Department
of the
Treasury

Internal
Revenue
Service

Publication 225

Cat. No. 11049L

Farmer’'s
Tax Guide

For use in preparing

1994 Returns

Acknowledgement

The valuable advice and assistance given us each year by the National
Farm Income Tax Extension Committee is gratefully acknowledged.

Contents

INtroduction ........ccoveviiiiiiiicice 1
Important Changes for 1994 .................. 2
Important Reminders .......c.ccccocvevieennenne 2
Important Dates ..........ccccoeeiiieiiiiennen. 4
Chapter
1. Importance of Good Records.......... 5
2. Filing Requirements and Return
FOrms ..o 6
3. Accounting Periods and
Methods......ccooviiiiiiiiiiic e 11
4. Farm INCOMe .......occvvviviiiiniciieciie 14
5. Farm Business Expenses ............... 23
6. Soil and Water Conservation
EXPENSES...oiiiiiiieiiiieee e 31
7. Basis of ASSets ......ccocveviiiiiiiinn, 34
8. Depreciation, Depletion, and
Amortization .......c.ccceeveiiiiiiiieies 41
9. General Business Credit ................. 53
10. Gains and LOSSES .......cccevuvvrviennne 55

11. Dispositions of Property Used in
Farming ...ccccooveeeiiieee e 62

12. Installment Sales ........ccccvveeeeeeeinnns 66

13. Casualties, Thefts, and

Condemnations ........ccccccvevevienienneene 70
14. Alternative Minimum TaX ................ 75
15. Self-Employment Tax ........cccccoeeneeen. 84
16. Employment Taxes......ccccccveeviveeennes 88
17. Retirement Plans ........cccccocveveennnen. 93
18. EXCiS€ TAXES .icvvvevrieriieiiieiiiereenien 98
19. The Examination and Appeals

Process ......cccccciiviiiiiiiiiic e 102
20. Sample Return ........cccocveevveveviivenens 104
INAEX o 123
IRS Publications ........c.cccoevieiiiiiiniins 126
Introduction

This publication explains how the federal tax
laws apply to farming. Use this publication as a
guide to figure your taxes and complete your
farm tax return. If you need more information
on any subject, get the specific IRS tax publi-
cation covering that subject. Many of these
free publications are referred to throughout
this publication.

Ordering publications and forms. To order
free publications and forms, call our toll-free
telephone number 1-800-TAX-FORM (1-800-
829-3676). You can also write to the IRS
Forms Distribution Center nearest you. Forms



Distribution Center addresses and publication
titles are listed at the end of this publication.

Telephone help. You can call the IRS with
your tax question Monday through Friday dur-
ing regular business hours. Check your in-
come tax package or telephone book for the
local number or you can call toll free 1-800-
829-1040.

Telephone help for hearing-impaired per-
sons. If you have access to TDD equipment,
you can call 1-800-829-4059 with your tax
question or to order forms and publications.
See your tax package for the hours of
operation.

Comments and recommendations. In com-
piling this Farmer’s Tax Guide, we have
adopted a number of suggestions that readers
sent to us. We welcome your suggestions for
future editions. Please send your comments
and recommendations to us at the following
address:

Internal Revenue Service

Technical Publications Branch, PC:FP:P
1111 Constitution Avenue, N.W.
Washington, DC 20224

We respond to many letters by telephone.
It would be helpful if you include your area
code and daytime phone number with your re-
turn address.

Farm tax classes. Many state Cooperative
Extension Services conduct farm tax work-
shops in conjunction with the IRS. Please con-
tact your county extension office for more
information.

Important Changes
for 1994

The following items highlight a number of ad-
ministrative and tax law changes for 1994.

Legislation. For information on any legisla-
tive changes, see Publication 553, Highlights
of 1994 Tax Changes.

Higher earned income credit. The maximum
earned income credit has been increased from
$2,364 in 1993 to $2,528 in 1994. To claim the
credit, you must have earned income (includ-
ing net earnings from self-employment) and
adjusted gross income of less than $25,296
and meet certain other requirements.

Other earned income credit changes.
The earned income credit has been expanded
to include those who earn under $9,000 and
do not have a qualifying child. The health in-
surance credit and the extra credit for a child
born during the year are no longer available.

More information. For more information,
see Publication 596, Earned Income Credit.

Payment voucher for Form 1040. To help
modernize the federal tax payment system,
the IRS is sending Form 1040-V, Payment
Voucher, to certain taxpayers this year. IRS
plans to eventually send preprinted vouchers
to all Form 1040 filers in order to process pay-
ments more accurately and efficiently.

If you receive Form 1040-V and have a
balance due on Form 1040, use the voucher to
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make your payment. Follow the instructions
that come with the voucher.

Deferral of additional 1993 taxes. If you filed
Form 8841, Deferral of Additional 1993 Taxes,
with your 1993 tax return, the second install-
ment is due April 17, 1995. If you are due a re-
fund on your 1994 tax return, you can apply
part or all of the refund to the second install-
ment. See the Form 1040 instructions for more
information.

Standard mileage rate. The standard mile-
age rate for 1994 is 29 cents a mile for all busi-
ness miles on a passenger automobile (includ-
ing vans, pickups, or panel trucks). See
Chapter 5.

Limits on depreciation of business cars.
The total section 179 deduction and deprecia-
tion you can take on a car that you use in your
business and first place in service in 1994 is
$2,960. Your depreciation cannot exceed
$4,700 for the second year of recovery, $2,850
for the third year of recovery, and $1,675 for
each later tax year. See Chapter 8.

Electronic deposit of taxes. You may enroll
in a system that will allow you to make tax de-
posits through direct electronic funds trans-
fers, without the need for coupons, paper
checks, or visits to an authorized depositary.
For more information, call 1-800-829-5469, or
write to:

IRS

Cash Management Site Office
Atlanta Service Center

P.O. Box 47669

Stop 295

Doraville, GA 30362

New publication on employer identification
numbers (EIN). Publication 1635, Under-
standing Your EIN, provides general informa-
tion on employer identification numbers. Top-
ics include how to apply for an EIN and how to
complete Form SS-4. See Ordering publica-
tions and forms, at the beginning of this
publication.

New Form 1099-C. Beginning in 1994, cer-
tain financial entities, including financial insti-
tutions, credit unions, and federal government
agencies, are required to report on Form
1099-C, Cancellation of Debt, any canceled
debt of $600 or more. The form must be filed
even though the debtor may not be subject to
tax on the debt. For example, qualified farm
debt is reportable. See Chapter 4.

Tax rates and maximum net earnings for
self-employment taxes. The self-employ-
ment tax rate on net earnings from self em-
ployment for 1994 is 15.3%. This rate is a total
of 12.4% for social security (old-age, survi-
vors, and disability insurance) and 2.9% for
Medicare (hospital insurance). In 1994, the
maximum amount subject to the social secur-
ity tax (12.4%) is $60,600. There is no maxi-
mum limit on the amount subject to the Medi-
care tax (2.9%).

For 1995, there is no ceiling on the net
earnings subject to the Medicare tax (2.9%).

The maximum amount subject to the social se-
curity tax (12.4%) will be published in Publica-
tion 553. See Chapter 15.

Tax rates and wage maximums for social
security and Medicare taxes. The tax rate
for social security and Medicare taxes for 1994
is 7.65% for both the employee and the em-
ployer (a total of 15.3%). The 7.65% tax is a to-
tal of 6.2% for social security (old-age, survi-
vors, and disability insurance) and 1.45% for
Medicare (hospital insurance). In 1994, the
maximum amount subject to the social secur-
ity tax (6.2%) is $60,000. There is no ceiling on
the amount subject to the Medicare tax.

For 1995, there is no ceiling on the wages
subject to the Medicare tax (1.45%). All wages
are subject to the Medicare tax. The maximum
amount subject to the social security tax
(6.2%) will be published in Circular A. See
Chapter 16.

Federal unemployment (FUTA) tax rate.
The gross FUTA tax rate remains at 6.2%
through 1995.

Payment voucher for Forms 940 and 940-
EZ. For 1994, if you are required to make a
payment of federal unemployment tax with
Form 940 or 940-EZ, use the payment
voucher at the bottom of the form. For more in-
formation, see the form instructions.

Health insurance for self-employed per-
sons. The 25% deduction for health insur-
ance costs for self-employed persons expired
for tax years beginning after 1993. However,
as this publication was being prepared for
print, Congress was considering legislation to
extend the provision. See Publication 553.

Club membership dues. No deduction is al-
lowed for dues paid or incurred after 1993 for
membership in any club organized for busi-
ness, pleasure, recreation, or any other social
purpose.

Waiver of estimated tax penalty. If you have
an underpayment of tax for a period before
April 16, 1994, any estimated tax penalty will
be waived to the extent it was created or in-
creased by any provision of the Revenue Rec-
onciliation Act of 1993. See Publication 505.

Household employees. Caution: Late legis-
lation changed the social security and Medi-
care withholding rules for household employ-
ees and simplified reporting for employers,
effective January 1, 1994. See Publication
926.

Contributions to qualified retirement plan.
The amount of a participant’s compensation
that can be taken into account for computing
contributions to a Keogh or SEP plan is gener-
ally limited to $150,000 for plan years begin-
ning on or after January 1, 1994. See Chapter
17.

Important Reminders

The explanations and examples in this publi-
cation reflect the interpretation by the Internal
Revenue Service of tax laws enacted by Con-
gress, Treasury regulations, and court deci-
sions. However, the information given does
not cover every situation and is not intended to



replace the law or change its meaning. This
publication covers some subjects on which a
court may have made a decision more
favorable to taxpayers than the interpretation
of the Service. Until these differing interpreta-
tions are resolved by higher court decisions or
in some other way, this publication will con-
tinue to present the interpretation of the
Service.

Alternative minimum tax. Changes to alter-
native minimum tax for 1993 include:

Tax rates and exemption amounts. For
tax years beginning after 1992, the alternative
minimum tax rate for taxpayers other than cor-
porations has been increased and graduated.
The exemption amounts have also been
increased.

Energy items. New alternative minimum
tax rules for tax years beginning after 1992 ap-
ply to independent oil and gas owners or roy-
alty owners.

Charitable contributions. The treatment
of a charitable contribution of certain appreci-
ated tangible personal property as a tax prefer-
ence item was repealed for contributions of
tangible personal property made after June
30, 1992, and for contributions of other prop-
erty made after December 31, 1992.

See Chapter 14 for more information.

Form W—4 for 1995. You should make new
Forms W—-4 available to your employees and
encourage them to check their income tax
withholding for 1995. Those employees who
owed a large amount of tax or received a large
refund for 1994 may need to file a new Form
W-4. See Chapter 34.

Earned income credit. You, as an employer,
must notify employees who worked for you
and from whom you did not withhold income
tax about the earned income credit. See Chap-
ter 34.

Children employed by parents. Wages you
pay to your children age 18 and older for ser-
vices in your trade or business are subject to
social security taxes. See Chapter 34.

Change of address. If you change your home
or business address, you should use Form
8822, Change of Address, to notify IRS. Be
sure to include your suite, room, or other unit
number. Send the form to the Internal Reve-
nue Service Center for your old address.

General business credit. The following cred-
its are part of the general business credit.

Targeted jobs credit. This credit cannot
be claimed on wages paid to individuals hired
after December 31, 1994.

Research credit. This credit was extended
from July 1, 1992, through June 30, 1995.

Low-income housing credit. This credit
was permanently extended for all tax years
ending after June 30, 1992.

For more information, see Form 3800,
General Business Credit.

Depreciation. The recovery period for non-
residential real property placed in service after
May 12, 1993, has been lengthened from 31.5
to 39 years. See Chapter 8.

Section 179 deduction. For property placed
in service in tax years beginning after Decem-
ber 31, 1992, the limit on the section 179 de-
duction is increased from $10,000 to $17,500.
See Chapter 8.

Amortization of goodwill and certain other
intangibles. You may now have to amortize
goodwill and certain other intangible property
over a period of 15 years. See Chapter 8.

This amortizable property is called section
197 property and if held for more than one
year, it may qualify for capital gain treatment
on its sale or other disposition. See Chapter
10.

Deductions for clean-fuel vehicles and cer-
tain refueling property. Deductions are al-
lowed for clean-fuel vehicles and certain
clean-fuel vehicle refueling property placed in
service after June 30, 1993. For more informa-
tion, see Chapter 15 in Publication 535.

Credit for qualified electric vehicles. A tax
credit is available for qualified electric vehicles
placed in service after June 30, 1993. For
more information, see Chapter 15 in Publica-
tion 535.

Form 1099-MISC. If you make total pay-
ments of $600 or more during the year to an-
other person, other than an employee or a cor-
poration, in the course of your farm business,
you must file information returns to report
these payments. See Chapter 2.

Farmers and crew leaders must withhold
income tax. Farmers and crew leaders must
withhold federal income tax from farm workers
who are subject to social security and Medi-
care taxes. See Chapter 16.

Social security tests for hand-harvest la-
borers. If you pay hand-harvest laborers less
than $150 in annual cash wages, the wages
are not subject to social security and Medicare
taxes, even if you pay $2,500 or more to all
your farm workers. The hand-harvest laborer
must meet certain tests. See Chapter 16.

Penalties. There are various penalties you
should be aware of when preparing your re-
turn. You may be subject to penalties if you:

1) Do not file your return by the due date.
This penalty is 5% for each month or part
of a month that your return is late, up to
25%.

Do not pay your tax on time. This penalty
is % of 1% of your unpaid taxes for each
month, or part of a month after the date
the tax is due, up to 25%.
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Substantially understate your tax. This
penalty is 20% of the underpayment.

4
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File a frivolous tax return. This penalty is
$500.

Fail to supply your social security number.
This penalty is $50 for each occurrence.

5

~

Tax shelter penalties. Tax shelters, their
organizers, their sellers, or their investors may
be subject to penalties for such actions as:

1) Failure to furnish tax shelter registration
number. The penalty for the seller of the
tax shelter is $100; the penalty for the in-
vestor in the tax shelter is $250.

2) Failing to register a tax shelter. The pen-
alty for the organizer of the tax shelter is
the greater of 1% of the amount invested
in the tax shelter, or $500.

Not keeping lists of investors in potentially
abusive tax shelters. The penalty for the
tax shelter is $50 for each person required
to be on the list, up to a maximum of
$100,000.

3
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Fraud penalty. The fraud penalty for un-
derpayment of taxes is 75% of the part of the
underpayment due to fraud.

Criminal penalties. You may be subject to
criminal prosecution (brought to trial) for ac-
tions such as:

1) Taxevasion.

2) Willful failure to file a return, supply infor-
mation, or pay any tax due.

3) Fraud and false statements.
4) Preparing and filing a fraudulent return.

Free tax help. Publication 910, Guide to Free
Tax Services, provides information on where
to get help in preparing tax returns. It de-
scribes the kind of year-round services availa-
ble in resolving questions on bills, letters, and
notices received from Internal Revenue Ser-
vice Centers, as well as questions on the sta-
tus of tax refunds. The publication also lists
free taxpayer information publications. It gives
a brief description of their content and a list of
tax forms and schedules discussed in the pub-
lication. For information about getting Publica-
tion 910, see Ordering publications and forms,
at the beginning of this publication.

Written tax questions. You can send written
tax questions to your IRS District Director. If
you do not have the address, you can get it by
calling the toll-free number. The IRS is working
to decrease the time it takes to respond to your
correspondence. If you write, the IRS can usu-
ally reply within approximately 30 days.

Tele-Tax. The IRS has a telephone service
called Tele-Tax. This service provides re-
corded tax information on approximately 140
topics covering such areas as filing require-
ments, employment taxes, taxpayer identifica-
tion numbers, and tax credits. Recorded tax in-
formation is available 24 hours a day, 7 days a
week, to taxpayers using push-button tele-
phones, and during regular working hours to
those using dial telephones. The topics cov-
ered and telephone numbers for your area are
listed in the Form 1040 instructions.

Unresolved tax problems. IRS has a Prob-
lem Resolution Program for taxpayers who
have been unable to resolve their problems
with the IRS. If you have a tax problem you
have been unable to resolve through normal
channels, write to your local IRS District Direc-
tor or call your local IRS office and ask for
Problem Resolution assistance.

Although the Problem Resolution Office
cannot change the tax law or technical deci-
sions, it can frequently clear up misunder-
standings that resulted from previous con-
tacts. For more information, see Publication
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1546, How to Use the Problem Resolution Pro-
gram of the IRS.

Hearing-impaired taxpayers who have ac-
cess to TDD equipment may call 1-800-829-
4059 to ask for help from Problem Resolution.

Overdue tax bill. If you receive a bill for over-
due taxes, do not ignore the tax bill. If you owe
the tax shown on the bill, you should make ar-
rangements to pay it. If you believe it is incor-
rect, contact the IRS immediately to suspend
action until the mistake is corrected. See Publi-
cation 594, Understanding the Collection Pro-
cess, for more information.

Reminders—
Before you file your tax return, be sure to:

Use address label. Transfer the address
label from the tax return package you received
in the mail to your tax return, and make any
necessary corrections.

Claim payments made. Be sure to include
on the appropriate lines of your tax return any
estimated tax payments and federal tax de-
posit payments you made during the tax year.
Also, you must file a return to claim a refund of
any payments you made, even if no tax is due.

Attach all forms. Attach all forms and
schedules in sequence number order. The se-
quence number is just below the year in the
upper right corner of the schedule or form. At-
tach all other statements or attachments last,
but in the same order as the forms or sched-
ules they relate to. Do not attach these other
statements to the related form or schedule.

Complete Schedule SE. Fill out Schedule
SE (Form 1040) if you had net earnings from
self-employment of $400 or more.

Use correct lines. List income, deduc-
tions, credits, and tax items on the correct
lines.

Sign and date return. Make sure the tax
return is signed and dated.

Submit payment. Enclose a check for any
tax you owe. Write your social security number
on the check. Also include the telephone num-
ber and area code where you can be reached
during the day. If you receive a Form 1040-V,
Payment Voucher, follow the instructions for
completing and sending in the voucher.

Business codes for farmers. You must enter
on line B of Schedule F (Form 1040) a code
that identifies your principal business. It is im-
portant to use the correct code, since this infor-
mation will identify market segments of the
public for IRS Taxpayer Education programs.
This information is also used by the U.S. Cen-
sus Bureau for its economic census. See the
list of Principal Agricultural Activities Codes on
page 2 of Schedule F.

Rounding off dollars. You may round off
cents to the nearest whole dollar on your re-
turn and schedules. To do so, drop amounts
under 50 cents and increase amounts from 50
to 99 cents to the next dollar. For example,
$1.49 becomes $1 and $2.50 becomes $3.

If you do round off, do so for all amounts.
However, if you have to add two or more
amounts to figure the total to enter on a line, in-
clude cents when adding the amounts and
round off only the total.
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Electronic filing. You may be able to have
your tax return filed electronically instead of on
a paper form. This method can be used by
many tax return preparers and other profes-
sional filers who do not prepare returns but use
this method to file returns already completed
by taxpayers. These preparers and filers send
tax return information over telephone lines to
an Internal Revenue Service Center. They will
charge you for this service. However, by filing
electronically, you can have your refund de-
posited directly into your savings or checking
account.

Electronic filing of federal tax returns is
available to preparers in all 50 states. Also, in
some states, preparers can file an electronic
state tax return simultaneously with the federal
return. Federal/state electronic filing is offered
statewide in Colorado, Connecticut, Idaho, In-
diana, lowa, Kansas, Louisiana, Maine, Michi-
gan, Mississippi, Missouri, New Mexico, New
York, North Carolina, Oklahoma, Oregon,
South Carolina, Utah, West Virginia, and Wis-
consin. It is also offered in limited programs in
Arizona, Arkansas, Delaware, Georgia, Ken-
tucky, Montana, Nebraska, New Jersey,
Rhode Island, and Virginia. In these states,
check with your preparer to see if you can par-
ticipate in the program.

Important Dates

You should take the action indicated on or
before the dates listed. Saturdays, Sundays,
and legal holidays have been taken into ac-
count, but local banking holidays have not. A
statewide legal holiday delays a due date only
if the IRS office where you are required to file is
located in that state.

Due dates for deposits of withheld income
taxes, social security taxes, and Medicare
taxes are not listed here but are explained in
detail in Publication 509, Tax Calendars for
1995.

Fiscal year taxpayers. Generally, the due
dates listed in the calendar apply to all taxpay-
ers whether they use a calendar year or a fis-
cal year. However, fiscal year taxpayers
should refer to Publication 509 for certain ex-
ceptions that apply to them.

1995—Calendar Year

During January

Employers. Give copies of Form W-2 for
1994 as soon as possible to each agricul-
tural employee whose wages are to be re-
ported on Form 943. The due date for giv-
ing Form W-2 to your employees is
January 31, 1995. Copy A of Form W-2
must be filed by February 28, 1995.

January 17

Farmers. You may elect to pay your 1994 es-
timated income tax with Form 1040-ES.
You can then file your 1994 federal income

tax return, Form 1040, by April 17. If you do
not pay with Form 1040—ES at this time, file
your 1994 return by March 1.

January 31

Farm employers. File Form 943 to report so-
cial security and Medicare taxes and with-
held income tax for 1994. Deposit any un-
deposited tax. (If the total is less than $500
and not a shortfall, you can pay it with the
return.) If you have deposited the tax you
owe for the year in full and on time, you
have until February 10 to file the return. (Do
not report wages for nonagricultural ser-
vices on Form 943.)

All farm businesses. Give annual informa-
tion statements to recipients of certain pay-
ments you made during 1994. (You may
need Forms 1099—INT or 1099-MISC.)
See Chapter 2.

Federal unemployment (FUTA) tax. File
Form 940 (or 940-EZ) for 1994. If your un-
deposited tax is $100 or less, you can ei-
ther pay it with your return or deposit it. If it
is more than $100, you must deposit it. See
Chapter 16. However, if you have depos-
ited the tax you owe for the year in full and
on time, you have until February 10 to file
the return.

February 10

Farm employers. File Form 943 to report so-
cial security and Medicare taxes and with-
held income tax for 1994. This due date ap-
plies only if you had deposited the tax for
the year in full and on time. If not, you
should have filed the return by January 31.

Federal unemployment (FUTA) tax. File
Form 940 (or 940-EZ) for 1994. This due
date applies only if you had deposited the
tax for the year in full and on time. If not,
you should have filed the return by January
31

February 28

All farm businesses. Report certain pay-
ments of $600 or more made during 1994
to a taxpayer other than a corporation. See
Chapter 2. Use Forms 1096 to summarize
and transmit Forms 1099-INT and 1099—
MISC.

All employers. File Form W-3, Transmittal of
Income and Tax Statements, along with
Copy A of all the Forms W-2 you issued for
1994. See Chapter 2.

March 1

Farmers. File your 1994 income tax return
(Form 1040) and pay any tax due. How-
ever, you have until April 17 if you paid your
1994 estimated tax by January 17, 1995.

March 15

Corporations. File a 1994 calendar year in-
come tax return, Form 1120 or 1120-A.
See Publication 542, Tax Information on
Corporations.



April 17

Individual farmers. File an income tax return
(Form 1040) for 1994 and pay any tax due
if you did not file by March 1. See Chapter
2.

Partnerships. File a 1994 calendar year re-
turn. Use Form 1065. See Publication 541,
Tax Information on Partnerships.

May 1

Federal unemployment (FUTA) tax. If you
are liable for FUTA tax (see Chapter 16),
you must deposit your actual federal unem-
ployment tax liability with a depositary. No
deposit is necessary if the liability for the
quarter does not exceed $100.

July 31

Federal unemployment (FUTA) tax. If you
are liable for FUTA tax, you must deposit
your actual federal unemployment tax lia-
bility with a depositary. No deposit is nec-
essary if the liability for the quarter, plus un-
deposited federal unemployment tax for
the 1st quarter, does not exceed $100.

October 31

Federal unemployment (FUTA) tax. If you
are liable for FUTA tax, you must deposit
your actual federal unemployment tax lia-
bility with a depositary. No deposit is nec-
essary if the liability for the quarter, plus un-
deposited federal unemployment tax for
previous quarters, does not exceed $100.

1.

Importance of Good
Records

Introduction

A farmer, like other taxpayers, must keep
records to prepare an accurate income tax re-
turn and pay only the tax owed. Items such as
invoices, canceled checks, and receipts for
bills paid by cash that support entries in your
books should be filed in an orderly manner and
stored in a safe place.

Topics
This chapter discusses:

* How to keep records
* How long to keep records

Useful Items
You may want to see:

Publication

0 463 Travel, Entertainment, and Gift
Expenses

0 534 Depreciation
0 917 Business Use of a Car
0 937 Employment Taxes

Form (and Instructions)

O Schedule F (Form 1040) Profit or Loss
From Farming

0 W-2 Wage and Tax Statement

0 W-4 Employee’s Withholding
Allowance Certificate

0O 4562 Depreciation and Amortization
0 8824 Like-Kind Exchanges

How To Keep
Records

Good records can save you time and money.
You need good records for efficient farm man-
agement, preparation of financial statements,
and to support items of income and expense
reported on your tax return. Here are some
ways in which they may help.

Identify source of receipts. Your records
should identify the source, date, and amount of
your receipt and show whether the income is
taxable or nontaxable.

Record deductible expenses. You may for-
get expenses when you prepare your tax re-
turn unless you record them when they occur.
After entering the item in your records, keep
the source document or receipt in a safe, well-
organized file.

Figure depreciation deduction. You should
note in a permanent record the depreciable as-
sets used in your farming business. Deprecia-
tion allows you to recover the cost of farm busi-
ness property by deducting part of it each year
of its depreciable life on your tax return. You
must keep a record of the cost and any other
information pertaining to the basis of your as-
sets. This is needed to figure your depreciation
deduction and any gain or loss upon disposi-
tion of the asset. If you sell or make capital im-
provements to your assets, only a permanent
record will show how much of their cost you
have recovered. See Chapter 20 for a sample
depreciation worksheet and a completed Form
4562.

This information is also needed to correctly
report a disposition of an asset on your tax re-
turn. In addition, if you exchange property for
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the same kind of property, these permanent
records will enable you to complete and file
Form 8824. You must file this form with your
tax return to report the like-kind exchange of
any business or investment property. For more
information, see Chapter 10.

Figure earnings for self-employment social
security tax. The self-employment tax is part
of the system for providing social security cov-
erage for people who work for themselves.
The social security benefits you receive when
you retire or become disabled, or the benefits
your family receives in case of your death, de-
pend on the amount you contributed to your
social security account based on your net
earnings. Your records should show how
much of your earnings are subject to self-em-
ployment tax.

Support items reported on income tax re-
turn. If your income tax return is examined by
the IRS, you may be asked to explain and sup-
port the items reported. Adequate and com-
plete records are always supported by sales
slips, invoices, receipts, bank deposit slips,
canceled checks, certain financial account
statements, and other documents.

Financial account statements as proof
of payment. If you cannot provide a canceled
check to prove payment of an expense item,
you may be able to prove it with certain finan-
cial account statements. These include ac-
count statements prepared by a third party
who is under contract to prepare statements
for the financial institution. To be acceptable,
they must meet the following requirements:

1) Anaccount statement showing a check
clearing is accepted as proof if it shows
the check number, amount, payee name,
and the date the check amount was
posted to the account by the financial
institution.

2
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An account statement prepared by a fi-
nancial institution showing an electronic
funds transfer is accepted as proof if it
shows the amount transferred, payee
name, and the date the transfer was
posted to the account by the financial
institution.

3) An account statement prepared by a fi-
nancial institution showing a credit card
charge (an increase to the cardholder’s
loan balance), is accepted as proof if it
shows the amount charged, payee name,
and the date charged (transaction date).

These account statements must show a high
degree of legibility and readability. For this pur-
pose, legibility is the quality of a letter or num-
ber enabling it to be identified positively ex-
cluding all other letters and numbers.
Readability is the quality of a group of letters or
numbers enabling it to be recognized as words
or complete numbers. However, this does not
mean the information must be typed or printed.

Proof of payment alone does not establish
that you are entitled to a tax deduction. You
should also keep other documents as dis-
cussed in Support items reported on income
tax return, earlier.
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Recordkeeping. Generally, there are no spe-
cial kinds of records required. However, your
records should contain all the information you
need to figure your income, deductions, cred-
its, and other items shown on your income tax
return. You may want to keep records of
Forms 1099, preproductive expenses, conser-
vation documents, and other items shown on
Schedule F (Form 1040) that pertain to your
business operations. You should also keep
good records pertaining to all assets both de-
preciable and nondepreciable.

A farm income and expense record is illus-
trated in Chapter 20.

Specific information on recordkeeping for
farmers exempt from federal excise tax on die-
sel fuel used in off-highway vehicles is pro-
vided under How To Claim a Credit or Refund
in Chapter 18.

Travel expenses. You are required to
support your expenses for business travel with
adequate records or sufficient evidence to
prove your own statements. This includes ex-
penses for local travel, gifts, entertainment,
and the business use of certain listed prop-
erty. Adequate records include account
books, diaries, trip sheets, or similar items.

Listed property generally includes all
passenger automobiles; entertainment,
amusement or recreation-type property; and
computer equipment not used exclusively at a
regular business location. Passenger automo-
biles include any four-wheeled vehicle manu-
factured primarily for use on public streets,
roads, and highways and rated at 6,000
pounds or less of unloaded gross vehicle
weight (gross vehicle weight for trucks and
vans). For more information on listed property,
see Chapter 4 in Publication 534.

Records for travel expenses and listed
property. You should record the elements of
an expense or of a business use at or near the
time of the expense, and keep sufficient docu-
mentary evidence to support it. This type of re-
cord has more value than a statement pre-
pared later when generally there is a lack of
accurate recall.

See Publications 463, 534, and 917 for
more information.

How Long To
Keep Records

Keep the records that support items of income
or expense reported on your tax return until the
period of limitations for the tax return runs out.
(A period of limitations is the limited period of
time after which no legal action can be
brought.) Usually, this is the later of:

1) 3years after the date your return is due or
filed, or

2) 2years after the date the tax is paid.

In some cases, you must keep records longer
than the period of limitations.

Employment taxes. If you are an employer,

you must keep all your employment tax
records for at least 4 years after the date the
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tax becomes due or is paid, whichever is later.
This includes copies of Form W-4, undeliv-
ered copies of Form W-2, and all payroll
records. For more detailed information on em-
ployment tax records, see Recordkeeping in
Publication 937.

Basis. Keep records that support your basis
in property as long as they are needed to fig-
ure the correct basis of your original or re-
placement property (including all capital im-
provements). See Chapter 7 for more
information on basis.

Tax returns. Keep copies of your tax returns.
They will help in preparing future tax returns
and in making computations if you later file a
claim for refund. They may also be helpful to
the executor or administrator of your estate, or
to the IRS, if your original return is not
available.

2.

Filing Requirements
and Return Forms

Important Reminders

Form 1099-MISC. If you make total pay-
ments of $600 or more during the year to an-
other person, other than an employee or a cor-
poration, in the course of your farming
business, you must file a Form 1099-MISC to
report these payments.

Estimated tax. When you figure your esti-
mated tax for 1995, you mustinclude any alter-
native minimum tax you expect to owe. See
Chapter 14 and Publication 505, Tax With-
holding and Estimated Tax.

Introduction

If you are a citizen or resident of the United
States, single or married, and your gross in-
come for the tax year is at least the amount
shown later in the category that applies to you,
you must file a 1994 federal income tax return
even if no tax is due. This also applies to minor
children. Gross income is explained later in the
chapter.

Topics
This chapter discusses:

* Filing requirements

« ldentification number

« Estimated tax

» Main tax forms used by farmers
* Partnership returns

« Corporation returns
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« S corporation returns

Useful Items
You may want to see:

Publication

0 349 Federal Highway Use Tax on
Heavy Vehicles

0 505 Tax Withholding and Estimated
Tax

0 541 Tax Information on Partnerships
0 542 Tax Information on Corporations
0O 589 Tax Information on S Corporations

Form (and Instructions)

This chapter discusses various forms and
instructions you may have to file with the IRS.
We have not listed them separately here.

Filing Requirements

The filing requirement amounts below are the
exemption amount, $2,450, plus the standard
deduction for the filing status and age.

Who Must File

Filing Status Is: Income At Least:

Single
Under65 ................. $ 6,250
65orolder ................ 7,200
Head of Household
Under65 ................. $ 8,050
65orolder ................ 9,000
Married, Joint Return
Bothunder65 ............ $ 11,250
One spouse 65 or older 12,000
Both 65o0rolder .......... 12,750
Not living with spouse at
end of year (or on date
spouse died) ........... 2,450
Married, Separate Return
All(anyage) .............. $ 2,450
Qualifying Widow(er) with
Dependent Child
under65 ................. $ 8,800
65orolder................ 9,550

Dependent’s return. If you can claim some-
one as a dependent on your tax return (for ex-
ample, your son or daughter), that person
must generally file his or her own tax return if
he or she:

1) Had only earned income, such as salary
or wages, and the total is more than
$3,800, or

2) Had only unearned income, such as inter-
est and dividends, and the total is more
than $600, or

3) Had both earned and unearned income,
and the total is more than $600.

Self-employed. If you are self-employed, you
must file a return if you had net earnings of
$400 or more from self-employment, even



though you are not otherwise required to file
an income tax return. See Chapter 15.

Earned income credit refund. You must also
file a return to receive any refund from the
earned income credit.

More information. See the Form 1040 in-
structions for more information on who must
file a return for 1994.

Identification Number

You must show your taxpayer identification
number (your social security or employer iden-
tification number) on all returns, statements, or
documents you are required to file. For exam-
ple, it must be shown on your federal income
tax return, your estimated tax payment
voucher, and all information returns, such as
Forms 1096 and 1099. A penalty of $50 may
be levied for each failure to show the number.

Which number to use. If you have to file an
excise, alcohol, tobacco, firearms, or employ-
ment tax return, you should have an employer
identification number and use that number on
your farm business Schedule F (Form 1040).
Otherwise, use your social security number.
On your individual income tax return (Form
1040), computation of self-employment tax
(Schedule SE), and estimated tax payment
voucher (Form 1040-ES), you should use
your social security number, regardless of the
number used on your business returns.

If you are married, show social security
numbers for both you and your spouse on your
Form 1040, whether you file jointly or sepa-
rately. If you are filing a joint return, list the so-
cial security numbers in the same order that
you show your first names. Also show both so-
cial security numbers on your Form 1040-ES if
you make joint estimated tax payments.

Application for identification number. To
apply for a social security number, use Form
SS-5. You can get the form from any social se-
curity office. If you are under 18 years of age,
you must furnish evidence of age, identity, and
U.S. citizenship with your Form SS-5. If you
are 18 or older, you must appear in person with
this evidence at a social security office.

To apply for an employer identification
number, use Form SS—4. You can get this
form from any social security office or by call-
ing IRS at 1-800-829-3676.

Estimated Tax and
Return Due Date

When you must pay estimated tax and file your
return depends on whether you qualify as a
farmer. To qualify as a farmer, you must re-
ceive at least two-thirds of your total gross in-
come from farming in the current or prior year.
Gross income is not the same as total in-
come shown on line 22 of Form 1040.

Figure 2-A. Estimated Tax for Farmers

Stinrt Here:
Ig 2/ of all gross
Yos income In current or No
prior year from
laming?
Do you sxpactyour | No | wy) file and pay Follow general
withholding & credits
Emﬂﬁmﬁsfﬁ* _>hhnuyuard11? setimeatad tax rules
your
Yes No
Yes
Estimatad tax
o |!mny§"¢':|phm
ue
Ko sstimated tax January 16 (refumn
requirement € —> due April 15)

Gross Income

Gross income is all income you receive in the
form of money, property, and services that is
not exempt from tax. It is the total income you
receive before allowable deductions. For a
business, gross income is total receipts minus
cost of goods sold.

The amount of your gross income is used
to determine if you must file an income tax re-
turn. It is also used to determine if you qualify
as a farmer. To see if you qualify as a farmer,
first figure the amount of your total gross in-
come and then determine the percentage of
this total that comes from farming. On a joint
return, you must add your spouse’s gross in-
come to your own gross income to determine if
at least two-thirds of the total is from farming.

Gross income includes:

1) Wages, salaries, tips, etc.

2) Taxable interest.

3) Dividends.

4) Taxable refunds of state and local taxes.
5) Alimony received.

6) Gross business income from line 7,
Schedule C (Form 1040).

7) Gross receipts from line 1, Schedule C—
EZ (Form 1040).

8) Capital gains from Schedule D (Form
1040). Use only column (g). Losses can-
not be netted against gains. Add lines 7
and 16, column (g), and subtract the total
of lines 5 and 13, column (g), and the gain
from Form 4797 on line 12, column (g).

9

N

Capital gain distributions reported on line
14, Schedule D (Form 1040).

Gains on sales of business property from
Form 4797, column (h) of lines 7 and 19.

Taxable IRA distributions, pensions, an-
nuities, and social security benefits.

10

=
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12) Gross rental income from line 3, Schedule
E (Form 1040).

13) Gross royalty income from line 4, Sched-
ule E (Form 1040).

14) Your taxable netincome from an estate or
trust (line 36, Schedule E, Form 1040).

15) Income from a REMIC reported on line
38, Schedule E (Form 1040).

16) Gross farm rental income from line 7,
Form 4835.

17) Farmincome from line 11, Schedule F
(Form 1040).

18) Your distributive share of gross income
from a partnership.

19) Your pro rata share of gross income from
an S corporation.

20) Unemployment compensation.

21) Other income reported on line 21, Form
1040 that is not reported with any of the
items listed above.

There are brief descriptions of forms and
schedules used by farmers later in this
chapter.

Gross Income from Farming
Gross income from farming includes:

1) Farmincome from line 11, Schedule F
(Form 1040).

2) Farmrental income from line 7, Form
4835.

3) Gross farm income from Parts Il and 111,
Schedule E (Form 1040). See the instruc-
tions for line 41.

4) Gains from the sale of livestock used for
draft, breeding, sport, or dairy purposes
reported on Schedule D (Form 1040) or
Form 4797.
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Farm employees. Wages you receive as a
farm employee are not farm income. This in-
cludes wages you receive from a farm corpo-
ration even if you are a stockholder in the cor-
poration. If all or most of your income is from
wages as a farm employee, your employer is
usually required to withhold income tax from
your wages. You also may have to make esti-
mated tax payments if you do not have enough
tax withheld. For more information, see Publi-
cation 505.

Percentage from Farming

Total your gross income from all sources as
shown earlier. Then total your gross income
from farming. Divide your farm gross income
by your total gross income to determine the
percentage of your gross income that comes
from farming.

Example 1. James Smith had the follow-
ing total gross income and farm gross income
in 1994:

Gross Income

Total Farm
Taxable interest $43,000
Dividends 500
Rental income (Sch E) 1,500
Farm income (Sch F) 75,000 $75,000
Schedule D 5,000 5,000
Totals $125,000 $80,000

Schedule D showed gains from the sale of
dairy cows carried over from Form 4797
($5,000) in addition to losses from the sale of
corporate stock ($2,000). Mr. Smith’s gross
farm income is 64% of his total gross income
($80,000 + $125,000 = 64%). Therefore, he
does not meet the farm gross income test in
1994. However, he can still qualify as a farmer
if at least two-thirds of his gross income was
from farming in 1993.

Example 2. The facts are the same as Ex-
ample 1 except that Mr. Smith also received
gross farm rental income (Form 4835) of
$15,000. This made his total gross income
$140,000 and his farm gross income $95,000.
He qualifies as a farmer in 1994 since at least
two-thirds of his gross income is from farming
($95,000 + $140,000 = 67.9%).

Qualified Farmer Due Dates

If at least two-thirds of your total gross income
for 1993 or 1994 is from farming, you have only
one payment due date for estimated tax—Jan-
uary 17, 1995.

For your 1994 tax, you may either:

1) Pay all your estimated tax by January 17,
1995, and file your Form 1040 by April 17,
1995, or

File your Form 1040 by March 1, 1995,
and pay all the tax that is due. You are not
required to make an estimated tax pay-
ment. If you pay all the tax due, you will
not receive a penalty for not paying esti-
mated tax.

2
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Fiscal years. If you qualify as a farmer but
your tax year does not start on January 1, you
may file your return and pay the tax on or
before the first day of the 3rd month after the
close of your tax year. Or you may pay your re-
quired estimated tax within 15 days after the
end of your tax year. Then file your return and
pay any balance due on or before the 15th day
of the 4th month after the end of your tax year.

Amount of required annual payment. If at
least two-thirds of your gross income for 1993
or 1994 is from farming, the required annual
payment due January 17, 1995, is the smaller
of:

1) 66%% (.6667) of your total tax for 1994, or

2) 100% of the total tax shown on your 1993
return. (The return must cover all 12
months.)

Nonqualified Farmer

Due Dates

If you did not qualify as a farmer in 1994 be-
cause less than two-thirds of your total gross
income was from farming and you do not ex-
pect to qualify in 1995, you do not qualify for
the special estimated tax payment and return
due dates. You generally must make quarterly
estimated tax payments on April 17, June 15,
and September 15, 1995, and on January 16,
1996. You must file your return by April 15,
1996.

For more information on estimated taxes,
see Publication 505.

Penalty

If you do not pay all your required estimated
tax by January 17, 1995, and do not file your
return and pay the tax by March 1, 1995, use
Form 2210-F, Underpayment of Estimated
Tax by Farmers and Fishermen, to determine
if you owe a penalty. If you owe a penalty but
do not pay it and file Form 2210-F with your re-
turn, you will get a penalty notice from the IRS.
You should pay the penalty as instructed by
the notice.

If you file your return by April 17 and pay
the bill within 10 days after the notice date, the
IRS will not charge you interest.

Occasionally, you may get a penalty notice
even though you filed your return on time, at-
tached Form 2210-F, and met the gross in-
come test. If you receive a penalty notice for
underpaying estimated tax that you think is in
error, write to the address on the notice and
explain why you think the notice is in error. In-
clude a computation, similar to the one in Ex-
ample 1, showing that you meet the gross in-
come test. Do not ignore a penalty notice even
if you think it is in error.

Other Filing Information

Payment date on a holiday or weekend. If
the last day for filing your return or making a
payment falls on a Saturday, Sunday, or legal
holiday, your return or payment will be on time
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if itis filed or made on the next day that is not a
Saturday, Sunday, or legal holiday.

Automatic extension of time to file Form
1040. If you do not choose to file your return
by March 1, 1995, the due date for your 1994
return will be April 17, 1995. However, you can
get an automatic 4—-month extension of time to
file your return. Your Form 1040 would then be
due by August 15, 1995. To get this extension,
file Form 4868, Application for Automatic Ex-
tension of Time To File U.S. Individual Income
Tax Return, by April 17, 1995. For more infor-
mation, see the instructions for Form 4868.

This extension does not extend the March
1, 1995, filing date for farmers who did not
make an estimated tax payment and who want
to avoid an estimated tax penalty. Therefore, if
you did not make an estimated tax payment by
January 17, 1995, and you file your tax return
after March 1, 1995, you will be subject to a
penalty for underpaying your estimated tax
even if you filed Form 4868.

Return Forms

When filing your income tax return, arrange
your forms and schedules in the correct order
using the sequence numbers located in the up-
per right corner of the form. Attach all other
statements or attachments last, arranged in
the same order as the forms or schedules they
support. Some of these forms and schedules
are illustrated in Chapter 20.

The following forms and schedules are
used by farmers.

Form 1040. This form is the income tax return.
List taxable income from all sources on Form
1040, including profit or loss from farming op-
erations as figured on Schedule F (Form
1040). Figure the tax on this form, also.

Schedule A. This schedule is used to list
nonbusiness itemized deductions.

Schedule B. This schedule is used to re-
port interest and dividend income of over
$400.

Schedule C. This schedule is used to list
income and deductions and to determine the
net profit or loss from a nonfarm business.

Schedule C-EZ. This schedule is used in
place of Schedule C, if gross receipts from a
nonfarm business are $25,000 or less and
business expenses are $2,000 or less.

Schedule D. This schedule is used to re-
port gains and losses from sales of capital
assets.

Schedule E. This schedule is used to re-
port income or losses from rents, royalties,
partnerships, estates, trusts, and S
corporations.

Schedule F. This schedule is used by
farmers filing on either the cash or an accrual
method of accounting. List all farm income and
deductions and determine the net farm profit or
loss on this schedule.

Schedule SE. This schedule is used to fig-
ure self-employment tax. See Chapter 15.

Form 1040-ES. Use this form to figure and
pay estimated tax. See Publication 505.



Form 3800. Form 3800, General Business
Credit, is used to figure the general business
credit. See Chapter 9 for information on the
credits that comprise the general business
credit.

Form 4136. Form 4136, Credit for Federal
Tax Paid on Fuels, is used to figure the credit
for federal tax on gasoline and special fuels.
See Chapter 18.

Form 4684. Form 4684, Casualties and
Thefts, is used to report gains and losses from
casualty and theft of business and personal
use property.

Form 4797. Form 4797, Sales of Business
Property, is used to report gains and losses
from the sale or exchange of business prop-
erty and from certain involuntary conversions.

Form 2210-F. Form 2210-F, Underpayment
of Estimated Tax by Farmers and Fishermen,
is used by farmers to figure any underpayment
of estimated tax and the underpayment
penalty.

Form 6251. Form 6251, Alternative Minimum
Tax—Individuals, is used to figure the alterna-
tive minimum tax. See Chapter 14.

Form 3468. Form 3468, Investment Credit.
The investment credit is generally repealed,
but see Chapter 9 for any exceptions that may
apply.

Form 4255. Form 4255, Recapture of Invest-
ment Credit, is used to figure the tax from the
recapture of investment credit.

Form 4562. Form 4562, Depreciation and
Amortization, is used to explain the deductions
for depreciation and amortization.

Form 4835. Form 4835, Farm Rental Income
and Expenses, is used to report farm rental in-
come received as a share of crops or livestock
produced by the tenant, if the landlord did not
materially participate in the operation or man-
agement of the farm.

Other Forms

The following forms may also be filed by farm-
ers in certain situations.

Form 1065. Form 1065, U.S. Partnership Re-
turn of Income, is filed for all farm partnerships.
See Partnerships later in this chapter.

Form 1120. Form 1120, U.S. Corporation In-
come Tax Return, is filed by corporations.
Form 1120-A, U.S. Corporation Short-Form
Income Tax Return, a short version of Form
1120, can be used by many small corporations
instead of Form 1120. See Corporations later
in this chapter.

Form 1120S. Form 1120S, U.S. Income Tax
Return for an S Corporation, is used by S cor-
porations. See S Corporations, later in this
chapter.

Form 943. Form 943, Employer’s Annual Tax
Return for Agricultural Employees, is filed on
or before January 31 of the following year if a
farmer was required to withhold and pay social
security and Medicare taxes, and withheld in-
come tax on farm labor wages paid during the
calendar year. If the farmer deposited all taxes
by January 31, Form 943 may be filed as late
as February 10.

Form 8109. Form 8109, Federal Tax Deposit
Coupon, is used to deposit employment taxes
and all other taxes that are deposited. In gen-
eral, income tax withheld and both employer
and employee social security and Medicare
taxes that total $500 or more must be depos-
ited. The IRS will send a coupon book to use
for deposits when a farmer applies for an em-
ployer identification number. See Chapter 16.

Form 940. Form 940, Employer’s Annual Fed-
eral Unemployment (FUTA) Tax Return, is
filed on or before January 31 of the following
year if the farmer was subject to FUTA tax. If
all tax was deposited by January 31, Form 940
may be filed as late as February 10. Form
940-EZ is a simplified version of Form 940.
See Chapter 16.

Form W-2. Form W-2, Wage and Tax State-
ment, is prepared for each employee to whom
a farmer paid any amount for services, includ-
ing any payment that was not in cash, if the
farmer is in a trade or business. The farmer
must show, in the space marked Wages, tips,
other compensation, the total amount paid to
the employee. Copies B and C of Form W-2
must be given to the employee on or before
the last day of January. Copy A of each Form
W-2 must be sent to the Social Security Ad-
ministration with a completed Form W-3,
Transmittal of Income and Tax Statements, on
or before the last day of February. See Chap-
ter 16.

Form 2290. Form 2290, Heavy Vehicle Use
Tax Return, is filed if a truck or truck tractor
registered in the farmer’s name is:

1) A highway motor vehicle.

2) Required to be registered for highway
use.

3) Actually used at least once on a public
highway.

4) Has ataxable gross weight of at least
55,000 pounds.

See Publication 349.

Form 8645. Form 8645, Soil and Water Con-
servation Plan Certificate, is used to certify
that soil and water conservation expenses are
consistent with an approved conservation
plan. See the instructions for Schedule F
(Form 1040).

Form 8822. Form 8822, Change of Address,
is used to notify IRS of a change in home or
business address. The suite, room, or other
unit number should be included if it is required
in the address. The form must be sent to the
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Internal Revenue Service Center for the old
address.

Form 8824. Form 8824, Like-Kind Ex-
changes, is filed with Schedule D (Form 1040)
or Form 4797 for like-kind exchanges. See
Chapter 10.

Information Returns

Information returns are forms that provide in-
formation, other than amounts of tax due, that
is required by the IRS. There are many infor-
mation forms, including Form W-2 discussed
earlier. This discussion, however, is limited to
Form 1099—MISC, Form 1099-INT, and Form
1096.

Form 1099-MISC. If you make total pay-
ments of $600 or more during the calendar
year to another person, other than a corpora-
tion, in the course of your farm business, you
must file information returns to report these
payments. Payments of $600 or more made
for items such as custom harvesting, crop
sprayers, veterinarians, rents, commissions,
fees, prizes, awards, independent contractors,
and other payments and compensation, in-
cluding payments to subcontractors and pay-
ments for services provided by nonemployees,
are reported on Form 1099-MISC, Miscellane-
ous Income. Payments of $10 or more for roy-
alties are also reported on Form 1099-MISC.

Payments for merchandise, freight and
similar charges, and for rental payments to
real estate agents need not be reported. How-
ever, if you pay a contractor who is not a dealer
in supplies for both supplies and services, in-
clude the payment for supplies used to per-
form the services as long as providing the sup-
plies was incidental to providing the service.

You also use Form 1099-MISC to report to
the payee and to the IRS payments you made
that were subject to backup withholding and
the amounts you withheld.

Payments for compensation to employees
are reported on Form W-2, not on Form
1099-MISC. See Chapter 16.

Form 1099-INT. You report interest pay-
ments, including interest paid on installment
sale contracts, of $600 or more on Form 1099—
INT, Interest Income.

Preparation of returns. You must prepare
separate copies of Form 1099—INT and Form
1099-MISC for each person. One copy of the
form must be filed with the IRS. Each person
who received payment from you must be given
a statement (or copy of the form) by January
31 of the following year. Instructions for com-
pleting these forms are in a booklet titled /n-
structions for Forms 1099, 1098, 5498, and
W-2G.

Form 1096. When sending copies to the
IRS, you must use a separate transmittal,
Form 1096, Annual Summary and Transmittal
of U.S. Information Returns, for each different
type of form. Because these forms are read by
machine, there are very specific instructions
for their preparation and submission. You may
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be subject to a penalty for each incorrectly filed
document.

Penalties. Information returns filed late, with-
out all information required to be on the return,
or with incorrect information may be subject to
a penalty. See the Instructions for Forms 1099,
1098, 5498, and W-2G, for information on
penalties for filing Forms 1099.

Partnerships

A partnership is the relationship between two
or more persons who join together to carry on
a trade or business, including farming. Each
partner contributes in some way—money,
property, labor, or skill—and shares profits
and losses in agreed proportions.

A syndicate, group, pool, joint venture, or
other unincorporated organization that carries
on any business, financial operation, or ven-
ture is also a partnership for tax purposes, un-
less it can be classified as a corporation, a
trust, or an estate.

Family partnerships. Members of the same
family may, and often do, form valid partner-
ships. For instance, a husband and wife or par-
ents and children may conduct a farming en-
terprise through a partnership. To be
recognized as a partnership for federal tax pur-
poses, a partner relationship must be estab-
lished and certain requirements must be met.
For information on these requirements, see
Family Partnerships in Publication 541. Merely
doing chores, helping with the harvest, or
keeping house and cooking for the family and
hired help does not establish a partnership. If a
husband and wife are partners in the operation
of a farm or other business, they should report
their partnership income on the partnership re-
turn, Form 1065.

Co-ownership and sharing expenses. Mere
co-ownership of property that is maintained
and leased does not constitute a partnership.
For example, if an individual owner or tenants-
in-common of farm property lease that prop-
erty for cash rental or a share of the crops, a
partnership is not necessarily created by the
leasing. However, tenants-in-common may be
partners if they actively carry on a farm or other
business operation and share its profits and
losses. A joint undertaking merely to share ex-
penses is not a partnership.

Partner’s distributive share. Each partner’s
distributive share of partnership income, gain,
loss, etc., must be included on that partner’s
tax return, even though the items were not dis-
tributed. No tax is payable on the return of a
partnership.

Self-employment tax. Unless you are a lim-
ited partner, your distributive share of income
from a partnership is self-employment income.
The self-employment tax of a member of a
partnership engaged in farming is discussed in
Chapter 15.
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Ending partnership. When you create a part-
nership, you do not usually recognize any gain
or loss on contributions of money or property
you make to the partnership. However, you will
usually have to recognize gain or loss when
you end the partnership.

You may be able to avoid recognizing gain
or loss on ending the partnership if you buy out
your partners or change to a corporation
status.

Limited liability company (LLC). AnLLC is
an entity formed under state law by filing arti-
cles of organization as an LLC. Unlike a part-
nership, none of the members of an LLC are
personally liable for its debts. An LLC may be
classified as a partnership or corporation for
federal income tax purposes, depending on
whether it has more than two of the corporate
characteristics listed later under Corporations.

Filing requirements. Partnerships file a re-
turn on Form 1065, U.S. Partnership Return of
Income. This is an information return showing
the income and deductions of the partnership,
the name and address of each partner, and the
amount of each partner’s distributive share of
income, gain, loss, deductions, credits, etc. A
return must be filed for each tax year of the
partnership even though the partnership has
no income. However, a return is not required
before the first tax year the partnership has in-
come or deductions.

Schedule F (Form 1040). Use Schedule F
(Form 1040) to report the farm partnership
profit or loss. This schedule should be filed
with Form 1065. The profit or loss shown on
Schedule F, adjusted for amounts to be re-
ported on Schedule K-1 and Schedule K of
Form 1065, is entered on line 5 of Form 1065.

Other schedules. Each partner’s distribu-
tive share of partnership items, such as ordi-
nary income or loss, capital gain or loss, net
earnings from self-employment, etc., is en-
tered on Schedule K-1 of Form 1065. Fill in all
other schedules on Form 1065 that apply to
you.

Filing penalty. A penalty is assessed
against the partnership if the partnership is re-
quired to file a partnership return and:

1) Fails to file the return on time, including
extensions, or

2) Files areturn that fails to show all the in-
formation required.

The penalty is $50 a partner per month (or
part of a month) for a maximum of 5 months.

However, a partnership does not have to
pay the penalty if it can show reasonable
cause for failure to file a return. A family farm
partnership with 10 or fewer partners will usu-
ally be considered to meet this requirement if it
can show that all partners have fully reported
their shares of all partnership items on their
timely filed income tax returns. In addition, the
partnership must have no foreign or corporate
partners, and each partner’s proportionate
share of each partnership item must be the
same.
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More information. For more information on
partnerships, see Publication 541.

Corporations

A corporation, for federal income tax pur-
poses, includes associations, joint stock com-
panies, trusts, and partnerships that actually
operate as associations or corporations.
Organizations that are unincorporated and
have certain corporate characteristics are
classified as associations and taxed as corpo-
rations. These organizations must have asso-
ciates and be organized to carry on business
and divide any gains. They must also have a
majority of the following characteristics:

1) Continuity of life.

2) Centralization of management.
3) Limited liability.

4) Free transferability of interests.

However, other factors may also be significant
in classifying an organization as an associa-
tion. An organization will be treated as an as-
sociation if its corporate characteristics make it
more nearly resemble a corporation than a
partnership or trust. The facts in each case de-
termine whether or not these characteristics
are present.

Corporate tax. Corporate profits are normally
taxed to the corporation. When the profits are
distributed as dividends, the dividends are
taxed to the shareholders.

In figuring its taxable income, a farm corpo-
ration generally takes the same deductions
that a noncorporate farmer would claim on
Schedule F (Form 1040). Corporations are
also entitled to special deductions.

Forming a corporation. A corporation is
formed by a transfer of either money, property,
or both, by prospective shareholders in ex-
change for capital stock in the corporation.

If money is exchanged for stock, no gain or
loss is realized by the shareholder or corpora-
tion. The stock received by the shareholder
has a basis equal to the money transferred to
the corporation by the shareholder.

If property is exchanged for stock, it may be
either a taxable or nontaxable exchange.

Filing requirements. Corporations file Form
1120 or Form 1120-A. A corporation must file
an income tax return unless it has dissolved.
This applies even if it ceased doing business
and disposed of all its assets except for a small
sum of cash retained to pay state taxes to
keep its corporate charter.

More information. For more information on
corporations, see Publication 542.

S Corporations

A qualifying corporation may choose to be
generally exempt from federal income tax. Its
shareholders will then include in income their



share of the corporation’s separately stated
items of income, deduction, loss and credit
and their share of nonseparately stated in-
come or loss. A corporation that makes this
choice is known as an S corporation.

To make this election, a corporation, in ad-
dition to other requirements, must not have
more than 35 shareholders. Each of its share-
holders must also consent to the election.

Although it is generally not liable for federal
income tax, an S corporation may have to pay
the following taxes.

1) Ataxon:
a) Excess passive investment income,
b) Certain capital gains, or
¢) Built-in gains.

2) The tax from recomputing a prior year's
investment credit.

3) LIFO recapture tax.

An S corporation files its return on Form
1120S. In addition, an S corporation may have
to make quarterly estimated tax payments.

For more information, see Publication 589.

3.

Accounting Periods
and Methods

Introduction

Each taxpayer (business or individual) must
figure taxable income on the basis of an an-
nual accounting period. Each taxpayer must
also use a consistent accounting method that
accurately accounts for income and expenses.
For more detailed information, such as how to
change an accounting period or method, see
Publication 538.

Topics
This chapter discusses:

« Calendar tax years

* Fiscal tax years

» The cash method of accounting

» The accrual method of accounting

» Changes in accounting method

Useful Items
You may want to see:

Publication

00 538 Accounting Periods and Methods

Form (and Instructions)

0 3115 Application for Change in
Accounting Method

Accounting Periods

Your “tax year” is the annual accounting pe-
riod you use for keeping your records and re-
porting your income and expenses. The ac-
counting periods you can use are:

« A calendar year, or
« Afiscal year.

You adopt a tax year when you file your first in-
come tax return. You must adopt your first tax
year by the due date (hot including extensions)
for filing a return for that year.

Calendar tax year. If you adopt the calendar
year for your annual accounting period, you
must maintain your books and records and re-
port your income and expenses for the period
from January 1 through December 31 of each
year.

If you filed your first return using the calen-
dar tax year, and you later begin business as a
farmer or become a partner in a partnership or
a shareholder in an S corporation, you must
continue to use the calendar tax year unless
you get permission to change. You must report
your income from all sources, including your
farm, salaries, partnership income, and divi-
dends, using the same tax year.

You must adopt the calendar tax year if:

1) You do not keep adequate records,
2) You have no annual accounting period, or

3) Your present tax year does not qualify as
afiscal year.

Fiscal tax year. Aregular fiscal tax year is 12
consecutive months ending on the last day of
any month except December. If you adopt a
fiscal tax year, you must maintain your books
and records and report your income and ex-
penses using the same tax year.

Partnerships and S corporations. Special
restrictions apply to the tax year that may be
adopted by partnerships and S corporations.
See Partnerships, S Corporations, and Per-
sonal Service Corporations in Publication 538.

Accounting Methods

An accounting method is a set of rules used to
determine when and how income and ex-
penses are reported. The term “accounting
method” includes not only the overall method
of accounting you use, but also the accounting
treatment you use for any item. You must file
your return using the same method you use for
your tax records.

You choose your accounting method when
you file your first tax return. However, you can-
not use the crop method, discussed later, even
for your first return, unless you get consent
from the IRS. After you file your first return, if
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you want to change your accounting method,
you must first get consent from the IRS. The
methods you may use are:

1) Cash method,
2) Accrual method,

3) Special methods of accounting for certain
items of income and expenses, and

4) Combination (hybrid) method using ele-
ments of two or more of the above.

If you have more than one business, you can
use a different accounting method for each
business, provided you keep a complete and
separate set of books and records for each
business.

Special methods. There are special methods
of accounting for certain items of income and
expenses. One of these methods is the crop
method. Methods of accounting for deprecia-
tion, amortization, and depletion are explained
in Chapter 8. Methods of accounting for install-
ment sales are explained in Chapter 12.

Crop method. If you do not complete har-
vesting and disposing of your crops in the
same tax year you plant them, you may, with
consent from the IRS, choose to use the crop
method. Under this method, deduct the entire
cost of producing the crop, including the ex-
penses of seed or young plants, in the year
you realize the income from the crop. You can-
not use this method for timber or any commod-
ity covered by the uniform capitalization rules.

Combination (hybrid) method. Generally,
you may use any combination of cash, accrual,
and special methods of accounting if the com-
bination clearly shows income and you use it
consistently. However, the following restric-
tions apply:

1) Ifinventories are necessary to account for
your income, you must use an accrual
method for purchases and sales. You
may use the cash method for all other
items of income and expenses. See Farm
Inventories, later in this chapter.

2

~

If you use the cash method for figuring
your income, you must use the cash
method for reporting your expenses.

3) If you use an accrual method for reporting
your expenses, you must use an accrual
method for figuring your income.

Any combination that uses the cash method is
treated as the cash method.

Cash Method

The cash method is used by most farmers be-
cause they find it easier to keep cash method
records. However, if you use inventories to fig-
ure your gross income, you must use an ac-
crual method for your purchases and sales.
The cash method cannot be used by certain
farm corporations and partnerships, or by any
tax shelter. See Accrual Method, later.
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Income

With the cash method, you include in your
gross income all items of income you actually
or constructively receive during the year. If you
receive property or services as income, you
must include their fair market value in income.

Constructive receipt. You have constructive
receipt of income when an amount is credited
to your account or made available to you with-
out restriction. You do not need to have pos-
session of it. The receipt of a check is con-
structive receipt of money, even though you do
not deposit or cash it during the tax year you
receive it. An amount credited to your account
at a bank, store, grain elevator, etc., is con-
structively received in the year it is credited.

If you sell any items under a deferred pay-
ment contract that calls for payment the follow-
ing year, there is no constructive receipt in the
year of sale.

Example. You are a farmer who uses the
cash method and a calendar year. You sell
grain in December 1994 under a bona fide
arm’s-length contract that calls for payment
during 1995. You include the proceeds of the
sale in your 1995 gross income, since that is
the year payment is received. However, if
under the terms of the contract you have the
right to the proceeds from the buyer at any
time after the grain is delivered, you must in-
clude the selling price in your 1994 income, re-
gardless of when you receive actual payment.

Items to include in income. Your gross in-
come for the tax year includes:

1) The amount of cash and the value of mer-
chandise or other property you receive
during the tax year from the sale of raised
livestock, poultry, vegetables, fruits, etc.

2
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Your profit from the sale of all other live-
stock or other items. To find your profit
from the sale of livestock or other items
purchased, deduct the cost or other basis
of the property, plus selling expenses,
from the sale proceeds. The cost of items
you purchased for resale is not usually
deducted in the year paid unless the pay-
ment and the sale occur in the same year.
However, see Chapter 5 for when to de-
duct the cost of chickens, seeds, and
young plants.

3
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All amounts you receive from breeding
fees, fees from rent of teams of animals,
machinery, or land, and other incidental
farm income.

4

=

All subsidy and conservation payments
you receive that are considered income.

5) Your gross income from other sources.
Crop insurance proceeds may be reported in
income in the year following the year of loss

under certain conditions. See Crop Insurance
and Disaster Payments in Chapter 4.
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Expenses

Farm business expenses are deductible only
in the tax year they are paid. However, certain
prepaid expenses for supplies may only be de-
ducted when the supplies are actually used or
consumed. See Chapter 5.

Inventories are not used to figure income
on the cash method. However, if you are sub-
ject to the uniform capitalization rules (dis-
cussed later), you may use the farm-price
method or the unit-livestock-price method to
account for the costs of any plant or animal,
even if the plant or animal is not held or treated
as inventory property. See Iltems Purchased
for Resale in Chapter 5.

Accrual Method

Under an accrual method of accounting, in-
come is generally reported in the year earned,
and expenses are deducted or capitalized in
the year incurred. The purpose of an accrual
method of accounting is to match your income
and expenses in the correct year.

Income

Generally, all items of income from farming op-
erations are included in your gross income
when you earn them, even though you may re-
ceive payment in another tax year. All events
that fix your right to receive the income must
have happened and you must be able to figure
the amount with reasonable accuracy.

Items to include in income. If you use an ac-
crual method, you must use inventories to fig-
ure your gross income. Increases and de-
creases in inventory values of livestock, crops,
produce, feed, etc., at the end of the year as
compared with the beginning of the year are
reflected in figuring your gross income. Com-
plete inventories of these items are required
for reporting on an accrual method. For more
information on inventories, see Farm Invento-
ries, later in this chapter. To figure gross in-
come on an accrual method, add the following
items:

1) The sale proceeds of all livestock and
products you sell during the year,

2) The inventory value of livestock and prod-
ucts you have on hand that are not yet
sold at the end of the year,

3
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All miscellaneous items of income you
earn during the year, such as breeding
fees, fees from the rent of teams of ani-
mals, machinery, or land, or other inciden-
tal farm income,

Any subsidy or conservation payments
you receive that are considered income,
and

5) Your gross income from all other sources.

S
=

Then subtract the total of the following:

1) Inventory value of the livestock and prod-
ucts you had on hand at the beginning of
the year, and

2) The cost of any livestock or products you
purchased during the year, except live-
stock held for draft, dairy, or breeding pur-
poses, unless included in inventory.
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Expenses

You deduct farm business expenses in the tax
year you become liable for them, whether or
not you pay them in that year, unless they are
subject to the uniform capitalization rules, dis-
cussed in Chapter 7. All events must have oc-
curred that establish the fact of liability, you
must be able to reasonably determine the
amount of the liability, and economic perform-
ance must have occurred.

Economic performance generally occurs
as the property or services are provided, even
if you have not paid the expenses. An excep-
tion for recurring items allows certain ex-
penses to be treated as incurred in a tax year
even though economic performance has not
occurred. See Publication 538.

Cash Versus Accrual Methods

A comparison of the cash and accrual meth-
ods of accounting is illustrated in the following
examples. These two methods are explained
in greater detail later.

Example 1. You are a farmer who uses an
accrual method. You keep your books on the
calendar year basis. You sell some grain in
December 1994. You are not paid until Janu-
ary 1995. You must include both the sale pro-
ceeds and your cost incurred in producing the
grain in 1994 on your return for tax year 1994.
Profit or loss on the sale must be reported for
the year all events occurred that fix your right
to receive income from the transaction if your
profit or loss can be determined with reasona-
ble accuracy.

Example 2. Assume in Example 1 that you
used the cash method and that there was no
constructive receipt of the sale proceeds in
1994. Under this method, the sale proceeds
are included in income for 1995, the year pay-
ment is received. The cost of producing the
grain is deductible in the year it is paid.

Accrual Method Required

An accrual method is required for a farming
business that is a tax shelter, unless it is ex-
cepted from the rule, as described later in Ac-
crual Method Not Required.

Tax shelter. A farming business is a tax shel-
ter if it is a partnership, noncorporate enter-
prise, or S corporation, and:

1) The principal purpose of the entity is the
avoidance or evasion of federal income
tax, or

2) Itis a farming syndicate. An entity is a
farming syndicate if:

a) Interests in the activity have ever been
offered for sale in any offering required
to be registered with any federal or
state agency having authority to regu-
late the offering; or

b) More than 35% of the losses during the
tax year are allocable to limited part-
ners or limited entrepreneurs.

A limited partner is one whose personal liabil-
ity for partnership debts is limited to the
amount of money or other property the partner



contributed or is required to contribute to the
partnership.

A limited entrepreneur is a person who
has an interest in an enterprise other than as a
limited partner and who does not actively par-
ticipate in the management of the enterprise.

Accrual Method Not Required

The accrual method of accounting is not re-
quired to be used by:

1) S corporations,

2) Corporations whose gross receipts for
each tax year beginning after 1975 are $1
million or less,

3
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Corporations, or partnerships with corpo-
rate partners, whose trade or business is
operating a nursery or sod farm or raising
or harvesting trees, other than fruit and
nut trees, and

4) Certain family farm corporations.

A family farm corporation can use the cash
method of accounting if its annual gross re-
ceipts for each tax year beginning after 1985
are $25 million or less, and it qualifies as one
of the following:

1) Corporations in which at least 50% of the
total combined voting power of all classes
of stock entitled to vote and at least 50%
of the total number of shares of all other
classes of stock of the corporation are
owned by members of the same family.

2) Corporations if, on October 4, 1976, and
since then, members of two families own,
directly or indirectly, at least 65% of the
total combined voting power of all classes
of stock entitled to vote and at least 65%
of the total number of shares of all other
classes of stock of the corporation.

3
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Corporations if, on October 4, 1976, and
since then, members of three families
own, directly or indirectly, at least 50% of
the total combined voting power of all
classes of stock entitled to vote and at
least 50% of the total number of shares of
all other classes of stock and substantially
all of the remaining stock is owned by cor-
porate employees or their family mem-
bers or by a tax-exempt employees’ trust
for the benefit of the corporation’s
employees.

Note: If a corporation (other than an S cor-
poration) is also engaged in a nonfarming bus-
iness activity, the cash method cannot be used
for that activity if the average annual gross re-
ceipts for the 3 prior tax years are more than
$5 million. For this purpose, the term “farming
business” does not include the processing of
commodities or products beyond those activi-
ties normally incident to the growing, raising,
or harvesting of the product. For example, the
processing of grain to produce bread and ce-
real to sell is not a farming business.

Farm Inventories

If you use an accrual method, you must use an
inventory to figure your gross income. You
should keep a complete record of your inven-
tories as a part of your farm records. This re-
cord should show your inventory by actual
count or measurement. It should also show all
the factors that enter into its valuation, includ-
ing quality and weight if they are factors.

Your inventory should include all unsold
items at the end of the tax year, whether raised
or purchased, that are held for sale or for use
as feed, seed, etc.

Hatchery business. If you are in the hatchery
business, you must include eggs in the pro-
cess of incubation in your inventory.

Products held for sale. All harvested and
purchased farm products held for sale or for
feed or seed, such as grain, hay, ensilage,
concentrates, cotton, tobacco, etc., must be
included in inventory.

Supplies. You must inventory supplies which
are acquired for sale or become a physical part
of items held for sale. Do not include other sup-
plies in inventory. The cost of these supplies
should be deducted in the year used or con-
sumed in operations. However, incidental sup-
plies can be deducted in the year of purchase.

Fur-bearing animals. If you are in the busi-
ness of breeding and raising chinchillas, mink,
foxes, or other fur-bearing animals, you are a
farmer and such animals are livestock. You
may, therefore, use any of the inventory and
accounting methods discussed in this chapter.

Growing crops. You generally are not re-
quired to inventory growing crops. However, if
your crops have a preproductive period of
more than 2 years, you may have to capitalize
or include costs associated with these crops in
inventory. You cannot take a current year de-
duction for costs incurred during the
preproductive period. See uniform capitaliza-
tion rules in Chapter 7.

Required to use accrual method. If you are
required to use an accrual method of account-
ing, you are subject to the uniform capitaliza-
tion rules even if the preproductive period of
raising a plant is 2 years or less. If you are re-
quired to use an accrual method, all animals
are subject to the uniform capitalization rules,
regardless of age or whether the animals are
held primarily for slaughter.

Inventory Valuation Methods

The methods generally available for the valua-
tion of your farm inventories include: cost, the
lower of cost or market, and the farm-price
method. In addition to these methods, live-
stock may be inventoried under the unit-live-
stock-price method.

Costs required to be allocated under the
uniform capitalization rules may be deter-
mined using inventory methods, such as the
farm-price method or the unit-livestock-price
method by any farmer and for any plant or
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animal, even if the plant or animal is not held or
treated as inventory property by the farmer.

Farm-price method. Under this method,
each item, whether raised or purchased, is val-
ued at the market price less the estimated di-
rect cost of disposition. Market price means
the current price at the nearest market in the
quantities you usually sell. Cost of disposition
includes broker’'s commission, freight and
hauling to market, and other marketing costs.

If you use this method, you must use it for
the entire inventory, except that your livestock
may be inventoried on the unit-livestock-price
method.

Unit-livestock-price method. This method
recognizes the difficulty of establishing the ex-
act costs of producing and raising each
animal. Under this method, livestock is
grouped or classified according to kind and
age, and a standard unit price is used for each
animal within a class or group. The unit prices
you assign should reasonably approximate the
normal costs incurred. Unit prices and classifi-
cations are subject to approval by the IRS on
examination of your return. You cannot make
any changes to your classifications or unit
prices without consent of the IRS.

All raised livestock must be included in in-
ventory if this method is used, regardless of
whether held for sale or for draft, breeding,
dairy, or sporting purposes. This method ac-
counts only for an increase in the cost of rais-
ing an animal to maturity. It does not provide
for any decrease in the market value of an
animal after it reaches maturity. In addition, if
you raise cattle, this method does not require
you to inventory hay that you grow and use for
feeding a herd.

Animals sold or lost should not be included
in the year-end inventory. If your records do
not show which animals were sold or lost, the
first animals acquired are the ones you treat as
sold or lost. Thus, the animals on hand at the
end of the year are considered the ones most
recently acquired.

Purchased animals. All livestock pur-
chased primarily for sale must also be included
in inventory. Livestock purchased for draft,
breeding, dairy, or sporting purposes may be
included in inventory or treated as depreciable
assets. However, you must be consistent from
year to year regardless of the practice you
have chosen. You may not change your prac-
tice unless you get the consent of the IRS.

Animals you purchase after maturity must
be inventoried or capitalized at their purchase
price. If the animals purchased are not mature
at the time of purchase, the cost should be in-
creased at the end of each tax year according
to the established unit prices. However, do not
make an increase in the year of purchase to
any animal purchased during the last six
months of the year. This rule does not apply to
tax shelters, which must make an adjustment
for any animal purchased during the year.
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Changein

Accounting Method

When you file your first return, you may
choose any permitted accounting method, ex-
cept the crop method, discussed earlier, with-
out consent from the IRS. The method you
choose must clearly show your income and be
used from year to year. After that, if you want
to change your accounting method, you must
first get consent from the IRS, unless you qual-
ify under the exceptions described next under
Consent not required.

A change in your accounting method in-
cludes a change not only in your overall
method, such as from the cash to an accrual
method or vice versa, but also in your treat-
ment of any material item, such as in figuring
depreciation.

Consent not required. You do not need prior
approval from the IRS to change your account-
ing method in the following situations:

1) You valued your livestock inventory at
cost, or at the lower of cost or market, and
you change to the unit-livestock-price
method, or

You are a family farm corporation, as de-
scribed earlier under Accrual Method Not
Required, and you must change to an ac-
crual method because your annual gross
receipts are more than $25 million.

2
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Family farm corporations. If you must
change to an accrual accounting method be-
cause your annual gross receipts are more
than $25 million, you must establish a sus-
pense account to reduce your section 481 ad-
justments that must be included in income.
See section 447(i) of the Internal Revenue
Code for information about suspense
accounts.

Consent required. You need prior approval
from the IRS to change your accounting
method in the following situations:

1) Achange from the cash to an accrual
method or vice versa,

2) Achange in the method or basis used to
value inventories,

3) Achange involving the adoption of any
other specialized method of computing
netincome, such as the crop method, or a
change in the use of this specialized
method,

4) Atransfer of draft, dairy, or breeding ani-
mals from inventory to a fixed asset ac-
count, and

5) A case in which you have chosen to report
loan proceeds from the Commodity Credit
Corporation as income in the year re-
ceived and now want to change to report-
ing in the year of sale.

How to secure consent. Generally, you must
file a current Form 3115. A user fee must be
sent with the application.

In most cases, you must file the application
within the first 180 days of the tax year for
which you request the change. However, if you
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want to change your method to report Com-
modity Credit loans, you must request the ap-
plication of Revenue Procedure 83-77 (C.B.
1983-2, p. 594). This procedure automatically
extends the 90-day filing period for Commaodity
Credit loans to 180 days. See Commodity
Credit loans in Chapter 4.

You must furnish all applicable information
requested on the form. You may also be re-
quired to provide additional information.

Extension of time to file application. If you
have good reason for filing late, the IRS may
grant you an extension. Applications received
within 90 days after the due date may qualify
for an automatic extension. See Revenue Pro-
cedures 92-20 (C.B. 1992-1, p. 685) and 92—
85 (C.B. 1992-2, p. 490) for more information.
However, if you file your request later than 9
months after the beginning of your tax year,
the reasons must be unusual and compelling.

4.
Farm Income

Important Change
for 1994

New Form 1099-C. Beginning in 1994, cer-
tain financial entities, including financial insti-
tutions, credit unions, and federal government
agencies, are required to report on Form
1099-C, Cancellation of Debt, any canceled
debt of $600 or more. The form must be filed
even though the debtor may not be subject to
tax on the debt. For example, qualified farm
debt is reportable. See Cancellation of Debt,
later.

Introduction

You receive income from many sources. You
must report your income no matter what its
source, unless it is excluded by law. Where
you report income on your tax return depends
its source. For more information, see Publica-
tion 525 and the instructions for Form 1040.
This chapter discusses income you report
on Schedule F. Do not confuse this income
with the definition of gross farm income for es-
timated tax purposes (Chapter 2), soil and
water conservation expenses (Chapter 6), or
self-employment tax (Chapter 15).

Accounting method. The rules discussed in
this chapter assume that you use the cash
method of accounting. Under the cash
method, you include an item of income in
gross income when you receive it. However,
you may be considered to have received in-
come even though it is not yet in your posses-
sion. See Constructive receipt under Cash
Method in Chapter 3.

If you use an accrual method of accounting
rather than the cash method, you may have to
make modifications to the rules in this chapter.
See Accrual Method in Chapter 3.

Advance payments. If you receive advance
payments (other than a commaodity credit loan)
for property or services, you must include the
payments in income in the year you receive
them. If at a later date you receive an addi-
tional amount, include it in income in the year
you receive it. You may be required to include
commodity credit loans in income in the year
you receive them. See Commodity Credit
Loans later in this chapter. If you are reporting
the sale of property on the installment method,
you can choose to include all the income in the
year of sale. See Chapter 12.

Topics
This chapter discusses:
Schedule F

Sales of livestock and produce

Sales caused by drought conditions

Rents (including crop shares)

Agricultural program payments

Income from cooperatives

Cancellation of debt

Income from other sources

Useful Items
You may want to see:

Publication

0 525 Taxable and Nontaxable Income
0 534 Depreciation

0 550 Investment Income and Expenses
0O 908 Tax Information on Bankruptcy

0 925 Passive Activity and At-Risk Rules

Form (and Instructions)

O Sch E (Form 1040)
Income and Loss

O Sch F (Form 1040)
From Farming

0 982 Reduction of Tax Attributes Due to
Discharge of Indebtedness

0 1099-G Certain Government
Payments

O 1099-PATR Taxable Distributions
Received From Cooperatives

Supplemental

Profit or Loss

0 4797 Sales of Business Property

0 4835 Farm Rental Income and
Expenses

Schedule F

Report the income from your farm on Schedule
F (Form 1040). This schedule is used to figure
the net profit or loss from regular farming
operations.



Income from farming reported on Schedule
F includes amounts you receive from cultivat-
ing the soil or raising or harvesting any agricul-
tural commodities. This includes income from
operating a stock, dairy, poultry, fish and
aquaculture products, bee, fruit, or truck farm,
and income from operating a plantation, ranch,
nursery, orchard, or oyster bed. It also in-
cludes income you receive in the form of crop
shares if you materially participate in produc-
ing the crop. See Landlord Participation in
Farming in Chapter 15.

Income reported on Schedule F does not
include:

1) Gains from sales of farmland or deprecia-
ble farm equipment, or

2) Gains from sales of livestock held for
draft, breeding, sport, or dairy purposes.

Gains and losses from the sale of farming
assets, such as machinery or farmland, are
discussed in Chapters 10 and 11. Gains and
losses from casualties, thefts, and condemna-
tions are discussed in Chapter 13.

Sales of Livestock
and Produce

When you sell the produce or livestock (includ-
ing poultry) you raise on your farm, any money
you receive and the fair market value of any
property or services you receive are ordinary
income. Your profit from the sale of produce or
livestock bought for resale is also ordinary in-
come. Report these amounts on Schedule F
for the year you receive payment. Your profit
or loss from the sale of produce or livestock
bought for resale is the difference between
your basis in the produce or livestock and any
money plus the fair market value of any prop-
erty you receive for the produce.

Sales of livestock held for draft, breeding,
dairy, or sporting purposes may result in ordi-
nary gains or losses or in capital gains or
losses, depending on the circumstances. In ei-
ther case, you should always report these
sales on Form 4797 instead of Schedule F.
Animals you do not hold primarily for sale are
considered business assets of your farm. See
Chapter 10.

Table 4-1 shows where to report the sale
of these items on your tax return.

Sales by an agent. The net proceeds from
the sale of your produce or livestock by some-
one acting as your agent must be included in
gross income for the year the agent receives

payment, even though your arrangement with
the agent is that you will not be paid until a later
year. See Constructive receiptin Chapter 3.

Sales Caused By
Drought Conditions

You can elect to postpone for one year report-
ing the gain from a sale or exchange of live-
stock, including poultry, if the sale was due to
drought conditions. This election applies to all
livestock.

A drought sale of livestock (other than poul-
try) is an involuntary conversion. If you plan to
replace the livestock, see Chapter 13 for more
information.

If, because of drought conditions, you sell
more animals than you would have had you
followed your usual business practice, you
may choose to include the gain from the sale
of the additional animals in income next year
instead of this year, provided the following
conditions are met:

1) Your principal business is farming.
2) You use the cash method of accounting.

3) You can show that, under your usual busi-
ness practices, you would not have sold
the animals this year except for the
drought.

4) The drought resulted in an area being
designated as eligible for assistance by
the federal government.

Sales made before the area became eligi-
ble for federal assistance still qualify, as long
as the drought that caused the sale also
caused the area to be designated as eligible
for federal assistance. The designation can be
made by the President, the Department of Ag-
riculture (or any of its agencies), or by other
federal agencies.

Usual business practice. The number of ani-
mals you would have sold had you followed
your usual business practice in the absence of
drought will be determined by all the facts and
circumstances. If you have not yet established
a usual business practice, the usual business
practices of similarly situated farmers in your
general region will be relied on.

Drought sales in successive years. If you
make this election in successive years, the fol-
lowing special rules prevent your first election
from adversely affecting your second election:
1) Do notinclude the amount deferred from

one year to the next year as received from
the sale or exchange of livestock in the

Table 4-1. Where to Report Sales of Produce and Livestock

Item Sold Schedule F Form 4797
Raised produce and livestock X
Produce and livestock bought for resale X

Livestock held for draft, breeding, dairy, or
sporting purposes

Animals not held primarily for sale

later year when figuring the amount to be
postponed. See Amount to be postponed,
later, which describes the computation.

2) To determine your normal business prac-
tice for the later year, exclude any earlier
year for which you made this election.

Connection with drought area. The live-
stock does not have to be raised in a drought
area nor does the sale have to take place in a
drought area to qualify for this postponement.
However, the sale must occur solely because
of drought conditions that affected the water,
grazing, or other requirements of the livestock
so that the sale became necessary.

Classes of livestock. You must make the
election separately for each generic class of
animals — for example, hogs, sheep, cattle.
You must also figure separately the amount to
be postponed for each class of animals. Do not
make a separate election solely because of an
animal’s age, sex, or breed.

Amount to be postponed. Follow these
steps to figure the amount to be postponed for
each class of animals:

1) Divide the total income realized from the
sale of all livestock in the class during the
tax year by the total number sold, and

2) Multiply the resultin (1) by the excess
number sold solely because of drought.

Example. You are a calendar year tax-
payer, and you normally sell 100 head of beef
cattle a year. As a result of drought, you sell
135 head during 1994. You realize $35,100
from the sale. On August 9, 1994, as a result of
drought, the affected area was declared a dis-
aster area eligible for federal assistance. The
income you may elect to postpone until 1995 is
$9,100 ($35,100 + 135 x 35).

How to make the election. To make the elec-
tion, attach a statement to your tax return for
the year of the sale. The statement must in-
clude your name and address and give the fol-
lowing information for each class of livestock
for which the election is made:

1) A statementthat you are making an elec-
tion under section 451(e).

2) Evidence of the drought conditions that
forced the early sale or exchange of the
livestock and the date, if known, on which
an area was designated as eligible for as-
sistance by the federal government be-
cause of drought conditions.

3) A statement explaining the relationship of
the drought area to your early sale or ex-
change of the livestock.

4) The number of animals sold in each of the
3 preceding years.

5) The number of animals you would have
sold in the tax year had you followed your
normal business practice in the absence
of drought.

6) The total number of animals sold and the
number sold because of drought during
the tax year.
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7) A computation, as described earlier, of
the income to be postponed for each
class of livestock.

The statement and the return must be filed
by the due date of the return, including exten-
sions. You can file the statement with an
amended return, if you file it by this due date.
However, once the election has been made, it
may be changed only with the approval of the
IRS.

If you have drought sales in more than one
year, you must make a separate election for
each year.

Rents (Including
Crop Shares)

The rent you receive for the use of your farm-
land is generally rental income, not farm in-
come, and is reported on Form 4835 and
Schedule E (Form 1040). However, if you ma-
terially participate in the farming operations on
the land, the rent is farm income and is re-
ported on Schedule F. See Landlord Participa-
tion in Farming in Chapter 15.

Pasture income and pasture rental. If you
pasture someone else’s cattle and take care of
the livestock for a fee, the income is from your
farming business and must be entered as
Other income on Schedule F. But if you simply
rent your pasture, the income is reported as
rent in Part | of Schedule E (Form 1040).

Crop Shares

Rent you receive in crop shares must be in-
cluded in income in the year the shares are re-
duced to money or the equivalent of money. It
does not matter whether you report on the
cash or an accrual method. If you materially
participate in operating a farm from which you
receive rent in the form of crop shares or live-
stock, the rental income is subject to self-em-
ployment tax and should be reported on
Schedule F. However, if you do not materially
participate in operating the farm, report this in-
come on Form 4835, and carry the net income
or loss to Schedule E (Form 1040). The in-
come is not subject to self-employment tax.
See Landlord Participation in Farming in
Chapter 15.

Crop shares you use to feed livestock.
Crop shares you receive as a landlord and
feed to your livestock are considered reduced
to money when fed to the livestock. The fair
market value of the crop shares must be in-
cluded in income at that time. You are entitled
to a business expense deduction for the live-
stock feed in the same amount and at the
same time you include the fair market value of
the crop share as rental income. Even though
these two transactions would cancel each
other for purposes of determining adjusted
gross income on Form 1040, they may be nec-
essary to determine net earnings from self-
employment under the optional method dis-
cussed in Chapter 15.
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Crop shares you give to others (gift). Crop
shares you receive as a landlord and give to
others are considered reduced to money at the
time you make the gift. You must report the fair
market value of the crop share as income,
even though someone else receives payment
for the crop share.

Example. Part of your land was farmed by
a tenant farmer under a crop share arrange-
ment. The crop was harvested and delivered in
1994, in your name, to an elevator company.
Before selling any of the crop, you instructed
the elevator company to cancel your ware-
house receipt and make out new warehouse
receipts in equal amounts of the crop in the
names of your children. Your children sell their
crop shares during 1994 and 1995, and pay-
ments for the crop shares are made directly to
them by the elevator company.

In this situation, you are considered to have
received rental income and then made a gift of
the income you received. You must include the
fair market value of the crop shares in income
for the tax year you gave the crop shares to
your children.

Crop share loss. If you are involved in a
rental or crop share lease arrangement, any
loss from these activities may be subject to the
limits under the passive loss rules. See Publi-
cation 925 for information on these rules.

Agricultural Program
Payments

Most government payments, such as those for
approved conservation practices, must be in-
cluded in income, whether you receive them in
cash, materials, services, or commodity certifi-
cates. However, you may exclude some pay-
ments you receive under certain cost-sharing
conservation programs, as explained later.

Report the agricultural program payment
on the appropriate line in Part | of Schedule F
for the tax year you actually or constructively
receive it. The full amount is reported even if
you return a government check for cancella-
tion, refund any of the payment you receive, or
the government collects all or part of the pay-
ment from you by reducing the amount of
some other payment or Commodity Credit
loan. However, the amount you refund or re-
turn, or that reduces some other payment or
loan to you, is deductible on Schedule F for the
year of repayment or reduction.

Commodity Credit Loans

Normally, you report income from a crop for
the year you sell it. However, if you pledge part
or all of your production to secure a Commod-
ity Credit Corporation (CCC) loan, you can
elect to report the loan proceeds as income for
the year you receive them rather than for the
year of sale. You do not need permission from
the IRS to adopt this method of reporting CCC
loans, even though you may have reported
those received in earlier years as taxable in-
come for the year the crop was sold.

Once you report a loan as income for the
year received, however, you must report all
succeeding loans in the same way, unless you
obtain permission from the IRS to change to a
different method. See Change in Accounting
Method in Chapter 3.

To make the election, include on line 7a of
Schedule F the amount of the loan as income
for the year you receive it. Attach a statement
to your return showing the details of the loan.

When you make this choice to report the
CCC loan proceeds as income, the amount
you report becomes your basis in the com-
modity. If you later sell the commodity by
forfeiting it to the CCC instead of repaying the
loan or by repaying the loan, redeeming the
commodity, and selling it to someone else, you
need only report as income at the time of sale
the amount of the loan forgiveness or sale pro-
ceeds that are greater than your basis in the
commodity. If the sale proceeds are less than
your basis in the commodity, you can report
the difference as a loss on Schedule F.

Reporting Market Gain

If you have a loan from the CCC which is se-
cured by the pledge of an eligible commodity
you produced, you should be aware that in
some cases reporting the market gains shown
on Form CCC-1099-G, Certain Government
Payments, may result in duplicate reporting of
income. Eligible commaodities include cotton,
wheat, feed grains, rice, oilseeds, and honey.
The following examples illustrate the proper
reporting of market gain.

Example 1. Mike Green is a cotton farmer. He
uses the cash method of accounting and files
federal income tax returns on a calendar year
basis. He has currently deducted all expenses
incurred in producing the cotton and has a ba-
sis of $0 in the commodity. In 1994, Mike
pledges 1,000 pounds of cotton as collateral
for a CCC price support loan at $.50 per
pound. In 1995, Mike decides to redeem the
cotton at a time when the prevailing world mar-
ket price for cotton is $.42 per pound. Under
CCC program provisions, the repayment rate
is the lesser of the loan amount or the prevail-
ing world price of the commodity on the date of
repayment. Mike then sells the cotton for $.60
per pound.

As a result of the redemption of the cotton,
Mike will receive a Form CCC-1099-G from
the CCC showing a market gain in 1995 of
$80, which is the difference between the origi-
nal loan rate ($.50 per pound) and the subse-
guent repayment rate ($.42 per pound) multi-
plied by the pounds of cotton redeemed ($.08
per pound x 1,000 pounds of cotton). The
proper reporting of the $80 market gain on
Mike’'s 1995 tax return will depend upon
whether he has made an election under sec-
tion 77 of the Code to include CCC loans in
gross income in the year received.

With section 77 election. Mike has in-
come of $500 in 1994 from the CCC loan. The
cotton is treated as sold for $500 when it is
pledged as collateral for the CCC loan and itis
treated as being repurchased by Mike for $420
($.42 repayment rate x 1,000 pounds of cot-
ton) when itis redeemed by repayment of CCC



loan. No gain or loss is recognized on this re-
purchase. Mike has income of $180 in 1995
from the sale of the cotton ($600 sale price —
basis of $420). He should report the $500 CCC
loan as income in 1994 and the $180 from the
sale as income in 1995. Because Mike has al-
ready included the $500 CCC loan in income,
including the $80 market gain shown on the
1995 Form CCC-1099—-G in income would re-
sult in an overstatement of his income in the
amount of $80. Therefore, for 1994, Mike
should report the $500 CCC loan of line 7a of
Part 1 of Schedule F (Form 1040). For 1995,
he should report the $80 market gain as an
“agricultural program payment” on line 6a of
Part | of Schedule F, but should not report the
$80 market gain as a “taxable amount” on line
6b of Part | of Schedule F.

Note. The line numbers may change in the
1995 version of Schedule F. Check the 1995
instructions.

Without section 77 election. Mike has in-
come of $80 from market gain in 1995. Be-
cause he has not made a section 77 election,
the cotton is not treated as sold when it is
pledged as collateral for the CCC loan. There-
fore, the sale of the cotton in 1995 generates
income of $600 ($600 sale price - basis of $0)
to Mike. He should report as income in 1995
both the $600 from the sale and the $80 mar-
ket gain. The $80 market gain should be re-
ported on both lines 6a and 6b of Part | of
Schedule F. See Note, earlier.

Example 2. Assume the same facts as Exam-
ple 1, but Mike enters into an “‘option to
purchase” contract with Tom Merchant in
1994, who pays Mike $.05 per pound for the
option to purchase the 1,000 pounds of cotton.
Mike also gives Tom a power of attorney giving
Tom the authority to repay the loan on Mike's
behalf. In 1995, Tom repays the loan at $.42
per pound and immediately exercises his op-
tion to purchase Mike's cotton at the price of
$.42 per pound.

Mike will receive a Form CCC-1099-G for
1995 from the CCC showing a “market gain”
of $80. The proper reporting of the market gain
will again depend upon whether Mike has
made a section 77 election.

With section 77 election. Mike has in-
come of $500 in 1994 from the CCC loan. He
also has income of $50 in 1994 from granting
the option to Tom. Because Mike is treated as
having repurchased the cotton for $.42 per
pound upon repayment of the CCC loan, he
recognized no income upon the sale of the cot-
ton to Tom for $.42 per pound. Mike should re-
port both the $500 CCC loan and the $50 from
the option as income in 1994. Because he has
already included the $500 CCC loan in in-
come, including the $80 market gain shown on
the 1995 Form CCC-1099-G in income would
result in an overstatement of his income in the
amount of $80. Therefore, for 1994, Mike
should report the $500 CCC loan on line 7a of
Part | of Schedule F. For 1995, Mike should re-
port the $80 market gain as an “agricultural
program payment” on line 6a of Part | of

Schedule F, but should not report the $80 mar-
ket gain as a “taxable amount”on line 6b of
Part | of Schedule F. See Note, earlier.

Without section 77 election. Mike has in-
come of $50 in 1994 from the granting of the
option to Tom. Because Mike has not made a
section 77 election, the cotton is not treated as
sold when it is pledged as collateral for the
CCC loan. Therefore, the sale of the cotton to
Tom in 1995 generates income of $420 ($420
sale price - basis of $0) to Mike. He should re-
port the $50 from the option as income in 1994
and the $420 from the sale of the commodity
and the $80 market gain shown on Form
CCC-1099-G as income in 1995. The $80
market gain should be reported on both lines
6a and 6b of Part | of Schedule F. See Note,
earlier.

Commodity Credit
(PIK) Certificates

You may receive payments under some gov-
ernment programs in the form of commodity
credit certificates, sometimes called generic
commodity certificates, or PIK (payment-in-
kind) certificates. You can sell them, use them
to pay price support loans and other debts to
the federal government, hold them and re-
deem them for cash later in the year, or use
them to buy commodities from the CCC.

If you receive these commodity credit cer-
tificates, or if they are made available as pay-
ment under government programs, include the
face value of the certificates in income. These
payments are taxable in 1994 even if you re-
turn them to the Department of Agriculture
(USDA) for repayment in 1995. Similarly,
these payments are taxable in 1994 even if
you do not cash, deposit, or redeem the 1994
certificates representing the payments until
1995. The amount you include in income be-
comes your basis to figure gain or loss on the
certificates when you do sell them, redeem
them, or otherwise dispose of them.

You should receive a 1994 Form 1099-G
from USDA for all payments.

Conservation Reserve
Program (CRP)

Under the Conservation Reserve Program
(CRP), the Secretary of Agriculture and you,
as the owner or operator of highly erodible or
other specified cropland, may enter into a
long-term contract providing for conversion to
a less intensive use of that cropland. Under
this program, you can receive compensation
for this conversion in the form of an “annual-
ized rental payment.”

The payment may be in the form of cash,
commodity certificates, or a combination of
cash and certificates. This payment provides
compensation for the loss of potential income
you could have realized if you had used the
land for production of an agricultural
commodity.

The annual CRP payment is a receipt from
farm operations, which you report in Part | of
Schedule F. However, if you do not materially
participate in production or management of
production of the farm products on your land,

the annual payment is rental income, which
you report on Form 4835. See Rents (Includ-
ing Crop Shares), earlier. Also see Landlord
Participation in Farming in Chapter 15.

Crop Insurance and

Disaster Payments

You must include in income any crop insur-
ance proceeds you receive as the result of
crop damage. They generally are included in
the year you receive them. Crop disaster pay-
ments you receive from the federal govern-
ment as the result of destruction or damage to
crops, or the inability to plant crops, because
of drought, flood, or any other natural disaster
are treated as crop insurance proceeds.

Election to include in year after disaster. If
you use the cash method of accounting, you
can elect to include crop insurance proceeds
in income for the tax year following the tax year
in which the crops were damaged. You can
make this election if you can show that you
would have included your income from the
damaged crops in any tax year following the
year the damage occurred. However, if you re-
ceive the insurance proceeds in the tax year
following the tax year in which the crops were
destroyed or damaged, then you include the
proceeds in gross income for the year you re-
ceive them without having to make the
election.

To make the election to postpone reporting
crop insurance proceeds, attach a statement
to your tax return, or amended return, for the
year the damage took place. Merely indicating
on your return that insurance proceeds were
deferred does not constitute this election. The
statement must include your name and ad-
dress and contain the following information:

1) A statement that you are making an elec-
tion under section 451(d) of the Internal
Revenue Code and section 1.451-6 of
the Income Tax Regulations.

2

~

The specific crop or crops destroyed or
damaged.

3) A statement that under your normal busi-
ness practice you would have included in-
come from the destroyed or damaged
crops in gross income for a tax year fol-
lowing the year the crops were destroyed
or damaged.

4

=

The cause of the destruction or damage
and the date or dates it occurred.

5) The total amount of payments you re-
ceived from insurance carriers, itemized
for each specific crop, and the date each
payment was received.

6) The name of each insurance carrier from
whom you received payments.

One election covers all crops representing
a single trade or business. If you have more
than one farming business, make a separate
election for each one. For example, if you op-
erate two separate farms on which you grow
different crops, and you keep separate books
for each farm, you should make two separate
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elections if you want to defer reporting insur-
ance proceeds you receive for crops grown on
each of your farms.

An election is binding for the year. If you
want to change your election, write to your IRS
District Director giving your name, address,
identification number, the year you made the
election, and your reasons for wanting to
change it.

Feed Assistance
and Payments

The Disaster Assistance Act of 1988 autho-
rizes feed assistance, reimbursement pay-
ments, and other benefits to qualified livestock
producers if the Secretary of Agriculture deter-
mines that, because of a natural disaster, a
livestock emergency exists. These programs
include assistance in the form of partial reim-
bursement for purchased feed and for certain
transportation expenses. They also include
feed from the Commodity Credit Corporation,
either received as a donation or purchased at
a below-market price.

Title | payments are not proceeds from the
sale of livestock, or received for the destruc-
tion or damage to crops raised for sale, or for
the inability to raise such crops. Therefore, you
include these benefits in income in the year
you receive them.

You must include in income the market
value of donated feed, the difference between
the market value and the price you paid, or any
cost reimbursement you receive. You can usu-
ally take a current deduction for the same
amount as the feed expense.

Other Payments

Other government program payments must be
included in income as explained below.

Fertilizer and Lime

If you receive fertilizer or lime under a govern-
ment program, include the value of the fertil-
izer or lime (as figured in the government pro-
gram) in your income. The manner of claiming
the offsetting deduction is explained under
Fertilizer and Lime in Chapter 5.

Improvements

If the government payments are based on im-
provements, such as a pollution control facility,
they are still included in income. Your basis in
the facility is increased by the amount of these
payments included in income. The full cost of
the facility is then capitalized. Your basis in the
facility is not reduced by the amount of the
payments, since they have been included in
income.

Your basis can be recovered through an-
nual deductions for depreciation or amortiza-
tion, starting on the date the facility is placed in
service. Generally, you may elect to amortize
the cost of a certified pollution control facility
over a period of 60 months. See Pollution Con-
trol Facilities under Amortization in Chapter 8.
Otherwise, you may depreciate the facility.
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Payment To More
Than One Person

A program payment intended for more than
one person is reported by the USDA to the IRS
as having been paid to the person whose iden-
tification number is on record for that payment
(payee of record). If you, as the payee of re-
cord, receive a program payment actually be-
longing to someone else, such as your land-
lord, the amount belonging to the other person
is a nominee distribution. You should file Form
1099-G to let the IRS know the identity of the
actual recipient of the payment. You should
also furnish this information to the recipient.
You may avoid the inconvenience of unneces-
sary inquiries about the identity of the recipient
if you file this form. Form 1099-G is available
at local offices of the IRS.

See Chapter 2 for more information about
the preparation of Forms 1099.

Cost-Sharing Exclusion

Part or all of the payments you receive under
certain federal or state cost-sharing conserva-
tion, reclamation, and restoration programs
may be excluded from the income you report
on your tax return. However, this exclusion ap-
plies only if the payment (or part of a payment)
meets all three of the following tests:

1) The cost-sharing payment must be for a
capital expense.

a) You cannot exclude any part of a pay-
ment for an expense you are allowed to
deduct in the current tax year. You must
include the payment in income and take
any offsetting deduction. (See Chapter
6 for information on deducting soil and
water conservation expenses.)

b

~

You cannot exclude a payment that is
rent for the use of your property or com-
pensation for your services.

2) The IRS must determine that it does not
substantially increase your annual income
from the property for which it is made. An
increase in annual income is substantial if
it exceeds the greater of 10% of the aver-
age annual income derived from the af-
fected property before receiving the im-
provement or an amount equal to $2.50
times the number of affected acres.

3) The Secretary of Agriculture must certify
that it was made primarily for conserving
soil and water resources, protecting or re-
storing the environment, improving for-
ests, or providing a habitat for wildlife.

If the three tests above are met, you can
exclude payments from the following
programs:

1) The rural clean water program authorized
by the Federal Water Pollution Control
Act.

2) The rural abandoned mine program au-
thorized by the Surface Mining Control
and Reclamation Act of 1977.

3) The water bank program authorized by
the Water Bank Act.

4) The emergency conservation measures
program authorized by title IV of the Agri-
cultural Credit Act of 1978.

The agricultural conservation program au-
thorized by the Soil Conservation and Do-
mestic Allotment Act.
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The great plains conservation program
authorized by the Soil Conservation and
Domestic Policy Act.

7) The resource conservation and develop-
ment program authorized by the Bank-
head-Jones Farm Tenant Act and by the
Soil Conservation and Domestic Allot-
ment Act.

8
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The forestry incentives program author-
ized by the Cooperative Forestry Assis-
tance Act of 1978.

Any small watershed program adminis-
tered by the Secretary of Agriculture that
is determined by the IRS Commissioner
to be substantially similar to the types of
programs for which an exclusion is
allowed.
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Any program of a state, possession of the
United States, a political subdivision of
any of the foregoing, or the District of Co-
lumbia under which payments are made
to individuals primarily for the purpose of
conserving soil, protecting or restoring the
environment, improving forests, or provid-
ing a habitat for wildlife.

Several state programs have been approved.
For information about the status of those pro-
grams, contact the state offices of the Agricul-
tural Stabilization and Conservation Service
(ASCS) and the Soil Conservation Service
(SCS).

Income realized. The amount of gross in-
come you realize upon a payment under these
cost-sharing programs is the value of the im-
provement, reduced by the excludable portion
and your share of the cost of the improvement.

Value of the improvement. You deter-
mine the value of the improvement by multiply-
ing its fair market value (defined in Chapter 12)
by a fraction.

1) The numerator of the fraction is the total
cost of the improvement (including all
amounts paid either by you or by the gov-
ernment), reduced by the sum of:

a) Any government payments under a pro-
gram not listed above.

b) Any portion of a government payment
under a program listed earlier that the
Secretary of Agriculture has not certi-
fied as primarily for purposes of
conservation.

c) Any government payment to you that is
for rent or your services.

2) The denominator of the fraction is the total
cost of the improvement.

Excludable portion. The excludable por-
tion is the “present fair market value” of the
greater of:



1) 10% of the prior average annual income
from the affected acreage, or

2) $2.50 times the number of the affected
acres.

The “prior average annual income” is the
average gross receipts from the affected acre-
age for the last 3 tax years before the tax year
in which installation of the improvement was
started.

Note. The calculation of “present fair mar-
ket value” is too complex to discuss in this
publication. You may need to consult your tax
advisor for assistance.

Example. In 1994, 100 acres of your land
was reclaimed under a contract with the Soil
Conservation Service of the USDA. The total
cost of the improvement was $500,000. USDA
paid $490,000. You paid $10,000. It is deter-
mined that the value of the cost-sharing im-
provement is $15,000. The present fair market
value under (1) is determined to be $1,380.
Under (2), itis $1,550. The excludable portion
is the greater of these amounts, or $1,550.
Therefore, you figure the amount to be in-
cluded in gross income as follows:

Value of cost-sharing improvement ... .. $ 15,000
Minus: Yourshare ........ $ 10,000
Excludable portion 1,550 11,550

Amount included in income $ 3,450

Report the total received on line 6a, Sched-
ule F. Report only the taxable amount on line
6b.

Effects of the exclusion. When you figure
the basis in property you acquire or improve
using cost-sharing payments excluded from
income, subtract the amount of the excluded
payments from your capital costs. Your basis
cannot reflect any amounts excluded from
income.

In addition, you cannot take depreciation,
amortization, or depletion deductions for the
part of the cost of the property for which you re-
ceive cost-sharing payments that you exclude
from income.

To the extent the exclusion applies, you
should so indicate on an attachment to your
tax return (or amended return) for the tax year
you receive the last payment from the govern-
ment for the improvement. State the dollar
amount of the cost funded by the government
payment, the value of the improvement, and
the amount you are excluding.

Recapture. Part or all of the cost-sharing pay-
ments you exclude may be treated as ordinary
income if you dispose of the property within 20
years after the date the payments are re-
ceived. You must report the recapture on Form
4797. See Section 1255 property in Chapter
11.

Electing out. You may elect notto exclude all
or part of any payments you receive under
these programs. The election must be made
not later than the due date, including exten-
sions, for filing your return. If you elect not to

exclude these payments, none of the restric-
tions and rules mentioned above apply.

Income from
Cooperatives

If you purchase farm supplies through a coop-
erative, you may receive income from the co-
operative in the form of patronage dividends
(distributions). If you market your farm prod-
ucts through a cooperative, you may receive
patronage dividends or a per-unit retain certifi-
cate, explained later, from the cooperative.

Form 1099-PATR. The cooperative will re-
port the income to you on Form 1099-PATR or
a similar form and also send a copy to the IRS.
Form 1099-PATR may also show an alterna-
tive minimum tax adjustment that you must in-
clude if you are required to file Form 6251, Al-
ternative Minimum Tax—Individuals.

Patronage Dividends
(Distributions)

Patronage dividends you receive are generally
reported as income on line 5a of Schedule F
for the tax year you receive them. This in-
cludes the amount of money you receive as a
patronage dividend, the stated dollar value of
qualified written notices of allocation you re-
ceive, and the fair market value of other prop-
erty you receive. However, nonqualified allo-
cations, explained later, are not included in
income when you receive them. See
Purchases of depreciable and capital assets
and Personal purchases, later, for a discus-
sion of amounts not to include in income.

Qualified written notice of allocation. A
qualified written notice of allocation is taxable
in the year received at its stated dollar value.
For the written notice of allocation to be
qualified:

1) You must receive a written notice of your
right of redemption at the time you receive
the written notice of allocation.

It must also be redeemable in cash at any
time for a period of at least 90 days after it
is issued.
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It must be paid, as part of a patronage div-
idend or as part of a payment by a cooper-
ative, in money or qualified check equal to
at least 20% of the dividend or payment.
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You must also have agreed to include the
stated dollar value in income in the year
the notice is received.

Manner of consent. You make the agree-
ment either in writing or by obtaining or retain-
ing membership in the cooperative after it
adopted a bylaw providing that membership
constitutes agreement. The cooperative must
notify you of this bylaw and provide you with a
copy. You also consent to an allocation if you
endorse and cash a qualified check, paid as
part of the notice of allocation, on or before the
90th day after the close of the payment period
for the tax year of the cooperative.

Loss on redemption. A loss incurred on the
redemption of a qualified written notice of allo-
cation that you receive in the ordinary course
of your farming business is deductible as an
ordinary loss in Part Il of Schedule F. The loss
is measured by the difference between the
stated dollar amount included in income on re-
ceipt and the amount received on redemption.

Nonqualified notices of allocation. All other
written notices of allocation are not qualified or
included in income when received. Any non-
qualified notice of allocation you receive from
the cooperative has a zero basis in your
hands. Any amount you receive from the sale,
redemption, or other disposition of a nonquali-
fied written notice of allocation is ordinary in-
come to the extent of its stated dollar value
and itis reported in Part | of Schedule F for the
tax year of disposition . Any amount received
in excess of the stated dollar value must be in-
cluded on your return according to the type of
income it represents. For example, if the ex-
cess represents interest income, include it as
interest on your return for the year of
disposition.

Purchases of depreciable and capital as-
sets. Do notinclude in income dividends you
receive that come directly from the purchase of
capital assets or depreciable property used in
your business that would otherwise be taxable
under the preceding rules. You must, how-
ever, reduce the basis of these assets by the
amount of the dividends. If the dividends are
more than your unrecovered cost, include the
excess in income as ordinary income on
Schedule F for the tax year you receive them.
Include all these dividends on line 5a of
Schedule F, but include only the taxable part
on line 5b.

Example. On July 1, 1993, Mr. Brown, a
patron of a cooperative association, pur-
chased a machine for his dairy farm business
from the association for $2,900. The machine
has a life of 7 years under MACRS (as pro-
vided in the Table of Class Lives and Recovery
Periods in Appendix B, Publication 534). Mr.
Brown files his return on a calendar year basis.
For 1993, he claimed a deduction of $311, us-
ing the 10.71% depreciation rate from the
150% declining balance, half-year convention
table (shown in Table A-14 in Appendix A). On
July 1, 1994, the cooperative association paid
a patronage dividend to Mr. Brown of $300 in
cash for his purchase of the machine. Mr.
Brown adjusts the basis of the machine and
figures his depreciation deduction for 1994
(and later years) as follows:

Cost of machineonJuly 1,1993 ........... $2,900
Minus: 1993 depreciation ......... $311

1994 cash patronage

dividend ................... _ 300 611

Adjusted basis for depreciation for 1994: $2,289

Depreciation rate: 1 +6% (remaining recovery period
as of 1/1/94) = 15.38% x 1.5 = 23.08%

Depreciation deduction for 1994
($2,289x23.08%) ......ovvvunnnnn
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Exceptions. If the dividends come from
the marketing or purchasing of capital assets
or depreciable property used in your business
and you do not own the property at any time
during the year you receive them, you must
generally include the dividends in income un-
less either of the following exceptions applies:

1) The dividends will be treated as a gain
from the sale or exchange of a capital as-
set held for more than one year if they re-
late to a capital asset held by you for more
than one year and a loss was or would
have been deductible, or

2
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The dividends will not be reported as in-
come (ordinary income or capital gain) if
they relate to a capital asset for which a
loss was not or would not have been
deductible.

If you receive a dividend from the market-
ing of a capital asset or depreciable property
used in your business in the same year the as-
set was marketed, treat it as an additional
amount received on the sale or other disposi-
tion of the asset.

If you cannot determine which item the divi-
dend comes from, include the dividend
amount in income as ordinary income.

Personal purchases. Dividends you receive
that are directly from the purchase of personal,
family, or living items, such as supplies, equip-
ment, or services that were not used in your
business, are not included in income. This rule
also applies to amounts you receive from the
sale, redemption, or other disposition of a non-
qualified written notice of allocation resulting
from these purchases. If the dividend or non-
qualified allocation cannot be traced to these
purchases, it is treated in the regular manner
already described. Include these dividends in
the amounts you show on both lines 5a and 5b
of Schedule F.

Per-Unit Retain Certificates

A per-unit retain certificate is any written notice
that discloses to you the stated dollar amount
of a per-unit retain allocation to you by the co-
operative. A per-unit retain allocation is an
amount paid to patrons for products marketed
for them that is fixed without regard to the net
earnings of the cooperative. These allocations
can be paid in money, other property, or quali-
fied certificates.

Per-unit retain certificates issued by a co-
operative generally receive the same tax treat-
ment as patronage dividends, discussed
earlier.

Qualified certificates. Qualified per-unit re-
tain certificates are those issued to patrons
who have consented in writing, or in effect
have given their consent by obtaining or retain-
ing membership in a cooperative whose by-
laws or charter state that membership consti-
tutes consent, to take into account the stated
dollar amount of these certificates in the year
of receipt. Thus, if you receive qualified per-
unit retain certificates, include the stated dollar
amount of these certificates in income in Part |
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of Schedule F for the tax year you receive
them.

Nonqualified certificates. All other per-unit
retain certificates are nonqualified certificates.
If you receive nonqualified certificates, you in-
clude nothing in income for the tax year you re-
ceive them. However, any amount you receive
from the redemption, sale, or other disposition
of a nonqualified certificate, to the extent the
stated dollar amount exceeds its basis, is ordi-
nary income reported in Part | of Schedule F
for the tax year of disposition.

Cancellation of Debt

Beginning in 1994, any debt you owe over
$600 that is canceled by the federal govern-
ment, a financial institution, or a credit union
will be reported to you on Form 1099-C, Can-
cellation of Debt. If the canceled debt meets
one of the exceptions or exclusions explained
next, do not report it as income. However, you
may be required to file Form 982. See Tax
Benefit Reduction, later.

General Rule

Generally, if a debt you owe is canceled or for-
given, other than as a gift or bequest to you,
you must include the canceled amount in
gross income for tax purposes. A debt includes
any indebtedness for which you are liable or
which attaches to property you hold.

Exceptions to General Rule

The following discussion covers exceptions to
the general rule for canceled debt.

Price reduced after purchase. If you owe a
debt to the seller for property you purchased,
and the seller reduces the amount you owe,
generally you do not have income from the re-
duction. The part of the debt reduced is treated
as a purchase price adjustment and reduces
your basis in the property.

Cancellation of deductible debt. You do not
realize income from debt cancellation to the
extent the payment of the debt would have
given rise to a deduction.

Example. You own a business and obtain
accounting services on credit. Later, you have
trouble paying your business debts but you are
not bankrupt or insolvent. Your accountant for-
gives part of the amount you owe for the ac-
counting services. How you treat the cancella-
tion of debt depends on your method of
accounting:

1) Cash method — You do not include the
debt cancellation in income because pay-
ment for the services would have been
deductible as a business expense.

2) An accrual method — Your accountant’s
cancellation of the debt must be included
inincome. Under an accrual method of
accounting the expense is deductible
when the liability is incurred, not when the

debt is paid.

~

Student loan canceled. A studentloanis a
loan to assist you in attending an educational
institution.

You do not include in income the amount of
your student loan that is canceled because
under the loan provision you worked for a cer-
tain period of time in certain professions for
one of a broad class of employers.

To qualify, the loan must have been made
by one of the following:

1) The government — federal, state, or local,
or their agencies or subdivisions.

2) Atax-exempt public benefit corporation
that has assumed control of a state,
county, or municipal hospital, and whose
employees are considered public employ-
ees under state law.
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An educational institution under an agree-
ment with an entity described in (1) or (2)
that provided the funds to the institution to
make the loan.

Exclusion of Canceled Debt

You do not include a canceled debt in gross in-
come in the following situations:

1) The cancellation takes place in a bank-
ruptcy case under Title 11 of the United
States Code (the federal bankruptcy
code).
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The cancellation takes place when you
are insolvent and the amount excluded is
not more than the amount by which you
are insolvent.

3) The canceled debt is a qualified farm debt
and it is canceled by a qualified person.
The terms “qualified farm debt” and
“qualified person” are explained later.
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The canceled debt is discharge of quali-
fied real property business indebtedness,
except for C corporations. For more infor-
mation on this type of canceled debt, see
Chapter 7 in Publication 334.

If a debt cancellation is excluded from in-
come because it takes place under the bank-
ruptcy code, items (2), (3), and (4) do not ap-
ply. If it takes place when you are insolvent,
items (3) and (4) do not apply to the extent you
are insolvent.

Bankruptcy. A bankruptcy case is a case
under Title 11 of the United States Code, pro-
vided you are under the jurisdiction of the court
and the discharge of the debt is granted by the
court or is the result of a plan approved by the
court.

No debt canceled in a bankruptcy case is
included in your gross income in the year it is
canceled. Instead, the amount canceled must
be used to reduce your tax benefits, explained
later.

Insolvency. You are insolvent when, and to
the extent, your liabilities exceed the fair mar-
ket value of your assets. Your liabilities and the
fair market value of your assets must be deter-
mined immediately before the discharge of
your debts.



If you are insolvent, exclude from gross in-
come the amount of canceled debt up to the
amount by which you are insolvent. If the
amount of canceled debt exceeds the amount
by which you are insolvent, you can then apply
the rules for qualified farm debt to the excess,
provided you qualify for the qualified farm debt
exclusion. Otherwise, you include the excess
in gross income. Use the amount excluded for
insolvency to reduce tax benefits, as explained
later under Tax Benefit Reduction. Reduce the
tax benefits under the insolvency rules before
applying the rules for qualified farm debt.

Example 1. You had a $10,000 debt can-
celed outside of bankruptcy. Immediately
before the cancellation, your liabilities totaled
$80,000, and your assets totaled $75,000.
Since your liabilities exceeded your assets,
you were insolvent to the extent of $5,000
($80,000 - $75,000).

Example 2. You transferred property to a
bank to satisfy a debt for which you are per-
sonally liable and which is secured by the
property. You owe the bank $12,000. The
property has a fair market value of $10,000,
and your adjusted basis in the property is
$8,000. Assuming this is your only asset, you
are insolvent for the difference between the
amount of your debt ($12,000) and the fair
market value of the transferred property
($10,000). You must recognize a gain of
$2,000 for the difference between the fair mar-
ket value and your adjusted basis in the
property.

Qualified farm debt. Your debt is qualified
farm debt if:

1) Youincurred it directly in operating a
farming business, and

2) Atleast 50% of your total gross receipts
for the 3 tax years preceding the year of
debt cancellation were from your farming
business.

To see if you meet this requirement, divide
your total gross receipts from farming for the 3-
year period by your total gross receipts from all
sources, including farming, for that period. See
Chapter 2 for information about gross farm in-
come and total gross income.

Qualified person. The person who
cancels or forgives your qualified farm debt
must be a qualified person — one who is ac-
tively and regularly engaged in the business of
lending money and is not one of the following:

1) A person related to you.

2) A person from whom you acquired the
property (or a person related to this
person).

3) A person who receives a fee from your in-
vestment in the property (or a person re-
lated to this person).

A qualified person includes any federal,
state, or local government, or any of their
agencies or subdivisions. Therefore, these
rules apply to debts discharged by the USDA.

For the definition of a related person, see
Related persons under At-Risk Amounts in
Publication 925.

Tax Benefit Reduction

If you exclude canceled debt from income in a
bankruptcy case or during insolvency, or be-
cause the canceled debt is a qualified farm
debt, you must use the excluded amount to re-
duce certain tax benefits. This prevents an ex-
cessive tax benefit from the cancellation. Tax
benefits, for this purpose, include the basis of
depreciable property, as well as those listed
later.

The tax benefit reduction rules for qualified
farm debt are different from the rules for bank-
ruptcy and insolvency. However, in all three
cases, you may apply any portion of the can-
celed amount to reduce the basis of deprecia-
ble property before reducing other tax
benefits.

Election to reduce basis first. You can
choose to apply any portion of the excluded
amount of your canceled debt to reduce the
basis of your depreciable property before re-
ducing other tax benefits. The amount you ap-
ply cannot exceed the total adjusted bases of
all depreciable property you held at the begin-
ning of the tax year following the tax year of
your debt cancellation.

Depreciable property. Depreciable prop-
erty, for this purpose, means any property sub-
ject to depreciation, but only if a reduction of
basis will reduce the amount of depreciation or
amortization otherwise allowable for the period
immediately following the basis reduction.

Reduction of tax benefits. If you do not elect
to reduce the basis of your depreciable prop-
erty first, or if you make the election and the
amount canceled exceeds the bases of your
depreciable property, you must reduce the fol-
lowing tax benefits, in the order listed, by any
remaining canceled debt.

1) Net operating loss. Reduce any net op-
erating loss for the tax year the debt can-
cellation takes place, and any net operat-
ing loss carryover to that tax year. This
reduction is on a dollar-for-dollar basis.
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General business credit carryovers.
Reduce any carryovers to or from the tax
year of the debt cancellation. Reduce
these carryovers at the rate of 33% cents
for each dollar of debt cancellation
exclusion.

3) Minimum tax credit. Reduce the mini-
mum tax credit available at the beginning
of the tax year following the tax year of the
debt cancellation at the rate of 33% cents
for each dollar of debt exclusion.

4) Capital losses. Reduce any net capital
loss for the tax year of the debt cancella-
tion and any capital loss carryover to that
year. This reduction is on a dollar-for-dol-
lar basis.

5) Basis. For each dollar of debt cancella-
tion, reduce the basis of your property by
onedollar. This reduction applies to the
basis of both depreciable and nondepre-
ciable property. The reduction in basis
cannot be more than the excess of the to-
tal basis of property you hold immediately
after the debt cancellation over your total

liabilities immediately after the
cancellation.
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Passive activity loss and credit carry-
overs. Reduce the passive activity loss
and credit carryovers available from the
tax year of the debt cancellation. Reduce
the carryover of the deduction on a dollar-
for-dollar basis. Reduce the credit carry-
over at the rate of 33% cents for each dol-
lar of debt cancellation exclusion.
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Foreign and possession tax credits.
Reduce any carryover to or from the tax
year of the debt cancellation. Reduce
these credits at the rate of 33% cents for
each dollar of debt cancellation.

Qualified farm debt rules. You can exclude
from income the cancellation or discharge of
qualified farm debt to the extent you are sol-
vent. The debt must be discharged by a quali-
fied person, defined under Qualified farm debt,
earlier. The amount excluded must be used to
reduce certain tax benefits, explained later.
The rules for reducing tax benefits for qual-
ified farm debt are not the same as the rules
for bankruptcy or insolvency.

If your canceled debt is qualified farm debt,
the amount you exclude from income cannot
exceed the sum of your adjusted tax benefits
and the total adjusted bases of your “qualified
property,” defined later. If the income you real-
ize from the discharged debt exceeds this limit,
include the excess in gross income.

Adjusted tax benefits. Adjusted tax ben-
efits means the sum of the following:

1) Any net operating loss (NOL) for the year
of the discharge and any NOL carryovers
to that year.
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Any general business credit carryover to
or from the year of discharge, multiplied
by 3.

Any minimum tax credit available at the
beginning of the tax year following the tax
year of the debt cancellation, multiplied by
3.

Any net capital loss for the year of the dis-
charge and any capital loss carryovers to
that year.
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5) Any passive activity loss and credit carry-
overs available from the tax year of the
debt cancellation (the credit carryover is
multiplied by 3).

6) Any foreign tax credit carryovers to or
from the year of the discharge, multiplied
by 3.

You multiply the credits by 3 to make them
more comparable with the deduction benefits.

Example. You have a $200 general busi-
ness credit carryover in the year of debt can-
cellation. You apply $300 of the cancellation
as follows:

1) Multiply the credit by 3 for a result of $600.

2) Subtract the $300 canceled debt from
$600.

3) Divide the remaining $300 by 3 to deter-
mine the amount of credit left — $100.
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The general business credit is reduced to
$100 and may be applied to the tax shown on
the return for the year of debt cancellation or
carried to another tax year.

Order of reduction. Reduce adjusted tax
benefits (1), (2), (3) and (4), in that order, by
the excluded amount (to the extent not used
under Election to reduce basis first, earlier).
Then, before reducing adjusted tax benefit (5),
apply any remaining excluded amount to re-
duce your basis in “qualified property.”

“Qualified property” is any property you
use or hold for use in your business or for the
production of income. You must reduce the ba-
sis of this property in the following order:

1) Depreciable property.
2) Land you use in your farming business.

3) Other qualified property.

How to make tax benefit reductions. In all
cases, make the required reductions in tax
benefits after figuring your tax for the year of
the debt cancellation. In reducing net operat-
ing losses and capital losses, first reduce the
loss for the tax year of the debt cancellation.
Then reduce any loss carryovers to that year in
the order of the tax years from which the carry-
overs arose, starting with the earliest year.
Make your reductions of the general business
credit and the foreign tax credit carryovers in
the order in which they are taken into account
for the tax year of the debt cancellation.

When to make basis reductions. The reduc-
tion in basis is made to the property you hold at
the beginning of the tax year following the tax
year of the debt cancellation.

Recapture of basis reductions. If the basis
of property is reduced under these provisions,
and later sold or otherwise disposed of at a
gain, the part of the gain due to this basis re-
duction is taxable as ordinary income. Figure
the ordinary income part by treating the
amount of this basis reduction as a deprecia-
tion deduction. Any property having its basis
reduced under these provisions that is not sec-
tion 1245 or section 1250 property is treated
as section 1245 property. For section 1250
property, make the determination of straight-
line depreciation as though there were no ba-
sis reduction for debt cancellation. Sections
1245 and 1250 and the recapture of gain as or-
dinary income are explained in Chapter 11.

Form 982. You use Form 982 to show the
amounts excluded from income and the reduc-
tion of tax benefits in the order listed on the
form.

Also use this form to exclude the discharge
of qualified real property business indebted-
ness or to elect to reduce depreciable property
basis before reducing other tax benefits. How-
ever, if you do not make this election on your
original return, you must establish reasonable
cause with IRS before you can make the elec-
tion on an amended return or claim for credit.
This election may be revoked only with IRS
consent.

Page 22 Chapter4 FARM INCOME

You must file Form 982 with your income
tax return for the tax year in which the cancel-
lation of debt occurred. If you do not file this
form with your original return, you must file it
with an amended return or claim for credit or
refund.

More information. For more information on
debt cancellation, see Publication 908.

Income from
Other Sources

This section discusses other types of income
you may receive.

lllegal federal irrigation subsidies. The fed-
eral government operating through the Bureau
of Reclamation has made irrigation water
available for agricultural purposes from certain
reclamation and irrigation projects referred to
in the Reclamation Reform Act of 1982. For
water delivered after 1987, the excess of the
amount required to be paid over the amount
actually paid is an illegal subsidy.

For example, if the amount required to be
paid is full cost and you paid an amount less
than full cost, the excess of full cost over the
amount you paid is an illegal subsidy. You
must include the amount of this illegal subsidy
in gross income. Report this amount on line 10
of Schedule F. You cannot take a deduction for
the amount you are required to include in in-
come. For more information, contact your local
Bureau of Reclamation.

Timber sales. Timber sales, including sales
of logs, firewood, lumber, and pulpwood, are
discussed in Chapter 10.

Soil and other natural deposits. If you re-
move and sell topsoil, loam, fill dirt, sand,
gravel, or other natural deposits from your
property, the proceeds are ordinary income.

Depletion. A reasonable allowance for
depletion of the natural deposit sold may be
claimed as a deduction. See Depletion in
Chapter 8.

Granting the right to remove the depos-
its. If you enter into a legal relationship grant-
ing someone else the right to excavate and re-
move these natural deposits from your
property, determine whether the transaction is
a sale or another type of transaction (for exam-
ple, a lease). Your income from the deposits is
capital gain if the transaction is a sale. Other-
wise, the income is ordinary income, but it is
subject to an allowance for depletion.

The transaction is a sale if you retain no ec-
onomic interest in the deposit. You are consid-
ered to retain an economic interest if, under
the terms of the legal relationship, you must
depend on the income derived from extraction
of the deposit for a return of your capital invest-
ment in the deposit. On the other hand, if you
are to receive a specified sum or an amount
fixed without regard to how much is produced
and sold from the deposit, your transaction is a
sale. You cannot take deductions for deple-
tion, but your income is capital gain. See

Chapter 10 for the tax treatment of capital
gains.

Sod. Proceeds from the sale of sod are re-
ported on Schedule F. A deduction for cost de-
pletion is allowed, but only for the amount of
topsoil removed with the sod.

Fuel tax credits and refunds. Include as in-
come any credit or refund of federal excise tax
you paid as part of any fuel cost claimed as an
expense deduction that reduced your income
tax. See Chapter 18 for more information.

Refunds and reimbursements. Reimburse-
ments, refunds, and recoveries of other items
for which you took a deduction in an earlier
year should be included in income for the tax
year you receive them. However, if any part of
the earlier deduction did not decrease your in-
come tax, you do not have to include that part
of the reimbursement, refund, or recovery in
income.

Example. A tenant farmer purchased fer-
tilizer for $1,000 in April 1993. He deducted all
of the $1,000 on his 1993 Schedule F. The full
amount of the deduction reduced his tax.
Then, in February 1994, the landowner reim-
bursed him for $500 of the cost of the fertilizer.
The tenant farmer must include all of the $500
in his income for 1994 because all of the 1993
deduction decreased his tax in the earlier year.

Recapture of certain depreciation. If you
took a section 179 deduction for property used
in your farming business, and at any time dur-
ing the property’s recovery period you do not
use it predominantly in your business, you
must recapture the benefit you received from
the deduction by including part of the deduc-
tion in income.

Similarly, if the percentage of business use
of listed property (see Chapter 8) falls to 50%
or less in any tax year during the recovery pe-
riod, you must include in income any excess
depreciation you took on the property.

Both these amounts are farm income. Use
Part IV of Form 4797 to figure how much to in-
clude inincome.

Easements and rights-of-way. Income you
receive for granting easements or rights-of-
way on your farm or ranch for flooding land,
laying pipelines, and constructing electric or
telephone lines, etc., may result in income, a
reduction in the basis of all or part of your farm-
land, or both.

Example. You sold a right-of-way for a gas
pipeline through your property for $1,000. Only
a specific part of your farmland was affected.
You reserved the right to continue farming the
surface land after the pipe was laid. If the
$1,000 received for the right-of-way is less
than the basis properly allocated to the part of
your land affected by the right-of-way, then the
basis is reduced by $1,000. If the amount re-
ceived is more than the basis of the affected
part of your land, the excess is gain from the
sale of section 1231 property. See Chapter 11.
If, instead of selling a right-of-way, you sold
part of your land, you would have a gain or loss
from the sale of section 1231 property.



If during construction of the line, growing
crops were damaged and you later received a
settlement of $250 for this damage, the $250
you received for the destroyed crops is in-
come. Gains and losses are discussed in
Chapters 10 and 11.

Property sold, destroyed, stolen, or con-
demned. If property you own is sold or ex-
changed, stolen, destroyed by fire, flood, or
other casualty, or condemned by a public au-
thority, you will usually have a gain or loss. If
the gain is taxable or the loss deductible, it
may be ordinary gain or loss or capital gain or
loss. In some situations, the tax on your gain
may be postponed to a later year. See Chap-
ters 11 and 13.

Machine work (custom hire). Pay you re-
ceive for work you or your hired help perform
off your farm for contract work or custom work
done for others, or for the use of your property
or machines, is income to you whether or not
income tax was withheld at the source. This
rule applies whether you receive the pay in
cash, services, or merchandise.

Barter income. If you do work for someone
and are paid in farm products, property, or in
work done for you, you must report the fair
market value of what you receive as income.
The same rule applies if you trade farm prod-
ucts for other farm products, property, or
someone else’s labor. This is called barter in-
come. For example, if you help a neighbor
build a barn and receive a cow for your work,
you must report the fair market value of the
cow as ordinary income. Your basis for prop-
erty you receive in a barter transaction is usu-
ally the fair market value that you include in in-
come. If you pay someone with property, see
the discussion on labor expense in Chapter 5.

Prizes. Prizes won on farm livestock or prod-
ucts at contests, exhibitions, fairs, etc., are in-
come. If you receive a prize in cash, include
the full amount. If you receive a prize in pro-
duce or other property, include the fair market
value of the property received.

See Publication 525 for information about
prizes.

Commodity futures and options. See
Chapter 10 for information on gains and losses
from commodity futures transactions.

Below-market loans. A below-market loan is
a loan on which no interest is charged or inter-
est is charged at a rate below the applicable
federal rate. If you make a loan that is a below-
market loan, you may have to report income
from the loan in addition to the stated interest
you receive from the borrower. See Publica-
tion 550 for more information on below-market
loans.

5.

Farm Business
Expenses

Important Change
for 1994

Health insurance deduction for the self-em-
ployed. The deduction for 25% of health in-
surance costs for the self-employed expired
for tax years beginning after 1993. However,
as this publication was being prepared for
print, Congress was considering legislation to
extend this provision. For information on late
legislative changes, see Publication 553,
Highlights of 1994 Tax Changes.

Introduction

You generally deduct farm business expenses
in the tax year you pay or incur them. Deter-
mine the tax year you can deduct a farm busi-
ness expense based on your accounting
method. See Accounting Methods in Chapter
3.

The uniform capitalization rules require you
to capitalize certain expenses. These rules do
not apply to plants with a preproductive period
of 2 years or less or to animals, unless you are
a corporation, partnership, or tax shelter re-
quired to use an accrual method of accounting.
See Uniform Capitalization Rulesin Chapter 7.

Under certain circumstances, you can de-
duct expenses for soil or water conservation,
or for the prevention of erosion, if they are con-
sistent with a plan approved by the Soil Con-
servation Service of the USDA. See Chapter 6.

Topics
This chapter discusses:

« Deductible expenses

* Farm operating losses

» Capital expenses
 Not-for-profit farming

» Nondeductible expenses

Useful Items
You may want to see:

Publication

0 349 Federal Highway Use Tax on
Heavy Vehicles

0 463 Travel, Entertainment, and Gift
Expenses

535 Business Expenses

536 Net Operating Losses

538 Accounting Periods and Methods
587 Business Use of Your Home

O o0oo0ood

917 Business Use of a Car

Chapter 5

0 925 Passive Activity and At-Risk Rules
0 936 Home Mortgage Interest Deduction

Form (and Instructions)
0 1040 U.S. Individual Income Tax
Return

0 1040X Amended U.S. Individual
Income Tax Return

O Sch A (Form 1040) Itemized
Deductions

O Sch F (Form 1040) Profit or Loss From
Farming

0 1045 Application for Tentative Refund

0O 5213 Election To Postpone
Determination as To Whether the
Presumption Applies That an Activity Is
Engaged in for Profit

Deductible Expenses

The ordinary and necessary costs of operating
a farm for profit are deductible business ex-
penses. Part Il of Schedule F lists expenses
common to farming operations. This chapter
discusses many of these expenses, as well as
others not listed on Schedule F.

Economic performance. Generally, farm
business expenses are not deductible under
an accrual method of accounting until eco-
nomic performance occurs. Economic per-
formance generally occurs as the property or
services are provided to you, whether or not
you paid the expense. See Publication 538 for
more information about economic
performance.

Reimbursed expenses. If you are reim-
bursed, either reduce the amount of the ex-
pense or report the reimbursement as income,
depending on when you receive the reim-
bursement. See Refunds and reimbursements
in Chapter 4.

Contested liabilities. If you use the cash
method of accounting and contest an asserted
liability for any of your farm business ex-
penses, you can claim the deduction only in
the year you pay the liability. If you are an ac-
crual method taxpayer, however, you can de-
duct the expense either in the year you pay the
contested liability (or transfer money or other
property in satisfaction of it) or in the year you
finally settle the contest. For more information,
see Publication 538.

Prepaid Farm Supplies

There may be a limit on your deduction for pre-
paid farm supplies if you use the cash method
of accounting to report your income and ex-
penses. This limit will not apply, however, if
you meet one of the exceptions described
later.

Prepaid farm supplies. Prepaid farm sup-
plies are amounts you paid during the tax year
for:
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1) Feed, seed, fertilizer, and similar farm
supplies not used or consumed during the
year,

2

~

Poultry (including egg-laying hens and
baby chicks) bought for use (or use and
sale) in your farm business that would be
deductible in the following year if you had
capitalized the cost and deducted it rata-
bly (for example, on a monthly basis) over
the lesser of 12 months or the useful life of
the poultry, and

3

~

Poultry bought for resale and not resold
during the year.

Deduction limit. You can deduct prepaid
farm supplies that do not exceed 50% of your
other deductible farm expenses in the year of
payment. You can deduct any excess prepaid
farm supplies only for the tax year you use or
consume the supplies.

Other deductible farm expenses. Other
deductible farm expenses are any amounts al-
lowable as deductions on Schedule F (Form
1040), including depreciation or amortization,
but not including prepaid farm supplies.

Example. During 1994, you bought fertil-
izer ($4,000), feed ($1,000), and seed ($500)
for use on your farm in the following year. Your
total prepaid farm supplies for 1994 are
$5,500. Your other deductible farm expenses
totaled $10,000 for 1994. Therefore, your de-
duction for prepaid farm supplies may not ex-
ceed $5,000 (50% of $10,000) for 1994. The
excess prepaid farm supplies of $500 ($5,500
- $5,000) are deductible in the tax year the
supplies are used or consumed.

Exceptions. This limit on the deduction of
prepaid farm supplies does not apply if you are
a farm-related taxpayer and either:

1) Your prepaid farm supplies are more than
50% of your other deductible farm ex-
penses because of a change in business
operations caused by extraordinary cir-
cumstances, or

2

~

Your total prepaid farm supplies for the
preceding 3 tax years are less than 50%
of your total other deductible farm ex-
penses for those 3 tax years.

You are a farm-related taxpayer if any of
the following apply:

1) Your principal home is on a farm.
2) Your principal business is farming.
3) A member of your family meets (1) or (2).

For this purpose, your family includes your
brothers and sisters, half-brothers and half-
sisters, spouse, parents, grandparents, chil-
dren, and grandchildren.

Prepaid farm supplies do not include any
amount paid for farm supplies on hand at the
end of the tax year that would have been con-
sumed if not for a fire, storm, flood, other casu-
alty, disease, or drought.

Whether or not the deduction limit for pre-
paid farm supplies applies, your expenses for
livestock feed may be subject to the rules for
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advance payment of livestock feed, discussed
next.

Livestock Feed

If you report your income under the cash
method, you can deduct in the year paid the
cost of feed your livestock consumed in that
year. However, the cost of feed not consumed
in that year is subject to the advance payment
for feed rules, discussed next, and the limit on
prepaid farm supplies, discussed earlier.

Advance payments for feed. If you meet all
three of the following tests, you can deduct in
the year of payment (subject to the limit on pre-
paid farm supplies), the cost of feed your live-
stock will consume in a later tax year. This rule
does not apply to the purchase of commodity
futures contracts.

1) The expense is a payment for the
purchase of feed, not a deposit. Whether
an expense is a deposit or payment de-
pends on the facts and circumstances in
each case. The expense is a payment if
you can show you made it under a binding
commitment to accept delivery of a spe-
cific quantity of feed at a fixed price and
you are not entitled, under contract provi-
sion or business custom, to a refund or
repurchase.

Factors that show an expense is a de-
posit rather than a payment include:

a) The absence of specific quantity terms.

b) The right to a refund of any unapplied
payment credit at the end of the
contract.

c) The treatment as a deposit by the
seller.

d) The right to substitute other goods or
products for those specified in the
contract.

A provision permitting substitution of ingre-
dients to vary the particular feed mix to meet
current diet requirements of the livestock for
which you bought the feed will not indicate a
deposit. Further, adjustment to the contract
price to reflect market value at the date of de-
livery is not, by itself, proof of a deposit.

2) The prepayment has a business purpose
and is not merely for tax avoidance. You
should have a reasonable expectation of
receiving some business benefit from the
prepayment. Some examples of business
benefits are:

a) Fixing maximum prices and securing an
assured feed supply.

b) Securing preferential treatment in antic-

ipation of a feed shortage.

Whether the prepayment was a condition
imposed by the seller and whether the condi-
tion was meaningful will also be considered in
determining the existence of a business pur-
pose for the prepayment.

3) The deduction of these costs does not re-
sult in a material distortion of your income.
Even if you meet the first two tests, this
does not automatically mean the expense
is deductible in the year paid. A deferral of
the deduction may be necessary to clearly
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reflect your income. Some factors to con-
sider in determining whether the deduc-
tion results in a material distortion of in-
come are:

a) Your customary business practice in
conducting your livestock operations.

b) The amount of expense in relation to
past purchases.

c) The time of year you made the
purchase.

d) The amount of expense in relation to
your income for the year.

If you fail any of these tests, you cannot de-
duct in the year paid the cost of feed your live-
stock will consume in a later tax year. You de-
duct it in the tax years your livestock consume
the feed.

Labor Hired

You can deduct reasonable wages paid for
regular farm labor, piecework, contract labor,
and other forms of labor hired to perform your
farming operations. You may pay wages in
cash or other property such as inventory items,
capital assets, or assets used in your busi-
ness. The cost of boarding hired farm labor is a
deductible labor cost. Other deductible costs
you incur for hired farm labor include health in-
surance and workers’ compensation
insurance.

If you must withhold social security, Medi-
care, and income taxes from your employees’
cash wages, the full amount of wages before
withholding is deductible. See Chapter 16 for
more information on employment taxes. The
social security and Medicare taxes you must
pay on wages to your employees are deducti-
ble as a farm business expense on Schedule
F. See Taxes later in this chapter.

Deductible Pay

The kinds of pay you can deduct include the
fair market value of property transferred to
your employees and wages paid to members
of your family, as discussed next.

Property for services. If you transfer prop-
erty to one of your employees in payment for
services, you can deduct as wages paid the
fair market value of the property on the date of
transfer. If the employee pays you anything for
the property, you can deduct as wages the fair
market value of the property minus the amount
paid by the employee for the property. Treat
the amount you deduct on your return as the
amount received for the property. You may
have a gain or loss to report if the property’s
adjusted basis on the date of transfer is differ-
ent from its fair market value. Any gain or loss
has the same character the exchanged prop-
erty had in your hands. See If you trade prop-
erty for unlike propertyin Chapter 11.

Child as an employee. You can deduct rea-
sonable wages or other compensation paid to
your children for doing farm work if there is a
true employer-employee relationship. In-
clude these wages in the child’s income. The
child may have to file an income tax return.



These wages may also be subject to social se-
curity and Medicare taxes if your child is age
18 or older. See Family Members in Chapter
16.

The fact that your child spends the wages
to buy clothes or other necessities you nor-
mally furnish does not prevent you from de-
ducting your child’'s wages as a farm expense.

Spouse as an employee. You can deduct
wages paid to your spouse if a true employer-
employee relationship exists between you
and your spouse. Wages paid to your spouse
are subject to social security and Medicare
taxes. See Family Membersin Chapter 16.

Nondeductible Pay

You cannot deduct wages paid for certain
household work, construction work, and main-
tenance of your home. However, such wages
may be subject to the employment taxes dis-
cussed in Chapter 16.

Household workers. Do not deduct amounts
paid to persons engaged in household work,
except to the extent their services are used in
boarding or otherwise caring for farm laborers.

Construction labor. Do not deduct wages
paid to hired help for the construction of new
buildings or other items. These wages are part
of the cost of the building or other improve-
ment. Capitalize them.

Maintaining your home. If your farm em-
ployee spends time maintaining or repairing
your home, the wages and social security and
Medicare taxes you pay for that work are non-
deductible personal expenses. For example,
assume you have a farm employee for the en-
tire tax year and the employee spends 5% of
the time maintaining your home. The em-
ployee devotes the remaining time to work on
your farm. You cannot deduct 5% of the wages
and social security and Medicare taxes you
pay for that employee.

Employment Credits

Reduce your deduction for wages by any em-
ployment credits allowed for the tax year. The
following are employment credits and their re-
lated forms:

« Jobs Credit, Form 5884

« Empowerment Zone Employment Credit,
Form 8844

« Indian Employment Credit, Form 8845

See the forms and their instructions for more
information.

Personal and Business

Expenses

Some of the expenses you pay during the tax
year may be partly personal and partly busi-
ness. These may include expenses for gaso-
line, ail, fuel, water, rent, electricity, telephone,
automobile upkeep, repairs, insurance, inter-
est, and taxes.

Allocation. Allocate these mixed expenses
because the personal part is not deductible as
a business expense.

Example. You paid $1,500 for electricity
during the tax year. You used one-third of the
electricity for personal purposes and two-
thirds for farming. Under these circumstances,
you can deduct two-thirds of your electricity
expense ($1,000) as a farm business
expense.

Reasonable allocation. 1t is not always
easy to determine the business and nonbusi-
ness parts of an expense. No rule can be pre-
scribed for all cases, but the allocation must be
reasonable. What is reasonable depends on
the circumstances in each case.

Telephone expense. You cannot deduct
the cost of basic local telephone service (in-
cluding taxes) for the first telephone line you
have in your home. However, you can deduct
the cost of additional telephone service in your
home if you use it for your farm business.

Tax preparation fees. You can deduct as
afarm business expense on Schedule F (Form
1040) the cost of preparing that part of your tax
return relating to your farm business. You can
deduct the remaining cost on Schedule A
(Form 1040) if you itemize your deductions.

You can also deduct on Schedule F the
amount you pay or incur in resolving asserted
tax deficiencies for your farm business.

Repairs and Maintenance

You can deduct most expenses for the repair
and maintenance of your farm property. How-
ever, repairs to depreciable property that sub-
stantially prolong the life of the property, in-
crease its value, or adapt it to a different use
are capital expenses. If you repair the barn
roof the cost is deductible. But if you replace
the roof it is a capital expense. Common items
of repair and maintenance are repainting, re-
placing shingles and supports on farm build-
ings, and minor overhauls of cars, tractors,
and other farm machinery. You must, how-
ever, capitalize major overhauls.

Interest

You can deduct as a farm business expense
interest paid on farm mortgages and other obli-
gations you incur in your farm business.

If you use the cash method of accounting,
you can deduct interest paid during the year.
You cannot deduct interest paid with funds re-
ceived from the original lender through an-
other loan, advance, or other arrangement
similar to aloan. You can, however, deduct the
interest when you start making payments on
the new loan.

If you use an accrual method of account-
ing, deduct interest as it accrues. However,
you cannot deduct interest owed to a related
person who uses the cash method until pay-
ment is made and the interest is includible in
the gross income of that person. See Chapter
8 in Publication 535 for more information.

Allocation of interest. If you use the pro-
ceeds of a loan for more than one purpose (for
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example, personal and business), allocate the
interest on that loan to each use.

The best way to allocate interest is to keep
the proceeds of a particular loan separate from
any other funds. You can treat an expense
made from any account (or in cash) within 30
days before or after the debt proceeds are de-
posited (or received in cash) as being made
from such debt proceeds.

In general, the interest on a loan is allo-
cated in the same way as the loan itself is allo-
cated. This is true even if the funds are paid di-
rectly to a third party. You allocate loans by
tracing disbursements to specific uses. If you
must allocate your interest expense, use the
following categories:

1) Trade or business interest.
2) Passive activity interest.
3) Investment interest.

4) Personal interest.

5) Portfolio expenditure interest.

Allocation based on use of loan’s pro-
ceeds. You allocate interest on a loan the
same way as the loan is allocated. Loan pro-
ceeds and the related interest are allocated by
the use of the proceeds. The allocation is not
affected by the use of property that secures
the loan.

Example. You secure a loan with property
used in your farming business. You use the
loan proceeds to buy a car for personal use.
You must allocate interest expense on the loan
to personal use (purchase of the car) even
though the loan is secured by farm business
property.

Allocation period. The period a loan is al-
located to a particular use begins on the date
the proceeds are used and ends on the earlier
of the date the loan is:

1) Repaid, or
2) Reallocated to another use.

See Chapter 8 in Publication 535 for more
information.

Prepaid interest. You generally cannot de-
duct interest paid in advance in the year you
pay it. Deduct interest allocable to periods af-
ter the close of the year in which you pay it
over the period of the loan. See Chapter 8 in
Publication 535 for more information.

Loan expenses. You prorate and deduct loan
expenses, such as legal fees and commis-
sions, paid to get a farm loan over the term of
the loan.

Breeding Fees

You can deduct breeding fees as a farm busi-
ness expense. However, if you must use an
accrual method of accounting, you must capi-
talize breeding fees and allocate them to the
cost basis of the calf, foal, etc. Certain farm
corporations and partnerships, and all tax
shelters, including farm syndicates, generally
must use an accrual method.
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Fertilizer and Lime

You can deduct in the year paid or incurred the
cost of fertilizer, lime, and other materials ap-
plied to farmland to enrich, neutralize, or con-
dition it. You can deduct the cost of applying
these materials in the year you pay or incur it. If
the benefits of the fertilizer, lime, or other
materials last substantially more than a year,
you can choose to deduct the expenses in the
year paid or incurred, or you can capitalize
them and deduct a part each year the benefits
last. However, see Prepaid Farm Supplies,
earlier, for a rule that may limit your deduction
for these materials.

Farmland is land used for producing crops,
fruits, or other agricultural products or for sus-
taining livestock. Farmland for this choice
does not include land you have never used for
producing crops or sustaining livestock.
Therefore, you cannot deduct initial land prep-
aration costs.

If you choose to deduct the expenses in the
year paid or incurred, you can change the
choice for that year only with IRS consent. In-
clude government payments you receive for
lime or fertilizer in income. See Fertilizer and
Limein Chapter 4.

Taxes

You can deduct as a farm business expense
the real estate and personal property taxes on
farm business assets, such as farm equip-
ment, animals, farmland, and farm buildings.
You can also deduct the social security and
Medicare taxes you pay to match the amount
withheld from the wages of farm employees
and any federal unemployment tax you pay.
See Chapter 16 for information on employ-
ment taxes.

The taxes on the part of your farm you use
as your home, and its furnishings, are nonbusi-
ness taxes. To determine the nonbusiness
part, prorate the taxes between the farm as-
sets and nonbusiness assets. The proration
can be done on the basis of the assessed valu-
ations. If your tax statement does not show the
assessed valuations, you can usually get them
from the tax assessor.

State or local general sales taxes. State or
local general sales taxes on nondepreciable
farm business expense items need not be
stated separately, but can be included as part
of the cost of the item. Include state or local
general sales taxes imposed on the purchase
of capital assets for use in your farm business
as part of the cost that you depreciate. If state
or local general sales taxes on the purchase of
farm business capital assets are imposed on
the seller and passed on to you, treat them as
part of the cost of the capital assets.

State and federal income taxes. You cannot
deduct state and federal income taxes as farm
business expenses. You can deduct state in-
come tax if you itemize your deductions on
Schedule A. You cannot deduct federal in-
come tax.

A state tax on gross income (as distin-
guished from net income) directly attributable
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to the business of farming carried on by an in-
dividual or a partnership is deductible as a
business expense.

Federal use tax. You can deduct the federal
use tax on highway motor vehicles paid on a
truck or truck tractor used in your farm busi-
ness. For more information, see Publication
349.

Self-employment tax deduction. You can
deduct one-half of your self-employment tax in
figuring your adjusted gross income on Form
1040. See Chapter 15.

Insurance

You can deduct the following types of insur-
ance expenses on Schedule F:

1) Premiums for fire, storm, crop, theft, liabil-
ity, and other insurance on farm business
assets,

2) Premiums for health and accident insur-
ance on your employees, and

3) Payments for workers’ compensation in-
surance and state unemployment
insurance.

Advance premiums. If you pay insurance
premiums in advance, you can deduct each
year only the premium that applies to that tax
year. You can deduct the balance in each later
year to which it applies. This is true whether
you use the cash or accrual method of
accounting.

Example. On June 28, 1994, you paid a
premium of $3,000 for fire insurance on your
barn. The policy will cover a period of 3 years
beginning on July 1, 1994. Only the cost for the
6 months in 1994 is deductible as an insurance
expense on your 1994 tax return. You can de-
duct $500, which is the premium for 6 months
of the 36-month premium period, or %s of
$3,000. In 1995 and 1996, $1,000 (*%s of
$3,000) is deductible. The remaining $500 is
deductible in 1997. Had the policy been effec-
tive on January 1, 1994, the deductible ex-
pense would have been $1,000 for each of the
years 1994, 1995, and 1996, based on one-
third of the premium used each year.

Business interruption insurance. Business
interruption insurance premiums are deducti-
ble. This insurance pays for lost profits if your
business is shut down due to a fire or other
cause. You report any proceeds in full as ordi-
nary income.

Rent and Leasing
If you lease property for use in your business,
you can generally deduct the rent you pay.

Rent

You can deduct on Schedule F rent you pay in
cash. However, you cannot deduct rent paid in
crop shares because you deducted the cost of
raising the crops as farm expenses.

Advance payments. You can deduct ad-
vance payments of rent only in the year to
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which they apply, regardless of your account-
ing method.

Farm home. If you rent a farm, you cannot de-
duct the part of the rental expense that repre-
sents the fair rental value of the farm home in
which you live.

Lease or Purchase

If you lease equipment rather than buy it, de-
termine whether the agreement is a lease or,
in reality, a conditional sales contract. If the
agreement is a lease, you can deduct rental
payments for the use of the equipment in your
trade or business. If the agreement is a condi-
tional sales contract and you have acquired, or
will acquire, title to or equity in the equipment,
the payments under the agreement, so far as
they do not represent interest or other
charges, are payments for the purchase of the
equipment. You cannot deduct these pay-
ments as rent, but must capitalize the cost of
the equipment and recover this cost through
depreciation.

Example. In 1994, you lease new farm
equipment from a dealer who both sells and
leases. The lease payments and the specified
option price equal the sales price plus interest.
Under the lease, you are responsible for main-
tenance, repairs, and the risk of loss. For fed-
eral income tax purposes, the lease is a sale of
the equipment and you cannot deduct any of
the lease costs as rent. You can deduct inter-
est, repairs, insurance, depreciation, and other
business expenses.

Intent. Whether the agreement, which in form
is a lease, is in substance a conditional sales
contract depends on the intent of the parties.
This intent is shown by the agreement, read in
the light of the facts and circumstances ex-
isting at the time you made the agreement. In
determining the intent, no single test, or spe-
cial combination of tests, is absolutely defini-
tive. However, in the absence of compelling
and persuasive factors to the contrary, treat an
agreement as a conditional sales contract,
rather than a lease, if any of the following is
true:

1) The agreement applies part of each pay-
ment toward an equity interest you will
receive.

2) You receive title to the property after you
pay a stated amount of required
payments.

3
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You must pay, over a short period of time,
an amount that represents a large part of
the price you would pay to buy the
property.

4) You pay much more than the current fair
rental value of the property.

5) You have an option to buy the property at
a small price compared to the value of the
property at the time you can exercise the
option. Determine this value at the time of
entering into the original agreement.

6) You have an option to buy the property at
a small price compared to the total
amount you must pay under the lease.



7) The lease designates some part of the
payments as interest, or part of the pay-
ments are easy to recognize as interest.

Leveraged leases. Special rules apply to
leveraged leases of equipment (property fi-
nanced by a nonrecourse loan from a third
party). For more information, see Revenue
Procedure 75-21, 1975-1 CB 715 and Reve-
nue Procedure 75-28, 1975-1 CB 752.

Motor vehicle leases. Special rules apply to
lease agreements that have a terminal rental
adjustment clause. The clause will generally
provide for a rental adjustment on termination
of the lease. If your rental agreement contains
a terminal rental adjustment clause, treat the
agreement as a lease. See section 7701(h) of
the Internal Revenue Code.

Depreciation
If you use property in your farm business that
has a useful life of more than one year, you
generally cannot deduct its entire cost in one
year. Instead, spread the cost over more than
one year and deduct part of it each year. For
most property, this deduction is depreciation.
However, you may be able to deduct part or all
of the cost of this property as a business ex-
pense in the year you place itin service. This is
the section 179 deduction.

Depreciation and the section 179 deduc-
tion are discussed in Chapter 8.

Business Use

of Your Home

To deduct expenses for the business use of
your home, you must use part of your home
exclusively and regularly either as:

1) The principal place of business for any
business in which you engage (even if not
your principal business), or

2) A place where you meet or deal with cli-
ents or customers in the normal course of
your trade or business.

The principal place of business of a farm is
the entire farm. Thus, if your home office is on
your farm, the office and the surrounding farm-
land are considered one place of business. For
more information on how to determine your
principal place of business if you have more
than one place of business, see Publication
587.

You can deduct expenses for the business
use of a structure not attached to your home,
such as a garage, if used exclusively and regu-
larly for your business.

If you use part of your home for business
you must divide the expenses of operating
your home between personal and business
use. See Publication 587 for more information.

Deduction limit. There is a limit on your de-
ductions for certain expenses for the business
use of your home. Total deductions for other-
wise nondeductible expenses, such as utili-
ties, insurance, and depreciation, cannot be
more than the gross income from the business
use of your home minus the sum of:

1) The business percentage of the otherwise
deductible mortgage interest, real estate
taxes, and casualty losses, and

2) All other business expenses, other than
those related to the business use of your
home.

If certain expenses for the business use of
your home are more than the limit, you can
carry the excess to the next year.

See Publication 587 for information on how
to figure this limit and where to deduct the ex-
penses on your return.

Truck and Car Expenses

You can deduct the cost of operating a truck or
car in your farm business. Only expenses for
business use are deductible. These include
such items as gasoline, oil, repairs, license
tags, insurance, and depreciation.

Instead of using actual costs to determine
your deduction for truck or car expenses,
under certain conditions you can use a stan-
dard mileage rate of 29 cents a mile for all
miles of business use in 1994. You can use the
standard mileage rate only for cars and light
trucks, such as vans, pick-ups, and panel
trucks, that you own. The standard mileage
rate cannot be used if you operate two or more
cars or light trucks at the same time in your
farm business.

For more information, see Publication 917.

Travel Expenses

You can deduct ordinary and necessary ex-
penses you incur while traveling away from
home for your farm business. However, you
cannot deduct lavish or extravagant expenses.
Your home, for tax purposes, is usually the lo-
cation of your farm business. You are traveling
away from home if your duties require you to
be absent from your farm substantially longer
than an ordinary work day and your duties re-
quire you to sleep or rest while away from your
business.

If you meet these requirements and can
prove the time, place, and business purpose of
your travel, you can deduct your reasonable
and necessary expenses for travel, meals, and
lodging. You can deduct only 50% of your bus-
iness-related meal expenses.

Travel expenses include:

1) Air, rail, bus, and car transportation.
2) Meals and lodging.

3) Cleaning and laundry.

4) Telephone and telegraph.

5) Transportation from the place where you
eat and sleep to your temporary work
assignment.

6) Similar expenses related to ordinary and
necessary travel.

7) Tips for any of the above expenses.
Recordkeeping requirements. You must be

able to prove your deductions for travel by ad-
equate records or sufficient evidence that will
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support your own statement. Estimates or ap-
proximations do not qualify as proof of an
expense.

You should keep an account book or simi-
lar record, supported by adequate documen-
tary evidence, that together supports each ele-
ment of an expense.

Instead of deducting the actual cost of
meals and incidental expenses while traveling
away from home for business, you can gener-
ally choose to deduct a standard meal allow-
ance. If you choose this option, you do not
have to keep records to prove amounts spent
for meals. However, you must still prove the
actual cost of other travel expenses, as well as
the time, place, and business purpose of your
travel.

For more information on travel, record-
keeping, and the standard meal allowance,
see Publication 463.

Reimbursements to employees. You can
generally deduct as business expenses reim-
bursements paid to your employees for travel
and transportation expenses they incur in the
conduct of your business. If you reimburse
these expenses under an accountable plan,
deduct them as travel, meal, and entertain-
ment expenses. If you reimburse these ex-
penses under a nonaccountable plan, how-
ever, you must report the reimbursements as
wages on Form W-2 and deduct them as
wages. For more information, see Chapter 16
of Publication 535.

Marketing Quota Penalties
You can deduct on Schedule F penalties paid
for marketing crops in excess of farm market-
ing quotas. However, if you do not pay the
penalty, but instead the purchaser of your crop
deducts it from the amount paid to you, include
in gross income only the amount you received.
Do not take a separate deduction for the
penalty.

Tenant House Expenses
You can deduct the cost of maintaining houses
and their furnishings for tenants or hired help
as farm business expenses. These costs in-
clude repairs, heat, light, insurance, and
depreciation.

The value of a dwelling you furnish to a ten-
ant under the usual tenant-farmer arrange-
ment is not taxable income to the tenant.

ltems Purchased

for Resale

If you use the cash method of accounting, you
can deduct the cost of livestock and other
items purchased for resale in Part | of Sched-
ule F in the year of sale. This cost includes
freight charges for transporting the livestock to
the farm. Ordinarily, this is the only time you
can deduct the purchase price. However, see
Cost of chickens, seeds, and young plants—
cash method, later.

Example. You report on the cash method.
In 1994, you buy 50 steers you will sell in 1995.
You deduct the purchase price, plus any
freight cost, in 1995 when you sell the steers.
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Cost of chickens, seeds, and young
plants—cash method. Cash method farmers
can deduct the cost of hens and baby chicks
bought for commercial egg production or for
raising and resale as an expense in the year
they pay the costs, if they do it consistently and
it clearly reflects income. You can deduct the
purchase price of seeds and young plants
bought for further development and cultivation
before sale as an expense when paid if it is
done consistently and you do not figure your
income on the crop method. However, this rule
does not apply to the cost of seeds and young
plants for Christmas trees, orchards, and
timber.

If you deduct the purchase price of chick-
ens and young plants as an expense, report
their entire selling price as income. You cannot
also deduct the purchase price from the selling
price.

See Prepaid Farm Supplies, earlier, for a
rule that may limit your deduction for the items
discussed here.

Capitalize the cost of plants with a
preproductive period of more than 2 years, un-
less you can elect out of the uniform capitaliza-
tion rules. See Special Rules for Farm Prop-
ertyin Chapter 7.

Example. You use the cash method of ac-
counting. In 1994, you buy 500 baby chicks to
raise for resale in 1995. You also buy 50 bush-
els of winter seed wheat in 1994 that you sow
in the fall. You can deduct the cost of both the
baby chicks and the seed wheat in 1994, un-
less you previously adopted the method of de-
ducting these costs in the year you sell the
chickens or the harvested crops.

Delaying deduction—crop method. You
can delay deducting the purchase price of
seeds and young plants until you sell them if
you get IRS permission. If you follow this
method, deduct the purchase price from the
selling price to determine your profit. Do this in
Part | of Schedule F. See Crop method in
Chapter 3.

Choosing the method. You can adopt either
of these methods for deducting the purchase
price in the first year you buy egg-laying hens,
pullets, chicks, or seeds and young plants. If
you choose the crop method, however, you
need IRS permission.

Although you must use the same method
for egg-laying hens, pullets, and chicks, you
can use a different method for seeds and
young plants. Once you use a particular
method for any of these items, use it for those
items until you get IRS permission to change
your method. See Change in Accounting
Method in Chapter 3.

You cannot deduct the purchase price of
seeds and young plants for Christmas trees
and timber as an expense. You deduct the
cost of these seeds and plants through deple-
tion allowances. See Depletionin Chapter 8.

The purchase price of chickens and plants
used as food for your family is never
deductible.
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Other Expenses

The following list, while not all-inclusive,
shows some of the expenses you can deduct
as other farm expenses in Part Il of Schedule
F. These expenses must be for business pur-
poses and (1) paid, if you use the cash
method, or (2) incurred, if you use an accrual
method.

Accounting fees

Advertising

Chemicals

Custom hire (machine work)

Educational expenses (to maintain and im-
prove farming skills)

Farm attorney fees

Farm fuels and oil

Farm magazines

Freight and trucking
Ginning

Insect sprays and dusts
Litter and bedding
Livestock fees
Recordkeeping expenses
Service charges

Small tools having a useful life of one year
orless

Stamps and stationery
Storage and warehousing
Tying material and containers
Veterinary fees and medicine

Losses From
Operating a Farm

If your deductible farm expenses are more
than your farm income, you have a loss from
the operation of your farm. If your loss is more
than your other income for the year, you may
have a net operating loss (NOL). You may also
have an NOL if you had a casualty or theft loss
that was more than your income.

You can use an NOL to reduce your in-
come (and tax) in other years by carrying it to
those years and deducting it from income.
However, the at-risk limits, discussed later,
may limit how much of your NOL you can carry
to other years.

Net Operating Losses

It is important for you to determine whether
you have an NOL. If you have an NOL this
year, you may be able to get all or part of the
income tax you paid for the past 3 tax years re-
funded, or you may be able to reduce your tax
in future years.

To determine if you have an NOL, com-
plete your tax return for the year. You may
have an NOL if a negative figure appears on
the line shown below:

Individuals—line 35 of Form 1040.
Estates and trusts—line 22 of Form 1041.
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Corporations—line 30 of Form 1120 or line
26 of Form 1120-A.

If the amount on that line is not a negative
figure, you do not have an NOL.

There are rules that limit what you can de-
duct when figuring an NOL. These rules are
discussed in detail under How To Figure an
NOL in Publication 536.

In general, these rules do not allow:

1) Exemptions,

2) Net capital losses,

3) Nonbusiness losses, or
4) Nonbusiness deductions.

Example. Glenn Johnson is a dairy
farmer. He is single and has the following in-
come and deductions on his Form 1040 for
1994.

INCOME
Wages from part-time job in gas station $ 1,225
Intereston savings .............ooooiiiin 425
Net long-term capital gain on sale of farm

F= (o] (=T Lo 2,000
Glenn's total income $ 3,650
DEDUCTIONS
Net loss from farming business (income of

$67,000 — expenses of $72,000) ....... $ 5,000
Net short-term capital loss on sale of stock

......................................... 1,000

Personal exemption ...................... 2,450
Standard deduction ....................... 3,800
Loss on small business investment

company stock ... 1,000
Glenn’s total deductions $13,250

Glenn’s deductions exceed his income by
$9,600 ($13,250 - $3,650). However, to figure
whether he has an NOL, he must modify cer-
tain deductions. He can use Schedule A
(Form 1045)to figure his NOL.

Glenn cannot deduct the following:

Nonbusiness net short-term capital loss ... $1,000
Personal exemption ..................c.an 2,450
Nonbusiness deductions ( standard

deduction, $3,800) minus nonbusiness

income (interest, $425) .................. 3,375

Total adjustments to net loss $6,825

When these items are eliminated, Glenn’s
net loss is reduced to $2,775 ($9,600 -
$6,825). This amount is his NOL for 1994.

Carrybacks. You generally carry an NOL
back to the 3 tax years before the NOL year
and deduct it from income you had in those
years. There are rules for figuring how much of
the NOL is used in each tax year and how
much is carried to the next tax year. These
rules are explained in Publication 536.

Unless you choose to forgo the carryback
period, as discussed later, you must first carry
your NOL to the third tax year before the NOL
year. If itis not all used that year, carry the un-
used part to the next year, the second year
before the NOL year. If it is not all used in the
second year, carry the remaining unused part



to the next tax year, the year before the NOL
year.

Refigure your deductions, credits, and tax
for each of the 3 carryback years to which you
carried an NOL. If your refigured tax is less
than the tax you originally paid, you can apply
for a refund by filing Form 1040X for each year
affected, or by filing Form 1045. You will usu-
ally get a refund faster by filing Form 1045, and
you can use one Form 1045 to figure the over-
payment of tax for all 3 carryback years.

Carryovers. If you do not use up the entire
NOL in the 3 carryback years, you can carry
the unused NOL forward to the 15 tax years
following the NOL year. Carry it to the first tax
year after the NOL year and continue to carry
over any unused part until you complete the
15-year carryforward period.

Forgoing the carryback period. You can
choose not to carry back your NOL. If you
make this choice, you use your NOL only in the
15-year carryforward period. To make this
choice, attach a statement to your tax return
for the NOL year showing that you choose to
forgo the carryback period. For more informa-
tion about making the choice, see Forgoing the
carryback period under When To Use an NOL
in Publication 536.

Partnerships and S corporations. Partner-
ships and S corporations cannot take an NOL
deduction. Each partner or shareholder figures
his or her individual NOL based on a separate
share of the partnership’s or S corporation’s
loss.

At-Risk Limits

Rules that limit your deduction for losses apply
to most business or income-producing activi-
ties. Farming is one of the activities covered.
The at-risk rules limit the loss you can deduct
when figuring your taxable income or an NOL.
The deductible loss from an activity is limited
to the amount you have at risk in the activity.

You are generally at risk for:

1) The amount of money and property you
contribute to an activity.

2) The amounts borrowed for use in the ac-
tivity if:
a) You are personally liable for repayment
of the amounts borrowed, or

b) Your property not used in the activity
secures the amounts borrowed.

You are not at risk, however, for amounts
borrowed for use in a farming activity from a
person who has an interest in the activity or a
person related to someone (other than you)
having such an interest. For more information,
see Publication 925.

Passive Activity Limits

If you have a passive activity, special rules
limit the amount of loss you can deduct in the
tax year. You generally cannot deduct losses
from passive activities in the tax year that ex-
ceed income from passive activities. Credits
are similarly limited.

A passive activity is generally any activity
involving the conduct of any trade or business
in which you do not materially participate. Gen-
erally, a rental activity is a passive activity.

For more information, see Publication 925.

Capital Expenses

A capital expense is an amount paid, or a debt
incurred, for the acquisition, improvement, or
restoration of an asset having a useful life of
more than one year. Capital expenses are
generally not deductible, but they may be de-
preciable. Uniform capitalization rules also re-
quire you to capitalize or include in inventory
certain expenses. See Chapters 3 and 7. How-
ever, you can deduct certain capital expenses
as soil and water conservation expenses, or if
you elect, as a section 179 deduction. See
Chapters 6 and 8.

The costs of the following items are capital
expenses you must capitalize. The costs of
material, hired labor, and installation of these
items are also capital expenses you must
capitalize:

1) Land and buildings.

2) Additions, alterations, and improvements
to buildings, etc.

3
4
5) Fences.
6
7
8

Automobiles and trucks.

= =

Equipment and machinery.

~

Breeding, dairy, and draft livestock.
Reforestation costs.

= ~

Repairs to machinery, equipment, cars,
and trucks that prolong their useful life, in-
crease their value, or adapt them to differ-
entuse.

9

~

Water wells, including drilling and equip-
ping costs.

10

=

Preparatory costs as follows:
a) Clearing land for farming.
b) Leveling and conditioning land.
c) Purchasing and planting trees.
d) Building irrigation canals and ditches.
e) Laying irrigation pipes.
f) Installing drain tile.
g) Modifying channels or streams.

h) Constructing earthen, masonry, or con-
crete tanks, reservoirs, or dams.

i) Building roads.

Production expenses. The uniform capitali-
zation rules generally require you to capitalize
production expenses incurred in producing
long-term crops. However, except for certain
taxpayers required to use an accrual method
of accounting, the capitalization rules do not
apply to plants with a preproductive period of 2
years or less. For more information, see Uni-
form Capitalization Rules in Chapter 7.

Timber. Capitalize the cost of acquiring tim-
ber. Do not include the cost of land in the cost
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of the timber. You must generally capitalize di-
rect costs incurred in reforestation. These
costs include:

1) Site preparation costs such as:
a) Girdling,
b) Applying herbicide,
c) Baiting rodents, and
d) Clearing and controlling brush.
2) Cost of seed or seedlings.
3) Labor and tool expenses.

4) Depreciation on equipment used in plant-
ing or seeding.

5) Costs incurred in replanting to replace lost
seedlings.

You can choose to capitalize certain indi-
rect costs. These capitalized amounts are your
basis for the timber. You recover your basis
when you sell the timber or take depletion al-
lowances when you cut the timber. However,
you may recover a limited amount of your
costs for forestation or reforestation before
cutting the timber through amortization deduc-
tions. See Depletion and Amortization in
Chapter 8.

For more information about timber, see Ag-
riculture Handbook Number 681, Forest Own-
ers’ Guide To Timber Investments, The Fed-
eral Income Tax, and Tax Recordkeeping.
Copies are $7 each and are available from the
U.S. Government Bookstore. Place your order
using Stock #001-000-04540-7 at the follow-
ing address:

U.S. Government Bookstore
999 Peachtree St., NE

Suite 120

Atlanta, GA 30309

Christmas tree cultivation. If you are in the
business of planting and cultivating Christmas
trees to sell when they are more than 6 years
old, capitalize expenses incurred for planting
and stump culture and add them to the basis of
the standing trees. You recover these ex-
penses as part of your adjusted basis when
you sell the standing trees or you take deple-
tion allowances when you cut the trees. See
Timber depletionin Chapter 8.

You can deduct as business expenses the
costs incurred for shearing and basal pruning
of these trees. Expenses incurred for silvicul-
tural practices, such as weeding or cleaning,
and noncommercial thinning are also deducti-
ble as business expenses.

Capitalize the cost of land improvements,
such as road grading, ditching, and fire breaks,
that have a useful life beyond the tax year. If
the improvements do not have a determinable
useful life, add their cost to the basis of the
land. The cost is recovered when you sell or
otherwise dispose of it. If the improvements
have a determinable useful life, recover their
cost through depreciation. Capitalize the cost
of equipment and other depreciable assets,
such as culverts and fences, to the extent you
do not use them in planting Christmas trees.
Recover these costs through depreciation.
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Not-for-Profit Farming

A farmer who operates a farm for profit can de-
duct all the ordinary and necessary expenses
of carrying on the business of farming. How-
ever, if you do not carry on your farming activ-
ity, or other activity you engage or invest in, to
make a profit, there is a limit on the deductions
you can take. You cannot use a loss from that
activity to offset other income. Activities you do
as a hobby, or mainly for sport or recreation,
come under this limit. So does an investment
activity intended only to produce tax losses for
the investors.

The limit on not-for-profit losses applies to
individuals, partnerships, estates, trusts, and
S corporations. It does not apply to corpora-
tions other than S corporations.

Not for profit. In determining whether you op-
erate your farm for profit, your intentions are
important, but all factors relating to your farm-
ing activity must be taken into account. No one
factor or group of factors is decisive. Among
the factors normally considered are whether:

1) You operate your farm in a businesslike
manner.

2) The time and effort you spend on farming
indicates you intend to make it profitable.

3) You depend on income from farming for
your livelihood.

4) Your losses are due to circumstances be-
yond your control or are normal in the
start-up phase of farming.

5) You change your methods of operation in
an attempt to improve profitability.

6) You make a profit from farming in some
years and how much profit you make.

7) You, or your advisors, have the knowl-
edge needed to carry on the farming ac-
tivity as a successful business.

8) You made a profit in similar activities in
the past.

9) You are carrying on the farming activity
for personal pleasure or recreation.

Limit on deductions and losses. If you do
not carry on your activity for profit, you take de-
ductions only in the following order, only as far
as stated in the three categories, and only if
you itemize them on Schedule A. You do not
have to go through the following computations
(Categories 1, 2, or 3) if the gross income from
the activity is more than your deductions. But
you must still itemize them on Schedule A.
Category 1. You can take the full amount
of any deduction allowed for personal as well
as for business activities. All nonbusiness de-
ductions, such as those for mortgage interest
and taxes, and the deductible part of casualty
losses (see Chapter 13) belong in this cate-
gory. The amounts allowable for home mort-
gage interest are explained in Publication 936.
Category 2. Next, take deductions that do
not result in an adjustment to the basis of prop-
erty, but only to the extent your gross income
from the activity is more than the deductions
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you take (or could take) for it under the first cat-
egory. Most business deductions, such as
those for fertilizer, feed, insurance premiums,
utilities, wages, etc., belong in this category.

Category 3. Last, take business deduc-
tions that decrease the basis of property, but
only to the extent the gross income from the
activity is more than deductions you take (or
could take) for it under the first two categories.
The deductions for depreciation, amortization,
and the part of a casualty loss not deductible in
the first category belong in this category.
When you have more than one asset, divide
depreciation and these other deductions pro-
portionally among those assets.

Partnerships and S corporations. If a
partnership or S corporation carries on a not-
for-profit activity, these limits apply at the part-
nership or S corporation level. The individual
stockholder’s or partner’s distributive shares
reflect these limits.

Presumption that your farming activity is
for profit. Your farming or other activity is pre-
sumed to be carried on for profit if it produced a
profit in at least 3 of the last 5 tax years, includ-
ing the current year. Activities that consist pri-
marily of breeding, training, showing, or racing
horses are presumed to be carried on for profit
if they produced a profit in at least 2 out of the
last 7 tax years. The activity must be the same
for each year within this period. You have a
profit when gross income from an activity is
more than deductions from that activity.

If a taxpayer dies before the end of the 5-
year (or 7-year) period, the period is consid-
ered to have ended on the date of the taxpay-
er's death.

If your business or investment activity
passes this 3- (or 2-) years-of-profit test, it is
presumed to be carried on for profit. This
means the limits discussed here do not apply.
You can take all your business deductions
from the activity, even for years in which you
have a loss. You can rely on this presumption,
unless the IRS shows it is not valid.

If you fail the 3- (or 2-) years-of-profit test,
you may still be considered to operate your
farm for profit by considering the factors listed
earlier under Not for profit.

Using the presumption at a later time. If
you are starting out in farming and do not yet
have 3 (or 2) years showing a profit, you may
want to take advantage of this presumption at
a later time, after you have had the 5 (or 7)
years of experience allowed by the test.

You can choose to do this by filing Form
5213. Filing this form postpones any determi-
nation that your farming activity is not carried
on for profit until 5 (or 7) years have passed
since you first started farming. File Form 5213
within 3 years after the due date of your return
for the year you first started farming. If you re-
ceive a notice from a District Director propos-
ing to disallow your farm loss, file this form
within 60 days after receiving the notice.

The benefit gained by making this choice is
that the IRS will not immediately question
whether your farming activity is engaged in for
profit. Accordingly, it will not limit your deduc-
tions from the activity. Rather, you will gain
time to earn a profit in 3 (or 2) out of the first 5
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(or 7) years you carry on the farming activity. If
you show 3 (or 2) years of profit at the end of
this period, there is no limit on your deductions
under these rules. If you do not show 3 (or 2)
years of profit ( and cannot otherwise show
that you operated your farm for profit), the limit
applies retroactively to any year in the 5-year
(or 7-year) period you had a loss.

For more information on not-for-profit activ-
ities, see Not-for-Profit Activities in Chapter 1
of Publication 535.

Nondeductible
Expenses

You cannot deduct personal expenses and
certain other items on your tax return even
though they relate to your farm.

Personal, Living,

and Family Expenses

The law specifically prohibits the deduction of
certain personal, living, and family expenses
as business expenses. These include rent and
insurance premiums paid on property used as
your home, life insurance premiums on your-
self or your family, the cost of maintaining au-
tomobiles or horses for personal use, al-
lowances to minor children, attorneys’ fees
and legal expenses incurred in personal mat-
ters, and household expenses. Likewise, the
cost of purchasing or raising produce or live-
stock consumed by you or your family is not
deductible.

Other Nondeductible Items

You cannot deduct the following items on your
tax return.

Loss of growing crops.
Repayment of loans.

Estate, inheritance, legacy, succession,
and gift taxes.

Loss of livestock. You cannot deduct as a
loss the value of raised livestock that die if you
deducted the cost of raising them as an
expense.

Losses from sales or exchanges between
related parties. You cannot deduct losses
from sales or exchanges of property between
you and certain related parties, including your
spouse, brother, sister, ancestor, or
descendant.

Cost of raising unharvested crops. You
cannot deduct the cost of raising unharvested
crops sold with land owned more than one
year if you sell both at the same time and to the
same person. Add these costs to the basis of
the land to determine the gain or loss on the
sale. See Chapter 10.

Cost of unharvested crops bought with
land. Capitalize the part of the purchase price
of land allocable to unharvested crops. You



cannot deduct it at the time of purchase. How-
ever, you can deduct this cost in figuring net
profit or loss in the tax year you sell the crops.

Cost related to gifts. You cannot deduct
costs related to gifts of agricultural products or
property held for sale in the ordinary course of
business. For example, you cannot deduct as
a farm business expense, in the year of the gift
or any later year, the cost of raising cattle given
as a gift to your child or the cost of planting and
raising unharvested wheat on parcels of land
given as a gift to your children.

Fines and penalties. You cannot deduct

fines and penalties, except penalties for ex-
ceeding marketing quotas.

6.

Soil and Water
Conservation
Expenses

Introduction

If you are in the business of farming, you may
choose to deduct your capital expenses for soil
or water conservation or for the prevention of
erosion of land used in farming. Otherwise,
these expenses must be added to the basis
(cost) of the land. Expenses for land in a for-
eign country do not apply.

The deduction cannot be more than 25% of
your gross income from farming. If the total of
these expenses is more than 25% of your
gross income from farming, you may deduct
the excess in later years. This is explained
later under Limit on Deduction.

Ordinary and necessary expenses that are
otherwise deductible are not soil and water
conservation expenses and are not subject to
the 25% limit. These include interest and
taxes, the cost of periodically clearing brush
from productive land, and the cost of primarily
producing an agricultural crop that also con-
serves soil.

To get the full deduction to which you are
entitled, you should maintain your records in a
way that will clearly distinguish between your
ordinary and necessary farm business ex-
penses and your soil and water conservation
expenses.

Topics
This chapter discusses:

 Business of farming

 Plan certification

» Deductible conservation expenses
» Depreciable conservation assets

¢ Limit on deduction
» Choosing to deduct
¢ Sale of afarm

Useful Items
You may want to see:

Form (and Instructions)

0 8645 Soil and Water Conservation
Plan Certification

Business of Farming

You are in the business of farming if you culti-
vate, operate, or manage a farm for profit, ei-
ther as owner or tenant. You are not farming if
you cultivate or operate a farm for recreation or
pleasure, rather than for profit. You are also
not farming if you are engaged only in forestry
or the growing of timber.

Farm rental. If you are an owner and receive
farm rental payments based on farm produc-
tion, either in cash or crop shares, you are in
the business of farming. If you receive a fixed
rental payment not based on farm production,
you are in the business of farming only if you
participate materially in operating or managing
the farm. See Landlord Participation in Farm-
ing in Chapter 15.

If you receive cash rental for a farm you
own that is not used in farm production, you
cannot claim soil and water conservation ex-
penses for that farm.

Farm defined. A farm includes stock, dairy,
poultry, fish, fruit, and truck farms. It also in-
cludes plantations, ranches, ranges, and
orchards. A fish farm is an area where fish and
other marine animals are grown or raised and
artificially fed, protected, etc. It does not in-
clude an area where they are merely caught or
harvested. A plant nursery is a farm for pur-
poses of deducting soil and water conserva-
tion expenses.

Plan Certification

You can deduct your expenses for soil and
water conservation only if they are consistent
with a plan approved by the Soil Conservation
Service (SCS) of the Department of Agricul-
ture. If no such plan exists, the expenses must
be consistent with a soil conservation plan of a
comparable state agency to be deductible.

Conservation plans. A conservation plan in-
cludes the farming conservation practices ap-
proved for the area where your farmland is lo-
cated. There are three types of approved
plans:

1) SCSindividual site plans. These plans
are issued individually to farmers who re-
quest assistance from SCS to develop a
conservation plan designed specifically
for their farmland.
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2) SCS county plans. These plans include
a listing of farm conservation practices
that are approved for the county where
the farmland is located. Expenses for con-
servation practices not included on the
SCS county plans are deductible only if
the practice is a part of an individual site
plan.

3
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Comparable state agency plans. These
plans are approved by state agencies and
may be approved individual site plans or
county plans. Individual site plans can be
obtained from SCS offices and compara-
ble agencies.

Form 8645. For each year you claim soil and
water conservation expenses, you must com-
plete and attach Form 8645 to your income tax
return. You use Form 8645 to certify that your
soil and water conservation expenses are con-
sistent with an approved conservation plan.
However, if you have a carryover from a previ-
ous year, you do not have to complete a new
form. Simply attach a copy of the original form
to your return. If expenses are paid or incurred
primarily to produce an agricultural crop, and
they also incidentally conserve soil, the ex-
penses are not soil and water conservation ex-
penses. You cannot deduct them as soil and
water conservation expenses and you do not
need to file Form 8645.

Deductible
Conservation
Expenses

Deductible conservation expenses are those
made for land that you or your tenant are us-
ing, or have used in the past, for farming. They
include, but are not limited to:

1) The treatment or movement of earth, such
as:

a) Leveling

b) Conditioning

¢) Grading

d) Terracing

e) Contour furrowing

f) Restoration of soil fertility

2) The construction, control, and protection
of:

a) Diversion channels

b) Drainage ditches

c) Irrigation ditches

d) Earthendams

e) Watercourses, outlets, and ponds
3) The eradication of brush
4) The planting of windbreaks

Note. You cannot exclude from your gross
income any cost-sharing payments you re-
ceive for soil and water conservation ex-
penses you deduct. See Chapter 4 for informa-
tion about excluding cost-sharing payments.
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New farm or farmland. If you acquire a new
farm or new farmland from someone who was
using it in farming immediately before you ac-
quired the land, soil and water conservation
expenses you make on it will be treated as
made on land you previously used in farming.
You can deduct soil and water conservation
expenses for this land if your use of it is sub-
stantially a continuation of its use in farming.
The new farming activity does not have to be
the same as the old farming activity. For exam-
ple, if you buy land that was used for grazing
cattle and then prepare it for use as an apple
orchard, the expenses will qualify.

Land not used for farming. If your conserva-
tion expenses benefit both land that does not
qualify as land used for farming and land that
does qualify, you must allocate the expenses.
For example, if the expenses benefit 200 acres
of your land but only 120 acres of this land are
used for farming, then 60% (120/200) of the
expenses are deductible. You may use an-
other method to allocate these expenses if you
can clearly show that your method is more
reasonable.

Wetlands. Expenses to drain or fill wetlands
are not deductible as soil and water conserva-
tion expenses.

Preparing land for center pivot irrigation.
Expenses to prepare land for center pivot irri-
gation systems are not deductible as soil and
water conservation expenses.

Depreciable
Conservation
Assets

You cannot deduct your expenses for depre-
ciable conservation assets. There is, however,
an exception for an assessment for deprecia-
ble property that a soil and water conservation
or drainage district levies against your farm.
See Assessment for Depreciable Property,
later.

You must capitalize direct expenses for
structures or facilities that are subject to an al-
lowance for depreciation, such as depreciable
nonearthen items made of masonry or con-
crete. Expenses for depreciable property in-
clude those for materials, supplies, wages,
fuel, hauling, and moving dirt when making
structures such as tanks, reservoirs, pipes,
conduits, canals, dams, wells, or pumps com-
posed of masonry, concrete, tile, metal, or
wood. You recover your capital investment
through annual allowances for depreciation.

However, soil and water conservation ex-
penses for nondepreciable earthen items such
as earthen terraces and dams are deductible.

Water wells. The cost of drilling water wells
for irrigation and other agricultural purposes is
a capital expense and not deductible as a soil
and water conservation expense. You recover
your cost through depreciation. You must also
capitalize your cost for drilling test holes. If the
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test holes produce no water and you continue
drilling, the cost of the test holes is added to
the cost of the producing well. You can recover
the total cost through depreciation deductions.

If a test hole, dry hole, or dried-up well (re-
sulting from prolonged lack of rain, for in-
stance) is abandoned, you can deduct your
unrecovered cost in the year of abandonment.
Abandonment means that all economic bene-
fits from the well are terminated. For example,
filling or sealing a well excavation or casing so
that all economic benefits from the well are ter-
minated would be abandonment.

Assessment by
Conservation District

In some localities, a soil or water conservation
or drainage district incurs the expenses for soil
or water conservation and levies an assess-
ment against the farmers who benefit from
these expenses. You can deduct the part of an
assessment that you would have deducted if
you had paid it directly. You deduct the amount
in the year you pay or incur the assessment,
depending on your method of accounting, not
the year the expenses are paid or incurred by
the district.

Assessment for
Depreciable Property

You can deduct at least part of an assessment
levied against you by a soil and water conser-
vation or drainage district to pay for deprecia-
ble property such as pumps, locks, concrete
structures including dams and weir gates,
draglines, and similar equipment. The depre-
ciable property must be used in the district’s
soil and water conservation activities. Special
rules, discussed next, apply to these
assessments.

Figuring deductible amount. The amount
you can deduct for any conservation district
assessment for depreciable property is subject
to the following three limits. See Table 6-1 for
information on the limits.

1) The total amount you can deduct for the
assessment (whether one payment or
paid in installments) cannot exceed 10%
of the total assessment against all mem-
bers of the district for the property.

2) The maximum amount you can deduct
each year is 10% of your deductible share
of the cost + $500. If the assessment is
greater than this amount, special rules ap-
ply. See Maximum yearly deduction, |ater.

3) The deductible assessment for deprecia-
ble property must be added to your other
conservation expenses for the year. The
total for these expenses is then subject to
the limit of 25% of your gross income from
farming, discussed later.

Total deduction for the assessment.
You cannot deduct more than 10% of the total
amount assessed to all members of the con-
servation district for the depreciable property.
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This applies whether you pay the assessment
in one payment or in installments. If your as-
sessment is more than 10% of the total
assessment:

1) The excess over 10% is a capital expense
and is added to the basis of your land.

2) If the assessment is paid in installments,
each payment must be pro-rated between
the deductible amount and the capital
expense.

Maximum yearly deduction. The maxi-
mum amount you can deduct in one year is the
total of 10% of your deductible share of the
cost as explained in Total deduction for the as-
sessment, earlier, plus $500. If the assess-
ment is equal to or less than this amount, you
can deduct the entire assessment in the year it
is paid. If the assessment is more than this to-
tal, the maximum amount you can deduct in
one year is 10% of your deductible share of the
cost. The remainder of the assessment is de-
ducted in equal amounts over the next 9 tax
years.

Limit for all conservation expenses.
The yearly limit for all conservation expenses,
including deductible assessments for depre-
ciable property, is 25% of your gross income
from farming for the tax year. See Limit on De-
duction for more information.

Example 1. This year, the soil conserva-
tion district levies an assessment of $2,400
against your farm. Of the assessment, $1,500
is for the digging of drainage ditches. It is de-
ductible as a soil or conservation expense as if
you had paid it directly. The remaining $900 is
for depreciable equipment to be used in the
district’s irrigation activities. The total amount
assessed by the district against all its mem-
bers for the depreciable equipment is $7,000.

The total amount you can deduct for the
depreciable equipment is limited to 10% of the
total amount assessed by the district against
all its members for depreciable equipment, or
$700. The $200 excess ($900 - $700) is a cap-
ital expense that you must add to the basis of
your farm.

To figure the maximum amount deductible
for this year, multiply your deductible share of
the total assessment ($700) by 10%. Add $500
to the result for a total of $570. The deductible
assessment, $700, is greater than the maxi-
mum amount deductible in one year so you
can deduct only $70 of the assessment for de-
preciable property this year (10% of $700).
The balance is deducted at the rate of $70 a
year over the next 9 years.

You add $70 to the $1,500 portion of the
assessment for drainage ditches. You can de-
duct $1,570 of the $2,400 assessment as a
soil and water conservation expense this year,
subject to the 25% limit, discussed later.

Example 2. Assume that $1,850 of the
$2,400 assessment in Example 1 is for the dig-
ging of drainage ditches and $550 is for depre-
ciable equipment. The total amount assessed
by the district against all its members for de-
preciable equipment is $5,500. Your total de-
ductible assessment for the depreciable
equipment is limited to 10% of this amount, or
$550.



Table 6-1.

Limits on Deducting an Assessment for Depreciable Property

Total Limit on Deduction for Assessment

Yearly Limit on Deduction for Assessment

Yearly Limit for All Conservation Expenses

10% of:

(10% of:

25% of:

Total assessment against all members of the
district for the property.

Your deductible share of the cost to the district
for the property) + $500.

Your gross income from farming.

) No one taxpayer can deduct more than 10%
of the total assessment.

) Any excess over 10% is a capital expense
and is added to the basis of your land.

) If an assessment is over 10% and payable in
installments, each payment must be pro-rated
between the deductible amount and the
capital expense.

) The maximum deduction each year is (10%
of your deductible share of the cost) + $500.

) If an assessment is greater than (10% of the
deductible cost) + $500, the limit for that year
is 10% of your deductible share of the cost.

) Any excess over 10% is deducted in equal
amounts over the next 9 tax years.

) Limit for all conservation expenses, including
assessments for depreciable property.

) Amounts in excess of 25% may be carried to
the following year and added to that year's
deduction. The total is then subject to the limit
of 25% of gross income from farming in that
year.

The maximum amount deductible this year
for the depreciable equipment is $555 (10% of
the total assessment, $55, plus $500). Since
the assessment for depreciable property is
less than the maximum amount deductible,
you can deduct the entire $550. The entire as-
sessment, $2,400, is deductible as a soil and
water conservation expense this year, subject
to the 25% limit.

Sale or disposal of land during the 9-year
period. Ifyou sell or dispose of the land during
the 9-year period when you are deducting the
balance of the assessment, any remaining as-
sessment not yet deducted is added to the ba-
sis of the property. See Limit on Deduction,
later.

Death of farmer during the 9-year period. If
the farmer dies during the 9-year period when
the balance of the assessment is being de-
ducted, any remaining assessment not yet de-
ducted is deducted in the year of death.

Limit on Deduction

The total deduction in any tax year for capital
expenses for soil and water conservation is
limited to 25% of your gross income from farm-
ing for the year.

Gross income from farming. Gross income
from farming is the income you derive in the
business of farming from the production of
crops, fish, fruits, other agricultural products,
or livestock. Gains from sales of livestock held
for draft, breeding, dairy, or sport are included.
Gains from sales of assets such as farm ma-
chinery, or from the disposition of land, are not
included.

Example. Farmer Brown, who uses the
cash method of accounting, includes the fol-
lowing items in his “gross income from farm-
ing” for purposes of determining the 25% limit:

Cash from sale of corncrop .............. $10,000
Gain from sale of breeding cows ........... 500
Total gross income from farming $10,500

Iltems which are included in his gross in-
come but excluded from *“gross income from
farming” are:

Gainfromsaleof40acres ................ $ 8,000
Gain from sale of tractor .................. $ 100
Interest on loan to Farmer Smith .......... $ 100

For more information on gross income from
farming, see Chapter 2.

Carryover of deduction. You may carry over
any unused deduction to later years if your de-
ductible conservation expenses in any year
are more than 25% of your gross income from
farming for that year. However, the amount de-
ducted in any later year may not be more than
25% of the gross income from farming for the
year the deduction is taken.

Example. In 1994, you have gross income
of $16,000 from two farms. During the year,
you made $5,300 of deductible soil and water
conservation expenses for one of the farms.
However, your deduction is limited to 25% of
$16,000, or $4,000. The $1,300 ($5,300 -
$4,000) is carried over to 1995 and added to
deductible soil and water conservation ex-
penses made in that year. The total of the
1994 carryover plus 1995 expenses is deducti-
ble in 1995, subject to the limit of 25% of your
gross income from farming in 1995. Any ex-
cess expenses over the limit in that year are
carried to 1996 and later years.

Net operating loss. The deduction for soil
and water conservation expenses is included
when computing a net operating loss (NOL) for
the year. If the NOL is carried to another year,
the soil and water conservation deduction in-
cluded in the NOL is not subject to the 25%
limit in the year to which itis carried.

Maintaining conservation structures. Ordi-
nary and necessary expenses for maintaining
completed soil and water conservation struc-
tures, such as the annual removal of sediment
from a drainage ditch, are deductible farm bus-
iness expenses. They are not subject to the
25% limit.
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Choosing To Deduct

You can choose to deduct soil and water con-
servation expenses on your tax return for the
first year you pay or incur the expenses. If you
choose to deduct them, you must deduct the
total allowable amount in the year they are
paid or incurred. If you do not deduct the ex-
penses, you must capitalize them.

Change of method. If you want to change
your method of treating soil and water conser-
vation expenses, or you want to treat the ex-
penses for a particular project or a single farm
in a different manner, you must get the con-
sent of your IRS District Director. To get this
consent, submit a written request by the due
date of your return for the first tax year you
want the new method to apply. You or your au-
thorized representative must sign the request.

The request must include the following
information:

1) Your name and address.

2) The first tax year the method or change of
method is to apply.

3) Whether the method or change of method
applies to all your soil and water conser-
vation expenses or only to those for a par-
ticular project or farm. If the method or
change of method does not apply to all
your expenses, identify the project or farm
those expenses apply to.

4) The amount of the expenses you paid or
incurred in the first tax year the method or
change of method is to apply.

A statement that you will account sepa-
rately in your books for the expenses to
which this method or change of method
relates.

5
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Sale of a Farm

If you sell your farm and discontinue farming,
you may not adjust the basis of the land at the
time of the sale for any unused carryover of
soil and water conservation expenses. You
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may, however, pick up the unused balance
and start taking deductions again if you return
to the business of farming in a later year.

Gain on the disposition of farmland. If you
held the land 5 years or less before you sold or
disposed of it, gain on the sale or other dispo-
sition of the land is treated as ordinary income
up to the amount of the deductions you previ-
ously took for soil and water conservation ex-
penses or for land clearing expenses. If you
held the land less than 10 but more than 5
years, the gain is treated as ordinary income
up to a specified percentage of the previous
deductions taken. See Farmland (under sec-
tion 1252)in Chapter 11.

7.
Basis of Assets

Introduction

Basis is the amount of your investment in prop-
erty for tax purposes. Use the basis of property
to figure the amount of gain or loss on the sale,
exchange, or other disposition of property.
Also use it to figure the deduction for deprecia-
tion, amortization, depletion, and casualty
losses.

You figure your original basis in an asset
when you get it. You may get assets in various
ways, such as by purchase, as a gift, or as an
inheritance. You adjust your original basis for
events that occur after you get the asset, such
as adding improvements or taking deprecia-
tion deductions.

The basis for inventories is discussed in
Chapter 3.

Topics
This chapter discusses:
* Cost basis
» Uniform capitalization rules
» Adjusted basis
 Other basis

Useful Items
You may want to see:

Publication

378 Fuel Tax Credits and Refunds
448 Federal Estate and Gift Taxes
504 Divorced or Separated Individuals
535 Business Expenses

537 Installment Sales

s o |

544 Sales and Other Dispositions
of Assets

551 Basis of Assets
0 559 Survivors, Executors,

O
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and Administrators

Form (and Instructions)

0 Sch E (Form 1040) Supplemental
Income and Loss

0 Sch F (Form 1040) Profit or Loss From
Farming

0 706—A United States Additional Estate
Tax Return

Cost Basis

The basis of property you buy is usually its
cost. The cost is the amount you pay in cash,
notes, other property, or services. Your cost
also includes amounts you pay for sales tax,
freight, installation, and testing. In addition, the
cost basis of real estate and business assets
will include other items.

Low or no interest loans. If you buy property
on any time-payment plan that charges little or
no interest, the basis of your property is your
stated purchase price minus the amount con-
sidered to be unstated interest. You generally
have unstated interest if your interest rate is
less than the applicable federal rate. See Un-
stated Interestin Publication 537.

Real Property

Real property, also called real estate, is land
and generally anything erected on, growing
on, or attached to it.

If you buy real property, certain fees and
other expenses you pay are part of your cost
basis in the property.

Real estate taxes. If you buy real property
and agree to pay certain taxes the seller owed
on it, treat the taxes you pay as part of your
cost. You may not deduct them as taxes.

If you reimburse the seller for taxes the
seller paid for you, you can usually deduct
them as an expense in the year of purchase.
Do not include them in the property cost. In
certain cases, you may choose to capitalize
taxes you must pay. See Chapter 11 in Publi-
cation 535.

Settlement fees or closing costs. Legal and
recording fees are some of the settlement or
closing costs included in the basis of property.
Some others are:

1) Abstract fees,

2) Charges for installing utility services,
3) Surveys,

4) Transfer taxes,

5) Title insurance, and

6) Any amounts the seller owes that you
agree to pay, such as back taxes or inter-
est, recording or mortgage fees, charges
for improvements or repairs, and sales
commissions.

You must reasonably allocate these fees or
costs among land, buildings, and other prop-
erty to figure the basis for each asset. Allocate
the fees according to the fair market values of
the land and other assets at the time of
purchase. See Allocating the Basis, later. Set-
tlement costs do not include amounts placed in
escrow for the future payment of items such as
taxes and insurance.

Expenses paid to obtain a mortgage. If you
pay a deductible expense to obtain a mortgage
you generally must capitalize and deduct the
expense ratably over the term of the mortgage.
Do not add the expense, such as points (pre-
paid interest), to the basis of the related
property.

Points on home mortgage. Special rules
may apply to the amounts you and the seller
pay as points when you obtain a mortgage to
purchase your main home. If these amounts
meet certain requirements, you can deduct
them in full as points for the year in which they
are paid. If you deduct seller-paid points, re-
duce your purchase price by that amount when
determining your basis. For more information,
see Points in Publication 936, Home Mortgage
Interest Deduction.

Nondeductible expenses. Any nonde-
ductible expenses you pay to obtain a mort-
gage, such as an appraisal fee for your home
or other nonbusiness property, you generally
add to the basis of the property. Other ex-
penses such as fire insurance premiums can-
not be added to the basis of the property.

Assumption of a mortgage. If you buy prop-
erty and assume an existing mortgage on the
property, your basis includes the amount you
pay for the property plus the amount to be paid
on the mortgage you assume.

Example. If you buy a building for $20,000
cash and assume a mortgage of $80,000 on it,
your basis is $100,000.

Constructing nonbusiness assets. If you
build nonbusiness property (i.e., a home), or
have these assets built for you, your expenses
for this construction are part of your cost basis.
Some of these expenses include:

Land,

Materials and supplies,

Architect’s fees,

Building permits,

Payments to contractors,

Payments for rental equipment, and
Inspection fees.

In addition, if you use your employees or farm
materials and equipment to construct a non-
business asset, your cost basis would also
include:

1) Employee compensation paid for the con-
struction work,

2) Depreciation on equipment you own while
itis used in the construction,

3) Operating and maintenance costs for
equipment used in the construction, and



4) The cost of business supplies and materi-
als used in the construction.

Do not deduct these expenses, which you
must capitalize (i.e., include in the asset'’s ba-
sis). Also, reduce your basis by any jobs credit,
Indian employment credit, or empowerment
zone employment credit allowed on the wages
you pay in 1). Do not include the value of own
labor, or any other labor you did not pay for, in
the basis of any property you construct.

Allocating the Basis

If you buy property that includes land, depre-
ciable property, personal residence, and other
items for a lump sum, allocate the cost among
the items you buy. Your allocation is based on
the ratio of the fair market value (FMV) of each
item at the time you buy it to the total FMV of all
the property you buy. This allocation is neces-
sary to figure the basis of the items for depreci-
ation purposes and to figure the gain or loss on
a later sale or other disposition of any item.

Group of assets acquired. If you buy multi-
ple assets for a lump sum, you and the seller
may agree to a specific allocation of the
purchase price to each asset in the sales con-
tract. If this allocation is based on the value of
each asset and you and the seller have ad-
verse tax interests, the allocation generally will
be accepted.

Example. You bought farm property on
March 1, 1994, for the lump-sum price of
$275,000. You use the cash method of ac-
counting. An inventory of the property at its
FMV on the date of purchase is as follows:

_FMv
Growing wheatcrop .................... $ 1,400
Timber ... 5,600
Minerals (such as gravel, coal, sand,

C.) t it 8,000
Farmland ..., 170,000
Farmresidence ..................coouen. 30,000
Depreciable assets used in farming .... 60,000
Total purchase price .................... $275,000

The FMV of each asset is the cost basis
assigned to that asset.

You harvested and sold the wheat in July
1994. Therefore, you deduct its cost of $1,400
on Schedule F to figure the net farm profit for
1994,

You sold the timber in July 1994. Accord-
ingly, you use its cost of $5,600 to figure the
gain realized or the loss sustained.

You will recover the cost of the minerals
purchased when you sell or otherwise dispose
of the mineral interest in a taxable exchange. If
you produce minerals, you will recover the cost
through depletion allowances. (See Chapter
8)

Allocate (based on FMV) the cost basis as-
signed to the depreciable assets used in the
farming business, $60,000, among the various
assets involved. Each asset’s share of the cost
basis is its basis for figuring depreciation and
gain or loss on its sale.

Embryo transplants. If you acquire an em-
bryo transplant by purchasing a recipient cow
pregnant with the embryo, allocate to the cost
basis of the cow the part of purchase price
equal to the FMV of the cow. Allocate the re-
mainder of the purchase price to the basis of
the calf. Neither the cost allocated to the cow
nor the cost allocated to the calf is currently de-
ductible as a business expense.

Quotas and allotments. Certain areas of the
country have quotas or allotments for such
commodities as milk and tobacco. The cost of
the quota or allotment is its basis. If you ac-
quire a right to a quota with the purchase of
land or a herd of dairy cows, allocate part of
the purchase price to that right.

Uniform
Capitalization Rules

You are subject to the uniform capitalization
rules for costs incurred after 1986 if you:

1) Produce real property or tangible per-
sonal property for use in a trade or busi-
ness, or an activity engaged in for profit,

2) Produce real property or tangible per-
sonal property for sale to customers, or

3) Acquire property for resale.

You produce property if you construct, build,
install, manufacture, develop, improve, create,
raise, or grow the property. Property produced
for you under contract is treated as produced
by you to the extent you make payments or
otherwise incur costs for the property.

Real property is land and generally any-
thing that is erected on, growing on, or at-
tached to land. Examples of real property you
might produce (build) for use in your farming
business are barns, chicken houses, and stor-
age sheds.

Tangible property is any property that can
be seen or touched. Personal property is gen-
erally any property that is not real property (for
example, equipment or animals). Examples of
tangible personal property you might produce
for use in your farming business or for sale to
customers include crops raised for sale or as
animal feed, animals raised for sale (beef cat-
tle, hogs, etc.), or animals used in your farming
business for breeding or production purposes
(dairy cows).

For the farming business, the uniform capi-
talization rules generally apply to the produc-
tion, growing, or raising of property if the
property:

1) Is produced by a corporation, partnership,
or tax shelter required to use the accrual
method of accounting, or

2) Has a preproductive period of more than 2
years.

You are not subject to the uniform capitali-
zation rules for costs you incur in replanting
plants that were lost or damaged because of
freezing temperatures, disease, drought,
pests, or casualty. See Damaged Crops, later.

Under the uniform capitalization rules, you
must capitalize direct costs and an allocable
part of most indirect costs you incur due to
your production or resale activities. The term
capitalize means to include certain expenses
you have during the year in the basis of prop-
erty you produce or in your inventory costs,
rather than deduct them as a current expense.
You can recover these costs through depreci-
ation, amortization, or cost of goods sold,
when you use, sell, or otherwise dispose of the
property.

Costs that are allocable to property being
produced include both variable costs, such as
feed, labor, and fixed costs, such as deprecia-
tion on machinery and buildings. Your fixed
and variable costs are shown in Part Il of
Schedule F (Form 1040).

The following discussion explains how you
treat certain costs under the uniform capitali-
zation rules and the special rules that apply to
farmers. For more information on these rules,
see the regulations under section 263A of the
Internal Revenue Code. The regulations con-
tain detailed descriptions of the methods you
may use to allocate costs.

Exceptions. The uniform capitalization rules
do not apply to certain property. This includes:

1) Property you produce that you use for
personal or nonbusiness purposes, such
as your personal residence,

2

~

Certain developmental costs of mineral
property,

Certain property produced under a long-
term contract,

3

~

4

=

Costs for personal property acquired for
resale if your (or your predecessor’s) av-
erage annual gross receipts do not ex-
ceed $10 million, and

5

~

Costs of raising, growing, or harvesting
trees other than ornamental trees or trees
bearing fruit, nuts, or other crops.

See Special Rules for Farm Property, later,
and Publication 551 for information on other
property not subject to these rules.

Direct costs. Capitalize direct material costs
and direct labor costs incurred for production
or resale activities. Direct material costs in-
clude the cost of materials that become an in-
tegral part of the property produced plus the
cost of materials used in the ordinary course of
the activity.

Direct labor costs include the cost of labor
that can be identified or associated with the
particular property produced. This includes all
types of compensation (basic, overtime, sick,
vacation, etc.) plus payroll taxes and pay-
ments to a supplemental unemployment bene-
fit plan.

Indirect costs. Indirect costs include all costs
other than direct material and labor costs.
Under the uniform capitalization rules, you
must capitalize indirect costs properly alloca-
ble to property you produced or acquired for
resale. Indirect costs are allocable to property
you produced or acquired for resale when the
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costs are incurred for or directly benefit these
activities. Because your indirect costs may be
for production and resale activities and for
other activities that are not subject to the uni-
form capitalization rules, you must make a rea-
sonable allocation between production/resale
and other activities. Indirect costs that must be
capitalized for production or resale activities
include, but are not limited to, amounts in-
curred for:

1) Repair and maintenance of equipment or
facilities.

2) Utilities (heat, light, power, etc.) relating to
equipment or facilities.

3
4

~

Rent of equipment, facilities, or land.

=

Indirect labor including payroll taxes and
payments to supplemental unemployment
benefit plans.

5
6

~

Indirect materials and supplies.

~

Tools and equipment not otherwise
capitalized.

7) Quality control and inspection.

8) Taxes otherwise allowable as a deduction
(other than state, local, and foreign in-
come taxes) that relate to labor, materials,
supplies, equipment, land, or facilities.
This does not include taxes treated as
part of the cost of property.

Depreciation, amortization, and cost re-
covery allowance on equipment and facili-
ties to the extent deductible.

9

~

10
11

~

Depletion (even if in excess of cost).

—

Insurance on your plant, machinery or
equipment, or insurance on a particular
activity.

The following items incurred for produc-
tion or resale activities—storage and
warehousing costs, purchasing costs,
handling, processing, assembly, and re-
packaging costs, and a portion of general
and administrative costs.

12

—

Costs provided by arelated person. Ifare-
lated person provides you with materials, la-
bor, or services for a price less than the arm’s-
length charge (what you would pay to an unre-
lated person), both you and the related person
must account for the transaction as if you pur-
chased the items for their arm’s-length
charges. For example, you must capitalize an
amount equal to the arm’s-length charge for
the items and the related person must include
inincome an equal amount.

Costs not capitalized. Costs not required to
be capitalized for production or resale activi-
ties include amounts incurred for:

1) Marketing, selling, advertising, and distri-
bution expenses.

2) Casualty, theft, and other losses allowed
by Internal Revenue Code section 165.

3) Depreciation, amortization, and cost re-
covery allowances on equipment and fa-
cilities that were placed in service but are
temporarily idle.

4) Income taxes.
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5) Repair expenses that do not relate to the
manufacture or production of property.

6
7
8) On site storage costs.
9
10

~

Research and experimental expenses.

~

Strike expenses.

~

Unsuccessful bidding costs.

=

Section 179 deduction claimed on prop-
erty subject to the uniform capitalization
rules.

Special Rules
for Farm Property

If a farming business is not required to use the
accrual method, the uniform capitalization
rules do not apply to animals or property that
has a preproductive period of less than two
years. If the property has a preproductive pe-
riod of 2 years or less, you can claim a current
deduction for the expenses. However, if a
farming business is required to use the accrual
method of accounting, the special farm uni-
form capitalization rules apply regardless of
the property’s preproductive period. The ac-
crual method is discussed in Chapter 3. The
preproductive period is discussed later.

You can also claim a current deduction for
expenses if you elect out of the uniform capi-
talization rules. (See Election Out of Uniform
Capitalization Rules, later.) For a special rule
covering animals and related expenses in-
curred before 1989, see Animals, later.

Farming Business

For the uniform capitalization rules, a farming
business means a trade or business involving
the cultivation of land or the raising or harvest-
ing of any agricultural or horticultural commod-
ity. Examples include the business of:

1

~

Operating a nursery or sod farm,
2) Raising or harvesting crops,

3) Raising or harvesting trees bearing fruit,
nuts, or other crops,

4
5

=

Raising ornamental trees, and

~

Raising, shearing, feeding, caring for,
training, and management of animals.

An evergreen tree over 6 years old when sev-
ered from its roots is not treated as an orna-
mental tree regardless of the purpose for
which it is sold. The processing of commodi-
ties or products beyond activities normally inci-
dent to the growing, raising, or harvesting of
these products is not a farming business. For
nonfarming businesses, see Publication 551.

Example 1. C, an individual, is in the busi-
ness of growing and harvesting apples and
other fruits. C also processes the fruits which
he harvests to produce applesauce and similar
food products that he sells to customers in the
course of his business. Although C is in the
farming business for the growing and harvest-
ing of apples and other fruits, C is not in the
farming business for processing the fruit prod-
ucts he sells.

Example 2. Bob, an individual, is in the
business of raising livestock. He uses the live-
stock in a meat processing operation in which
the livestock are slaughtered, processed, and
packaged for sale to customers. Although Bob
is in the farming business for the raising of live-
stock, he is not in the farming business for the
meat processing operation.

Preproductive Period for Plants

If you are subject to the uniform capitalization
rules, you must capitalize the direct and indi-
rect costs incurred during the preproductive
period. These costs are added to the basis of
your growing plant or included in your inven-
tory costs if you have an inventory. You can re-
cover these costs through depreciation or cost
of goods sold. When the plant becomes pro-
ductive, current expenses allocable to the
plant are deductible.

The preproductive period of property pro-
duced in a farming business is:

1) The period before a plant’s first marketa-
ble crop yield if the plant has more than
one crop or yield, or

2) The period before you reasonably expect
to dispose of the plant.

The preproductive period of a plant begins
when you first plant or acquire the seed or
plant. The preproductive period ends when the
plant becomes productive in marketable quan-
tities or is reasonably expected to be disposed
of or sold.

Damaged Crops

The uniform capitalization rules do not apply to
the costs incurred for replanting plants dam-
aged or destroyed by freezing temperatures,
disease, drought, pests, or casualty. These
are the costs you incur for the replanting, culti-
vation, maintenance, and development of any
plants bearing an edible crop for human con-
sumption that were lost or damaged while in
your hands. This includes, but is not limited to,
plants that make up a grove, orchard, or
vineyard.

The replanting or maintenance costs may
be incurred on property other than the property
that was damaged or lost. This is allowed if the
undamaged acreage is not in excess of the
acreage of the property on which the damage
or loss occurred.

Ownership. Generally, costs must be in-
curred by the person owning the property at
the time the plants were lost or damaged.
However, costs will qualify if they are incurred
by a person other than the majority owner of
the plants at the time of damage or loss if:

1) The person who owned the plants at the
time the damage or loss occurred owns
an equity interest of more than 50% in
such plants or crops, and

2

~

The other person owns any part of the re-
maining equity interest and materially par-
ticipates in the replanting, cultivation,
maintenance, or development of such
plants or crops.



Election Out of Uniform
Capitalization Rules

You can elect not to have the uniform capitali-
zation rules apply to any plant produced in a
farming business that you conduct if you are
not a corporation, partnership, or tax shelter
required to use an accrual method of account-
ing. This election does not apply to any costs
incurred for the planting, cultivation, mainte-
nance, or development of any citrus or almond
grove (or any part thereof) within the first 4
years that the trees were planted. If a citrus or
almond grove is planted over a period of years,
the part of the grove planted in any one tax
year is treated as a separate grove for deter-
mining the year of planting.

Making the election. Unless you obtain con-
sent from the IRS, you can only make this elec-
tion for your first tax year during which you are
in a farming business that includes the produc-
tion of property subject to the uniform capitali-
zation rules.

Make the election on Schedule E, Sched-
ule F or any other schedule that you are re-
quired to use for the first tax year that the elec-
tion is effective. For a partnership or S
corporation, the partner or shareholder must
make the election.

If you are eligible, you are treated as hav-
ing made the election if you do not capitalize
the costs of producing your farm business
property under the uniform capitalization rules.

Example. Brian Dey, a sole proprietor
farmer, uses the calendar tax year. From 1977
until 1994, Brian grew only wheat and corn.
Because the preproductive period for these
crops is less than 2 years, Brian was not sub-
ject to the uniform capitalization rules. Begin-
ning in 1994, Brian began growing grapes.
Brian is now subject to the uniform capitaliza-
tion rules unless he elects out of the rules be-
ginning with his 1994 tax year.

Revocation of election. Once you have
elected not to have the uniform capitalization
rules apply, you can only revoke this election
with consent from the IRS.

Disposition of plants. If you made the elec-
tion not to apply the uniform capitalization
rules, you must treat any plant that you pro-
duce as section 1245 property. Further, you
must “recapture” the preproductive expenses
that you would have capitalized by treating
these expenses as ordinary income. If the in-
come from the sale of these plants is subject to
self-employment tax, then the recapture
amounts treated as ordinary income are also
subject to self-employment tax. Recapture
these preproductive expenses when you de-
termine your gain on selling or disposing of the

property.

Depreciation under election. If you or a re-
lated person makes the election out, you must
use ADS (see Chapter 8) to depreciate all
property used predominantly in any farming
business owned by you or the related person.
This applies to all property placed in service in
any tax year that the election is in effect. This

will not prevent you from taking the section 179
deduction to expense certain depreciable bus-
iness assets.

Related person. For this election, a re-
lated person is:

1) You and members of your family which in-
clude your spouse and any of your chil-
dren who have not reached the age of 18
as of the last day of the tax year,

2) Any corporation (including an S corpora-
tion) if 50% or more of the stock (in value)
is owned directly or indirectly by you or
members of your family,

3

~

A corporation and any other corporation
that is a member of the same controlled
group, and

Any partnership if 50% or more (in value)
of the interests in the partnership is
owned directly or indirectly by you or
members of your family.

4

=

Example 1. Peter Smith, a sole proprietor,
planted an apple orchard. In addition, Peter
grows and harvests wheat and other grains.
The preproductive period of Peter’'s new
orchard is more than 2 years. Peter elects not
to have the uniform capitalization rules apply
to the costs of growing new apple trees. Peter
is required to use the alternate depreciation
system (ADS) to depreciate all property used
predominantly in his farming business (includ-
ing the growing and harvesting of wheat) if this
property is placed in service during a year that
the election is in effect.

This means that all assets and equipment
and any equipment used to grow and harvest
wheat that is placed in service during a year
that the election is in effect, must be depreci-
ated using the straight line method over the re-
quired number of years as provided by the al-
ternate depreciation system (ADS).

Example 2. Assume the same facts as in
Example 1, except that Peter and members of
his family also own 51% (in value) of the inter-
ests in Partnership K. Partnership K is en-
gaged in the business of growing and harvest-
ing corn. Therefore, Partnership K is required
to use the alternate depreciation system
(ADS) for any property used predominantly in
its farming business that is placed in service
during a year that the election made by Peter
is in effect.

Animals

Your costs of raising animals are exempt from
the uniform capitalization rules if incurred after
1988 and you are not a corporation, partner-
ship, or tax shelter required to use an accrual
method of accounting.

Election out of uniform capitalization rules.
If you were not required to use the accrual
method of accounting, you could have elected
not to apply the uniform capitalization rules.
This election allowed you to currently deduct
the costs of raising animals. However, if you
made this election, you were required to use
the Alternate Depreciation System (ADS) to
depreciate property placed in service during
any year the election was in effect. You must

treat the disposition of any qualifying animal as
section 1245 property and ‘‘recapture” the
preproductive expenses you would have
capitalized.

Election revoked. If you revoked this
election for your first tax year beginning after
1988, you must continue to use the alternate
depreciation system (ADS) for any property
placed in service during any tax year the elec-
tion was in effect.

You can use any permissible depreciation
method for property placed in service after
1988. Upon disposition of any animals raised
or purchased during the period the election
was in effect, you must also recapture the
preproductive expenses deducted while the
election was in effect.

Example. You raise beef cattle and use
the calendar tax year. In 1987, you elected not
to apply the uniform capitalization rules to the
costs of raising heifers. During the period the
election was in effect, you bought a new tractor
and began depreciating it under the alternate
depreciation system. You figured the costs of
raising heifers at $90 in the year a calf was
born and $150 in the first tax year after birth.

In 1989, you revoked your election. You
must continue to depreciate the tractor under
the alternate depreciation system. You must
keep preproductive cost records for all heifers
born during the period the election was in ef-
fect (1987 and 1988). These heifers are
treated as section 1245 property and you must
recapture the preproductive costs when you
dispose of them ($240 for heifers born in 1987
and $90 for heifers born in 1988).

Adjusted Basis

Before figuring any gain or loss on a sale, ex-
change, or other disposition of property or fig-
uring allowable depreciation, depletion, or
amortization, you must usually make certain
adjustments to the basis of the property. The
result of these adjustments to the basis is the
adjusted basis.

Increases to Basis

Increase the basis of any property by all items
properly added to a capital account. This in-
cludes the cost of any improvements having a
useful life of more than one year and amounts
spent after a casualty to restore the damaged
property.

Some additional items added to the basis
are:

1) The cost of extending utility service lines
to property,

2) Legal fees, such as the cost of defending
and perfecting title, and

3) Legal fees for obtaining a decrease in an
assessment levied against property to
pay for local improvements.

If you make additions or improvements to
business property, keep separate accounts for
them. Also, depreciate the basis of each ac-
cording to the depreciation rules in effect when
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you placed the addition or improvement in ser-
vice. See Chapter 8.

Assessments for local improvements. Add
assessments for items such as paving roads
and constructing ditches, which increase the
value of the property assessed to the basis of
the property. Do not deduct them as taxes.
However, you can deduct assessments for
maintenance or repair, or for meeting interest
charges on the improvements as taxes.

Deducting vs. capitalizing costs. Do not
add to your basis costs you can deduct as cur-
rent expenses. However, you can choose ei-
ther to deduct or to capitalize certain other
costs. If you capitalize these costs, include
them in your basis. If you deduct them, do not
include them in your basis. See Chapter 11 in
Publication 535.

Decreases to Basis

Some items that reduce the basis of your prop-
erty are:

1) The section 179 deduction,

2) The deduction for clean-fuel vehicles and
clean-fuel refueling property,

3) Investment credit (part or all of credit)
taken,

4) Casualty and theft losses,
5) Easements granted,

6) Recognized losses on involuntary
exchanges,

7

~

Deductions previously allowed (or allowa-
ble) for amortization, depreciation, and
depletion,

8) Exclusion from income of subsidies for
energy conservation measures,

9) Credit for qualified electric vehicles,

10) Gain on the sale of your old home on
which tax was postponed,

11) Certain canceled debt excluded from
income,

12) Rebates received from the manufacturer
or seller,

13) Patronage dividends received as a result
of a purchase of property,
(See Patronage Dividends (Distributions),
in Chapter 4.)

14) Residential energy credit,
15) Gas-guzzler tax, and

16) Tax credit or refund for buying a diesel-
powered highway vehicle.

Some of these decreases to basis are dis-
cussed next.

Section 179 deduction. If you elect to take
the section 179 deduction for all or part of the
cost of property, decrease the basis of the
property by the deduction. For more informa-
tion, see Section 179 Deductionin Chapter 8.

Casualties and thefts. If you have a casualty
or theft loss, decrease the basis of your prop-
erty by the amount of any insurance or other
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reimbursement you receive and by any de-
ductible loss not covered by insurance. How-
ever, increase your basis for amounts you
spend after a casualty to restore the damaged
property. See Chapter 13.

Easements. The amount you receive for
granting an easement is usually considered to
be from the sale of an interest in your real
property. It reduces the basis of the affected
part of the property. If the amount received is
more than the basis of the part of the property
affected by the easement, reduce your basis to
zero and treat the excess as a recognized
gain. See Easements and rights-of-way in
Chapter 4.

Depreciation. Decrease the basis of your
property by the depreciation you have de-
ducted, or could have deducted, on your tax
returns under the method of depreciation you
selected. If you deducted more depreciation
than you should have, decrease your basis by
the amount you should have deducted plus the
part of the excess that actually reduced your
tax liability for any year. If you took less depre-
ciation than you could have, decrease your ba-
sis by the amount you could have deducted. If
you did not take a depreciation deduction, fig-
ure the amount of depreciation you could have
deducted.

In decreasing your basis for depreciation,
take into account the amount deducted on
your tax returns as depreciation and any de-
preciation you must capitalize under the uni-
form capitalization rules.

Diesel-powered vehicle. If you received an
income tax credit or refund for buying a diesel-
powered highway vehicle, reduce your basis in
that vehicle by the credit or refund allowable.
For more information about this credit or re-
fund, see Publication 378.

Credit for qualified electric vehicle. If you
claim the credit for qualified vehicles, you must
reduce the basis of the property on which you
claimed the credit. For more information on
this credit, see Chapter 15 in Publication 535.

Deduction for clean-fuel vehicle and clean-
fuel vehicle refueling property. If you take
either the deduction for clean-fuel vehicles or
clean-fuel vehicle refueling property, or both,
you must decrease the basis of the property by
the amount of the deduction. For more infor-
mation on these deductions, see Chapter 15 in
Publication 535.

Exclusion from income of subsidies for en-
ergy conservation measures. If you re-
ceived a subsidy from a utility company for the
purchase or installation of any energy conser-
vation measure, you can exclude it from in-
come. Reduce the basis of the property on
which you received the subsidy by the ex-
cluded amount. For more information on this
subsidy, see Publication 525, Taxable and
Nontaxable Income.

Canceled Debt Excluded
from Income

You may have to reduce the basis of your
property if you exclude canceled debt from in-
come. You can exclude your canceled debt
from income if the debt is:

1) Canceled in atitle 11 bankruptcy case or
when you are insolvent,

2) Qualified farm debt, or

3) Qualified real property business indebted-
ness (provided you are nota C
corporation).

If you exclude canceled debt from income, you
may have to reduce the basis of your deprecia-
ble property.

For more information on canceled debt in a
bankruptcy case or during insolvency, see
Publication 908. For more information on can-
celed debt that is qualified farm debt, see
Chapter 4.

Other Basis

There are many times when you cannot use
cost as basis. In these cases, the fair market
value of the property or the adjusted basis of
certain property may be important. Adjusted
basis is discussed earlier. Fair market value is
discussed next.

Fair market value (FMV). The fair market
value (FMV) is the price at which the property
would change hands between a buyer and a
seller, neither having to buy or sell, and both
having reasonable knowledge of all necessary
facts. Sales of similar property, on or about the
same date, may help to figure the FMV of the
property.

Property changed to business use. If you
change nonbusiness property to a business
use or to income-producing property, such as
renting your farm dwelling, the basis for figur-
ing depreciation on the property is the lesser of
its adjusted basis or its FMV on the date of the
change in use.

Property received for services. If you re-
ceive property for services, include the
property’s FMV in income. The amount you in-
clude in income becomes your basis. If the
services were performed for a price agreed on
beforehand, it will be accepted as the FMV of
the property if there is no evidence to the
contrary.

Taxable Exchanges

A taxable exchange is one in which the gain is
taxable, or the loss is deductible. A taxable
gain or deductible loss is also known as a rec-
ognized gain or loss. If you receive property in
exchange for other property in a taxable ex-
change, the basis of the property you receive
is usually its FMV at the time of the exchange.
A taxable exchange occurs when you receive
cash, or property that is not similar or related in
use to the property exchanged.



Example. You trade a tract of farmland
with an adjusted basis of $3,000 for a tractor
that has a fair market value of $6,000. You
must report a taxable gain of $3,000 for the
land. The tractor has a basis of $6,000.

Nontaxable Exchanges

A nontaxable exchange is an exchange in
which any gain is not taxed and any loss can-
not be deducted. A nontaxable gain or loss is
also known as an unrecognized gain or loss.

Like-Kind Exchanges

The exchange of property for the same kind of
property is the most common type of nontax-
able exchange.

To qualify as a like-kind exchange, both the
property you exchange and the property you
receive must be held for business or invest-
ment purposes. There must be an exchange of
like-kind property (depreciable tangible per-
sonal property may be like-class property). For
other requirements, see Like-Kind Exchanges,
in Chapter 10.

The basis of the property you receive is the
same as the property you gave up.

Example. You traded a machine (adjusted
basis $8,000) for another like-kind machine
(FMV $9,000). Both machines were used in
your farming business. The basis of the ma-
chine received is $8,000, the same as the ma-
chine traded.

Property plus cash. If you trade property in a
nontaxable exchange and pay money, the ba-
sis of the property you receive is the basis of
the property you exchanged increased by the
money you paid.

Example. You trade in a truck (adjusted
basis $3,000) for another truck (FMV $7,500)
and pay $4,000. Your basis in the new truck is
$7,000 (the $3,000 basis of the old truck plus
the $4,000 paid).

Special rules for related persons. If a like-
kind exchange is made directly or indirectly be-
tween related persons and either party dis-
poses of the property within 2 years after the
exchange, the exchange is disqualified from
like-kind treatment. Each person must report
any gain or loss not recognized on the original
exchange. Each person reports it on the tax re-
turn filed for the year in which the later disposi-
tion occurred. If this special rule applies, the
basis in the property received in the original
exchange will be its fair market value.

These rules generally do not apply to dis-
positions due to:

1) The death of either related person,
2) Involuntary conversions, or

3) Exchanges whose main purpose is not
the avoidance of federal income tax.

Related persons. Generally, related per-
sons are ancestors, lineal descendants, broth-
ers and sisters (whole or half), and a spouse.

For other related persons (or two or more
corporations, an individual and a corporation,
a grantor and fiduciary, etc.), see the rules re-
lating to losses under Sales and Exchanges

Between Related Parties in Chapter 2 of Publi-
cation 544.

Exchange of business. Exchanging the as-
sets of one business for the assets of another
business is a multiple asset exchange. For in-
formation on determining basis in a multiple
asset exchange, see Multiple Property Ex-
changesin Chapter 1 of Publication 544.

Partially Nontaxable Exchange

A partially nontaxable exchange is an ex-
change in which you receive unlike property or
money in addition to like property. The basis of
the property you receive is the same as the ba-
sis of the old property with the following
adjustments:

Decreased by:

a) Any money you received, and

b) Any loss recognized on the exchange.
Increased by:

a) Any additional costs incurred, and

b) Any gain recognized on the exchange.

The other party to the transaction who as-
sumes your liabilities (including a nonrecourse
obligation), treats them as money transferred
to you in the exchange.

Example 1. You traded farmland (basis
$10,000) for another tract of farmland (FMV
$11,000). You also received $3,000. Your gain
is $4,000 ($11,000 + $3,000 - $10,000). In-
clude your gain in income only to the extent of
the cash received. Your basis in the land re-
ceived is:

Basisof landtraded .................... $10,000
Minus: Cashreceived .................. 3,000

$ 7,000
Plus: Gainrecognized .................. 3,000
Basis of land received $10,000

Example 2. You traded a truck (adjusted
basis $2,750) for another truck (FMV $2,000).
You also received $1,000. Your gain is $250
($2,000 + $1,000 -$2,750). Your basis in the
truck you received is:

Adjusted basis of truck traded ........... $2,750
Minus: Cashreceived ................... 1,000

$1,750
Plus: Gainrecognized ................... 250
Basis of truck received $2,000

Allocation of basis. Allocate the basis
among the properties, other than money, that
you received in the exchange. In making this
allocation, the basis of the unlike property is its
FMV on the date of the exchange. The remain-
der is the basis of the like property.

Example. You had an adjusted basis of
$15,000 in a tractor you traded for another
tractor that had an FMV of $12,500. You also
received a truck that had an FMV of $3,000,
and $1,000. You have a gain of $1,500
($16,500 - $15,000) recognized on the ex-
change. Your basis in the properties you re-
ceived is:

Adjusted basis of old tractor ............ $15,000
Minus: Cashreceived .................. 1,000

$14,000
Plus: Gainrecognized .................. 1,500

Total basis of properties received $15,500

Allocate the total basis of $15,500 between the
tractor and the truck. The basis of the truck is
its FMV, $3,000, and the basis of the tractor is
the remainder, $12,500.

Exchange—Loss Not Recognized

If you have an exchange that results in an un-
recognized loss, the basis of the new property
is the basis of the old property decreased by
any money received. Allocate this basis
among the properties, other than money, re-
ceived in the exchange. In making this alloca-
tion, the basis of unlike property is its fair mar-
ket value on the date of the exchange. The
remainder is the basis of the like property.

Example. You exchanged a tract of farm-
land (adjusted basis $18,000) for a smaller
tract of farmland (FMV $14,000). You also re-
ceived a car (FMV $2,500) for personal use
and $500. Do not recognize the loss of $1,000
($17,000 -$18,000). Your basis in the proper-
ties you received is:

Adjusted basisofoldland .............. $18,000
Minus: Cash youreceived .............. 500
Total basis of properties received $17,500

Of the total basis of $17,500, $2,500 is for the
car you received and the remaining $15,000 is
the basis of your new tract of land.

Trade-in or Sale and Purchase

If a sale and purchase are a single transaction,
you cannot increase the basis of property by
selling your old property outright to a dealer
and then buying new property from the same
dealer. If the sale to the dealer of your old
property and your purchase from that dealer of
the new property are dependent on each
other, you are considered to have traded your
old property. Treat the transaction as an ex-
change no matter how it is carried out. You
cannot avoid the trade-in rule by using a
subsidiary.

Example. Assume that you used a tractor
on your farm for 3 years. Its adjusted basis is
$2,000 and its FMV is $4,000. You are inter-
ested in a new tractor with a listed retail price
of $16,000 that regularly sells for $15,500. If
you trade your old tractor for the new one and
pay $11,500, your basis for depreciation for
the new tractor is $13,500 ($11,500 plus the
$2,000 basis of your old tractor). However, you
want a higher basis for depreciating the new
tractor, so you agree to pay the dealer $15,500
for the new tractor if he will pay you $4,000 for
your old tractor. Since the two transactions are
dependent on each other, you are treated as if
you exchanged your old tractor for the new
one. Your basis for the new tractor is $13,500,
the same as if you traded the old tractor, and
did not pay $15,500.
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Involuntary Exchanges

If you acquire property as a result of an invol-
untary exchange, such as a casualty, theft, or
condemnation, you may figure the basis of the
replacement property you acquire using the
basis of the property you exchanged.

Similar or related property. If you receive
property similar or related in service or use to
the property exchanged, the new property’s
basis is the same as the old property’s basis
on the date of the exchange with the following
adjustments:

Decreased by:

a) Any loss recognized on the exchange,
and

b) Any money received that was not spent
on similar property.

Increased by:

a) Any gain recognized on the exchange,
and

b) Any cost of acquiring replacement
property.

Not similar or related property. If you re-
ceive money or other property not similar or re-
lated in service or use to the old property, and
you buy new property similar or related in ser-
vice or use to the old property, the basis of the
new property is the cost of the new property
decreased by the amount of gain not recog-
nized on the exchange.

For more information on involuntary ex-
changes, see Chapter 13.

Property Received

as a Gift

To figure the basis of property you receive as a
gift, you must know its adjusted basis to the
donor just before it was given to you, its FMV
at the time it was given to you, and any gift tax
paid on it.

FMV equal to or more than donor’s ad-
justed basis. If the FMV of the property was
equal to or greater than the donor’s adjusted
basis, your basis is the donor’s adjusted basis
at the time you received the gift. Increase your
basis by all or part of the gift tax paid, depend-
ing on the date of the gift.

Also, for figuring gain or loss from a sale or
other disposition of the property or figuring de-
preciation, depletion, or amortization deduc-
tions on business property, you must increase
or decrease your basis (the donor’s adjusted
basis) by any required adjustments to basis
while you held the property. See Adjusted Ba-
sis, earlier.

Gift received before 1977. If you received
a gift before 1977, increase your basis in the
gift by the gift tax paid on it. (Your basis in the
giftis the donor’s adjusted basis.) However, do
not increase your basis above the FMV of the
gift when it was given to you.

Example 1. You were given a house in
1976 with an FMV of $21,000. The donor’s ad-
justed basis was $20,000. The donor paid a
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gift tax of $500. Your basis is $20,500, the do-
nor’s adjusted basis plus the amount of gift tax
paid.

Example 2. If, in Example 1, the gift tax
paid had been $1,500, your basis would be
$21,000. This is the donor’s adjusted basis
plus the gift tax paid, limited to the FMV of the
house at the time you received the gift.

Gift received after 1976. If you received a
gift after 1976, increase your basis in the gift
by the part of the gift tax paid that is due to the
net increase in value of the gift. (Your basis in
the gift is the donor’s adjusted basis.) Figure
the increase by multiplying the gift tax paid on
the gift by a fraction. The numerator (top part)
of the fraction is the net increase in value of the
gift and the denominator (bottom part) is the
amount of the gift. The net increase in value of
the gift is the FMV of the gift less the donor’s
adjusted basis.

Example. In 1994, you received a gift of
property from your mother that had an FMV of
$50,000. Her adjusted basis was $20,000.
She paid a gift tax of $9,000. Your basis,
$25,400 is figured as follows:

Fairmarketvalue ......................... $50,000
Minus: Adjusted basis .................... 20,000
Netincreaseinvalue ..................... _$30,000
Gifttax paid .......oovviiiii $ 9,000
Multiplied by ($30,000 + $50,000) ........ .60
Gift tax due to netincrease invalue ....... $ 5,400
Adjusted basis of property to your mother 20,000
Your basis in the property $25,400

FMV less than donor’s adjusted basis. If
the FMV of the property was less than the do-
nor’s adjusted basis, your basis for gain on its
sale or other disposition is the same as the do-
nor’'s adjusted basis plus or minus any re-
quired adjustment to basis during the period
you held the property (see Adjusted Basis,
earlier). Your basis for loss on the sale or other
disposition of property received as a gift is its
FMV at the time you received the gift plus or
minus any required adjustment to basis during
the period you held the property.

Business property. If you hold the gift as
business property, your basis for figuring any
depreciation, depletion, or amortization de-
ductions, is the same as the donor’s adjusted
basis plus or minus any required adjustments
to basis while you hold the property.

If you use the donor’s adjusted basis for fig-
uring a gain and get a loss, and then use the
FMV for figuring a loss and get a gain, you
have neither gain nor loss on its sale or other
disposition.

Property Transferred

From a Spouse

The basis of property transferred to you or
transferred in trust for your benefit by your
spouse, or former spouse if the transfer is inci-
dent to divorce, is the same as the transferor’s
adjusted basis. However, adjust your basis for
any gain recognized by the transferor on prop-
erty transferred in trust. This rule applies only

to a property transfer in trust in which the liabili-
ties assumed, plus the liabilities to which the
property is subject, are more than the adjusted
basis of the property transferred.

The transferor must supply you with
records necessary to determine the adjusted
basis and holding period of the property as of
the date of the transfer.

For more information, see Publication 551
and Publication 504.

Inherited Property

Your basis in property you inherit is usually its
FMV at the date of the decedent’s death. If a
federal estate tax return has to be filed, your
basis in property you inherit can be its FMV at
the alternate valuation date if the estate quali-
fies and elects to use alternate valuation. If a
federal estate tax return does not have to be
filed, your basis in the property is its appraised
value at the date of death for state inheritance
or transmission taxes.

Your basis in inherited property may also
be figured under the special farm or closely
held business real property valuation method,
if chosen for estate tax purposes. This method
is discussed next.

Special farm real property valuation. Under
certain conditions, when a person dies, the ex-
ecutor or personal representative of that per-
son’s estate may elect to value the qualified
real property on other than its FMV. If so, the
executor or personal representative values the
qualified real property on the basis of its use as
a farm. If this method of valuation is used for
estate tax purposes, this value is the basis of
the property for the heirs. The qualified heirs
should be able to get the necessary value from
the executor or personal representative of the
estate.

If you are a qualified heir who received spe-
cial-use valuation property, your basis in the
property is the estate’s or trust’s basis in that
property immediately before the distribution. If
there is a gain recognized by the estate or trust
because of post-death appreciation, increase
the basis by this amount. Post-death apprecia-
tion is the difference between the property’s
FMV on the date of distribution and the
property’s FMV either on the date of the indi-
vidual's death or on the alternate valuation
date. Figure all FMVs without regard to the
special-use valuation.

Your basis in special-use valuation prop-
erty may be increased if it becomes subject to
the additional estate tax. This tax is assessed
if, within 10 years after the death of the dece-
dent (15 years if decedent died before 1982),
you transfer the property to a nonfamily mem-
ber or the property ceases to be used as a
farm. This tax may apply if you dispose of the
property in a like-kind exchange or it is involun-
tarily converted.

To increase your basis in the property, you
must make an irrevocable election and pay the
interest on the additional estate tax figured
from the date 9 months after the decedent’s
death until the date of payment of the addi-
tional estate tax. If you meet these require-
ments, your basis in the property is increased



to its fair market value on the date of the dece-
dent’s death or the alternate valuation date.
The increase in your basis is considered to
have occurred immediately before the event
that results in the additional estate tax.

You make the election by filing with Form
706-A a statement that:

1) Contains your name, address, and tax-
payer identification number,

2) Contains the name of the estate and its
address and taxpayer identification
number,

3) Identifies the election as an election under
section 1016(c) of the Internal Revenue
Code,

4) Specifies the property for which the elec-
tion is made, and

5) Provides any additional information re-
quired by the Form 706—A instructions.

See Publication 448 for more information
on valuation methods for estate tax purposes.

Community property. In community property
states (Arizona, California, Idaho, Louisiana,
Nevada, New Mexico, Texas, Washington,
and Wisconsin), husband and wife are each
usually considered to own half the community
property. When either spouse dies, the total
value of the community property generally be-
comes the basis of the entire property, even
the part belonging to the surviving spouse. For
this to apply, at least half of the community
property interest must be includible in the de-
cedent’s gross estate, whether or not the es-
tate must file a return.

For example, if at least half the FMV of the
community interest is includible in the dece-
dent’s estate and the FMV of the community
interest is $100,000, the basis of the surviving
spouse’s half of the property is $50,000. The
basis of the other half to the decedent’s heirs is
also $50,000.

For more information on community prop-
erty, see Publication 555.

8.

Depreciation,
Depletion, and
Amortization

Important Change
for 1994

Limits on depreciation for business cars.
The total section 179 deduction and deprecia-
tion you can take on a car that you use in your
business and first place in service in 1994 is
$2,960. Your depreciation cannot exceed
$4,700 for the second year of recovery, $2,850
for the third year of recovery, and $1,675 for

each later tax year. See Passenger automo-
biles, later.

Important Reminder

Amortization of certain intangibles. You
must amortize over 15 years certain in-
tangibles that you acquired in connection with
a trade or business or an activity for the pro-
duction of income. For more information, see
Amortization of Certain Intangibles, later.

Introduction

If you buy farm property, such as machinery,
equipment, or structures, that has a useful life
of more than a year, you generally cannot de-
duct its entire cost in one year. Instead, you
must spread the cost over more than one year
and deduct a part of it each year. For most
types of property, this is called “depreciation.”

The discussion in this chapter gives you
general information on depreciation, the sec-
tion 179 deduction, and the modified acceler-
ated cost recovery system (MACRS) that ap-
plies to property placed in service after 1986. If
you depreciate property under MACRS and
use the declining balance method, you must
use the 150% declining balance method.

For information on depreciating property
placed in service after 1980 and before 1987,
see Publication 534.

This chapter also gives basic information
on depletion and amortization. It discusses
how you are allowed a deduction for depletion
of certain exhaustible natural resources and
timber and for amortization of certain
intangibles.

Records. Itis important to keep good records
for property you depreciate. Records of depre-
ciable property and of depreciation allowed do
not have to be complicated. In fact, simple
ones often prove to be the best for income tax
purposes. You may use the sample deprecia-
tion record shown in Chapter 20. You do not
need to file this record with your return. In-
stead, you can keep it as a permanent record.
You claim depreciation, including the section
179 deduction, on Form 4562. Keep your own
records to verify the accuracy of the informa-
tion on Form 4562.

Filled-in Form 4562. A filled-in Form 4562 is
shown in Chapter 20 to help you understand
how to complete it.

Alternative minimum tax. If you use acceler-
ated depreciation, you may need to figure al-
ternative minimum tax. Accelerated deprecia-
tion is any method, including MACRS, that
allows recovery at a faster rate in the earlier
years than the straight line method. For more
information on alternative minimum tax, see
Chapter 14.
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Topics
This chapter discusses:

» General information on depreciation
» The section 179 deduction

» The Modified Accelerated Cost Recovery
System (MACRS)

« Listed property rules

« Basic information on depletion and
amortization

Useful Items
You may want to see:

Publication

O 448 Federal Estate and Gift Taxes
0 534 Depreciation

0 535 Business Expenses

O

544 Sales and Other Dispositions of
Assets

551 Basis of Assets
0 917 Business Use of a Car

O

0 946 How To Begin Depreciating Your
Property

Form (and Instructions)
O T ForestIndustries Schedules

0 1040X Amended U.S. Individual
Income Tax Return

0O 4562 Depreciation and Amortization
0 4797 Sales of Business Property

General Information
on Depreciation

The first part of the discussion on depreciation
gives you basic information on what property
can and cannot be depreciated, when to begin
and end depreciation, and how to claim
depreciation.

What Can Be

Depreciated
Property is depreciable if it meets these tests.

1) It must be used in business or held for the
production of income (for example, to
earn rent or royalty income),

2) It must have a determinable useful life
longer than one year, and

3) It must be something that wears out, de-
cays, gets used up, becomes obsolete, or
loses value from natural causes.

Depreciable property may be tangible or
intangible.

Tangible Property

Tangible property can be seen or touched and
includes both real and personal property. Per-
sonal property is property, such as machinery
or equipment, that is not real estate. Real
property is land and generally anything that is
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erected on, growing on, or attached to land.
However, land itself is never depreciable.

Livestock. Livestock purchased for work,
breeding, or dairy purposes that is not kept in
an inventory account may be depreciated.

Raised livestock. Livestock that you raise
usually has no depreciable basis because the
costs of raising it are deducted and are not
added to the basis.See Uniform Capitalization
Rules in Chapter 7. However, if you purchase
immature livestock for draft, dairy, or breeding
purposes, you can depreciate your initial cost.
See Immature livestock in How To Figure the
Deduction Under MACRS later, for a discus-
sion of when to begin depreciation.

Logging truck roads. Logging truck roads
that have a determinable useful life are
depreciable.

Example 1. You build a logging truck road
on land you own for use in your timber opera-
tions. The road is expected to be used in your
timber operations for an indefinite period. Past
experience with similar roads indicates that
the road surface will have to be replaced in 7
years and the bridges and culverts will have to
be replaced in 20 years. The roadbed is not
expected to need replacement. The surfacing,
bridges, and culverts have determinable use-
ful lives; therefore, they are depreciable. Since
the roadbed is not expected to need replace-
ment, it does not have a determinable useful
life. Therefore, it is not depreciable.

Example 2. You build a logging truck road
on land you own to harvest a certain stand of
timber. It is reasonable to expect the harvest-
ing of the timber will take 4 years. After the har-
vesting has been completed, the cutover land
will be reforested and the road abandoned. All
parts of the road have a determinable useful
life to you. The useful life of the road ends
upon completion of the timber harvesting and
reforestation. The roadbed, as well as the sur-
facing, bridges, and culverts are depreciable.

Partial business/investment use. If you use
property for business/investment and personal
purposes, you can depreciate only the busi-
ness/investment part. If you use your car for
farm business, you can depreciate the car for
the percentage of time you use it in farming. If
you also use it for investment purposes, i.e.,
for the production of income, you can depreci-
ate the portion used for investment. If you use
part of your home for business, you may be
able to take a depreciation deduction for this
use. See Chapter 5.

Intangible Property

Intangible property cannot be seen or touched
and includes property, such as a copyright,
patent, or franchise.

Computer software. Computer software in-
cludes all programs used to cause a computer
to perform a desired function. Computer
software also includes any data base or similar
item that is in the public domain and is inciden-
tal to the operation of qualifying software.
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Software purchased before August 11,
1993. If you purchased software before Au-
gust 11, 1993 (before July 26, 1991, if
elected), your recovery of costs depends on
how you are billed. If the cost of the software is
included in the price of computer hardware
and the software cost is not separately stated,
you treat the entire amount as the cost of the
hardware and depreciate it as explained in
Modified Accelerated Cost Recovery System
(MACRS), later. If the cost of the software is
separately stated, you can depreciate the cost
using the straight line method over 5 years (or
any shorter life you can establish).

Software acquired after August 10,
1993. If you acquire software after August 10,
1993 (after July 25, 1991, if elected), you must
amortize it over 15 years (rather than depreci-
ate it) if it does not meet all three requirements
listed below and it was acquired in connection
with the acquisition of a substantial portion of a
business.

If you acquire software after August 10,
1993 (after July 25, 1991, if elected), you can
depreciate it over 36 months if it meets all
three of the following requirements:

1) Itis readily available for purchase by the
general public,

2) Itis not subject to an exclusive license,
and

3) It has not been substantially modified.

Even if the software does not meet the above
requirements, you can depreciate it over 36
months if it was not acquired in connection
with the acquisition of a substantial portion of a
business.

Software leased. If you lease software,
you can treat the rental payments in the same
manner that you treat any other rental
payments.

What Cannot Be
Depreciated

Some tangible and intangible property, al-
though used in your business or held to pro-
duce income, can never be depreciated.

Property placed in service and disposed of
in the same year. You cannot deduct depre-
ciation on property placed in service and dis-
posed of in the same tax year. When property
is placed in service is explained later.

Land. Land can never be depreciated be-
cause it does not wear out or become obsolete
and it cannot be used up. Land generally in-
cludes the cost of clearing, grading, planting,
and landscaping because these expenses are
all part of the cost of the land itself. Some land
preparation costs, however, may be deprecia-
ble. For information on these costs, see Chap-
ter 1 of Publication 534.

Inventory. You can never depreciate inven-
tory. Inventory is any property held primarily
for sale to customers in the ordinary course of
business.
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In some cases, it is not always clear
whether the property is inventory or deprecia-
ble business property. If unclear, examine
carefully all the facts in the operation of the
particular business. For examples on this, see
Inventory in Chapter 1 of Publication 534.

Equipment used to build capital improve-
ments. You cannot deduct depreciation on
equipment you are using to build your own
capital improvements. You must add deprecia-
tion on equipment used during the period of
construction to the basis of your improve-
ments. See Uniform Capitalization Rules in
Chapter 7.

Demolition of buildings. You cannot deduct
costs (paid or incurred) to demolish any build-
ing. Nor can you deduct any loss from a demo-
lition. Instead, you must add these costs to the
basis of your land on which the demolished
building stood.

Rented property. Generally, a person who
uses property subjec