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1 88 Average ltemized Deductions

. apter 1
For those taxpayers who itemize their deductions on Schedule A of Form 1040, the Ch p

following chart should be of special interest. Based on preliminary statistics for 2014
returns, the chart shows the average deductions of taxpayers for tax year 2014 for INDIVIDUALS

interest (] 1043), taxes (] 1021), medical and dental expenses (4 1015), and charitable

contributions (Y] 1058). While it may be interesting for those who itemize their deduc- Par.
tions to compare them with these average figures, the chart should ot be considered as g of Tax R o
| indicating amounts that would be allowed by the IRS. In any case, taxpayers must be Fillng or T OUITE - org cnont 3 3 B8 B R HAS K 2 AR 5 0 )

able to substantiate claimed itemized deductions. Computation of Tax Liability . ... ................. 123

Personal and Dependency Exemptions. . .. ....... ... 138

Individual Income Tax Returns, Preliminary Data, 2014, Table 1 (Source: Sprin FAOY SIUB - <o o 5 come 2 BIRILGE RN % AT W R g 2 e

2016 Statistics of Income (SOI) Bulletin). bring Tax Treatment of Decedent's Final Return. . ... ..... .. 178

PRELIMINARY AVERAGE ITEMIZED DEDUCTIONS FOR TAX YEAR 2014 BY Filing of Tax Returns

ADJUSTED GROSS INCOME RANGES
101. Who Must File an Individual Tax Return. All U.S. citizens and resident aliens

wrten Groes Medical Charitable (4] 2409) are liable for federal income tax on their worldwide income, without regard to

Income Ranges Expenses Taxes Interest  Contributions whether the income arose from sources within or outside of the United States (Code

Under  $15000 ....... $8,787 $3,566 $7,129 $1,427 Sec. 1; Reg. §1.31(h).! For each tax year, a return (7 105) must be filed by a U.S.

g 15,000 to g 30,000 ....... 8,477 3,376 6,619 2,339 citizen or a resident alien who has at least a specified minimum amount of gross income.
30,000t0  $50,000 ...... g 8,209 4,008 6,511 2,594 Y, . . .

$50000t0 $100000 ... ... . 9614 6,679 7,553 3147 Filing hresholds. The filing threshold for most individuals is the sum of the

applicable ¢vemption amount (] 133) and the applicable standard deduction amount

$100,000to  $200,000 ....... 11,122 10,983 9,147 4,130 (4 126 far’ the tax year (Code Sec. 6012).2 The additional standard deduction for
$200,000t0 $250,000 ....... 18,092 17,763 11,642 5,786 tagreve-s.age 65 or older at the end of the tax year is also taken into account for
$250,0000r more. ........... 38,992 50,679 16,982 21,596 A termining the filing threshold amount; the additional standard deduction for taxpayers

who are blind at the end of the tax year is nof considered. A taxpayer's gross income for
this purpose is computed without regard to the exclusion of gain from the sale of a
personal residence (] 1705) and the exclusion of foreign earned income and housing

. expenses for U.S, citizens and residents living abroad (Y 2402).
Generally, the gross income levels at which individuals must file income tax returns
for 2016 are:
Single individual (including individuals treated as unmarried
for tax purposes; see J173) . oo oottt i i e $10,350
Single individual, 650orolder . .. ....... . i i e 11,900
Married individual, separate TetUID . . ..o o oo v e 4,050
Married couple, JOINEFEtUIT « . oo e e e e e 20,700
Married couple, joint return, one spouse 65 orolder . ... ............. 21,950
Married couple, joint return, both spouses 65 orolder . . ... ........... 23,200
Head of hotisehold . o ¢ o« cow = o0 5 somen s v mwvs o wsie o oo % wisis 4 vosse = 13,350 1
Head of household, 65 orolder . ...... ...t iiiimmneennnn 14,900
Qualifying widow(er) (SUrviving Spouse) . . . . ... ... 16,650 Z
N Qualifying widow(er) (surviving spouse), 65orolder ................ 17,900 o
Generally, the gross income levels at which individuals must file income tax returns =
for 2017 are: 8
Single individual (including individuals treated as unmarried P
for tax purposes; see Y 173) .. ... oih i e $10,400 7]
Single individual, 650rolder . .. .. ... .o i e e 11,950
Married individual, separatereturn . .. ... 4,050
Married couple, JOIDETEIUITL o« v v v v v vt e et 20,800
Married couple, joint return, one spouse 65orolder . .. .............. 22,050
Married couple, joint return, both spouses 65 orolder . . .. ............ 23,300
Head of household: i ¢ s c civii o i smn o sirs soam 5 wims o s w s w0 s 13,400
Head of household, 650rolder .. ... ..o, 14,950
Qualifying widow (er) (Surviving Spouse) . . . v v v v v v it 16,750
Qualifying widow(er) (surviving spouse), 65orolder ................ 18,000
References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
1 91 3260, 7 3265; INDIV: 100; £ 9 35,142; FILEIND: 15,152;
§1,001 §1,305.05
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The income levels for a married couple filing a jeint return are not applicable if, at the
close of their tax year, the couple does not share the same household or if some other
taxpayer is entitled to claim a dependency exemption for either spouse, e.g., a married
student who is supported by a parent. In this case, a return for 2016 must be fled if
gross income equals $4,050 or more (84,050 or more for 2017).

Dependents. A child or other individual whe can be claimed as a dependent on
another person’s tax return must file a return if that individual’s income exceeds certain
thresheld amounts for earned or unearned income (Code Sec. 6012(a) (1) (C)).? Earned
income includes salaries, wages, tips, professional fees, and taxable scholarship and
fellowship grants. Unearned income includes investment-type income such as taxable
interest, ordinary dividends, capital gain distributions, unemployment compensation,
Social Security benefits, pensions, annuities, cancellation of debt income, and distribu-
tions of unearned income from a trust. The parent of a child who is subject to the kiddie
tax and who has income only from interest or dividends may elect to report the child’s
income on the parent’s return ( 103). The child will then zot have to file a return.

With respect to a dependent child or other individual who is neither age 65 or alder,
or blind, at the end of 2016 and for whom a dependency exemption is allowahle to
another taxpayer (Y 137), a return must be filed for the 2016 tax year if the individual
has:

* over 51,050 of unearned income (51,050 for 2017);
s gver $6,300 of earned income (86,350 for 2017); or

® a total of unearned and earned income which exceeds the larger of $1,050
or earned income up to $5,950 ($6,000 for 2017) plus $350.

All married dependents under age 65 with gross income of at least $5 whose spouse files
a separate return on Form 1040 and itemizes deductions on Schedule A must file a
return.

With respect to a dependent child or other individual who is either age 65 or older,
or blind, at the end of 2016, and for whom a dependency exemption is allowed to another
taxpayer (] 137), a return must be filed if the dependent’s:

* earned income exceeds the basic standard deduction amount for an voinar-
ried individual plus the additional standard deduction amounts to which He or she
is entitled;

® unearned income exceeds the sum of 51,050 plus the additional standard
deduction amounts to which he or she is entitled; or

¢ gross income exceeds the greater of (1) the total ol ¢arned income plus
$350 (but not to exceed the basic standard deduction amouat for an unmarried
individual) plus the additional standard deduction amounts to which he or she is
entitled; or (2) $1,050"plus the additional standard deduction amounts to which he
or she is entitled (9] 126).

If a guardian or other person is charged with the care of a minor individual or the minor
individual’s property, or a person under a disability, the return for the individual should
be filed by the responsible person, unless already filed by the individual or some other
person (9 504).

Return Requirement. If the applicable gross income test for the filing threshold is
met, then a return must still be filed even though the individual’s exemptions and
deductions are such that no tax would be due. If the gross income test is #of met, then a
return should be filed whenever a refund of tax or any refundable credit, i.e., the earned
income credit, is available. A return is also required if:

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

3 4 35,142; FILEIND: 15,152;
§1,305.05
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o net carnings from self-employment in 2016 are at least 3400 (7 2664);

s Social Security and/or Medicare (commonly referred to as FICA) taxes are
due on tip income not reported to an employer (9 717) or on wages received from
an employer who did not withhold the taxes;

e uncollected Social Security, Medicare, or Railroad Retirement Tax Act
(RRTA) taxes are due on tips reported to an employer or on group-term life
insurance;

e liability for alternative minimum tax is incurred (] 1401);

o additional tax on a qualified retirement plan or individual retirement ac-
count (IRA) is due as calculated on Form 5329 (7 2169);

o additional tax on a health savings account (HSA) (4 2035) or Archer
medical savings account (MSA) (7] 2037) is due as calculated on Form 5329;

e household employment taxes are due (] 2652);

e tax is due from the recapture of any (E[ the fﬂg“ﬂkvfinlg: tlhe ﬂrsti-time

huyer credit (1 1324); the investment credit (] 1365A); the low-income hous-
ﬁgnirecﬂt €l 1365%; the new markets credit (f 1365T); the qualified plug-in
electric drive motor vehicle credit (] 1351)‘; the Indian employment cr_edr[
(9] 1365Q); the alternative motor vehicle credit (9 1_345); the_employer—prowde_d
child care credit (9] 1365V); the alternative fuel ve_hlc]e.r'efuelmg property credit
(4] 1355); tire education credits (] 1303); or on the disposition of a home purchased
with a federally subsidized mortgage; or

¢ wages of $108.28 or more were earned from a church or qualified church-
colitrolled organization that is exempt from employer FICA taxes (] 2601).

Any person who is required to file an income tax return must report on that return
{he amount of tax-exempt interest received or accrued during the tax year (§ 724) (Code

Sec. 6012(d)).

103. Returns of Children or Dependents. A child or dependent is gepera]ly taxed
in the same manner as any other taxpayer on income, including wages, income ﬁ"or,n
property, and trust income (Y 554). Special rules, however, apply for calculating a chll_d s
tax liability if he or she is required to file a return (§ 101). First, no personal exemptlo’n
is allowed to an individual eligible to be claimed as a dependent on anot‘t_ler taxpayer’s
return (9 135) (Code Sec. 151(d)(2)).* Second, the basic Standlard deduction for: depen-
dents in 2016 is limited to the greater of $1,050 or the sum of $350 plus qarm_ad income,
but not in excess of $6,300, the standard deduction amount for unmarried individuals
(81,050, $350, and $6,350, respectively, for 2017) (7] 126) (Codle Sec. 63(c) (5); Rev. Proc.
2015-53; Rev. Proc. 2016-55).% Finally, if a child’s income tax is not pal_d, an assessment
made against the child will be treated as if it were made againstlthe child’s parent to the
extent that the tax is attributable to amounts received for the child’s services (Code Sec.
6201(c)).6

Kiddie Tax. Ordinarily, a child’s tax liability is computed in the same manner as any
other taxpayer after taking into account the limits on the pfarsonal exemption and
standard deduction, if applicable (§] 123). Certain children with investment income may
be subject to tax on that income at the parent’s top marginal rate if tlhls. results in a
higher tax than would apply at the child’s rate (Code Sec. 1(g)).” This is commonly
referred to as the “kiddie tax,” and it applies if:

¢ the child is required to file a tax return;

s the child does not file a joint return for the tax year;

o the child’s investment income is more than $2,100 for 2016 (more than
$2,100 for 2017);

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

441 8000; FILEIND: 15,152.25; 6 4 37,502; TNDIV: 18,156.10;
§1,505 §3,005.30

54 6020; FILEIND: 15,152.25; 7 41 3260; INDIV: 18,154;
§1,505 §1,510.05
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e either parent of the child is alive at the end of the year; and
e the child is:
— under the age of 18 at the end of the tax year;

— under the age of 19 at the end of the tax year and does not provide
more than half of his or her own support with earned income; or

— under the age of 24 at the end of the tax year, a full-time student, and
does not provide more than half of his or her own support with earned income.

The kiddie tax applies to the child’s net unearned income, which is the portion of the
child’s adjusted gross income (AGI) for the tax vear that is not attributable to earned
income. This amount is further reduced by the limitation on the dependent standard
deduction amount (81,050 for 2016; $1,050 for 2017) and by the greater of either $1,050
in 2016 (81,050 for 2017) or the child’s itemized deductions (1 1014) relating to the
production of the unearned income (Code Sec. 1(g) (4)). Even though, under state law,
compensation for a child’s personal services may be treated as belonging to the parent,
and even though the money is not retained by the child, it is considered gross income of
the child for federal income tax purposes (Reg. §1.73-1).8

The marginal tax rate of the parent with the greater amount of taxable income
applies in the case of married individuals filing separately. If the child’s parents are
divorced or legally separated and the custodial parent has not remarried, the return of
the custodial parent should be used. If the custodial parent has remarried, the steppar-

ent is treated as the child’s parent for purposes of determining the marginal tax rate,
Form 8615 is used to figure the kiddie tax.

Parent’s Election. The parents of a child may elect to include on their return the
unearned income of a child to aveid the kiddie tax (Code Sec. 1(g)(7); Rev. Proc.

2015-53; Rev. Proc. 2016-55). The election can only be made if all of the following
requirements are met;

¢ the child is required to file a tax return and would otherwise be subject to
the kiddie tax;

e the child’s only income for the tax year is from interest and dividerds,
including Alaska Permanent Fund dividends;

¢ the income was more than $1,050 but less than $10,500 for 2016 ($1.050 and
$10,500 in 2017, respectively);

® no estimated tax payments were made for the year in the child’s name and

Social Security number, including any overpayment of tax from the previous tax
vear; and

# the child is not subject to backup withholding,

The election is made by filing Form 8814. Electing parents are then taxed on their
child’s income in excess of $2,100 for the 2016 tax vear (in excess of $2,100 for 2017).
They must also report an additional tax liability of either $105 ($105 for 2017) if the
child’s taxable income is more than $1,050 (more than $1,050 for 2017) or 10 percent of
the child’s income if it is less than $1,050 (less than $1,050 for 2017).

105. Forms in Use for 2016. Three principal forms are available for use by the
majority of individuals for filing income tax returns. These forms include Form 1040, a
shorter return form, Form 10404, and for certain taxpayers with no dependents, Form
1040EZ. If the applicable filing conditions are met, any of the forms in the 1040 series
may serve as a separate return or as a joint return. If a married person’s filing status is
married filing separately and the taxpayer uses Form 1040 and itemizes deductions, then
his or her spouse can file Form 1040 and either itemize deductions or claim a standard
deduction of zero. If the individual decides to claim a standard deduction of zero, he or

References are to Standard Federal Tax Reports; Tax Research Consultant: and Practical Tax Explanations.
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§3,005.30

11105

/.

[NDIVIDUALS U Filing of Tax Returns 115

she may choose to file Form 1040A. These rules do not apply to a spouse who is eligible
to file as unmarried or as head of household ( 173). . ‘

Form 1040EZ. For the 2016 tax year, the simplified income tax return, Form
1040EZ, may he used by a taxpayer who: ‘

e is filing as single or married filing jointly (a taxpayer Who_was_a a nonresu%fant
alien at any time during the year may file Form 1040EZ only if his or her filing
status is married filing jointly);

¢ does not claim any dependents (] 137);

e does not claim any adjustments to gross income ( 1005);

e does not claim any tax credits other than the earned income tax credit
(9 1322); o

e is under age 65 and not blind, including the spouse if filing a joint return, at
the end of 2016;

e has taxable income of less than $100,000 (] 123); .

i wages, salaries, tips, unemployment compensation,
taxalglehsai:shgi;:ﬁlli)f 25?:1/0 c:zl‘lyfellosvship grants, Alaska Permanent Fund dividends,
and taxable interest income not exceeding $1,500;

o ka: his or her earned tips included in boxes 5 and 7 of Form W-2;

s rves not owe household employment taxes on wages paid to a household
enmloyee; and
s isnota debtor in a chapter 11 bankruptcy case filed after October 16, 2005.

1+ *he taxpayer does #ot meet all the requirements, then he or she must use either Form
1040 or Form 1040A. . ) . .
arrie
Form 1040A. For the 2016 tax year, Fpnq ?040 may be used by an unmarri
individ?lal filing as single, a married couple filing jointly or sepqrately, an mdmdual_ﬁ!mg
as head of household (] 173), or a qualifying widow(er} with a dependent child (a
surviving spouse) (] 175) if the taxpayer: o Lo
e has gross income only from: wages, sala_ri_es, tips; mtgrest and ordinary
dividends (‘igrfcludiug Alaska Permanent Fund leldends);_c;i;Jﬂal. gains distribu-
tions; taxable scholarship and fellowship grants; tgxabie distributions ﬁrom IR}_XS,
pensions and annuities; unemployment compensation; and taxable Social Security
or railroad retirement benefits; e
j i ibutions ( ;
e has only adjustments to gross income for ]_RA contri il
student loan interest paid (f 1011), tuition and fees paid (Y 10114), or teacher
classroom expenses paid (] 1011B);
» does not itemize deductions (7 1014);
o has taxable income of less than $100,000; )
i i i i 1305), the
e does not claim any tax credits other than ﬂle child tax credit (] Ja),
additional child tax credit, the educational credits (_11 1303), the earned income
credit (9 1322), the child and dependent care Cl‘lf:(llt. (1]_1301), thﬁ: elderly and
disabled credit (] 1302), the retirement savings contributions credit (1 1304), or
the premium assistance credit ( 1331); and -
o does not have an alternative minimum ta.x (AMT) adjustment on stock
acquired from the exercise of an incentive stock option (] 1435).
ived dependent care benefits
Form 1040A may also be used by taxpayers who r_ecewed ¢
(4 2065) or owe tax from the recapture of an education credit ( 1303) or the AMT
(1 1401). .
Form 1040. For the 2016 tax year, Form 1040 must be used by a taxpayer if he or
she:
e has taxable income of $100,000 or more;

¢ itemizes deductions (Y] 1014);
71105
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¢ has income that cannot be reported on Form 1040EZ or 10404, including
tax-exempt interest from private activity bonds issued after August 7, 1986 (7] 729),
selfemployment (net earnings of at least $400) (7 2667), rents and royalties (] 762
and ] 763), taxable state and lecal income tax refunds (9 799), alimony received
(1 771), capital gains (7 1735), business income (9 759), or farm income 91 767);

® claims any credit against tax other than those credits which may be claimed
on Form 10404;

® claims any adjustments to income other than the adjustments listed for
Form 10404;

e receives in any month tips of $20 or more that are not reported fully to the
employer, has a Form W-2 that shows allocated tips that must be reported in
income, owes Social Security or Medicare tax on tips not reported to the employer,
or has a Form W-2 that shows any uncollected Social Security, Medicare, or
Railroad Retirement Tax Act (RRTA) taxes on tips or on group-term life insurance;

e owes or claims any of the items set out as Other Taxes in the discussion
following, with the exception of the alternative minimum tax;

e is the grantor of, or transferor to, a foreign trust (9 588);

e can exclude foreign earned income received as a U.S. citizen ( 2402) or
resident alien, certain income received from sources in Puerto Rico due to being a
bona fide resident of Puerto Rico, or certain income received from sources in a
U.S. possession while a resident of American Samoa (] 2414);

e receives or pays accrued interest on securities transferred between interest
payment dates ( 728);

e earns wages of $108.28 or more from a church or church-controlled organi-
zation that is exempt from employer social security taxes;
® receives any nontaxable dividends or capital gain distributions;

® is reporting original issue discount in an amount more or less than that
shown on Form 1099-01D;

® receives income as a partner (415 and Y 431), an S corporation shae-
holder (] 309), or a beneficiary of an estate or trust (] 554);

¢ has financial accounts in foreign countries (exceptions apply if.ihe com-
bined value of the accounts was $10,000 or less or if the accounts wer= with a U.S.
military banking facility operated by a U.S. financial institution) (§ 2570;;

® is reporting household employment taxes (] 2652);

® receives a health savings account (HSA) funding ‘distibution from his or
her individual retirement account (IRA) (] 2035);

¢ isadebtorin Ebankruptcy case filed after October 16, 2005; or
¢ must repay the first-time homebuyer credit ( 1324).

Calculating Taxable Income. The basic Form 1040 is a single-sheet, two-page form.
To it are added any necessary supporting schedules or forms, depending upon the
particular circumstances of the individual taxpayer. Adjustments to gross income on the
bottom of page 1 of Form 1040 (commonly referred to as above-the-line deductions) are
principally those deductions that may be taken whether or not the standard deduction is
employed. They include the deductions for:

e teacher classroom expenses (] 1011B);

¢ employee business expenses of certain fee-basis state or local government

officials (Y/941), performing artists (f/ 9414), and reservist's business expenses
(T 941E);

® health savings accounts (HSAs) and Archer medical savings accounts
(MSAs) (72035 and 9 2037);

® moving expenses (4 1073);

1105
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o gne-half of selfemployment tax (] 2664);
o coniributions to self-employed retirement plans (] 2107);
e heslth insurance premiums paid by selfemployed individuals (9] 908);
o the lorfeited interest penalty for premature withdrawals from a time savings
account (9 1111);
o alimony paid (9 771);
e contributions to individual retirement arrangements (IRAs) (7 2157);
e student loan interest (] 1011);
o qualified tuition and fees (Y] 1011A);
o the domestic production activities deduction ( 980A);
s jury duty pay given to an employer ( 941 and 1010);
e amortization of forestation or reforestation expenses (9] 1287);
repayment of supplemental unemployment henefits (] 1009);
contributions to Code Sec. 501(c) (18) pension plans (] 602);
e contributions by certain chaplains to Code Sec. 403(b) plans (§] 2191);
o exriensts incurred with respect to the rental of personal property (91 10064);
d
» e_a.torney’s fees and court costs for certain federal claims (9] 1093).

0+ e adjusted gross income (AGI) is determined, the appropriate _persunal exemp-
sion emount, and either itemized deductions or the standard deduction amount, are
o' tracted from AGI to calculate taxable income.

Credits. A number of credits whose excess over tax ]iabih'_ty is not refundable in the
current year are subtracted from the resulting tax in the following order:

e foreign tax credit (7] 2475);

e credit for child and dependent care expenses (] 1301);

e education credits (] 1303);

e retirement savings contributions credit (] 1304);

- child tax credit (] 1305);

e residential energy credit ( 1341);

e credit for the elderly or for the permanently and totally disabled (7 1302);
s mortgage interest credit (3] 1306);

e alternative fuel vehicle refueling property credit (personal use) (9] 1355);
o general business credit (9] 1365);

s credit for prior year alternative minimum tax (] 1309);

s the new clean renewable energy bond credit (] 1374); and

e the qualified plug-in eleciric drive motor vehicle credit (personal use)
(7 1351).

Other Taxes. The following taxes are then added:

o alternative minimum tax (] 1401);

o self-employment tax (9 2664);

* Social Security, Medicare, and/or RRTA tax owing on tip incomg not
reported to the employer, computed on Form 4137, and en_lployee FICA, Medicare,
and/or RRTA tax on tips where the employer did not withhold proper amounts,
computed on Form 8919 (9] 2606);

s excess contribution, excess distribution, and premature di_strib&ltion tgxes
for TRAs and qualified pension or annuity plans, excess accumula‘uor_xs in qgahﬁed
pension plans (including IRAs), Archer MSAs and HSAs, or early distribution tax

171105
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for a modified endowment contract entered into after June 20, 1988, computed on
Form 5329 (71 2035, 912037, § 2151, 9 2161, and 7 2197);

¢ household employment taxes (7] 2652);

e recapture of any of the following: the firsttime homebuyer credit (9 1324):
the investment credit (7 13654); the low-income housing credit (4] 1365K); the new
markets credit (] 1365T); the qualified plug-in electric drive motor vehicle credit
(11 1351); the Indian employment credit ( 1365Q); the alternative motor vehicle
credit (9 1345); the employer-provided child care credit (9 1365V); the alternative
fuel vehicle refueling property credit (9] 1355); education credits (f 1303); house-
hold employment taxes (] 2650); or on the disposition of a home purchased with a
federally subsidized mortgage;

e the individual responsibility payment (“penalty”) for failure to maintain
minimal essential health care coverage (Y 131);

e the “Section 72(m) (5) excess benefits tax” imposed on a five-percent owner
of a business who receives a distribution of excess benefits from a qualified
pension or annuity plamn;

¢ uncollected Social Security, Medicare, and/or RRTA tax on tips with respect
to employees who received wages that were insufficient to cover the Social
Security, Medicare, and RRTA tax due on tips reported to their employers;

® uncollected Social Security, Medicare, and/or RRTA tax on group-term life
insurance (9 2055);

e the additional 0.9-percent Medicare tax on high-income wage earners

(7 2648);
e the 3.8percent net investment income tax on high-income individuals
(T 129);
® any excise tax due on “golden parachute” payments (9] 907); and (
e tax on accumulated distribution of trusts. )
Payments. To arrive at final tax due or refund owed, the taxpayer subtracts from th>
above halance the following:

e federal income tax withheld (7 2601);

e 2016 estimated tax payments and amounts applied from 2015 reti -,

e carned income credit (9 1322);

e amounts paid with the application for automatic filing extersion (9] 2509);
o additional child tax credit (] 1305);

e refundable portion of the American Opportunity ‘1ax credit (AOTC)
(4 1303);

® excess Socigl Security tax and/or Tier 1 railroad retirement (RRTA) tax
withheld from individuals paid more than a total of $118,500 in wages in 2016
(5127,200 in 2017) by two or more employers (excess Tier 2 RRTA tax withheld
from individuals paid more than a total of $88,200 (594,500 in 2017) by two or more
employers is claimed on Form 843, not Form 1040) ( 2648);

¢ health insurance costs credit (] 1332);

e credit for excise tax on gasoline and special fuels used in business and
credit on certain diesel-powered vehicles (7 1329);

| ¢ a shareholder's share of capital gains tax paid by a regulated investment
company (mutual fund) (9] 2305); and

* the refundable portion of long-term unused prior year minimum tax credit
(expired) (9] 1327).

Schedules and Supporting Documents. The following schedules and forms are filed
with the basic Form 1040 as needed:

® Schedule A for itemizing deductions:

1105
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s Schedule B for reporting (a) more than $1,500 of ordinary dividend income
and/or other stock distributions, (b) more than $1,500 of taxable. interest income
or claiming the exclusion of interest from series EE U.S. savings bonds issued after
1989 used for higher educational expenses, and (c) any interests in foreign
accounts and trusts;

e Schedule C or Schedule C-EZ for claiming profit or loss from a sole
proprietorship;
e Schedule D for reporting a summary of capital gains and losses;

¢ Schedule E for reporting income or loss from (a) rents and rovalties, (b)
partnerships and S corporations, (c) estates and trusts, and (d) real estate mort-
gage investment conduits (REMICs);

e Schedule EIC for providing information regarding the earned income
credit;
s Schedule F for computing income and expenses from farming;

¢ Schedule H for reporting employment taxes for domestic workers paid
$2.,000 or more during 2016;

e Schedule ] for reporting farm income averaging;

e Scliedule R for claiming the tax eredit for the elderly or the disabled;

e Scinedule SE for computing the tax due on income from self-employment;
« I'orm 2106 or 2106-EZ for computing employee business expenses;

® Form 3903 for calculating moving expenses;

e Form 4562 for reporting depreciation and amortization;

e Form 4684 for reporting personal casualty or theft losses;

s Form 4797 for reporting gains and losses from sales of business assets or
from involuntary conversions other than casualty or theft losses (business casualty
and theft losses are reported on Form 4684, Section B);

e Form 6251 for computing the alternative minimum tax;

e Form 8283 for claiming a deduction for a noncash charitable contribution
where the total claimed value of the contributed property exceeds $500;

® Form 8582 for computing the amount of passive activity loss;

e Form 8606 for reporting nondeductible IRA contributions, for figuring the
basis of an IRA, and for calculating nontaxable distributions;

e Form 8615 for computing the tax for certain children who have investment
income in excess of $2,100 in 2016;

e Form 8814 for electing to report a child’s unearned income on the parents’
income tax return;

e Form 8829 for figuring allowable expenses for business use of a home;

¢ Form 8834 for figuring the personal credit amount for the purchase of a
qualified plug-in electric or electric vehicle credit;

® Form 8853 for figuring the allowable deduction for contributions to an
Archer Medical Savings Account (Archer MSA);

e Form 8888 for direct deposit of income tax refunds into more than one
account including, but not limited to, individual retirement accounts;

® Form 8889 for figuring the allowable deduction for contributions to a Health
Savings Account (HSA);

e Form 8919, for reporting uncollected Social Secirity and Medicare taxes on
wages;

® Form 8949 for reporting sales and exchanges of capital assets;

® Form 8959, for reporting additional Medicare tax on high-income wage
earners; and

1105

STYNAIAIANI| =




120 U.S. Master Tax Guide

e Form 8960, for reporting the net investment income tax by high-income
individuals.
The following forms are for computing and claiming credits:

e Form 1116 to compute the foreign tax credit for individuals, estates or
trusts;

e Torm 2441 to figure the child and dependent care credit;

e Form 3800 if any of the components of the general business credit are
claimed;

e Form 5405 for calculating the amount of the credit recapture for first-time
homebuyer claims (9 1324);

e Form 5884 to calculate the work opportunity credit;
e Form 8396 to figure the mortgage interest credit and any carryforwards;

e Form 8801 to compute the credit for prior year alternative minimum tax
including the refundable portion;

e Form 8812 to claim the additional child tax credit;
e Form 8828 to compute the recapture of a federal mortgage subsidy;

e Form 8834 to determine the amount of qualified electric vehicle passive
activity credits from prior years;

e Form 8839 to claim the adoption credit;
e Form 8863 to claim the education credits;
e Form 8880 to claim the credit for qualified retirement savings contributions;

e Form 8882 to claim the credit for employer-provided child care facilities and
services;

e Form 8885 to claim the health insurance costs credit;

e Form 8903 to claim the deduction for domestic production activity;

® Form 8910 to claim the alternative motor vehicle credit;

e Form 8911 to claim the alternative fuel vehicle refueling prop=r 'ty credit; and
e Form 8912 to claim the credit for holders of tax credit bonds:

IRS Computation of Tax. Any taxpayer who files an indiviccai tax return by the
due date, April 18, 2017, can have the IRS compute the tax undcr certain conditions on
Form 1040, Form 10404, and Form 1040EZ. The IRS may also figure the credit for the
elderly or the disabled and the earned income credit. See IRS Pub. 17 for the require-
ments to have the IRS compute a taxpayer’s tax liability or these credits. These returns
must have all applicable lines completed, be signed (by both spouses if filing jointly) and
dated. If taxpayers want to designate a friend, family member or any other person to be
allowed to discuss their 2016 tax return with the IRS, they must check the Yes box in the
Third Party Designee area and provide the necessary information. Inclusion of a daytime
telephone number of the taxpayer will speed the process should any questions arise.
Form W-2 and any other required forms necessary to complete the return should be
attached. If the taxpayer overpaid his or her taxes for the year, the IRS will refund that
amount. If an amount is due, the taxpayer must pay the amount no later than 30 days
from the billing date or due date of the return; failure to do so may result in penalties
and interest.

Rounding Off Amounts. Dollar amounts on the return and accompanying sched-
ules and forms may be rounded off to the nearest whole dollar.

107. Due Date for Individual Returns. Individual income tax returns are generally
due on or before the 15th day of the 4th month following the close of the tax year (April
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15 in the case of a calendar-year taxpayer) (1[2505) (Code Sec. 6072; Reg. §.1.‘6072'1)'9
US. citizens and resident aliens living outside the country have an addltll()'rllal two
months to file their returns (June 15 in the case of a calendar-year taxpayer). Similarly, a
nonresident alien who has wages not subject to withholding generally may also file a
return as late as the 15th day of the Gth month after the close of the tax year. A
nonresident alien who has wages subject to withholding, however, must file a return by
the 15th day of the 4th month following the close of the tax year. If any due date falls on
a Saturday, Sunday, or legal holiday, the return must be filed on the first following
pusiness day (7 2549) (Code Sec. 7503; Reg. §301.7503-1).1° An individual taxpayer can
ohtain—without seeking IRS approval—an automatic six-month extension of time to file
his or her tax return (] 109).

An individual may correct an error in a return, without incurring interest or
penalties, by filing an amended return (Form 1040X) and paying any additional tax due
on or before the last day prescribed for filing the original return. For further information
regarding amended returns, see g 2505.

109. Extension for Filing. An individual may obtain an automatic six month
extension for filing Forms 1040, 1040A or 1040EZ by filing Form 4868 before the due
date of the return, accompanied by a reasonable estimate of tax due for the year
(1 2509) (Reg. § 1.3081-4). 1L U.S, citizens or regidents who live and have a main place of
husiness or pest of duty outside the U.S. and Puerto Rico, or who are in military or naval
service on duty outside the U.S. and Puerto Rico, generally file their income tax return
by the 15ti.-of the sixth month after the close of the tax year (June 15 in the case of a
calendvr-yvear taxpayer). These individuals, upon filing of Form 4868, are given an
qutonzhic additional four-month extension for the filing of their return (Reg.
51 6U81-5).12 An automatic extension of time for filing a return will not extend the time
tr: payment of any tax due, and interest and penalties may apply. Finally, interest will be
charged on any unpaid tax from the original due date of the return.

111. Where to File Returns. The IRS strongly encourages all taxpayers to file their
returns electronically through the IRS's e-file system. For individuals who prefer to mail
their income tax returns, the returns are filed with the Internal Revenue Service Center
for the region in which the individual’s residence or principal place of business is located
(Code Sec. 6091; Reg. §1.6091-2).13 Taxpayers must be aware that income tax returns
which include a tax payment are mailed to a different address than returns showing a
refund or no tax liability. For example, U.S. citizens living abroad, nonresident aliens,
and certain other taxpayers must file their income tax returns if no payment of tax is
required at the IRS Service Center located in Austin, Texas. If a payment is required, the
return should be filed at the IRS Service Center in Charlotte, North Carolina. For a list of
addresses of filing locations, see | 5.

116. Identifying Number. Every taxpayer must record his or her taxpayer identifi-
cation number (TIN) on the income tax return (Code Sec. 6109(a); Reg. § 301.6109-1).14
This is either the taxpayer’s Social Security number (SSN), Individual Taxpayer Identifi-
cation Number (ITIN) (for use by resident or nonresident aliens who do not qualify for a
Social Security number), or Adoption Taxpayer Identification Number (ATIN) (a tempo-
rary taxpayer identification number for use by individuals in the process of adopting a
child for whom they are unable to obtain a Social Security number until the adoption is
final) (] 2579). If a taxpayer does not have a TIN, he or she should apply for either a
Social Security number using Form $S-5, an ITIN using Form W-7, or an ATIN using
Form W-7A. Taxpayers must provide TINs for dependents and qualifying children for
the purpose of claiming a dependency exemption (7] 133), the earned income tax credit
(1 1322), the child care credit (] 1301), the adoption credit (9 1307), and the child tax

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
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Deduction of Losses

1101. Deductible Losses. A taxpayer may generally deduct losses which have gqt. |
been compensated for by insurance or otherwise (Code Sec. 165(a); Reg. § 116511
order to be deductible, a loss generally must be evidenced by a closed and completeq
transaction and fixed by identifiable events during the tax year, such as a sale, forecly.
sure, or condemnation. However, any loss arising from theft is treated as sustaine
during the tax year in which the taxpayer discovers the loss (Y] 1123). In addition, 4
special election exists for determining the year to deduct a loss attributable to a federally
declared disaster (] 1133). Only a bona fide loss sustained by the taxpayer
deducted, and the substance of a transaction, not its form, governs whether there i=.
deductible loss. Thus, a loss deduction may be disallowed for a transaction that NS
economic substance and is entered into solely for tax benefits.

No portion of a loss may be deducted if there is a reasonable prospect ci+ecovery
or reimbursement. Similarly, no deduction is generally allowed

for a partial iuss resull
ing from the decline in the value of property, except as reflected in-iaventory. An

exception is provided for the deduction of an addition to a bad-dehi reserve and a
charge-off of that part of a debt which is worthless ( 1137). A tazpayer may also claima
deduction for losses sustained from the abandonment of property (§1109).

Losses realized by individuals may be deducted only if t

Fey are: (1) losses incurred
in a trade or business; (2) losses incurred in a transacticn cniered into for profit; or (3)
casualty and theft losses (Code Sec. 165(c); Reg. § 1.165-1(0)).2 Individuals, as well as§

corporations, partnerships, estates, and trusts, may deduct expenses attributable to
activities not engaggd in for profit only to the extent of the amount of £ross income from
the activity under the hobby loss rules (1 1195). Thus, an individual's personal losses.
that are not related to a business or profit-making activity may not be deducted unless
they are the result of a casualty (T1121) or theft (f 1123). In addition, there are a
number of other special provisions that further limit an individual’s ability to deduct
losses, including the atrisk rules (1 1155), the passive activity loss rules (§ 1165), and
the related-party rules (1 1717). Losses from gambling or other wagering transactions
are also allowed only to the extent of gains from those transactions (1 1113).

Amount of Loss. The amount deducted for a loss cannot exceed the taxpayer's
adjusted basis in the property (Code Sec. 165(b); Reg. §1.165-1(c)).* Thus, the basis of
the property must be adjusted for expenses, receipts, or losses properly chargeable fo
capital account, and for depreciation, obsolescence, amortization, and depletion o
determine the amount of loss allowable as a deduction (Y 1604). Tn addition, adjustments

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations,
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pe made for any salvage value, as well as any insurance or other compensation
must
wed by the taxpayer. o e
e be limited by a number of other rules. For
t or character of a loss may be y : T T
’ﬂ;: il;;?zﬂ losses are permitted to be deducted (]%Iyla'; g%pa(ycerdbutscgély Lf;; é}gfe) Iexﬁzzt
e the capital loss limitation rules ode : : :
owad1 (u?{d;])ﬂ LA Worlghless nonbusiness bad debt is only deductible as a El}m’;girlr)n
1‘.165_ % 4] 1.143). Special rules also apply for losses on small busme's_s stoc 19;15) d,
capial lnsivorthless securities (9 1916), losses on wash sales of securities (9] , an
Essez g;rll debt obligations required to be in registered form (g 1963).
se

i jal Property. A loss realized from a sale or ex-

- I{)S:n?jl;l ?J?fpgriyR:s;(Efe%aand hglﬁs a personal residence is not deducti-

change of {631- idual. However, a loss on the sale or exchange of remdeqﬂa] property

R b . -131 IVt]ime i-t is being ,rented or otherwise used for income—producm,g purl:aoses1

b a%blee (Reg. §1.165-9).% If the property is uged as the taxpayer’s DEIS-?ZDE::]
is '.:IEducu fter havi'ng been acquired as income-producing property, then a loss_rti Fe

ngdengle Bor exchange at the time it is being used as a residence is not deductible. For

.gejgsa:isi)f residential or converted property, see 9 1626.

i duct losses sustained in the
clition Losses. A taxpayer may not de ' . in th

1}}[? 5n one{?h‘lﬁings and their structural components, including certified hlst(l)[n(%
‘demgmrgs Any amount expended or loss sustained by an omll?ll* }?r Lesspe (fn; }?gclggg (?n
g G b italized as part of the basis o

: of any structure must be capr d :
e (11.1em<11 Pt(;'&cture gvas located (Code Sec. 280B).® The IRS has provided a saﬁ.harbig
ghlc ; 'L[ 1'\n;ﬁcructuzfal modifications to a building that are not treatfil aet?.h a dllen:io (; r:osvl hailéh
B it ith respect to the lan

: ¢ able to the capital account with resp \
m‘buﬁéjﬁ?izelrgaigr %lgev. Proc. 95-27).7" While demolition costs are no.'l%?dftll?]ef
< deduction may nonetheless be claimed by a taxpayer Whe_n deprec? e fill:fégfr‘;e
10rsgsl;;erty is retired from use in a trade or business or from use in production o
P
(41 1109). .

1107. Loss on Foreclosure or Tax Sale. The foreclosure (l)f a[mortgagteIi_)fghe

1 i iti i real estate is a sale of an asset.
judici disposition of the encumbered_lea S a sal ; th
- and' int i less than his or her basis in real estate when it is
owner of an equity interest receives e o %
o y tment may represent a deduc
sold upon foreclosure, his or her inves . i i
3 in a trade or business or a transaction ente
B o o loss dinary loss—depends on the nature of the
character of the loss—capital loss or or ry D R ) e
d whether or not it was a capital asset ; ¢
Ekdsreniver e : hen the redemption period expires or in the
1231 property (] 1747). The loss occurs wi : kel iuldal
erty becomes worthless. If there is no equity o . ;

?::sr i;hj‘?xggogy tge foreclosure sale and not by th.e decree of forl%-cl()bure that ordered the
sale.? These principles also apply to a sale for delinquent taxes.

If real property is disposed of by reason of foreclqsu_re or S'%mjlar pr_(;ct%edj&g(s,at}é?
amount of depreciation subject to recapture (f 17?9) is determined Sas 1125% & (1%)3)( it
ceased to hold the property on the date the proceedings began (Code Sec. 12! .

1109. Abandonment and Obsolescence Losses. A taxpayer is all()v\.ielgl aicrllf;c;zcgfz
for a loss sustained in the abandonment of property u:sed in a trade (ﬁl ltili)et b
fransaction entered into for profit. Depre?iabtlaer_p])m;fgti; éf—;];ilé?l%;egi ‘V:’e Se:&p posa;g; e
wi s roperty from use, or voluntarily rma
:'qiglldtﬁf inttgriign gf ]t-at.r{ding ownership but without passing it on to some((])nlc)aagzei éRflfé
§1.167(a)-8(2)).12 The abandonment loss eq_uals the taxpayer’s adJUStesation In G
abandoned property, less any salvage value, insurance, or other compen

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
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taxpayer receives for the loss. An abandonment of property is not treated as a sale or
exchange. Thus, an abandonment loss is an ordinary loss—regardless of whether or not
the abandoned asset is a capital asset—and is reported on Form 4797 (IRS Pub. 544),

If nondepreciable property is abandoned following a sudden termination of its
usefulness, an obsolescence loss is allowed in an amount equal to its adjusted basis. The
obsolescence loss is deductible in the tax year in which it is sustained, even though the

overt act of abandonment or the loss of title to the property may not occur in that year
(Reg. §1.165-2) 13

A taxpayer cannot deduct the costs of acquiring and developing creative property
(i.e., screenplays, scripts, story outlines, and similar property for film development gp
production) as an abandonment loss unless the taxpayer establishes either: (1) an intent
to abandon the property and an affirmative act of abandonment, or (2) identifiable eventy
which show a closed and completed transaction establishing the property’s worthless-
ness (Rev. Rul. 2004-58).14 Mere nonuse of an asset does not constitute abandonment,
and the treatment of abandonment losses for financial reporting purposes does not
control their federal tax treatment. To minimize accounting disputes, the IRS hag
provided a safe harbor allowing taxpayers to amortize ratably over a 15-vear period any
creative property costs that have been properly written off by the taxpayer under the

generally accepted accounting principles (GAAP) for financial reporting purposes
(11229).

1111. Inmterest Forfeited on Premature Withdrawals. Interest that was previously
earned on a time savings account or deposit with a savings institution and that is later
forfeited because of premature withdrawals is deductible by an individual in computi
adjusted gross income in the year when the interest is forfeited (Code Sec. 62(a) (9)).15

Example: Tom Smith opened a fouryear time savings account in January
2015, He was credited with $400 in interest earned for 2015 and reported this
income on his 2015 return. He withdrew the funds in October 2016. This prema-
ture withdrawal triggered a penalty provision so that he received only 5230 of
interest for 2015, plus $195 in interest earned on the account for 2016. Thus, Tom
has incurred a loss of $170 that should be claimed on his 2016 return. He should
also report the $195 in interest earned for 2016 on his 2016 income tax return.

The necessary information is provided on Form 1099-INT. The deduction mus: be
claimed on Form 1040. No deduction is available on Form 1040A or Form 1040E7.

1113. Gambling Losses. An individual can deduct gambling lossev ouly to the
extent of the amount of gambling winnings included in his or her gross income (Code
Sec. 165(d); Reg. §1.165-10).16 For most taxpayers, deductible gariiling losses are
reported as miscellaneous itemized deductions not subject to the two-percent-ofad-
justed-gross-income floor (Y 1079). Professional gamblers, howsver,can deduct losses

as an adjustment to gross income. Spouses who file a joint return can combine their
gambling winnings and losses,

Casualty and Theft Lostes

1121. Casualty Losses. An individual may deduct a loss from nonbusiness prop-
erty only if it arises from fire, storm, shipwreck, or other casualty, or from theft (Code
Sec. 165(c) (3)).17 Each loss is subject to a $100 floor (9] 1129), and net losses for the tax
vear are deductible only to the extent they exceed 10 percent of the taxpayer’s adjusted
gross income (AGI) (9 1131). However, an individual cannot claim a casualty loss
deduction for damage to insured property unless a timely insurance claim is filed (Code
Sec. 165(h) (4) (E)).! For a discussion of how to determine the amount of the deduction

for a casualty loss, see 1127, Casualty and theft losses are reported on Form 4684,
Theft losses are discussed at 9 1123.

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
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ss is generally deductible only for the tax year in which the loss is
ustﬁﬂggs?ﬁlﬁ(}% (Reg §1.165y-7 (a) (1) .29 If the extent of the damage cannot reasona-
E’1 be ascertained in the year of occurrence, the ded.u_ctlon can bfa taken in a later yff:ar
b}{en the extent of the damage is known. In addition, a special election exists for
getermining the year to deduct a loss attributable to a federally declared disaster

1133). - '
i Casualty Defined. A casualty is the damage, destruction, or loss of property IieRsSulPt,mbg
from an identifiable event due to some sudden, unexpected, or unuspal f]ause t( - Lc11 .
547).20 Examples of casualties i.nclu(}e earl'hlquakes, fires (not xglllfud yd se )ijti 0[? s,
storms, hurricanes, tornados, volcanic eruptions, government-or 1fre emg ]j(‘)m "

location, mine cave-ins, shipwrecks, sonic booms, terrorist attacks, or vanda b_d. :
- ualty also includes damage that is a result of any ordu_lary autorlnobﬂe acciden
Czﬁether the taxpayer, or someone else driving his or her car, is at fault ina colhsm'n, or
f;hether the other driver is at fault (Reg. §1.165-7(a) (3)).21 However, if a car acc1de:}[t
was caused by the willful act or willful negligence of the taxpayer, or his or her agent,
the casualty loss deduction is not allowed. N g

e or loss of property due to progressive eterioration is no ¢
casu;arlltlye glnafin?;g not decluct{)blep (IRS Pub. 547).22 Examples include }Ehe weakening gi
property due to normal weather conditions, lqsses qaused by drought fio pro}]zfrty nbe
used in a trade <¢r pusiness or for the produqhon lof income unless the rouf tc;fim :
characterized as sudden or unusual, the detem_)rat;on _and damage toa fvater eater, an|
damage to u2=s or other plants by normal infestations of fungi, dlb&?.SE,fWOI;mS, I(zr
similar nesis. The IRS takes the position that a cjisualtg_r loss deduction for ermrzt e
damagnlis not permitted because the “suddenness” test is not met, but some courts
hav=allowed the deduction.?? t .
loss is deductible only to the extent it is no compensated for
insurﬁz:nzzsgﬁl {E{herwise (] 1101). If there is no limitation on the manner in fltlﬁCh mone;;
or property received as compensation for damaged property mus’t be uselr ; ] e %inﬁu;;
received is a gift and does not reduce the amount of the taxpayer’s casualty ()_ss.Ir , as
the result of insurance or other reimbursement, a taxpayer rea]hzes a gim_ 01:;:1 a
casualty or theft loss, the taxpayer can defe:r recognition of j[he gain ‘ur}der t el invo un{:
tary conversion rules by making an election and purchasing qualifying replacemen
property within the applicable replacement permt;lh " 1)715). iy ' g
Ity loss incurred with respect to either business or nonbusiness 7

can isﬁ‘?ﬁ ;ynet operating loss (NOL) ( 11f17). :l“hq 5100 ﬂoqr _and the 10-percent-of-
AGI limitation are applied in the nonbusiness situation in determining an NOL.

- ft Losses. A loss from the theft of property that %s_ not qompensated for
by mlsi?aiceT }(l)‘re otherwise is generally deductible for the tax year in Whlch the tai(gayeé‘
discovers the loss (Code Sec. 165(e); Reg. §1.165-8 (a)).Z*'f No QEduct‘lon may be ¢ mﬁ}eh
in the year of discovery, however, if a reimbursement claim exists w121éh respect to ;10
there is a reasonable prospect of recovery (Reg. §1‘.165-1(d) 3). As with casualty
losses (7] 1121), an individual cannot claim a deduction for theft g7f msurec_l_proper%
unless a timely insurance claim is filed (Code Sec. 165(h) (4) (E)).*" In qddmon, eacal
theft loss is subject to a $100 floor (Y] 1129), andlnet losses from combmed persgnlo
casualty and theft losses for the tax year are deductible only to the extent they excee
percent of the taxpayer’s adjusted gross income (AGI) ( 1131)].3b 1 e

theft includes the taking of money or property by robbery, larceny, burglary,
b]acl?maﬂ?fzmbezzlement, extortion, or kidnapping for ransomi. Thl?ft QOes not mcludlti
property that was lost or misplaced. It also does not include the d.eclme in value of stoc
acquired in the open market caused by the disclosure of accounting fraud by officers or

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
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ﬂ\;[;w: 54,052, INDIV: 54,084; 54,062 §7.705.05 §7.710.25

? 2'1%5'1005 004 INDIV: 54,068; 24 410,005.117; INDIV: 2741 9802; INDIV: 54,168;

§7,70505 54,168; §7,705.25 §7,701
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directors of the corporation (IRS Pub. 547).28 The deduction for theft losses is deter.

mined in the same way as for other casualty losses (9 1127). Casualty and theft losgeg
are reported on Form 4684,

Losses from Ponzi-Type Schemes. Investors who incur losses from criminally fraudy.
lent investment arrangements such as “Ponzi” schemes are entitled to claim a theft loss
rather than a capital loss (Rev. Rul. 2009-9).2 The loss is deductible as a loss on 4
transaction entered into for profit, and it is not subject to the $100 floor or the 10-percent.
of-AGI limitation for personal theft losses, or the limitations on itemized deductiong
(11014). The theft loss is deductible in the year it is discovered, and the amount of the
deduction includes the amount invested in the scheme, less any amounts Withdrawn,
reimbursements, and claims as to which there is a reasonable prospect of recovery, [f
the theft loss deduction creates or increases a net operating loss (NOL) in the year the
loss is deducted, the taxpayer may carry back up to three years and forward up to 2
years the portion of the NOL attributable to the theft loss (9] 1149).

The IRS has also provided an optional safe harbor under which a qualified investor
may deduct as a theft loss up to 95 percent of a qualified investment if the investor does
not pursue any potential third-party recovery, or 75 percent of a qualified investment if
the investor is pursuing or intends to pursue any potential third-party recovery. The
deduction is reduced by the amount of any actual recovery and any recovery from
insurance or the Securities Investor Protection Corporation (Rev. Proc. 2011-58).

1125. Loss on Bank Deposits. An individual may elect to treat the loss on a
nonbusiness account in an insolvent or bankrupt financial institution as a personal
casualty loss in the year in which the loss can reasonably he estimated (Code Sec,
165(D)) 2 If elected, the casualty loss deduction is subject to a $100 floor (9 1129) and

the 10-percent-ofadjusted-gross-income (AGI) limitation (1 1131). The election is made
on Form 4684,

Alternatively, an individual can elect to treat the loss as an ordinary loss arising
from a transaction entered into for profit in the vear the loss can be reasonably
estimated, provided that no portion of the deposit is federally insured. The maximum
amount that a taxpayer may claim as ordinary loss in any tax year is limited to $20,000
(10,000 in the case of a married individual filing separately) for each financial ins4t.-
tion, reduced by the amount of insurance proceeds that the taxpayer can reascuably
expect to receive under state law (Code Sec. 165(1)(5)). The loss is deducted on
Schedule A of Form 1040 as a miscellaneous itemized deduction subject @ the two-
percent-of-AGI limit (Y] 1079). The name of the financial institution ‘an ‘Insolvent
Financial Institution” should be written on the appropriate line of Scheaule A. The
calculation of the deducted loss should be included with the return (TRS rub. 529).

Once made, either election applies to all losses on deposits in the tinancial institu-
tion during the tax year and it is revocable only with IRS consent. A taxpayer making
either election is prohibited from deducting the loss as a bad debt deduction (Code Sec.
165(1) (6) and (7)). Neither election can be made by an individual who is an owner of one
percent or more of the value of the institution’s stock, an officer of the institution, or a
relative of an owner or officer (Code Sec. 165 () (2)). If neither election is made, then the
loss is treated as a nonbusiness bad debt in the vear of final determination of the actual
loss and is reported as a short-term capital loss on Form 8949 (1 1143 and ] 1752).

1127. Amount of Casualty or Theft Loss. The amount of a casualty loss (] 1121)
which is deductible for business and income-producing property or nonbusiness prop-
erty is the /esser of:

(1) the fair market value (FMV) of the property immediately before the
casualty reduced by its FMV immediately after the casualty, or

(2) the adjusted basis of the property immediately before the casualty (Reg.
§1.165-7(b)) 31

Relerences are to Standard Federal Tax Reports: Tax Research Consultant; and Practical Tax Explanations.

28 91 10,101,237, 11 10,101.318; 2941 10,101.123; INDIV: 3141 10,004; BUSEXP: 30,212,
INDIV: 54,102; § 7,710.05, 54,106.10; § 7,710.30 INDIV: 54,152; § 7,705.10,
§7,710.10 30 q 9802; INDIV: 54,082: §7,705.15

§7,105.55, §7,705.10
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i i . i is totally destroyed and the property’s FMV
fﬁ:ﬁ?ﬁfﬁ;ﬁé&iﬁﬁg rc(;(izgi%gis liggse Iga; its ﬂdj{lsted basis, then the casualty loss is
- —— i 123) which is deductible is the fair market value or

loss (9] 1123) which 1s dedu ; r
the argj}fsfég%zggsoifi}ielflt’opertj(zﬂstolen (Reg. §1.165-8(c)) .33_VVhen monesg is stglef}gltetéz
f loss is the amount stolen. The amount of a theft 1oss_m the case of nonbusines
.- erty other than money is the lesser of the value of the property or its ad]usted'basls.
?;O‘?he case of stolen business or income-producing property, the theft loss is the
adjusted basis of the property stolen.

i j 1129) and a 10-percent-
ersonal casualty or theft loss is subject to a §100 ﬂopr q er
£ dﬁlgted-gross-income (AGT) Timit (] 1131) in deterrmrun'gr the a]lowablle deductlop.
'(])'1-11 $100 floor and AGI limit do not apply to a business or income-producing property
casualty or theft loss. _ -

A casualty or theft loss is reduced by any insurance or other compensation received
by the taxpayer, and in the case of a casualty loss, it is also reduced by any salvage value
(13{ 1101). An individual cannot claim a personal casualty or t}_left loss to the exteqt the
Joss is covered by insurance, unless a timely insurance claim is filed with respect to the
loss (1121 and §-1123). _ . e i

When therc 1o damage to different klnds of business property, losses must b
computed semr:,tely for each single, identifiable property 'damagegi or destmyed: I‘lﬁs
rule does nit 2pply to nonbusiness property. For f::xample,_ if a tree is blown down 11[1 ih e
front verd of a taxpayer's residence, the loss is the difference in the FMVSSQ e
taxpa re1’s whole property before and after damage to the tree (Reg. §1.165-7(b)).

! i g d by casualty or theft is
Tne taxpayer’s basis for property damaged or destroye i : ‘
red dcéd by theyamount allowable as a casualty or theft loss deducboq, aiwell as by the
arrIount of any insurance or other recovery for the loss (Rev. Rul. 71-161).

. 8100 Floor for Personal Casualty or Theft Losses. The deduction for ai
pers;r}azlgcassualty (7 1121) or theft loss (f 1123) is limited to the amount that the4\1033&5,
from each casualty or theft exceeds $100 (Code Sec. 165(h) (1) ; Reg. §1.165-7(b) (. ﬂ;})ﬂ
The $100 floor applies separately to the loss_ from ea_ch single casualty _(f)r eai
regardless of how many pieces of property are mvolvled in the event. Tl'_lus,ll sev‘ell"
items of nonbusiness property are damaged or gtolen in the course of a Smlgﬁ caﬂs&a It;z
or theft, the $100 floor is applied only once against the sum of the a}l(?wab e f)s::.et,. B
the case of married taxpayers filing a joint return, only one SIOQ ﬂooz applies to ?acH
casualty or theft loss; it dees not matter if the property is oyvned jointly or f_egﬁﬁe Yf
married taxpayers file separate returns, each spouse is subject to thf_: S100 111&1 c_)n 01{
each casualty or theft loss. When property is used for both bu_smess and per ijot?ld
purposes, the $100 floor applies only to the net loss attrzbutajble to that porgon 0 ! f
property used for personal purposes. After the first 5100 is subtracted from each
personal casualty and theft loss, all personal casualty and theft losses for i[he taf( yf(:iarﬂlar;
netted against any personal casualty and theft gains. If person.al cgsualty 0sses };an Le ;
losses exceed personal casualty and theft gains, a loss dedu_ctlon is allowed to the exten
that the excess is greater than 10 percent of adjusted-gross-income (AGI) (1131).

. 10 Percent of AGI Floor for Personal Casualty or Tl'lleft Losses. If a
taxpiyle?‘%q p;rsonal casualty ( 1121) or theft losses ( 1123) e}f;ceed hlS.OI' her 1pe1t'sotr}1;31
casualty or theft gains for the tax year, the excess gcnerally is d_educ‘uble on yf 0 _he
extent that it exceeds 10 percent of the taxpayer’s gdjusted gross income (AGI) for t ale
year (Code Sec. 165(h) (2)).3° For this purpose, gains and losses from pflzrsonal‘ casual-
ties and thefts calculated on Form 4684 are netted without regard to holding periods fo_r
the initial determination of whether there was a gain or logs. The §100 floor (1]‘1129) 13
applied to each personal casualty or theft before this netting occurs. If the recognize

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

32 41 10,100; BUSEXP: 30,212, 33 4 10,004; BUSEXP: 30,212, 35 q 0802, 'n_lo,norzt;_mngé y
INDIV: 54,152; § 7,705.10, INDIV: 54,152; §7,705.10, 5432502' INDIV: 54,354; §7,705.15
§77020 §7,705.15 ] 9802; INDIV: 54,204, IN-

34 41 10,005.16; SALES: DIV: 54,206: §7,705.15

6,360.05; §16,110.25
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gains exceed the recognized losses, the net gain is reported as a capital gain on
Schedule D of Form 1040. If the recognized losses exceed the recognized gaings after
netting, the net loss is deductible as an itemized deduction on Schedule A of Form 1049
but only to the extent it exceeds 10 percent of the taxpayer's AGI.

Example 1: A taxpayer who has AGI of $50,000 (without regard to casualty
gains or losses), a $25,000 casualty gain, and a $15,000 casualty loss (after the $1qp
floor) will report a $10,000 capital gain on Schedule D.

Example 2: A taxpayer who has AGI of $40,000, a $25,000 casualty loss (afte
the $100 floor), and a $15,000 casualty gain is allowed a 56,000 itemized deductigp_
The 810,000 loss resulting from netting the casualty gains against the casualty

losses is deductible only to the extent that it exceeds 10 percent of AGI (810,000 -
$4,000 = $6,000).

Limitation for Estates and Trusts. The 10-percent-of-AGI limitation on personal
casualty and theft losses applies to estates and trusts, AGI is computed in the same
manner as it is for individuals, except that estates and trusts are allowed to deduct their
administration expenses in arriving at AGI (Code Sec. 165(h) (4) (C)).37 No deduction for
a personal casualty or theft loss may be taken if, at the time of filing a decedent’s retur,
the loss has been claimed for estate tax purposes (9] 531).

1133. Disaster Area Loss. A taxpayer that sustains a loss occurring in a disaster
area and attributable to a federally declared disaster can either (1) deduct the loss on the
tax return for the year in which the loss occurred, or (2) elect to deduct the loss on the
return for the preceding tax year (Code Sec. 165 (i); Temporary Reg. § 1.165-11T) 38 The
disaster area loss deduction is calculated using the same rules as those for any other
personal casualty losses (] 1127). If, however, the taxpayer elects to claim a disaster
area loss on the return for the year immediately preceding the loss year, the 10-percent-
of-adjusted-gross-income (AGI) limit (1 1131) is determined with respect to the preced-
ing year’s AGL In addition, the IRS is authorized to issue guidance allowing the use of an
appraisal used to secure a federal loan or loan guarantee as a result of federally declared
disaster to establish the disaster loss amount.

The election to deduct a disaster area loss in the tax year prior to the loss yea is
made by filing a return, an amended return, or a refund claim that clearly shows that the
election is being made. The election applies to the entire loss sustained by the taxpayer
in the disaster area during the disaster period. Effective for elections on cr aie: October
13, 2016, the election generally must be made by the date that is six raontus after the
due date of the tax return for the year of the loss without regard to extensions. For
example, the election to deduct a 2016 disaster area loss in 2015,mus: be made on or
before October 18, 2017, for a calendar-year individual, A taxnover may revoke the
election within 90 days after the required due date. Prior to October 13, 2016, the
required due date was the original due date of the return, without regard to extensions.
The IRS has provided procedures for taxpayers who wished to make the election

pursuant to the new due*date who failed to make a timely election under the old due
date (Rev. Proc. 2016-53).39

Although a taxpayer may not deduct a loss incurred on the sale of his or her
personal residence, the loss is treated as a disaster area loss if the personal residence is
rendered unsafe by a disaster in an area determined by the President of the United
States to warrant federal government assistance. In addition, the individual must have
been ordered by the state or local government within 120 days after the area is declared
a disaster area to demolish or relocate the residence (Code Sec. 165(k)).40 The amount

of the deduction is reduced by any partial payments received from the state in the form
of disaster aid.

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

57 4] 9802; ESTTRST: 39 91 10,201.13; INDIV: 54,304;

12,060.10; § 32,401 §7,715.10

38 4 0802, 9 10,200M; INDIV: 40 q7 9802, INDIV: 54,306;
54,302; §7,715.10 §7,715.20
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Bad Debts

i ad Debts. Business bad debts can generally be deducted from
;ligcsc;n]lseujl;zzs cl)?‘djnary loss when and to the extent thatl they bepome tetall_y
Dshless (Code Sec. 166).4! If a business bad debt is only partially wori.hl_ess and is
e rable in part, then the worthless portion is deductible to the extent it is C}_lal-ge:d
rec?ive*ing the tax grear (9] 1137). A business debt is a debt: (1) created or acqu_l_red in
g u::tion with the trade or business of the taxpayer who is claiming the deducthn, or
Comtlﬁ worthlessness of which has been incurred in the taxpayer’s trade or business
'23 e§ 1.166-5(b)).*? If the taxpayer’s primary motive for incurring the debt is not
- ;gﬁess related, then it is a nonbusiness debt and deductible only as a short-term
BeLll}:Slillﬂ] loss when the debt becomes totally worthless (] 1143).

fide debt qualifies for purposes of deducting a bad debt {R;g._
§1 16(5)6{)]].{(:)3) .’Eoﬁadebt is cons?dered bona fide nf it 'flrises from a true decllator-crfadl]‘;?
1. tionship based on a valid and enforceable obligation to pay a ﬁxe_:d or determinable
reﬂunt of money. For example, a business bad debt deduction is n.ot avallab'le tﬁ
a;?z:;eholders who have advanced money to a corporation as a conmpunog to Cﬂ]é)ll];ll.
?n addition, the bad debt deduction rules do not apply to a debt that is evidence : y E
curity (Code Sec. 166(e)).*% If a security held by a taxpayer other than a ban
o mes worthless during the tax year, it is treated as sold or exchanged ata loss‘ on the
}:;ioday of tte 11k vear (9] 1916). A bank may treat a loss from a worthless security as a

bad debt loss (1 2383).

Viether a debt is wholly or partially worthless is a question of fac;t_, requiring
‘(,113L'fia}é}:[i1§n of all pertinent egidence, includin‘g the debtor’s financial COHC}ESSH and }Ehe
:r"ﬂ'.e of any security for the debt (Reg. §1.11’:>62)_.45 A de?bt bel{:on:lesbwo _dess Vé (fi];
tl:ére is no longer any chance the amount owed will be paid. This can ‘e evi erhce i
by the fact that legal action to enforce payment would result in an unc? ecti ”e:
judgment, or (2) upon a settiement in bankruptcy, although W_o_rthlessness mayfsqrgi:
times be determined after bankruptcy and before settlement. It is not necessary for - et
taxpayer to go to court to demonstrate worthlessness; the taxpayer only ];as todshow (tI RaS
reasonable steps were taken to collect the debt, but he or she was unable to do so

Pub. 535).

Guarantors. A taxpayer is eligible for a busines?s blad debt deduction if in the_course
of a trade or business, the (axpayer pays an obhgatlc?n as a guarantor, en401s?ri} '05
indemnitor (Reg. § 1.166-9).47 A noncorporate taxpayer is eligible for a nonbu.sirlless ‘td
debt deduction if the taxpayer pays an obligation as a guarantor, endo;’ser, or zal fiﬁﬂtl)?l or
as part of a transaction entered into for profit. In the case of a business ba debt, no
deduction is available if the agreement to act as guaraptor, endorser, or _mdemmtolﬁwa_s%
not made in the course of the taxpayer’s trade or business or a transaction for p_r(i)f ‘&1
there is no legal obligation on the taxpayer to make the guaranty payment, or (3
agreement was entered into after the debt became worthless.

Loans. An employee’s rendering of services for pay is a trade or busmt'ess
for pfryggi?; Zf the bad debt%rovisions. Therfeforfe, a loan to an employer 1:0Lf proltect 5113 job
can give rise to a business bad debt deduction if the employe_r defaults. ; a loan ty i
shareholder-employee is intended to protect the shareholder’s job rather than to pri)t ec
the shareholder’s investment in the company, then the faﬂu'relto repay the loan resu 91]1111
a business bad debt deduction. The larger the shareholde'r s investment, the _smfﬂlgﬂi s
or her salary, and the larger his or her other sources of income, the more likely that a
dominant nonbusiness motive exists for making the loan 4

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

4141 10,602; BUSEXP: 48,152; 44 4 10,650.7301; BUSEXP: 47 q110,753; B[-I&"%ﬂfzis’m'
§17,120.05 48,108; §17,120.10 Blég.EXP:tiSAOQ,g 125
2 4 10,691; BUSEXP: 48,156; 45 q7 10,602; BUSEXP: 48,154; 9 10,700.2\%221?&1;0_
§17,12005 §16,555 48,1(;%351,013% : 48,160.40:
“3 4 10,603; BUSEXP: 48,050; 46 91 10,604; BUSEXP: 48,250;  S17,120.

§17,105 §17,110.05
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1137. Accounting for Bad Debt Deduction. Bad debts are generally deductible in
the tax year in which they become worthless (Code Sec. 166(a); Reg. § 1.166-3) 49 For 5

nonbusiness debt ( 1143), the deduction is available when the debt becomes who
worthless. A deduction is allowed for a business debt (9 1135) that becomes wholly g
partially worthless, but only to the extent the debt is charged off of the taxpayer’s bogkg
during the tax year. The bad debt deduction is not available for nonbusiness debts thyt
are only partially worthless. A worthless debt arising from unpaid wages, rent, interegt,
or a similar item is not deductible unless the income that these items represent has heg

n
reported for income tax purposes by the taxpayer (Reg. §§1.166-1(e) ang
1.166-6(a) (2)).50

Generally, a taxpayer must use the specific charge-off method to claim a deduction
for a husiness bad debt. If a business debt becomes totally worthless during the year,

the taxpayer can deduct the entire amount in that year. If a business debt becomeg

partially worthless during the year, the taxpayer can deduct that amount of the debt
charged off his or her books for the year (Reg. § 1.166-3). An exception to the chargeoff
rule exists for debt which has been significantly modified. Some acerual taxpayers may
use the nonaccrual experience method of accounting for bad debts with respect tg
income to be received from the performance of services (Y 1538). Small banks and thrife
institutions can use the experience method of accounting to deduct bad debts (7 2383).

1139. Secured Bad Debt, When secured or mortgaged property is sold either to
the secured party or to a third party for less than the amount of the debt, the creditor is
entitled to a bad debt deduction (f1135 and 91143) in an amount equal to the
difference between the sale price and the amount of the debt, to the extent that the
creditor can show that such difference is wholly or partially uncollectible (Reg,
§1.166-6).51 No bad debt deduction is allowed if a mortgage is foreclosed and the
creditor buys the mortgaged property at a price equal to the unpaid debt. However, gain
or loss is realized on the tramsaction. It is measured by the difference between the
amount of the obligations of the debtor that are applied to the purchase or bid price of
the property and the fair market value of the property, to the extent that the obligations
are capital or represent items the income from which has been returned by the creditcr,
See 91838 and 71841 for a discussion on repossession of property sold on ‘he
installment plan.

1141. Debts Owed by Political Parties. No deduction is generally allowaple for a
worthless debt owed by a political party. However, banks and accrual-bosis taxpayers
(111515) who are in the business of providing goods and services (e, polling, media,
or organizational services) to political campaigns and candidates ey deduct such bad
debts (Code Sec. 271) 52

1143. Nonbusiness Bad Debts. If a nonbusiness bad debt held by a taxpayer other
than a corporation becomes totally worthless during the tax year, then the loss may be
deducted as a short-lerm capital loss regardless of how long the taxpayer held the debt
(Code Sec. 166(d); Reg. §1.166-5).5% Unlike business bad debts (91 1135), however, no
deduction is permitted unless and until the debt becomes totally worthless. A nonbusi-
ness bad debt is any debt other than one created or acquired in connection with the
taxpayer’s trade or business, or one that, when worthless, creates a loss that is incurred
in the taxpayer’s trade or business. For limitations on deduction of a capital loss, see
911752, For worthlessness of a debt evidenced by a bond or other security of a
corporation or a government, see 9] 1916.

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

49 91 10,602, 9 10,605: 5141 10,701; BUSEXP: 48,274,
BUSEXP: 48 250; § 17,101, SALES: 6,064.10; §17,110.10,
§17,112 §17,115

50 4 10,603, 91 10,701; 52 4] 14,306; BUSEXP: 48,068
BUSEXP: 48,062, BUSEXP:

48.204; §17,115

55 410,602, 9 10,691;
BUSEXP: 48,152, BUSEXP:
48,250; §17,120.05
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Net Operating Losses (NOLs)

1145. Net Operating Loss (NOL). A net operating loss (NOL) from a trade or
pusiness may be claimed as a deduction in the current tax vear equal to the aggregate

unt of NOLs carried back or carried forward from other tax years (] 1149) (Code
e 172(a); Reg. § 1.172-1).5 The NOL deduction may not exceed the amount of taxabl,e
'Se(ft;me for the year of the deduction. An NOL arises in any tax year when‘the taxpayer's
i ductible expenses for the year exceed its gross income, subject to certain ad]ustrgents
?&1 147). The NOL deduction is available to most taxpayers, including corporations,
individuals, estates and trusts, and participants in common trust funds. An NOL deduc-
tion may not be claimed by a partnership or S corporation, but partners a_nd S corpora-
{ion shareholders use their distributive shares of partnershlp_ or S corporation income to
calculate their own NOLs (1319 and 9 417). An NOL_dedpctmn also may not be cle}uned

regulated investment companies ( 2:'301) and life insurance companies (9] 2370)
{Code Secs. 805(b) (4) and 852(b) (2) (B)).55

orporate Taxpayers. Individuals, estates, and trusts may use Form 1045 to claim
a quji\i:{;:wre?und resulfth}llg from the carryback of an NOL ((_Zede Sec. 6411; Reg.
§1.6411-1).% Form 1045 must be filed on or after the date for filing a tax return for the
NOL vear, but no later than one year after the end o‘f the NOL year (2773). Form 1045
also contains schelules that can be used to determine the amount of NOL available for
carryback or cairyover, and the NOL deduction for each carryback year and the amount

to be carried uver.

As on <liernative to Form 1045, an individual may file an amended return on Form
1040% for cach carryback year to claim a refund from the carryback of an NOL. Form
105 7% must generally be filed within three years after the due date of the return for the
Nul. year. Estates and trusts file an amended Form 104.1 for each carryback year ar{d
cneck the “amended return” box. If an amended return is ﬁ_led, the taxpayer must still
attach the NOL computations using the Form 1045 computation schedules.

No special form is used to carry over an NOL deduction. If the taxpayer elects,_ to
waive the NOL deduction carryback (§ 1149), however, a statement mak]pg the elqctlon
must be attached to the return or amended return for the tax year, h‘qdmduals list an
NOL carryover deduction as a negative figure on the “Other Incqme line of Form 1040
or 1040NR. Estates and trusts include an NOL carryover deduct}on on Fprgn 1041 with
other deductions not subject to the two-percent-of-adjusted-gross-income limit.

orations. Corporations may file for a quick refund resulting from the ca?'ryback
of ancﬁ%L using Forl;ﬁ 1139. The form can be filed on or after the date on which the
return for the NOL year is filed, but no later than one year after the end (_)f the NOL year.
Alternatively, a corporation may file an amended return on Fprl_n 1120X in place of Form
1139 for each carryback year. Form 1120X must be filed within three years of the due
date including extensions for filing the return for the NOL year. quporatlons must file
Form 1120X rather than Form 1139, however, to carryback a prior year foreign tax
credit, minimum tax credit, or general business credit released due to an NOL.

A corporation that expects an NOL in the current tax year may file Form 1138 to
extend the time for payment of the tax for the immediately preceding tax year (Code
Sec. 6164; Reg. §1.6164-1).57 The extension applies only. to payments of tax that are
required to be paid after Form 1138 is filed. The extension expires at Fhe end of the
month in which the return for the tax year of the expected NOL is required to be ﬂed
including extensions. However, if the corporation files Form 1139 before the extension
period ends, the time for payments is further extended until the date t}}at the IRS mails
notice that it has allowed or disallowed the application (Reg. § 1.6164-5).58

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

57 q1 37,240, 9 37,241;
BUSEXP: 45,260; §39,315.10

58 q 37,247; BUSEXP:
45,260.10; §39,315.25

55 q7 25,770, T 26,420;
BUSEXP: 45,052

56 q 38,720, 9 38,722;
BUSEXP: 45,256.05; § 17,025

5 4q119,002, 9 12,003;
BUSEXP: 45,000, BUSEXP:
45,050; §17,001
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1147. Net Operating Loss (NOL) Defined. A net operating loss (NOL) for the tax
year is the excess of allowable deductions over gross income, with certain modificatigng
(Code Sec. 172(c); Reg. §1.172-1).% For calculating the NOL, income and deductiun:
from separate businesses are aggregated, and items that are excludable from Srogs
income are generally excluded. The NOL for any tax year is determined under the 13“;
applicable to that tax year, without regard to the law applicable to the tax year to Which
the NOL is carried. A taxpayer with a short tax year cannot annualize an NOL,

Noncorporate Taxpayers. The following adjustments are made in computing the
NOL of a noncorporate taxpayer (Code Sec. 172(d); Reg. § 1.172-3):60

(L) No deduction for NOL carryovers or cartybacks from other years ig
allowed.

(2) No deduction is allowed for personal or dependency exemptions.

3 _Nonbusiness capital losses are deductible only to the extent of nonbugj-
ness capital gains determined without regard to the exclusion for gain from
| qualified small business stock (] 1905).

(4) Business capital losses are deductible only to the extent of the sum of (a)
business capital gains determined without regard to the exclusion for gain from
qualified small business stock, and (b) any nonbusiness capital gains that remain
after deducting nonbusiness capital losses and excess nonbusiness deductiong
(item (5) below).

(5) Nonbusiness deductions are allowed only to the extent of nonbusinesg
income including net nonbusiness capital gains. Nonbusiness deductions generally
include deductions not related to the taxpayer’s trade or business, or employ-
ment—e.g., alimony, deductions for contributions to a retirement plan, health
savings account (HSA) deductions, the standard deduction, and personal itemized
deductions. Nonbusiness income generally includes income from passive invest
ments, such as interest, dividends, annuities, as well at the taxpayer's share of
nonbusiness income from a partnership or S corporation. The taxpayer’s wages

gnd‘ salary are considered income that is attributable to the taxpayer’s trade or
usiness.

(6) The domestic production activities deduction (91 9804) is not allowed.
Can?amtioms. The following adjustments are made in computing the NOi. uf a
corporation (Code Sec. 172(d); Reg. §1.172-2):61

(1) No deduction for NOL carryovers or carrybacks from cthar years is
allowed.

(Z) A corporation is entitled to deductions for dividends received from a
domestic corporation, received on certain preferred stock ¢f public utilities, re-
ceived from certain foreign corporations, and paid on cectain preferred stock of
public utilities, without regard to the limitations, based o' taxable income, imposed
on such deductions in computing taxable income (7 223 and 9231).

(3) The don}_estic production activities deduction is not allowed.

1149. Carryback and Carryforward of Net Operating Losses (NOLs). If a taxpayer
has a net operating loss (NOL) for the current tax year (] 1147), then the loss may be
carried back to prior tax years or carried forward to futire years as a deduction against
taxable income (] 1145). NOLs can generally be carried back to the two years preceding
the loss year and then forward up to 20 years following the loss year (Code Sec.
172(b) (1)).62 Special carryover periods, however, are available for NOLs attributable to
casualties, disasters, farming losses, and certain other activities (91 1151). No deduction
is allowed in the year the loss is incurred. In determining the amount of an NOL
carryback or carryover, the law in effect during the year to which the NOL is carried
back or carried over is applied (Code Sec. 172(e)).

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
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60 q1 12,002, 77 12,005
BUSEXP: 45,106; § 17,005.10
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The NOL is first carried back to the second tax vear preceding the loss year, then to
the next earliest carryback year, and then forward to tax years after the loss year. If an
NOL carryover is not fully absorbed in a carryback or carryover year, then the following
adjustments must be made to taxable income in the carryback Or carryover year (but not
ess than zero) to determine the portion of the NOL still available to be carried to the
next year in the carryback or carryover period (Code Sec. 172(h) (2); Reg. §1.172-5).59

(1) The NOL deduction for the intervening year is computed by taking into
account only carryback and carryovers from tax years preceding the loss year.

(2) For taxpayers other than corporations, capital losses are deductible only
to the extent of capital gains,

(3) Personal and dependency exemptions are not allowed.
(4) The domestic production activities deduction ( 980A) is not allowed.

In a vear in which an NOL is carried back, any income, deductions, or credits that
are based on or limited to a percentage of adjusted gross income (AGI) must be
recomputed based on AGI after applying the NOL deduction for the carryback year, The
charitable contribution deduction, however, is #of recomputed. Taxable income is
recomputed taking into account the NOL and the preceding adjustments. Income tax,
alternative minimum tax, and any credits that are based on or limited to the amount of
tax are then “ecomputed.

Elestion'to Forgo Carryback. A taxpayer may elect to waive the entire carryback
peried (Code Sec. 172(b) (3)).5 If the election is made, the loss may be carried forward
anir. The election must be made by the return due date including extensions for the tax
yer of the NOL. The election may also be made on an amended return filed within six
ronths of the due date of an original timely return excluding extensions. Refer to the
instructions for Form 1045 or Form 1139 for specific statement requirements. Once
made, the election is irrevocable.

Married Taxpayers. Married individuals who file a joint return for each year consid-
ered in figuring NOL carrybacks and carryforwrds calculate their NOL as though all the
income and deductions on the return were those of one taxpayer (Reg. §1.172-7).65 If
married individuals file separate returns for each year considered in figuring NOL
carrybacks and carryovers, then each spouse is entitled to their own NOLs without
regard to the income or deductions of the other spouse. Special rules apply for figuring
the NOL carrybacks and carryforwards of married people whose filing status changes
for any tax year considered in figuring an NOL carryback or carryforward.

1151. Special NOL Carryforward and Carryback Periods. A net operating loss
(NOL) generally must be carried back to the two years preceding the loss year and then
carried forward to the 20 years following the loss year (9 1149). Special carryover
periods are available, however, for certain types of NOLs.

Casualties and Disasters. A three-year carryback period is available for: (1) an NOL
of an individual arising from a fire, storm, shipwreck, other casualty, or theft, and (2) an
NOL of a small business or taxpayer engaged in farming if the loss is attributable to a
federally declared disaster (Code Sec. 172(b) (1) (E)).% A small business is one with an
average annual gross receipts of 85 million or less. An eligible loss does not include a
farming loss described below.

Farming Less. A farming loss may be carried back for five years (Code Sec.
172(b) (1) (F) and (h)).57 A farming loss is the smaller of (1) the amount that would be
the NOL for the tax vear if only income and deductions attributable to farming busi-
nesses ( 999) were taken into account, or (2) the NOL for the tax year. A taxpayer may

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

5391 12,002, 9 12,007;
BUSEXP: 45,200; § 17,015.15

1112,002; BUSEXP: 45,152;
§17,010.15

67 ] 12,002; BUSEXP:
45,154.40; § 36,210

55 q 12,009; BUSEXP;
45,208.05; § 17,020

66 4 12,002; BUSEXP:
45,154.35; §17,010.20
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elect to waive the five-year carryback for a farming loss. In this case, the tw

g . O-ye
carryback period generally applies. For ordering purposes, the farming !

loss is treateg as
a separate NOL to be taken into account after the remaining portion of the NOL for the
tax year.

Short Tax Years. If the IRS approves a request for a change in accounting Deripg
when the short period required to effect the change is a tax vear in which the taxpayey
has an NOL, the taxpayer can carry back the short-period NOL only if it is either (1')
850,000 or less, or (2) less than the full 12-month period NOL beginning with the first
day of the short period as determined when the 12-month period has expired.58

Specified Liability Losses. A 10-year carryback period applies to specified liability
losses (Code Sec. 172(b) (1) (C) and (f); Notice 2005-20).99 A specified liahility loss ig the
portion of an NOL that (1) is attributable to product liability or (2) arises out of
satisfaction of a liability under federal or state law requiring land reclamation, nucleay
power plant decommissioning, drilling platform dismantling, environmental remediatiop,
or a payment under any workers’ compensation act, For ordering purposes, the specified

liability loss is treated as a separate NOL to be taken into account after the remaining
portion of the NOL for the tax year.

Real Estate Investment Trusts (REITs). An NOL from a REIT year—a tax year in
which an entity operated as a REIT (T 2326)—cannot be carried back to any preceding
tax year. An NOL from a non-REIT year cannot be carried back to a REIT year. A REIT
NOL can he carried forward 20 years (Code Sec. 172(b) (1) (B): Reg. §1.172-10).70

Corporate Equity Reduction Transactions ( CERTS). A C corporation may not carry
back a portion of its NOL if $1 million or more of interest expense is incurred in a “major
stock acquisition” of another corporation or in an “excess distribution” by the corpora-
tion (Code Sec. 172(b) (1)(D) and (£))."t The amount subject to the limitation is the
lesser of: (1) the corporation’s deductible interest expense allocable to the CERT, or (2)
the amount by which the corporation’s interest expense for the current tax year exceeds

the average interest expense for the three tax years preceding the tax year in which the
CERT occurs.

1153. NOL Carryovers Between Predecessors and Successors, A net operatng
loss (NOL) may generally be carried back or carried forward only by the taxpayer wio
sustained the loss (] 1145). A beneficiary of an estate or trust, however, is entitled (o any
carryover amount remaining unused after the last tax year of the estate uv trust,
Similarly, a bankruptcy estate succeeds to an individual debtor’s NOT. (5 535). A

successor corporation also is allowed to carry over the NOL and certain oiher items of
its predecessor under specified conditions 9 2277).

At-Risk Limitations

1155. At-Risk Limitations on Losses, A taxpayer’s deductiLle loss with respect to
an activity is generally limited to the amount that the taxpayer has at risk with respect to
the activity (Code Sec. 465).7 The atrisk rules are designed to prevent certain taxpayers
(11157 from offsetting trade, business, or professional income with losses from invest-
ments in activities (] 1159) that are largely financed by nonrecourse loans for which
they are not personally liable. Even if it has been determined that the loss is deductible

under the atrisk rules, the loss may still be limited by the passive activity loss rules
(T 1165).

Under the atrisk rules, loss deductions are limited to the amount the taxpayer has
at risk in the activity. This is the money and the adjusted basis of other property the
taxpayer contributes to the activity. It also includes any amounts borrowed for use in the
activity if the taxpayer has personal liability for repayment of the loan (recourse) or has
pledged assets not used in the activity as security for the loan (Code Sec. 465(h)).™

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

58 41 12,014.30; NOL: 12,202; 912,002, 7 12,012: 72 97 21,850; BUSEX: 42,000;
§38,130.20 BUSEXP: 45,154.15 §17,301

699 12,002; RUSEXP: 71 12,002; NOL: 15,202 79 21,850; BUSEXP: 42,150;
45,154.25; §17,010.25 §17,305.05
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AT-RISK RULES [1 At-Risk Limitations

Amounts are not at risk if they are borrowed from (1) a person who he}[s;] 21{1 t}r?atﬁrtehsé
the 1activity other than as a creditor, or (2) a gerson_ related to S[')lmlflcénfo ;) o
interest in the activity. Exceptions are availa for .
ﬁgg;rzvle}oﬁ'}(l)iirsl Zlflarehokders and qualified nenrecourse ﬁna?cmég secur ﬁda:tr}i) 11;161?;
e i ivi | liability of the taxpayer for borrowe !
used in an activity. Personal liab ] y o4 i o
e hether the taxpayer is the ultimate obligor of the lial X
genere‘lllyil l;lilglij g&;wother party.” The taxpayer is not considqred at risk with reipeult ‘t;(;
r'ecou:lst: 1§0tected against loss through nonrecourse financing, guarantees, stop-los
[a]i b ds
:];reements, or similar arrangements.

Any loss not allowed because of the atrisk limitation is E:én;]ied Sf)ver ig Sﬂ(; fg)]%ov’vl}‘ﬁg
¢ deducted subject to the same limitation (Code Se T
- Yeir,zﬂt}(()wxlf){fd a&; a loss for any year reduces the amount at psk fm‘hlater ‘yei;]se.
'aclggxlrl;'sely if a taxpayer’s amount at risk at the enél ofSany tzg:ry(e;l)r %sgs li:;rfutseaél ztrarll (())’unts
,t the difference is recaptured (Code Sec. ().
losr?e:acllll;alreoaﬂowed when the activity is transferred or otherwise disposed (] 1161).
ge

i i i s under the at-risk rules. An activity
7 98 is used to compute the deductible loss un leak-risk :
h.}'(;rgl fl‘lte pfslslive loss rules must file Form 8582. If the activity is su(b]e:c‘a to ‘g:iz
iﬁﬁﬁiions Form 6198 is completed first, and any allowable loss must be carried ov
Form 8582.

For investiuent tax credit at-risk rules, see 9 1365A.

i t-risk rules (9] 1155) apply to
57, Taxpayers Affected by At-Risk Rules. The a -
'mdiv%f‘lmls, egtflrt)'eg, and trusts (Code Sec. 465 (2}? (I}Bl.zf’d’l"hely al?o ;lgflgttgh %alggﬁlt; z]lg‘(rie?
rorali hareholders at the partner or shareholder fev.e, ]
mn Eéln'lliﬁlds corporations are generally subject tc? the at-risk rules g they mecitrtt;ﬁ
;'~ s‘onyal holding company stock ownership ﬁequlr@ﬁeﬁ?t(ﬂ[gzgﬁy qouvgﬁ};?ii;g ortain
o 1d orations are not subject to the at-ris its y quali
EIOSSIZs?iargggpon; instead, each qualifying buf_sllness'of a corporatloligl is L_re;i[:trilois iz
s arate activity (Code Sec. 465(c)(7)). In ad@lh011, if a f:loslely het 1c01 pEl =
zctpively engaged in equipment leasing, the equipment leasing is treated as
acﬁvify not covered by the atrisk rules (Code Sec. 465(c) (4)).

in

1159. Activities Covered by At-Risk Rules. Thed z.1t~risk ]trmé on 11())32;356 S(;I ;I}ng)r
; iviti ade or bus
lies to all activities of a taxpayer engaged in as a trade
f}f: ;iléyu:tli)gn of income (Code Sec. 465(c)).” It als((])_ spgglﬁﬁclzlally ;gggﬁs pt10c &E}{e tﬁa;clgzygi
in: ivi i ducing, or distributing il :
engaged in: the activity Qf holdmg,.pro ghedans el et
i s: farming; leasing of section 1245 property; or exp ;

‘afj'ld; Og;nggéourcesir geothermal deposits. The at-rls(];I ﬁll'e% d(()z)no; Z};{;lgf;ic;g(lgcttil:g
i i ld corporations 57): y .
leasing of equipment by closely he 11 ) 2 quliing

i i sertai 5 Id corporations; or (3) the g
business carried on by certain closely he : ) : oy o
ineral pr d before 1987 as an interest in a p
erty other than mineral property acquire : 4
El:?gu;’g entity engaged in holding real property placed in service before 1987.

In the case of the specifically identified activities listec_i previously, each ﬁhiﬂ or tz?-;;
each piece of section 1245 property, each ffarm, ari-rtln eac%ll.oﬂ(; 522, Sot; gf;&?:ég;a aI])lr?é)ased
is treated as a separate activity. However_, or a partnership 3 oration,
lsic?ie:nelzzﬁ proIIJ)erties that are placed in service in thf,: same t,a‘x_yea{anb getgfi(t)egl :Sag
single activity (Code Sec. 465(c) (2) (B))(i78 Trade or 1busmt§:s§y ac;v;gees su ]ayer b

i activi taxp.
risk rules are aggregated and treated as a single e e
ici i f the trade or business or, where the tr :
iR e ion, if 65 percent or more of the losses for the
i ied on by a partnership or S corporation, if 5 perce : .
}[Z.}S?gzlﬁ are al%:)ca%le to persons who actively participate in the management of the tr ade
or business.

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
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1792. Partnership Distribution of Depreciable Property. For purposeg

depreciation recapture rules ( 1779), the basis of section 1245 or section 1250 prOf the

distributed by a partnership to a partner is determined by reference to the parme;ﬁp,.
S

adjusted basis in the property (Code Secs. 1245(b)(5 d 1250 :
§§ 1.1245-4(f) and 1.1250-3(p) 175 i DG Reg

For recomputing the basis of the property in the hands of the partner, the amo
the depre.matwn or amortization adjustments for section 1245 property, or the ar]c]jltjlflto
deprleuatwn for distributed section 1250 property, attributable to pre-distributigy m@
ods is equal to: (1) the amount of gain that would have been treated as ordinary ip .
}mder The recapture rules had the partnership sold the property at fair market Ct;lme
immediately before the distribution; minus (2) any gain treated as ordinary inv -
under the partnership rules for distributions of receivables or inventory items ¢l 433]

17?3. Corporate Distribution of Depreciable Property. A corporation that dist
utes a cllmdend consisting of section 1245 or section 1250 property might be reqmrset;b.
recognize ordinary income under the depreciation recapture rules (11779 a3
though it would not normally recognize gain under the corporate distn'butiori s
(736) (Reg. §§1.1245-1(a), 1.12456(h), and 1.1250-1(c)).176 b

A corporation’s transfer of section 1245 property or section 1250
_shareholder for less than fair market value is r?o:tirreated as a sale, I;;?hzgem ;
involuntary conversion for depreciation recapture purposes (Reg. §§1.12451(c) Ia]?ﬂr
1.1250‘—1 (a)). Accordingly, the corporation’s gain for recapture purposes is the amoupt
by which the property’s adjusted basis is exceeded by the lower of the property’s jlfl;]-
market value on the disposition date or the property’s recomputed basis.

If a corporation transfers section 1245 property or section 12
shareholder in a sale or exchange for less than faii fnn;rket value, the El?s;f;gl%%rrtlyist?mat
treated as a sale, exchange, or involuntary conversion for depreciation recapture p1-:;»
poses (Reg. §§1.1245-1(c) and 1.1250-1(a)). Accordingly, the corporation’s gain ‘ar
recapture purposes is the amount by which the property’s adjusted basis is excended»hy
the lower of the property’s fair market value on the disposition date or the Proverty’s
recomputed basis. :

If the transferee’s basis in the property is determined solely. Ly the ¢
d1si‘3-1buti0n _rules (f1735), no depreciation adjustments are reﬂec?ed 1 the 23?1{1);2;
baS}s of section 1245 property, and no additional depreciation is re{lected in the adjusted
basis of section 1250 property, on the date that the transferc= 2oquires the property
(Reg. § §1.1245-2(c) and 1.1250-2(e)).177

Farmers’ Recapture

1797. Recapture on Land Sale. If farm land held for less than 10 years is disposed
of, the lesser of the gain realized or a percentage of the total deductions for soil and
water conservation ( 982) and land clearing expenses must be recaptured as ordinary
income on Form 4797 (Code Sec. 1252).17 The recapture percentage is 100 percent if
the land is held for five years or less, and declines 20 percent for each additional year (o
80 percent in the sixth year, 60 percent in the seventh year, 40 percent in the eighth
year, and 20 percent in the ninth year). There is no recapture after the ninth year, This
recapture rule does not apply to transfers by gift, transfers at death, and transfers in
certain tax-free transactions (Reg. § 1.1252-2).179

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

175 &1 30,902, 97 30,008, 176 41 30,903, 97 30,908, 178 4] 31,020, FARM.: 9,168;

131,000, 1 31,003; DEPR: 9 31,001; DEPR: 18,054 §36,030.10
18,106.05; § 30,535.20, § 30,555 177 430,004, § 31,002; DEPR: 179 g1 31 022: FARM: 9, 16820
18,204.05, DEPR: 18,262 §36,030.10
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Chapter 18
INSTALLMENT SALES
DEFERRED PAYMENTS

Par.

INSTALLMENT SALES

InstallmentMethod . . . . ... ... ... ... ........ 1801
Computationoflncome .. ........ ... ... . .., 1813
Related-Party Sales ... ...... ... 1833
Repossessionsof Property . .. .. ... .o 1838
Dispositions of Installment Obligations . .. ........... 1846
Corporate Liguidations . . ............ .o 1856
DEFERRED PAYMENTS

Imocted Interest . ..o e 1859
freedmentof Interest - - . vuw s svn s v o v a e i 1883

o

Inste liment Method

1801. Use of Installment Method. The installment method is a special way of
reporting gains (not losses) from sales of property when at least one payment is received
in a tax year after the year of sale (deferred payments). Under the installment method,
gain from the sale is prorated and recognized over the years in which payments are
received (Code Sec. 453).1 As a result, each payment received usually consists of
interest, return of basis, and gain on the sale.

The installment method must be used for installment sales unless the taxpayer
elects not to use the installment method (] 1803) or it is otherwise prohibited. This rule
applies to both cash and accrual basis taxpayers (Y 1515). The installment method
generally is not available for most sales by dealers (] 1808), sales of property of a type
that would be included in inventory (9] 1553), sales of personal property under a
revolving credit plan (9] 1805), sales of publicly traded property (9 1805), or sales of
depreciable property between related taxpayers (7 1835). Thus, payments for such sales
are treated as if they are received in the year of disposition, even if the taxpayer expects
to receive some payments in future years.

Gain Calculation. The amount of gain from an installment sale that is taxable in a
given year is calculated by multiplying the payments received in that year by the gross
profit ratio for the sale (Code Sec. 453(c)).2 The gross profit ratio is equal to the
anficipated gross profit divided by the total contract price (] 1813). However, gain from
installment sales of depreciable property subject to recapture under Code Sec. 1245 or
Code Sec. 1250 is determined under a special rule (] 1823).

Example: On December 1, 2016, Bob Smith sells vacant land that he has held
for investment purposes for a number of years. His basis in the land is $12,000. The
total contract price is $15,000. Bob receives a $5,000 down payment, with the
810,000 balance due in monthly installments of §500 each, plus interest at the
applicable federal rate, beginning on January 1, 2017. His anticipated gross profit
from the sale is $3,000. His gross profit percentage is 20% (33,000 gross profit +
$15,000 contract price). Under the installment method, Bob must report $1,000
(85,000 x 20%) as long-term capital gain in 2016, $1,200 (36,000 x 20%) in 2017, and
$800 (84,000 x 20%) in 2018. The interest is reported as ordinary income.

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
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Although use of the installment method determines when gain from an jpg
sale is reported, it does not affect the characterization of the gain as capity] géin 3

ordinary income. The proper characterization depends on the nature of the asset g or
(91 1735 and § 1741), d

Reporting Requirements for Gain. Gain from an installment sale is reporteq on Fy
6252, which must be filed with the tax return in the year of sale and in each ym'
payments are received, The gain calculated on Form 6252 is carried ov

Ver and entergq on
Schedule D of the taxpayer’s return or Form 4797, or both, as appropriate, :

1803. Election Not to Use Installment Method. If a taxpayer elects not o uge the
installment method (11801), the entire gain is reported in the year of the sale, eyep
though not all of the sale proceeds are received in that year (Code Sec. 453 (d); "I‘em :
Reg. §15A.453-1(d)) 3 The election is made by individuals, corporations, Daﬁnershipn
estates, and trusts by simply reporting the gain on Form 8949 or Form 4797, whichey, .
applies. The election must be made by the due date, including extensions, of the tg
return for the year in which the installment sale occurs. If a taxpayer files a timely refypy
without an election out, the taxpayer can elect out by filing an amended r !

: : eturn within sig
mpnths of‘ the due d‘ate, exclu'dmg extensions (Reg. §301.9100-2), The IRS will other.

1805. Publicly Traded Property and Revolving Credit Plans, The installment
method (Y 1801) may ot be used for: (1) sales of personal property under a revolyine
credit plan; (2) sales of stock or securities that are traded on an established securitieg
market; or (3) to the extent provided by regulations, sales of other kinds of property that
are regularly traded on an established market, All payments to be recei

ved from such
sales are treated as received in the year of disposition (Code Sec. 453 k) .4

1808. Dealer Dispositions by Installment Sale. Dealers in real or personal Dprop

erty may not use the installment method to report the gain from dealer dispositicag
(Code Sec. 453(b) (2) (A) and (D) (1)).5 A dealer disposition includes:

® any disposition of personal property by a person who regularly s<lls of
otherwise disposes of such property on an installment plan; and
¢ any disposition of real property that is held by the taxpaver for sale (g
customers in the ordinary course of the taxpayer's trade or business
Certain types of installment transactions by a dealer, however, o
dealer dispositions and the installment method of reporting mr
453 (1) (2)).% These include:
e the dis
farming;

re not considered
ve used (Code See,

position of any property used or produced in the trade or business of

e the disposition in the ordinary course of the taxpayer’s trade or business of:

— any residential Iot, provided that the dealer or any related person is not
obligated to make any improvements to the lot; or

— a timeshare right to use or own residential real property for not more
than six weeks per year, or a right to use specified campgrounds for recrea-
tional purposes.

A timeshare right to use or own property held by an ind
grandchildren, or parents is treated as held by the individual.

Payment of Interest. To use the installment method for the sale of residential lots and
timeshares, the taxpayer must pay interest on the amount of tax attributable to the

ividual's spouse, children,

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

341 21,402, 9 21,404; SALES:

> 9] 21,402; SALES: 36,250;
36,056; § 18,315

§18,310.10
491 21,402; SALES: 36,052.05; i 121,402, SALES: 36,054;
§18,310.20, §18,310.25 §18,310.10
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CGTALLMENT SALES [ Computation of Income
NS

i i i i lated for the period
ts received during the year. The interest is calpu :
M]ment ﬁat){ln; %I;t?a lof sale and ending on the date the payment is receivetd gc%%fi fte;.[
VW';;? The amount of interest is based upon the applicable federal rate in
"1"‘.%520% sale, compounded semiannually (Y] 1875).
the

Computation of Income

t nondealer dispositions
t of Income for Installment Sales. For mos s

p:ﬁ)} (A1llnl(z%1(1)]§) the amount of income reported from atn mstagzl{(ien(‘; ;ﬁifgmﬂ}a:}; tez;);
ulpros i the’ ear of sale) is equal to the payments rece 4

e (ocldne . io for th le (Code Sec. 453(c); Temp. Reg.
i he gross profit ratio for the sal ( ; :
; "15&;15‘3(51 Fb% (é))ﬁj8 %’ayments include all amounts( aCltElilla]l‘a)y oDr i&ongﬁucété\rfggé:gggsedar]g
3 the installment obligation (9 . Differ s
e Faxdyﬁfg iﬁgfa?]ineni 1sales of property that are not subject to the depreciation
require 8

ecapture provisions of Code Sec. 1245 or Code Sec. 1250 (1] 1823)
re

The gross profit ratio is the gross profit on ﬂle installment sale d1v:1ded ‘tgé/ Llé?uggeaé]
- The gross profit is the selling price of the property minus i j :
wﬂ.trad pnce].]i price of the property is not reduced by any existing mortgage 0t
- '15?;15: (I)]rg by any selling expenses, but is reduced by any imputed interes
gncum 3

(4 1859). s . .
1 lTh total zentract price (denominator of gross p.mﬁt ratio) is the selling prngi( E;mt{llz
that po:ﬁon Ot-:"ldalifying indebtedness g[ﬂllSIS)ﬂwh,lclg tl’;fsz &u}{ﬁ; ?,Sriiggﬁi ?adjusted s
aubject to that does not excee e seller’s bas Dropesty soinsten to
e 113 nses). In the case of an installment s
2o ons and other selling expe: :
Ieﬂe‘-:.fl-:nm‘::)ls;x];ble like-kind exchange (Y] 1723), the gross proﬁt is redé.lceddbg tg:l;
o o{ t;he gain that is not recognized, and the total contrgct price is reduced by
;:.1:1; gf the like-kind property received (Code Sec. 453(f) (6)). b
1 For certain nondealer sales of property over $150,000, a special interest charge may
apply (] 1825). o -
For the purpose of deter:
ifying Indebtedness for Installment Sales. det
min5111g81t§¢.3 %E:lhggﬁtgract price of an installment sale of property (1 1813), qualifying
indebtedness includes:

(1) any mortgage or other indebtedness encumbering the property; and

(2) any indebtedness not secured by the property but mcu?ﬁeorrisit;@?g
by the purchaser incident to the acquisition, holdmg_ or operation o " prop —
t}{e ordinary course of business or investment (Temp. .
£ 10
§15A.453-1(b) (2) (iv)). . ' )
alifying i i bligation of the seller incurre
indebtedness does not include an ob _
incidg;lt to theg disposition of the property, or an obhgatlo‘n ﬁ.}nct;onallls_regngfﬁ:sg rrt1(é &:}:E
abquisition holding or operation of the property. Any o.bl}gatl_ou lﬁcucll-ness e
contemplat,ion of disposition of the property is not qualifying indebte
the seller’s basis is accelerated.

Wrap-Around Morigage. When property fancumbered by an o;lttstandjglge rﬁﬁiﬁi rli
sold in exchange for an installment obligation equa}’Iﬁo ts}éﬁ er;l(é egglgaeﬁ e
ahli 3 z x 4, ” rtgage. e .
obligation is said to “wrap around” the mos B e

ived from the installment obligation to pay the "wrapp
gfu?tsiol:ctelll\:ms will follow the Tax Court's position and will n;)lt trea]!lt tjl;e nligfgra ga:
having t,aken the property subject to, %‘ as :iaargig( fgsgél)maléqt) )eusi\ E;era marEae
; ional Equities, Inc., 8¢ TC 165, Dec. 44,064 D). ,
gﬁ:};ﬁé?:sa notqhave to reduce the total contract price by the amount of the wrapped
mortgage.

. ctical T tions.
References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanation

. 11 ; SALES: 36,106;
74 21,402; SALES: 36,054.10; 941 21,402; SALES: 36,114.05; 1 21,412.80; o

§18310.10 § 1180,350 . §18,325
921,402, 9 21,404; SALES: 1 21,404; SALES: 36,106;
36,100; § 18,320.05 §18,320.05
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652 U.S. Master Tag,

1819. Installment Payments. When determining the amount of reportahle je,
1COMme

under the installment method (Y 1813), a payment includes all amounts
constructively received in the tax year under an installment obligation, as we] asy

(1) evidence of indebtedness of a person other than the buyer;

(2) evidence of indebtedness of the buyer that is payab
. C ' ayable o
readily tradable, including a hond issued with coupons or in registereg f

: orm;
(3) abank certificate or treasury note;

) (4‘[) E{}llla]jfying indebtedness (Y 1815) assumed or taken subject o by ‘
uyer, to the extent it exceeds the seller’s basis for the sold it !
for selling expenses; © ST PropCEEE e
|

(5) seller’s indebtedness to the buyer that is canceled; and

(6) indebtedness on the sold property (for which the seller is :
liable) when the buyer is the obligee of the indebtedness (Code g:(f pfggm? :
(0 4), and () (5); Temp. Reg. § 15A.453-1(b) (3)).12 -0,

Debt instruments in registered form that the seller can establish "
tradable are not considered payments. In addition, like-kind propertyarrf;cré(i)\telf-iea‘ i
partially tax-free exchange ( 1723) that is part of an installment sale transaction i s
treated as a payment for purposes of determining the amount of income to be i
under the installment method (Code Sec. 453 () (6)).13 PreRe

1821. Contingent Payment Sales. A contingent payment sale must
the installment method (1801) unless the seller elecﬁtrgl; not to use tgz rii})s(t)a]ﬂfﬁm
method (Temp. Reg. §15A.453-1(c)).14 A contingent payment sale is a sale or oﬂ?t
disposition of property in which the total selling price is not determinable by the clo e
the tax year in which the sale or disposition occurs. It does not include transacﬁnns%;g
respect to whjlch the installment obligation represents, under applicable principles oftxx
].!aw: 1) a retglrlied interest in the property which is the subject of the transaction; (2) an
g{tﬂiest t:‘n a Joglt venture glr partlrclgship; (3) an equity interest in a c:ot‘porationf o %

ar transactions, regardless o i : i i i :
B roneion g e existence of a stated maximum selling prics 0

In a contingent payment sale, the basis of the i i . N
: property sold (incluiiny se
expenses, but not those of real estate dealers) is allocated to payments recaied in Bﬁ
tax year and recovered as follows: i

* for sales with a stated maximum selling price, basis is recovered i
. ; g accordi
to a profit ratio based on the stated maximum selling price; g

e for sales with a fixed payment period, basis is.sirovered rata ‘
fixed period; and N bly aver the

.4 for sales with neither a maximum selling price nor a fixed payment period,
basis is recovered ratably over a 15-year period.

-
Altemat(? method_s of basis' recovery may be required when the normal method would
substantially and inappropriately accelerate or defer the recovery of basis. o

1823. Installment Sale of Property Subject to Depreciation Recapture. For install
ment sales of real or personal property to which the depreciation recapture provisioné'af
Code Sec_:. 1245 or Code Sec. 1250 apply (f1779), any recapture income must be
reported in the year of disposition, whether or not an installment payment is received in
that year (Code Sec. 453(()).%% The amount of ordinary income reported in the year of
sale is gdded to the property’s basis, and this adjusted basis is used in determining the
remaining profit on the disposition. The remaining profit amount is used to compute the
gross profit percentage to be applied to each installment payment.

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

12 41 21,402, 9 21,404; SALES: 14 41 91,404; SALES: 36,112;

36,102; § 18,325 §18,330.05

13 47 21,402; SALES: 36,114.05; 15 q1 21,402; SALES: 36,108;
§18,350 §18,355.05
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Example: On December 1, 2016, Bob sells a rental building for a total contract
rice of $100,000, plus interest at the applicable federal rate. He receives a note due
in yearly installments of $20,000, plus interest, beginning January 1, 2017, Bob’s
adjusted basis in the building is $20,000. Assume that $10,000 of the total $80,000
gain is attributable to depreciation that must be recaptured as ordinary income
ander Code Sec. 1250 (1779). The $10,000 must be included in Bob's ordinary
income for 2016 (the year of sale). The $10,000 is added to his $20,000 adjusted
basis for purposes of determining the gross profit on the remaining gain. There-
fore, gross profit is, $70,000' ($100,000 - $30,000). Of each $20,000 payment
received in the following years, $14,000 is includible in income ($20,000 = (570,000
= $100,000)).
[ a portion of the capital gain from an installment sale of depreciable real property
consists of unrecaptured section 1250 gain, and another portion consists of other capital
gains (9 1736), the taxpayer is required to take the unrecaptured section 1250 gain into

account before the other capital gains are received (Reg. §1.453-12).16

1825. Special Interest Rule for Nondealers of Property. A special interest charge
may apply to an installment obligation that arises from a nondealer disposition of real or
personal property (71 1813) under the installment method if the sales price is over
;55()'000 (Code Sec. 453A).17 The interest charge does not apply to nondealer disposi-
lons of property ised in the business of farming or personal use property. For this
urpose, persinal use property is property that is not substantially used in connection
with the toxpaver's trade or business or in an investment activity. The interest charge
lso does ot apply to dispositions of timeshares and residential lots (but the interest
paym°nt rule described in 9 1808 does apply).

Generally, the interest charge is imposed on the tax deferred under the installment
wwetod with respect to outstanding installment obligations. However, the interest
narge will not apply unless the face amount of all obligations held by the taxpayer that

® * arose during and remain outstanding at the close of the tax year exceeds S5 million.

If any indebtedness is secured by a nondealer installment obligation that arises

* from the disposition of any real or personal property having a sales price over $150,000,

the net proceeds of the secured indebtedness will be treated as a payment received on

the installment obligation on the later of the date that the indebtedness is secured or the
date that the net proceeds are received.

The interest is not reported on Form 6252, but rather is entered as an additional tax
an the taxpayer’s return. For individuals, it is included on the line for “Other taxes” on
Form 1040. For estates and trusts, it is included on the line for “Total tax” on Schedule G
of Form 1041. For corporations, it is entered on Schedule J of Form 1120.

Related-Party Sales

~ 1833. Installment Sale to Related Persons. When a person makes an installment
sale of property ( 1801) to a related person who sells the property before the install-
ment payments are made in full, the amount realized by the related person from the
second sale is treated as being received by the initial seller at the time of the second sale
(Code Sec. 453(e)).18 However, the resale rule does not generally apply if the second
sale takes place more than two years after the first sale. A related person for this
purpose includes the seller’'s spouse, child, grandchild and other lineal descendants,
parent, grandparent and other ancestors, brother, sister, controlled corporation, partner-
ship, certain trusts, estate, or executor (Code Sec. 453(f) (1)).

- In applying the resale rule, the amount treated as received by the initial seller is
limited to:

(1) the lesser of—

{a) the total amount realized from the second disposition before the
close of the tax year of disposition; or

(b) the total contract price for the first disposition;

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

18 q] 21,402; SALES: 36,200;
§18,360

16951 495; SATES: 36,100; 1741 21,450; SALES: 36,150

§18,355.05
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(2) minus the sum of— _ ' _
(2) the amount by which the price at which the real property was sold

exceeded its adjusted basis, reduced by the sum of (a) the amount of the gain on
the sale of such property returned as income for periods prior to the reacquisition
of such property, and (b} the amount of money and the fair market value of other
roperty (other than obligations of the purchaser received with respect to the sale

of such property) paid or transferred by the seller in connection with the reacquisi-

(a) the total amount recei i
ceived from the first dispositio
of the year of the second disposition; and P " before the close

(b) the total am, ; 5
- ount treated as received for prior years under the resale

i thg'lif;::‘i 1?;8(:?) ;1:)111_1]%& olf exceptions to the resale rule, Any sale or exchange of tion of such property.
(§1713), and anyptr 131 (}H liﬁ]Ot treatec'l as a first disposition, An involuntary cono sh?tk The same rules apply when an estate or beneficiary repossesses real property that
disposition et bsz;e t';ll’:ﬂtger ;S not treated as a second disposition if ﬂ‘;ir;lm jyad been sold by a decedent on the installment method (Code Sec. 1038(g)).22
4 re : 1 . )
after the earlier of the death of the perzognﬁfﬂmfﬁf %IO{ él}e conversion, Any sfr: Repossession of Principal Residence. Special rules apply if a seller repossesses a
LAHing St disposition or the deatl of the rincipal residence that was sold under the installment method and gain realized from

‘ﬁle qale was excluded from gross income (§] 1705). If the seller resells the residence
: 1 within one year of repossession, the original sale and the resale are treated as one
Income tax avoidance ag one {ransaction and realized gain is determined on the combined sale and resale (Code Sec.
‘1933((3}; Reg. §1.1038-2) 28 If the resale does not take place within one year, the general

1835. Installment Sale of Depreciable Property Between Related Person rules for repossessions of real property apply.
8.

installment method ;

ble property bEtWEBIET{‘éISa (gzi %(érrl:;ils]y X:Dﬂot bti: used for installment sales of deprecis. 1843. Basis After Repossession of Real Property. The seller’s basis in repos-

the year of sale. However, the installrﬂent rirf]?udt i payments are deemed received ip sessed real propety (] 1841) is generally the adjusted basis of the debt secured by the

tax avoidance was not oné of the principal ¢thod may be used if the IRS is satisfied fhat roperty (detesmined at the time of the repossession), increased by any gain recognized
p pPal purposes of the sale (Code Sec, 453(g)). 19 |, s the time (of the repossession and by the seller’s repossession costs (Code Sec.

this purpose, the term “related 7

f , ) person” is defined in Cod '

gyludes corporations and partnerships that are more m:ﬂSgg: éZBQ(?) 4 1744)' -
irectly or indirectly, by the same person. pervent ovned Sl

1038(c)) .2 If the debt to the seller is not discharged as a result of the repossession, the
basis ¢t the debt is zero. If, before repossession, the seller has treated the secured debt
a5 L a1z become worthless or partially worthless, then, upon repossession, the seller is
_ansdered to have received an amount equal to the amount that was treated as

Repossessions of Property
worthless. However, the seller’s adjusted basis in the debt is increased by the same

1838. i
P i uﬁiﬂ?ii??f%‘} & lf)lqrsonal Prope(xl'ty. When personal property that was solg g1 20! (Code Sec. 1038(d)).
§ o 18 repossesse i 3 i . . .
mOlI)l t:f ttljle m}sitallment obligation (4 I1)846) (IRS E}R r;;g)%s Ségsé;?ﬂ gi ?;eat?d as a disposj- Dispositions of Installment Obligations
subtracting the seller’s basis in the obligation fro y E S8 1S measured 1, - A - ]

; m the fa “dhs . Dispositi f1 t Obligations. G loss is -
gﬁyte};f %afgeogeﬁigoézeiilfﬁs éaélli _thet value of auy other “ngﬁgﬁt‘;alr‘éiéﬁefﬁé“f o ally ﬁgmi)éi"@?fﬁf - °£§é‘ﬁﬁ£ﬁ?é’bﬁ§§§§,’iﬂ?§“mw, Heposed of, or satistied ofher
sale, the seller’ > e nstaliment method to report the gain on tha (i than at face value (Code Sec. 453B).25 The character of any resulting gain or loss on the
g er's basis in the obligation is equal to the face value of the obligs i L disposition of an installment obligation is determined by the character of the original
atl principal payments that the seller received e geton minys : ; Awr
installment method feceived on the obligation. If the seder used th asset that was sold (f 1741). The amount of gain or loss is the difference between the
obligation is deternﬁr?ege%;nr;l}llliipﬁﬁg Onth s original sale, the seli=s bLasis in thz basis of the obligation and either:
seller’s gross profit per centage, and tﬁen Zu?t?glcgnbalfhn;[e of t,hef oLligation by the (1) the amount realized, if the obligation is satisfied other than at face value
baIan(;e._ The character of the gain or loss, if any, on thg; amazst from the unpaid or is sold or exchanged; or
the original sale. ’ repossessien is the same as on (2) the fair market value of the obligation; if the obligation is distributed or

If the installment obligation | disposed of other than by sale or exchange.

gation is not i !
gﬂ?D‘:l’fY,l E.md the seller is unable to élocilegto E}é]t%t:%gfnsgh‘ffﬁgfe ?iﬁbie?ﬁzsesﬁmn of 19 For this purpose, the basis of the obligation to the transferor is the excess of the
.49 clala ba‘.i debt deduction for the portion of the obligati ;jl Seuer i be face value of the obligation over the income that would have been returnable had the
through repossession (11135 and q 1143). igation that 1s not satisfied obligation been satisfied in full. To determine the basis, the unpaid balance of the
1841, R . installment obligation is multiplied by the gross profit percentage, and the result is
— methodep(:]sig(sﬁmn of Real Property. When real property is sold on the install subtracted from the unpaid balance. The result is the basis in the installment obligation
) and the seller accepts an installment debt secured by fthe (IRS Pub. 537).

repossession of the property (Code S . . The cancellation or lapse of an installment obligation is treated as a disposition

0005 Ser, 103 Reg. §1.1038-1).21 Gain on the reposses- other than a sale or exchange. This includes a self-canceling installment note that is

(1) the b . extinguished at the death of the holder (R.E. Frane Est., CA-8, 93-2 usTC 9 50,386).%6
—_— propertyam(({;ltlll:;r {h wh1cll';h_the amount of money and the fair market value of Therefore, gain or loss is computed based on the fair market value of the obligation.

reacquisition, with respeCﬁOOtheg:;gI:)Sf o ?118 purchaser) received, prior to the Transfers Between Spouses. The transfer of an installment obligation between

such property, exceeds the amount of the spouses or incident to divorce (other than a transfer in trust) will not trigger recognition

gain on the sale of such TR} :
i i € T . s
reaceuisitions or property returned as income for periods prior to the -
References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

References are to Standard Fede 1 ; ‘ 5
ral Tax Reports; Tax Research Consultant; and Practical Tax Explanations. £ 329,740, E BL 108 . Y REAL: 15625 s °

19 3
§ 21,402; SALES: 36,204; 20 §18,365.15 §18,365.15 36,352.15
helld; 21,406.048; : 2
§18,310.30 3645, S8 929,740, 91 20,741; SALES; %4 29,740, 9] 29,742; REAL: 2 q] 21,470; SALES: 36,350;
J Sl 36,454; §18,365.15 6,156.35; § 18,365.20 §18,370
11835
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of gain (Code Sec. 453B(g)) 2’ Th
1 . us, the same tax tre
spouse that would have applied to the transferor spouse.

Obliggzag)sﬁ;sr f]i Death. The transfer of an installment obligation at the g
: an to the buyer) is not a taxable disposition requiring the re

182). Th a h iv i a d
(7 182) e taxpayer who receives such installment payments (estate beneficj o
; ary, efc,)

must report as income the sam i
1 € portion of the payments that
income to the decedent. The amount considered to be roud hgﬁgs};e‘en
Ncome
T OVET its hagjg in

respect of the decedent i 3
gl e éle rif the excess of the face value of the obligatio

While the transfer of an i igati
| ra, nstallment obligation upon a seller’ i
?h ?ﬁ%lﬁga%gioissl?:’ tllle sz]lc};r’sbestate is deemed to have madesadéictaltlbi: %?Ilera]ly
nslerred by bequest, devise, or i i o osition
estate allows the obligation to become unenf(;rcealgﬁzemance PR lfthg

recipient of the obligation were related persons (Y] 1833) Hﬂzzefa{ilrefggflgt 3:;1 Cbligor
, ue of

obligation may not be determined at less than its face amount (Code Sec. 691 (
Corporate Liquidations - 691(a) (5))

ing Cl()?_;?&aégit;ﬂ(ﬁf;t ﬂ(?lhﬁgaii(t);lls l}}eeeived from Liquidating Corporations, [ ida
i s, of an certain liquidating S corporati i
mstallnllent qbligahong to shareholders in exchang(le) for C;Ezilgﬂsggl?'mtﬁ:i Cistribute
curren|

If the liquidating corporation is traded on an
_ estah
Egnﬁl ss:glti:! Slzit:nrggtﬁs age};leraﬂy not available. (9 1805). However, a shareholder
i et o} tl_le stock o_f thfs liquidating corporation is not Iradegm S
T et, even if the obligation arcse from the sale by the li )
lon of securities that are traded on an established market (so that t}fe ]i('ltqulak“IIE
(NI

lished securities market, ingall

agam;t .usmg the installment method for publicly traded stock (Reg. § 1 .45'*?1113(2‘;}(];1))?011

iuidtion s ot ey e e et obigaton to & o aieholder dunga
; ! are : e i

under the installment obligation are treated as pa}?mggt;r}f)t:?i g e A o

].nCl - Vion
ded mn t.he Shareh Id 'S Imcome as payments o n DD
u olde CO: a a ent are recerve, I 1S T lﬂe a hes Wheﬂ.

(1) stockholders i Je -
liquidation (Y] 2253); exchange their stock in the corporation in a Code Sec. 331

( ) 0‘!‘[) al du 1 i PET10: egir g W t] ea ()ptl”]
2 tl!e Ci oratio: )5 ring the 12 month e d b
Of the Dlall Df ].lqllldaUOIl, had SDld some or a]] ()f ltS aSSEtS m eXChaﬂge IOI an

Hotes (3) ﬂ.le gqrporation, within that 12-month
€s acquired in connection with
ik i those sales to

period, distributes the installment
the shareholders in exchange for

(4) the liquidation is completed within that 12-month period

This igati isi
rule does not apply to obligations arising from a sale of inventory, stock in trade, or

assets held for sale to customers | i i
I el ;HS g}(]}?)?gl(Bz)L? course of business, unless those assets

Referen
ces are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

27 3 . z
9 21,470; SALES: 36,354,40; 29 4] 24,900; SATES: 36,352.15;

§18,230

%8 4] 21,470; SALES: 36,354.35; §13%?;;31 402, 9] 21,419; SALES
§18,370 36354.20:§26710
11856

T

atment applies to the
trangfa,.

1
eath of the
any gam or loss (Code Sec 453B(c)).28 ; Cognit ﬁ“
oblizati ? : ©)).*® Instead, the gain portio ORnitign o

gation acquired from a decedent is considered 'incomepin regpgf:ta?f[ ;Ils ' amn( ‘
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~RRED PAYMENTS L Imputed Interest

‘ Subsidiary Liquidations. In a complete liquidation of a subsidiary, in which gain or
B on distributions of property is generally not recognized by the parent or the
weidiary (1 2261), the distribution of installment obligations will not cause recognition
gain OF loss (Code Sec. 453B(d)).3!

' 1858. Installment Obligation Received in S Corporation Liquidations. If an in-
1 ent obligation is distributed by an S corporation in a complete liquidation (] 2253),
o the receipt of the obligation is not treated as payment for stock in a complete
p.month liquidation (9] 1856), then the corporation generally does not recognize gain or
Joss o0 the distribution. This is true even for accrual-basis S corporations (Code Sec.
) i

().
knputed Interest
1859. Inadequate or Unpaid Interest on Deferred Payments. When a sale or
pxchange of property involves the issuance of a debt instrument with deferred pay-
ents, such as with an installment sale (§1801), the nstrument generally should
gvide for the payment of adequate interest. If the instrument does not provide for the
~ment of adequate stated interest, interest income must be imputed to the seller or

mr of the debt under the original issue discount (OID) rules of Code Sec. 1274
1954) or the vnstated interest rules of Code Sec. 483 (9 1868). The unstated interest

rules will appl only if the transaction does not come within the scope of the OID rules
(Code Sec. 285 W)(1)).%8
' Tf neither the unstated interest rules nor OID rules apply, interest may be imputed
under ot'ier Code sections (Reg. §1.483-1(a) and (c)(3); Reg. §1.1274-1(b)).** For
\ eenmp'e, interest is imputed fo certain obligations given in exchange for services or for
e ase of property under Code Secs. 404 and 467 (906 and 9] 1541). Further, the
i terest imputation rules of Code Sec. 7872 apply to certain below-market demand loans
(§795).
In addition, the unstated interest rules and OID rules do not apply to transfers of

roperty between spouses or incident to divorce (7] 778), to cash method debt instru-
ments (7 1954), or to a purchaser who gives debt when buying personal use property.
The following steps should be taken with respect to deferred contracts:

(1) determine whether the transaction is covered by either the unstated
interest rules or the OID rules (] 1868 and ] 1954);

(2) test for unstated interest or OID;

(3) compute the total unstated interest or OID under the contract; and

' (4) apportion the unstated interest or OTD over the payments.

1868. Scope of Code Sec. 483. The unstated interest rules of Code Sec. 483
impute interest income (9] 1872) on any payments on the sale or exchange of property
that are due more than six months after the sale or exchange if any payments are due
more than one year after the sale or exchange (Code Sec. 483).% The rules under Code
Sec. 483 do not apply in the following situations:

. (1) debt instruments for which an issue price is determined under Code Sec.
| 1273(b) (1), (2) or (3), or Code Sec. 1274;
(2) sales for 53,000 or less;
(3) with respect to the buyer, any purchase of personal property or educa-
. tional services (under Code Sec. 163(b)) on an installment basis if the interest
charge cannot be ascertained and is treated as six percent; and
(4) sales or exchanges of patents (] 1767) to the extent of any payments that
are contingent on the productivity, use or disposition of the property transferred.

—
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References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

35 a1 22,290; ACCTNG: 36,300;

33 q 22,290; ACCTNG:
§19,505.05

3141 21,470; SALES: 36,354.20;

§18370 36,304.05; § 18,355.10
52 q] 21,470 SCORP: 352.45; 34 q1 92,201, 9 31,301;
§28,905.10 ACCTNG: 36,154.05
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U.S. Mastey Tax Glu& DEFER .
1872. Testing for and Imputing Unstated Interest. The smbuted interegt e f
Code Sec. 483 apply (7 1868) when there is “unstated interest,” which is the exce; .

K tment OF lll
; : 1.]'Ga
the total bayments (excluding any interest payments.) due more than six months

5 . H d

t of unstated interest determine

Imputed Interest. The amoun 1) (2)).45 As

A g‘ea%%nitsocfla:;ﬂied as interest for tax purposes '(Reg£ g;dﬁib%g? ioweve r.

undet che e% deductible by the buyer. Unstatgd mtt_arest is Itl}? sale o exchange of

gresult it may fe debt instrument given in consideration for et 1 interost ranst be

B e e oroperty (Reg, §1.483-1(0)(3)).4 Instead, the unstate ibstantiaily all the
?ﬂsoﬂsl bl;s%grgglder. Personal use property means any property s

crue

e y tri d
4} Whlcll by r_he taxpa?er is not in COl’meCthIl Wlth the taxpa er s traae o l]llS! ess
S

; 1275(b) (3)).%
2 ctivities engaged in for profit (Code Sec. , whether
@ramwues-e . irements. The reporting of unstated interest dependfa‘;%oﬁlterest -
te ot Reporting lifl%ué;i?ﬁ or accrual basis. Cash basis sellers include uns
¢ seller is on

es not d L) )E[‘t}y 0 t income o] P & lud
I [I:a‘l amount d() lange Of Dro : l[ e re .VG( Se]lers on the aCCrllal baSlS mc. €
Ol exceed a Certal['] 1 1if uteres ]-I[ year ayments dare recet
. ' J Or H]-ﬂauoll 1 ‘9 . f ]- [ tl[l mcome m the year pﬂyments are due (Reg § l.44(3“2(d)).
j ini i ( 1 54) ﬂnsm ed Ilt Tes

wal and
extension options, as shown in the following table (Code Sec. 1274 (d); Reg. {
§§1.483-3(a) and 11274-4(a)) 3¢
Term of Debt Instrument- Applicable Federal Rate:
otover3years ., .. . Federal short-term rate
Over 3 years but not over 9 years . Federal mid-term rate
ver9years ..., . . " . Federal long-term rate

compounded semiannually (Code Sec. 1274(e); Reg. §1.12744 (@) (2)) .40 For transactions
in which a debt instrument is given in consideration for the sale or exchange of property
(other than new Code Sec. 38 property) and the stated principe! ameunt of the instry-
ment does not exceed an inflation-adjusted amount (35,664,800 io- 2016) i

1881. Assumptions of Debt. If any person in connection with the sale or exchange
of property assumes any debt instrument or acquires any Property subject to any debt
instrument, the assumption or acquisition is not generally taken into account in deter-
mining whether the unstated interest rules apply. However, wlhen the instrument’s
terms and conditions are modified in a manner that would constitute an exchange, the
unstated interest rules may be applied (Reg. §1.483-1 (d)).42

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations,

. nsultant; and Practical Tax Explanations,
% 9122,200, 1 22,200 22,204; % 9122,200, 91 22,299, 31,300, 40931,300, 9 31,304; References are o Standard Federal Tax Reports; Tax Research Co
ACCTNG: 36,310; §19,510.10 1131,302; ACCTNG: 36,310; ACCTNG: 36,308.20 45 41 31 340: ACCTNG:
5791 22,290, 9 22,204 §19,510.05 119 31,820, 9 31,322.30; 43 4 22,291; ACCTING: 36,302; 36.224.10, §19,315.10
ACCING: 36,308.25; § 19,510.15 %9 922,204, 131,300, § 31,304 ACCTNG: 36,308; § 19,315.10 §19,515 16 g1 90 610: ACCTNG: 36,200:

ACCING: 36,162; §19,410.10 *2 91 22,201; ACCTNG: 36,264 41 22,291; ACCTNG: o o

§19,505.10 36,306.30; §19,505.10 $19310 11883

71872
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Taxation of Securities Transactions

1901. Securities Transactions. Securities such as stocks and
investment are generally capital assets. Gain or loss from the sale of securities is
calculated as it is for other capital assets ( 1701). There are, however, a number of
special rules that apply to the sale or exchange of certain securities, including Securities
held by dealers (q 1903), worthless securities (1 1916), options to buy securitieg
(11 1919), wash sales (11935), short sales (f 1944), tax straddles (9 1948), and 4

bonds held for

1903. Dealer in Securities. Securities held by dealers for sale to thes o
the ordinary course of a trade or business are not capital assets (1 1741). Thus, gain or
loss realized from the sale or disposition is treated as ordinary gain ar loss unless fhe
securities are held primarily for personal investment (Code Sec. 1236 Reg. §1.1236.1).!
Securities that are held by a dealer for personal investment must be clearly identified in
the dealer’s records before the close of the day on which ey are acquired and must
never be held primarily for sale to the dealer’s customers. Sve 1 1760 for a discussion of
the distinction between a dealer, trader, and investor.

ustomers in

Marl-to-Market Requirements. Dealers in securities must use the mark-to-market
method of accounting to report gains and losses from the disposition of securities (Code
Sec. 475(2)).2 Under the mark-to-market rules, any security that is inventory in the
hands of a dealer must he included in inventory at its fair market value. The dealer may
use the fair market value reported on its financial statements (Reg. §1.475(a)-4) 3

Any security that is not classified as inventory in the dealer’s hands and that is held

at the close of the tax year is treated as if it were sold at its fair market value on the last

The mark-to-market rules

generally apply to all securities held by a dealer, other
than those held as investments

or not for sale to customers in the ordinary course of the

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

141 30,670, 9 30,671; SALES:
45,054; §18,805,05

11901

% 9] 22,265; SALES: 45,350;

3 4] 22,265E; SALES: 45,362
§38,235.05

§38,235.05
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pITIES TRANSACTIONS (] Small Business Stock

to debt
vs trade or business (Code Sec. 475(b)f)-4trﬂ(1ie ;ulsis?rli(;sdgr I:gzu?i)t?g; o
eale’ ired in the ordinary course of a trade or 5 ¢ »
i i g to be exempt from the mar
ipstrume i itions (4] 1949). In order for a security <
edges o igﬁiﬂi}:ﬁtg it njjust be clearly identified in the dfealer s records before the
A m;]%e day on which it is acquired, originated, or entered into.

e

clo Commodity dealers and traders in securities or cor?g(édit%es IT% (eel;acz:tn‘ao a%))plr)yr[t‘ll‘;:
3 i i iti ec. :
tment positions (Code &

_market rules to their noninves bl T oot it

B li dities held by a commodities dea er i : :
l P ey i iti dities that elects mark-to

eon °o aler. A trader in securities or commoditie : (
| R s e i ity or commodity held in
e ust recognize gain or loss on any securify or »
markﬂﬁtriaxjtvli‘;?ln:hgltrading business as if the security or commodity were sold at fai
. nnec (]

arket value on the last business day of the tax year.
m

. ; -

The mark-to-market election must be made by thef due hii;e t%ﬂa?te llggtllt(l)clilll%ge (u:a;( quees
1 ax return for the year prior to the year for w! | o
swnS)' > 111?]:?1‘tiiiar111)le, the election must have. been made by At%rlltlf), a?{{;lr% ti?n L
eﬁbct}\«'g-for 2016. The election is made by attaching a statemerllt Rto ;roixpzols.lg- ey
gffectlvmm or request for a filing extension (Rev. Proc. 99-17; ev.akes {he elecﬁ::m il
- r7?{)16—29) 6 A taxpayer that is not required to file a tax retumlrlx_l e s
?gfﬁg a statcﬁmnc in its books and records no 1atfe£hthe}r[1{ é\/lzgcdhmaﬂ(:e e
: i be made without the consent of the [RS, ; et
et iti d arately for each trade or business o

ities rdities, may he made sep: ly ¢

wcuﬂt;?» SLéOIII;JI?[{e the election continues to apply to every tax year of the taxpaye

7€ ; C
Eﬁ 1- 15 revoked with the IRS’s consent.

Sgins and Losses on Small Business Stock
ra

1905. Exclusion of Gain from Small Busin_ess Stocla.lA n(inco;pgigfagé)zg;eg ﬁ)ﬁ

: income 100 percent of gain from the sale o

gﬂ?ﬁi:d f:r(;lnalll %T\fssifless stock acquired after lslep;emtbeglzjl ?ﬂ?y}]{i} i:nacll1 geflrc;i) ;f-gr _}na;r(g:ilﬁzg
g 2, amended by the Protecting i ]

E. yeari (tcc?fd SO?EC(PliO 1,12—113)).7 The exclusion is 75 percent for gugg_?gd dﬁgngg

(PATHgs sfock acquired after February 17, 2009, and before Septerxrlll);r 2 ’clus‘;o,n e

busmet for qualified stock acquired before Febrgary 18, 20_09_. ecsl ]Sxa ey

Pm‘cen‘[f 1 gain attributable to periods before 2019 if the s‘gock is Lssuek 31% plgpon

e Oov%rerment zone (] 999B) and the taxpayer acquires the stoc] E affgll;e recbe:

Enlﬂg{)%}(r)lpl?or stock acquired before Sep.temb-er. 28, 20;2, g&zl\\r&a% plill'l(’:g(rjlse(; b e

Feinis o ference item for alternative minimum

5:;3 (;?‘ giﬁggee;f qualified small business stock is reported on Form 8949.

Excludable gain on dispositions of stock -from any single issuer f(ér ;;yalg;l\;fl:lrrll ks
ear is limited to the greater of: (1) $10 million reduced by ﬂle aggr e,g,rarS i
lerli ible gain on the issuer’s stock that the taxpayer excluded in pré(;}‘sjg o e
foxg] married individuals filing separately); or (2) 10 times the taxpay
all of the issuer’s qualified stock disposed of during the tax year.

] ) i mall business stock is stock issued after
' mengSSMSgdBﬁéﬁficf f;}%hglgjlilg;}?ei at its original issue (dire.ctly or throlzge};
Allgusé 10‘riter),in exchange for money or property, or as compensangré fgr (;;?glﬁ =
- m?i %1‘\’:0 the corporation (Code Sec. 1202{(c) and (d); Reg. §_'1.12(()1 —b 2lis s
gtrggl]{ icqujred 'by exercising options or warrapts or by conv;rmégsﬁcec e
acquired at original issue. The issuing corporation must t2)§0511) ocr(r)lo o B
(other than a regulated investment company (RIC) (7 : P ;
similar pass-through corporation).

Lant; tice lanations.
References are o Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explan,

8 .  SALES:
BB S 30,372, 7130,374; SALE
441 22,265, SALES: 45,354; 6 4 22,268.20; SALES: 1

§38,235.15 45,360.15; §38,235.20 15,304.05; § 16,605.10
g2 : 791 30,372; SALES: 15,300;
5 q22,265; SALES: 45,360; 1130,372;
§38,235.20 §16,605.05
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Both before and immediately after the qualified stock’s issuance, the ¢q
aggregate gross assets must not exceed $50 million. All corporations that are i
of thfe same parent-subsidiary controlled group are treated as one Cm_pome i
applying this test. In addition, during substantially all of the taxpayer's holdin o .
least 80 percent of the value of the corporation’s assets must be used iugtiﬂnm'
conduct of one or more qualified trades or businesses (Code Sec. 1202, i
performqnce of services in the fields of health, law, engineering, architectyre L
not qualified trgde or business, nor are the hospitality, farming, insurance ﬁ' Etg-:.__
mineral extraction industries, However, a specialized small business inves,tmn S
pany (SSBIC), licensed under section 301(d) of the Small Business Imrestmeent bk
1958, meets the active business test (111909). Small business stock is not 1
has been the subject of certain redemptions that are more than de minimis.

mall business stock, basis is not reduced when calculating gain eligible for the

- r qualified small business stock (] 1905).

115103 fD

e election to roll over gain into an SSBIC must be made by the due date
uding extensions) for the taxpayer’s return for the year in Whlch'the publicly traded
ities are sold. The election is made by reporting the entire gain from the sale on
4949, The taxpayer must also attach a statement showing how the nonrecognized
=as calculated, the SSBIC in which the sale proceeds were invested, the glate the
C stock or partnership interest was purchased, and the basis of the SSBIC interest.
nce made, the election is revocable only with the IRS’s consent.
T ﬂ’g | 1911. Losses on Small Business Stock (Section 1244 Stock). An individual's loss
3 - (he sale, exchange, or worthlessness of small businesg stock (section 1244 stocl?1
- be treated as an ordinary loss, even if the stock is a capital asset (Code Sec. 1244).
maximum amount deductible as an ordinary loss in any tax year is $50,000
100,000 for married individuals filing a joint return).

Qualified stock that is converted to other stock of the corporati <
ferred stock) remains qualified stock (Code Sec. 1202(0). A gxpayg? v(\fl?;hgg b
qualified stock by gift or inheritance is treated as having acquired it in the Samea §
as the transff.:mr an_d add_s_ the transferor’s holding period to his or her own (Code Spn
1202(h)). Gain on dispositions of qualified stock held by a pass-through entity (pamsig ' The ordinary loss is treated as a loss from the taxpayer's trade or business in

ship, S corporation, RIC, or common trust fund) for more than five years is excludable o a net operating loss (NOL) for the tax year (] 1145) and is reported on Form

when it is passed through to partners, shareholders, and partici Bles g imit i i
: . : : : » and participants who h ] : Yave nual limit is treated as a capital loss and reported on
in the entity when it acquired the stock and at all times thereafter. Hg;d, b |l it

: - 1 v oy the disposition of section 1244 stock is capital gain if the stock
exclusion cannot reflect any increase in that person’s share of th ti ov n 8949. 2 oo M ]
acquired the stock (Code Sec. 1202(g)). © entity after the entify acapifal 2sset in the taxpayer's hands (f 1741).

1907. Rollover of Gain from Small Business Stock, A noncorpora ;
elect to roll over capital gain from the sale of qualified small buglisstzgsglga&ei b
helc_l for more than six months if other qualified small business stock is pu.rch. ed i i
during the 60-day period beginning on the date of sale (Code Sec. 1045 ;lig 4 the-stock must have been issued fo the taxpayet, or 2 partnership in which
§1.1045-1).° The replacement stock must meet the active business requirement for the O the taxpayer was a partner, in exchange for money or property other than stock or
six-month Penod following its purchase. Except for purposes of applying the six-ma, ™ securities;
actl_ve husiness test, the holding period of the stock purchased includes the h.,}*tlt'
period of the stock sold, Gain is recognized only to the extent that the amount re ‘.;,;3

on the sale exceeds the cost of the replacement stock. The basis of the newly “"'c:lzsé& at the time the stock was issued the aggregate amount of money and other
stock is reduced by the amount of gain rolled over. Special rules app v

i i justed basis) received by the corporation as
Iy for pays - property (taken into account at its a.djus ‘ 1 :
that. want to roll over gain from a business that is held in the form {f mﬁ%ﬂﬁfﬁﬁ ~ contributions to capital and as paid-in surplus (not og]y for the stock in 'questlon
business stock. The sale of the stock is reported on Form 8949, . i but any previously issued stock) did not exceed $1 million (so S corporation stock
does not automatically qualify as section 1244 stock); and

‘ Q. etiit 1244 stock is stock of a domestic corporation (includjng preferred _st_ock)
od ater November 6, 1978, that meets the following requirements (additional

wukements apply to stock issued after June 30, 1958, and before November 7, 1978):
:

e the issuing corporation must be a small business corporation, meaning that

1909. Rollover of Gain from Publicly Traded Securities, Individuals and C corpo- k

rations may elect to d - - A R . : during the corporation’s five most recent tax years ending before the date
e s he e roceed r e G0 g s cmnai e Sk 21 by Ty, ot 50 et of 1 s rcipts
G TEPES S : e . e\ i . 4 other than royalties, rents, dividends, interest,
(Code ot 104;Reg. S1106410-1.5 G s et comeany CSBIO i, an. g 1o e s of scurties (Sne the carporaion must
sale proceeds exceed the cost of thé SSBIC common stocintl)iepar(t)ner:h?;t?ﬁrtg:; t};: largely aI,l operating company, stock in corporations with little or no gross receilgts
SSBIC is a corporition or partnership licensed under section 301(d) of the Small [ ¢ cliethle mnoninary loss treatment] (eg. 95 1 1HAE-Land LISKGHE,

Business Investment Act of 1958 i isadvan
e to finance small business concerns owned by disadvan- 1913. Losses on Small Business Investment Company Stoqk (SBIC). A loss on

\ . . . - the sale, exchange, or worthlessness of stock in a small business investment company
The exclusion for an individual (including spouses who file a joint return) is limited {(SBIC) (f 2392) may be treated as an ordinary loss on Form 4797, even if the stock is a
to §50,000 in any single tax year and $500,000 over the taxpayer’s lifetime ($25,000 and capital asset in the taxpayer's hands (Code Sec. 1242; Reg. §1.1242-1(b))."¥ The SBIC
'32‘50,000, refspectively, for a married individual filing separately). Gain excluded ona must be licensed to operate as an SBIC when the loss is sustained. The loss is not
Joint return is allocated equally between the spouses in applying the $500,000 lifetime sibject to the limitations on the allowance of nonbusiness deductions in computing net
limit. For a C corporation, the annual and cumulative limits are $250,000 and $1 million, operating losses (NOLs) (4 1145). When a taxpayer has several transactions involving
respectively. All corporations that are members of the same controlled group are treated : SBIC stock, each transaction is considered separately; they are not netted to determine
as one taxpayer, and any gain excluded by the predecessor of a C corporation is treated ifthe taxpayer has an overall gain or loss. A loss on a short sale of SBIC stock ( 1944)

as gain excluded by the successor corporation. The deferred gain generally reduces the other SBIC stock acquired only for the purpose of closing the short sale is a capital

taxpayer’s basis in the acquired stock or partnership interest. However, if the stock is :I loss under the short sale rules, rather than an ordinary loss (Rev. Rul. 63-65).
References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Expla.naﬁml; :-ﬁg_{_wences are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
. ,
129,850, 9 29,852; SALES: 1041 29,845, 9] 29,845B; SALES: n 12 . 30,754; SAL
_ 29,845, 29,8458, ; 19130,790; SALES: 18,200; 30,793, 9] 30,794; SALES: 930,753, ] 30,754; SALES:
15,308; §16,610.05 27,400; § 16,615, § 18,245 (515_‘;‘20_&5 . . 13.1013; § o 18,304; § 45,410.15
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Worthless Securities

1916. Worthiless Securities, A i
o Vor s. A security that becomes ¢ 1
16% (t;;( ﬁ:g gsltgzgg()i ﬁs Ifsglld or exchanged on the last dayoé? It)hf;tet}a};vxnmf
(@); 81 : & security is a capital asset ( 174 ey
capital loss subject to the limits on cap; . T e gt
_ tal losses (] 1752). If ity i 28
asset, the loss is an ordina o i o
1y loss subject i i e
7 subject to the limits on ordinary losses T 113 i

amount of the loss is the ayer’ j is i
compensated for by insurance.p e St i .

Example: On December 10, 2015 ]

1 A , Judy Green pur

ghoarg;ritflgg tfor $5,000. On May 1, 2016, she receivedpfoll‘?:l]:ls(;‘:(iﬁisﬁhar?S a3

Eae. 2012 (;;zx Wﬁgﬁl wor}hlgss. In claiming a capital loss for the wo(i:atti-]lfn o
I, Judy must treat the shares as b i 'es'srth]e_

December 31, 2016. As a result, her 85,000 capital losssis ZC?;EJ; g{eg o

rm g

though she did not
worthless, not own the shares for more than 12 months before they |,

2
g

A security bgcomes totally worthless when it has no value or potentia] valu
L value g

rities held by a secu € € le 11 y are e h
Se(:ul & I S d a as vento: a not Capta.l ass tS, Yo

dealer’s loss from worthless i i

: t ness s an ordinary loss ( 1903). An ordi 2
iszui:lgl rgEdafOr 1015 ses f,Tom W,orthless securities that are s?actionorl‘gﬁrgtlois in(‘ 28
bus'mess{n Vasstl?nae}]tb;)smess 11(1%825??;15nt company (SBIC) (9] 1913) helél)chvﬂlggf
) mpany , securities i i : i ore
ties held by a bank or other financial institu(tzilcl)z 81821131821)1. *lated comoraige e

Options

1919. Options to Buy or Sell Pro i

: ' perty. Gain or loss from {he. s
secion 1236 contrac (F ogsy s TeLiding & cash setlement e
: :(), 18 considered gai 8 » .

: gain or loss finm
ngi;?cl%lﬂgihpropeﬁy (Code Sec. 1234; Reg. §1.1234-1).1ﬂ'5 Tfl}llli Sf}llee & _excl.la_fge .?f
e ly_/ i %‘ﬁle)tlleorr: (Eﬁvefs_ property that would be a capital aé;.et mgthat:-1 tg;pg;zf{:
o o, T shgrt z) time the taxpayer held the option determines whether a
o, ot ot o el 5)49) eIrfTh gr Io;g 1te:rm unless the sale or exchange is part of

] underlying property is i in

loss on the sale or exchange of the option may be sectritgn 15;5121']:1133 %J;go%;%elitg&%mﬂﬂt

If a loss arises from an option h s fai
g ption holder’s failure to exercise an opti ion |
' ed to have been sp}d or exchang_ed on the date it expired. F gﬁgglgt?:nging? aI:

The e
ex&angse()?;ractgmaﬁon rules do not apply to gain or loss realized on the sale or
E (;p 03 ¥ a dealer who .holds options primarily for sale to customers

s y also do not apply to gain realized from the sale or exchange of an

Refe;
rences are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

14
99802, 9 10,000; BUSEXT: 43
19802, 910,000; : 930,610, 1 30,611; SALES;
30,262; § 16,935 45,202; §19,110, §19,1155ALDS'
N11916

665
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tion (7] 1925 and q 1927), an option to lease property, an option to buy
an option equivalent to a dividend, an option involving section 306
an option included as part of a short sale (T 1944).

Slovee StUCk op
inventory,
(f739), and
ts and Calls. Puts are options to sell, and calls are options to buy, stock,
mmodities at a set price on or before a specified date. Puts and calls are
(grantors) to holders for premiums. They end when the holder
ses the option, the option lapses, or the option is effectively terminated at its

ont fair market value in a closing transaction (Rev. Rul. 78-182; IRS Pub. 550).1¢

Puts and Calls. The purchase of a put option or call option is not a taxable
of purchasing the put or call is a nondeductible capital expenditure (Rev.
521).17 If the helder sells a put or call without exercising i, the difference
een its cost and the amount received is either a long-term or short-term capital gain
g5, depending on how long it was held (1919). If the option expires, its cost is
. 2 long-term or short-term capital loss, depending on the taxpayer's holding period,
1 ends on the expiration date. If the holder exercises a call, its cost is added to the
f the security purchased. If the holder exercises a put, the amount realized on the
e of the underlying security is reduced by the cost of the put when computing gain or
on the sale of the security. That gain or loss is long term or short term depending
the taxpaye:’s Lolding period for the underlying security (Rev. Rul. 78-182; IRS Pub.
18The a~quisition of a put is considered a short sale, and the exercise, sale, or lapse

e put iz aclosing of the short sale (7] 1944).

s of Puts and Calls. If a taxpayer writes or grants a call or put option, the

I
fecvum received is not included in income at the time of receipt. Instead it is deferred
the option expires, the taxpayer buys or sells the underlying security when the

gntion is exercised, or the taxpayer engages in a closing transaction.

TWhen the option expires, the premium can then be treated as a shortterm capital
oain. If a call is exercised and the taxpayer sells the underlying security, the premium is
sdded to the amount realized on the sale and any gain or loss is long-term or short-term

depending on how long the taxpayer held the security. If a put is exercised and the
ayer buys the underlying security, then the premium reduces its basis in the
ity. The taxpayer’s helding period on the security begins on the date of the
purchase, not on the date the put was written.

The taxpayer can also terminate a put or call through a closing transaction—such as
repurchasing the option or substituting the original option by purchasing another option
yith identical terms. The difference between the premium originally received and the
amount paid in the closing transaction is short-term capital gain or loss.

1921. Pu
ies, OT €O
by writers

" Holders of
ent. The cost

i

—
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Example 1: Ten call options were issued on April 8 for $4,000. The options
expired in December without being exercised. The holder (buyer) of the options
recognizes a short-term capital loss of $4,000. The writer of the options recognizes
a short-term capital gain of $4,000.

Example 2: Assume the same facts as in Example 1, except that on May 10,
the options were sold for $6,000. The holder (buyer) of the options who sold them
recognizes a short-term capital gain of $2,000. If the writer of the options bought
them back, he or she would recognize a short-term capital loss of $2,000.

Example 3: Assume the facts as in Example 1, except that the options were
exercised on May 27. The holder (buyer) adds the §4,000 cost of the options to the
basis of the stock bought through the exercise of the options. The writer adds the
84,000 received from writing the options to the amount realized from selling the
stock. The gain or loss is short term or long term, depending on the holding period

of the stock.

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

16 4 30,614.14; SALES: 45,200; 17 41 30,502.70; SALES: 45,202; 18 q 30,614.14; SALES: 45,200;
§19,105 §19,120 §19,105
11921
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1923. Nonstatutory Stock Ont i
i ptions. An employee or independe
grlanted a St(if{Ck option as compensation for services rendered is generally ’;ltlb?ontm%
rules _regar ing restricted property transfers (713) when the option is e,
S);gre?s:n,e%ﬂ?ss it 1Stali: Incentive stock option (ISO) (9 1925) or an Opﬁia!;ed or
ployee sto ‘
§1.83.7) 19 ¥y ck purchase plan (ESPP) (11929) (Code Sec. 83(e) (1);B'E§§

If a nonstatutory stock option has a readily ascertainable fair mar
\ghen 15] is gr@ted, the restricted property rules apply on the grant da]‘:: t”},‘}il: 3 (FMV)
as ordinary income equal to the stock’s fair market value on the gra.nt‘ date fﬁXpayer
ﬁgﬁ% ?a.ld. If adnonstamtox_‘y stock option does not have a readily ascertaina;bisirm
vl Soﬂ;anfﬁ \ t;hxe restricted property rules apply when the option is eXEi"Cisngv
ey Yy the taxpayer, even if the FMV becomes ascertainable before eXercn o
sp0§1mon. If the option is exercised, the taxpayer has ordinary income e iy
stock’s FMV at the exercise date or when substantially vested, less the exerciqua] {0 thg

It a nonstatutory stock option is sold or disposed of in an : e
the taxpayer is considered to have exercised t]llje option and }E:;I: ;]Li;géheti‘m;isacum
money or property received, less the exercise price, If the sale or dispositioczllui tp b
%]m st-;ingth fransaction, the taxpayer is not considered to have exercised thesél Qf:ti-&n

e payer must, nogletheless, include in income as compensation the e
money or property received. In addition, when the transferee exercises the ;Tjouut 3
taxpayer (transferor) has additional income equal to the FMV of stock ac uirpdonq o
transfeyee, less the exercise price and any amount the taxpayer received fr(?m tfl R
the option. A sale or disposition to a related person is not an arm’s-length trans § s:a]e ¢
the helder of an option incurs a loss on failure to exercise the option, then it i aémn' 2
to have been sold or exchanged on the date it expired (] 1919). , S

Readily Ascertainable Market Value. A stock option en i i
able FMV if it Is actively traded on an established]:;ecur%ﬁe: ﬁ]gkiis(?{égagﬂlyéiﬁge%
An option that is not actively traded on an established securities market ha:s. a (b)):
_ascerta_mable valus_: if the taxpayer can demonstrate that the option is transfera}:ﬁea?ﬂy
immediately exercisable, there is no condition or restriction on the underlying pr":)é,qﬁg

that would have a significant effect on it i i
D i n its FMV, and the FMV of the option privileoc s

Sale of Stock. Stock acquired throu i
. gh the exercise of a nonstatutory staci o tion i
g;—*:{ated as any'ot-her investment property when sold or exchanged ( IR?’?‘LED. 52]5)) 0’%11:
payer’s basis is th'e amount pald for the stock, plus any amount inciuded in inéome
upon grant or exercise of the option. The taxpayer’s holding period begins when the

option was acquired if it had a readily ascertai A i
S T el y ascertainable value, or the date the option was

 Employer’s Deduction. An employer may deduct the value i

option as a busmsass expense for the tax year in which the op(zifozrll rllso Iﬁéﬂi?idist?ﬁg
Employee S Oross mg_gfne (Code Sec. 83(h); Reg. §1.83-6 (2)).** When the employer and
ﬂ:e employe_e ha‘{e erent tax years, the employer generally claims the deduction in

e tax year in Wmch, or with which, the employee’s tax year ends. If the option’s market
v_alﬁe, _hovvever, is not readily ascertainable at the time of grant, and the employee’s
rights in tl_qe stock are sul_)stantia]ly vested upon exercige, the employer may take the
deduction in accordance with its usual method of accounting.

Reporting Requirements. In most situation
' 2 s, when an employee exercises a nonquali-
fied stock option, the employer must report the excess of the fair market value oqf the

StOCk IECGIVEd over the amount that the e Y P
111 10 ce d j() St()Ck e the Spr ead )
P al that (l. 3

1925. Incentive Stock Options. An incenti i i
ons. ve stock option (ISO) is an option
granted by an employer corporation (or related corporation) that gives 31)1 employeg the

References are to Standard Federal Tax Reports;

Tax Research Consultant; and Practical Tax Explanations.

19 91 6380, 1] 6388; COMPEN-
18,500; § 21,701

11923

20 4] 5388; COMPEN: 18,502,

21
6380 - f
COMPEN: 18,504; § 21,710.05 e, T csac GRS

18,508; §21,720
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(RITIES TRANSACTIONS 1 Options
/‘___——

ot 10 purchase stock of the employer, often at a discount. Unlike with a nonstatutory
ﬁgck option (1 1923), the employee generally does not realize gain or loss when an ISO
> ranted or exercised if certain requirements are met (Code Sec. 421(a)) 2 Instead, the
employee is not subject to income tax until the shares acquired by the exercise of the
gption are sold. See ] 1927 for a discussion of ISO plan requirements.

Gain or loss from the sale of the stock received in an ISO is a ;apitai gain or loss if
the taxpayer holds the stock for at least two years after the option is granted and for at
Jeast 0ne year after the option is exercised (Code Sec. 422(a); Reg. §1.422-1 (2.1)) 23 The

ount of gain or loss is the difference between the amount the taxpayer paid for the
stock (the option price) and the amount received when the taxpayer s_old the st0c1§. Thp
aver must remain an employee of the corporation from the time the option is
anted until three months before the option is exercised (one year if employment epds
pecause of the taxpayer’s permanent and total disability). If the hoid'er of an ISO dies,
the deceased’s executor, administrator, or representative may exercise the option and
receive the same treatment but does not have to do so within three months after the
death of the employee (Reg. §1.421-2(c))

If the employee sells the stock before the required holding peried ends (a disquali-
wing disposition), gain on the sale is ordinary income to the extent that the fair market
qalue of the stock when the option was exercised exceeds the exercise price (Code Sec.
471(b): Reg. §1.421-2(b)) 2> Any additional gain is capital gain, and any loss is a capital
loss. The zein is recognized for the tax year in which the sale occurs. Gain from a
disqualifyLag disposition is excluded from wages for FICA and FUTA tax purposes and is
pot etubiest to income tax withholding (Code Secs. 3121 (a) (22) and 3306(b) (19)).

Dasis of ISO. An employee’s basis in an IS0 is the amount that the employee paid
- - the option. If the employee did not pay for the option and the option lapses, the
employee does not have a deductible loss because there is no basis. An employee’s basis
in stock purchased through an ISO is the amount paid for the stock when the option was
exercised, plus any amount paid for the option.

Annual Dollay Limit. The maximum value of stock with respect to which ISOs may
first become exercisable in any one year i $100,000. Stock is valued when the option is
granted. Options are taken into account in the order in which they are granted, and
options issued under ISO plans of any parent, subsidiary, or predecessor corporation are
taken into account (Code Sec. 422(d)).26

Minimum Tax. The favorable tax treatment of ISOs does not apply for purposes of
the alternative minimum tax (AMT). Instead, the excess of the (1) fair market value of the
stock received upon the exercise of the option, over (2) the amount paid for the stock,
plus any amount paid for the 1SO, must generally be recognized as an AMT adjustment
(4] 1435). As a result, individuals who have exercised ISOs to purchase stock with a high
fair market value that declined before they were able to sell it could be left with large

AMT liabilities and no cash to pay them.

1927. Incentive Stock Options Plan Requirements. A stock option granted by an
employer to an employee must satisfy several requirements to qualify for favorable tax
treatment as an incentive stock option (ISO) (1925) (Code Sec. 422(b); Reg.
§1.422-2) 27 1SOs must be granted under a plan adopted by the granting corporation that
sets out the total number of shares that may be issued under options and the employees
who may receive the options. The plan must be approved by the stockholders within 12
months before or after the corporation adopts it.

The options must be granted within 10 years from the date the plan is adopted or
approved, whichever is earlier, and the options must be exercisable within 10 years from

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

26 q] 19,800; COMPEN: 24,116;
§21,515.40

27 41 19,800, 9 19,801C; COM-
PEN: 24,100; § 21,515.05

2441 19,609; COMPEN: 24,152;
§21,520.15

25 q1 19,602, 7 19,609; COM-
PEN: 24,056, COMPEN: 24,154;
§21,530.10

%2 91 19,602; COMPEN: 24,050;
§21,510

& 419,800, 9] 19,8014; COM-
PEN: 24,150; §21,525.05
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th . -
th ;'Cia;? t](;i the g{[ir;t.o’llji&e option pru(:ie may not be less than the fair market valye
time On 1s granted, and the option may not be trans

at the grantee’s death. The opt ; i . o nle

y plion may be exercised only by the em -

. | ma; ployee. s
the employee, at the time the option is granted, may not own stock W'itslzl (rengfeagf 8

an )

percent of the total combined votin
i : ower of all classes of
corporation or its parent or any subsid%aﬁy. W Fems ot stk onill emplt}yEr

of the

1929. Employee Stock Purcha
; se Plans. An employee stock purchase pj

Ir}r;?é Iﬁrﬂt erlr)lgloyees the‘optlop to purchase stock in their employer or théj ;nn (fES
e arsie g;leSSIdI?W.a]UHhke with a nenstatutory stock option (1 1923), the e[g OlYefs

| not realize gain or loss when an option is granted or i il

g : exerc

ff}gfétﬁtgeﬁg;r:(}[mremte']ng are met (Code Sec. 421(a)).28 [nstead, the Z;S;;?);I;qeran
S > tax until the shares acquired by th i : i e
See 9 1931 for a discussion of ESPP plan requiremg:fnt:s,e FrrEise of the optio iy o

Gain or loss from the sale of the stock ived i

dinan E
the taxpayer holds the stock f i
or at a least two years after the option is
}sgzticsmtf}:] ge(;ij;f after ih(}sJ option is exercised (Code Sec., 423(3))1329 Thé ila:l;[i(tl :11’] g— fpr i
S erence between the amount the tax id -
| : payer paid for the stock i
g}(ce;l) and the amount the taxpayer received when he or she sold the gtt};ekophgn
o aIr)1 tggru IIITE[LllStth remain Sil Errllfployee of the corporation from the time the olcati'oTh-e
ree montns before the option is exercised (one year if -
! se year if empl

E;giutse of ghe‘ta}xpayer s permanent and total disability). Tf the employee gig;m}]f;l i
utor, administrator, or representative may exercise the option and receivxle theosrag-?r
13

treatment but does not have to d ithi 3
o G o do so within three months after the employee’s death

If the option price is less than 100
7 ‘ percent (but not less than 85 i
inarket val}le of the stock, then the favorable tax treatment does n];‘t:r;:;;llt) s\fhthe .
a}&payer _dlsposes of the stock (Code Sec. 423(c)).*! Instead, the emplo . en_the
ordinary income equal to the lesser of: ’ o

e the excess of the fair market value of
: e of the 3
employee’ death, over the option price, or shares when sold ord@ -

SPP is a capital gain or loss if

fa.].[ mar kei Val € Wwas
® the cXcess OI t]le ue of t € Shﬂ €8 whe lh
h 11k ohon wa

The balance of any gain is capital gain. Any loss from the sale is a capita! iuss.

If the employee sells the stock before th i i

. the em : | e required holding petiod end i i

gfgtgéipgigglg{egﬁ Oo;] the sale is o(li‘d%nary income equal to e tair mals'ksaat (\]flasl?llf]:a(]:f
! Wwas exercised, less the exercise pric= (Code § y :

P o ey _ _ price (oode Sec. 421(h); Reg,
: b)). gain is capital gain, and any Jous is a capital 1 i
1s recognized for the tax year in which the s!ale Gain froun & Seaui

. 2Nz occurs. G i ifyi
Ehs:posmon is e)gcluded' from wages for FICA and FUTA tax pu;;]ﬂ)sgg ral.lnc;;l isl Eg{lgl&fg mgt
0 Income tax withhalding (Code Secs. 3121 () (22) and 3306(b) 19). =

An ESPP is different from an em i
I ] ployee stock ownership plan (ES
xhﬂte }Joﬂzh plans involve employee ownership of company stgcllz, an (IIEES(())E )is(jiI fét?fi—
ent plan that holds employer stock for the benefit of participating employees

1931. Employee Stock Purchase P1 i
; an Requirements. An empl
Eﬁg%?aigepﬁnm(ﬁlsil?aﬁn;;sft sa}:lsfy saferal requirements in order for opt?oﬁzeaecqitiggg
: or favorable tax treatment (§1929) (Code Sec. 423(h))
ESPPs are written, shareholder-approved plans under which employees a.re gr(:lﬁéﬂ

options to purchase shares of their 's s
e e ir employer's stock or the stock of a parent or

Ref: “ederal T:
elerences are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

28 . 2
91 19,602; COMPEN: 21,050 209 19,609; COMPEN: 32 41 19,602, 9 19,609; COM-

§21,601 21,054 5
054.15; §21,625.10 : 8§
L . y : PEN: 21,054; § 21 625.10
s oA COMEBR: 21056, 219710,000, COMPEN: %3 4 19,900; COMPEN: 21,052
625, 21,054.10; § 21,695.10 §2161005 -
711929
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An ESPP cannot grant options to any employee who has more than five percent of

1o yoting power or value of the employer's stock, or that of any parent or subsidiary of

employer. The plan must include all full-time employees except those with less than
" ears of employment, highly compensated employees (f] 2114), part-time employ-
5, and seasonal workers. The plan must be nondiscriminatory, though it may limit the
oqunt of stock any employee can buy, and the amount of stock that each employee

._may hecome entitled to buy may be tied to compensation,

The option price must be at least equal to the lesser of: (1) 85 percent of the fair
parket value of the stock at the time the option is granted, or (2) 85 percent of the fair
market value of the stock at the time the option is exercised. The option must be
wercised within 27 months after it is granted (or within five years if the option price test
qonsiders the fair market value of the stock at the time the option is exercised). No

employee can acquire the right to buy more than $25,000 of stock per year (valued at the
ime the option is granted).

Wash Sales

1935. Wash Sales of Stock or Securities. Under the wash sale rule, aloss on a sale
or other disposition of stock or securities is not deductible unless it is incurred in the
ordinary course of = securities dealer’s trade or business (9 1903) (Code Sec. 1091; Reg.
§1.1091-1).3 A vrash sale occurs if the taxpayer sells or disposes of stock or securities,
and withir 3¢ days before or after the disposition date (the 61-day period), the taxpayer
sequires substantially identical stock or securities (9 1937). Stock and securities acquisi-
fions include contacts and optiens to acquire them, and acquisition by the taxpayer's
qcional IRA or Roth IRA (Rev. Rul. 2008-5).

Only a portion of the total loss is disallowed if a taxpayer acquires less stock or
securities during the 61-day period than the taxpayer sold. The nondeductible loss is
alocated to the stock or securities disposed of in the order of their time of acquisition.
When the amount of stock and securities acquired during the 61-day period is more than
the amount sold, the shares acquired that resulted in the nondeductibility of the loss are
determined by the order of their acquisition.

A loss realized on the closing of a short sale of stock or securities (1944) is
disallowed under the wash sale rule if within 30 days before or after the closing, the
laxpayer sells substantially identical stock or securities or enters into another short sale
of substantially identical stock or securities. The wash sale rule also applies to a loss
realized on the sale, exchange, or termination of a securities futures contract to sell
stock or securities. However, it does not apply to losses from sales or trades of
commodity futures contracts and foreign currencies.

The disallowance of a loss under the wash sale rule does not apply to stock or
securities acquired in a nontaxable exchange (9 1719). This includes stock or securities
acquired by gift, bequest, or devise, or through a nonrecognition transaction such as a
like-kind exchange, exchange of property for stock, exchange of stock for stoclk, and
spousal transfer incident to divorce. The wash sale rule also does not apply to any loss
attributable to a section 1256 contract (7] 1947) (Code Sec. 1256(f) (5)).3°

A loss that is disallowed because of the wash sale rule is added to the cost basis of
the new stock or securities unless they are acquired through an IRA. The adjustment
postpones the loss deduction until the disposition of the new stock or securities (Code
Sec. 1091(d); Reg. §1.1091-2).38 The taxpayer’'s holding period of the new stock or
securities includes the holding period of the stock or securities sold (Code Sec.
1223(3)) .37

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

3 q 30,180, 9 30,181; SALES: 36 430,180, 77 30,182; SALES:
45,150; § 18,905 45,164; §18,920

% q 31,100; SALES: 45,150; 37 41 30,460; SALES: 45,164;
§18,910 § 18,925
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Example: Betty buys 100 shares of Rapid Corporation
January 1, 2016, She sells these shares on January 2,1?2)017, for s%%ﬁkv‘{ﬁr :‘315990
from the sale, she buys another 100 shares of Rapid Corporation for Séo
Betty purchased substantially identical stock, she cannot deduct the 3250'
she realized on the sale. However, she adds the disallowed loss of $25() 0 loss i
of her new shares. As a result, her basis in the new shares is $1.050 tothe 2
plus the $250 loss she could not claim under the wash sale rule). [t h($80,ﬁ :
new shares on March 31, 2017, any gain is long-term capital gain. She sell

The wash sale rule applies without regard to gain or loss reali
separate lgts of 1_:he same stock or security. Thus, agdisa]]owed ]o::Jgjlegnan e ;
reduce gain realized on a separate lot (Rev. Rul. 70-231) 28 The wash sale 1Ot does
not spec1ﬁca]ly_app1y when stock is sold at a loss and a related party suchl;us 'ih{llso_.
ls)podlisgh reacquires the stock within the prohibited 61-day period; ho,wever t‘nei3
he & ow_ed }mder the related party rules of Code Sec, 267 M 1717) on t};e b
there is an indirect sale to the spouse (. P. McWilliams, SCt, 47-1 ustc bi 9289%1;.911&]

1937. Substantially Identical Stock or Securities. T ini
7 ] 1 : . In determini her «
Or securities are substantially identical under the wash sale rule (f 13§5Tha§1ﬂ}er :
cucumstanc?s must be con:sidered. Ordinarily, stocks or securities of onza co actgrm_m
'E}rhe not considered substantially i(_ientjcal to stocks or securities of another cg i v
b It]ey Eﬂy, thol'\v:em;i be substantially identical in some cases such as in a régf o
—ihe stocks and securities of the predecessor and io
substantially identical (IRS Pub. 550). A ieessor o g

‘ A corporation’s bonds or preferred stock are not ordinaril i identi :
its common stock, When the bonds or preferred stock are )é;rlfx?;rtnqﬂiﬂfgfdemm?ﬁ |
stock, howeve.r, the relative values, price changes, and other circumstance b &
them substantially identical to common stock (Rev. Rul. 77-201) .40 -
o 1942. Share Lending Agreem_en_ts. No gain or loss is recognized on an e IO
securities that is part of a qualifying securities lending arrangement in whic}, J
I'Saxpayer trfflsfers the securities and later receives identical securities in retunict D
ec. 1058). In'eﬁfect, "[h'e taxpayer is merely lending securities to the other party; Lv;ﬁ
transaction. This provision is intended to mitigate delays that a broker moy fa;-;
obtaining securities by allowing the broker to borrow securities withou® LI‘E‘;' i
gggsfi%gzncer; fortﬂ:g Ienc:gr. Iilowever, the provision applies to any taxpa,;ar thgilf&t;?;
ritles, not just those that lend to brokers. The securities ing ' st
require the borrower to return securities to the taxpayer that aiinﬁ}e?ﬁzgiiﬁgéemﬂg:
were ¥ent The taxpayer’s basis in the securities received is the zame as the taxp: el
basis in the securities that were loaned tg the borrower. § e

Short Sales

i

o
)

1944. Short Sales. A short sale is a transaction in which a shares o
%(l)ck or property that he or she does not own or wish to transfelfﬁlﬁlie{imseglzfsglm
: ﬁe ta;cpayer sells short by: (1) borrowing property (usually from a broker) and

elivering it to the bluyer;_ and (2) closing or covering the transaction at a later date-?iv'
purchasing substantially identical property and delivering it to the lender, or malnng

delivery out of pro th i
L 51.1233_1(5 ).Ezerty e taxpayer held at the time of the sale (Code Sec. 1233(a);

The seller generally does not recoeni i i ‘

I : gnize gain or loss on a short sale transaction until
the property is delivered to the lender and the short sale is closed. However, ﬂﬁ
property tha‘l[ has. been sold short becomes substantially worthless, the selle’r must
recognize gain as if the short sale were closed when the property betate substantially

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.

38 91 30,183.11; SALES: 45,160; 4041 30,183.14; SALES: 45,154;

42 q1 30,590, 9 30,501; SALES:

518,930 §18,915

39 _ : 45,100; §19,001
P 419 30,000; SALES: 3,302.35;

86, §18,855
11937
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Jless (Code Sec. 1233(h)).# In addition, a short sale of an appreciated financial
n may cause the taxpayer to be treated as making a constructive sale at the time
the taxpayer entered into the transaction (9 1945). A taxpayer can avoid the
hibition on Tecognizing losses from a short sale if the position is part of a mixed
gdle (1 1948).

Gain or loss on a closed short sale is the difference between the amount realized on

1 sale of the borrowed property and the taxpayer’s adjusted basis in the property used
the transaction. The character of that gain or loss generally depends on the

scter of the property used to close the sale in the hands of the taxpayer. Thus, a

wpayer has capital gain or loss if the property used to close the short_ sale i_s a capital

: 9 1741). Hedging transactions, however, generally result in ordinary income or

(1949). If a short seller has a gain on the transaction when the replacement

onerty is purchased, the gain is recognized at that time. A loss is not recognized until
replacement property is delivered to the lender (Rev. Rul. 2002-44) 4

Holding Period. The short-term or long-term nature of a short seller’s capital gain or
s generally depends on how long the seller held the property that is delivered to the

Exampl=: On January 2, Mary Edwards agrees to sell 100 shares of Niftexo
Corp. for $19 & share to Susan Croft. Mary does not own any Niftexo shares, so she
borrows the 100 shares from her broker and delivers them to Susan. On May 1,
Mary buys 100 shares of Niftexo at a price of $15 a share, and immediately delivers
thom to her broker to replace the shares she had borrowed. Her recognized loss of
2506 is short term because her helding period of the Niftexo shares she delivered
t, her lender (the broker) is determined by the amount of ime she held the shares
(i.e., less than one day).

Gain from the short sale of a capital asset is short-term capital gain if the taxpayer

gwned substantially identical property for one year or less on the date of the short sale,
or if the taxpayer acquired substantially identical property after the short sale and by the
Jdate the sale is closed (Code Sec. 1233(b); Reg. §1.1233-1(c)).*5 The holding period of

e substantially identical property begins on the closing of the short sale or on the date
property is sold, whichever happens first. Any loss realized on the short sale of a

capital asset is a long-term capital loss if the taxpayer owned substantially identical

perty for more than one year even when the property used to close the short sale is

held by the seller for one year or less (Code Sec. 1233(d)).

Special holding period rules apply to brokers’ arbitrage transactions (Code Sec.

1233(1); Reg. § 1.1233-1(f)).16 Losses on short sales of stock or securities are also subject
(o the wash sales rule (9] 1935).

1945. Constructive Sale of Appreciated Positions. Appreciated financial positions

‘are treated as constructively sold when the taxpayer enters into certain transactions
(Code Sec. 1259(a)).47 The taxpayer must recognize gain as if the position were sold,
‘assigned, or otherwise terminated at its fair market value as of the date of the constructive
sgle and immediately repurchased. Any gain or loss subsequently realized on the
position is adjusted to reflect the gain recognized. A new holding period begins on the
date of the constructive sale.

An appreciated financial position is generally any position with respect to any stock,

debt instrument, or partnership interest if gain would arise if the position were sold,
assigned, or otherwise terminated at its fair market value (Code Sec. 1259(b)). It does
not include any position that is subject to mark-to-market requirements (3] 1903),
including section 1256 contracts (7 1947). It also does not include any position or hedge
ofa position with regard to straight debt if:

References are to Standard Federal Tax Reports; Tax Research Consultant; and Practical Tax Explanations.
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