates of the purchases, ing a refund. fund related to the purchase of a qualified die-

sel-powered highway vehicle.3) The names and addresses of suppliers
The year you include a credit or refund inQuarterly refund claim.  You can file a quar-and amounts purchased from each during

gross income depends on whether you useterly refund claim for any of the first threethe period covered by your claim,
the cash or accrual method of accounting.quarters of your tax year for which you qualify.

4) The purpose for which you purchased To qualify for a quarterly refund, you must
and used the fuel, and claim the following amounts for fuel used dur- Cash method.  If you use the cash method

ing the quarter:5) The number of gallons used for each and file a claim for refund, include the refund
purpose. in your gross income for the tax year in which1) At least $1,000 for gasoline used for non-

you receive the refund. If you claim a credit ontaxable purposes such as off-highway
your income tax return, include the credit inIt is important that your records show sepa- business use.

rately the number of gallons used for each pur- gross income for the tax year in which you file
2) At least $1,000 for special motor fuel andpose that qualifies as a claim. Form 4136. If you file an amended return and

compressed natural gas used for nontax- claim a credit, include the credit in gross in-
able purposes, such as off-highway busi- come for the tax year in which you receive it.Claiming a Credit ness use, and the refund available to the
original purchaser of diesel-powered Example.  Ed Brown, a cash-basis fisher-You make a claim for credit on Form 4136 and
highway vehicles. man, filed his 1995 Form 1040 on March 1,attach it to your income tax return. Do not

1996. On Schedule C, he deducted the totalclaim a credit on Form 4136 for any excise tax 3) At least $750 for undyed diesel fuel and
cost of gasoline (including $100 of excisefor which you have already filed a refund claim aviation fuel used for nontaxable

on Form 8849. taxes) used in his commercial fishing vessels.purposes.
Then, on Form 4136, Ed claimed the $100 of
excise tax paid on the gasoline as a credit. EdHow to claim a credit.  How you claim a credit

A special rule for diesel fuel and aviation fuel reports the $100 as additional income on hisdepends on whether you are an individual,
allows you to aggregate the amount of fuel 1996 Schedule C.partnership, corporation, S corporation, or
used in each quarter. You may file a claim fortrust.
the quarter for which the combined total is atIndividuals.  Individuals claim the credit on

Accrual method.  If you use an accrualleast $750.line 60 and check box b of the 1995 Form
method, include the entire claim in gross in-Fourth quarter claims.  You cannot file a1040. Even though you may not otherwise

quarterly claim for refund for the fourth quarter come for the tax year in which the qualifyinghave to file an income tax return, you must do
of your tax year. You file claims for the fourth use occurred. It does not matter if an accrual-so to obtain a fuel tax credit. See instructions
quarter as a credit on your income tax return. basis taxpayer filed for a quarterly refund oraccompanying Form 1040.

claimed the entire amount as a credit.Partnerships.  The partnership itself can-
not claim the credit on Form 1065, U.S. Part- When.  You must file a quarterly claim by the

Example.  Todd Green, an accrual-basisnership Return of Income. The partnership last day of the quarter following the end of the
fisherman, filed his 1995 return on April 2,must attach a statement to Form 1065, show- quarter for which the claim is being filed. If you
1996. On Schedule C, he deducted the totaling the number of gallons of each fuel allo- file your claim late, you are not allowed a re-
cost of gasoline (including $155 of excisecated to each partner and the rate that ap- fund. Instead, you add the amount of disal-
taxes) used in his commercial fishing vesselsplies. Each partner claims the credit on his or lowed refund to any claim for credit and claim
during 1995. On Form 4136, Todd claimed theher income tax return for his or her share of it on your income tax return by attaching Form
$155 excise tax he paid on the gasoline as athe fuel used by the partnership. 4136. Do not claim a credit against your in-
credit. He must report the $155 as additionalCorporations.  To claim the credit, corpo- come tax for any excise tax for which you filed
income on his 1995 Schedule C.rations use either line 32g of Form 1120, U.S. a claim for refund.
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Privacy and confidentiality. You have the the interview if you are there because of an ad-
ministrative summons.right to have your tax case kept confidential.15. Under the law, the IRS must protect the pri-
Recordings.  You can generally make an au-vacy of your tax information. However, if a lien
dio recording of an interview with an IRS Ex-or a lawsuit is filed, certain aspects of your taxThe Examination amination officer. Your request to record thecase will become public record. People who
interview should be made in writing. You mustprepare your return or represent you must alsoand Appeals
notify us at least 10 days before the meetingkeep your information confidential.
and bring your own recording equipment. WeYou also have the right to know why we areProcess
also can record an interview. If we initiate theasking you for the information, exactly how we
recording, we will notify you 10 days before thewill use it, and what might happen if you do not
meeting and you can get a copy of the record-give it.
ing at your expense.

Introduction Examination of Returns Repeat examinations.  We try to avoid repeat
An examination usually begins when we notify examinations of the same items, but some-
you that your return has been selected. We will times this happens. If we examined your tax

We examine returns for correctness of in- tell you which records you will need. If you return for the same items in either of the 2 pre-
come, exemptions, credits, and deductions. gather your records before the examination, it vious years and proposed no change to your
After the examination, if we propose any can be completed with the least amount of tax liability, please contact us as soon as pos-
changes to your tax, you may either agree with effort. sible so that we can see if we should discon-
those changes and pay any additional tax, or tinue the examination.
you may disagree with the changes and ap- How returns are selected.  We select returns
peal the decision. for examination by several methods. A com- Explanation of Changes 

puter program called the Discriminant Func- If we propose any changes to your return, we
Topics tion System (DIF) is used to select most re- will explain the reasons for the changes. It is
This chapter discusses: turns. In this method, the computer uses important that you understand the reasons for

historical data to give parts of the return a any proposed change. You should not hesi-● Examination of returns
score. IRS personnel then screen the return. tate to ask about anything that is unclear to

● Appealing the examination findings Returns most likely to have mistakes are se- you.
lected for examination.

Useful Items Some returns are selected at random. We Agreement with changes.  If you agree with
use these examination results to update and the proposed changes, you can sign an agree-You may want to see:

ment form and pay any additional tax you mayimprove our selection process.
owe. You must pay interest on any additionalWe also select returns by examining claimsPublication
tax. If you pay when you sign the agreement,for credit or refund and by matching informa-

□ 1 Your Rights as a Taxpayer the interest is generally figured from the duetion documents, such as Forms W–2 and the
□ 5 Appeal Rights and Preparation of date of your return to the date you paid.1099 series, with returns.

Protests for Unagreed Cases If you do not pay the additional tax when
you sign the agreement, you will receive a bill.Arranging the examination.  Many examina-□ 556 Examination of Returns, Appeal
The interest on the additional tax is figuredtions are handled by mail. However, if we no-Rights, and Claims for Refund
from the due date of your return to the billingtify you that your examination is to be con-
date. However, you will not be billed for moreducted through a personal interview, or if you
than 30 days additional interest, even if the billrequest such an interview, you have the right
is delayed. Also, you will not have to pay anyFairness If Your Return to ask that the examination take place at a rea-
more interest or penalties if you pay thesonable time and place that is convenient forIs Examined amount due within 10 days of the billing date.both you and the IRS. If the time or place we

If you are due a refund, we can refund yoursuggest is not convenient, the examiner will tryMost taxpayers’ returns are accepted as filed.
money more quickly if you sign the agreementto work out something more suitable. How-But if your return is selected for examination, it
form. You will be paid interest on the refund.ever, we will make the final determination ondoes not suggest that you are dishonest. The

how, when, and where an examination takesexamination may or may not result in more tax.
Appealing theplace.Your case may be closed without change. Or,

you may receive a refund. Transfers to another district.  Generally, Examination Findings 
your individual return is examined in the IRS If you do not agree with the examiner’s report,
district office nearest your home. However,Courtesy and consideration.  You are enti- you can meet with the examiner’s supervisor
not all offices have examination facilities. Yourtled to courteous and considerate treatment to discuss your case further. If you still don’t
business return is examined where your booksfrom IRS employees at all times. If you ever agree after receiving the examiner’s findings,
and records are maintained. If the place of ex-feel that you are not being treated with fair- you have the right to appeal them. The exam-
amination is not convenient, you can ask toness, courtesy, and consideration by an IRS iner will explain your appeal rights and give
have the examination done in another office oremployee, you should tell the employee’s su- you a copy of Publication 5. This publication
transferred to a different district.pervisor. Publication 1 explains the many explains your appeal rights in detail and tells

rights you have as a taxpayer. You can get free you exactly what to do if you want to appeal.
publications by calling us at 1-800-829-3676. Representation.  Throughout the examina- You can also get a free copy by calling us at 1-

tion, you can represent yourself, have some- 800-829-3676.
one else accompany you, or, with proper writ-Pay only the required tax.  You have the
ten authorization, have someone representright to plan your business and personal fi- Appeals Office.  You can appeal the findings
you in your absence. If you want to consult annances in such a way that you will pay the of an examination within the IRS through our
attorney, a C.P.A., an enrolled agent, or anyleast tax that is due under the law. You are lia- Appeals Office. The Appeals Office is inde-
other person permitted to represent a tax-ble only for the correct amount of tax. Our pur- pendent of your examiner and IRS District Di-
payer during an examination, we will stop andpose is to apply the law consistently and fairly rector or Service Center Director. Most differ-
reschedule the interview. We cannot suspendto all taxpayers. ences can be settled through this appeals
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system without expensive and time-consum- exceptions to this time period if your claim is 3) Monthly Summary of Receipts and
based on certain carryback items, foreigning court trials. If the matter cannot be settled Expenses
taxes, bad debts, worthless securities, or if youto your satisfaction in Appeals, you can take 4) Annual Summary for Schedule C Entries
and the Service have agreed to extend the taxyour case to court.

5) Depreciation Worksheetassessment period.
Appeals to the courts.  Depending on 6) Crew Share Compensation Record

Cancellation of penalties. You have the rightwhether you first pay the disputed tax, you can
to ask that certain penalties (but not interest,take your case to the U.S. Tax Court, the U.S. Frank Carter owns and operates a 32-foot
as discussed later) be canceled (abated) if youCourt of Federal Claims, or your U.S. District fishing boat, the Salem. He uses a single-entry
can show reasonable cause for the failure thatCourt. These courts are entirely independent bookkeeping system and the cash method of
led to the penalty (or can show that you exer-of the IRS. However, a U.S. Tax Court case is accounting. He has two crew members, Bill
cised due diligence, if that is the standard forgenerally reviewed by our Appeals Office Brown and Joe Green, who are considered
the penalty).before it is heard by the Tax Court. As always, self-employed for social security tax (FICA)

If you relied on wrong advice from IRS em-you can represent yourself or have someone and federal income tax withholding purposes.
ployees, given to you by phone, we will canceladmitted to practice before the court re- The boat’s catch is divided: 76% to Frank and
certain penalties that may result. But you havepresent you. 12% to each crew member. Frank is not re-
to show that your reliance on the advice wasIf you did not yet pay the additional tax and quired to pay federal unemployment tax on the
reasonable.you disagree about whether you owe it, you crew members’ wages.

generally have the right to take your case to See the discussions in chapter 12 under
Reduction of interest.  If our error caused athe Tax Court. We will mail you a formal notice Certain Crew Members Considered Self-Em-
delay in your case, and this is grossly unfair,(called a ‘‘notice of deficiency’’) telling you ployed and Federal Unemployment Tax for
you may be entitled to a reduction of the inter-that you owe additional tax. You ordinarily more information on these topics.
est that would otherwise be due. Only delayshave 90 days to file a petition with the Tax
caused by procedural or mechanical acts thatCourt. Single-entry bookkeeping.  A single-entry
do not involve exercising judgment or discre-If you have already paid the disputed tax in bookkeeping system is based on the income
tion qualify. If you think we caused such a de-full and filed a claim for refund (discussed statement. This system is simple and very
lay, please discuss it with the examiner and filelater) for it that we disallowed (or on which we practical if you are starting a small business.
a claim.did not take action within 6 months), you can For tax purposes, the system records the flow

take your case to the U.S. District Court or U.S. of income and expenses through the use of a
Court of Federal Claims. Business Taxpayers daily cash receipts and expenses diary, fish-

Court decisions.  We follow Supreme house tickets, and a monthly summary of re-If you are in an individual business, the rights
Court decisions. However, we can lose cases ceipts and expenses.covered in this discussion generally apply to
in other courts involving taxpayers with the you. If you are a member of a partnership or a
same issue and still apply our interpretation of Books.  Frank is not required to keep hisshareholder in a small business corporation,
the law to your situation. You have the right to records in bound books. Records are ade-special rules (which may be different from
appeal our decision to do so. quate if they show current income on the basisthose described here) may apply to the exami-

Recovering litigation expenses.  If the of an annual accounting period, such as a cal-nation of your partnership or corporation
court agrees with you on most of the issues in endar year.items. The examination of these items is dis-
your case, and finds the IRS’s position to be cussed in Publication 556. You can get this
largely unjustified, you may be able to recover publication free by calling us at 1-800-829- 1) Daily Cash Receiptssome of your litigation expenses from us. But 3676.
to do this, you must have used up all the ad- and Expenses Diary 
ministrative remedies available to you within

This diary is used to record daily receipts and
the IRS, including going through our Appeals

out-of-pocket expenses. Frank uses this diary
system. You may also be able to recover ad-

to record expenses he cannot pay by check.
ministrative expenses from the IRS.

For example, Frank records expenses he pays
Publication 556 will help you more fully un- 16. while in a foreign port. Frank also records mis-

derstand your appeal rights. You can get it free cellaneous cash sales, such as the sale of fish
by calling us. to tourists at the dock. He keeps the diary onSample Records

the boat to record these transactions as they
Other Remedies occur.and Forms
If you believe that tax, penalty, or interest was
unjustly charged, you have rights that can rem- Income and expenses.  Frank transfers the
edy the situation. income and expense figures to his accounting

records on a weekly or monthly basis depend-This chapter discusses a sample record-
ing on how often he fishes. He might recordClaims for refund. Once you have paid your keeping system and several commonly used
other daily activities in his diary, such as thosetax, you have the right to file a claim for a credit tax forms. You are not required to use this sys-
shown in the sample diary for January 4 and 5.or refund if you believe the tax is too much. tem. It is only an example of a simple system
Frank also deposits all daily receipts (cashYou can claim a credit or refund by filing Form of keeping business records. The records and
and checks) in his business bank account and1040X, Amended U.S. Individual Income Tax forms discussed are illustrated at the end of
pays all his bills by check. He enters checks inReturn. the chapter.
the Monthly Summary of Receipts and Ex-You should file your claim by mailing it to
penses, discussed later.the Internal Revenue Service Center where

you filed your original return. File a separate Sample Record System form for each year or period involved. Cash receipts and expenses.  The cash re-
ceipts ($50.00) and the cash payment ($9.04)Time for filing a claim.  Generally, claims The first part of this chapter is a discussion of
for January 4, 1995, are taken from Frank’sfor a credit or refund must be filed within 3 the records of a good bookkeeping system.
Daily Cash Receipts and Expenses Diary.years from the date you filed your original re- These records might include a:
Frank enters the items in the proper columnsturn or 2 years from the date you paid the tax,

1) Daily Cash Receipts and Expenses Diary of the Monthly Summary of Receipts andwhichever is later. (A return filed early is con-
Expenses.sidered filed on the date it was due.) There are 2) Fishhouse Ticket
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1040). He carries the annual expense total for truck. He enters the total depreciation2) Fishhouse Ticket 
($6,534) from Form 4562 on line 13 of Sched-repairs from his annual summary and enters itFrank sells his daily catch to a fishhouse and
ule C (Form 1040).under ‘‘Repairs’’ on line 21.receives a fishhouse ticket as a record of

sales. Each ticket usually covers a specific pe-
Schedule C, Part V.  He enters the annual ex- 6) Crew Shareriod (for example, one week). It shows the re-
pense for boat fuel as a separate item on lineceipts and expenses for each day that Frank Compensation Record 46 and carries it to page 1, line 27.sells to the fishhouse. The fishhouse charges This record is kept for each crew member re-

for items such as ice and oil are included on gardless of whether the crew member is con-
the ticket and Frank receives the net payment 5) Depreciation Worksheet sidered an employee or self-employed for pur-
(income minus expenses). The ticket also Another major item entered on Schedule C is poses of the social security tax (FICA) and
shows the share of the catch due each crew the depreciation allowed on the assets used in federal income tax withholding. To determine
member. The fishhouse tickets become part the fishing business. Frank figures his deduc- if a crew member is considered self-employed,
of Frank’s accounting records and he retains tion on the Depreciation Worksheet. It shows see the discussion under Certain Crew Mem-
them with his other records. an item sold in 1995 that was placed in service bers Considered Self-Employed in chapter 12.

before 1981 and depreciated using the If the crew member does not qualify under
straight-line method. The sale is reported on those rules, see the discussions under Income3) Monthly Summary of
Form 4797, discussed later. The Depreciation Tax Withholding and Social Security and Medi-Receipts and Expenses 
Worksheet also shows items placed in service care Taxes in that chapter.

Frank carries the weekly gross receipts after 1986 that are depreciated using the Mod-
($1,254.60) as shown on each fishhouse ified Accelerated Cost Recovery System Crew members not considered self-em-
ticket and cash receipt to the Monthly Sum- (MACRS). ployed.  If the crew members are not consid-
mary of Receipts and Expenses to determine

ered self-employed, your records for each pay
his gross receipts for the month of January. He

period should show for each employee:Year depreciation taken.  Frank maintains aalso transfers the weekly expenses ($356.05)
depreciation record (not shown) over the en- 1) Whether the employee is full- or part-time.to determine his total expenses for the month.
tire period he depreciates an item. Deprecia-Frank carries the amount of the crew shares 2) The total wages received.tion must be taken in the year it is allowable.($107.83 each to Bill Brown and Joe Green) to 3) The withholding deductions (to show theHe cannot deduct in the current year deprecia-determine his expenses and crew shares for computation of the employee’s net pay).tion he did not claim in a prior year. The depre-the month of January.
ciation Frank can claim for the tax year is

You then use this information to prepareshown on the Depreciation Worksheet.Checks.  Frank enters the checks he draws Form 941, Employer’s Quarterly Federal Tax
on his business checking account daily. All of Return.Section 179 deduction.  Frank can choose tohis checks are prenumbered and every num-

deduct part of the cost of certain depreciableber is accounted for in the column provided for Crew members considered self-employed.property bought and placed in service in hischeck numbers. For this sample record system, both crewtrade or business during the tax year. This is
members are considered self-employed. How-referred to as the ‘‘section 179 deduction.’’Kinds of expenses.  The more common ex- ever, only Bill Brown’s Crew Share Compen-For more information on depreciation and thepenses have their own headings across the sation Record is shown. It shows:section 179 deduction, see chapter 7.sheet. Frank enters the expenses that nor-

Frank purchased a new pickup truck and 1) Bill’s share of the proceeds from the salemally require numerous entries, such as re-
placed it in service in August 1995. Frank must of the catches.pairs, fuel, and galley supplies in a separate
use MACRS to depreciate the truck. Frankaccount column. He enters the expenses or 2) Bill’s percentage of or proceeds from
uses the truck 80% in his fishing business.other items that normally have only one or two each catch.
The truck is listed property and is subject tomonthly payments in the ‘‘Other’’ column. 3) Frank’s (the operator-owner) percentagethe rules for listed property. Since the truck’s

of each catch.gross vehicle weight is less than 6,000Monthly total of receipts.  Frank carries the
pounds, it is treated as a passenger automo-monthly total of receipts ($3,789.10) for Janu- Since Bill received cash from the sale ofbile and is subject to the special deduction lim-ary to his Annual Summary for Schedule C En- each catch, the items for recording the esti-its that apply to passenger automobiles. For atries. Similarly, Frank enters his monthly ex- mated value of Bill’s share, the type of catch,discussion of these limits, see Publication 917,penses for galley supplies, fuel, bait, ice, crew and the total weight of each catch do notBusiness Use of a Car.shares, etc., in the appropriate columns of the apply.Frank’s total depreciation and section 179annual summary.
deduction for the truck cannot exceed $2,448.

Shares paid in cash.  Each month FrankThis is the $3,060 limit adjusted to reflect4) Annual Summary for transfers the amounts for the shares paid inFrank’s 80% business use. He takes a $2,448
cash to his Monthly Summary of Receipts andsection 179 deduction and reduces his basisSchedule C Entries 
Expenses.in the truck by the deduction ($8,000 –Frank’s annual summary of the monthly in-

$2,448). The depreciable basis of Frank’scome and expense totals provides the final
truck is $5,552. Frank has taken the maximum 7) Form 1099–MISC annual amounts that Frank will enter on his tax
deduction for the truck in 1995 and he cannotreturn. The entries on his annual summary are A fishing boat operator must file Form 1099–
take a depreciation deduction.the totals from his monthly summary. As in the MISC with the IRS for each crew member con-

case of his Monthly Summary of Receipts and sidered self-employed whether the crew mem-
Depreciation.  Frank enters the amounts fromExpenses, there are separate columns for ber was paid in kind (fish) or received pro-
the Depreciation Worksheet on the appropri-each major expense and for his cash receipts. ceeds from the sale of the catch.
ate lines of Form 4562, Depreciation and Frank enters his address and employer
Amortization. Frank must complete Part V ofSchedule C, Part I.  Frank enters the total identification number and Bill’s address and
the form because his truck is listed property.gross receipts from the annual summary on social security number in the appropriate
He enters the amount of the depreciation online 1 of Schedule C. boxes. Frank enters $5,495.81 (Bill’s total
his truck (the section 179 deduction) on line 24 share of the catch for the year) in box 5, Fish-
of Section A because he used the truck moreSchedule C, Part II.  Frank enters the annual ing boat proceeds.
than 50% for business. Then he answers thetotals for rent, wages, taxes, interest, etc., on Frank must send Copy A of Form 1099–
questions in Section B regarding the use of histhe appropriate lines of Schedule C (Form MISC with Form 1096 to the IRS by February
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29, 1996. Frank is required to give Bill a state- Line H.  Because Frank checked box 4 on line Line 27.  Other business expenses not
ment showing the information reported on G, no entry is required for line H. listed elsewhere on Schedule C are listed sep-
Copy A by January 31, 1996. He can use Copy arately in Part V, line 46, and the total is carried
B for this purpose. Line I.  Frank checks ‘‘Yes’’ on line I because to line 27. Frank lists the fuel expense for his

he materially participated in the operation ofFor more information, see the Instructions fishing boat here. He does not include the fuel
his fishing business.for Forms 1099, 1098, 5498, and W–2G and expense for his truck, which he has deducted

the instructions for Form 1096. on line 10.
Line J.  Frank does not check this box be- Line 28.  His total expenses shown on
cause this is not his first Schedule C. Schedule C are $39,552.

Line 29.  Frank enters his tentative profit of
Part I.  Frank enters his income in Part I.Tax Forms $20,736 on line 29. He makes no entry on line

Line 1.   Frank’s total sales of $60,288 in- 30.
clude all the fish he caught and sold during theSchedule C (Form 1040) and Form 4797 are Line 31.  He enters his net profit, $20,736,year. Since there were no returns and al-discussed next. on line 31 and carries that amount to line 12 oflowances (line 2), Frank carries the gross re-When Frank completes his return, he at- Form 1040. He then figures his self-employ-ceipts or sales of $60,288 to line 3.taches the schedules and forms in the correct ment tax on Schedule SE (Form 1040), whichLine 5.   Frank’s gross profit is $60,288order, using the Attachment Sequence Num- is not shown.since there is no entry on line 4.ber shown in the upper right corner of each

Line 7.  Frank’s gross income on Scheduleschedule or form. He attaches any supporting
C is the same as the gross sales from hisstatements last, assembled in the same order
business.as the forms and schedules they support. Form 4797 
Part II.  Frank enters his business expenses
for the year in Part II.Schedule C On January 3, 1995, Frank sold one of his fish-Line 10.   Frank’s total truck expenses are

ing boats for $25,000. The boat, Chatham,Frank Carter is a sole proprietor who owns and $505. Since he uses the truck 80% for busi-
cost $50,000 and was placed in service in hisoperates a fishing boat. He shows his busi- ness, he can deduct only $404 (80% ×  $505)
business on January 3, 1980. The boat had anness income and expenses on Schedule C as a business expense.
estimated useful life of 16 years and a salvage(Form 1040). Frank reports the net profit or Line 13.  Frank figures his depreciation de-
value of $10,000. The adjusted basis of theloss from his business on line 12, Form 1040. duction on Form 4562. He uses information
boat on January 3, 1995, was $12,500. SinceIf Frank has more than one business, he from his depreciation record (not shown) to
the boat was depreciable business propertymust prepare a separate Schedule C (Form complete the Depreciation Worksheet and

1040) for each business and attach them to held over one year and was sold at a gain,Form 4562. Frank attaches Form 4562 to his
his tax return. If he does not, he may have to Frank completes Part III of Form 4797 first.tax return to report his purchase of the truck in
pay a penalty for not properly reporting his in- 1995 and the section 179 deduction he elects
come and deductions. for the truck.

Frank pays self-employment tax because Line 15.  The insurance expense of $3,291
Part III.  Frank completes lines 21(a) throughhe operates his business as a sole proprietor. represents the 1995 premiums on insurance
21(c) by providing a description of the propertySee chapter 11 for information on self-employ- policies covering his business property.
sold and the dates of acquisition and disposi-ment tax. Line 16b.  Frank enters the $800 interest
tion. He then figures the ordinary gain from de-The Schedule C shown is based on infor- he paid in 1995 on the loan for the boat he
preciation on lines 22 through 27b. In this ex-mation taken from Frank’s illustrated sample uses in his business.
ample, the total gain of $12,500 (from line 26)records. Line 20b.  Frank rents his mooring space.
is compared with the total depreciation al-He enters the $72 he paid in 1995 for the
lowed or allowable ($37,500) on line 24 andspace.Line A.  He enters his principal business activ- the smaller of the two amounts ($12,500) isLine 21.  Frank’s entry of $4,593 repre-ity of Fishing on line A. entered on line 27b. All of Frank’s gain fromsents $3,600 for vessel repairs and $993 for
depreciation is ordinary. He has no capitalgear repairs during the year.
gain from the sale of his fishing boat.Line B.  He enters his principal business code Line 22.  Frank enters the $1,713 he paid

of 2246 (which he finds in the instructions) on Since he has no other transactions to in-for galley supplies and the $4,751 he paid for
line B. clude in Part III, Frank goes to the Summary ofbait and ice during 1995.

Line 23.  Frank enters the $35 state fee he Part III Gains. The total gain from the sale is or-
paid for his 1995 license. dinary gain due to depreciation. Frank entersLine C.  Frank puts the name of his business

Line 26.  Frank paid total crew shares of $12,500 on lines 32 and 33.on line C.
$10,992 to his crew members. He enters this
amount on line 26. (He does not qualify for any

Line D.  He enters his employer identification employment credits.) He does not include any
Part I.  Frank has no figure on line 34 to carrynumber (EIN) on line D. amount he draws for personal use on this line.
to line 6. He has no other section 1231 trans-
actions so he does not complete Part I.

Line E.  Frank enters his business address on
line E.

Part II.  Frank enters the $12,500 ordinary
Line F.  Since Frank uses the cash method of

gain on line 14. Since this is the only entry inaccounting, he checks box 1 on line F.
Part II, Frank enters $12,500 on lines 19, 20,
and 20b(2) of Part II and also on line 14 of

Line G.  Frank checks box 4 on line G since he Form 1040.
has no inventory in his business.
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