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containing costs in all bargaining sessions, with some
success.

Risk pooling is already allowed under the Federal Risk
Retention Act, whereby small businesses can form risk
purchasing or risk retention groups for most types of

liability insurance. Senator Jim Duncan has a health risk
pool bill (SB 254) in the works which may also help address
this problen. Uncompensated care and mandated benefits were

discussed earlier.

Tort reform is a complex subject, to say the least. Any
legislation will be haru-fought. My administration,
primarily through the DCED, Division of Insurance, 1is
assisting the Liability Insurance and Tort Reform Task Force
in identifying appropriate measures to ease the crisis. I
look forward to the task force®"s report.

Increasing bond requirements for a general contractor®s
license would make life more difficult for small
contractors, unless the increase were adopted hand-in-hand
with the suggested written competency test. With no basic
competency exams, surety 1insurers require high
collateralization of all types of contractors® bonds. Exams
would help reduce required collateral and assist small
contractors 1in securing bonding. Construction trades have
traditionally opposed such exams. They®"ve been concerned
with the ability of examiners to produce a fair, valid test.
The DCED®"s Division of Occupational Licensing would be the
entity to develop competency requirements; | encourage
interested parties to share their views. Contact Director
Randall Burns, Division of Occupational Licensing, at
465-2534.

Licensure should be a matter of technical competence, not
whether a person is able to secure a bond. I support the
concept of eliminating unnecessary bonding requirements.
The business/contractor community should help the State
identify appropriate situations for such action.

Because of changes | initiated several years ago, State
statutes and regulations do not require bonds for projects
of $100,000 or less, except as provided in the procurement
code. Contract alterations that boost costs past the
$100,000 Ilimit are problems; sometimes agencies may require
bonds on projects starting below $100,000 that are likely to
exceed that limit later.
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Streamlining processes and dividing up large projects to
benefit smaller contractors are worthy gor.ls. I"ve asked
DOT&PF, the Alaska Industrial Development and Export
Authority (AIDEA), the Alaska Energy Authority (AEA) and
others to present specific ideas on how we might pursue
this.

14, Business Information Dissemination

As discussed earlier, the DCED/DBD Business Development
Information Network (BDIN) should help greatly in spreading
accurate information on Alaska business. Establishing a
small business-oriented data base is feasible. The DBD has
an extensive data base on file, but it is inadequate for
small businesses at this time because 1) it is organized at
the state, not local or regional, level and 2) it does not
include several items directly relevant to small business.
The Division®s regional economist plans to identify and
collect the relevant data and then compile those data into a
consistent form. This will take about six months. For more
information, contact Jamie Parsons at 465-2017.

15. Business Education

Employer/employee/entrepreneurial training was the subject
of a special effort of my administration, a conference
called "Alaska Youth: Ready for Work."™ Schools, private
industry councils, the Alaska State Job Training
Coordinating Council and others, under the direction of the
Institute for Social and Economic Research at the University
of Alaska Anchorage, focused attention on the 1issues you“ve
identified. An additional conference is desirable, but may
be difficult to fund in Alaska®s current austere climate. I
see tremendous value 1in such gatherings, however, and will
be alert for opportunities to promote this 1idea.

In the meantime, the State will continue its work via Small
Business Development Centers and the State plan for
vocational education. The FY 91-93 plan is now in draft
form; the State Board of Education will review and approve
the final plan by May. The plan provides for continued
support of teacher inservice and additional model programs
in school-based enterprises. A videotape to promote
economic development through school-based enterprises and
entrepreneurship education should be complete 1in March.

Federal funds have been the prime source of funding for

training school district personnel in entrepreneurship
education, school-based enterprises and public information.
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The State provides additional money as part of foundation

formula funding for vocational education. We expect the
State will take responsibility for more and more such
programs as federal funding dwindles. Stable State funding
for education 1is essential to Alaska®s future social and
economic health. My Education Fund amendment will provide
that stability. I encourage you to cc .tact your State
Senator and urge him or her to support my proposal. Their
approval would put the idea on a statewide ballot, and
Alaskans could then decide the 1issue. It"s an important
concept; I hope you"ll support it.

16. Marketing Alaska

The ongoing success of the Alaska Grown and Buy
Alaska/Alaska Product Preference programs and the Alaska
Seafood Marketing Institute demonstrates my commitment to
marketing Alaska®s resources and products. Budget
constraints have prevented us from doing all we wanted in
the past as far as promoting Alaska, but we"ve accomplished
a lot with available resources. The DNR, charged with
management and disposition of Alaska®"s State-owned natural
resources, works regularly with the DCED in planning
resource marketing to ensure that 1) prospective purchasers
are fully informed about sale procedures and requirements
and 2) the State receives the greatest possible return.

Favorable southbound freight rates would probably help sales
of Alaskan goods, but there®s not much the State 1is able to
do to affect them. If you have specific suggestions, please
share them.

The legislative prohibition of finfish mariculture persists,
but invertebrate and sea vegetable farming is expanding 1in
Alaska. Mariculture holds great economic potential for the
State, and 1 look forward to acting on the reports of the
finfish farming task force and the mariculture interagency
working group. I support the economically and ecologically
sound application of mariculture techniques. State-owned
tidelands in southeast Alaska were recently opened to
shellfish mariculture; DNR 1is now reviewing applications for
other sites.

Despite the wreck of the EXXON VALDEZ, Alaska®s tourism
industry experienced its biggest year ever. Research
conducted as a part of the emergency tourism marketing
campaign in response to the oil spill has revealed two
important facts: 1) Potential visitors changed their plans
to visit Alaska in 1989 and 2) concern of potential visitors
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was affected positively by the campaign. In other words, we
brought some of them back. We"ll be ready as the first
anniversary of the spill approaches. The DCED"s Division of
Tourism and the Alaska Tourism Marketing Council (ATMC) will
help the various media spread accurate information about
Alaska as a tourist destination.

It*s important to remember that Alaska®s capacity to house
and feed visitors 1is barely adequate during the peak summer

season. To me, that means we should devote our efforts to
developing a year-round tourist industry, starting with
promotion of the so-called "shoulder seasons.” Since our

capacity to provide tourists with a high-quality experience
is limited by available facilities, any expansion of
infrastructure should follow in a coordinated manner with
increased promotion. Promotion without infrastructure
expansion may well be counter-productive.

The Buy Alaska and Alaska Grown campaigns are successful
because they were developed with the help of knowledgeable
people, often at a local or regional level. The DCED/DBD is
continuing this successful pattern with the establishment of
the Alaska Regional Development Organizations (ARDOR)
program. Through ARDOR, the State assists regional entities
in developing their respective areas. The resultant
expanding network of State, municipal and private entities
strengthens and diversifies the economy.

Expanded State contact with tour, charter and transport

operators will encourage both tourism businesses to serve
Alaskan food and beverage products and visitors to buy
Alaskan products. The Division of Tourism will also pursue

a campaign to acquaint visitors with available Alaskan gifts
and art by regions of the State. Gift shops aboard the
vessels of the Alaska Marine Highway System are
vendor-operated. We"ll encourage those vendors once again
to expand their inventories of Alaskan products.

Availability of sorted address labels is a complex 1issue.
The Department of Law recently ruled that the labels, as
public information, are available to anyone who asks for
them. The ATMC, Alaska Visitors Association (AVA) and DCED,
Division of Tourism, have reviewed the present partnership
framework that governs distribution of labels. Legislation
addressing this matter was recently introduced (HB 442); 1
encourage you to share your views with your legislators.

The Anchorage Convention and Visitors Bureau (ACVB) operates
brochure racks at both Anchorage terminals under an
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agreement with the Alaska International Airport Systenm
(A1AS), The ACVB absorbs virtually all costs in maintaining
its visitor centers and requires membership 1in its bureau to
place brochures in those centers. Opening the racks to all
businesses would require a change 1in the current agreement
or perhaps assumption of center operation by the State- at a
considerable cost.

Alaska®s resource development project review system, in
place for six years now, has a successful, documented

record. Brochures describing the system are available to
any interested party; pre-application conferences with
permitting agencies are arranged on request. Depending on
the complexity of the application, reviews take either 30 or
50 days. The program has an excellent on-time record.

Conference concerns may well indicate that a new round of
education of the small business sector is in order.

Division of Governmental Coordination (DGC) and DBD
officials will work together to arrange orientation
sessions; DGC brochures on the permit review process will be
distributed through DBD"s small business advisory network.

State dollars are indeed spent to attract film companies
that use non-Alaskans. In fact, a small expenditure outside
has again resulted in a big boost to local and regional
economies— as a major film project proceeds 1in Haines this
winter. Some expertise and capacity simply doesn™t exist
within the Alaska business community. We are occasionally
faced with little choice but to contract outside.

17. International Trade

I"m particularly proud of my administration®s promotion of
international trade. From $987 million 1in 1980, Alaska
exports have grown to about $2.5 billion in 1989. On a per
capita basis, Alaska®s export record leads the nation.
Obviously, we"re doing something right, but that doesn-"t
mean we can"t do even better.

My Office of International Trade (O0IT) publishes an
extensive newsletter containing trade lead bulletins that
goes to over 3,500 business people, as well as a weekly
fisheries report that reaches nearly 100 contacts across the

State. Also, upon learning of or receiving notice of trade
leads, OIT contacts Alaskan businesses potentially able to
provide goods or services. OIT makes use of an extensive

network of foreign contacts; they also coordinate with the
Alaska Center for International Business and the Alaska
World Trade Center, making use of their international trade
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data bases. Business people wishing placement on OIT"s
mailing list should call Bob Poe at 561-5585.

OIT regularly sponsors seminars and public information
events, providing how-to-do-business hints on protocol,
import/export requirements, etc. These events are
advertised in a number of ways and have been well-attended.
OIT staff continue their strong efforts to cooperate and
participate in a wide range of speaking engagements
throughout the state \.o provide assistance to Alaskan
businesses and organizations.

Clearly, the commitment of personnel and pursuit of the
Conference"s well-reasoned recommendations depend to a large

extent upon the budget. With increased personnel, OIT could
take a more active role in a larger variety of events and
markets. This 1is certainly true of OIT"s overseas offices,

but it is important to remember to proceed not just with a
bigger budget, but within a carefully-laid plan. Due to
budget limitations, OIT has focused on the Pacific Rim,
historically Alaska®s largest trading partner. Europe 1is
important and deserves 1increased attention.

We regularly promote export of natural resources and the use
of Foreign Trade Zones (now in Anchorage, Valdez and

St. Paul). Recent successes include working with Koncor to
export round logs to Taiwan and bringing Federal Express to
Anchorage to establish an international cargo hub. our

overseas offices are actively promoting Foreign Trade Zone
use, ranging from manufacturing to "just-in-time"” 1inventory
systems.

We also regularly include the private sector in the
international trade development process. An excellent
example of this cooperation is the annual Korea-Alaska Trade
Fair, involving the Alaska State Chamber of Commerce and the
Alaska-Korea Business Council.

High seas fish interception and the 200-mile limit are
largely federal issues, but we continue to convey our
concerns to both U.S. and foreign governments.

18. Tourism Infrastructure and Marketing

The quality and carrying capacity of our tourism
infrastructure are of continuing concern. As we succeed in
attracting more visitors to Alaska, our parks, campgrounds,
turnouts and stream banks become more congested. To
maintain the quality cf life of Alaskans and to avoid



degradation of visitors®™ experiences here, the Tourism
Coordinating Committee has evaluated and is pursuing a list
of interagency recommendations with appropriate State
entities. The State, as a significant holder of lands with
potential for development of accommodations, attractions and
recreation, 1is in a good position to stimulate private
investment in Alaska and promote growth 1in the visitor
industry. Efforts to develop Hatcher Pass and South Denali
projects exemplify my interest in improving Alaska®s visitor
industry.

Cooperative ventures are essential to the continued vitality
of the tourism industry; the State will continue to look for
every opportunity to encourage these relationships.

Marketing Alaska as a year-round destination must proceed
with development of attractions and accommodations that will
fulfill the wishes of "shoulder season" visitors. To
broaden the mostly seasonal nature of Alaska tourism, the
State will actively support sound infrastructure development
while continuing to promote statewide events and marketing
programs to stimulate visits by friends and relatives. The
State will continue to support programs designed to dispel
weather stereotypes and increase awareness of "off season”
Alaska.

At present funding levels, Alaska 1is losing its share of
voice 1in the marketplace due to increasing media costs and
competitive clutter. IfT we are to sustain visitor numbers
and seek growth, we"ll need increased promotional funding.
Of course, we"ll continue to make every attempt to keep that
marketing money 1in Alaskan hands.

19. Government Wages and Benefits

Public employees are important to the State, and they work
hard. They are also well-compensated for their efforts.
Recent studies indicate that Alaska®™s public employees are
paid considerably better than their counterparts outside,
even after removing geographic cost-of-living differentials.
That®"s why I1"ve resisted the political pressures to grant
substantial raises 1in pay. Private sector businesses have
only maintained or even reduced wages and benefits 1in the
past few years. Reliable data on private sector employee
turnover caused by public sector competition would be useful
to the State®"s bargaining team. I encourage private
business to work with the Department of Administration 1in
accumulating that information.



Voter approval of wage and benefit increases 1is
unrealistically cumbersome. Budgeting would be difficult,
contracts would have to contain complex retroactive clauses
and this 1idea would require a statutory change that has
little support. State employee wage and benefit increases
are already subject to legislative approval and
appropriation.

Overtime compensation requirements are set in Alaska statute
(AS 21; Alaska Wage and Hour Act) and federal law (Fair
Labor Standards Act). Neither permits use of "compensatory
time" for private sector employees. Support to modify
either is not presently apparent.

An exemption from overtime exists, however; AS 23.10.055()
exempts employers with fewer than three employees from
overtime requirements. They must pay straight time for all
hours worked.

State wages and benefits should reflect competitive

variances by geographic area. Geographic differentials
attempt this, but really are more reflective of
cost-of-living variances. We"re working on a salary survey
to compare public and private sectors. No wage 1increase
since 1985 has served to bring public and private rates
closer. When funding permits, we ought to conduct more
research.

Any modification of retirement systems requires statutory

change. Proposed changes will no doubt meet strong
resistance. I doubt that change is likely.
20. Davis-Bacon Wages

One specific goal of the Little Davis-Bacon Act 1is to
protect construction workers from exploitation by requiring
that prevailing wages be paid employees v/orking on public
construction projects. To deny these employees, who are
especially susceptible to wage-cutting competition, the
remedies available through the Little Davis-Bacon Act would
undermine its very essence. The DOL requires uniform
interpretation of the Little Davis-Bacon Act and associated
rules and regulations in all regions of the state.

The Department of Labor (DOL) continuously updates its lists
of job classifications and associated prevailing rates of
minimum pay and presently lists 595 job classifications with
a published prevailing minimum rate of pay. State lav/
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contains a provision Tfor obtaining special wage rates on
public construction for job classifications not listed.

Resolutions

With regard to the Governor®s Conference on Small Business
Resolutions, let me state generally that |1 feel the exercise
has been very valuable. I suggest the delegates form
working groups to pursue the courses of action we"ve
identified, with a follow-up statewide meeting perhaps one
to two years into the next administration. 111 work with
you to develop an appropriate Administrative Order to
demonstrate Executive Branch support for this ongoing
effort. Keep in mind that money for commissions and
councils 1is 1increasingly tight. The future clearly belongs
to those who don"t wait around for funding but get right to
work and make things happen through available means.

We have 1indeed already appointed a small business person as
Director of the DCED, Division of Business Development.
Jamie Parsons has been on the job since last year; 1 trust
the Conference approves of this appointment.

The concept of including small business people in Alaska“s

boards and commissions is attractive. I call on the state’s
business community to help identify appropriate applicants
for vacancies on these bodies. Contact Penny Forsmo 1in my

Juneau office at 465-3500 for more information.
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ALASKA STATE LEGISLATURE

111 C St.\G#te 530 P.O. Box V
Anchorage, AK 99503 Juneau, AK 99811
907-561-7616 907-465-4958
Senator Rick Halford
MEMORANDUM
To: Senator Dick Eliason, Chairman
Labor and Commerce
From: Senator Rick Halford
Subject: SJR 8, regarding the tax treatment of real property when the
property is transferred throu h foreclosure, repossession, or
surrender.
Date: February 20, 1989

Ithas come tomy attention that in certain cases individuals are being taxed 01l
their losses. Senate Joint Resolution 8 is an effort to correct thisproblem that is

occurring in our State as a result of Alaska®s struggling economy.

When an individual has a recourse loan, they are held personally liable for their
debt beyond simply giving up the rights to the property. According to the
Internal Revenue Code when an owner ispersonally liable for repayment of a
debt which is secured by real property that has been transferred to satisfy the
debt and the fair market value of that property is less than the amount of the
outstanding debt, the resulting difference is taxable as ordinary income ifany
portion of the debt is forgiven b> the lending institution.

In essence, what is occurring is that individuals who have lost theirhomes
because they can no longer make monthly mortgage payments in our declining
economy are held liable for taxes on the amount of their loan over and above

fair market value and are thus being taxed on their losses.

Il hope you will join me in this attempt to correct this terrible inequity.

Resicenoe: PO. Box 190 « Chugiak, AK 99567 « 907-694-4958



INFORMATION FOR THE BORROAER ON FORECLOSURES AND REPOSSESSIONS OF REAL PROPERTY

The foilov/ing information will apply only if:
1. The property is real property (including mobile homes) and

2. The property is residential and is either held for personal use or for
the production of rental income and

3. The borrower purchased the property and
4. The debt was secured by the property and

5. The borrower relinquished posession and rights to theproperty through
voluntary foreclosure or repossession and

6. The property was acquired by the seller or bya financialinstitution through
voluntary foreclosure of repossession and

7. The borrower received a correctly prepared Form 1099A and
8. The borrower is a natural person, not a partnership, corporation
or other entity.
In general, if real property is voluntarily foreclosed or repossessed by
the seller or lender, the borrower may realize as income:
1 Capital gain income
2. Ordinary income from recapture of additional depreciation
3. Ordinary income from discharge of indebtedness
Voluntary foreclosures and repossessions of real property are treated'as
dispositions similar to the sale of the property. The amount realized is

the greater of amount of debt satisfied (box 3 Form 1099%) or the fair
market value of the property (box 4 Form 1099A).

Recourse loan referred to in this information is a loan that, by the govern-
ing instrument and/or state law, requires the borrower to be personally
liable for the debt beyond relinquishing possession and rights to the
property.



Non-recourse loan referred to in this information is a loan that, by the
governing instrument and/or state law, requires that the property be taken
in full satisfaction of the debt without further recourse by the lender.

To determine whether or not the borrower has capital gain on voluntary fore-
closure / repossession of real property held for personal use:

1 Determine the borrower's adjusted basis in the properly.
2. Compare the basis to amount realized.

3 If the adjusted basis is less than the amount realized and the loan is
a non-recourse loan, the difference is capital gain.

4. If the adjusted basis is nore than the amount realized, the difference
iIs a non-deductible loss.

5 If the property is the principal iesidence.of the borrower, the gain
on disposition should generally be reported on Form 2119.

6. All other gains on disposition of property held for personal use should
be reported on schedule D.

Foreclosures and repossessions of property held for personal use - recourse loan

If the adjusted basis is less than the a0 nt of debt satisfied, the difference
Is discharge of indebtedness income. Report this income on line 2u Fortn 1040.
If the fair market value of the property is greater than the amount: of debt
satisfied and the adjusted basis is less than or equal to the amount of debt
satisfied, the remaining difference is capital gain.

Property held for the production of residential rental income

The sane rules apply in determining amount realized and discharge of indebtedness
income. The disposition should be reported on Form 4797 and gain or loss
determined accordingly: Losses are deductible as supplemental losses from

Form 4797.
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Highlights

Capital gain* and losaas. For tax years begin-
ning after 1866, the 60% deduction for net capital
gains is repoaled. The full amount of the net capi-
tal gain must be includbd in income. The Income
tax rate for individuals on net capital gains that
occur in lax years beginning In 1987 will not
exceed 28%.

Capital losses are first allowed In full against
capital gains and then, secondly, against up to
53,000 of ordinary Income. In addition, long-term
capital losses are no longer reduced by 50%
belore applying them against ordinary income.
See Part ill, Tax Treatment ol Gains and Lossra,
of this publication

Disposition of isal proporty. Additional depreci-
ation is no longer treated as ordinary Income on
the disposition Ol residential rental property or
nonresidential real property placed in sorvico after
1986 (or after July 1988 It the election was made
to use the modified accelerated cost recovery
system) since these properties ere now depreciat-
ed using the straight line method. See Part IV, Dis-
positions ol Depreciable Property.

Passive activities. For tax years beginning alter
1986, gain on the sale of an Interost In a passive
activity may represent income from a passive ac-
tivity. For information on the new rules discussing
passive activities, see Publication 925, Passive
Activity and At-Risk Rules.

Real estate transactions. For real estate trans-
actions closing in 1987, the real estate broker
must report the sale or exchange of certain real
estate by filing Form 1099-8 with the Internal
Revenue Service. See Reporting Gains and
Losses in Part V of this publication.

Introduction

If you trade or sell one of your assets, you may
have a gain on the transaction or you may have a
loss. In general, gains increase your taxable in-
come, and losses decrease it. However, not all
transactions result in taxable gains or deductible
losses, and not all gains are taxed in the same
way. This publication explains how to figure gain
and loss on various types of transactions, and the
tax results of different types of gains and losses.
The publication is divided into the following'parts.

Pari I Transfers of Property

Part Il— Ordinary or Capital Gain or Loss

Part Ill— Tax Treatment of Gains and Losses
Part IV— Dispositions of Depreciable Property
Part V— Reporting Gains and Losses

‘* You may find other publications such as ihose
listed below particularly helpful. These
publications otter additional information related to
sales, exchanges, and other dispositions of
assets.

Publication 523, Tax Inlormation on Selling
Your Hore,

Publication 541, Tax Inlormation on

IS,

Publication 550, Investment Income end Ex-
[peENseS (includes information on capital assets not
used in a trade or business or tOr the production
ol income), and

Publication 537, Installment Sales (under Part
IV ol this publication, the Installment Sales discus-
sion explains how to figure and report gam that
includes recapture ol depreciation).

This publication provides inlormation on the
most common tax situations. It explains the tax
law in plain language so that it will be easier to
undersland. However, the information provided
does not cover every situation and is not intended
to replace the law or change its meaning.

Parti
Transfers of Property

When you transfer ownership of an asset to
someone else, you may have a gain or loss on the
transaction. However, not all transfers of
ownership will alfoct your income tax. In general,
only sales and exchanges. Including Involuntary
exchanges, can result In taxable gains or deducti-
ble losses.

A sale is a transfer of property for money or for
a mortgage, note, or some other promise to pay
monoy. An exchange is a transfer of property for
other properly or for services. The rules for figur-
ing a taxable gain or a deductible loss apply to
both sales and exchanges. However, some
oxchanges are not taxable. .

Part | discusses how transactions that result In
gains and losses differ from transactions that do
not.

Sales and Exchanges

A transaction must be a sale or exchange tor
any gain on it fo be taxable or arty loss to be de-
ductible. While It might seem easy to tell the
difference between what is and what is not a sale
or exchange, there are a number of transactions
for which it might be difficult This section
discusses these areas and points out hew to tell
those transactions that are from those that are not
sales or exchanges.

Sale or lease. You should know the difference be-
tween a lease agreement and a conditional sales
contract. Some agreemer .s ihat seem to be
leases may really be conditional sale3 contracts.
To know which one it is, you must know what the
parties to the agreement had intended when it
was made.

There Is no test or group of tests that may be
used to absolutely prove what the parties intended
when they made the agreemenL You should con-
sider each agreement based on its own facts and
circumstances. For more information on leases,
see Publication 535, Business Expenses.

Easements. Granting or selling an easement usu-
ally is not a 'axable sale ol property. Instead, the
amount received for the easement is subtracted
from the basis of the property. Il only a part of the
entire tract of property is permanently affected by
the easement, only the basis of that part Is re-
duced by the amount received. If it is impossible
or impractical to separately determine the basis of
the part ol the property on which the easement is
granted, the basis ot the whole property is re-
duced by the amount received.

Any amount received that is more than the ba-
sis that is to be reduced is a taxable gain. The
transaction is reported as it it were a sale ol prop-
erty.

If you transfer a perpetual easement for consid-
eration, the transaction will be treated as a sale ol
property. However, if you freely give an open
space or scenic easement in perpetuity to a gov-
ernment or charity, it Is treated as a charitable
contribution and not a sulo or exchange. See Pub-
lication 561, Determining the Value of Donated

. lor additional information.

Atransfer of property to satisfy d debt is a tax-
able exchange.

Cancelled debt A persori's debt that is cancelled
or paid by another person is not a sale or
exchange. The cancelled or paid debt, however, is
generally income to the debtor unless the cancel-
lation or payment is intended as a gift. For inlor-
mation on a cancelled debt that is secured by
property relating to a foreclosure, repossession or
abandonment, see Foreclosure, Repossession or
Nment in Part Il. For information on can-
celled debts generally see Publication 525, TaXa-
ble end Nontaxable Income, and Pubticetion 908,
Bankruptcy. .
The mere Xtension of the maturity date of a

NOLE under an agreement that states that some of



the noteholders will not redeem their notes during
the extension period butwill keep them until all
other notes are retired or their retirement Is provid-
ed (or, is not treated as an exchange of
outstanding notes for new and different notes. Itis
not a closed and completed transaction upon
which a gain or n loss is figured.

The.transfer o' property to an executor or ad-
MINIStrator, or to the heirs or beneficiaries, upon
the death of an inoividual generally Is not a sale or
exchange. No gain or toss is recognized on the
transfer.

Bankruptcy. A trai .sfer of property to a trustee in
bankruptcy is a nontaxable transfer. For informa-
tion on this kind of transfer, see Publication 909.

Foreclosure and repossession. A transfer of
property to a mortgagee or creditor through fore-
closure or repossession is a sale or exchange
even il the owner voluntarily conveys the property
0 the mortgagee or creditor. For more Informa-
tion, see Foreclosure, Repassession, or Abandon-
ment In Part II.

Involuntary Exchanges

An involuntary exchange occurs when your
property is destroyed, stolen, condemned, or
disposed of under the threat of condemnation,
and you receive other property or money in
payment, such as insurance or a condemnation
award. Involuntary exchanges are also called In-
voluntary conversions.

You do not report the gain if your property is in-
voluntarily converted and you receive property
that is similar or related in service or use to it.
Your basis lor the new property is the same as
your basis tor the converted property. Thus, the
gain on the current transaction is deferred until a
taxable sale or exchange occurs.

You must ordinanly report the gain on your con-
verted property if you receive dissimilar property
or money for your property. You can choose to
postpone reporting the gain il you acquire replace-
ment property or the controlling interest in a cor-
poration owning property that is similar or related
in service or use to your converted property within
a specified replacement period. To postpone all ol
the gain, the cost of your replacement property
must be equal to or more than the net proceeds
trom your converted property.

Replacement period. To postpone reporting your
gain trom property disposed of under an involunta-
ry conversion, you must buy replacement property
within the replacement period.

The replacement period begins. If you choose
to postpone reponing your gam from a casualty Or
theft, your replacement period begins on the date
your property was damaged, destroyed, or stolen.

Il you choose to postpone reporting your gain
(rom a condemnation, or other disposition ol prop-
erty, because ol a threat ol condemnation, the re-
placement period begins on the earlier of the
following dates: the date ot disposition ol the con-
verted property, or the date condemnation was
first threatened.

The replacement period ends. For most invol-
untary conversions your replacement period ends
2 years alter the close ol the first tax year in which
any part ol your gain on the conversion is realized.
The only exception is (or condemned business or
investment real estate.

For the condemnation of your real property held
lor use in a trade or business or lor investment,

tCOMien*Pen°d ends 3 years alter the
ain imJl i .a* year in wh|ch any part of your
Flam trom the convet)glaon L|s reel'ﬁzea. yp y

mvoluman! 1IL!Si,maMon- For mOfe 'nformation on
finer /nvo/unrarv r n96S' see L,ke-K'nd Exchanges
see Publication S T f, fSon' undef Pan Iv- AlsO

WBlties, and Thehs andT u*iness disasters. Cas-

nations and Bus,ness CaslaZzTand”™~hehT"'

Figuring Gain or Loss

Gain or loss Is usually realized when property Is
sold or exchanged. A gal, Is the excess of the
amount you realize from a sale or exchange over
the adjusted basis of the property you transfer. A
loss Is the excess of the adjusted basis of the
property over the amount you realize.

8asls.The cost or purchase price of property Is
usually its basis for figuring the gain or loss f*om
its sale or other disposition. However, if you got
the property by gift, Inheritance, or In some way
other than by buying it, you must use a basis other
than its cost. The adjusted basis of property is
your original cost or other basis plus certain
additions, and minus certain deductions such as
depreciation and casualty losses. See Publication
551, Basis of Assets. In determining gain or loss,
the cost of transferring property to a new owner,
such as selling expenses, is added to the adjusted
bag3is of the property.

Amount realized. The amount you realize from a
sale or exchange is the total ol all money you re-
ceive plus the fair market value of all property or
services you receive. The amount you realize
includes any of your liabilities that were assumed
by the buyer and liabilities to which the property
you traded is subject, such as real estate taxes or
a mortgage.

Fair market valuge is the price at which the
property would change hands between a buyer
and a seller when both have reasonable
knowledge of all the necessary lads and neither
is required to buy or sell. It parties with adverse
interests place a value on propertyinanr Vs
length transaction, that is strong evidence of fair
market value. Il there is a stated price lor services,
this prico is treated as their fair market value,
un'ess there is evidence to the contrary.

‘ Example. In your business you used a building
that cost you 570,000. You made certain perma-
nent improvements at a cost of 520.000 and de-
ducted depreciation totaling 510,000. You sold the
building for S100,000 cash, plus property having a
fair market value of S20.000. The buyer assumed
the current real estate taxes of 53,000 and a
mortgage of S17,000. The selling expenses were

S$4.000. Your gain on the sale is figured as follows:

Amount realized:

5100.000
20,000
Real estate laxes (assumed by
buyer)....ccccoveiiiceee, 3,000
Mortgage (assumed by buyer) 17,000
Amount realized....................... S$140,000
Adjusted basis:
Cost ol building..........ccccocvvene S 70,000
Improvements.........cccoceeereens 20,000
Total o S 90,000
Minus: Depreciation 10.000
Adjusted basis........cccoceerienns S 80,000
Plus: Selling expenses 4,000 84,000
Gain S 56,000

Amount recognized. For tax purposes, the
amount you realize from a sale or exchange may
nol be recognized. Generally, gains from the sale,
exchange, or other disposition of property must be
included in gross income and losses from these
transactions are deductible. However, there are
exceptions to this rule, as discussed later under

Nontaxable Exchanges.

Life estates, etc. The entire amount you realize
trom lhe disposition of a life interest in property,
an interest for a set number ol years, or an in-
come interest in a trust is a taxable gain il you first
got the interest as a gilt, inheritance, or transfer in
trust. Your basis in the property is considered to
be zero. This rule does not apply if all interests in
the property are disposed ol at the same time.

Example 1 Your lather dies, leaving his farm to
you (or life, with a remainder interest to your

younger brother. You deckfo to Mil your life Inter-
est in the farm. The entire amount you receive laf
taxable gain. Your basis in the (arm Is disregarded

Example Z Tho facts tie the same as in Exam
pie 1, except that your younger brother joins you
in selling the farm. Because the entire Interest in
the property Is sold, your basis in the farm is not
disregarded. Your taxable gain is an amount equal
(o your share of the sales price minua your adjust-
ed basis in the farm.

Nontaxable Exchanges

Certain exchanges are nontaxable. This means
Ihat any gain from the exchange Is not taxed, and
any loss ccrtnot be dedbcted. In other words, ever
il you realize a gain or loss on the exchange, itwill
not be recognized for tax purposes. The Property
you get Is treated as a continuation of your old
investment.

Caution: When this publication went to print
Congress was considering legislation that would
limit to 5100,000 per year the'amount of gain that
can be deferred in a like-kind exchange of real
estate. The rule, generally to be effective for
exchanges after October 13,1987, would apply to
business or investment property.

Like-Kind Exchanges

The exchange of property for the same kind of
property is lhe most common type of nontaxable
exchange. To be nontaxable, a like-kind exchange
must meet all six of the following conditions:

One. It must be business or investment property.
Both the property you trade and the property you
receive must be held by you for business or
investment purposes. Neither may be used fcr
personal puiposes, such as your home or famy
car.

Two. It must not be property held for sale. Neither
the property you trade nor the property you re-
ceive may be property you sell to customers, such
as merchandise. It must be property held for
investment or property held for productive use in
your trade or business. Machinery, buildings, land,
trucks, and rental houses are examples ol prop IT-
ty that might qualify. Inventories, raw materials,
accounts receivable, and real estate that dealers
hold for sale to customers are examples of prop-
erty that would not qualify.

Three. It must be an exchange of like property.
The exchange of real estate for real estate and
Ihe exchange of personal property for similar per-
sonal property are exchanges of like property. For
example, the trade of an apartment house for a
store building, or a panel truck for a pickup truck is
a like-kind exchange.

In an exchange of real estate for real estate, it
does not matter if city property is exchanged for
farm property, or if improved property is
exchanged for unimproved property. These
differences are not enough to make the exchange
taxable.

The exchange of real estate you own for a real
estate lease that runs 30 years or more also quali-
fies as a like-kind exchange. However, not all
exchanges ol interests in real property qualify. The
exchange of a life estate expected to last less
lhan 30 years for a remainder interest is not a
like-kind exchange.

An exchange ol personal property for real prop-
erty does not qualify as a tike-kind exchange. For
example, an exchange of a piece of machinery for
a store building would not qualify. The exchange
o< livestock ol different sexes also does not quali-

Il Ihe like-kind exchange includes the receipt ot
money or unlike [property, you may have a taxable

gam (see Partially nontaxable exc , later).

Four. It must be tangible property. Tho rules tor
like-kind, nontaxable exchanges do not apply to
exchanges ot stocks, bonds, notes, choses in
action, certificates ol trust or benelidal Interest or



other securities or evidences of Indebtedness or
Intorest, or lhe exchange ot partnership interests.
However, you may have a nonlaxable exchange of
corporate stock. See Exchanges of Corporate
Slocks, later In this publication.

Five. It must meet the Identification requirement.
A transfer of exchanged property can be consid-
ered a like-kind exchange if the property to be re-
ceived is identified in 45 days after you transfer
tho property given up In the exchange. The identi-
fication requirement may bo met by designating
tho property to be roceived In the contract be-
tween the parties. Also, the identification require-
ment will be satisfied if the contract specifies a
limited number of properties that may be trans-
ferred and the particular property to be transferred
will be determined by contingencies beyond the
control of both parties.

For example, if the executed contract for
transfer of property provides that you will transfer
real estate to Mary Brown in exchange for proper-
ty A if zoning changes ore approved and property
B if the zoning changes are not obtained, the Iden-
tification requirement is satisfied.

Six. It must meet the completed transaction re-
quirement. The transfer of the property to be re-
ceived will meet the completed transaction
requirement if the property is received on or
before the earlier of:

a) The 180th day aflerthe date on which you
transfer the property given up in the exchange,
or

b) The due date, including extensions, for your tax
return for the tax year in which the transfer of
the property given up occurs.

Binding contract If the property to be received
in the exchange is identified in a binding contract
in effect on June 13,1984, and at all times there-
after before the transfer, rules five and six above
ppply to transfers made after July 18,1984, and to
.ransfers before July 19,1984, if the property to
be received in the exchange is not received
before 1989. For any transfers before July 19,
1984, which you treat as part ol a like-kind
exchange, the period for assessing any tax attrib-
utable to that exchange will nol expire before
1990.

Effective dates for rules five and six above. The
identification requirement and the completed
transaction requirement apply to transfers made
after July 18,1984, and to transfers before July
19,1984, if the oroperiy to be received in lhe
exchange is not received before 1987. For any
transfers before July 19,1984, which you treat as
part of a like-kind exchange, the period for as-
sessing any lax attributable to that exchange will
not expire before 1988.

Partially nontaxable exchange. If, in addition to
like property, you receive money or unlike property
ina like-kind exchange, you may have a taxable
gain. However, you are taxed on ihe gain only to
the exlent of Ihe money and unlike property you
receive.

To figure the amount of taxable gain, first deter-
mine the lair market value ol any unlike property
you receive and add it to the amount ol any mon-
ey you receive. The total is the maximum amount
(lgain that can be taxed. Next, liguro the amount
019 ain on the whole exchange, as discussed earli-
er under Hguring Gain or Loss. Your taxable gain
ss tho lesser ol lhese two amounts. A loss is never
deductible in a nontaxable exchange, even though
you receive unlike property or cash.

Exarmple. You exchange real estalo held lor
r~en . that has an adiusted basis ol S8.
tor other real estate that you want to hold for
investment. The real estate you receive has a fair

value of St0.000. and you also receive

ihn . incastl- Although the total gain realized on
™ sac,ion is $3,000, only 31.080 (cash) is
ecogmzed and included in your income.

Assumption of liabilities. If the other party to a
nontaxable exchange assumes any ol your liabili-
ties, or you transfer property subject to a liability,
you will be treated as if you received cash in the
amount of the liability If, in the previous example,
lhe property you give up Is subject to a 53,000
mortgage, (he gain realiVed and Ihe amount ot
gain to be taxed is figured as follows:

Fair market value ol like property recolvod $10,000
Cash 1,000
Mortgage assumed...........ccccoeevenennns 3,000
Total recolVod......cccuveeeeeiee e $14,000
Minus: Ad|ustod basis ol proporty you trans-

ferred.. ..o 0.000
Osin realized.........ccooiiiiiiiic e S 6.000

The realized gain is taxed only up to 54,000, the
sum ot the money (51,000) and the mortgage
(53,000). For Information on figuring the basis of
tho new property, see Publication 551.

If you pay money. If, in addition to giving up
like property, you pay money in a like-kind
exchango, you still have no taxable gain or de-
ductible loss.

Example. Bill Smith trades an old cab for a new
one. The new cab costs 510,800. He is allowed
52,000 for the old cab, and pays S8.800 cash. He
has no taxable gain or deductible loss on the
transaction, regardless of the adjusted basis of his
old cab. If Bill had sold the old cab to a third party
for 52,000, and then had purchased a new cab, he
would have had a recognized gain or loss on the
sale of his old cab equal to the difference between
the amount realized and the adjusted basis of the
old cab.

Ifyou give up unlike property. If, in addition to
like property, you give up unlike property, you
must recognize gain or loss only on the unlike
property you give up. The gain or loss is equal lo
the difference between lhe lair market value of the
unlike property and the property's adjusted basis.

Example. You exchange stock and real estate
that you held for investment for real estate that
you also intend to hold for investment. The stock
you transfer has a fair market value of 51,000 and
an adjusted basis of 54,000. The real estate you
exchange has a fair market value of S19,000 and
an adjusted basis of 515,000. The real estate you
receive has a fair market value of S20.000. You do
not have a taxable gain or a deductible loss on the
exchange of the real estate because it qualities as
a nontaxable exchange. However, you must rec-
ognize a 53,000 loss on the stock because the
stock is unlike property.

Sale and purchase. If you sell property and buy
similar properly in two mutually dependent trans-
actions, you may be required to treat the sale and
purchase as a single nontaxable exchange.

Example. You used your car in your business
(or 2 years. Its adjusted basis is S3,500 and its
trade-in value is 54,500. You are interested in a
new car that costs 510,500. Ordinarily, you would
trade your old car tor the new one and pay the
dealer 56,000. Your basis tor depreciation ol the
new car would then be 59.500 (S6.000 plus
53,500 basis for the old car).

Because you want your new car to have a larger
basis (or depreciation, you arrange to sell your old
car to the dealer lor S4.500, You then buy the new
car tor 510,500 trom the same dealer. However,
you will be treated as having exchanged your old
car tor the new <me because the sale and
purchase are reciprocal and mutually dependent.
Your basis (or depreciation tOr the new car will be
S9.500, tne same as it would have been il you had
traded the old car.

Partnership Interests. The like-kind nonlaxable
exchange rules do not apply to any exchange ol
interest in different partnerships. Tho exchange ot
inlerests in the same partnership may qualify as a

like-kind exchango. For Information on partner-
ahips, see Publication 541, Tax Inlormation on
Partrerships.

u.s. Treasury notes or bonds. certain Issues of
U.S. Treasury obligations may ba oxchanged for
certain other issues, designated by the Secretary
of the Treasury, with no gain or loss recognized on
the exchango. For Inlormation on Ihe notes or
bonds involved, write to the Bureau of the Public
Debt, U.S. Treasury Department, Washington, DC
20239-1000.

Insurance policies and annuities. No gain Or

loss is recognized it you exchange:

1) A life Insurance contract for another or for an
endowment or an annuity'contract,

2) An endowment contrrct for an annuity contract
or (or another endowment contract providing
lor regular payments beginning at a date not
later than the beginning date under the old
contract, or

An annuity contracl for anothor if the Insured or
annuitant remains lhe same. However, gain on
the sale of an annuity contract before its matu-
rity date attributable solely to interest accumu-
lated on the contract Is ordinary income.
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Transfers Between Spouses

No gain or loss is recognized on a transfer of
property alter July 18,1984, from an individual to
(or in trust for the benefit ot) a spouse, or to a for-
mer spouse if incident to divorce. This rule does
not apply if the recipient-spouse is a nonresident
alien. Tho rule also does not apply lo a transfer in
trust if the adjusted basis of the properly is less
than the amount of the liabilities assumed and lia-
bilities on the property.

Any transfer of property to a spouse or former
spouse on which gain or loss is not recognized is
treated by the transferee as acquired by gift and is
not considered a sale or exchange. The transfer-
ee’s bhasis in the property Is Ihe same as the ad-
justed basis ol the transferor immediately before
the transfer. Any gain recognized on a transfer in
trust increases the basis. For more information,
see Publication 504, Tax Inforrretion tor Divorced
or Separated Individuals.

A transfer of property is incident to a divorce if
the transfer occurs within 1year afler the marriage
ends, or the transfer is related to the end of the
marriage.

For a discussion on transfers of property prior to
July 19,1984, see Sales and Exchanges Between
Related Parties under Part I1.

Exchanges of
Corporate Stocks

In certain cases, exchanges of corporate stock
are nontaxable. The rules for these nontaxable
exchanges are given below.

A corporation’s own stock. A corporation may
dispose of its own stock, including treasury stock,
without having a recognized gain or loss.

Stock for stock of the same corporation. You
may exchange common stock for common stock
in the same corporation, or prelerred stock (or
preferred stock in Ihe same corporation, without
having a recognized gain or loss.

Convertible slocks and bonds. Il you convert
bonds into slock, or prelerred slock into common
stock, there Is no recognized gain or loss. For this
rule lo apply, the stock you receive must be in lhe
same corporation as the bond or prelerred stock
you convert. The conversion must also be made
according to Ihe terms of Ihe bond or prelerred
slock certificate.

Corporate reorganizations. When a corporation
reorganizes, lhe exchange ol securities in lhe old
organization lor securities in the new organization
may be nontaxable.

Property for stock. If you transfer property to a
corporation in exchange for slock or securities in
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that corporation, and Immedlatoly afterwards you
are In control of tha corporation, the exchange Is
usually nontaxable. This rule applies both to Indi-
vidual Investors and to groups of Investors who
transfer property to a corporation.

However, if tho property exchanged Includos
depreciable property, you may be taxed on ordi-
nary gain because of depreciation. See Part IV of
this publication for more Information on the dispo-
sition of depreciable property.

Control of a corporation. To be In control of a
corporation, you or your group of Investors must
own, Immediately alter tho exchange, at least
80% of tho total combined voting power of all
classes of stock entitled to vote and at least 80%
of the outstanding shares of oach class of nnnvot-
ing stock.

Example 1 You and Bill Jones purchased prop-

erty lor $100,000. Together, you organize a corpo-
ration at a time v/hen tho property has a fair

market value of $300,000, and transfer the proper-

ty to the corporation for all of Its authorized capital
stock, which has a par value of $300,000. No gain
Is recognized by you, Bill, or the corporation.

Example 2 You and Bill transfer the property
having a basis of $100,000 to a corporation In
exchange for stock having a fair market value of
$300,000. However, this represents only 75% of
each class of stock of the corporation. The other
25% alrerdy has baen issued to someone else.
You and Bill recognize a taxable gain of $200,000
on the transaction.

Services rendered. Tho term property does
not include services rendered or to be rendered to
tho issuing corporation. Therefore, slock received
for services is income to tho recipient

Example. You transfer property worth S35,000
and render services valued at $3,000 to a corpo-
ration in exchange for stock valued at $38,000.
Right after the exchange you own 85% of the
outstanding stock. No gain is recognized on the
exchange of property: however, you will recognize
ordinary income of S3.000 as payment for the
services you rendered to the corporation.

Property of relatively smell value. The term
property does not include property that is ol a rel-
atively small value when it is compared to the
value of stock and securities already owned or to
be received for services by the transferor, if the
main purpose ol the transfer is the nonrecognition
ot gain or loss by olher transferors.

Property transferred will not be considered to be
of relatively small value if the fair market value of
the property transferred is at least 10% of the fair
market value of the stock and securities already
owned or to be received for services by such
person.

Stock received In disproportion to property
transferred. If a group of investors exchange
property for corporate stock, each investor does
not have to receive stock in proportion to his or
her interest in the property transferred. However, if
a disproportionate transfer takes place, it will be
treated for tax purposes in accordance with its
true nature. It may be treated as if the stock had
been received in proportion first and then some of
it had been used to make gifts, to pay compensa-
tion (or services, or to satisfy obligations ol Ihe
transferor.

Money or other property. If, in an otherwise non-
taxable exchange of property for corporate stock,
you also receive money or property other than
stock, you may have a taxable gain. However, you
are taxed only up to the amount ot money plus lhe
lair market value of the other property you receive.
The rules lor figuring gain in this situation general-
ly (ollow those (or a Partially nonlaxable excl
discussed earlier under Uke-Kind Exchanges. No
loss is recognized.

Liabilities. 1l the corporation assumes your liabili-

ties, or the property is taken subject to a liability,
the transfer generalfy will not be treated as if you

received money or other property. There are two
exceptions to this treatment:

1) If the liabilities the corporation assumes aro
moro than your adjusted basir in the property
you exchange, gain is recognized up to the
amount of the excoss. However, it the liabilities
assumed would give rise to a deduction whon
paid, such as a trade account payable or Inter-
est, no gain is recognized. v

If there Is no good business reason for the cor-
poration to assume your liabilities, or il your
main purpose in the oxchango Is to avoid fed-
eral Income tax, tho assumption will be treated
as Il you received money In the amount ol Ihe
liabilities.
Example. You transfer property to a corporation
for stock. You also receive cash of $10,000 In the
exchange. Your adjusted basis In the property you
transfer Is $20,000. The stock you receive has a
fair market value 0l $16,000, and the corporation
also assumes a mortgage of $5,000 on the prop-
erly. The gain realized Is as follows:

élo%k recalvod, fair market valuo.................
ash rocoiv
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Liability assumed by corporation ... 5,000
Total rocoived §31.000
Minus: Ad|ustod basis ol property trans'orred 20.000
Gain realized St1,000

The recognized gain Is limited to $10,000, tho
amount of cash received.

Installment obligation exchanged for atock
of the debtor. If an installment obligation is
exchanged only lor stock having a value that is
more than the creditor's basis in tha installment
obligation, the exchange is a satisfaction of the
installment obligation at other than its face value.
Gain is recognized on the exchange even though
right after the exchange the former creditor is in
control of the corporation. The difference be-
tween the fair market value of the stock and the
creditor's basis in the installment obligation is the
gain recognized on the exchange. The creditor’s
basis in th8 installment obligation is the excess ol
lhe lace value of the obligation over the income
returnable if the obligation were satisfied in full.

Part Il
Ordinary or Capital

Gain or Loss

If you have a taxable gain or a deductible loss
Irom a transaction, it may be a capital gain or loss
or it may be an ordinary gain or loss, depending
on the circumstances. In some situations, part o(
your gain or loss may be a capital gain or loss and
part may be an ordinary gain or loss.

When you sell or exchange a capital asset, your
gain or loss is a capital gain or loss. It will be a
long-term gain or loss if you owned the capital
asset lor more than 6 months. It will be a
short-term gain or loss it you owned the asset or
the property 6 months or less.

For tax years beginning after 1986, the 60%
capilal gains deduction is no longer allowed. The
full amount of the net capital gain is included in in-
come. However, for tax years beginning in 1987,
the highest tax rate that can be imposed on the
gain is generally 28%.

You must still distinguish gains and losses as ei-
ther ordinary or capital gains or losses and as ei-
ther short-term or long-term gains or losses.
These distinctions need to be made to arrive at
net capital gains (or figuring the 1987 28% rate
limit, and for figuring the limit on capital losses.
See Part Ill, Tax Treatment ol Gains end Losses,

later.

The tax treatment of gains and losses from sev-
eral types of transactions is discussed in this part

It Is Important that you property classify evaryth
you soil or oxchango as:

1} A capital asset,
2) A noncapital asset, or

3) An rissot that may bo traated as either caprL
or noncapital, depending on tho clrcumtianc
This category Includes some assets used In
your trade or businoss, and Involuntanly con
verted assets held In connection with d trad*
business or a transaction onterod Into for prr
These assets aro roferred to as "cection \Z
property." See the definition of capital asset'
below, and tho lator discussions of jl'gerty
used inyour business and Section Prat
ertyin Part IV.

Capital Assets

For the most part, everything you own and us-
for personal purposes or investment is a capital
asset Soma examples are: slocks or bonds heti
in your personal account; a homo owned and oc
cupied by you and your family; household lurnist
ings; a car usod for pleasure or commuting; com
or stamp collections; gems and jowolry; gold,
silver, or any other metal.

Capital asaet defined. Everything you own is a
capital asset except:

1) Property held mainly for aalo to customer,
Or property that will physically become a part
the merchandise that is for sale to customers

2) Accounts or notes receivable acquired in tf
ordinary course of a trade or businoss, or tor
services rendered as an employee, or from th
sole of any of the properties described in (1),

3) Depreciable property used inyour trade or
business (even though fully depreciated),

4) Real property used in your trade or business
5) A copyright, literary, musical, or artistic
compasition, letter or memorandum, or sinr
lar property—
a) Created by your personal efforts,

b) A letter, memorandum, or similar property
prepared or produced for you, or

s) Acquired from a person who created the
property, or for whom the property’ was pre
pared, under circumstances entitling you tc
Ihe basis of the person who created the
property, or for whom it was prepared or
produced (for example, by gilt), and

U.S. Government publications that you got
Irom Ihe government for freeror for less than
the normal sales price or that you acquired
under circumstances entitling you to the basis
of someone who got lhe publications for free ¢
for less than normal sales price, if you sell,
exchange, or contribute the publication.

6

=

Property held for personal use is a capital
asset. Gain from a sale or exchange of such prop
erty is a capilal gain. However, losses from sales
and exchanges of such property are not deducti-
ble unless they result Irom personal casualty
losses.

Personal casualty gains and losses. To figure
your personal case ..Ity (or theft) loss, reduce eact
loss by $100. If your personal casualty gains for
the tax year exceed your personarcasualty losses
all of your gains and losses are treated as sales
and exchanges of capilal assets. However, if your
personal casualty losses lor Ihe tax year exceed
your personal casualty gains, losses to the exlent
of gains can be deducted in lull. Losses in excess
of gains are deductible on Schedule A to the
extent they exceed 10% ot your adjusted gross in-
come. Use Section A ol Form 4684. ties

, to report all personal casualty gams
and losses. For more inlormation, see Publication
%4%{ ‘Nonbusiness Disasters, Casualties, and

IS.



thinn imtn,#nt Pf0 P«rty is a capital assqﬁ and a gain
«I<loss Irom Its sale or oxchanga may 00 a capital

fun or loss.

yonbudnasi bad debts except those evidencod

/corporate socuritios are short-term capital

ital % 08 P

18 11€%5a of restriction on land. amounts you got
n I the rolooae ol a rosirtctive covenant In a deed

U )land aro treated as proceeds Irom tho sale ol o
do q ipital asset.

irolit

231 Noncapital Assets

IS, This discussion gives examples ol some ol tho
3(/) aitems listed previously os exceptions to capital
P~ ssets.

'ropsrty held mainly (or sale to customers isa

oncapital asset. Whether property is held mainly

o sale to customers in the ordinary course ol
sinoss Is a question ol (act to be judgod in each
se. Among the (actors to bo considered are:

) The purpose (or which tho property is acquired,
The development ol the property botween the
time it was acquired and sold,

) The number end frequency ol sales, and
) The time the property Is held before it is sold.

Example 1 You aro In the business Ol develop-

irgand selling luncheonette businesses. You are
jre :onstantly acquiring new sites, developing and
_rtol selling tho businesses. Upon completion ol the
WS, instruction ol a luncheonette and prior *o its op-
eration, you sell it. Because the businesses are
nroperty that you hold mainly for sale to custom-
ersin Ihe ordinary course of your business, the
businesses are not capital assets. Gain or loss
rom the sales ol the businesses is ordinary gain
frloss. The result would be the same if you had
ncorporated the luncheonettes and sold the stock
53, ol the corporations.

Example 2 You manufacture and sell to cus-
tomers steel cacle wnich you deliver on returnable
eels that have a uselul life ol 8 years. The cus-
tomers make deposits on the reels, which you will
refund if the reels are returned within a year. If
ty they are not returned, you keep the deposits as
ihe agreed-upon sales price of the reels; however,
- most ol the reels are returned within the one-year
J period. You keep adequate records showing de-
ore- preciation and other charges to the capitalized
110 cost ol the reels. Under these conditions, the reels
are not property held lor sale to customers in the
ordinary course ol your business. Any gain or loss
resulting Irom their nonreturn may be capilal or or-
it dinary, depending on your section 1231 transac-
n  tions. See Section 1231 Property, later, in Fart IV.

Business assets classified as real property or de-
sis  preciable property used in your trade or business
are not capital assets, but may be treated as such
under certain circumstances. See Section 1231
Pmpeﬂy, later.

Rental property is treated as a business asset.

35 Sales and Exchanges
B Between Related Parties

Special rules apply to the sale or exchange ol
property between related parlies.

?ch Gain on the sale or exchange. Il a gain is recog-
r nized on the sale or exchange ol property,

res including a leasehold or a patent application that
3 " isdepreciable property in the hands of the party
ur who receives it, the gain is ordinary income i! the
d transaction is either between:

-nt 1) A person and that person's controlled entity or
SS entities (discussed below).

. 2) A taxpayer and any trust in which the taxpayer
In- (or his or her spouse) is a beneliciary, unless

the beneliciary's interest in the trust is a re-
mote contingent interest, that is, the value of

on ihe interest computed actuanty is 5% or less ol
the value ol the trust properly.

- parties after October

3) An employer and any porson related to tho em-
ployer under tho rutos (1) and (2),

4) A welfare benefit lund (within tho moaning of
section 410(e)) that is controlled directly or in-
directly by persons referred to In rule 33/ and

5) Husband and wile (gnly apFllcabIe to transfers
before July 19, 1084, see Translers Dolwoon
Spouses under Port 1).

gé’rrxfa'eﬁ foe CElaber 2 T4 3 contoled

1) A corporation in which 00% or more ofthe
value ol all outstanding stock is owned, directly
or Indirectly, by or lor ono porson, and

2) A partnership in which 80% or more ol tho
capital Interest or profits Interest is owned, di-
rectly OF Indirectly, by or lor ono porson.

Determining control. For purposes of tho
above ruloB, use tho following discussion lo deter-
mine il you control an ontity.

1) Stock or on interest owned dlroctly or indirectly
by or lor your spouse is considered as
constructively owned by you.

2) Stock or an interest owned directly or indirectly
by or (or a partnership or estate in which you
are a partner or beneliciary, or by a trust ol
which you are treated as owner or aro a beneli-
ciary is considered owned by you in proportion
to your ownership interest in the partnership,
estate, or trust.

3) Stock or an interest owned directly or indirectly
by or for a corporation in which you own stock
is considered as constructively owned by you
In proportion to your ownership interest in the
corporation.

Options to acquire stock or options to acquire
options to acquire such stock make you the
constructive owner ol the stock on which you
hold the option.

5) For purposes ol applying rules (1), (2), (3), and
(4), stock or an interest owned by an individual
is treated as actually owned by that individual.
Stock or an interest constructively owned by an
individual under rule (1) is not consioered
owned by that individual (or again applying rule
(1) to make another the constructive owner ol
the stock or an interest. Stock that may be
considered owned by an individual under either
rule (2) or rule (4) is considered owned under
rule (4).

Transitional rule. sales after October 22,1986,
made under a binding contract in ellecl on August
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14,1986, are treated as sales before October 23,.

1986.

For sales and exchanges between related

2,1986, a controlled en-

tity is:

1) A corporation in which more than 50% of the
value of all outstanding stock, or a partnership,
in which more than 50% ol the capital interest
or profits interest, is owned, directly or indirect-
ly, by or lor one person.

2) A corporation and a partnership if the same
persons own more than 50% invalue ol the
outstanding stock ol the corporation and more
than 50% ol the capital interest, or prolits inter-
est, in the partnership.

3) Two corporations that are members ol the
same controlled group.

4) Two S corporations, if the same persons own
more than 50% in value ol Ihe outstanding
stock ol each corporation.

5) Two corporations, one of which is an S corpo-
ration, il the same persons own more than
50% in value ol the outstanding stock of each
corporation.

Determining control. For purpose! ol the
abovo rules, use the loilowino discussion to deter-
mine if you control an ontriy.

1) Stock owned, diroctly or Indirectly, by or for a
corporation, partnership, ostate, or trust Is
treated as boing owned proportionately by or
(or its shareholders, partners, or beneficiaries,

An Individual Is troatod as owning the stock
ownod, directly or indirectly, by or (or tho Indi-
vidual's family, Including only brothers and
sisters (either whole or half), spouse, ances-
tors, and lineal descendants, or

Stock constructively ownod by a person under
rule (1), lor applying rules (1) and (2) Is treated
as actually ownod by that person. But stock
constructively owned by an individual under
rule (2) will not be treatod as owned by theindl-
vidual for applying rule (2) to make anothor
porson tho constructive owner ol that stock.

N
~
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Aloss on the Sale or exchange of property is
not deductible if the transaction is directly or indi-
rectly botween the following related parties:

1) Membors ol tho same immediate family,
including brothers and sisters, half-brothers
and half-sisters, spouse, ancestors (parents,
grandparents, etc.), and lineal descendants
(children, grandchildren, otc.).

2) An individual and a corporation when the Indi-
vidual owns, directly or indirectly, more than
50% in value of tho outstanding stock of the
corporation.

3) Two corporations that are members ol the
same [.jntrolled group as defined in section
1563(a) except that "more than 50%" is sub-
stituted lor "at least 80%" in that definition.
For this purpose a controlled group does not
include an IC-DISu.

4) A trust fiduciary and a corporation when the
trust or the grantor ol the trust owns, directly
or indirectly, more than 50% in value ol the
outstanding stock ol the corporation.

5) A grantor and fiduciary, and the fiduciary and
beneficiary, ol any trust.

Fiduciaries of two different trusts, and the fi-
duciary and beneficiary of two different trusts,
if the same person is the grantor ol both
trusts.

7) A tax-exempt educational or charitable organi-
zation and a person who, directly or indirectly,
controls such an organization, or a member ol
that person's family.

8) A corporation and a partnership il the same
persons own more than 50% in value ol the
outstanding stock ol the corporation and more
than 50% of the capital interest, or the profits
interest, in the partnership.

9) Two S corporations if the same persons own
more than 50% in value ol the outstanding
stock ol each corporation.

10) Two corporations, one ol which is an S corpo-
ration, if the same persons own more than
50% in value ol the outstanding stock ol each
corporation.

6
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Il a sale or exchange is between any of these
related parties and it involves the lump-sum sale
ol a number ol blocks ol stock or pieces ol prop-
erty, the gain or loss must be computed separate-
ly for each block of stock or piece ol property. The
gain on each item is taxable; however, the loss on
any item is nondeductible, Also, gains from the
sales ol any ol those items may not be reduced by
losses on the sales ol any ol the other items.

Special rules applicable to controlled groups.
Losses on transactions between members ol the
same controlled group are dele.red rather than
denied. The losses are deterred until the property
is transferred outside the controlled group and the



loss recognlzod under consolidated return princi-
ples or ns may be proscribed by regulations.
These loss delenal rules do not apply to sales of
Inventory In the ordinary course of businoss be-
tween two corporations if one or both of them are
foreign corporations. These loss doferral rules
also do not apply to a loss on tho ropayment of a
loan to another member of the controlled group it
tho loan is payable in a foreign currency and the
loss Is duo to a reduction Invalue ol tho foreign
currency.

Indirect transactions Includo sales through a
stock exchange. You may not doduct your loss on
the sale ol slock through your broker if, for exam-
ple, under a proarrangod plan a rolalod person or
ontily buys the same stock that you had owned.

Property received from a related party. ifyou
sell or exchange at a gain property you recoived
Irom a related pany, you recognize the gain only
to the extent that it is more than the loss previous-
ly disallowed to the transferor. This rule applies
only to the original transferee.

Example 1 You sell stock with a cost basis of
$10,000 to your brother tor $7,600. Your loss of
$2,400 is not deductible. Later he sells tho same
stock to an unrelated party for $10,500, thus real-
izing a gain of $2,900, His reportable gain is only
$500, the excess over the $2,400 loss not allowed
to you.

Example 2 Assume the same facts as in Exam-

ple 1, except that your brother sells tho stock for
$6,900 instead of S10.500. His recognized loss is
only $700. He cannot deduct the loss that was not
allowed to you.

Ownership of stock. In determining whether an
Individual directly or indirectly owns any of the
outstanding stock ol a corporation lor purposos ol
a loss on a sale or exchange, the following rules
apply.

Rule 1 stock owned, directly or indirectly, by or
for a corporation, partnership, estate, or trust is
considered to be owned proportionately by or for
its shareholders, partners, or beneficiaries.

Rule 2 An individual is considered as owning
the stock owned, directly or Indirectly, by or for his
or her family. Family includes only brothers and
sisters, half-brothers and half-sisters, spouse, an-
cestors, and lineal descendants.

Rule 3 An individual owning (other than by ap-
plying rule 2) any stock in a corporation is consid-
ered to own the stock owned directly or indirectly
by or for his or her partner.

Rule 4 For purposes of applying rules 1, 2, or 3.
stock constructively owned by a person under rule
lis treated as actually owned by that person. But
stock constructively owned by an individual under
rules 2 or 3 is not treated as owned by the individ-
ual for again applying either rule 2 or 3 to make
another person the constructive owner of the
stock.

If you transfer a patent for value, see Invertions,
as discussed later in this Part, for transfers to cer-
tain related persons that will not qualify (or capital
gain treatment.

Cancellation or Sale

of a Lease

Payments for the cancellation or sale ol a lease
received by a tenant may result in a gain or loss
from the sale or exchange of a capital asset. If the
lease was used in the tenant’s trade or business,
the gain or loss is a section 1231 gain or loss, see
Section 1231 Property, later. If the lease was for
the tenant's home, a gain would be taxed as a
capital gain but any loss would not be deductible.

Payments received by a landlord (lessor) (or
cancellation ol a leaso are ordinary income and
not capital gains.

Cancelling a Sale
of Real Property

If you sell real property to an individual and tho
sales contract givos tho buyer the right to roturn
tho property to you for tho amount paid, you may
not have to recognize gain or loss on lhe sale.
You will not recognize gain or loss if the property
Is returned to you within the same tax year os the
sale. Howevor, it tho properly Is returned to you in
a future tax year, you must recognize gain or loss
in lhe year of the sale. In the year tho proporty Is
roturnod to you, your now basis in the proporty will
be equal to tho amount you give back to tho buy-
er.

Foreclosure, Repossession,
or Abandonment

If the owner (borrower) does not make
payments duo on a loan secured by property, the
lender (mortgagoo or creditor) may foreclose on
the mortgage or repossess the proporty. Tho fore-
closure or repossession Is treated as a sale or
exchange (even Itvoluntarily conveyod to tho
lender) from which the owner may realize gain or
loss (discussed below). In another situation, the
owner may abandon the proporty. Tho abandon-
ment is troated as a disposition from which the
owner may realize ordinary income or loss (see In
come orlass on Ment, later).

If the owner is personally liable for repayment of
the loan, then the above sale or exchange, or the
abandonment ot tho property, may give rise to
discharge of indebtedness income to the owner
(see Owner personally liable for debt and Income
or loss on abandonment, later).

Further. If investment credit property is trans-
ferred gr abandoned, the owner may owe
additional tax trom recapture of the investment
credit. See Publication 572, General Business
Creqit.

Gain or loss on foreclosure or repossession.
The owner's gain or loss from the sale or
exchange described above is figured in the same
way as a gain or loss from sales or exchanges
generally. The gain or loss is the difference be-
tween the owner's adjusted basis of the property
transferred and the amount realized. See Fguring
Gain or Loss in Part |, earlier.

Amount realized. If the owner is not personally
liable for repayment of the debt secured by the
property transferred, the amount realized by the
owner includes the full amount of the debt
discharged by the transfer, or, if greater, the sales
proceeds. The full amount of the debt discharged
is included even if the property's fair market value
is less than the amount of the debt discharged.

If the owner is personally liable for the debt, and
the fair market value of the property transferred is
less than the amount of the debt discharged, the
amount realized by the owner does not include the
amount of the debt discharged that is more than
the fair market value ot the proporty. In this case,
the owner may realize ordinary income from
discharge o( indebtedness for that part of Ihe
discharged debt not included in the amount real-

ized. See Owner personally liable for debt, later.

Capital or noncapital asset. If the property
transferred is a capital asset, the owner's gain or
loss is a capital gain or loss. If the property is not
a capital asset. the gain or loss is an ordinary gain
or loss, unless the property is the kind that can be
treated as a capital asset. See Ordinary or Capilal
Gain or Loss, earlier.

LosS. A loss realized by the owner of property
transferred througn foreclosure or repossession is
figured in Ihe same way as a loss from sales or
exchanges generally. See Figuring Gain or Loss in
Part 1.

No deduction is allowed lor loss on personal
residence or other property held lor personal
USE, unless the loss is from a personal casualty or

theft. Also, no deduction is allowed for loss on t
transfer ot any proparly between related
Eimes. Sea Capital Assots and Sales and
changes Botween Related Parties, earlier.

The owner will have a deductible loss if the &'
justed basis of business or investment property
transferred through foreclosure or repoaseission
more than the amount realized (discussed earik
Depending on whether the property is a capital
asset, the loss may bo an ordinary loss or a cap
tal loss. See Ordinary or Capital Gain or Loss, e
lier. For information on tho way ordinary losses
are deducted, seo Part lll. For information on oo
nary losses (normally from dispositions of sectic
1231 proporty), see Part IV and Form 4797, in P

Example. In 1905, Harold Boggs purchased u
Improved real property as an Investment at a co
of $77,000. Ho paid $12,000 cash and obtained
$65,000 note secured by o mortgage on the pro;
orty. Harold repaid $5,000 of the principal befort
he encountered financial difficulties and delaulte
At a foreclosure salo, the property was sold lor
$60,000, the unpaid balance of Haiold’s mortgai
loan. His loss on tho transaction is $17,000
($77,000 basis minus $60,000 roalized from the
foreclosure and used to pay off tho mortgage).
Since Harold's foreclosed property was held for
investment and is a capital asset held for more
than 6 months, Harold's loss i3 treated as a
long-torm capital loss. »

Gain. If the amount realized by the owner of
property transferred through foreclosure or
repossession is greater than the adjusted basis ¢
the proporty, tho excess is a gain, taxed in the
same way as a gain :/om sales or exchanges ger
erally. Gain Irom property held lor personal use it
taxed as a capital gain. Property used in a trade«
business and held for more than 6 months Is
section 1231 property. Gain on sale or exchango
of section 1231 property, whether by foreclosure
or repossession, may qualify as long-term capital
gain. See Section lﬁﬁqﬂty-, later.

Example. John purchased property for $34,001
He paid cash of S7.500 and assumed a S26.500
mortgage. During the year John had financial
problems and the mortgage was subsequently
foreclosed. The net proceeds from the foreclosur
sale are 335,000, representing an increase in the
value of the property. Of this amount, John re-
ceived $8,500. His gain is $1,000 ($35,000 pro-
ceeds less S34.000 basis).

Owner personally liable for debt. If property i
transferred thr-jugh foreclosure or repossossion t
satisfy a debt i/*ured by the property, the owner
may realize rv')ina.y income from discharge ol in-
debtedness. However, the income may not be ret
ognized in certain cases, such as a debt
cancellation intended as a gift, an insolvent debt-
or, or bankruptcy. See Publication 908.

The income from discharge of Indebtedness is
in addition to the gain or loss from the sale or
exchange (transfer of property). This ordinary in-
come from the discharge ot indebtedness may be
realized if:

1) The owner is personally liable for repayment @
the debt secured by tho property transferred tc
satisfy the debt, and

2) The lair market value (FMV) ol the property
transferred is less than the amount of debt
discharged.

In this case. lhe amount realized by the-owner
does not include the amount of debt discharged
that is more than the FMV of Ihe property trans-
ferred. However, the owner may have ordinary in-
coma from discharge of indebtedness for that pa
ot the discharged debt not included in the amour
realized.

Example. Frank is personally liable for repaym
a mortgage on his investment property. After
Frank stopped making payments on tho mortgag
the lender foreclosed on it. The balance due wai



an l,500. Wrier the property was transferred to the
nider, its FMV was $6,000 and Frank's adjusted
1sis In it w&3 58,000. Frank realized a capital
is of $2,000 ($8,000 ba3ls minus $6,000 amount
|olized) and ordinary income from discharge of
lePtedness of $1,500 ($7,500 mortgage debt
aiiielschargod minus 56,000 FMV of property trans-
itm  rred to satisfy the debt),

capt pome or lou on abandonment. If Ihe owner is

S. os irsonally liable for a deDt secured by property

iea  at has been abandoned, and the debt is can-

i ord iiied, tho owner may realize ordinary Income

ictior jm discharge of Indebtedness lo the extant of

in Pe 8unpaid debt. However, the income may not be
. cognized in certain cases, such as a debt can-

X] ur illation intended as a gift, an insolvent debtor, or

i cos wkruptcy. See Publication 908.

led 8 Loss from abandonment of business or

prop vestment property is deductible as an ordinary

dore ssup to the amount of the property's adjusted

tultec asis whon abandoned. However, if the property

for  later foreclosed on or repossessed, there may

tgagi ogain or loss, figured as discussed earlier under
lain or loss on foreclosure or repossession. The

the bandonment loss is taken in the tax year in which

4?_ is loss is sustained. The owner, however, may

or otdeduct any loss on his or her personal resi-

iro  ence or other property held for personal use,

nless the loss is from personal casualty or theft,

leporting Income or loss. The owner of proper-
of I transferred through foreclosure or repossession
3satisfy a debt reports gain or loss on the
ansfer in tho same way as (or a gain or loss on
IS alesor exchangesgenerally. See PartV,
5gerfeporti'ng Gains and LOSSES. If the owner who
se is ransfers or abandons property realizes taxable in-
Ide ome from discharge of indebtedness, that in-
ome is reported on line 21 of Form 1040.

siso

inge  Abandonment loss. The owner who abandons
Suré |ysiness or investment property may have an ordi-
pital jary loss up to the amount of the property's ad-

R usted basis when abandoned. This loss is
1.00d eported on Form 4797, Part I, line 10.

Form 1099A. If a lender (including a govern-
| fnental unit) has acquired an interest in property
hat was security for a loan, or knows that such
osun jroperty has been abandoned, the lender must
i the jrovide the owner with a copy of Form 1099-A, In
‘ormreiion Returm for Acouisition or Abandonment
*0- >rwith an equivalent statement. For acquisitions
ir abandonments in 1987, the lender must furnish
erty iihe owner with the statement or copy of the form
ion tcpy February 1,1988.

VIer  Form 1099-A gives the information needed to
)N determine whether or not the owner has income
e rec arloss on the acquisition or abandonment of his
or her property. If the owner believes any of the in-
febt formation on the form is inaccurate, he or she
should contact the issuer of the form immediately.
Olherwise, lhe owner should figure income or loss
and report it as discussed in this publication.

Seller’s (lender) gain or loss on repoo3ession.
Il you finance a buyer's purchase of property and
later acquire an interest in the property through
:nt of foreclosure or abandonment, you may have a gain
ed to Orloss on the acquisition. For more information,
see Publication 537, Installment Sales.

If you acquire an interest in property that was
security for a loan, or have reason to know that
the property has been abandoned, you must file
an information return with the Internal Revenue

r Service and also re809réthe information to the bor-

jSis
sin-
iy be

fsd rower. See Form 1099A above.

Yin- sale of a Business

tpan

ount The sale of a business is not usually a sale Ol
one asset.

lying Sola proprietorships. A sole proprietorship usu-
ally has many assets. When sold, the assets of

jage. the business must be classified as capital assets,

vas depreciable property used in the business, real

property used in the business, or property held for

sale to customers, such as Inventory or stock in
trade. The gain or loss on each asset is figured
separately. The sale ot capital assets results In
capital gain or loss; the sale of real property or de-
preciable property used In the business results in
gain or loss from a section 1231 transaction
(explained later); and the sale of Inventory results
In ordinary income or loss. See Goodwill lor infor-
mation on lhe allocation of the salos price when
goodwill exists.

Partnerships. An interest In a partnership or joint
venture is treated as a capital asset when it is
sold, except that the part of nny gain or los3 that
is from unrealized receivables or Inventory items
that have appreciated substantially in value will be
treated as ordinary gain or loss. Unrealized receiv-
ables Inciude the ordinary Income potential in cer-
tain depreciable property (see Part IV of this
publication) owned by the partnership, to the
extent of the gain that would have been realized if
the partnership had sold the depreciable property
at its fair market value when th6 partnership inter-
estwas sold. The amount realized on the sale of a
partner's interest Includes partnership liabilities for
which a partner Is relieved. For information on
partnerships, see Publication 541, Tax Informetion
on Partrerships. \'so see Goodwill, later.

Corporations. Your interest in a corporation is
represented by stock certificates. When you sell
the certificates, you usually realize capital gain or
loss, For Information on the sale of stock, see
E;Bgcation 550, Investment Income and

NSES.

In general, corporate liquidations of property are
treated as a sale or exchange. Gain or loss is gen-
erally recognized by the corporation on the liqui-
dating sale of its assets. Gain or loss is also
generally recognized on a liquidating distribution
of assets as if the corporation had sold the assets
to the distributee at fair market value. This rule
generally applies tu distributions after July 31,
1986, unless the corporation is completely liqui-
dated before 1987, and to distributions not in
complete liquidation made after 1986. For more
information, get Publication 542, Tax Informetion
on Corporations.

Inventions

An Invention Is usually a capital asset in the
hands of the inventor whether or not a patent or
patent application has been obtained. The inven-
tor is the individual whose efforts created lhe
property and who qualifies as the onginal and first
inventor or joint inventor.

Substantial rights. If you acquire all the substan-
tial rights to patent property belore tho invention is
reduced to practice (tested and operated
successfully under operating conditions) for a con-
sideration paid to the inventor, when you dispose
of your interest you may obtain the special tax
treatment (discussed later) if you are not the em-
ployer of. or related to. the inventor. However, if
you purchase patent property after it is reduced to
practice, the property may be treated as either a
capital or noncapital asset, depending on the
circumstances.

All substantial rights to patent property means
all rights (hat are of value when they are trans-
ferred. The right to prohibit sublicensing or
subassignment of rights, or the keeping of a secu-
rity interest (such as a lien), or a reservation call-
ing for forfeiture for nonperformance, are not
treated as substantial rights for these rules and
may be kept by the holder

In the following siluations. all substantial rights

were not transferred, and tho transferor is not enti-

tled to the special tax treatment described later.

1) The rights are limited geographically within a
country (limiting the rights to ono or more
whole countries could bo a transfer ol all sub-
stantial rights).

2) The rights are limited In time to a period that is
less than the remaining Ufa of the patent

3) The rights are limited to fields of use within
trades or industries that are less than all the
rights that exist and have value at the time of
the grant

4) The rights are less than all the claims or
inventions covered by the patent that exist and
have value al the time of tho grant.

Special taX treatment Ifyou are tho Inventor or
an individual who acquired all the substantial

rights lo the patent property and you transfer all
the substantial rights or an undivided interost In all
such rights, the transfer will be treated as a sale or
exchange of a long-term capital asset This
treatment applies oven if you have not held the
patent property for more than 8 months and the
payments received are made:

1) Periodically during the transferee's use of the
property, or

2) Contingent on the productivity, use, or disposi-
tion of the transferee's rights in the property.

Related persons. The special tax treatment
does not apply if the transfer is either directly or
indirectly between you and your employeror
related person as defined earlier under Sales and
Exchanges Between Related Parties with the fol-
lowing changes:

1) Members of your immediate family Include your
spouse, ancestors, and lineal descendants, but
not your brothers or sisters or half-brothers or
hnlf-sisters.
An individual and a corporation are considered
related parties if the individual owns, directly or
indirectly, 25% or more invalue of the
outstanding stock of the corporation.
A partnership and a partner, if the partner
owns, directly or indirectly, more than 50% of
tho capital or profits of the partnership (other
than an interest in the partnership).
4) Two partnerships, if the same persons directly
or indirectly own more than 50% of the capital,
or profits of each.

2
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If you come within the definition of a related tax-
payer independent of family status, the broth-
er-sister exception does not apply. Thus, a
transfer between a brother and sister, one of
whom is the beneiiciary and the other the fiduciary
of a trust, is a transfer between related parties.
The brother-sister exception does not apply
because the trust relationship is independent of
the family status,

Trade secrets (technical "know-how") are gen-
erally eligible for capital gain treatment on their
sale or exchange. A transfer of a trade secret Isa
sale or exchange, if the transfer includes all sub-
stantial rights to the trade secret. The substantial
rights that must be transferred are the right to use
the trade secret in perpetuity or until it becomes
public knowledge and no longer protectable under
the laws of the country where the transferee oper-
ates, and the exclusive right to prevent further dis-
closure.

Copyrights

Literary, musical, or artistic compositions, or
similar property are not treated as capital assets if
your personal efforts created them, or if you got
the property in such a way that all or part ol your
basis in lhe property is detemrned by reference to
a person whose personal efforts created it (for ex-
ample, if you get the property as a gift). The sale
of such property, whether or not it is copyrighted,
results in ordinary income and is generally report-
ed on Form 4797. Gains and Losses From Sales
or Exchanges of Assets Used ina Trade or Busi-
ness and Involuntary Conversions.

However, if you get such proporty or a copyright
to it in any other way, trie amounts you get for
granting the exclusive use or nght to sxpJort trie
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work throughout the life of the copyright are
treated as being received from the sale of proper-
ty. It does not matter if the payment Is a fixed
amount or a percentage of receipts rrom the sale,
performance, exhibition, or publication of the
copyrighted work, or on amount based on the
number of copies sold, performances given, or ex-
hibitions made. It also does not matter if Itis paid
over the same period as that covering the grant-
ee's use of the copyrighted work.

If the property is used in your trade or business,
the gain or loss is a section 1231 gain or 1033.

Letters, memorandums, and similar property
(such as a draft of a speech, recordings, tran-
scripts, manuscripts, drawings, or photographs)
are not treated as capital assets Ifyour personal
efforts created them or if they were prepared or
produced for you. Also, this property Is not a capi-
tal asset if your basis in the property is determined
by reference to the person wht created the prop-
erty or tho person for whom itwas prepared. For
this purpose, letters and memorandums
addressed to you are considered prepared for
you. If letters or memorandums are prepared by
persons under your administrative control, they
are considered prepared for you whether or not
you review them.

Goodwill

Goodwill is a capital asset that may or may not
exist within a business.

Goodwill Includes every positive advantage that
a firm gets in doing its business. Itis the total of all
those indefinable qualities that bring customers to
a business, such as the right to have the business
at a particular location under a trade name or
trademark, any special knowledge or know-how,
the number and quality of customers, or any other
similar elements of value in the business as a
going concern.

Because of the many facts and circumstances
in each business situation, thore are a number ol
methods for figuring the value of goodwill. One of
these methods views the cost of goodwill to bo
that part of the total purchase price of a busi; ss
that is more than its book value, fair market value,
or assigned value of the separate tangible and
other intangible net assets acquired. The seller re-
ceives capital gain treatment on the amount of the
sale price that is for the sale of goodwill and the
buyer cannot deduct any of this amount because
goodwill is a capital asset with an unknown userul
life and is not subject to depreciation or amortiza-
tion lor income lax purposes. The amount the buy-
er pays for goodwill becomes its asset value
(basis) to the business.

reement not to compete accompanying sate
0T goodwill. When an agreement not to compete
for a set number of years can be separated Irom
goodwill, the agreement is not a capital asset and
the amount received is ordinary income. However,
if an agreement not to compete goes along with
lhe transfer of goodwill in lhe sale of a going
concern and it serves to assure the purchaser c |
the beneficial enjoyment of the goodwill acquired,
the agreement may not be separated from
goodwill and is a capital asset. You must establish
from the lacts and circumstances in your particular
case whether you have sold goodwill or have
entered into an agreement not to compete.

Professional skill O other characteristics 0f an
owner. Whether the amount you got for the sale
of a professional practice is for goodwill depends
on the facts in each case. The dependency ot the
business solely upon the professional skill or other
personal characteristics of the owner is not the
main factor.

If the seller keeps a right to fees collected after
the sale for services performed belore the sale, or
gets a payment lor giving up all or part ol the right
to these lees, the amount received is for services
performed belore the sale rather than from the
sale ol goodwill, and is ordinary income.

If the seller keeps a right to any lees or revenue
collected for services performed after the sale, or
if the buyer agrees to pay an amount equal to any
part of these lees or revenue, these amounts are
ordinary income from the business, and not
amounts from the sale of goodwill.

Amounts received by a professional person
when edmihing partners to that person's practice
may be payment for a partial transfer of goodwill
(rather than for an assignment of anticipated
future earnings), provided that the goodwill In fact
exists and that the amount allocated to it actually
is a payment for It.

Allocation of sales price of business assets.
The sale of a trade or businoss for a lump-sum
amount is considered a sale of each Individual
asset rather than a single asset. Both the buyer
and seller of a business are now required to use
the residual method to allocate the sales price of
the business to the various business assets
bought or sold. This method determines the
amount of gain or loss from the transfer of each
asset and how much of the sales price is consid-
ered received for goodwill and going concern
value. It also determines the buyer's basis in the
assets of the business.

The residual method must be used for any
transfer of a group of assets that constitutes a
trade or business and for which the buyer's basis
is detennined only by the amount paid for the
assets. This applies to hoth direct and indirect
transfers, such as the sale of a business, or the
sale of a partnership interest in which the basis of
the buyer's share of the partnership assets is ad-
justed for the amount paid. A group of assets Is
adjusted for lhe amount paid. A group of assets
constitutes a trade or business if goodwill or going
concern value could, under any circumstances, at-
tach to the assets.

This rule applies to any qualifying transfer after
May 6,1986, unless the transfer was made under
a binding contract in effect on May 6,1986, and at
all times after that date.

Residual method. The residual method
provides for the sales price to be allocated first
among the business's various assets in a speci-
fied order, and then for the remainder of the sales
price to be allocated to goodwill or going concern
value.

The allocation must be made among the follow-
ing assets in proportion to (but not in excess of)
their fair market value in the order specified.

1) Cash and demand deposits and similar
accounts:

2) Certificates of deposit, U.S. government securi-
ties, readily marketable stock or securities, and
foreign currency.

3) All other assets, both tangible and intangible,
except goodwill or going concern value.

After making this allocation, the remainder of the
purchase price is considered paid for goodwill or
going concern value.

Example. The total amount paid in the sale ol
Company SKB is $21.000. No cash or demand de-
posits were sold. The company’s U.S. government
securities had a fair market value of $S3.200 and
other business assets had a fair market value or
S$15.000. 01 the S21.000 paid for Company SKB,
53,200 is allocated to U.S. government securities,

515,000 to other business assets, and the remain-

ing S2.800 to goodwill or going concern value.

Reporting requirement. Both the buyer and
the seller involved in the sale of business assets
must report to ihe IRS the allocation of the sales
pnee among goodwill and the other business
assets. Form 8594, Asset Acquisition Staterment.
should be used to provide this information. The
buyer and seller should each attach Form 8594 to
their federal income tax returns for tho year in
which the sale occurred.

Transfer of a Franchise,
Trademark, or Trade Name

A franchise Is an agreement that gives 01
the parties the right to distribute, sell, or prd
goods, services, or facilities within a specrfi'
area.

The transfer of a franchise, trademark, or
name will not receive capital gain or loss
treatment if the transferor keeps any signifk
power, right, or continuing Interest in tha fra
chlse, trademark, or trade name. A transfer
includes the renewal of a franchise, trademr
trade name.

A significant power, right, or continuing i
est In a franchise, trademark, or trade name
includes, but is not limited to, tha lollowing n
in the transferred Interest:

1) A right to disapprove any assignment of t
terest, or any part of it.

2) A right to end the agreement at will.

3) A right lo set standards of quality for proo
used or sold, or for services provided, ant
the equipment and facilities used to prom
such products or services.

4) A right to make the recipient sell or adven
only the products or services of the transt

5) A right to make the recipient buy most su(
and equipment Irom the transferor.

6) A right to get payments based on the proc
tivity, use, 01 disposition of the item of inte
transferred if those payments are a subste
part, of the transfer agreement.

Subdivision of Land

Il you cwn a tract of land, and, in order to s
exchange it, you subdivide the land into indivi
lots or parcels, you may receive capital gains
treatment on at least a part of the proceeds il
show that

1) You are not a dealer in real estate,

2) You have made no substantial improveme
that substantially enhances the value of th
or parcel sold while you have held the trac
and no such improvement will be made as
of the contract of sale,

3) You have held the land for at least 5years
unless you got it by inheritance or devise, £

4) You did not previously hold the tract or any
or parcel on the tract mainly for sale to cus
ers in the ordinary course of your trade or t
ness (unless the tract previously would hat.
qualified for this treatment), and during the
year in which the sale occurred you were n
holding any other land for sale to customer
the ordinary course of trade or business.

A substantial Improvement must be substan
in character and also must significantly increa:
the value of the lot or parcel sold. An improve-
ment may substantially increase the value ol s
lots in a tract and not others. A 10% increase
the value of a lot is not a substantial increase,
the increase is more than 10%, you must shov
that when all relevant factors are considered, t
increase is not substantial. Shopping centers,
er commercial or residential buildings, hard sui
lace roads, or utility services (such as sev.er,
water, gas, or electricity) are some improveme
that are considered substantial:

Minimum all-weather access roads are no
substantial in character. This includes gravel
roads where they are required by the climate.

Clearing operations, including surveying, fit
draining, and leveling, are not substantial imprc
ments. Neither are temporary structures used t
field offices.

If you hold property for 10years, an imprc
ment you made will not be considered substan
if all ol the following conditions are met



The Improvement consists ot the Installation ot
water, sewage or drainage facilities, roads

8 (including hard surface roads), curbs, and
gutters,

me O The district director for your area is satisfied
ovide  that without tho improvement the lot sold would
fied not have brought the cunent local price for

) similar sites, and

IrtraC  a statement Is filed with your tax return stating
. that you choose not to adjust the basis of the
ficant |6t sold, or any other proporty you own, to re-
an-  flect the cost of the improvement attributable

r to the lots, and not to deduct the costs as an
nark,  expense.

Jinter YOU must have actually held the property for 10
‘e bars or more. If you Inherited it, you must have in-

. rightJ°ri,ec] 1110 VOQrs or more before the sale. If the

(the

siding period of a prior owner is included in your
olding period, Improvements made by a previous
svner are considered to have been made by you.
laking tha choice. You make this choice by
ending the following information with your income

oductfc< return for the tax. year inwhich the lots that are

-nd la ubject to the choice were sold:

mote ) A plat showing the subdivision and all improve-
ments you made,

artise A [ist of all the improvements made to the tract,

isfero showing—

;uppli< ) The cost of the improvements,

b) Which of tha improvements, without regard
oduc- to this choice, you consider substantial and
itere§ which you consider no', substantial,
stantil ¢y For those improvements that you consider

to be substantial and to which the choice is
to apply, you must make a fair allocation of
their cost to each lot that they affect, and
ysell < state the amount by which they have
vidua increased the values of these lets,
'is d) The date each lot was acquired and its ba-
sifyo sis for figuring gain or loss, exclusive of lhe
cost of any improvements listed in item (c),
t and
nent 1) A statement that you will ne_ither deduct as an
the |c  ©Xpense nor add to the basis of any lot or other
act property that_you sold any part of the cost of
as ba any substantial Improvement, which
substantially Increased the value of any lot In
) the tract and which either you listed in item (c)
Irs or the district director determined to be sub-
nand  stantial.
my ot PR .
uston An Improvement Is made by you if it is made by:
:rbus t) Members of your family, including only your
iave whole or half-brothers and sisters, your
he tax ~ spouse, your ancestors, and your lineal de-
3not scendants.
lers if 2 A corporation in which you directly or indirectly
own more than S0% of voting stock (see Indi-
antial  Téctoanership of stock, discussed earlier),
-ase 3 A partnership of which you were a member at
Je- the time the improvements were made,
o som 4 A lessee, if the improvements are rental in-
te in come to you, or
‘€. If 5 A federal, state, or local government, or politi-
low cal subdivision thereol, but only if it results in
1 the an increase inyour basis in the property, such
er?th as a special assessment for street paving.
A tract is a single piece of land. Two or more
nents adjoining pieces of land are considered a single
tract lor this purpose. They may have been
not acquired over a period of time, and may be owned
| separately, jointly, in partnership, or under any
a combination of such forms of ownership. Two or
... more pieces ot land are adjoining even though
tllin they may be divided by a road, street, stream, etc.
crove ; -
1lor Gain on sale of Iot_s. Il your h_oldlng of the Iapd
meets the four requirements listed at lhe begin-
ning of this discussion, any gain realized on its
;L‘t’i‘gi sale or exchange is treated in the following

manner.

Ifyou tall leas than six lota or parcels from
the same tract, the entire gain is a capital gain. In
figuring the number of lots or parcels cold, two or
more adjoining lots sold to a single buyor in a
single sale are counted as only ono parcel.

When you sell or exchange the sixth lot or
parcel from the same tract, the amount by which
5% of the selling price*exceeds the expensos of
the sale is treated as ordinary Income end the rest
of any gain is a capital gain. Five percont of the
selling price of all lots sold or exchanged from tho
tract in the tax year tho sixth lot Is sold or
exchanged and In subsequent years is treated as
ordinary income.

Ifyou sell the first six lots of a single tract In one
year, and realize gain, the lesser of 5% of the sell-
ing price of each lot sold or the gain Is treated as
ordinary Income. However, if you had sold the first
three lots In a single tract in ono year and tho next
three lots in the following year, tho 5% rule would
apply only to the gains realized In tho second
year.

The selling expenses ot the sale must first bo
deducted from the part of the gain treated as ordi-
nary Income, and any remaining expenses aro de-
ducted from the part treated as a capital gain. You
may not deduct the selling expenses from other
Income as ordinary business expenses.

Example 1 You sell five lots from a single tract
In a certain year. In the following year, you sell the
sixth lot for $20,000. Your basis for this lot is
$10,000 and your selling expenses are $1,500.
Your gain is 58,500, all of which is capilal gain, fig-
ured as follows:

Selling price S$20.000

Minus: Basis.... $10.000
Expense of sa'o 1,500 11,500

Gain from salo of lot S 8,500

5% ol selling price............

Minus: Expense of sale

Gain reported as ordinary income  ............ 0

Gain reported as capital gain ... S 8,500

Because the selling expenses exceed 5% of
the selling price, none of the gain is treated as or-
dinary income.

Example 2 Assume in Example 1 that the sell-
ing expenses are $800. The gain is $9,200, of
which $200 is ordinary income and $9,000 is capi-
tal gain, figured as follows:

Selling PriCe......oouieiiin e
Minus: Basis...
Expense of sale

Gain fromsalecflot .., S 9,200
5% of selling price ....... S 1,000
Minus: Expense of sale...-....c.......... 800
Gain reported as ordinary income..........ccccee... 200
Gain reported as capital gain..........ccccceeveeenenne S 9.000

Exchange treated as a sale. If the lots are
exchanged for other property, the selling price is
the fair market value of the properly received plus
any money received. If you exchange a lot for oth-
er property in a transaction of the type discussed
earlier under Nontaxable Exchanges, the gain is
not taxed. However, in counting the number of lots
sold, you must count all lots disposed of whether
or not the gain or loss is recognized.

If you make no sales for 5 years, the rest of the
tract is treated as though you had acquired it new
on the day after the day of the last sale.

Loss on sale of lots. The 5% rule does not apply
to losses, if you sell a lot at a loss, it is treated as
a capital loss if you held it for investment. Il the lot
was used in your trade or business, the loss is a
section 1231 loss. Se0 Section 1231 Property,

later.

Timber

If you sell standing timber you held as
Investment properly, itls a capital asset and Is
treated ac a sale of a capital asseL GaJn or loss Is
reported on Schedule D. If you held the timber pri-
marily for sale to customers, itls not a capital
asset and gain or loss on the sale ia ordinary in-
come or loss reported In the grosa receipts/sales
and cost of goods sold Items of your return. Spe-
cial rules apply, however, If you ownod the timber
moro than 0 months and you either choose to:

1) Treat timber cutting as a sale or exchango, or
2) Enter into a cutting contract discussed below.

Under those rules, discussed below, disposition ol
the timber Is treated as a sole or exchange of
section 1231 property. Gain or loss Is reported on
Form 4797. *

Ordinarily, farmers who cut timber on their land
and sell it In the form of logs, firewood, or pulp-
wood have no cost or other basis for that timber,
and the sales constitute a vary minor pari of their
farm business. In these cases, amounts realized
from such sales, and the expenses Incurred In
cutting, hauling, etc., muy be entered as ordinary
farm Income and expenses on Schedule F.
Christmas trees. Evergreen trees, such as those
used as Christmas trees, that are more than 6
years old at the time severed from their roots and
sold for ornamental purposes, are Includod In the
term "timber" and qualify for both rules, discussed
below.

Caution: When this publication went to print.
Congress was considering legislation that would
reduce thB growing period for these trees from 6
years to 4 years. This change, if enacted, would
apply to tax years beginning after 1986.

Timber cutting as a sale or exchange. Under
lhe general rule, the cutting of timber results in no
gain or loss, and it is not until the sale or
exchange that gain or loss is realized. But if you
owned, or had a contractual right to cut timber,
you may choose to treat the cutting of timber as a
sale or exchange in the year the timber is cut.
Even though the cut timber is not actually 9old or
exchanged, you report your gain or loss on the
cutting for the year the timber is cut. Any later saie
results in ordinary income or loss (see Exarrple,
later).

Qualifying for treatment under thle rule. To
have your timber qualify tOr this treatment, you
must

a) Have owned, or held a contractual right to cut.
the timber on the first day of the tax year in
which you cut it and for a period of more than 6
months before the timber is cut,

b) Cut the timber for sale or for use in your trade

or business, and

Elect to treat the cutting of the timber as a sale

or exchange of property used in a trade or busi-

ness (regardless of whelher the timber is In-
cludible in inventory or held primarily for sale to
customers).

C

~

Election. You make your election on your return
for the year in which the cutting takes place by
including in income the gain or loss on the cutting,
and including a computation of your gain or loss.
You do not have to make the election in the first
year you cut limber. You may choose to make itin
any year to which the election would apply, ii the
timber is partnership property, the election ij
made on tho partnership return. This election
cannot be made on an amended return.

Once you have made the election, it remains In
effect for ail later yoars, unless you revoke iL
Except for the special rule noted below, you may
revoke an election only if you can show undue
hardship and get the consent of the Internal Reve-
nue Service (IRS). Thereafter, you may not make
any new election unless you have tho consent of
IRS.
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Revocation ot election. A special rule for any
election you made for a tax year beginning before
1B87 allow* you to rovoko It for any tax year ond-
Ing after 1908 without tho consent of IRS. If you
make this special revocation, which can be made
only once, you can still mako a now revocation
without the conaont of IRS, Howover, any further
revocation or later election will require the conaont
of IRS.

Oaln or lose. You figura your gain or loss on
the cutting of standing timber by subtracting Ha ad-
justed basis for depletion Irom tho talr market
value on the first day of your tax year Inwhich il la
cut Depletion on timber is discussod In Publica-
tion 535, Businoss Expenses.

Example. In April ol 1987, you have ownod lor
more than 6 months 4,000 MBF (1,000 board feel)
of standing timber having an adjusted basis for de-
pletion ol $40 por MBF. You aro a calendar year
taxpuyor. On January 1,1987, lhe timber had a
fair market value ol $120 per M8F, and tho timber
was cut In April for sale. On your 1987 tax roturn,
you elect to treat the cutting of the timber as a
sale or exchange. You report as a gain the
difference botween tho lair markot value and your
adjusted basis for dopletion. This amount is re-
ported on Form 4797, along with your other
section 1231 gains and lossos to figure whethor It
Is treated as long-term capital gain or as an ordi-
nary gain. You figure your gain as follows:

Fair markol value of Umber January 1, 1087... $480,000
Minus: Adjusted basis for dcploUon................ 160,000
SecUon 1231 gaiN.....cccccveveererereeiseseeieeens $320,000

Cutting contract. If you own standing timber and
dispose of it under a cutting contract, you must
treat the disposal as a sale or exchange provided
you held Ihe timber for more than 6 months before
Iltf disposal and you retain an economic interest in

Tho difference between Ihe amount realized
from the disposal of the timber and the timber's
adjusted basis for depletion is treated as gain or
loss on its sale. This amount must be included on
Form 4797 along with your other section 1231
gains or losses to figure whether it is treated as
capital or ordinary gain or loss.

Date ot disposal is the date the limber is cut;
however, if you receive payment under the con-
tract before the timber is cut, you may choose to
treat the date of payment as the date of disposal.

Owner is any person who owns an interest in
timber, including a sublessor and the holder ot a
contract to cut timber.

Economic Interest means that you have
acquired an interest in standing timber by
investment and get, by any form of legal
relationship, income from cutting that timber, to
get a return of your capital investment.

Exan‘ple. You own standing timber that you
have held for more than 6 months and that has an
adjusted basis (or depletion of S20 per MBF. You
had no other gains or losses during the year. If
you enter into a contract with a buyer under which
that person has a right to cut and remove the tim-
ber tor S40 per MBF. you will have a section 1231
gain of $20 per MBF on its disposal.

Tree stumps are a capital asset if they are on
land held by an investor who is not in the timber or
stump business as a buyer, seller, or processor.
Gain from the sale ol stumps sold in one lot by
such a holder is taxed as a capital gain. However,
tree stumps held by timber operators, alter the
merchantable standing timber has been cut and
removed from the land are considered byproducts.
Gain trom the sale of stumps by lot or on a
tonnage basis by such operators is taxed as ordi-
nary income.

10

Precious Metals and
Stones, Stamps, and Coins

Gold, silvor, stamps, ccins, gam*, etc.. are cap-
ital assets except whon (hoy are held for salo by a
doaier. Any gain or loss you have from tholr salo
or exchango generally Is a capital gam or loss. If
you aro a doaier, the amour,| rocoived from tho
oale is ordinarylricomo roportahle on Schedule C
(Form 1040).

Coal and Iron Ore

Il you own coal (including lignite), or iron oro
mined in tho Umtod Slates, lor moro than 0
months and dispose ol it under a contract in which
you keep an economic interest in lhe coal or Iron
ore, the resulting gain or loss is ligurod as tho
difference between the amount realized from dis-
posal of tha coal or iron oro and Its adjusted basis
for depletion (increased by certain expenditures
not allowed as deductions (or tho tax year). Inis
amount is Included on Form 4797 along with your
other section 1231 gams and losses.

You are considered an OWNEr If you own or
sublet an economic Interest in tho coal or iron oro
in place. In this instanco you are not entitled lo the
allowance for percentage depletion for the coal or
Iron ore. If you own only an option lo buy tho coal
In place, you do not quality as an owner. In addi-
tion, this special gain or loss treatment, does not
apply to incomo realized by an owner v.ho is a
co-adventurer, partner, or principal in the mining ot
coal or iron ore.

The expenses of making and administering tho
contract under which tho coal or iron oro was
disposed and tho expenses of preserving the eco-
nomic interest kept under the contract are added
to the adjusted basis ot the coal or iron ore. The
date of disposal is treated as tho date the coal or
iron ore is mined.

Special rule for Iron ore and coal. The above
treatment does not apply if you dispose ol the iron
oro or coal directly or indirectly to:

1) A related taxpayer (see A loss on the sale or
ex . under Sales and Exchanges Be-
tween Related Parties, earlier in this part),
whose relationship to you would result in the
disallowance of a loss,

A partnership if you are a partner who owns di-
rectly or indirectly more than 50% of the capital
or profit interests in the partnership or between
two partnerships in which the same persons
own, directly or indirectly, more than 50% of
tha capital or profit interests, or

3) An individual, a trust, estate, partnership, asso-
ciation, company, or corporation owned or con-
trolled directly or indirectly by the same
interests that own or control the party
disposing of the iron ore or coal.

2
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Part ill
Tax Treatment of

Gains and Losses

Il'you have a gain or loss Irom Ihe disposition of
a capilal asset, it is a capital gain or loss. Like-
wise, you may have a capital gain trom the dispo-
sition of a noncapital asset, if it is section 1231
property. However, a net section 1231 loss is an
ordinary loss, and not a capital loss. Gain or loss
on tho disposition ol a capital asset that is treated
as if itwere a noncapital asset is ordinary gain or
loss. See Part Il of this publication tor a discussion
of how various types of assets are treated.

This part discusses the way capital gains are
taxed and capital losses are deducted.

Long- and Short-Term

The tax treatment of capital gams and losses
depends on how long you own the asset belore

you sell or exchange it The longth of time you
own an esset before disposing of it is known as
the holding period.

If you hold a capital asset 6 months or less, tft
gain or loss from its disposition is short ierm. If
you hold a capital asset longor than O months, tf
gain or loss trom its disposition ia long-term.

Rote. For property acquired after 1087, If you
hold a capital asset for ono yoor or less, tho gair
or loss Irom its disposition Is short-term. If you
hold a capital asset longor than one year, tho ga
ot loss is long-term.

These differences are still Important dospito Iti
repeal of the 60% capital gains deduction by the
Tax Reform Act of 1986. For tax years beginning
In 198/, net capital gain (not long-term capital flz
over not short-term capital loss) are taxod at a
maximum rate ol 28%. However, short-term capi
tal gains arostill fully taxable. In addition, capital
lossos aro allowed In full against capital gains pk
up to 53,000 of ordinary income.

Inventions. Generally, any gain or loss from tho
disposition of your own invention Is long-term, nc
matter how long you actually owned IL Soo the
section on Inventionsin Part Il.

Inheritance. You do not have to figure a holding
ponod tor property you inherit. Any gain or loss
from its aisposition Is long-term, no matter how
long you or the person you Inherited it from
actually owned it. However, this rule only applies
you figure your basis in the proporty using its fair
market value at the time the person you inhentet
it trom died or at the alternate valuation date. It
also does not apply if the property was acquired
by the estate alter the decedenl'o death and was
distnbuted to Ihe heirs.

Holding period. To figure if you held property
mote than 6 months, start counting on tho day fc
lowing the day you acquired tho property. The
same date of each following month Is the begin-
ning of a new month regardless of the number o-
days in the preceding month. The day you dispo:
of the property is part of your holding period.

Example. If you bought an asset on June 19,
1987, you should start counting on June 20.198
The 20th of December is the start of a new
6-month holding period. If you sell the asset on
December 19,1987, your holding period is not
more than 6 months, but if you sell il on Decemb
20,1987, your holding period is more than 6
months.

Installment sale. Tho gain from an installmen
sale of an asset qualifying for long-term capital
gain treatment in the vear ol sale will continue to
be long term in lator rax years. Il it is short termi
the year of the sale it will continue to be short
term when payments are received in later tax
years.

Nontaxable exchanges. Ifyou acquire an
asset in exchange for another asset and your ba
sis for Ihe new asset is figured, in whole or in par
by your basis in the old property, the holding per.
od ol the new property irsludes the holding perk
of the old property. That is, it begins on the sami
day as your holding period for the old property.

Example. You bought machinery on Decembe
2,1986. On June 2,1987, you traded this machi
ery for some other machinery in a nontaxable
exchange. You sold the machinery you got in the
exchange on December 3,1987. The holding pe
od is one year and a day.

Corporate liquidation. Tho holding penod for
property you receive in a liquidation generally
starts on the day after you receive it if gain or lo:
is recognized. However, in a one-calendar-montt
liquidation in which your basis in the properly is
figured in whole or in part using the basis ol the
stock you gave up in tne transaction, the holding
period ol the property includes the holding perx>
ol the slock.



profit-sharing plan. The holding ponod ol
yrvnon slock withdrawn Irom a qualiliod conlnb-
Cpfprofit-sharing plan begins on the day follow-
g the day the plan trustoo delivered the slock to
o transfer agont with Instructions to reissue the
lock in the taxpayer's name.

Gifts. Il you receive a gilt ot property and your
you 4 » ISIn  13fiQured using tho donor's bSBis, your
otding ponod Includes tho done' i holding poilod.

6 Ioo Property Rocoived as a Gilti. Publication
ggari-

Heal property. To tigure how long you have
loitJg(real _s,art counting on tho day after
rtho"ou recoivod tltle'to it or. il earlier, tho day alter
ning ou took possession of It and a_ssumed the bur-
al ga ens and pnvilogos of ownership.

.a Howevor, taking dollvery or possession of roal

capi roporty under an option agreement is not enough

oital 3start tho holding period, Tho hold.ng period

s plitarinot atari until there is an actual contract of
ale. Tho holding ponod ol the seller cannot end

lore that time.
tho elore tha e

no Repossession. If you soil roal property but

he 0oOp a secunty Interest in it and then later
opossess it, your holding ponod (or a later sale

. icludes tho period you held tho proporty belore

ding he onginal sale, as well as the period alter the

SS  epossession. Your holding period does not

OW  nclude the time botween the original salo and tho
epossession. That Is, it does not Include the peri-

riies Jjd dunng which the (irst buyer hold tho property.

. lair

riliedMet Gain or Loss

red { Long-term capital gains and losses are treated
|Waj iifforontly than short-term capital gains and
osses. The totals lor short-term items and the
lotals for long-term Items must be figured
o separately.

e let short-term capital gain or loss. Merge to-
gin ~ gather your short-term capital gains and losses.
irol Qo this by adding up all your short-term capital
spos 3ams. Then add up all your short-term capital
osses. Subtract ono total Irom the other. The re-
sult is your net short-term capital gain or loss.

19871 Net long-term capital gain or loss. Follow Ihe
same sleps lo merge together your long-term cap-

on ital gains and losses. The result is your net

ot long-term capital gain or loss.

amba Net capital gain or loss. To figure your total net
capital gain or loss, merge your net short-term
capital gain or loss wilh your net long-term capital

nent gainor loss.

al Exarrple. During Ihe 1987 tax year, you have

eto the following transactions:

rmin

1 Long-term capital gains.................. S5.400

< Long-term capital losses................. (1,750)
Net long-term capital gain........c.cccecvveviieenenne S3,650
Short-torm capital gams... S2.600

b Short-term capital losses................ (3.790)

pail% Net short-term capital 10SS..........cccceiinieinnne (1,190)

ceri  Total net capital gain.........c.ocoeniveenniennnrennnne. $2.460

enod

ame

Ifyou have a total net capital gain, the gain is
¥ taxable. But il any part ot the gain comes (rom a
nber net long-lerm capilal gain, it may be given special
fh'n' lax treatment, discussed next.

the  Ifyou havea total net capital loss, Ihe loss is
pen- deductible. But there are limits on how much of
Ihe loss you may deduct, and when you may de-
. duct it. See Treatrment of Capital Losses, later.
or
| Taxing Capital Gains
0ss
‘nlh Before 1987, individuals were allowed to deduct

s 60% ol their net capital gains (excess of net
long-term capital gams over net short-term capital

ung losses). Since the top individual tax rate was 50%.

nod the deduction resulted in a maximum tax rate on
the gain ol 20% (40% of me gain reported, times
50% maximum rate).

For tax years beginning after 1966, the 60%
capital gains deduction Is no longer allowed. The
full amount ol Ihe net capilal gain must bo Includ-
ed in Income. Howovor, lor tax years beginning in
1987, tho highest tax rato that can be imposed on
the gain is gunorally 28%.

Example 1, in 19863ill Smith had a not
long-term capital gain of 55,000 and a net
short-lorm capital loss ol 51.000, Tho net capital
gain was 54.000 (55,000-S t, 000). Bill deducted
60% ol tho not capital gain, or 52,400. The bal-
ance of the gain, $1,600, was added to his other
income. If Bill were in the 50% lax bracket in
1086, ho would havo paid SBOO tax on tho 51,600
gain (50% x 51,600). This would have resulted in
an elfoctivo tax rate on lhe not capital gain of
20% (5800-f54,000= 20%).

Example 2 Assume tho same facts as Example
1, except that Itis 1987. Bill figures his net capilal
gain, 54,000, in the same manner. He does not.
however, reduce his gain by the 6C% deduction.
Instead, tho entire 54,000 is added to his othor in-
come. The top tax rate lor 1987 is 38.5%. Howev-
er, lhe maximum lax rate that can be applied to
tho gain Is 28%.

Maximum tax on 1987 capital gain. For 19B7 tho
highest tax rate on a not capital gain is 28%. Fol-
lowing i3 a worksheet, which may bo useful In fig-
uring this tax. If an individual’s laxablo income is
not more than the amount shown lor his or her
filing status in the following table, the worksheet
does not have to be completed because the indi-
vidual’s income would not be taxed at more than
28%. This tax is ligured on Schedulo D (Form
1040).

Filing Status Amount
Married filing joint return or qualifying wid-
OW(BF) e S 45,000

If the taxable income Is more than the amount
shown for the individual’s filing status, the individu-
al should complete the worksheet to figure his or
her tax.

1987 Tax Figured
Il There Is Net Capilal Gain Income

A) Enter taxable income. A

B) Enter the smaller of the long-term capital
gain or the net capital gain.

C) Subtract tho amount on line B Irom the

amount on line A. EL
D) Enter the amount shown for your tiling sta-
tus. (D)
Filing Status Amount
Married tiling joint return or quali-
fying widow(er)......cccoovveiiiinnnns 528,000
Married filing separate return 14,000
E) Enler tho greater of line C or line O. (E)_
F) Subtract line E from line A. )
G) Tax on the amount on line E. (Figured
using 1987 Tax Tables or Tax Rato
Schedules, whichever applies.) (©G)
H) Multiply the amounl on line F by .28. (H)
1) Add Ihe amounts on lines G and H. This is
the tax. ()]

Example 1 Bill Beach, a single taxpayer, has
1987 taxable income of S50.000, including a
long-term capital gam of S10.000. Since Bill's tax-
able income is more than S27.000, his maximum

tax rate is higher than 28%. To ligure his 1987 tax.

Bill completes the worksheet as follows:

1067 Tax Figured
If Thur» 1? Net Capital Gain Income

A) Enter taxable income.
0) Enter the smmiior of the long-lorm capital

(& 50000

gain or the not capital gam. B) t0.000
C) Subtract the amount on line U (rom the
umount on line A. 40.000
D) Entor the amount shown (or your tiling
status. (0) 16.800
Filing Status Amounl
Monied filing joint rolurn or
qualifying widow(er).............. $28.000
Single..ccooiiiis (6.800
Hoad ol household 23.000
Married tiling separate ralum 14,000
E) Entor tho groator ol lino C oi tino D (E) 40,000
F) Subtract lino E Irom line A. (F) t0.000
G) Tax on tho amounl on lino E. (Figured
using 1907 Tax Tables.) (G) 0863
H) Multiply tho amount on lino F by 28. (Hi 2.800
1) Add tho amounts on linos G and H. This is
tho lax. 0 12,083

Example 2 Elena Palm, an unmarried hoad ol a
household, has 1987 taxable income of $42,000,
including a long-term capital gain ol S 10,000.
Sinco Elona’s taxable income is more than
S$38.000, her maximum tax rate is higher than
28%. To figure her 1987 tax. Elena completes the
worksheet as follows:

1987 Tax Figured
If There Is Net Capital Gain Incomo

A) Enter taxablo incomo. (A) 42.000
Enter tho smaller of tho long-term capital
gam or tho not capital gain. - (B) 10,000
C) Subtract tho amount on lino B irom tho
amount on lino A. (C) 32,000
D) Entor tho amount shown for your tiling
status. (D) 23.000
Filing StatU3 Amount
Married tiling joint return or
qualifying widow(er).............. $28,000
Single..ooiiiiiiii, 16.600
Hoad ol household................... 23.000
Married tiling separate rolurn.... 14.000
E) Enter the greater ol line C or lino D. (E) 32.000
F) Subtract lino E (rom line A. (F) 10.000
G) Tax on the amount on lino E. (Figured
using 1987 Tax Tables.) 1G) 5,877
H) Multiply the amount on line F by .28. |H) 2.B0O
K) Add the amounts on linos G and H. This is
tho tax. 1K) 8.677

Alternative minimum tax. The repeal ol lhe capi-
tal gains deduction means that alter 1986 the de-
duction is no longer treated as a tax preference
item lor purposes ol lhe alternative minimum tax.
See Publication 909, Alternative Minimum Tax lor
Individuals.

S corporations. The capital gains and losses ot
an S corporation are taxed to the shareholders in
proportion to their ownership 0l stock in the cor-
poration. The corporation may also be subject to
tax on its net capital gains. For more inlormation,
get Publication 589, ‘?ax Inlormetion on S Corpo-
rations.

Treatment of Capital Losses

This discussion relates only to individuals who
have capilal losses. For inlormation on-capital
losses ol corporations, see Publication 542.

If you have a total not capital loss, you must first
figure how much ol the loss is deductible. Then
you must figure how much of the loss you may de-
duct in the year ot the loss and how much of it you
may carry over and use in future tax years.

Capital losses are allowed in full against capital
gains, and then against up to S3,000 ol ordinary
income. However, lor tax years beginning alter
1986. long-lerm capital losses no longer have to

n



bo roducod by 60% before applying thorn against
ordinary income. Capital losses not fully usod in
one yoar may still be carried forward and used In
later years.

Your deductible capital toss. Yearty limits
(discussed later) apply Lo a capital losa that may
be deduclod. Subjoct lo such limits, il you only
havo short-term gains and losses, your deductible
losa Is tho same ae your net short-term capilal
loss. Il you only have long-term gains and losses,
your deductible loss, In 1997, Is also tho samo as
your not long-term capilal loss. Il you havo both
short-term and long-torm items, figure your de-
ductible loss as follows:

1) I(you have a net short-term capital loss and a
net long-term capital gain, your deductible loss
Is the oxcess of tho loss over the gain.

2) If you have a not long-term capital loss and a
not short-torm capital gain, your deductible los3
is tho excoss of tho loss over tho gain.

3) Ifyou havo both a net short-term capital loss
and a net long-term capital loss, your deducti-
ble loss is tha total of the short-term loss plus
the total ot Ihe long-term loss.

Example 1 You have capital gains and lossos
for the year as follows:

Short-  Long-

term term

GaiNS .o v $ 400
LOSSOS..ocveiiiiieiiiiie s 52,000

Your doductlblo capital loss is 51,700, which
you figure as follows:

Short-torm capital 10SSes.......c..cccecveernees S000
Minus: Short-term capital gains 700
Net short-term capital 10SS.........ccccceennee $ 100
Long-torm capital 10SS0S.........c.ccuceuee. S2.000
Minus: Long-term capital gains -too
Net long-term capital 10Ss...........c.c...... St.600
Deductible capital 10SS..........ccoceeeeeenne $1.700

Example 2 You have a net long-term capital
loss of 51,600 and a net short-term capital gain of
$450. Your not capital loss is 51,150 (S1,600 mi- ¢
nus 5450). All 01 this loss is from € net long-term
capital loss, and tha entire $1,150 is deductible.

Yearly limit. The amount of capital loss that you
may deduct in any tax year is limited to the smaller
of:

1) 53,000 ($1,500 if you are married and file a
separate return), or

2) Your deductible capital loss.

Capital loss carryover. If your deductible capital
loss is more than the yearly limit, you may carry
over the unused part to the next tax year and treat
it as if it occurred in that year. When a loss is
carried over, it retains its original character as long
term or short term. A short-term loss that is
carried over to the next tax year is added to
short-term losses that occur in that year. A
long-term loss that is carried over to the next tax
year is added to long-term losses that occur in
that year.

If the loss you carry over cannot all be used up
in the year it is carried to. you may continue to
carry the unused part of your loss forward from
year to year. In this way your deductible capital
losses will eventually be fully used up.

Figuring the carryover. When figuring how mu
ot your capital loss you may carry over as short
term ana how much as long term, shorl-term
losses are deducted before long-term losses. Use
the following steps to figure your short-term
and/or long-term loss carryover(s).

12Oorrputation ot Yearly Limit:

A) Comblns short-term capital gain (or loss)
with long-term capita) gain (or lose). (A)
B) Il lineA Isa lom, enter tho smaller of:
(1) tho amount on line A; or (2) $3,000
($1,500 Il mimed tiling a separate return).
Note: In determining the smaller amount,
trunk ol both as being positive. (B)

Short-term Capital Lota Carryover

C) Entar Bhort-turm capital loss.

D) Enter long-term capital gain.

E) Subtract tho amount on line D Irom the
amount on lino C. (£)

F) Entor the smaller ol lino B or lino E.
(Consldor both amounts as being positivo.) (F)

G) Subtract tho amount on line F from the
amounton line E. This Is your shorl-term
capilal loss carryover, Q)

‘1l
1D

Long-term Capital Losa Carryover.

H) Enter long-term capital loss. H)
1) Enter shorKerm capita) gain. (0}
J) Subtract the amount on line | from lhe

amount on line H. )

K) Subtract tho amount on lino F Irom tho
amount on line B. (Noto: Il there aro no
entries on line D through lino G, onior tho
amount Irom line B.) (K)
L) Subtract the amount on line K (rom tho
amount on line J. This Is your long-lerm
capital loss carryover. (8]

Example. willa and Mark Allen have a 1987
short-term capital loss of 56,000 and a 510,000
long-term capital loss. They have no other capital
transactions tor that year. Willa and Mark compute
the amounts of their capital loss cartyovers by
completing the following worksheet.

Compuitation of Yearly Limit:

A) Combine short-term capital gain (or loss)
with long-term capital gain (or loss).

B) || line Ais a loss, enter the smaller of:
(D) the amount on line KI or (2) S3,000.
Note: In determining the smaller amounl.
think of bolh as being positive.

(A (16,000)

B® 3000

Short-term Capital Loss Carryover.

Enter short-term capital loss. ( (6,000)
Enter long-term capital gain. —
Subtract the amount on line Dfrom the
amount on line C. (E) (6.000)
F) Enter the smaller of line Bor line E. (Con-
sider bolh amounts as being positive.) ( 3.000
G) Subtract the amount on line I from the
amount on line E. This is your short-term
capital loss carryover. (G) (3,000)
Long-term Capital Loss Carryover.
H) Enter long-lerm capital loss. (H (120,000)
1) Enter short-term capilal gain. on -
J) Subtract the amount on line | (rom the
amount on line H. (@) (120,000)

amount on line D (Note: If there are no

entries on line Uthrough line U, enter the

amount (rom line ) K) 0
L) Subtract the amount on line K (rom tho

amounl on line J. This is your long-term

capital loss carryover.

K) Subtract tho an§unt on line F trom tho

(L' (10.000)

Carryovers of pre-1970losses. In 1937, a
short- or long-term capital loss carryover from
pro-1970 years is tirst used to reduce net capital
gain and then lo offset 1987 income dollar (or
dollar. 1986 was tho last year you could use Form
4798, Carryover ol Pre-1970 Capital Losses, to
figure your carryover (rom pre-1970. Il you used
Form 4798 in 1986 and had an entry on line 44

and/or lino 50, you should enter the carryover”
on lino 6 and/or line 15 of the 1987 Schedule C

Joint and separata returns. On a joint return,
capital gams and losses ol a husband and wife
figured as though they are the gains and losses
an individual. If you aro married and filing a sop.
rate return, your yearly capital loss deduction is
limited lo $1,500 (one-half of the 53,000 limit
allowed on a joint relum). Neither you nor your
spouse may deduct any part ot tha other's loss.

If you onca filed separate returns and aro nov
tiling a |oint return, you must combine each of yt
capital loss carryovers. However, If you once fife
jointly and are now tiling separately, any capital
loss carryover is deducted only on the return of
lhe person who actually had the loss.

Death of taxpayer. Capilal losses cannot be
carried over alter a taxpayer’s death. They aro c
ductible only on tho tinal income tax relum filed
the decedent’s behalf. The capilal losa limits
discussed earlier still apply in this situation. Ever
the loss is greater than the limit, the excess
cannot be deducted by the decedent's estate nc
can it be carried over to following years.

Corporations. A corporation, other than an S cc
poration, may deduct capital losses only up to th
amount of its capital gams. In other words, if a a
poration has a total net capital loss, the loss
cannot be deducted in lhe current tax year. It mu
be carried to other lax years and deducted from
capital gains that occur in those years. For more
inlormation see Publication 542.

Part IV

Dispositions of
Depreciable Property

Ityou dispose of depreciable property al a gair
you may have (o treat all or part of the gain as or
dinary income. The amount of gain that is ordinar
income depends on the amount of the deprecia-
tion deductions you look and on certain section
1231 losses. (See Netsection 1231 gain, later).

This Part discusses the rules for figuring the
part that is ordinary income from dispositions of
depreciable property. Generally, any remaining
gain is treated as described later in PartV,
Reporting Gains and Losses. Losses are not
subject to the rules discussed in this Part

Different rules apply to section 1245 property
and to section 1250 property in figuring what part
ot the gain on disposition is ordinary income. See

Section 1245Propertyand Section 1250 Property

later.

Records. You must keep permanent records of

the facts necessary to figure the amount of depre
ciation allowed or allowable on your depreciable

property to calculate any gain that must be report
ed as ordinary income. This includes the date anc
manner of acquisition, cost or other basis, depre-
ciation, and all other adjustments that affect basis

Il you have property that has an adjusted basis
that was reduced by depreciation or amortization
you claimed on other properly (such as a machine
you got in a nontaxable exchange) or by another
person on the same or other property (such as for
property you received as a gift), your records mus
contain this information.

Property used In your business. Property used
in your trade or business includesjeal pfoperty
and depreciable personal property, but it does not
include property you hold lor sale to customers.

Depreciable property used lo carry on your
trade or business includes most assots lor which
you expect to get back nearly all ol your
investment through depreciation deductions.

Property that Is mainly for sale to customers
or property that is includible in your inventory 13
not depreciable property. If you believe that you
will get back all, or neatly all. of your investment in
it, by selling it rather than by using it up in your



erfa; ijsinflss, it Is property that i9 mainly for sale to
uitomers. Thus, all cars acquired by a car dealer
m, Uj 1wotreated as a part ot tho dealer’s stock in trade

ife @ inless the dealer can clearly show that a vehicle
sea of US bought only for use In the dealer's business
sopw olher than as a demonstrator), and It Is believed

i la : natits cost will be recovered through depreciation
t J tihor than resale.

ur | Example. A car dealer operates a car rental
isa. | .arvice as a part of tho business. A car may be
now 1 cnted for periods ranging from 6 months to 2
jfyou ears, with tha renter having the option to buy it at
i filed inytime. If the renter does not buy it before the
stat | :nd of the rental period, the auto is turned over to
of  he used car division of the car dealer's business

8inds ' ‘'uch cars are not property used in a
rad' iiness, but are held mainly tor sale to
ed* cuf . s. Gain on these sales must be reported

ed or 39 A dinary Income.

Section 1231 Property

Property used In a trade Or business or held for
rnor the production of rents or royalties and held more
lhan 6 months and any other property (including
3cor capital assets held in connection with a trade or
othe business or a transaction entered Into for profit)
acor held more than 6 months that is subjected to an
involuntary conversion, is known as section 1231
mus| Property. Ina disposition of depreciable property,
am  any ordinary gain that is from the deduction of de-
ore  Preciation is figured first hy using the rules
discussed In Part IV of this publication, Any re-
maining gain is included in the section 1231 com-
putation in Part | of Form 4797.
Sales or exchanges of tho following types of
property may result In gain or loss subject to
section 1231 treatment—
Realproperty or depreciable personal prop-
gain, €rty usedin a trade or business and held for more
or- |han 6 months.

veni:

nary  Propertyheld for the production ofrents or
=3 royalties if held for more than 6 months.

in Leaseholds used in a trade or business and

(_). held for more than 6 months.

1 Cattle and horses held for draft, breeding,

of da;ry, or sporting pu,poses and held for 2 years or
3 more from acquisition date.

Livestock (other than cattle, horses, and poul-
try) held tor draft, breeding, dairy, or sporting
purposes and held 1year or more from acquisition

ty date.

ga" Unharvested crops. The sale, exchange, or in-

e?te I voluntary conversion of an unharvested crop on
Y Jand used in farming if the crop and land are sold,

T exchanged, or involuntarily converted at the same

of lime and to the same person, and the land has
pre- been held for more than 6 months.
>Ign- Growing crops sold with a lease on the land,

even though to the same person in the same

?:_d 4 Iransaction, are not included. Nor is a sale,

. exchange, or involuntary conversion of an
8IS ynharvested crop with land included if the taxpay-
sis er keeps any right or option to reacquire the land,
on directly or indirectly (other than a right customarily
line incident lo a mortgage or other security
er Iransaction).

It’é The cutting of timber, and the disposal of tim-
ber, coal, or domestic iron ore as described earlier
in this publication.

d Condemnations (property condemned (or

na public use), if the property was held for more than
6 months. This includes business property, and
capital assots held in connection with a trade or
business or a transaction entered into for profit,

th such as investment property. However, because

losses from the condemnation of property held for

personal use are not deductible, they are not in-
cluded.

era
Casualty and theft gains and losses on prrp-
_ er»y held lor more than 6 monihs. These include
tn casualty or theft lo business property, property

held tor the production ot rents and royalties, and

investment property (such as notes and bonds).
Insurance payments or other reimbursement must
be taken into account in arriving at the net gain or
loss. See later discussion, Net section 1231 gain,
concerning effect of casualty and theft gains and
losses In figuring section 1231 gain that may have
to be troated as ordinary income.

For more information on casualties and thefts,
see Publication 547, Nonbusiness Disasters, Cas-
ualties, ar.d Thefts, and Publication 549, Condem-
nations and Business Casualties and Thefts.

Treatment of Gains and Losses

You combine all gains and losses from the
sales and dispositions of section 1231 property /or
tha tax year. If your section 1231 gains exceed
your section 1231 losses, you have a net section
1231 gain. An oxcess ol section 1231 losses over
section 1231 gains results in a net section 1231
loss. If the section 1231 losses equal or exceed
tho section 1231 gains, then you treat each item
as an ordinary gain or loss.

Net section 1231 gain. Net section 1231 gains
are treated as ordinary income to the extent the
gain does not exceed nonrecaptured losses from
tax years beginning after 1981. Nonrocnptured
netsection 1231 losses are net section 1231
losses deducted in tax years beginning alter 1981
that have not yet been applied against any net
section 1231 gains for tax years beginning after
1984. Your losses, or the losses of your predeces-
sor, are considered recaptured in tho chronologi-
cal order in which they arose.

Example. Ashley. Inc., a graphic arts company,
is a calendar-year corporation. In /984 Ashley had
a net section 1231 loss of S8.000. Ashley had no
net section 1231 losses in 1982,1983, or 1985.
For tax years 1986 and 1987, the company has
net section 1231 gains of 35,250 and $4,600. re-
spectively. In figuring taxable income for 1986,
Ashley treated its net section 1231 gain of S5,250
as ordinary income by recapturing $5.250 of their
S8.000 net section 1231 loss. Then in 1987,
Ashley applies the remaining net section 1231
loss, S2.750 (58,000 minus $5,250) against its net
section 1231 gain of S4.600. The company reports
52,750 as ordinary income and also reports
S1.850 (S4.600 minus S2.750) as long-term capital
gain.

Involuntary conveislon. If your recognized
losses from involuntary conversions arising from
fire, storm, shipwreck, or other casualty or from
theft exceed your recognized gain, they do not
havo to be included in figuring your nonrecaptured
net section 1231 losses. However, gain Irom an
involuntary conversion is included in figuring net
section 1231 gain.

The amount otyournet section 1231 gain tor
1987 that is not treated as ordinary income is
long-term capital gain. A net section 1231 loss for
1987 is treated as an ordinary loss.

Section 1245 Property

A gain on the disposition of section 1245 prop-
erty is taxed as ordinal income to the extent ol
depreciation or ACRS deductions claimed on the
prope'ty if the property is recovery property or
property subject to the depreciation allowance
under modified ACRS. See Treatment of Gain,
later.

Section 1245 property includes any property
that is or has been subject to an allowance lor de-
preciation and that is:

1) Personal property (both tangible and

, intangible),

2) An elevator or an escalator (placed in service
before 1987),

3) Real property (not included in (4)) to the extent
its adjusted basis has been reduced by certain
amortization deductions including those lor
certified pollution control facilities, on-tho-job

training and child-care facilities, removal of ar-

chitectural barners to the handicapped and eld-
erly, reforestation expenditures, or with respect
to which a section 179 deduction was taken, or

4) A special purpose slructure or storage facility.
This includes single purpose agricultural and
horticultural structures and storage facilities
used in connection with the distribution of pe-
troleum or any primary product of petroleum. It
is also any other depreciable tangible property,
except a building or Its structural compo-
nents, thatis or has been an integral part of
certain business activities, a research facility
used in connection with these activities, or a
storage facility used in connection with these
activities. These activities are manufacturing,
production, extraction, or the furnishing of
transportation, communications, electncal en-
ergy, gas, water, or sewage disposal services.

Buildings and structural components. This
does not include a structure that is essentially an
item of machinery or equipment. Also, it does not
include a structure that houses property used as
an integral part of an activity, if the use of the
structure is so closely related to the use of the
property that the structure clearly can be expected
to be replaced when the property it initially houses
is replaced. The fact that the structure is specially
designed to withstand the stress and other
demands of the property and the fact that the
structure cannot be used economically for other
purposes indicates that itis closely related to the
use of the property it housed. Thus, such
structures as oil and gas storage tanks, grain stor-
age bins, silos, fractionating towers, blast fur-
naces, basic oxygen furnaces, coke ovens, brick
kilns, and coal tipples are not treated as buildings.

Storage facility. This is a facility used mainly for
the bulk storage ot fungible commodities. To be
fungible, a commodity must be such that one part
may be used in place of another. Bulk storage
means the storage of a commodity in a large
mass before it is used. Thus, if a facility is used to
store oranges that have been sorted and boxed, it
is not used for bulk storage.

Treatment of Gain

The amount of gain treated as ordinary income
on the sale, exchange, or involuntary conversion
of section 1245 property, including a sale and
leaseback transaction, is limited to the lower of
the amounts listed below.

1) The recomputed basis of the property minus
the adjusted basis of the property, or

2) The amount realized Irom the sale minus the
adjusted basis of the property.

For any other disposition of section 1245 property,
ordinary income is measured by the amount the
fair market value exceeds the adjusted basis of
the properly. See Other Dispositions, later.

Recomputed basis. The recomputed basis of
section 1245 property is the odjusted basis of the
properly (described earlier under Figuring Gain or
Loss) plus all adjustments reflected in the adjust-
ed basis on account ol deductions (whether for
the same or other property) allowed or allowabia
for depreciation or amortization.

Depreciation includes the amount allowed or
allowable for section 1245 property based on use-
ful life for depreciable property. Also included is
the regular or alternate ACRS deductions claimed
if the property is section 1245 recovery property.
Amortization, for this purpose, includes the section
179 deduction claimed (discussed later), and the
deductions for removal of certain bamors for trie
handicapped and elderly, child-care facilities or
on-the-job training facilities, pollution control facili-
ties, reforestation expenditures, and certain ex-
penditures for certified hislonc structures. In
figuring these deductions, you should also include
any basis adjustment that must be made for 3



investment credit claimed on the properly. See
Investment credit, later.

Example 1 In February 1985 you purchased
and placed in service tor 100% use in your busi-
ness a llght-duty truck (3-year properly) with an
adjusted basis ot S10.000. You tile your return on
acalendaryear. Your ACRS deductions for this
truck were $2;5C0 In 1985 and S3.800 in 1986.
There is no ACRS deduction in 1987, the year of
sale. You sell th9 truck in May 1987 for S7.000.
Your adjusted basis is $3.700 ($10,000 minus
$6,300). Your recomputed basis is S10,000
(53,700 plus $6,300). The amount you treat as or-
dinary income is (he lower of the following:

1) Recomputed basis ($10,000) minus adjusted
basis (S3.700) or $6,300, or

2) Amount realized ($7,000) minus adjusted basis
(S3,700) or $3,300.

The lower of these two amounts, $3,300, is the
amount of gain treated as ordinary income.

Example 2. On January 3,1978, you bought a
machine for $9.000. You claimed $600 deprecia-
tion on it each year and sold it for 58,000 on July
2,1987. Your adjusted basis on the date of sale
was 53,300 (59.000 less SS.700 (the S600 depre-
ciation for each of the years 1978 through 1986
and S300 for 1987)). Your recomputed basis is
£9.000 (your total depreciation deductions plus
your adjusted basis). The amount you treat as or-
dinary income is the lower of the following:

1) Recomputed basis (59,000) minus adjusted ba-
sis (S3,300) or S5.700, or

2) Amcunt realized (58,000) minus adjusted basis
($3,300) or 54,700.

The lower or these two amounts, 54,700, is the
amount of gam treated as ordinary income.
Because the gain (S4.700) is less than the total
deoredation (35,700), the entire gain is included
as ordinary income.

Section 1231 gain. Any gain that is more than the
oroinary income part is a section 1231 gain, which
is subject to the rule on nonrecaotured net suction
1231 losses. See Treatment ol Gains and Losses
order Section 1231 Property, earlier.

Tax-free exchange or Involuntary conversion.
If you receive property tor like property in a
(ax-free exchange or in an involuntary conversion,
decreciation includes all the depreciation that you
icok an the property you exchange to the extent it
is ro'lccted in your adjusted basis of the property
you receive. If you receive property as a gift, de-
creciation taken by the transferor is included to
the extent that it is reflected in your basis. If you
acquired property from a decedent, you do not
inciude depreciation taken by the decedent for
:hai property.

On prooerty other than personal property, you
must tako into account depreciation during periods
when tne property was not used as an integral
part cl an activity or did not constitute a research
cr storage facility, as described earlier.

For example, if depreciation deductions taken
on certain storage facilities amount to S10,000, of
which 56,000 is from the periods before their use
n connection with a prescribed business activity,
tho entire $10,000 must be taken into account in
determining ordinary income because of
depreciation.

The greater ot tha depreciation allowed or al-
lowaole to you, or to any other person who held
tna property il the depreciation was used to figure
:ne Eoi'jsted basis ol the property in your hands, is
generally the amounl to use in figunng the part of
gain to report as ordinary income. If in prior years
you have consisienlly taken proper deductions
uidor one method, the amount allowed for your
I-rior vears wi'i not bo increased even though a
+/eater amount would have been allowed under
mother proper method. If you did not take a de-
duction tor depreciation (or that tax year or any
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prior tax year, your adjustments to basis for depre-
ciation allowable are figured by using the straight
line method of depreciation. However, if you can
prove that the depreciation allowed in any tax year
was less than the amount allowable, you may use
the amount allowed.

This treatment applies only when figuring what
part ot gain is treated as ordinary income under
the rules for section 1245 depreciation recapture.

Class Ufa Asset Depreciation Range (CLAOR)
system. For treatment of gains under the CLADR
system, including gains recognized in ordinary
retirements and extraordinary retirements, see
section 1.167(a}-11 of the Income Tax Regula-
tions.

Section 179 deduction. Amounts deducted under
the section 179 deduction are recovered as ordi-
nary income to the extent of any gain on a sale or
disposition. See Publication 534, Depreciation.

Investment credit. On a disposition 0t section
1245 property or section 1250 property (discussed
later), any reduction in basis by part or all of the
investment credit claimed on the property is con-
sidered a deduction allowed (or depreciation.

If a disposition results in the recapture of
investment credit on property whose depreciable
basis has been reduced, the basis of the property
immediately before the disposition resulting in the
recapture is increased by part or al! ol the
recapture amount. This amount is any increase in
tax that must be paid plus any adjustment to
investment credit carrybacks or carryforwards. For
more information on the basis reduction, see Pub-
lication 572, General Business Credit.

Section 1245 property and other property. A
sale or other disposition may include several items
of section 1245 property, or a combination of
section 1245 property and other property. To fig-
ure the gain or loss on each item, the total amount
realized must be allocated among the section
1245 property and the other property in proportion
to each item's fair market value. If a buyer and
seller have adverse interests, their arm's length
agreement setting values for the items will estab-
lish the allocation. Leases cannot be used to
offset gains to report a combined gain for section
1245 properly. o

Multiple asset accounts. In figuring ordinary
income because of depreciation, you may treat
any number of units of section 1245 property in a
single depreciation account as one item if the total
ordinary income because ol depreciation figured
by using this method is not less than it would be il
depreciation on each unit were figured separately.

Example. Inone transaction you sold 50 ma-
chines. 25 trucks, and certain other property that
is not section 1245 property. All of the deprecia-
tion was recorded m a single depreciation
account. Alter dividing the total received among
the various assets sold, you figured that each unit
ol section 1245 property was sold at a gain. You
may figure the ordinary income because of depre-
ciation as if the 50 machines and 25 trucks were
one item.

However, it 5 of lhe trucks had been sold at a
loss, only the 50 machines and 20 of the trucks
could be treated as one item in determining the or-
dinary income because ot depreciation.

The normal retirement of section 1245 proper-
ty in multiple asset accounts does not require rec-
ognition of ordinary income because of
depreciation it your method ol accounting for
asset retirements does not require recognition of
that gain.

Section 1250 Property

Section 1250 properly includes all real property
that is subject to an allowance for depreciation
and is not or has never been section 1245 proper-
ty. It also includes leased proporty (such as a

building) to which the lessee has made Improve
monts that are subject to an allowance for depr
ciation, and the cost ot acquiring a lease. A fee
simple interest in land is not included because i
not depreciable.

If, because of a change fn use, section 1250
property becomes section 1245 property in the
hands of a taxpayer, it may never again be treai
as section 1250 property by that taxpayer.

ACRS deductions for recovery property and
property subject to the depreciation allowance
under modilied ACRS are treated as ordinary in-
come under section 1245 except for the followir
which are treated as section 1250 property:

1) 15-year, 18-year, or 19-year real property ar
low-Incoma housing that is residential rental
property.

2) 15-year, 18-year, or 19-year real property ar
low-income housing that is used mostly outsit
ol the United Slates,

3) 15-year, 18-year, or 19-year real property ar.
low-income housing on which the alternate
ACRS method of depreciation is taken, and

4) Low-income property.

19-year real property is property placed in

service after May 8,1985, and before January 1,
1987, (unless the modified ACRS depreciation
system was elected for property placed in servici
after July 31,1986, see Publication 534.) 18-yea
real property Is property placed in service after
March 15,1984, and before May 9,1985.15-yea
real property is property placed in service after
1980 and before March 16,1984,

The rules for section 1250 property do not ap
ply to an item If:

1) You figure depreciation on lhe property using
the straight line method or any other method
as long as that method does not result in de-
preciation that is more than the amount that is
figured by the straight line method, and you
have held the property more than a year,

2) You realize a loss on the sale, exchange, or in-
voluntary conversion of the property.

3) You dispose ot residential low-income rental
property that you held for 16J>years or more
(for low-income rental housing on which the
special 60-month depreciation (or rehabilitation
expenditures was allowed, the 16% years start-
ed when the rehabilitated property was placed
in service), or

4) You chose the alternate ACHS method for the
types ol 15-, 18-, or 19-year real property cov-
ered by the section 1250 rules.

5) You dispose of residential rental property or
nonresidential real property placed in service
after December 31,1986, (or after July 31.
1986, it the election to use the modilied ACRS
method was made). Additional depreciation is
not treated as ordinary income on the disposi-
tion of residential rental property and nonresi-
dential real property because these properties
are now depreciated using the straight line
method.

Gain Treated as Ordinary Income

To find what part of the gain is treated as ordi-
nary income lollow these steps:

1) In a sale, exchange, or involuntary conversion
of tho property, figure the excess of the
amount realized over the adjusted basis of Ihe
property tin any other disposition ol the proper-
ty, (igure (he excess of fair market value ovor
adjusted basis),

2) Figure ihe additional depreciation for the pen-
ods alter 1975, and

3) Multiply mo smaller ot (1) or (2) by the applica-
ble percentage (discussed later).

[)  any gam is left after following this procedure
(that is. it (1) is more than (2) ) then:



ov*. | Figure the additional depreciation for periods

iepr*  after 1969 but belore 1976,

fee i ) Multiply tho smaller ol the remaining gain ( (1)
less (2) ) or (4) by the applicable percentage
(discussed later), and

50 | )Add (3) and (5) to arrive at the gain that Is to be

he treated as ordinary incomo. However, seo Spe-

«eat*,  cialrule tor corporations, below, lor additional

_ Income corporations may have to roport.

!d art 1, Form 4797, must bo completed to figuro

)? ,io ordinary incomo part of any gain.

>wim ddItlonal Depreciation

y an
tal

If you hold section 1250 property longer than

ne year, tho additional depreciation is the excess
factual depreciation adjustments over the depre-
lation figured for the same period using the

. andfetraight line method. Any reduction in basis for
jtSld ‘nvestment credit Is treated as a deduction for de-

preciation (see Investment credit, under Section
\i245 Property, earlier). If you hold section 1250

"andproperty lor 1year or less, all the depreciation is

Additional depreciation.

The additional depreciation lor 15-, 18-, or
19-year real property is the excess of the amount
allowed over the amount based on straight line
depreciation lor the recovety period you actually
used for the property. The straight line method is
applied without any reduction ol the basis tor 50%
ol the Investment credit.

You will have additional depreciation if you use
the regular ACRS method, the declining balance
method, the sum ol the years digits method, the
units ot production method, any other method of
rapid depreciation, or if you elect amortization.
However, you will not have additional depreciation
from the amortization of: certified pollution control
facilities; on-the-job training and child-care facili-
ties; expenditures to remove architectural and

i transportation barriers to the handicapped and

elderly; or certain rehabilitation expenditures for
certain historic structures.

Special rule for corporations. Corporations, oth-
er than S corporations, have an additional amount
lo recognize as ordinary Income on the sale or
other disposition of section 1250 property. The
additional amount treated as ordinary income on
the sale of section 1250 property is 20 percent of
the excess of the amount that would have been
ordinary income if the property was section 1245
property or section 1245 recovery property over
the amount treated as ordinary Income under
section 1250. Report this additional ordinary in-
come on line 26(f) of Form 4797, Part lll, in the
same property column used for the amount
recaptured under section 1250.

Depreciation taken by other taxpayers or on
other property. To figure the amount of
additional depreciation, include all adjustments
that were made to the adjusted basis of section
1250 property because of depreciation deduc-
tions, whether they were made on this item of
property or other property (as in an exchange) and
whether the deductions were allowed to the tax-
payer or any other person (as in a transfer by gift).

Example. Larry Johnson gives his son section
1250 property on which he has taken 52,000 in
depreciation deductions, ot which S500 is
additional depreciation. Immediately after the gift,
tha son's adjusted basis in the property is Ihe
same as his father's and reflects the S500
addiiional depreciation. On January 1 of the next
year, after taking depreciation deductions of
S1.000 on the property, of which S200 is additional
depieciation, the son sells the property. At the
time ol the sale the additional depreciation is S700
(853)0 allowed the father plus S200 allowed the
son).

Allowed or allowable. The greater ol deprecia-
tion allowed or allowable (to any person wno held
the property il the depreciation was used in figur-
ing its adiusted basis in your hands) is generally
(he amount to use in ligunng tha part ol the gain

to bo roported as ordinary Income. However, if you
can show that the doduction allowed for any tax
year was loss Ihar. the amount allowable, the
smallei ligure will be tho depreciation adjustment
lor figuring additional depreciation,

Information to be filed. If the basis of soctlon
1250 property you have received as a gift, inherit-
ance, or In a tax-free exchange, etc., is reduced by
the depreciation that was either allowed or allowa-
ble to a former owner, a separate statement
containing tho information discussod earlier under
Records must be attached to your return for the
year the property was acquired.

Retired or demolished property. Tho
adjustments reflected In adjusted basis genorally
do not include deductions (or depreciation on
retired or demolished parts of section 1250 prop-
orty, unless these deductions are reflected in the
basis of replacement property that Is section 1250
property.

Example. If a wing of a building is totally de-
stroyed by fire, tho depreciation adjustments fig-
ured in the adjusted basis ol the building after the
wing is destroyed do not Include any deductions
for depreciation on the destroyed wing unless the
wing is replaced and the adjustments for deprecia-
tion on the destroyed wing are reflected in the ba-
sis of the replacement property.

The useful tifo and salvage value you use to fig-
ure tne amount that would have been the depreci-
ation if you had used the straight line method are
the same as that used under the depreciation
method you actually used, If you did not use a
useful life under tho depreciation method actually
used (such as with the units of production meth-
od), or if you did not take salvage value into
account (such as with the declining balance meth-
od), the useful life or salvage value for figuring
what would have been the straight line deprecia-
tion is the useful life and salvage value you would
have used under the straight line method. Salvage
value is not used for either the regular, the alter-
nate, or the modified ACRS method.

Property held by lessee. If a lessee makes a
leasehold improvement, the lease period for figur-
ing what would have been the straight line depre-
ciation adjustments and for figuring the additional
depreciation includes all renewal periods, but the
period cannot be longer than the useful life of the
improvement. This same rule applies to the cost
of acquiring a lease.

Renewalperiod means any period for which
the lease may be renewed, extended, or contin-
ued under an option exercisable by the lessee.
However, the inclusion of renewal periods cannot
extend the lease by more than two-thirds of the
period that was the basis upon which the actual
depreciation adjustments were allowed.

Rehabilitation expenditures. * part of the spe-
cial 60-month depreciation adjustment allowed for
rehabilitation expenditures incurred in connection
with low-income re”'sl housing is additional depre-
ciation. After 1986, the special 60-month
treatment of expenditures is no longer available,
unless the expenditures were incurred under a
binding contract, or il rehabilitation began before
1987. See Publication 535, Business Expenses.

If the property is held one year or less alter the
expenses are incurred, the entire special depreci-
ation adjustment is treated as additional deprecia-
tion. If the property is held more than one year
after the expenses are incurred, the additional de-
preciation is the excess of the special depreciation
adjustments from the rehabilitation expenditures
over the adjustments that would have resulted
had the straight line method and the normal useful
life and salvage value been used.

Example. On January 3,1987, Fred Plums, a
calendar-year taxpayer, sells real property, the
entire basis ot which is from the rehabilitation ex-
penses of 550.000 incurred in 1975. The property
was placed in service on January 2,1976, and

under the special depreciation provisions for reha-
bilitation expenses was depreciated under tho
straight line method using a useful life of 60
months (5 years) and no salvage value. If Fred
had used the regular straight line method, ho
would have used a salvage value of 55,000 and a
useful life of 15 years. Deprociaiion undor tho
straight lino method would bo 53,000 oach year
(1/15 X $45,000 (350,000 - 55,000)). On Janu-
ary 1,1987, Ihe addiiional depreciation for tho
property was 517,000, ligurod as follows:

Depreciation ~ Straight line Additional

claimed depreciation depreciation

1970 $10,000 $ 3,000 $ 7,000
1977 10.000 3,000 7,000
1976 10.000 3.000 7,000
1979 10,000 3,000 7,000
1980 10,000 3,000 .7.000
1981 3,000 (3.000)
1982 3,000 (3.000)
1983 3.000 (3,000)
1084 3.000 (3.000)
1085 3.000 (3.000)
1986 3,000 (3,000)
Tolll $50,000 S33.000 S17,000

Applicable Percentage

To ligure the amount taxable as ordinary in-
come because of additional depreciation, when
real property is disposed ol, you may have to use
one or two applicable percentages depending up-
on whether the property is nonresidantial real
property, residential real property, or low-income
housing. Tho applicable percentages that must be
applied to these types ot real property are as
follows.

Nonresldentlal real property. For real property,
which is neither residential real proporty nor
low-income housing, the applicable percentage is
100% for periods after 1969. For periods before
1970 the applicable percentage is zero and no or-
dinary income will result on its disposition because
of additional depreciation beforo 1970.

Residential real property. For residential real
property (85% or more of the gross incomo is
from dwelling units), other than low-income hous-
ing, Ihe applicable percentage is 100% for periods
after 1975. For residential rental property (80% or
more of the gross rental income is from dwelling
units), the applicable percentage for periods after
1969 and before 1976 is 100% minus one percent
for each full month the property was held in
excess of 100 months. When this property has
been held for at least 16% years, the applicable
percentage is zero and no ordinary income
because of additional depreciation will result on its
disposition. The applicable percentage for periods
before 1970 is zero and no ordinary income will
result on its disposition because of additional de-
preciation before 1970.

Example. An apartment house that qualifies as
residential rental property was acquired on Janu-
ary 1,1975, is sold on January 2,1987. The
excess of amount realized over adjusted basis is
S$50.000. Additional depreciation attributable to the
property is 520,000 of which 518,000 is additional
depreciation after 1975, and 52,000 for additional
depreciation after 1969 and before 1976. For the
additional depreciation after 1975, the applicable
percentage is 100%, and for after 1969 and
before 1976, the percentage is 56%; (hat is.
100% minus 44% (144 months minus.100
months). Gain treated as ordinary income is' fig-
ured as follows:

1) Excoss of amounl realized over

adiusted basis.........cccccevieeninne S50.000
2) Additional depreciation alter
L1975, e S18.000

Additional steps are necessary because (1)
exceeds (2):
15



*orof: m«* 100% Su
ton»t
............. *2,000
«f @ cam of
v« tmo .............. 1,120
G»|n ra«|»d Si ordlnarylncoma *19,120

Tho remaining gain of $30,800 Is reporiod In
Part I. Form 4797, and 19 subject to tax under oth-
or provisions ot the law relating to sales and
exchanges. See tho discussion under Reporting
Gains and Losses.

Low-Incoma housing. Low-income housing
includes tho following types of proporty:

1) Foderally assisted housing projects whore tho
mortgage is Insured under soction 221(d)(3) or
238 ol the National Housing Act, or housing fi-
nanced or assisted by direct loan or tax abate-’
mont under similar provisions of stato or local
laws,

Low-income rental housing tor which a depreci-
ation deduction for rehabilitation expenditures
was allowed,

Low-incomo rontal housing held for occupancy
by families or individuals who ore eligible to re-
ceive subsidies under soction 8 of the Unitod
States Housing Act of 1937, as amended, or
under tho provisions of state or local laws that
authorizo similar subsidies for low-income fami-
lies, and

4) Housing flnancod or assistod by direct loan or
Insured under Title V of the Housing Act of
1949.

N
—

w
-~

The applicable percentage for periods alter
1975 for low-income housing is 100% minus one
percent (or each full month the property was held
in excess of 100 full months.

For properties described in (2), (3), and (4)
above, the applicable percentage for periods after
1969 and before 1976 is 100% minus one percent
tor each full month the proporty was held over 100
full months. However, for property described in (1)
Ihe applicable percentage is 100% minus one per-
cent for each full month the property was held
over 20 full months.

The applicable percentage for periods before
1970 Is zero.

To figure the applicable percentage for
low-income housing for which the special depreci-
ation for rehabilitation expenses was allowed, the
100 full months start when the property was
placed in service.

Example. On July 1,1987, Bob Brown, a calen-
dar year taxpayer, sold real property that was
acquired on September 1,1975. The excess of
amount realized over adjusted basis is $15,000.
The property qualified as low-income residential
rental property under item (3) of the listing for
each tax year after 1969. For the additional depre-
ciation of $3.500 after 1975, and for the additional
depreciation ol S600, after 1969 but before 1976
the applicable percentage is 58%; that is, 100%
minus 42% (142 months less 100 months). Gain
treated as ordinary income is figured as follows:

Cefsgkamount realized over
2) %(;‘élona ----------------------

Additional steps are necessary because (1)
exceeds (2):

z} e erof&l é |me51158% ................. 52030
I preCiion aft
5) (gsser aJ; %ort XCESS of 3600
over (2)' imes 9 .............. B
Gam treated as ordlnary mcomo ................... 2378
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Tha remaining gain of $12,822 Is reported In
Part I, Form 4797. Thia gain is aomotimes treated
aa capital gain and aomotlmea boated as ordinary
Incomo undor rules discussed later under
Reporting Gains and Losses.

Foreclosure. If section 1250 property Is disposed
ol bocnuae ot foreclosure or similar proceedings,
tho monthly percentage raduction of the amount
of additional depreciation Is figured as if you
disposed of tho property on tho starting dato of
the proceedings.

Example. On Juno f, 1976, you acquired
low-Incoma rental proporty. On Apnl 1,1987 (130
months altor the property was placod In service),
foreclosure proceedings wore started on tho prop-
erty and on Docombur 1.1988 (100 months after
tho property was placed In service), the property
was disposed of as a rosult of the foreclosure pro-
ceedings. Tho low-tncome rontal property qualified
for tho special additional depreciation monthly
porcentogo reduction, becauso it was hold In
excess of 100 full months (that is. ono porcont per
month reduction after 100 months). The applica-
ble percentage reduction will bo 30% (130 months
loss 100 months) rather than 50% (150 month9
less 100 months) becauso tho percentage reduc-
tion would not apply alter March 31,1987, tho
starting dato of the foreclosure proceedings.

Holding period. To figure the applicable percent-
age, when itis less than 100%, the holding period
for property acquired generally starts on tho day
alter it is acquired. Thus. If you bought typo (1)
low-income housing (defined earlier) on January 1,
1972, the holding period starts on January 2,
1972. If you sold it on January 2.1987, the holding
period Is exactly 180 months, and the applicable
percentage for additional depreciation for penods
after 1969 and belore 1976 13 0% (100% reduced
by a percentage equal to the number of full
months in tho holding period in excess of 20
months). Tho applicable percentage for additional
depreciation after 1975 is 20%, that is, 100% mi-
nus 80%, one percent for each full month it was
held over 100 full months.

Forproperty you constructed, reconstruct-
ed, orerected, the holding perlod starts on the
first day of the month In which it is placed in
service in a trade or business, in the production of
income, or in a personal activity.

Forsection 1250 property acquired by gift or
In a tax-free exchango, the basis of which Is fig-
ured by reference to the basis in the hands of the
transferor, the holding period, for the purpose of
the applicable percentage, includes the holding
period of the transferor.

If, however, tho adjusted basis of the properly in
the hands of the transferee just after the transac-
tion is more than its adjusted basis to the
transferor just before the transaction, the holding
period of the excess is figured as if it were a sepa-
rate Improvement. This also applies to the sale
of a principal residence and the buying of another
principal residence, if the adjusted basis of the
residence acquired is more than the adjusted ba-
sis of the residence sold.

Property with Two
or More Elements

If section 1250 property has more than one
separate element, lhe gain to be reported as ordi-
nary income is the sum of the ordinary income fig-
ured for each element.

Three types of separate elements are:

1) A separate improvement (defined later),

2) The basic section 1250 property plus improve-
ments not qualifying as separate improve-
ments, and

3) The units placed in service at different times
before all of the section 1250 property is fin-
ished. For example, this happens when a tax-
payer builds an apartment house of 100 units,
and places 30 units in service (available for

~ 1
ronting) on January 2,1088,50 ort Joty 18. 1
1986, and tha remaining 20 on January 19,
1967. As a rasuiL tha aparlmont housa
consists ot three separate elements.

A separate Improvamsnt is uech Improvoman
addiKf lo tho capital account of tha property if tH
total of tho improvumonls during mo 36-nmonti i
ponod ondmg on the last day of any one féX yost
is moru than tha greater of:

1) Ono-fourth of tho adjusted bns:s ot thai propnJ
ty at tho start of the first day ot the 36-month’
ponod, or the first day ol tho holding ponod o(
tho proporty, whichuvor Is Intor,

2) One-tenth of tho unadjusted basis of tho prop
orty at tho start of the first day of tho 36-mont
period, or tho first day of tho holding penod of
tho property, whichovor Is later, or

3) $5,000.

Anyaddition to tho capitalaccount made af-
ter tho initial acquisition or completion of tho prop
erty by you or by any other porson who hold the
property dunng a ponod included in your holding
ponod is to bo considered when figuring the total
amount of separate improvomonts.

Tho addition to the capital account of deprecia-
ble real property Is tho grosa addition, not re-
duced by amounts attnbutablo to replaced
property. Thus, if a roof with an adjusted basis of
S20.000 is replaced by a new roof costing
$50,000, the improvement is the gross addition to
Ihe account, S50.000, and not tho net addition of
$30,000. The $20,000 adjusted basis of the old
roof is no longer reflected in tho basi9 of the prop-
erty.

Whether an addition to the capital account is to
be treated as a separate Improvement may de-
pend upon the Imal disposition of the entire prop-
erty. If the addition to tho property and the original
property are sold in two separate transactions, the
entire section 1250 property is treated as
consisting of two distinct items.

The adiusted basis under (1) of tho previous
listing and the unadjusted basis under (2) include
the depreciated cost and the actual cost of all im-
provements, along with those that do not qualify
as separate improvements. However, neither the
adjusted nor the unadjusted basis includes the
cost of retired components that are no longer part
of the section 1250 property, unless the adjusted
basis of these is reflected in the basis of the re-
placement property.

One-year test An addition to the capital
account for any tax year is treated as an improve-
ment only if the sum of all additions for the year is
more than the larger of $2,000, or one percent of
the unadjusted basis of the property figured as of
the start of that tax year or the holding period of
the property, whichever is later. Thus, in applying
the 36-month period test, improvements in any
one of tho 3 yjars are omitted entirely if the total
of the improvements in that year does not qualify
under the one-year test.

This one-year test is applied to all years follow-
ing the acquisition of section 1250 property.
Therefore, il such property was acquired in 1978
and improved in 1987, it will be necessary to lig-
ure if the improvements made in 1987 qualify as a
separate element with a separate holding penod.

Example. Assume that the unadjusted basis ol
property is 5300.000 on January 1,1987, for a cal-
endar-year taxpayer. During the year'the taxpayer
makes improvements A, B, and C which cost
51,000,5600, and S700, respectively. Because
the sum of the improvements. S2.300, is less than
one percent of the unadjusted basis (one percent
is 53,000), the improvements in 1987 do not satis-
fy the one-year test and cannot be treated as sep-
arate improvements for the 36-month penod tesL
However, if improvement C cost S1.500, (he sum
of the 1987 improvements would bo 53,100 and it
would be necessary to apply Ihe 36-month penod
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l«tl lo figure if tho improvements must be treatod
is ioparate improvement*.

HoldIng period ol property with two or more
elements. The following is used lor ligunng lhe
uppiicaDlo percentage:

1) Tho holding ponod ol a separate olement
placed In servico belore Ihe entire section
1250 properly is finished starlet on (he firs) day
ol tho month that tho separate element is
placed in servico,

Tho holding ponod (or oach separalo improve-
ment starts on tho day after the proporty was
acquired or, lor proporty constructed, recon-
structed. or eroctod, the tirst day ol the month
that tho property was placed in service;
whereas

Tho holding period (or oach Improvement not
qualifying as a soparato element Is treated us
part ol the original proporty arid tokos tho
holding ponod of the original properly (or figur-
ing tho applicable percentage.
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However, il an Improvement, considered alone,
does not meot tho ono-yoar tost (greater ol
S2.000 or one percont ol (lie unadjusted basis) but
does qualify as a separate Improvement
constituting a sepa‘ate element when grouped
with other improvements mado during the tax year
(which also do not moet this test), tho holding pe-
riod lor tho Improvements starts on tho first day ol
a calendar month that is closest to the middle ol
the tax year. Il there are two dates that are equally
close to tho middlo ol tho yoar, tho earliest dato is
used.

Ordinary Income attributable to each separate
element Is figured as follows—

Step 1. Figure the ratio of the additional depre-
ciation alter 1975 lor the element to tho sum ol
tho additional depreciation after 1975 lor all ele-
ments.

Step 2. Multiply the ratio (igured in Step 1 by the
lesser ol the additional depreciation after 1975 1or
Ihe entire property or the gain (rom disposition ol
the entire property (the difference between the (air
market value, or amount realized, and the adjust-
ed basis).

Step 3. Multrply tho result In Step 2 by the appli-
cable percentage (or the element.

For any gain that is left, you must apply the follow-
ing sleps.

Step 4. Figure the ratio ol the additional depre-
ciation after 1S69 and belore 1976 for the element
to the sum of the additional depreciation after
1969 and before 1976 for all elements.

Step 5. Multiply Ihe ratio figured in Step 4 by the
lesser of lhe additional depreciation after 1969
and before 1976 for the entire property or the re-
maining gain from disposition of the entire

| Property.

Step 6. Multiply the result in Step 5 by the appli-
cable percentage for the element.

Example. You acquired type 1 low-income
housing on January 2,1977. On January 2,1987,
you sold it at a gain of S25.000. But, at the date of
sale it consisted of four elements (W, X, Y, and Z).
The additional depreciation after 1975 (oi each el-
ement was: W— S12,000; X— None; Y— S6.000;
and Z— 56,000. The sum of the additional depreci-
ation for all the elements (Step 1) is S24.000. Tha
depreciation deducted on element X was 54.000
less than it would have been under the straight
line method and depreciation on the property as a
whole was S20.000 (S24.000 minus S4.000).
Because 520,000 is lower than the S25.000 gain
on the sate, the S20.000 is used in Step 2. The ap-
plicable percentages to be used in Step 3 (or the
elements were: W—68%; X—85%; Y— 92%; and
Z— 100%.

From these (acts, the sum ol the ordinary in-
come (or each element is computed as follows:

Ordinary

Slop | Slop2 Slop3 incomo
Wi 912,000 =
924.000 920.000M k 9 0,600
D, STTTT RPN 90+
924.000 520.000 85% 0
58.000 i
524,001) 520,000 62% 4.600
96,000 @
524.000 520,000 100% S.000
Sum of tha ordinary Incoma of tha aaparalt
alimanta 510.400

Installment Sales

A gain (rom lho disposition of doprociablu per-
sonal property or real properly may bo roporied
under tho installment method, il you moot tho
rulos lor using that inolhod.

Any recapture of depreciation, including tho
soction 179 doduction, is taxable as ordinary in-
come under section 1245 or 1250 in the year of
disposition up lo Iho amount ol the gam, oven if
no pnymonts are recolvod in tha! year. Your ad-
justed basis of tho property disposed ol is troated
as including tho amount ol depreciation rocopturo
Income. If you do not ropori all ot tho gain In the
year of salo, you report the remainder of tho gain
using the rules ot tho installment method.

If you dispose of more than ono assetin a
single transaction, you must separalely ligure the
gain on each asset so that the gains may bo prop-
erly reported. Tho part ol Ilhe down paymont that
is income and each installment payment must bo
allocated between your depreciation recapture in-
come and your other interests that may bo entitled
lo capital gains treatment. The amounts thus
allocated can bo reported concurrently. The de-
preciation recapture incomo must be reported in
full for each asset belore capital gain Ireaiment is
allowe 1 on tho rest of the gain.

For a detailed discussion of installment sales,
see Publication 537.

Other Dispositions

If you make a gift of depreciable personal prop-
erty or real property, you are not required to report
income on the transaction. However, il the person
who receives it (donee) sells or otherwise
disposes ol the proporty and this subsequent dis-
position is subject to recapture, the depreciation
that you deducted must be taken into account by
the donee in figuring the gain to be reported as or-
dinary income.

For depreciable real property on which the ap-
plicable percentage is less than 100%, depending
on how long the property was held, the donee
must take into account the donor's holding period
lo ligure the applicable percentage. See Holding
perll_od under Applicable Percentage, discussed
earlier.

Disposition part gift and part sale or exchange.
If you transfer depreciable personal property or
real property lor less Ihan its lair market value, in
a transaction considered to be partly a gilt and
partly a sale or exchange, and the amount real-
ized is more than your adjusted basis, you must
report ordinary income because ol depreciation.
Only the balance ol your depreciation is carried
over lo the transferee, to be taken into account on
its later disposition. See Gilt to charitable organi-
zation, later.

Example. You transfer depreciable personal
property to your son lor S20.000. When trans-
ferred, the property had an adjusted basis to you
of $10.000 and a fair market value ol S40,00fi
your depreciation taken was S30.000. You <i,t
considered to have made a gilt of $20.000, Ihe
difference between the S40.000 fair market value
and lhe S20.000 sale pnee lo your son. You have
a taxable gain on the transfer of $S10,000 (S20.000
sale price less SI0.000 adjusted basis) that must

be reported aaordinary income becauso of dopre-
ciaiion. Becauso you report 910,000 of your
930.000 depreciation aa ordinary income on the
tranalor of the proporty, only tho romammg
920.000 la carried over to your son. lo be taken
Into account by him on ita later disposition

Gilt to charitable organization. Il your giltla to a
charitable organization, the amount ol your chari-
table contribution ol property musl bo raducod by

0 ol lho ordinary gam end short-term capital
gam that would ronult had you sold tho proporty at
its lair market value al the time ot Iho contribution.
Alto, you may have to roduco lho amount of your
charitable contribution ol property by iho
long-lerm capilal gain that would rosull rl you sold
Iho propurty at its lair market valye_ gt tho lime ol
tho contribution. See Publication §28, Chanlablo
Contributions. Thus, the (air market value of de-
preciable real or personal proporty given to a
charitable organ,zation musl always be reduced by
the potential ordinary gain bocause ol deprecia-
tion.

Bargain sala to charitable organization. A
bargain sale is a sale or oxchango ot proporty lo a
charitable organization for less than its lair market
value with tho result that the transaction is partly a
salo or exchango and partly a charitable conlnbu-
tlon. The spocial bargain salo allocation rulos ap-
ply only if. without regard to those allocation rules,
the salo would result in a charitable contribution
for the contributed part of the property.

In figuring whether tho sale wou.d rosull in a
charitable contribution, Ihe fair market value of the
proporty must be reduced by the sale proceods,
by 100% ol tho ordinary gam, and by the
long-term capital gam, if such reduction applios,
that would be realized il the entire property had
been sold by lhe donor at its lair market value al
the time ol Iho sale or exchange. If no contribution
results or. il bocause of the percentage limitations
on charitablo contributions, no deduction is allow-
able, the bargain sale is treated as a regular sale.

Allocation to sold and contributed parts. Il a
sale results in a charitable contribution that quali-
fies as a bargain sale, the adjusted basis ot the
property must be divided between the part of the
property sold and the part of Ihe property given
to the charily. This division is made on the basis of
Ihe fair market value of each part. Gain bocause
of depreciation that would have resulted had the
entire property been sold at its fair market value at
the time of the contribution is divided the same
way. For mare inlormation on bargain sales, see
Publication 526.

Example. You sell depreciable personal proper-
ty to a charitable organization lor its adjusted ba-
sis of 512,000, The property has a fair market
value of 525,000, it originally cost 522,000, and
you have claimed depreciation of 310,000 for it.
Assume that the contributed amount is not
required to be reduced by the long-term capilal
gain that would have resulted from a sale at fair
market value. Without regard to the bargain salo
allocation rules, the sale results in a charitable
contribution of 53,000 (525,000 fair market value
minus , 00 sales proceeds and 810,000
depreciation).

Because Ihe sale qualifies as a bargain sale,
you must assign 48% (512,000 sale proceeds di-
vided by 325.(?00 lair market value) ol the adjust-
ed basis to the part sold and ihe remaining 5 Y%
lo the part given.

Gain on partsold:

E LR it i 1

Ciain on part S0ld. ... S 6240
Ug% = S|0.000) 4,800
A . depreciation S 140

h iation (54.800) is less Ih
e hageoreciation (54800 s nen
dinary income. The remaining gain (31.440) is 17



treated as oxplalned loter under Reporting Gains
and Losses.

Osin on partgiven:
Value ot contribution...........cccceeevevieeeiierecennnns $13,000
Reduction for gain not long-term capital gam
ns cotcnbod proviously. This is the lesser
cl:
Entire gain on part given: ($13,000 minus
52% o( S12.000), S8.760, or
Depreciation (52% ol 510,000). 55,200-...

Amount of contnbution.............cccceeiiieniieen.

Transfers at Death

When a taxpayor dies, no gain is reported on
depreciable personal property or real proporty that
is transferred lo his or hor estate or benoficlary.
For more inlormatjon see Publication 559, Tax In-
formation for Survivors. Executors, and Adminis-
trators and Publication 551,

Howovor, il lho taxpayer disposed of the proper-
ty while alive end, becauso ol the method of
accounting used or for any other reason, the gain
from the disposition is reportable By the estate or
beneficiary, it must be reported the same way the
decadent would have been required to report If ha
or sho were alive.

Ordinary income because of depreciation must
be reported on a transfer from an executor, ad-
ministrator. or trustee to an heir, legatee, devisee,
or beneficiary if the transfer is a sale or exchange
on which a gain is realized.

Example 1 Janet Smith owns depreciable
property that, upon her death, is inherited by her
son. No ordinary income because ol depreciation
is reportable on the transfer, even though the
value used for estate tax purposes is more than
the adjusted basis of the property to Janet when
she died. However, if she had sold the property
before her death and realized a gain, and if
because of her method of accounting, the pro-
ceeds from the sale were income in respect of a
decedent reportable by her son, he would have to
report ordinary income because of depreciation.

Example 2. The trustee of a trust, which was
created by a will, transfers depreciable property to
a beneliciary in satisfaction of a specific bequest
ol $10,000. If the property had a value of $9,000 -
at the date used for estate tax evaluation
purposes, the J1.000 increase in value to the date
of distribution is a gain realized by the trust, and
ordinary income because of depreciation must be
reported by the trust on the transfer.

A stk

A tax-free exchange of depreciable personal
property or real property solely (or stock or securi-
ties of a controlled corporation will not result in or-
dinary income because of additional depreciation
as described earlier. The transferee corporation's
basis is the same as the transferor's adjusted ba-
sis on the date ol the transfer.

For depreciable real property, the holding period
of trie transferee corporation includes the holding
period of the transferor (but see trie special rules
explained earlier under Holding period). Any
additional depreciation at the time of the
excnange is carried over to the transferee corpo-
ration and must he considered il there is a later
sale or other tiisposilion.

Howover, if, in addition to the stock, money or
other property is received by the transleror, gain
up to the amount ot the money or other property
received must be included in income under the
rules explained in Pan | ol this publication. Ordi-
nary income because of additional depreciation
must be reported, bui it may not be mere than the
amount ol gain that must be included in income.

Example 1 You own equipment having a (air
market value ol S12.000 on which you have
18

claimed depreciation of S10.000. Tha equipment
originally cost you $18,000 In 1977. In 1987, you
transfer It to your controlled corporation for slock
worth $11,000 and S 1,000 In cash. Because lhe
gain that must be includod in your Incomo Is limit-
od lo the cash recolvod (see Nontaxablo
Exchanges, earlier) and itis not more than the
310.000 of depreciation, tho $1,000 must be re-
ported as ordinary income.

Tho basis of the proporty in the hands of lhe
corporation Is 59,000 (your adjusted basis of
$0,000— 518,000 cost loss $10,000 depreciation
— plus the gain of $1,000 you are required to
report). If tho corporation soils the equipment for
512.000 wilhout deductin’) any more depreciation,
its gain is 53,000, all of which it will report as ordi-
nary income (becauso your $10,000 of deprecia-
tion less lho $1,000 ordinary incomo you report on
your exchange is more than the $3,000 gain).

Example 2. I, in the previous example, you re-
ceive $11,000 cash and stock worth SI,000, you
would report 54,000 as ordinary income because
ol depreciation.

Transfer to tax-exempt organization. If you
transfer property to a tax-exempt organization (or
stock or securities ol that organization, you usually
must report the entire amount of ordinary income
from depreciation, as figured under the rules
discussed in this publication, for the year the
exchange is made. This does not apply if you
transfer property to an exempt farmers’ coopera-
tive or if the organization receiving the property
uses it in an unrelated trade or business.

G

Depreciable personal property. A like-kind
exchange of your persona! property, or an invol-
untary conversion of the property because of a
casualty, theft, or condemnation for public use (or
threat or imminence thereof), will not result in your
having to report ordinary income because ol de-
preciation unless property olher than depreciable
personal property is received In the transaction.

If you receive prop»rty other than depreciable
personal property and you include gain as ordi-
nary income because of depreciation, the amount
is limited to the smaller of:

1) The gain on the transaction up to Ihe amount
of depreciation deducted, or

2) The gain that musl be included in income
under the rules for like-kind exchanges or invol-
untary conversions, plus the fair market value
of property other than depreciable personal
property acquired in the transaction.

Example 1 On January 3,1987, you bought a
new machine lor 54,300 cash plus your old ma-
chine for which you were allowed a 51,360
trade-in. The old machine cost you 55,000 on Jan-
uary 2,1983, For 1983 through 1986, you take
ACRS deductions of S750, 51,100, S1.050, and
$1,050. Even though S3,950 has been deducted
under ACRS, the S310 gain (S1.360 trade-in allow-
ance less S1.050 adjusted basis) is not reported
because any tax on the gain is postponed and you
received only depreciable persona! property in the
exchange.

Example 2. On January 3,1985, you bought
office furniture for S1.500. You deducted S225 and
S330 under ACRS on your 1985 and 1986 returns.
On January 3,1987. a (ire destroyed Iho (urniture
and you received S1.200 (rom your lire insurance.
However, replacement furniture cost you only
$1,000. (See the discussion of Replacement prop-
erty in Publication 547.) Your taxable gain is limit-
ed to the remaining S200 insurance payment.
Because your taxable gain is less man me S555
ACRS deduction you deducted, the S200 is report-
ed as ordinary income.

Example 3. In 1987 a (ire destroyed office ma-
chinery you purchased in 1983 for S116,000. The

ACRS deductions were $91,640, and ths mei
ory had an adjusted basis ol $24,360. You gc
5117.000 insurance payment, realizing a gam
$92,640.

You immediately spent $105,000 of tho ins
ance payment for replacement machinery arx
59.000 (or stock that qualifies as roplacemen'
proporty, and you chose to postpone the tax <
your gain. Because $114,000 ol lhe $117,000
surarice payment was used to buy replaceme
property, the gain that must bo included in inc
under the rules lor involuntary conversions is
unoxponded part or S3,000. Also, the part ol t
insurance payment (59,000) used to buy the n
depreciable property (tho stock) also must be
eluded in figuring the gain because of
depreciation.

The amount you must report as ordinary ino
on the transaction on your 1987 return is S12.1
figured as follows:

1) Gain realized on the Iransaction (592,640)
limitod lo depreciation ($01.640)...............

2) Gain Includible in income
Fair market value ol property oth-
er than depreciable personal
property (lho stock)

501

512.

Amount reportable as ordinary income (lesser
ol(Q)or(2) ). e e e

If, instead of buying 59,000 in stock you had
bought S$9.000 worth of depreciable personal
property that was similar or related in use to the
destroyed property, you would only report S3.0C
as ordinary income.

Depreciable real property. If you have a gain
from a like-kind exchange of your real property
Irom an involuntary conversion, the amount to ¢
reported as ordinary income because of addtboi
depreciation is limited to the larger of:

1) The gain that must be reported under lhe rut
for like-kind exchanges or involuntary
conversions, plus the fair market value of
stock purchased as replacement property in
acquiring control of a corporation, or

The gain you would have had to report as ore
nary income because of additional depredati
had the iransaction been a cash sale less th,
cost (or fair market value of an exchange) of
the depreciable real property acquired.

N
~

The ordinary income not reported (or the year
the disposition is carried over to the depreciable
real property acquired in the like-kind exchange *
involuntary conversion as additional depreciabor
from the property disposed of. Further, to figure
the applicable percentage of additional depreda-
tion to be treated as ordinary income, the holdinr
period starts over for the new property.

Example. The state paid you S116,000 when r
condemned your depreciable real property for
public use. You bought other real property, simila
in use to Ihe property condemned, for S110,000
(515,000 for depreciable real property and
595.000 for land) and you also bought stock lor
55.000 to get control of a corporation owning
property similar in use to lhe property condemne
You chose to postpone Ihe lax on the gain. Il the
transaction had been a sale for cash only, under
the rules described earlier, S20.000 would have
been reportable as ordinary income because ot
additional depreciation. -

The ordinary income lo be reported is S6.000,
which is lho larger of:

1) The gain that would be required to be reoortec
S1.000 (S116,000 - S115,000) plus Ihe (air
market value ol stock bought as qualified re-
placement property, S5.000, tor a total ol
SO,000, or

2) The gain you would havo had to report as occS
nary income because ol additional deprecatx>
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(520,000) had this transaction been a cash
sale, less the cost of the depreciable real prop-
erty bought ($15,000), or $5,000.

Baals of realproperty acquired In Involunta-
ryconversions. If only depreciable real property
isacquired to replace depreciable real property in
an involuntary conversion in which gain is realized,
and tax on the gain i3 postponed under lhe rules
for involuntary conversions, the basis of lhe re-
placement property i3 its cost less the gain on
which tax is postponed. Il the replacement
consists ol more lhan one piece of depreciable
roal property, the cost of each piece is reduced by
an allocable pert of the gain.

However, if the replacement property consists
of both depreciable real properly and other
property, the basis must bo figured as follows:

1) Figure a tentative basis lor the depreciable real
property by subtracting Irom its cost the ordi-
nary incomo because 0l addiiional depreciation
that is not required to bo reported (if more than
one piece ol depreciable property is acquired,
the tentative basis must be allocated to each
piece in proportion to its cost),

2) Add the tentative basis figured in (1) to the cost
of the other property acquired,

3) Subtract from the total in (2) Ihe excess of gain
on which lax is postponed over the ordinary in-
come because of additional depreciation not
required to be reported, and finally

4) Allocate the amount obtained in (3) to each
asset in proportion to its cost, as listed in (2).

Example 1 You receive an insurance payment
ol S90.000 because ol the destruction by tire of
depreciable real property (an office building you
acquired in 1980) that had an adjusted basis ot
$73,000, with additional depreciation of S10,000.

Your realized gain Irom the involuntary
conversion is 517,000, and under the general
rules for dispositions of depreciable real property
you would report S10.000 (lesser of S10.000

53 ¢ additional depreciation or your $17,000 gain) as

j
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ordinary income because of additional deprecia-
tion. However, you immediately spend the S90.000
for depreciable real property similar in use to the
property destroyed, choosing to postpone the tax
on the gain, and therefore no income from the
additional depreciation must be reported under the
special rule for involuntary conversions discussed
earlier.

The basis of the replacement property is its cost
of 590,000 less the 517,000 gain on which lax is
postponed, or S73.000. The 510,000 of ordinary
income that you would otherwise be required to
report is carried over to the replacement property
as additional depreciation. The holding period of
*he newly acquired property includes the period
during which you held the converted property.

Example 2. John Adams gets a 590,000 fire in-
surance payment lor depreciable real property
(office building) wilh an adjusted basis ot S30.000.
He uses the whole payment to buy property simi-
lar in use, ol which S42.000 is for depreciable real
property and S48.000 is lor land. He chooses to
postpone the tax on the S60.000 gain realized on
the involuntary conversion. 01 this gain SI0.000 is
ordinary income because of additional deprecia-
lion, but is not reported because ol the exception

. lor involuntary conversions. The S30.000 basis of

tho property bought is allocated as lollows:

1) The tentative basis of depreciable real property
is $32.000 (cost of S42.000, less $10,000 ordi-
nary income not required to be reported).

The tentative basis of depreciable real property
plus the cost of other property (land) is
$80.000 (S32.000 plus S48.000).

Subtract (rom the S80.000 figured in (2) the
difference between S60.000. the gam on tax
which is postponed without regard to tne rules
described earner, and S10.000, the ordinary in-
come because ol additional depreciation mat is

N
~

w
~

not required to be reported. The difference Is
$50,000 which, subtracted from 580,000,
leaves $30,000.

4) Allocate the result In (3) to both properties by
their costs, as considered in (2).

Depreciable real property

$32,000 -r $80,000 X $30,000 = $12,000
Other property (land)

540,000 -r $80,000 X $30,000 = S18.000

The ordinary Income not required to be reported
($10,000) Is carried over as additional deprecia-
tion to the depreciable real property that was
bought, and may be taxed on a later disposition.
The holding period of the property that was
bought includes the holding period of the
exchanged or involuntarily converted property, but
for figuring the applicable percentage on the prop-
erty that was bought a new holding period begins
when itis bought.

Depreciable Property
and Other Property
In One Transaction

If you dispose ot both depreciable personal
property and other property in one transaction and
realize a gain, you must allocate the amount real-
ized between the two types of property disposed
of in proportion to their respective fair market val-
ues to figure the part of your gain to be reported
as ordinary income because of depreciation. In
general, if a buyer and seller have adverse
interests as to the allocation of the amount real-
ized between the depreciable personal property
and other property, any arm's length agreement
between them will establish the allocation.

In the absence of an agreement, the allocation
should be made by taking into account the appro-
priate facts and circumstances. This would
include, but is not limited to, a comparison be-
tween the depreciable personal property and all
the property disposed of in the transaction. The
comparison should take into account:

1) The original cost and reproduction cost of
construction, erection, or production,

2) The remaining economic useful life,
3) The state of obsolescence, and

4) The anticipated expenditures required to main-
tain, renovate, or modernize the properties.

In a like-kind exchange or involuntary
conversion, if both depreciable personal property
and other property are disposed oi and both types
are also acquired in the Iransaction, the part real-
ized on the disposition that is allocated to the de-
preciable personal property is treated as
consisting of, first, the fair market value of the de-
preciable personal property acquired and, second
(to the extent ot any remaining balance), tho fair
market value of property other than depreciable
personal property acquired. The amount allocated
to the other property disposed of is treated as
consisting of tho fair market value ot ail oroperty
acquired that has not already been taken into
account.

If you dispose ol depreciable real properly
and other property in a singie transaction, similar
rules apply.

Example. A lire destroyed your property having
a total lair market yal I 356.00& consisting ot -
machinery worth S\é%lé%)ﬁ and other property
worth 520.000. You received an insurance
gaément of 540.000 and immediately used itdalu

10.000 o your own tunds (or a total cl S50. 003
to buy machinery with a lair market value ol
515.&00 and other property with a lair market
value ol $35.000. Assume tnat your adiusted basis
ol me machinery was S5, 3nd me oeorecialion
on Ihe machinery was 535,000, Assume lunncr
that you hose to postpone me lax cn your gain
arising from the mvoiun’ary conversion. Ycu must

report 59,000 as ordinary income becauso.of de-
preciation arising (rom this transaction, figunjd as
follows:

First, the $40,000 insurance payment must be
allocated between the machinery and the other
property destroyed, in proportion to the (air market
value ol oach. Therefore, the amount allocated to
the machinery is 30,000/50,000 ol $40,000, or
$24,000, and the amount allocated to the other
property is 20,000/50,000 ol $40,000, or S16,000.
Your gain on lhe involuntary conversion of the ma-
chinery is S24.000 less $5,000 adjusted basis, or
$19,000.

Second, the $S24.000 allocated to the machin-
ery disposed ol is treated as consisting ol the
$15,000 fair market value ot the replacement ma-
chinery bought and S9.000 of the fair market value
of other property bought in the transaction. AU of
the S16,000 allocated to lhe other property
disposed ol is treated as consisting ol the (air
market value of the other property that was
bought

Third, you must report as ordinary income
because 0l depreciation the smaller ol items (1) or
(2) under Like-Kind Exchanges and Involuntary
Conversions ((or depreciable personal property),
explained earlier. Tho amounts to be taken into
account aro: under item (1), your S19.000 gain on
the machinery (because itis less than me S35.000
depreciation) and, under item (2). the gain Includ-
ed in income (none, because you chose to post-
pone the tax on your gain), plus the S9.000 of the
fair market value of property other Ihan the depre-
ciable property that was bought, which is treated
as being included in the payment for the machin-
ery disposed of. The smaller of the amounts under
(1) or (2), S9.000, is the amount you must report
as ordinary income because of depreciation.

Corporations
and Partnerships

Corporations arid partnerships figure ordinary in-
come because of depreciation on the disposition
of either depreciable personal or depreciable real
property as described earlier lor individuals.
Although the computations differ for each type of
property in arriving at the gain to be reported as
ordinary income, once the gain is figured, me
treatment of Ihe transaction is generally the same.
For information on depreciable property distribut-
ed by corporations or S corporations, see Publica-
tion 542, q’ax Inlormation on Corporations, or
Publication 589, Tax Informationon S Corpora-
tions. For information on distributions of deprecia-
ble property by a partnership, see Publication 541,
Tax inlormation on Partnerships.

Part V
Reporting Gains
and Losses

Capital gains and losses are reported on Sched-
ule D (Form 1040). This schedule is also used to
ligure the limit on capital losses, to liguro capital
gams, and any capital loss carryovers Ircm 1987
to 1968.

Anv net soction 1231 gain trom Part I. Form
4797, is also reported on Schedule D (Form
1040). This amount is any net gain resulting Irom
sales, exchanges, and involuntary conversions ol
real or depreciable property used in you* iradqor
business (or held lor me produciion of rents or
royalties), and Irom involuntary conversions ol
capital assets held in connection with a trade or
business or a transaction entered into lor prolit,
held lor more tnan 6 months. See Section 1231
Property discussed earlier. Lossos Irom involunta-
ry conversions ol property are discussed later
under Form 4707.

Note that although relerences m this discussion
are to Schecuie J (Form tC4U). me rules 19



discussed apply also to taxpayers other than indi-
viduals. Tha rules lor property held for personal
use usually will not apply to taxpayers other than
individuals. Also note that Form 4797 is used
along wilh Form 1040, as well as with such Forms
33 1065,1120, and 1120S.

Form 1099-B. If you sold stocks, bonds, com-
modities, etc., through a broker, you should re-
ceive Form 1099-B, Statement for Recipients of
Proceeds From Real Estate, Broker, and Barter
Exchange Transactions, or an equivalent
statement from your broker. Use Form 1099-B or
equivalent statement to fill in line 1 of Schedule D
(Form 1040).

Whether or not you receive Form 1099-B, you
must report all taxable sales of stocks, bonds,
commodities, etc., on Schedule D.

Real estate transactions. Information reporting is
now required on certain real estate transactions.
For closings in 1987, the real estate bro-

ker— generally the person responsible lor closing
the transaction— must report to IRS on Form
1099-8, Statement for Recipients ot Proceeds
From Real Estate, Broker, and Barter Exchange
Transactions, sales or exchanges ol the following:

1) A single-family residence, such as a house,
townhouse or condominium unit,

2) A multi-family residence with four or fewer
units, or

3) Stock in a cooperative housing corporation.

If you have sold or exchanged the above type of
property, the broker must give you a copy ol Form
1099-B or a statement containing the same infor-
mation as the Form 1099-B. Also use Form
1099-B to fill in the gross proceeds requested on
line 1of Form 4797 or the form you are using to
report the sale or exchange.

Form 1090-S. For closings after 1987, transac-
tions must be reported on new Form 1099-S,
Statement for Recipients of Proceeds From Real
Estate Transactions.

Schedule D (Form 1040)

Short-term gains and losses. Gain or loss on the
sale or excnange of capital assets held 6 months
or less is a shcrt-term capital gam orioss and is
reported in Part I.

Gain on the sale or exchange of property held
for personal use (such as your residence) and
held (or 6 months or less is a short-term capital
gain. L0ss on the sale or exchange ol property
held for personal use is not deductible.

Ycur share of short-term capital gains or losses
from partnerships. S corporations, or fiduciaries
and any short-term capital loss carryover are
combined with otner short-term gains and losses
to hgure net short-term capital gain or loss.

Long term gains and losses. A gain or loss on
the sale or exchange ot caoital assets held more
than 6 months is a long-term capital gam or loss
and is reported in Part Il

Gain on the sale or exchange of properly held
lorpersonal use (such as your residence) and
held mere than 6 monihs is a long-term capital
gam. L 0SS on the sale or exchange ol property
held lor personal use is not deductible.

Netsection 1231 gain from Part I, Form 4797,
alter adjustment lor nonrecaptured section 1231
losses (rom prior tax years, it applicable, is a
long-lerm capital gam that is reported in Part II.

The (ollowmg are also reported in Part II:
1) Capital gam distributions trom regulated

investment companies, mutual lunds, and real
estate mvosiment trusts.

2) Your share ot long-term capital gams or losses
Irom oartnersn.ps. S coroorations, and
fiduciaries.

3) Long-term capital loss carryovers.

The result from combining these items Is your
net long-term capital gain or loss.

Capital gain dlalrlbutlona. You report capilal
gain distributions on line 13. Part Il. However, il
you do not need Schedule D to report any other
capital gains or losses, enter your capital gain dis-
tributions lor 1987 on line 14, Form 1040.

The total net gain or 10ss is then figured by com-
bining your net short-term capital gain or loss with
the net long-term capilal gain or loss. The result Is
entered on line 18, Part lll. Il losses are more Ihan
gains, sea Treatmentof Capilal Losses, in Pari Il

of this publication.

Totalnet gain. If the amount on line 1819 a
gain, the gain should also be entered on Form
1040, line 14. In addition, il lines 17 and 13 are net
gains and your taxable income in 1987 is taxed
above lhe 28% tax rate, you should use Part IV to
ligure the tax on your net gain.

Totalnet tosa. If the amount on line 18 is a
loss, enter on line 19 and as a loss on line 14,
Form 1040, the smaller ol:

a) The amount on line 18, or

b) S3,000 (S1,500 il married filing a separate re-
turn).

Next, you determine if you have a capital loss
carryover. You have a capilal loss carryover if the
loss on line 18 is more than the loss on line 19.
Use Part V to figure your short-term and/or your
long-term capital loss carryover(s).

Part IV. Long-term capital gains that exceed
short-term capital losses (net capital gain) are
taxed at a maximum tax rate ot 28%. Il, in 1987,
your taxable income is taxed above the 28% tax
rate, you must use Part IV ol Schedule D to ligure
your tax on your net capital gain, if both the
amounts on lines 17 and 18 ol Schedule D are net
gains and your taxable income is taxed above the
28% tax rate, complete Form 1040 through line
36. and then complete Pari IV ol Schedule D.

Part V of Schedule D is used lo figure your
short-term capital loss carryover and/or your
long-term capital loss carryover from 1987 to

1988. See the discussion ol how to compute your
capital loss carryover under Treatment of Capital
Losses in Part It.

Form 4797

A sale, exchange, Or involuntary conversion of
property used in your trade or business or held (or
the production ol rents or royalties sometimes re-
sults in a capital gain or loss and sometimes in an
ordinary gam or loss. All or part ol any gain from
the disposition of such property may be ordinary
gain from depreciation under the rules desenbed
in Part IV ot this publication.

Gains and losses from involuntary conversions
ol capital assets held for more than 6 months, in
connection with a transaction entered into (or
prolit. may be treated as capital or ordinary gains
and losses, depending on the circumstances.
Sometimes, however, you may choose to post-
pone tax on gains from involuntary conversions by
acquiring qualified replacement property within a
specitied period. For information on casualties and
thefts, see Publication 547. For inlormation on
condemnations, see Publication 549.

Form 4797 is used to report these transactions
and to ligure the amount ol ordinary or capital gain
or loss.

Part Il should be completed first il property
subiect to depreciation and held more than 6
months is disposed ol at a gain. The part ot that
gain that must be reported as ordinary gam trom
depreciation is entered on line 13. Part Il. Any re-
maining gam (any gam m excess of ordinary gam
Irom depreciation) is carried to line 5. Part I.

Part | is used to report sales or exchanges ot
trade or busmess property, and some kinds of in-
voluntary conversions (condemnations), other

than casualty and theft, ol trade or business prop
erty and capital assets held in connection with a
trade or business or a transaction entered Into for
prolit and held more than 6 months. Part lis also
used to recapture certain prior year's net section
1231 losses aa ordinary Income.

Part Il is used to report ordinary gains or losses
on the sale, exchange, or involuntary or compulse
ry conversions of noncapital asset3 (trade or busi-
ness property).

Business and rental property held 6 months
or leas. A gain or los3 on the saie, exchange, or
involuntary conversion ol proporty used Inyour
business or held lor the production of rents or roy-
alties and held 6 months or less is an ordinary
gain or loss and is reported in Part II.

Installment method. The long-term gain you rec-
ognize each year under lhe installment method ol
accounting (rom a taxable sale ol business real or
depreciable property may be a long-term capital
gain in one year and an ordinary gain in another
because ol section 1231 treatment. After figuring
the amount of gain on Form 6252, Computation ol
Installment Sale Income, it musl be included in
Part | of Form 4797.

For information on the treatment of gain attnbut-
able to depreciation for a transaction reported by
the installment method, see Part IV.

Gain on repossession. If the original sale was
reported on the installment method of accounting,
the taxable gain on repossession would keep the
same classification as the gain on the original
sale. Thus, if the sale initially resulted in a capital
gain, the repossession gain would be a capital
gain also.

Losa on repossession. The treatment of
losses on repossession depends upon whether
the property being repossessed is real or personal
property. See Publication 537.

Example

Jane Smith is single and at the beginning of
1987, she owned and operated Jane's Dress
Shop. During tne year she traded lhe land and
building where she operated her dress shop lor
land and a building and opened the J. Smith Hard-
ware Store. For the 1987 tax year, she had the fol-
lowing transactions, which are reported as shown
in the accompanying (illed-in Form 4797.

Form 4797

In March of 1987, Jane decided to quit the
dress shop and go into the hardware business.
She made an even exchange of the land and
building where she operated her dress shop for
land and a building suitable (or use as a hardware
slore. This was a nontaxable exchange. The basis
of the new lane and building is the same as the
basis ol the old land and building that was traded.
She must allocate this basis between the new
land and building in order lo figure the deprecia-
tion and other deductions on the new building.

Jane was also able to sell all ol the equipment
she had used in her dress shop for S4.000 on
March 19,1987. She had originally paid S6.000 (or
iton May 21,1980, and had deducted S4.000 in
depreciation since then. Therefore, she realized a
gain ol S2.000. Because lhe gam was less lhan
the depreciation taken, all ol the gain is oroinary
income (rom depreciation. This amount is reported
in Part Ill ol Form 4797 and entered «n Part I, line
13.

Jane sold a small vacant lot located across the
street (rom the dress shop, which had been used
as parking for her customers. Her adiusted basis
was $6.000 and she received S8.000 on the salo,
realizing a gain ol S2.000. Jane also has a net
section 1231 loss (rom a 1984 sale of section
1250 property. She did not have any net section
1231 losses In other tax years since 1981. nor did
Jane have any net section 1231 gams in 1985 or
1986. Jane enters her net section 1231 loss ol



1,200 as a nonrocaptured loss on line 8, Part L
no loss is treated as ordinary income In 1887 and
subtracted (rom Jane's $2,000 gain on the sale
I tho parking lot. The $800 balanco on line 9 It a
ng-term capital gain entered on Schedule D.

tom Part |, Jane's $1,200 rocaptured loss Is
ntered on line 12, Pari Il

Summary. The entnos in Part Il. Form 4797. show
an oranary grun ol 53.200. which is carried to lino
15, Foon 1040.

The ontnos in Pan I. Form 4797, result in a gain
0l MOO Irom section 1231 transactions. This is

treated as a long-torm capital gain and Is carried
to line 14, Schedule D (Form 1040).
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Department ol the treasury (And Computation ot Recapture Amounts Under Sections 179 and 280F) &tag'r?nenﬁ 7
Imerai Revenue Service ~ (0) ** - Attach to your tax return. See Sepirate Instructions. Sequence No 27
Name(s) as shownonreturn  _ Identifying number

CTrMet S outh A53-00-032-7
AM Sales or Exchanges of Property Used Ina Trade or Business and Involuntary Conversions From Other Than

Casualty and Theft— Property Held More Than 6 Months (More Than 1 Year If Acquired After 12/31/87)

Note*: « Use Form 4684 to report involuntary conversions Irom casualty and tliett.
« It you sold property that you claimed investment credit on, get Form 4255 to see it you are liable tor recapture of the credit.
+ File Form 6198 it you are reporting a loss and have amounts invested in the activity lor which you are not at risk. (See instructions
under “Special Rules."
+ Complete Form 8582 before you complete Form 4797 if you are reporting a loss (rom a passive activity. (See instructions under
Passive Loss Limitations.)

1 Enter here the gross proceeds from the sale or exchange ol real estate reported to you for 1987 on Form(s) 1099-B
(or an equivalent statement) that you will be including on lines 2 or 10 (Column d), or on line 20. (Form 1099-B

is a Statement for Recipients ol Proceeds From Real Estate. Broker, and Barter Exchange Transactions.) . . . | 1]
(«) Depreciation (f)Cost or other
(a) Description ol (b) Date acquired (c) Date sold (d) Gross safes jllowed basis, plus ((1;tmi|r_1cu)§?he ( (Ejh))p(I:uAls{\le)
property (mo , day, yr.) (mo.day. yr.) price (or allowable) improvements and _
since acquisition expenseotsale  sumol(d)and(e)) minus (1))
2 5-fore.
f'rK/V.4.-0T-  johj:73 314 /31 3,000 -0 - b.onn - JZnnn
ulizs: /9.7 Llgl-UUA 470 £0,c0q -0 - -N-

Gam. if any, from Form 4684, Section B. lin€ 2 1 ..cocovvvvevvverrcreenne

Section 1231 gain from installment sales from Form 6252, line 23 or 31

Gain, if any. from Part lIl. line 32. from other than casualty and theft. .

Add lines 2 through 5 in columns (g) and (R) ....ccccovvevvveicnicieesceeens a O OP
Combine columns (g) and (h) of line 6. Enter gain or (loss) here, and on the appropriate line as follows (partnerships see the

instructions for your line references): . . SO TOT TP J.OOO

If line 7 is zero or a loss, enter the amount on line 11 below and skip lines 8 and 9. (S corporations, enter the loss on Schedule K
(Form 1120S), line 5.) If line 7 is a gain and you did not have any prior year section 1231 losses or they were recaptured in an
earlier year, enter the gam as a long-term capital gain on Schedule 0 and skip lines 8.9. and 12 below.

8 Nonrecaptured net section 1231 losses from prior years. (SE INSTrUCTIONS.) civiiirririieierieeeie e /.2.00
9 Subtract line 8 from liN€ 7. If ZEr0 OF I€SS, BNEEI Z B T wuiviieiicceeecs ettt et e sttt st b st beb e s st et e st sbebebe s goo

If line 9 is zero, enter the amount from line 7 on line 12 below. If line 9 is more than zero, enter the amount from line 8 on line 12 below, and enter the
amount from line 9 as a long-term capital gam on Schedule D. See specific instructions for line 9.

Ordinary Gains and Losses

(e) Depreciation (f) Cost or other
(@) Description ol (b) Dale acquired (c) Date sold (d) Gross sales allowed basis, plus J9 LOSS. (MHGAIN
property (mo., day. yr.) (mo., day. yr.) price (or allowable) improvements and ((1) minus Ihe ((d) plus (e)
Since acquisition expensed sale sumol(d)and(e)) minus (1))

10 Loss, ifany. oM IINE 7 . . . .
12 Gam. if any, from line 7. or amount from ling 8ifapPliCADIE. .o+ o

13 Gam, ifany. from ling 31. PArt I 1 ovveveecvrreenesssnnenrssssneen
14 Net gam or (loss) from Form 4684, Section B. lines 13and 2 0 @ ..ccoooouvvvvvvvsrvrrssnn

15 Ordinary gain from installment sales from Form 6252, [in($) 22 aNA/0r 3 0 ....cccccecivcvvveevssssssiissrsnenssssssnssssine

16 Recaoture of section 179 deduction for partners and S corporation shareholders from property dispositions by
partnerships and S corporations, (SE€ INSIIUCLIONS).....vvvvvvvreessimvsssssesssssssmmssssssssssssssssssssssssssssssssssssssssssssones

17 Add lines 20 through 16 in COUMNS (G) AN (N1 ) cocvvevrrvnrverrssssnevrssssmssnssssssssssssssssssssssssssssssssssssssssssssssssens
13 Combine columns (g) and (h) of line 17 Enter gam or (loss) here, and on theapproprlatelme s fOllOWS: v C e :
a  For all except individual returns: Enter the gam or (loss) from line 18. on the return being filed,

For individual returns:

(1) If the loss oreh e (]{1 includes a loss from Form 46?4 Section B, PartJI colubmn (bXu). enter that part nf the loss here and
on line 18 of Schedule A(Form 10405 Identn‘Y as from ‘Form 4797. ling 1 g .............................................................. 3
Redetermine t hergarﬂ or (lass) on line 18, excluding the loss (if any) on line 18h(1) Enter here and on Form 1040, ine 15 y3-0Q_

For Paperwork Reduction Act Notice, see page 1 of separate Instructions. Form 4 797 (1987)




Farm4aY (1987) Pige 2
csanr Gain From Disposition of Property Under Sections 1245, 1250, 1252, 1254, and 1255

Ojte luicl

19 Description of sections 1245. 1250, 1252, 1254. jnd 1255 property s %oaqwﬁd) Mot

20
21

22
23
24

25

26

21

28

29

Stoke Cqul pmsMT Jikl 3-8y 3|U 3T

Properly Property Prt.p*."ty Property
A C D

a

a
0
C
D

Relate lines 19A through 19D to these columns

Gross sales price C M.000
Cost or other basis plus expense of sale  ..vvvvvevececerirvrrenssssssnnn fe.00 o
Depreciation (or depletion) allowed (or allowable).........c.ccwevveerrrssnn M .000
Adiusted basis, subtract line 22 from e 2 1 w.vvvvvvvecceeriiivvrrnns X. 00 0
Total gain, subtract line 23 from line 20 X. 000

If section 1245 property;
a Depreciation allowed (or allowable) (see iNStructions).................. H.000Q L
b Entersmallerofline240r25a s 2000

If section 1250 property: (If straight line depreciation was used, enter
aero on line 26¢ Unless you are a corporation suf ect o section 291)

a Additional depreciation after 12/31/75....cccivrveessssssiiisssnsesssnns

b Applicable percentage times the smaller of line 24 or ling 26a (see
INSIUCIONS). . 7 . . e S

¢ Subtract line 26a from line 24 If line 24 is not more than line 26a,
SKIp 1IN€S 260 AN 268.......vvvvevecccsvvvrsveesssssmsssssssssssssssmsssssssssssns

d Additional depreciation after 12/31/69 and before 1/1/76 . . . 1

a Applicable percentage times the smaller of line 26¢ or 26d (see
INSETUCKIONS)..vvvvvvvvvvrecsssssisssssssssssssssssssssssssssssssnssssssssssssssssnssssssssses |

f Section 291 amount (for corporations 0 N 1y ) .eceveevevcvcncvnsennes
g Addlines26b, 26e. and 261 e 1o i

If section 1252 property:

a Soil, water, and land clearing expenses , }
h 1me ?7a times applicable percentage (see instructions) .
¢ Enter smaller of line 24 or 27h

If section 1254 property:

a Intangible drilling and development costs deducted alter
1213175 (588 TNSEIUCTIONS) wvvsrvvrrsivvrrssernssseresssessssseness

b Entersmallerofline240r28a s

If section 1255 property:

a Applicable é)ercentage of payments excluded (rom income under
section 12 (seems;ructmns& ........................................................

b Enter the smaller of line24 or2 9 a

Summary of Part Ill Gains (Complete property columns A ttrough D through line 29b hefore going to line 30.)

30
3l

32

33
34
35

Total gams for all properties (add columns A through 0. N 24) oo m 000
Add columns A througn D. lines 25b, 269, 27c, 28b, and 29b. Enter here and m Part II. ling 13. (See the instructions to Pan Vil | f
th.ais an NSTAIIMENT S T L) oo, J nift 00
Subtract line 31 from line 30. Enter the portion from casualty and theft on Form 4684, Section 8, line 15; enter the portion from

other than casualty and theft on Form 4797. Part L e 5.......covvrvcrrmmserrmssiesssssmsssssssssssessessnes t _o-

Complete This Part Only if You Elect Out of the Installment Method and Report a Note or Other Obligation at
Less Than Full Face Value

Check here if you elect out of the installment method

Enter the face amount of the note or other obligation >

Enter the percentage of valuation of the note or other obligation . >
Computation of Recapture Amounts Under Sections 179 and 280F When Business Use Dropsto 50% or Less

(See instructions for Part V.)

(a) Section 179 1(b) Section 280F

1 Section 179 expense deduction or section 280F recovery dedUCtIONS......vvvcvvsvcsvnssssssiins 1
2 Depreciation or recovery deductions (Se€ INSITUCHIONS) v |
3 Recaoture amount (SuOtract ime 2 fiom line 1 See instructions lor where to report ) ..ovvvvvccccccinnn 1

23
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Allacablo Installment Indebtedness (deemed
payment). If you are owed money on an
installment sale tor a tax year ending after 1986,
you may have to treat part ot certain business
debts that you owe at the end 0l the tax year as it
itwas a payment received by you on that
installment sale. The amount treated as a
payment is referred to as the allocable installment
indebtedness. This amount is treated as a
payment on the Installment sale even though you
have received no actual payment on the
installment sale during the tax year. This rule
applies to:

1) Sales after February 28,1C36, by dealers in
personal or real property, and

2) Sales after August 16,1986, of business or
rental real property If the selling price is more
than $150.000.

Exceptions. This rule does not apply to the
installment sale of:

1) Pi perty used substantially for porsonal
purposes, or

2) Property used or produced on a farm.

Introduction

Some sales are made under arrangements that
provide for part or all of the selling price to be paid
in a later year. These sales are called “'installment
sales." If you finance the buyer's pure, ase of your
property yourself, instead of having the buyer get
a loan or mortgage from a bank, you probably
have an installment sale.

The buyer’s "installment obligation" to make
future payments to you might be in the form ot a
deed of trust, a note, a land contract, a mortgage,
or some other evidence of the buyer's indebted-
ness to you. The rules discussed in this publica-
tion apply no matter what form the installment
obligation takes.

Generally, you report your gain on an
installment sale only as you actually receive the
payments. It does not matter whether you use the
cash or the accrual method of accounting. Each
payment you receive is treated as part recovery of
your investment and part prolit. You are taxed only
on the part of each payment that represents your
profit on the sale. In this way, the installment
method of reporting income relieves you of paying
tax on income that you have not yet collected.
However, for a sale of depreciable property, you
must report in the year ol sale any depreciation
recapture income up to the amount of the gain. In
this case any gain in excess of the recapture
amount is taken into account under the installment
method.

This publication shows how to figure and report
your income trom an installment sale each year. It
is divided into the following parts:

« Figuring Installment Sale Income
Electing Out

Unstated Interest

Dispositions of Installment Obligations
« Repossessions

» Reporting an Installment Sale (including sample
filled-in lorms)

This publication provides information on the
most common tax situations, it explains the tax
law in plain language so that it will be easier to
understand However, the inlorma'.ion provided
does not cover every situation and is not intended
to replace tne law or change its meaning.

If you make regular sales. The rules in thus publi-
cation apply to an installment sales of real or per-
sonal property ,f't .s mo type ot saie you would
orw ma”e occas onauv. Sales ot real or personal

property by a dealer or anyone else who regularly
sells property on tha Installment plan are not cov-
ered. Neither are sales of personal property that
you would have to include in your inventory If tt
wore on hand at the end of your tax year. Howev-
er, farmers who are not required to maintain in-
ventories can use the installment method for sales
of this type of property. Dealers, who regularly sell
roal or personal property on the Installment meth-
od, should see section 453C of the Internal Reve-
nue Code.

Caution: When this publication went to print
Congress was considering legislation that would
ropeal the installment method for dispositions of
property by dealers.

If you are not the payee or mortgagee. To use
the installment method, you must be the person
who is to be paid the installment payments. You
may not use this method if the buyer gives a deed
of trust or mortgage to a bank or trust company to
finance the purchase and then pays you the
purchase price. This is because the outstanding
debt is not owed to you. However, you can use
this method for a second trust the buyer gives to
you after giving a first deed of trust or mortgage to
a financial institution.

If you have a loss. If your sale results in a loss,
you may not use the installment method. If the
loss is on an installment sale of business assets, it
is deductible only in the tax year in which the sale
is made. A loss on the sale of property owned for
personal use is not deductible.

If your sale calls for payments in a later year,
you may have to ligure unstated interest even
though you have a loss. See the discussion of un-
stated interest later in this publication.

Sale of a passive activity. If you sell your entire

interest in a passive activity on the installment

method, special rules apply to the treatment of

passive activity losses. For more information, see

Eu?lication 925, Passive Activity and At-Risk
ules.

Reporting Installment sale Income. Each year,
including the year of sale, you must report your in-
come from an installment sale on Form 6252,
Computation ol Installment Sale Income. Attach
this form to your tax return.

Figuring installment
Saie Income

You must allocate the payments you receive
each year from an installment sale.

Interest Income. If interest is included in a
payment, you must report separately all the inter-
est as ordinary income on your income tax return.
Interest is generally not included in a down
payment. However, you may have to treat a part
of each later payment as interest, even if it is not
called interest in your agreement with the buyer.
See the discussion of unstated interest later.

Gain. Tho rest of each payment is treated t sif it
were made up of two parts. One part is a return of
your investment (basis) in the property you sold.
Tho other part is your gain from the sale. The gain
will be capital gain if the property you sold was a
capital asset. However, if you took depreciation
deductions on the asset, part of your gain may be
treated as ordinary income. You report deprecia-
tion recapture income in tho year ol sale up to the
amount of the gain. See Publication 544, Sa/§s
and Other Disoositions ol Assets, for more infor-
mation on depreciation recapture.

The first section below discusses how to figure
the part ol each payment that must be reported as
gain. This is done using the gross profit percent-
age. Tne second section discusses various typos
ol installment sale payments. In somo cases you
will be considered to have received a payment,
even inough the buyer has not paid you anything
directly. Tne next secuon discusses the allocable
installment indebtedness that is treated as a
payment lor certain saies of business or rental



property. The remaining sect'ons discuss some
special rules concerning:

Escrow accounts, .

Sales to related persons,

Sales that include a like-kind exchange,
Contingent sales, and

Sales o( more than one asset at a time.

The final section of this part presents an example
of an installment sale.

(AR A e e

A certain percentage of each payment (after
subtracting out interest) must be reported as gain
from the sale. This percentage usually remains the
same for each payment you receive. It is called
the "gross profit percentage," and is figured by di-
viding your gross profit from the sale by the con-
tract price.

Example. You sell property at a contract price
of 52,000, and your gross profit is S500. Your
gross profit percentage is 25% (S500 divided by
$2.000). After subtracting out interest, 25% of
each payment, including the down payment, Is re-
ported as your gain from the sale for the tax year
in which you receive the payment.

Gross profit. For an installment sale, gross profit
is the amount of gain you report on the installment
method. Itis the total amount of your gain from
the sale minus:

1) The amount of gain you must report as ordinary
income in the yea: of sale because of depreci-
ation recapture Income (including the section
179 deduction claimed on the property you
sold), and

2) The amount of gain you can postpone or
exclude on the sale of your home.

Gain reported Inyear of sale. For sales of de-
preciable properly, figure your depreciation
recapture income (including the section 179 de-
duction recapture) in Part Il of Form 4797.
Report the recapture income in Part Il of Form
4797 as ordinary income in the year of sale. If the
amount of your gain equals or is less than the
recapture income, you do not have an installment
sale. Any gain that is more |han the recapture in-
come can be reported on the installment method
if the sale is an installment sale. For more infor-
mation on the section 179 deduction, see Publica-
tion 534, Depreciation. See Publication 544 for
more information on depreciation recapture.

To figure your gross profit, you must know your
adjusted basis in the property you sold and the
selling price. You add the commissions, other ex-
penses paid in connection with the sale, and the
depreciation recapture income reported in the
year of sale to your adjusted basis. You then
subtract the adjusted basis, as increased, from the
selling price to determine gross profit. If the prop-
erty you sold was your home, subtract from the
gross profit any gain you can postpone or exclude.
The result is your gross prolit from the sale.

Basis and adjusted basis. 8asis is a way of mea-
suring your investment in the property you are sell-
ing. The way you figure basis depends on how you
first acquired the property. The basis of property
you bought is usually its cost to you. The basis of
property you inherited, got as a gilt, built yourself,
or received in a tax-free exchange must be figured
differently.

While you owned the property, various events
may have taken place that changed your original
basis in the property. Some events, such as
additions or permanent improvements, increase
basis. Others, such as deductible casualty losses,
section 179 deductions, and depreciation deduc-
tions, decrease basis. The result is ' adiusted ba-
sis." The adjusted basis plus selling expenses and
depreciation recapture income is referred (0 in this
pzublication as the Installment sale basis.

For more Information on how to figure basis and
adjusted basis, see Publication 551, Basis of
Assets.

Selling price. The selling price tor an installment
sale is the entire cost of the property lo the buyer.
It Includes any money and tho fair market value of
any property you ate to receive. It also includes
any debt the buyer pays, assumes, or takes the
property subject to. The debt could bo a note,
mortgage, or any other liability, such as a lien,
accrued interest, or taxes you owe on the proper-
ty. If the buyer pays any of your selling expenses
for you, that amount is also included in the selling
price.

Selling price reduced. If tho selling price is re-
duced at a later date, the gross profit on the sale
will also change. You must then refigure the gross
profit percentage for the remaining payments. You
cannot go back and refigure lhe gain you reported
In earlier years.

Sale of home. If you sell your home, you may be
able to postpone or exclude all or part ol the gain
on the sale. (See Publication 523, Tax Information
on Selling Your Home.) If the sale is an installment
sale, figure the gross profit percentage by
including in gross profit only the part of the gain,
you do not postpone or exclude.

Example. Ymt sell your home lor 575,000.
under terms that permit you to use the installment
method. Your sale agreement provides for
payments of interest at an annual rate of 12% in
addition to the payments on the sale price. Your
adjusted basis in the property is 554,000 and you
have selling expenses of 54,500 for a total of
S58.500. You, therefore, have a gain of 516,500
on the sale (S75.000 - 558,500). You buy anoth-
er house, postponing the tax on 59,000 of your
gain. You figure the gross profit using only the tax-
able part of the gain, S7.500 (S16,500 - S9.000).
Your gross profit percentage is 10% (57,500 taxa-
ble gain divided by 575,000 contract price). Ten
percent of each principal payment you receive
should be reported as gain from the installment
sale. You must report the interest payments as or-
dinary income.

Contract price. The contract price is the total
amount of all the principal payments you are to re-
ceive on the installment sale. It Includes payments
you are considered to receive, even though you
are not paid anything directly. See Payments,

next.

If the selling price is payable partly in cash, with
the remainder secured by a mortgage payable
from the buyer to you, then the contract price
equals the selling price.

Payments

You must figure your prolit on the payments you
receive, or are treated as receiving, each year
from an installment sale, including the down
payment and each later payment of principal on
the buyer's debt to you.

In certain situations, you will be considered to
have received a payment, even though the buyer
does not pay you directly. These situations arise if
the buyer takes over or pays 0il any of your debts,
such as a loan, or any of your expenses, such as
a sales commission.

Caution: When this publication went to print
Congress was considering legislation that would
provide that if any indebtedness is secured by an
installment obligation, the net proceeds ol the se-
cured indebtedness will be treated as a payment
on the installment obligation.

For certain installment sales of real property
used m a trade or business or held for the produc-
tion of rental income, a percentage of your busi-
ness debts is treated as a payment at the end of
the tax year. The percentage treated as a
payment is equal to the percentage of your
installment obligations to your investment assets

(Includln? the installment obligations). See Allom
ble Installment Indebtedness (Doomed Pnymerm
later. «

Buyer's note. Tho buyer's note (unlessitlspan
ble on demand) is not considered a payment on]
the sale. Its full face value Is included when figufl
ing both selling price and contract price. The ~ fl
payments you roceive on the note ore reported ol
the installment method except as discussed unde
Allocable Installment Indebtedness (Deemed
Payment), later.

Expenses. If the buyer assumes and pays ex-
penses you have in connection with selling your
property, It is considered a payment to you in the
year of sale. The expenses are Included in both
the selling price and contract price when figuring
the gross profit percentage.

Mortgage assumed. If the buyer assumes (or
pays off) your mortgage, or otherwise takes the
property subject to it, the following rules apply.

If the mortgage laless than your basis. If thi
buyar assumes a mortgage that Is less than your
Installment sale basis in the proporty. Itis not cor
sidered a payment to you, The contract price
equals the selling price minus the amount of the
mortgage. This difference is all that you will direc
ly collect from the buyer.

Example. You sell property with an adjusted bi
sis to you of 519.000, and you have selling ex-
penses of 51,000. The buyer assumes your
existing mortgage ol 515,000 and, in addition,
agrees to pay you a total ol S10,000— a cash
down payment of S2.000 and 52,000 (plus 12%
interest) in each of the next 4 years.

The selling price is 525,000 (515,000 +
510,000). The contract price is $10.000 (525,000
- 515.000 mortgage). Your gross profit is S5,00(
(S25.000 — S20.000 instaliment sale basis), and
your gross profit percentage is 50% (S6.000 divir
ed by 510,000). Therefore, you must report half ¢
each S2.000 payment you receive as gain from
the sale. (You must also report as ordinary incorr
all of the interest you receive.)

If the mortgage Ismore than your basis. If
the buyer assumes a mortgage that is more thar.
your installment sale basis in the property, you, ir
effect, recover your entire basis on the sale. You
also receive something in addition. Therefore, th<
part of the mortgage that is more than your
installment sale basis is treated as a payment yc>
receive in (he year of the sale. This is in addition
to the other payments the buyer will make.

To figure the contract price, subtract the
mortgage from the selling price. This is the total r
the payments you will actually receive from the
buyer. To this amount add back the "payment"
you are considered to receive (the difference be-
tween the mortgage and your installment sale ba
sis). This makes the contract price the same as
your gross profit from the sale. Therefore, if the
mortgage the buyer assumes is equal to or more
than your installment sale basis in the property,
the gross prolit percentage will always be 100%.

Example. The selling price for your property is
59.000. The buyer will pay you S3,000 (plus 12%
interest) over the next 3 years, and also assume:
an existing mortgage of S6.000. Your adjusted bf
sis in the property is 54.400 and you have selling
expenses of S600, for a total installment salo ba-
sis of 55.000. The part of the mortgage that is
more than vour installment sale basis is S1.000
(S6.000 - S5.000). This amount is included in th*
contract price and is also treated as a payment
you receive in the year of salo. Tpe contract pnc<
is $4.000 (S9.000 - S6.000 + 51.000).

Your gross profit on the sale is also S4.000
(59,000 - $5,000). Therefore, your gross profit
percentage is 100%. As the buyer pays you the
53.000, you must report 100% of each payment
as gam from lhe sale. You must also treat tho
S1.000 difference between the mortgage and yo
installment sale basis as a payment, and report
100% ol it as gam in the year of salo.



Wraparound mortgag®»- Il your mortgage Is not
paid off or assumed by the buyer when you sell
your property, your installment arrangement with
tho buyor may be known os a "wraparound
mortgago.” In a wraparound mortgage, tne
installment payments you receive are ordinarily
largo enough to allow you to continue to make
your regular mortgago payments on the property.
The installment sale "wraps around" the existing
mortgago.

For tax purposes, a wraparound mortgage Is
treated as though the buyer had assumed your
mortgago. It does not mattor that you aro still lla-
bio tor tho mortgage or that title to the property
has not actually changed hBnds.

in tho hands ol tho sailor, the wraparound
installment obligation has a basis equal to the sell-
er's basis in tho property which was the subject o(
Iho installment salo, increased by the amount of
gam recognized in the year of sale, and decreased
by the amount of cash and Ihe fair market valuo ot
other nonqualifying property received in the year
of sale. The amount of any Indebtedness assumed
or taken subject to by the buyer (other than the
wrapped indebtedness) Is treated as cash re-
ceived by the seller In the year of salo. Therefore,
except when there is not adequate stated interest
as discussed later, the gross profit ratio for the
wraparound installment obligation is a fraction, the
numerator of which Is the face valuo of the
obligation less the taxpayer's basis in the
obligation and the denominator of which is the
face value of the obligation.

Example 1 In 1987, George sold to Henry, a
house and land, which was encumbered by a first
mortgage with a principal amount of S50.000 and
asecond mortgage with a principal amount of
$40,000, for a selling price of S200.000. George's
basis in the property Is S70.000. Under the agree-
ment between George and Henry, passage of title
isdeferred and Henry does not assume and pur-
portedly does not take subject lo either mortgage
inthe year of sale. Henry pays George $20,000 in
cash and issues a wraparound mortgage note with
a principal amount of $180,000 bearing adequate
stated interest. Henry is deemed to have acquired
the property subject to the first and second
mortgages (wrapped indebtedness) totaling
$90.000. The contract price is $130.000 (selling
price of S200.000 less $70,000 mortgage within
the seller's basis assumed or taken subject to).
Gross profit is also S130,000 (selling price of
5200.000 less $70,000 basis). In the year of sale,
the gross profit ratio is 100%
(S130.000/S130,000). Payment in the year ol sale
is S40.000 (S20.000 cash received plus $20.000
mortgage in excess ol basis ($90,000 - $70,000).
Therefore, George recognizes $40,000 gain In the
year of sale ($40,000 x 100%). In lhe hands of
George the wraparound installment obligation has
a basis of $90,000, equal to George's basis in lhe
property ($70,000) increased by the gain recog-
nized by George in the year of sale ($40,000) re-
duced by the cash received by George in the year
ol sale (S20.000). George's gross profit for the
note is $90,000 (S180,000 face amount less
590.000 basis in the note) and George's contract
price for the note is its face amount ol S180,000.
Therefore, Ihe gross prolit ratio for the note is
50% (S90.000/S 180,000).

Example 2. Assume the same facts as in Exam-
ple (1) except that under lhe terms of the agree-
ment Henry assumes the $50.000 first mortgage
on the property. Henry does not assume and pur-
portedly does not take subject to the S40.000 sec-
ond mortgage. The wraparound installment
obligation issued by Henry to George has a lace
amount ol $130.000. The tax results in the year of
saie to George are the same ($40,000 payment
received and gain recognized). In the hands of
George, basis in the wraparound installment
obligation is S40.000 (S70.000 basis in lhe proper-
ly Pius S40.000 gam recognized in the year of sale

minus $70,000 ($20,000 cash received and
$50,000 treated aa cash received aa a result of
Henry'a assumption ot tho first mortgage)).
George's gross profit for the note Is $90,000
($130,000 face amount of the wraparound
Installment obligation less $40,000 basis In the
note) and George's contract price for the note Is
Its face value of $130,000. Therefore, tho gross
prolit ratio tor tho note is 69.23%
($90,000/5130,000).

Mortgage cancelled. If tho buyer of your properly
Is the person who holds the mortgago on it, your
debt Is not assumed. It is cancelled. You are con-
sidered lo recolve a payment equal to the
outstanding amount of the cancellod debt.

Example. Mary Jonas loaned you $4,500 In
1983 in exchange for a noto mortgaging a tract of
land you owned. On April 4.1987, sho bought the
land for $7,000. At that lime, $3,000 remained
outstanding on her loan to you. She agreed to for-
give this 53,000 debt and to pay you $2,000 (plus
interest) on August 1,1987, and again on August
1,1988. Mary did not assume an existing
mortgage. She cancelled a debt you owed her.
The effect Is that you received a 53,000 payment
at the time of Ihe sale.

Debts. If Ihe buyer pays off any of youi

debts— such as a ioan or back taxes— it may be
considered a payment to you in the year of the
sale.

If, Instead of paying off the debt, the buyer
assumes it as his or her own, only a pari of It may
have to be treated as a payment. Compare the
amount of the debt to your Installment sale basis
In the property being sold. If the debt is less than
your installment sale basis, none or it Is treated as
a payment. If it is more, only the difference is
treated as a payment. (If the buyer assumes more
than one debt, any part of the total that is more
than your installment sale basis is considered a
payment.) This follows the same rules discussed
above under Mortgage assumed.

However, these rules apply only to two types of
debts that the buyer assumes:

1) Those that you acquired in connection with
your ownership of the property you are selling,
such as a mortgage, lien, overdue Interest, or
back taxes, and

2) Those that you acquired in the ordinary course
of your business, such as a balance due for in-
ventory you purchased.

If the buyer assumes any other type of debt, such
as a personal loan, itis treated the same as if the
buyer had paid off the debt at the time of the sale.
Tho value of the assumed debt is then considered
a payment to you in the year of the sale.

Payments of property. If you receive property
rather than money from the buyer, it is still consid-
ered a payment. (However, see Like-Kind
Exchanges, later.) The value of the payment is the
property's fair market value on the date you re-
ceive it.

Fairmarket value is the price at which the
property would change hands between a buyer
and a seller, neither being required to buy or sell,
and both having reasonable knowledge ol all the
necessary facts. If your installment sale fils this
description, the value assigned to property in your
agreement with the buyer is good evidence of its
fair market value.

Third-party notes. If the property the buyer gives
you is a third-party note (or other obligation of a
third party), you are considered to have received a
payment equal to the note's lair market value.
Because the note is itself a payment on your
installment sale, any payments you later receive
on the note from the third party are not considered
payments on your sale. If the fair market value ol
the note was less than its face value, a part of
each payment you receive on it must be reported
as ordinary income.

Example. You sold real estate In an Installment
salo. As part of the down payment, lhe buyer
assignod to you a $5,000,12% note of a third par-
ty. The fair market value of tho third-party note at
tho time of your sale was $3,000. This amount,
and not $5,000, la a payment to you In tho year of
salo. Because the third-party noto had a fair mar-
ket value equal to 60% of Its face value ($3,000
divided by $5,000), 60% of each paymont ol prin-
cipal you receive on this nolo is a return of capital.
The remaining 40% is ordinary Incomo. The Inter-
est you receive is reported in full as ordinary
Income.

Bonds. A bond or other evidence of indebtedness
you receive from the buyor that is payablo on
demand Is treated as a payment In tho year you
receive it. If you receive a government or corpo-
rate bond that has Interest coupons attached or
that can bo readily traded in an established securi-
ties market, you are considered to havo received a
paymont equal to tho bond's fair market valuo.

Guarantees. Il a third party or government agency
guarantees tho buyer’'s payments to you on an
Installment obligation, the guarantee itself is not
considered to be a paymont.

Deposits. Deposits that you receive before the
year of sale should be treated as payments In the
year of sale if, under the contract, they become
part of the down payment.

Example. Ten years ago you bought a lot lor
$8,000. In the following year, you borrowed money
to build a house, which you then lived in. The loan
was secured by a 7% first mortgage on tha prop-
erty. The house cost $26,950 to build, making your
total cost 534,950. Over the years, you spent an-
other $3,600 on permanent improvements to the
house. Your adjusted basis In the proporty there-
fore came to 538,550.

Last year you sold the house to Peter Jones for
577,500, paying your real estate agenta commis-
sion of 6% (54,650) on the sale. Peter Jones paid
you 512,000 at the time of the sale, and he also:

1) Transferred to you, by endorsement, a
short-term note of the Apex Company (fair mar-
ket value S5,500),

2) Assumed your outstanding mortgage (current
balance 518,000), and

3) Gave you his second mortgage note in the
amount of 542,000, payable in annual
installments of S3,000 (plus 12% interest), be-
ginning January 1 of this year.

You figure your gross profit on the sale as
follows:

%www%é ------

|ns note

Because you are not going to replace your house
by buying or building another one, you cannot
postpone being taxed on any part of the gain.
(However, if you are age 55 or older, you may still
be able to exclude all ol your gain from your in-
come. See Publication 523 for details.)

The contract price is the total of 31l the
payments you are scheduled to receive oo-the
sale..; includes the money (S12,000) and the fair
market value of the third-party note ($5,500) you
received as down payment. It also includes the full
lace value of the buyer's installment note to you
(S42.000). Of the selling price, only the mortgage
the buyor assumed is excluded. Since the
assumed mortgage is less than your installment
sale basis in the property, none of it is considered
a paymont to you. 3
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Contrsot prico

The porcontago ol each Installment paymont
that you must report aa profit Is figured as follows:

Groftl r»0*< S3«.3Q0

Corw«clpncg, *50,500 “ 1' 0j%

Your gross profit porcontago Is 57.65%. Smco you
were paid a total ol $17,500 (S12,000 + $5,500),
on tho salo last year, you reportod $10,000.75
(57.65% of 517,500) as your prolit from tho salo
for lhe year. This year, your profit Is 51,729.50
(57.65% ol 53,000). Sinco tho housG was a capilal
asset and you owned it lor more than 6 months,
all your profit is long-term capital gain. Any interest
you rocoive should bo reported as ordinary
incomo.
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If you soli real property that is either (1) used in
your trade or business or (2) held for rental In-
come on the installment method and the soiling
price of the property is more than 5150,000, you
may have to treat part of your business debts as a
payment on the installment obligation you receive
from the buyer.

The amount treated as a payment is referred as
the allocable Installment Indebtedness and is a
percentage of your outstanding annual indebted-
ness al the end of your tax year. The percentage
to be used is determined by dividing the face
amount of all your "applicable installment
obligations" by the sum of the face amounl of all
outstanding installment obligations plus the adjust-
ed bases of all other business and investment
assets.

Caution: When this publication went to print
Congress was considering legislation that would
repeal the allocable installment indebtedness
rules for nondealer installment obligations.

Worksheet. The following worksheet can be used
to determine the allocable installment indebted-
ness (deemed payment):

1 The face amount of all outstanding appli-
cable installment obligations.....................

2. The lace amount ol all
outstanding installment
0bligations........ccoovveiiiiiieiiees e

3. The adjusted bases of all other
asseis at tho end of tax year

4. Add lines2 and 3....... ...

5. Divide line 1 by line 4

6. Average quarterly or annual in-
debtedness.........cccoooiiiiiiii

7. Multiplylino6by e 5..oiiiiiiiieniieen

0. Allocable installment indebtedness includ-
ed as a payment in a prior tax year

9. Allocable installment indebtedness
(deemed payment) lor current tax year
(subtract line 8 fiom liN0 7)..........ccoccvveennns

The following paragraphs discuss in detail the
lines of the above worksheet. This worksheet is
similar to the worksheet found in the instructions
to Form 6252.

Face amount of outstanding applicable
Installment obligations (line 1()]. The lace
amount of an obligation is the original face amount
of an obligation decreased by any actual
payments received on the obligation. For example,
if an installment obligation was issued with an
original lace amount of S1.000 and payments of
$400 were actually received on the obligatt.-
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during the tax year of sale, the outstanding face
amount at tho end ot the tax year would be S600.

An applicable Installment obligation Includos
any installment obligation (oxcopt as discussed
noxi) that arises from tho salo after August 16,
1986, of real proporty used In a taxpayer’s trade
or business or hold (or tho production of rontal in-
como, provided tho selling pneo is more than
$150,000.

An applicable installment obligation does not
Include any installment obligation arising from:

1) Tho salo of proporty usod or produced In tho
trade or businoss of farming, For example,
installment obligations arising from the salo of
crops or livestock hold for slaughter aro riot in-
cluded as applicable installment obligations on
line 1 of Iho worksheet.

2) The salo by an Individual of personal uso prop-
orty, such as an obligation from tho sale of a
personal residence.

Farming Is cultivating the soil or raising or
harvesting any agricultural or horticultural com-
modity (including the raising, shearing, feeding,
caring for, training, and management of ani-
mals) on a farm, Itincludos handling, drying. e
packing, grading, or storing on a farm any agri-
cultural or horticultural commodity In its
unmanufactured stato, but only if the owner,
tonant, or oporator of tho farm regularly pro-
duces more than one-half of the commodity so
treated. It also includes the planting, cultivat-
ing. caring for, or cutting of trees, or the prepa-
ration (other than milling) of trees for market.

A farm includes stock, dairy, poultry, fruit,
furbcaring animal, and truck farms, plantations,
ranches, nurseries, ranges, greenhouses, or
other structures used primarily for the raising of
agricultural or horticultural commodities, and
orchards and woodlands.

Personal use property is any property
substantially all the use of which by an individu-
al is not in connection with a trade or business
or in the production of income. For example, an
installment obligation arising Irom the sale of a
parcel of undeveloped land that was hold for
investment only (and not for the production of
erental income) is not an applicable installment
obligation.

Face amount ofall outstanding
Installment obligations (line 2). This includes
the face amount (original face amount less any
actual payments received) of the installment
obligations included on line 1 plus all other
outstanding installment obligations, except
installment obligations that arise Irom the sale
of personal use property. Although the face
amount of obligations from tho sale of personal
business property (such as business machin-
ery), undeveloped land held for investment,
and farm property is not included in
outstanding applicable installment obligations
on line 1, it would be included as part of all
outstanding installment obligations on line 2.

Adjusted bases of all other assets (line 3).
This includes the taxpayer's bases of all
assets, except personal use assets, hold at the
end of the tax year. For property not depreciat-
ed under the modified accelerated cost recov-
ery system (MACFtS), you may choose to
compute the adjusted bases of your assets for
this purpose by using the straight line method
of depreciation. For property depreciated under
MACRS, you may compute the adjusted bases
of your assets under the alternate MACRS.
See Publication 534.

If you deducted all or part of the cost of an
asset under section 179. the amount ol the
section 179 deduction is treated as if it were
allowed as a deduction ratably over 5 tax years
beginning with the lax year for which tho
section 179 deduction was claimed.

Average quarterly or annuel Indebted-
ness (line 6). Tho calculation of your indebted-
ness Is generally made on a quarterly basis
and tho average of the four quartors Is used for
the purposes ot tho worksheet. To calculate
your average quortorly indebtedness, add lho
amounts of all indebtedness outstanding at tho
end of each of tho four quarters of your tax
year. Divide this sum by four to got your aver-
ago quortorly indebtedness. Eacft quarter
should Includo all indebtedness outstanding at
the end of the quartor. Howovor, if you only
have applicable Installment obligations that
arose from the salo of real proporty used in
your trade or businoss or hold lor the produc-
tion of rental incomo, your Indebtedness is

.computed as of the closo of tho tax year

instoad of at tha closo of each quartor.

In making this calculation, all Indebtedness is
taken Into account including, but not limited to,
accounts payable, accrued expenses or liabili-
ties, and any other amounts ntoro commonly
considered as indebtedness, such as loans
from banks and debts in connection with the
purchase of property. Do not includo any debt
that Is substantially secured by personal use
property, such as a mortgago on v jur porsonal
residence or a loan on your perrjnal automo-
bile.

Allocable Installment Indebtedness In-
cluded as apayment Inaprior tax year (line
8). This lino does not apply to calendar year
taxpayers for 1987. It represents the allocable
installment indebtedness treated as a deemed
payment in prior tax years. In later tax years as
actual payments are received on the
Installment sale, no gain is recognized on Ihe
applicable installment obligation until the
payments exceed the amount of the allocable
installment indebtedness (deemed payment) of
the obligation. On the receipt of actual
payments, the deemed payment amount attrib-
utable to the obligation for which tne paymi.ri:
is received is reduced (but not below zero) oy
the amount of the payment. Any payments in
excess of the deemed payment amount ? ; re-
ported under the ordinary rules lor (its
installment method.

Example. For 1987 you report a deemed
payment in the amount of $10,000 on an
installment sale of business real property. In
1988 you receive an actual payment of 54,000
on tho 1987 sale. The S4.000 payment will not
be taken into account for installment sale
purposes in 1988. In determining the deemed
payment, if any, for 1988, the 510,000 will be
reduced by the actual payment of 54,000 and
the amount on line 8 ol the worksheet for 1988
will be $6,000. The face amount of Ihe
obligation will also be reduced by the S4.000
payment.

Allocable Installment obligation (deemed
payment) (line 9). This is the amount of the
allocable installment indebtedness for the
current year. This amount is reported on Line
18 ot Form 6252. If there is n.vre than one
installment sale involved lor a tax year, the
deemed payment for the tax year muf.be
allocated based on the outstanding face
amount ol the applicable installment
obligations arising in the tax year.

Example. On July 1,1987, John Ship sells a
rental house tor S220.000. The buyegassumes
the $20,000 mortgage on the property. John
receives a down payment ol S10,000 and the
buyer's note for 5190,000. The first payment
on lhe note is due July 1,1988. John uses the
calendar year as his tax year. John's only busi-
ness or investment asset is a second rental
house which has an adjusted basis of $60,000
figured using the slraignt ime method ol depre-
ciation. His only indebtedness other than per-
sonal loans is a mortgage ol S50.0C0 on tne



second rental propony. Ho has no olhor
outstanding instailmiMt obligations.
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John tills out Part 1 ol Form 6252 ns for any othor
installment sale and determines the gross profit
percentage on tho salo (line 15 ot tho form), On
lino 17 ol lho form ho includes tho 510,000 down
paymont received in 1987 and on lino 18 ho
includes tha deemed payment ot $38,000. Ho
enters the total ot $48,000 on lino 19 and appllos
the gross prolit percentage (rom line 15 to deter-
mine the taxable part ot the Installment sale on
lino 21 ol the (orm.

Escrow Accounts

In some cases, tho sales agreement, or a later
agreement, may call (or the buyer to establish an
irrevocable escrow account out ot which the re-
maining installment payments (including interest)
are lo be made. Generally, these sales may not bo
reported on the installment method. The buyer’s

| obligation is paid in full when tho balance ol the

; purchase price is deposited into the escrow

| account. When an escrow account is established,
you no longer rely on tho buyer lor the rest of the '

1 payments, but on the oscrow arrangement.

Example. You sell property tor $10,000. The
sales agreement calls tor a down payment ot
S$1.000 and payment of S1.500 in each of the next
6 years to be made (rom an irrevocable escrow
account containing the balance ol the purchase
price plus interest. You may not report the sale on
Ihe installment method because the full purchase
price is considered to have been received in the
year of sale. You must report all your gain in the
year of sale.

Escrow In a later year. If you make an
installment sale and in a later year an irrevocable
escrow account is established to pay the remain-
ing installments plus interest, the amount placed
in the escrow account represents payment of the
balance of the .ustallment obligation. Therefore,
you cannot use the installment method to report
any payments you receive from ‘he escrow
account. This is because a disposition has oc-
curred. See Dispositions ol Installment
Obligations, later.

Substantial restriction. If an escrow arrangement
imeoses a substantial restriction on your right to
rccc-'vo lhe sslp proceeds, the sale may be report-
ed cn tne installment method, provided it other-
wise qualifies. In order lor an escrow arrangement
io impose a substantial restriction, it must serve a
bona lido purpose ot the buyer, that is, a real and
definite restriction placed on the seller or a specif-
ic economic benefit conferred on the buyer.

ample. Y r business including all of
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a competing business, you will forfeit ell rights to
tho amounts thon hold In escrow. In this situation,
the oscrow arrangement Imposes o substantial re-
striction and you can use the Installmont method.

B%h?m Sales to Related

Two spocial rulos apply to Installment salos bo-
tween rotated persons. Test your solo against rule
1first. Il rulo 1does not apply, tost your salo
against rule 2.

1) Depreciable proporty. If you sell depreciable
proporty to a related person, you cannot uso
tho Installment mothod to report your gain from
tho sale, All of the gain must be reported in the
yoar ol sale.

2) Sale and resale. It you make an installment
sale to a related porson who thon soils or oth-
erwise disposes ol the proporty, you may have
lo accolerate reporting your gain on the first
sale. The second salo can, in elfoct, cancol tho
installment mothod of roporting tor the first
sole.

The definition of a "related porson" is not tho
same tor both rules. Other conditions differ as
woll. Each rulo Is explained below.

Rulo 1: Sale of depreciable property. If you sell
depreciable property to certain related persons,
you may not report the sale using tho installment
method. Instead, all payments to be roceived are
considered lo be received In the year of salo. De-
preciable property tor this rule is any property that
can bo depreciated by the person or entity to
whom you transfer it.

Forsales alter October 22, 1986, payments to
be receivod include the total amount of all
payments which are not contingent and the (air
market value ol any payment that Is contingent as
to amount.

For any payments which are contingent as to
amounl but (or which tho fair market value is not
reasonably ascertainable, the basis is recovered
ratably and the purchaser may not increase the
basis ot any property acquired In the sale by any
amount belore the time the seller includes the
amount in income.

Related persons. There are two sets Ot related
party rules, one for sales before October 23,1986,
and another for sales after October 22,1966.

Sales before October 23, 1966. The term
"related persons" for this purpose includes:

1) You and an 80% owned entity,
2) Two 80% owned entities, and

3) You and any trust in which you or your spouse
is a beneficiary unless your interest in the trust
Is a remote contingent interest (described lat-
er).

An 80% owned entity is a partnership in which
you own, directly or indirectly, an 80% or more in-
terest in its capital or protits, or a corporation in
which you own, directly or indirectly, 80% or more
in value of the outstanding stock.

Use the following rules to determine if you own
80% or more of a partnership's capital or profils,
or 80% or more of Ihe value of a corporation's
outstanding stock.

1) Stock or an interest owned directly or indirectly
by or for your spouse is considered owned by
you.

2) Stock or an interest owned directly or indirectly
by or for a partnership or estate in whicn you
are a partner or beneficiary, by a trust (except
(or certain employees' trusts) of which you are
treated as owner or aro a beneficiary, or by a
corporation in which you are a shareholder is
considered owned by you in pro per.. >nto / :ur
ownership interest in Ihe partnorsh.p, (-elute,
trust, or corporation.

3) Options to gut stock, or options to get such
options, mako you the indirect owner of the
slock on which you hold the option.

4) Stock or an interest considered ownod by a
porson under rules (1), (2), end (3) for applying
thoso rulos, is treated as actually owned by
that person. Stock that may bo considered
ownod by a purson under either rule (1) or rule
(3) Isconsidered owned under rule (3).

Remote contingent Interest. A beneficiary's
contingent interest In a trust Is considered remote
if, undor the maximum oxorcise of discretion by
Ihe trustee for the beneficiary, the value of tha in-
terest computed actuarially, is 5% or loss of tho
valuo of tho trust property.

Sales after October 22, 1986. The term
"relatedpersons” tor this purpose includes:

1) You and a controlled ontity,

2) You and any trust In which you or your spouue
is a beneliciary unloss your interest In lhe trust
is a remote contingent interest (described earli-
er).

3) Two corporations that aro members of the
same controlled group,

4) Two S corporations if tho same porsons own
more than 50% in valuo of the outstanding
slock ol each corporation,

5) An S corporation and a corporation that is not
an S corporation if the same persons own
more than 50% in value of the outstanding
stock of each corporation, and

6) A corporation and a partnership if the same
persons own more than 50% in value of the
outstanding stock ol the corporation and more
than 50% of the capital interest, or profits inter-
est, in the partnership.

A controlled entity is a partnership in which you
own, directly or indirectly, more than 50% of inter-
est in its capital or profits, or a corporation in
which you own, directly or indirectly, more than
50% of the value of the outstanding stock.

Constructive ownership of stock. To deter-
mine whether an individual constructively owns
(indirectly owns) any 0t the outstanding stock of a
corporation, apply tho following rules:

1) Stock owned by or for a corporation, partner-
ship, estate, or trust Is constructively owned
proportionately by or for its shareholders, part-
ners, or beneficiaries, or

2) An individual constructively owns the stock
owned by or for the individual's spouse, broth-
ers and sisters (whether by the whole or half
blood), lineal descendants, and ancestors.

For purposes of applying rules (1) and (2), a
person is considered to actually own stock that he
or she constructively owns by applying rule (1).
But if an Individual constructively owns stock by
applying rule (2), he or she does not own the
stock for the purpose of again applying rule (2) to
make another person the constructive owner of
the same slock.

Sales after October 22,1906, made under a
binding contract in elfecl on August 14,1986, and
at all times thereafter, are treated as sales before
October 23, 1986.

Exceptions. Rule 1 will not apply to your sale if
no significant tax delerral benefits will be derived
(rom the sale or you can show, to the satislaction
of the Internal Revenue Service, that avoidance of
federal income taxes was not one of the principal
purposes ot your sale.

Rule 2: Sale and resale. Generally, it you mako a
first disposition of property under the installment
method to a related person who lhon makes a
second disposition, within 2 years of the lirst dis-
uosifon. and before all payments aro made under
tne first di'-oosition, a special rule may come into
*Mtoct. Under this rule, part or all ol the amounl
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the related person realizes as a result ol the sec-
ond disposition is treated by you as il you had re-
ceived it from the first disposition at the time ol
the second disposition.

First disposition. Tho term "first disposition”
generally means a salo or exchange you make lo
a related person under the installment method.
However, il a corporation reacquires its own stock
(treasury stock), this is not treated as a first dispo-
sition.

Second disposition. The term "second dispo-
sition" generally moans a disposition of the prop-
erty by the related person. The term includes a
sale, exchange, gilt, or cancellation of th8
installment note. It the property is transferred after
tho death of the person making the first disposi-
tion or the related person's death, whichever is
earlier, the transfer and any later transfer is not a
second disposition. This exception will apply after
the death of either spouse when the spouses hold
their Interest in tha installment obligation or the
purchased property as community property or as
equal undivided joint interests. An involuntary
exchange is not a second disposition il you made
the lirst disposition before you had any knowledge
that there was a possibility that the property would
be subject to an Involuntary exchange. Also see
Exception il lax avoidance is not a principal
purpose, later.

Related person. There are two sots of related
party rules, one for any sale under rule 2 belore
October 23,1986, and another which applies to
ané sale uniier rule 2 after October 22. 1986.

ales belore October23, 1986. For the

purpose of a second disposition, the term "related
person' Includes:

1) Your spouse, children (including a legally
adopted child), grandchildren, or parents.

2) A partnership in which you are a partner.
3) An estate of which you are a beneficiary.

4) A trust which you are a beneficiary of or are
treated as an owner of.

5) A corporation (other than an S corporation) in
which you own 50% or more In value of the
stock.

6) An S corporation of which you are a sharehold-
er.

Sales alter October 22,1986. The term
"related person” for sales after October 22,1986,
Includes the same relationships just discussed for
sales before October 23,1986, plus the following
additional relationships:

1) An individual and a member of his or her im-
mediate family, including a spouse, brother,
sister, half-brother, half-sister, or any ancestor
or lineal descendant.

A corporation and an individual who owns di-
rectly or indirectly more than 50% of the value
of the outstanding stock of ihct corporation.

3) Two corporations that are members of the
same controlled group.

A fiduciary of a trust and a corporation, if
more than 50% of the value of the
outstanding stock is owned directly or indirect-
ly by or for the trust or by or for the grantor of
the trust.

5) The grantor and fiduciary of any trust, and the
fiduciary and beneliciary of any trust.

6) The fiduciaries of two different trusts, and tho
fiduciaries and beneficiaries of two different
trusts, if the same person is the grantor of
bolh trusts.

Certain education and charitable organiza-
tions and any person (if an individual,

including the membets ol the individual’s fami-
ly) who directly or indirectly controls the orga-
nization.

8) Two S corporations if the same persons own
more than 50% in value ot the outstanding
stock of each corporation.
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5) An S corporation and a corporation that Is not
an S corporation if the samo persons own
more than 50% in value ot the outstanding
stock of each corporation.

A corporation and a partnership it the same
persons own more than 50% in value ol the
outstanding stock of the corporation and
more than 50% ot the capital interest, or prof-
its interest, in the partnership.
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The consliuctive ownership rules discussed under
rule 1 are also applicable to rule 2.

Limiton amount treated as received. There is
a limit on the amount you are considered to have
received In a tax year as a result ot o second dis-
position by a related person. To figure this limit:

1) Compare the total contract price of lhe first dis-
position with the total amount realized from the
second disposition. Use the smaller amount.

2) To the sum of all ho payments you received by
the end of the tax year from the first disposi-
tion, add the sum of all amounts that you had
to treat as if you had received them In earlier
tax years as the result of a second disposition.

Your limit is the amount In (1) minus the
amount in (2). If this Is zero or less, you do not
treat any amounts realized from a second dis-
position by a related person as if they were re-
ceived from a first disposition.

w
~

The total amount realized from a second disposi-
tion will be reduced by the amount attributable to
any improvements made by the related person
while the related person held the property.

Two-year cutoff tor property othor than mar-
ketable securities. Except for marketable securi-
ties, the rules that apply to second dispositions by
related persons apply only if the dato of the sec-
ond disposition is not more than 2 years after the
date of Ihe first disposition. This 2-year period will
be extended for any property in which the related
person’s risk of loss is substantially reduced by:

1) The holding of a "put” on the property (or simi-
lar property),

2) Another person having the right to acquire the
property, or

3) A short sale or any other transaction which has
the effect of substantially reducing the risk of
loss.

A "put” is the right to sell property at a certain
price at any time before a specified future date.

A typical closely held corporation's shareholder
agreement is not considered to substantially re-
duce the risk of loss for this purpose. Also, the
holding of an option on the property is not consid-
ered to substantially reduce the risk of loss if the
option purchase price is to be determined by the
fair market value ol the property at the time the
option is exercised.

Marketable securities. In the case of marketa-
ble securities, there is no 2-year cut olf. The
related person rules will apply until the person
making the lirst disposition receives all the
payments under the first installment sale.

The term "marketable securities" means any
security for which, as of the date of disposition,
there was an established securities market. This
includes securities that are listed on the New York
Slock Exchange, and the American Stock
Exchange, or any city or regional exchange in
which quotations appear on a daily basis. This
includes:

1) Foreign securities listed on a recognized for-
eign national or regional exchange,

2) Securities regularly traded in a national or re-
gional over-the-counter market, for which
published quotations are available,

3) Securities locally traded for which quotations
can be readily obtained trom established bro-
kerage firms.

4) Units in a common trust fund, and

5) Mutual funds for which redemption prices an
published.

Ifthe second disposition Isnota sals or
exchange, Ihe amount realized is equal to the |
market valuo of the property disposed of at the
time of the second disposition.

Later payments treated at amounts alreaa
paid. If you have to recognize gain because of t
second disposition, any later payments you re-
ceive are tax-freo until they total more than the
amount realized from the second disposition
which caused you to recognize gain. Therefore
you exclude later payments lo the extent of the
amount treated as received due to the second d
position when you figure your income from the
installment sale.

Example. In 1980 Harvey Green sold farmlani
to his son Bob for $500,000, which was to be pa
in five equal payments over 5 years, plus ade-
quate stated interest on the balance due. Harvev
installment sale basis for the farmland was
$250,000 and the property was not subject to ar
outstanding liens or mortgages. His gross profit
percentage is 50% (his gross profit of S250.000
divided by the contract price of $500,000). Harvt
received 5100,000 in 1986 and included in his in
come for that year 550,000 (5100,000 x .50). Be
made no improvements to the property and in
1987 sold it to the Alfalfa Corporation for
5600,000. This is the amount realized from the
second disposition. Harvey figures his installman
sale income for 1987 as follows:

Amount realized on proporty sold by Bob or

contract price, whichever is smaller S500.0
Minus: Sum ol payments from Bob in 1986

and 1907.....c.cccevenieiiieneeeeee 200,0
Amount treated as paymont because ot sec-

ond disposition...........cccceveereennene $300.0
Add: Payment trom 8ob in 1987.............c....... 100,0'
Total payment received and treated as il re-

ceived tor 1987........coeveeeeeeeeeeee e S400,0i
Multiply by gross profit percentage.................. J
Installment sale Income for 1987................. S200.01

Harvey will not include in his income from
installment sales any principal payments he re-
ceives on the installment obligation for 1988,
1989, and 1990 because he has already reportec
Ihe entire amount of the payments from the lirst
disposition of $500,000 (5100,000 in 1986 and
S400.000 in 1907).

Entire gain notrecognized on second dlspo
sltlon. If, on the second disposition, you slill have
not recognized the entire gain from the tirst dispo
sition, then you will recognize gain on later
payments at the point that the sum of all
payments received are more than the sum of the
prior payments already received on which you rec
ognized gain plus any amount you were consid-
ered to have received as the result of the second
disposition on which you recognized gain.

Example. The facts are the same as in the pre
vious example except that Bob sells the property
for only 5400,000. The gain for 1987 is figured as
lollows:

Amount realized on second disposition or con-
tract price on tirst disposition, whichever is

1€SS ., $400.0C
Minus: Sum ol paymonts trom 1986 and 1907 200.0C
Amount treated as paymont becauso ol sec-

ond disposition in 1987..........ccceeveeernnene S200.0C
Add: Payment Irom 8ob in 1987.........cc.cc..c.... 100.0C
Total payments receivod and treated as re-

ceived in 1987.......ccooiiiiiiiicie e S300.0C
Multiply by gross profit pcrcentago — ............ x
Irstalhent sale Inoome o 1987 S



1 1908 Harvey receives a payment ol $100,000
om Bob which is not taxed. Itis considered lo be
ecovered tax Iree, because Harvey has already
eported Ihe payment and gain in 1987 as the re-
ult ol the $200,000 which he treated as a
.fcaymont even though he did not actually receive
hat payment. Harvey would apply the $100.000
layment in 1988 against this amount. He is also
rot taxed on the payment he receives in 1989 and
*'/ io would apply the payment against the $200,000
imount he Ireated as a payment in 1987. In 1990
Tarvey receives the final $100,000 payment. He
vould ligure the amount ol gain he musl recognize
n 1990 from the installment salo as follows:

Sumol payments actually received
as ol the end ol 1990 Irom tho

lirst diSpoSition...........ccccvvvenenen. S500.000
Minus lhe sum ol:

Payment Irom 19B6................. S$100,000

Payment Irom 1987......... 100,000

Amount trer-ted as payment In

1987t 200,000
Total ol amounts on which gain was

pieviously recognized.................. 400,000
Amount ol payment on which gain is

to bo recognized lor 1990............ S100,000
Multiply by gross prolit percentage... JO
Installment sale Income (or 1990 S 50,000

Exception Iftax avoidance Isnot a principal
purpose. These rules do not apply to a second
disposition, and any later transfer, il you can
show, to the satisfaction of the Internal Revenue
Service, that neither the lirst disposition (to the
related person) nor the second disposition had as
one of its principal purposes the avoidance ol fed-
eral income tax. Generally, the second disposition
will qualify under the nontax avoidance exception
in situations when it is involuntary, such as a credi-

o .
tor ol the related person foreclosing on the prop-
_g erty or the related person declaring bankruptcy.

The nontax avoidance exception will also apply
lo a second disposition that is also an installment
sale if the terms of payment under the installment
resale are substantially equal lo or longer than
those for the first installment sale. However, the
exception would not apply if the resale terms
would permit significant deferral of recognition of
gain from the first sale, for example, if amounts
from the resale are being collected sooner.

Extending the period for assessing tax. If you
make an installment sale to a related person, the
period for assessing any tax you owe as the result
of a second disposition does riot expire until the
day which is 2 years after the day you first notify
the Internal Revenue Service that a second dispo-
sition, to which Ihe rules for sales to related
persons may apply, took place. To notify the Inter-
nal Revenue Service that a second disposition
took place, answer questions G and H of Form
6252. Attach Form 6252 to your tax return for the
tax year in which the second disposition took
place.

Like-Kind Exchanges

Il you trade your property for other property of
tho same kind, you can often postpone reporting
pan of your gain. These trades are known as
"like-kino exchanges." The property you receive
in a like-kind exchange is treated as if it were a
continuation of lho property you give up.

In a like-kind exchange, you do not have lo
report any part of your gain that comes from the
like-kmd property you receive. But if you also re-
ceive money or other property, you must report as
income the part of your gain that comes Irom
these sources.

Installment payments. If. in addition to like-kmd
property, you receive an installment obligation in
the exchange, the following rules apply:

1) The contract price does not include the fair
market valuo of the like-kind property you re-
ceive In the trade.

2) The gross profit i9 reduced by any gain on the
trade that can be postponed.

3) Like-kind property received in the trade is not
considered a payment on the installment
obligation. The property is only considered a
payment on the sale for the purpose of deter-
mining whether the sale qualifies as an
installment sale.

Example. In 1987 George Brown trades person-
al property with an Installment sale basis of
$400,000 for like-kind property having a fair mar-
ket value of $200,000. He also receives an
installment note for $800,000 in the trade. Under
the terms of the note, he is to receive S100,000
(plus interest) in 1988 and the balance of
S700.000 (plus interest) in 1989.

George's gross profit Is $600,000 (selling price
of S1,000,000 minus $400,000 installment sale ba-
sis), and the contract price is $800,000
(51,000,000 minus the fair market value of the
like-kind property received, $200,000). The gross
profit percentage is 75% ($600,000 divided by
$800,000). George reports no gain in 1987
because the like-kind property he receives is not
treated as a payment for the purpose of figuring
gain. He reports S75.000 gain for 1988 (75% of
$100,000) and S525.000 gain for 1989 (75% of
$700,000).

For more information on like-kind exchanges,
see Publication 544,

Contingent Sales

For installment sales, a contingent sale is a sale
for which the total selling price cannot be deter-
mined by the end of the lax year in which the sale
took place.

If the selling price cannot be determined by the
end of the tax year, the contract price and the
gross profit percentage also cannot be deter-
mined (using the same rules that apply to an
installment sale that has a fixed selling price). This
happens, for example, if you sell your business
and the selling price includes a percentage of its
profits in future years.

For rules permitting use of the installment meth-
od to report a contingent sale and for contingent
sales with unstated interest, sae the regulations
under section 453 of the Internal Revenue Code.

Single Sale of Several Assets

If you sell two or more assets in a single sale to
one buyer and there is more than one class of
asset, yod must allocate all payments among the
different classes of assets in proportion to their re-
spective selling prices.

The arm's-length allocation of the selling price
and of the payments received in the year of sale
will be acceptable if substantiated by all the facts
and circumstances. However, allocation of the
selling price and of the payments received in the
year of sale to the assets sold not based on the
respective selling prices is not acceptable.

If any asset is encumbered by debts that are
assumed by Ihe buyer, or the asset is taken
subject to a debt and an arm's-length allocation of
the down payment or other payments to be re-
ceived was not made, the down payment and the
payments received from installment obligations
should be allocated on the basis of the proportion-
ate net (air market values of the assets. The net
lair market value of any asset is its lair market
value reduced by any debt on the asset that the
buyer assumes or lakes the asset subject to.

Allocation of selling price and down payment.
In determining how you reoon on tne installment
method any ol the gain on the sale ol several

assots when you sell your business, you must allo-
cate the selling price and the payments you re-
ceived in the year of sale to:

1) Inventory assets, the gain on which you may
not report on the installment method,

2) Assets sold at a loss, which you must report In
full in the year of sale,

3) Depreciable assets sold at a gain, part or all of
which you must report in the year ol sale
because of depreciation recapture income.

4) Real property, any gain on which you can
report on the installment method, and

5) Personal property, any gain on which you can
report on the installment method.

Since some gains reported on tho instaliment
method may be ordinary income and others may
be capital gains, you may be required to make
separate computations to report the gain properly
for each asset.

Example. The total selling price of a business In
an arm's-length’ transaction is $350.000 and the
down payment is $100,000. There are no other
payments in the year of sale. The selling price of
the inventory included in the sale is 40% of the to-
tal selling price, or S140,000, leading S210,000 for
noninventory property.

In the absence of a bona fide allocation of (tie
down payment, it will be ratably allocated to the in-
ventory and noninventory property. Forty percent
of the down payment ($40,000) is allocable to in-
ventory property and 60% ($60,000) to noninven-
tory property. Gain from the sale of the
noninventory property, except any part allocable
to depreciation recapture income, can be reported
on the installment method.

A sale of separate and unrelated assets of the
same type under a single contract is reported
as one transaction for the installment method.
However, if an asset is sold at a loss, the disposi-
tion of that asset may not be reported on the
installment melhod but must be reported sepa-
rately. The remaining assets sold at a gain are re-
ported together.

Example. You sold three separate and
unrelated parcels of real property, A, B, and C,
under a single contract calling for a total selling
price of $130,000. The total selling price of
$130,000 consisted of a cash payment of
$20,000, the buyer's assumption of a $30,000
mortgage on parcel B, and an installment
obligation of $80,000 payable in eight
installments, plus interest at 12% a year.

Your installment sale basis for each parcel was
$15,000. Thus, your net gain was $85.000
($130,000 minus S45.000). You report the gain on
the installment method.

The sales contract did not allocate the selling
price or the cash payment received in the year of
sale among the individual parcels. The fair market
values of parcel A, B, and C were 560,000,
S60.000, and $10,000, respectively. Since the
installment sale basis for parcel C was more than
its fair market value, il was sold at a loss and it
must be treated separately.

You must allocate the total selling price and the
amounts received in the year of sale between par-
cel C, soid at a loss, and tho remaining parcels.

The total selling price of $130.000 is allocated
$120.000 for parcels A and B together and
$10,000 for parcel C. The cash payment of,
S20.000 received in the year of sale and the note
receivable should be allocated on the basis of the
proportionate net fair market value. The net fair
market value is the fair market valuo minus any
debt assumed or which tho property is taken
subiect to. The allocation is as lollows:

Parcol

@

Parcels
Aand B

B

Nal lair market value

Fair market value
Minus Mortgage assumed



\et @ferietalle 59,00 510,00

Proportionate net fair market value

Percentage of total.............ccco..... 90% 10%
Payments Inyear of sale
$20,000 X 90% = ..coorirririririnns S 18,000
520,000 x 10% = .coovvererirrrerenne, S 2,000
Excoss of mortgage on parcel B

ever its installment sale basis.... 15,000

Allocation of payment* received

Inyear of tele S 33.000 S 2,000

The sale of parcel C may not be reported on the
installment method because the sale results in a
loss. This loss of $5.000 (510,000 selling price mi-
nus S15,000 installment sale basis) is reported In
the year of sale. However, if parcel C was held for
personal use, the loss is not deductible.

The installment obligation of 580,000 is
allocated to the property sold based on the pro-
portionate net fair market value. Ninety percent of
each payment received is from parcels A and B,
and 10% of each payment is a return of capital
from parcel C. tf any payments on Ihe obligation
are received in the year of sale, thoy are Included
with the other payments received in the year of
sale.

Installment Sale Example

The Installment sale of an entire business oper-
ated as a sole proprietorship for one overall price
under a single contract is not the sale of a single
asset. The sale generally includes the sale of real
and personal property that may be reported on the
installment method, and Inventory items that are
not reported on the installment method. The sale
of depreciable property cannot be reported on the
installment method to the extent the gain is report-
ed in the year of sale because itis depreciation
recapture income. Assets sold at a loss are not re-
ported on the installment method. The selling
price must be broken down into separate amounts
for each class of asset.

The tax treatment of the gain or loss on the sale
of each class of asset is determined by its classifi-
cation as capital asset, property used in the busi-
ness, or inventory and, for capital assets and
property used in the business, by the length of
time held. Therefore, separate computations may
be required to determine the gain or loss for each
asset sold.

Example. On January 2,1987, you sold the ma-
chine shop you had operated since 1979. You re-
ceived a 550,000 down payment and the buyer's
note for 5120,000. The note payments are
515,000 each, plus 12% interest, due every July 1
and January 1. In addition, lhe buyer assumed an
outstanding S50.000 mortgage on machine A, but
the mortgage was not more than your installment
sale basis in the machine. The total selling price is
5220,000. Your selling expenses are 511,000. You
have no outstanding business or investment in-
debtedness at the end ot your tax year; therefore,
you have no allocable installment indebtedness as
discussed earlier.

0l tho S220.000 total selling price, 510,000 is
for assets included in inventory. Because gain on
the sale of inventory items cannot be reported on
the ins'a'Iment method, the selling price for your
installment sale is 5210,000 (S220.000 -
510,000). The sales contract specilies that the in-
ventory items and the truck are to be paid for out
of the 550,000 down payment, so the down
payment tor the installment sale is 532,839
(550.000 - (S10.000  S7.161)). The 57.161 is
tho selling price ot lhe truck. The selling expenses
of S11.000 are divided among all the assets sold,
including inventory

The adjusted basis am decree .nnjn c.i.u ca cn
each asset sold are as toiicws:

8

Depreciation  Adjusted
Claimod Basis

— 515,000
37,000
70.200

5,180
25.000

Aaaet

The truck and machine B are 3-year and 5-yaar
recovery proporty and were depreciated under tho
acceleratod C09t recovery system (ACRS). No de-
preciation is allowed in the year of sale for 3-year
and 5-year recovery property undor ACRS. (See
Publication 534. Depreciation.) A $5.000 section
179 deduction was claimed on machine B. The
building and machine A wore depreciated on the
straight line mothod.

Tho assets included in the sale, their selling
prices based on their respective values, the selling
expense allocated to each asset, the adjusted ba-
sis and tho gain for each asset are shown in the
following chart.

Selling  Selling Adjusted
p.ice expense' basis Gain
Land......cccoeenee. 516522 S 926 S 15,000 S 2,596
Building 49,413 2471 37,000 9,942
Machine A 97,839 4.892 70,200 22,747
Truck 7,161 358 5180 1,623
Machine B 37,065 1,853 25,000 10,212

$210.000 S 10,500 S152.380 S47.120

"Your sailing expense tor each assat is 5% ol the asset's selling
price (Si 1,000 selling expanse divided by 5220,000 total selling
price).

The building which was acquired in 1979, the
year the business began, Is section 1250 property.
There is no depreciation recapture income
because the building was depreciated using the
straight line method. Machine A is section 1245
property acquired in 1980. All the depreciation of
520,800 on machine A is depreciation recapture
income because it is loss than the gain on tho ma-
chine. The remaining gain of 51,947 can be re-
ported on the installment method. Both the truck
and machine B, which were acquired in July 1985,
and September 1986, respectively, are section
1245 recovery property. You claimed a lower
investment credit on the truck, instead of a basis
reduction. See Publication 572, General Business
Credit, for a discussion of the investment credit
recapture. Since the gain on the truck of 51,623 is
less than the depreciation claimed (S8.820) on it,
the total gain is depreciation recapture income.
The gain of 510,212 on machine B is more than
the depreciation claimed (59,412). Therefore, the
depreciation recapture income for machine B is-
59,412 and the remaining gain of S800 can be re-
ported on the installment method. See Publication
544 for a discussion ot section 1245 and section
1250 property.

The total recapture income reported in Part Il of
Form 4797 is 531,835. This is made up ol S20.800
on machine A, S1.623 on the truck, and S9.412 on
machine 3. The gain on the truck is reported in
full. Therefore, the truck is not included in the
installment sale computation. Also, the part of the
gains reported as recapture income on machines
A and B (520.800 and S9.412) is added to the
installment sale basis ol the appropriate machine
when making the installment sale computations.

0l tho S220,000 total selling price, S10.000 is
for inventory assets that can not be reported on
the installment method. The 37,161 selling price
ot the truck is also removed from the total selling
price because the gain on the truck is reported in
the year ol sale. The selling price for the
installment rale is S202.839.

The assets included < the installment sa o. their
selling price, ar.-t ihmr Astrttirncr-.t saio basis €IC
shown >ntf“ ig;lowing c'-art

Install-
ment
Soiling salo
pneo basis__
Land.......coccoveviennenns $ 18522 $ 15920 |
Building 49,413 39,471
MachinoA 97,839 95,892
Machino B 37,065 36.265_
Total $202.839 S1B7.554 S

Since tha ordinary incomo part of tho gain on
chine A is reported In the year of salo, tho ret
ing S1.947 gain on machine A and tho gain o
land and building will be roported as section
gain. Since the holding period of machine B i
than 6 months, all of tho S800 gain will be rej
ed as ordinary incomo.

The contract price is S152,839 (5202,839 -
550,000 (lhe mortgago assumed)). The grot
profitpercentage (gross profit divided by thi
contract prico) for the assets are figured as
follows:

Percei
Land— S2,596 dividod by S152,839................
Building— $9,942 dividod by S152.8j9............ 6
Machine A— Si.947 divided by Si52,839....... 1
Machine B-S800 divided by $152,839......... 0
Total 10

Your Installment Incomo for 1987 for each ;
is the gross profit percentage for that asset tit
the total amount received in 1987 on the
installment sale. The sales contract specifies
the inventory items and the truck are to be pa
out of the 550,000 down payment, therefore,
down payment is reduced by the S10,000 sell
price of the inventory. The 57,161 selling pricr
Ihe truck is also subtracted from the down
payment. The truck sale does not qualify as a
installment sale because all the gain is reporti
the year ol sale. The remainder of the down
payment ol $32.839 (550,000 - (510,000 +
57,161)) is for the installment sale. The total
amount received in 1987 on the installment sr
the 532,839 down payment. The first paymeni
the note is not due until January 1,1988.

Inc
Land-1.6985% 0tS32,839......c.ccccceerererenanan. S5
Building— 6.5049% of S32.839 21C

Machine A— 1.2739% of 532,839.................. 4
Machine B—0.5234% of $32.839 :

Total Installment Income for 1987

Reporting the Installment sale. The installm
sale must be reported on Form 6252. The
amounts from Form 6252 are then reported ot
Form 4797 and Schedule D (Form 1040), The
computations shown in this example would be
eluded in schedules, as needed, and attached
Form 6252. See the Form 6252 instructions fc
formation on hew to report the gain from Forn
6252 on Form 4797 and on Schedule D.

Figure Installment Income for years after 1
by applying the same gross profit percentages
the payments you receive on the buyer’s note
you collect 530.000 during the year, you will rr
ize income for that year as follows:

Land— 1.6985% of S30,000.........c.ccccerrrrnnee. S

Building—6.5049% of S30.000.... e 1,00
Machine A— 1.2739% of S30.00G.................. 31
Machine B— 0.5234% of S30.000.................. is
Total Installment Income I

Treat tho gain you realize in each year on
assets you used inyour business and held me
than 6 months and on assets you used in bus
ness but held 6 months or fess, the same asy
treated the gain you realized last year on tho
same ciass ol asset. In some years you may |



lu gain on assets you usod in businoss and hold
oro than 6 months as capital gain and, in othor
A jars, as ordinary gam, since you must make a
T'irwparato comparison ot certain gains and lossos
8, roach yoar you realize Incomo from payments
n lho buyer's nolo lo determine whothor they are
rdmary or capital gains and lossos. The interest
sis ucoivod with each payment Is Included in (ull as
rdmary income.
_ummary. Tho installmont income (rounded lo
A 10 nearost dollar) Irom Iho salo ol tho machine
gg‘% hop is reported as lollows:

is | 0iling Price. .........coovcviveii e $202,839

IS e inus: installmont sale basis,

-por as adjusted..........oovvneneninins 1B7.54
Irow profit S 15285

is lain reported in 1987. year ol (*Ho................ $ 3284

10 3amreportedin 1388, S3C.003x 10.0007% 3.000
ain reported in 1989, S30.000:< 10.0007% 3,000
ain reported in  1990. S30.000x 10.0007% 3,000
amreported In 1991, S30.000x 10.0007% 3.001
ross profit S 15.285

Inventory. Il inventory items are included in an
Installment sale, you may have an agiuoment with
Ihe buyer concerning which payments are lor in-
ventory and which are (cr the other assets being
bold. If you do not have anagreement, a part of

a: Pach payment must be allocated to inventory, just
3sa partol each payment is allocated to'every
other asset that Is sold.

thaj However, gain on the sale of Inventory items
nd ([cannot be reported on the Installment method. All
thebl your gain on their sale must be reported as In-
ing fcome in Ihe year of sale, even il you are to be

e ojpaid in later years.

The amount you receive (or will receive) on the
n Jsale ol inventory items is reported as ordinary
ed Ibusmess income on Schedule C (Form 1040).
IYour basis in the items Is used to figure the cost of
[goods sold, and the part of the selling expenses
[allocated to inventory is deducted as an ordinary
* e Ibusiness expense.

[ Notesreceived. If inventory items are Included
| in an installment sale, and if the fair market value
om|of the buyer’s notes is less than their face value at
177 the time you receive them, you figure gain on the
ail inventory items on the fair market value of the
8.3] notes rather than on their face value. This is true
i s| even though you report gains on other items in the
TTjsale on the installment method and figure those
] gains on the basis of the face value of the notes,
j The part of the note payments you receive for
jntj assets included in inventory is treated the same
| as the note payments when you elect out. See
i 1 Fairmarket value under Electing Out, next.

Electing Out

You can choose not to have the instaliment sale
rules apply to your sale. If you make this choice,
you must report your entire gain from the sale on
your return for the year of sale, even though you
will not be paid all of the selling price until later.

Selling price. To figure the selling price under this
method, you must figure the buyer's installiment
obligation to you at its fair market value. Notes,
mortgages, and land contracts are examples of
obligations that must be included at fair market
value in figuring the seiling price. If you do not
elect out. these obligations would be included at
their full face value.

Example. You sold a parcel of land to another
person lor $50.000. payable $10.000 down and
the balance over a period of 10 years at 54,000 a
year, plus 12% interest. The buyer gave you a
note for S40.000. The note had a fair market value
of S30.0C0 (75% of its face value). You paid a
commission of 6%. or S3.000, to a broker for ne-
gotiating tne sale. The land cost you S25.000 and
you owned it for — '« thpn « "moths. vr'u decide

to elect out of the installment method, and report
tho buyer's noto at its fair market value.

Computation of giln:

Selling PNEO......ccverveeiee e $50,000
Minus: Adjusted basis ol the
PrOPErtY.....ccccveeeeeeeiesveenens $25,000
CommuNioN.......ccoceeeennenen. 3,000___ ZijiC0O
Rain realized $22,000
Gain recognized Inyea' of sale:
CaSh. .o $10,000
Markol valuo ol noto (75% ot $40,000) $30,000
Total roalizod In year ol salo............... $40,000
Minus: Adjustod basis of the
proporty e $25,000
Commission...........ccoceeevneee. 3,000 28,000
Gain recognized In yeer ot tele $12.000

The 512,000 is long-term capital gain. However,
since you included only the fair market valuo of
tho noto (75% of face valuo) to figure the gain
recognized In the year of sale, you must report os
ordinary Income 25% of each payment of princi-
pal you receive In later years. The Interest on tho
noto also I3 ordinary income and is reported as In-
terest Income on Form 1040.

Fair market value. If you elect out of the
installment method, you must figure tho fair mar-
ket valuo of the buyer's Installmont obligation to
you, whether or not you would actually bo able to
sell It If you use the cash method ot accounting,
the fair market value of the obligation will never be
considered to be less than the fair market value of
the property sold (minus any other consideration
received). If you use an accrual method ot
accounting, you must always use the full face
value of the installment obligation as its fair mar-
ket value when you elect out

How to elect out If you want to make this choice,
do not report your sale on Form 6252. Instead,
report it on Schedule D (Form 1040) or Form
4797, whichever is appropriate.

If you elect out and also value the buyer’s
installment obligation at less than its face value,
you must complete an additional part of Schedule
D (Part VI) or Form 4797 (Part IV). Check the box
provided in that part ot the form, and enter the
face amount of the buyer's obligation to you and
the percentage of the face amount that you are
reporting in the year of sale.

When to elect out You must make the choice
not to have the installment sale rules apply by the
due date, including extensions, for filing your tax
return for the year in which the sale takes place. In
general, once you ma”e this choice, you may not
change your mind. However, you can apply to the
Internal Revenue Service for special permission to
make a late choice to elect out or to revoke your
earlier election. A revocation will not be permitted
when one of its purposes is the avoidance of fed-
eral income tax, or when the tax year In which any
payment was received has closed.

Unstated Interest

There are different rules for imputing interest for
transactions before 1985 and for transactions af-
ter 1984. In either case, both the buyer and the
seller must treat a part of the installment sale
price as interest. For sales or exchanges belore
1985, the unstated (imputed) interest rules require
you to treat part of each payment as interest, even
though it is not called interest In your agreement
with Ihe buyer. This amount is generally referred
to as "unstated interest." This will reduce the stat-
ed selling price of the property and Increase the
seller's interest income and the buyer's interest
expense.

The imputed interest rule applies even if you
have a loss on the sale. It applies even if you can
postpono or otherwise not recognize all or part ol
your gam or loss in the year that the sale takes

place. It even applies If you oloct out of tho
Installment method,

Sains and exchanges before 1985. If, for a sale
or oxchango before 1985, you determined that the
transaction Involved unstatod interest, you mu9t
continuo to treat a part of each principal payment
as intorost.

If a change lamado In the terms of a contract
for tho salo of property, and tho cliango affocts
the liability for, or the amount or due dale of, a
paymont, Including a payment of interest, tho total
ugstated intorost must bo refigurud and reallocat-
ed.

A late or early paymontis considered a
change in the terms of tho contract if tho payment
Is made mo:o than 90 days before or after tho
dato tho paymont was due under tho contract. Any
additional Interest paid bocauso of a lato payment
is considered stated interest in refiguring total un-
stated interest under the contract.

A dofault in the remaining paymonts under a
contract is also considered a change in the terms
of tho contract.

If tho roflgured total unstated Intoroat is
more than tho amount of total unstated interest
previously returned as incomo under the contract
before the change, you must allocate the
difference proportionally to the remaining
payments duo under the revised contract.

Previous amountmore than refigured
amount. If the total unstated interost previously
reported as Income is more than the total un-
stated interest you refigured under tho changed
contract, deduct the excess unstated interest on
your return for the year of the change in tho con-
tract.

Sales or exchanges after 1984. For sales or
exchanges of property occurring after 1984, a
debt instrument must provide for adequate stated
interest. If a debt instrument does not provide for
adequate stated Interest, interest is Imputed to the
debt instrument. Generally, a debt instrument
provides for adequate stated interest if it calls for
interest at a rate no lower than the test rate of in-
terest applicable to the debt instalment. For sales
or exchanges of property (other than new section
38 properly which includes most tangible personal
property) involving seller financing of $2,880,000
or less, the test rate of interest is the lower of the
applicable federal rate of interest or 9%,
compounded semiannually. If the seller financing
is in excess ol 52,800,000, and for all sales or
exchanges of new section 38 property, the test
rate of interest is 100% of the applicable federal
rate.

Section 1274 of the Internal Revenue Code
applies to any debt instrument issued for the sale
or exchange of property if some or all of the
payments due under the debt instrument are due
more than 6 months after the date of the sale or
exchange. Section 483 of the Code applies to
sales or exchanges of property excepted from 'he
provisions of section 1274.

Section 483. The rules ol section 483 apply to
any payment on account of the sale or exchange
of property which constitutes all or part of the sell-
ing price and which is due more than 6 months af-
ter the date of Ihe sale or exchange under a
contract under which:

1) Some or all of the payments are due more than
1year after the date of the sale or exchange,
and n

2) There is total unstated interest (or Inadequate
stated interest).

Total unstated Interest. Total unstated interost
is an amount equal to the excess of:

1) The sum of the payments duo under the con-
tract, over

2) The sum of the present valuos of tho payments
and tho presont values of any interost
payments due unoJr the contract.



Tranuctloni lo which soction 463 sppllss. The
rulos of section 483 apply to debt instruments aris-
ing Irom tales or exchanges ol:

1) A farm for $1,000,000 or loss by an individual,
estate, tustamontary trust, small businoss cor-
poration (dolinod in section 1244(c)(3) of the
Internal Revenue Coda), or a domestic partner-
ship that moots requirements similar to thoso
ol soction 1244(c)(3),

2) A principal residonco by Iho owner,

3) Proporty with total payments (principal and in-
lurost) ol $250,000 or loss, or

4) (.and betwoen related pantos.

In addition, tho rulos ol section 483 apply to a
"cash mothod debt Instrument." A "cash method
debt instrument" is any dobl instrument given as
consideration for Ihe sale or exchange nl proporty
(olher than now soction 38 property as dolinod in
section 48(b)) with a stated principal amount ol
52.000.000,0r less and:

1) The lender (holder) doos not use an accrual
method ol accounting and is not a doalor In tho
type ol proporty sold or oxchanged,

2) Both tho borrower (issuer) and the lender
jointly elect lo account for the interest under
the debt Instrument on Ihe cash method ol
accounting, and

3) Section 1274 ot the Cede would havo applied
except for the election In (2) above.

Sale ot a farm. The section 403 rules apply to
the sale of a farm il the selling price cannot
exceed S1,000,000. Il the selling price can exceed
51.000.000, the section 1274 rules apply. For
purposes of determining the selling price, all sales
and exchanges that are part of the same transac-
tion (or a series of transactions) are treated as
one sale or exchange.

| Salis with total payments of $250,000 or
ess. If:

1) The aggregate amount of the payments (inter-
est and principal) due under the debt
instrument and under all other debt instruments
received as consideration for the sale or
exchange, and

2) The aggregate amount of any other considera-
tion to be received for the sale or exchange,

cannot exceed $250.000, the section 483 rules
apply. The section 1274 rules apply if the amount
can exceed S250.000.

Any consideration (other than a debt
instrument) is taken into account at its fair market
value. All sales and exchanges that are part of the
same transaction (or series of related transac-
tions) are treated as one sale or exchange.

Land sales between related parties. The rules
of section 483 apply to land sales between related
parties to the extent that the sales price when
added to the aggregate sales price of prior land
sales between the individuals during the calendar
year does not exceed $500,000. The rules of
section 1274, if otherwise applicable, apply to a
sale of land to the extent the sales price is in
excess of $500.000. In addition section 1274
applies to a sale of land if any party to the sale is
a nonresident alien individual.

Related parties include an individual and the
members of that individual's family. The members
ol an individual's family include Ihe individual's
spouse, brother and sister (whether by the whole
or hall blood), ancestors and lineal descendents.

Exceptions to section 483 rules. The unstated
interest rules do not apply to the following types of
transactions.

Sales price of $3,000 or less. If it can be deter-
mined at the time of the sale or exchange ot the
property that the selling price cannot exceed
53.000, the unstated interest rules do not apply lo
the sale or exchange.
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Carrying charges. The buyer of personal prop-
erty need not figure unstotod interest if any part of
the payments includes separately stated carrying
charges deductible in part as intorost. If tho buyor
makes an installmont purchase undor a plan in
which carrying charges aro separately statod but
Iho Interost cannot be dotorrninod, (ho buyor can
deduct, as interest, tho losaor ol—

1) An amount equal to 6% ol tho average unpaid
balanco undor the contract during tho yoar, or

2) The part of the total carrying charges allocablo
to tho yoar.

Additional exceptions. Seo tho discussion ol
the exceptions that apply to bolh sections 483
and 1274, later.

Section 1274. Tho section 1274 rules apply lo
any dobt instrument given in consideration lor lho
sale or exchange ol proporty if:

1) Tho stated redemption price at maturity for tho
debt instrument exceeds:

a) Tho stated principal amount when there is
adequate stated interest, or

b) The imputed principal amount in all other
cases, and

2) Some or all of the puyments under the debt
instrument aro duo more than 6 months after
tho dale of tho sale or exchango.

Thero is adequate stated interest under section
1274 if the stated principal amount for a debt
instrument is less than or equal to the imputed
principal amount. The imputed principal amount of
any debt instrument is equal to the sum ot tho
present values of all payments under the debt
instrument.

Imputed principal. In transactions to which these
rules apply the issue price ol the debt instrument
has to do determined. Where there is adequate
stated interest, the issue price is the stated princi-
pal amount, If the debt instrument does not pro-
vide for adequate stated interest, the issue price
of the instrument is the imputed principal amount
of the debt instrument. The issue price of a debt
instrument is generally used to determine the sale
price (in whole or in part) of any property acquired
for the debt instrument.

Exceptions to the imputed principal rules.
Section 1274 does not apply to any of lhe debt
instruments involved in transactions listed above
under Transactions lo which section 483 applies.

Assumptions. If an existing debt instrument is
assumed, or property is acquired subject to a debt
instrument, in determining if the imputed interest
rules apply to the debt instrument the assumption
(or acquisition) is not taken into account unless
the terms or conditions of the debt instrument are
modified or the nature ol the transaction is
changed.

Exceptions to sections 483 and 1274. The im-
puted interest rules do not apply in the following
circumstances:

1) Publicly traded debt Instruments or proper-
ty. Transactions involving publicly traded debt
instruments Or any debt instrument issued in
consideration for the sale or exchange of
publicly traded property do not include any im-
puted interest. A publicly traded instrument is
one that is traded on an established securities
market.

Treatment of obligors. An obligor or borrower
(issuer) under a debt instrument given in con-
sideration for the sale or exchange of property
that is personal use property in the hands of
the issuer. Personal use property is any proper-
ty substantially all ot the use of which by the
taxpayer is not in connection with a trade or
business ol lhe taxpayer or an investment ac-
tivity.

N
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3) Patents. When all substantial rights to a pnt-
ont, or an undividod intoreat in property that
includes a part ot all substantial rights to a pat
ont, are sold or exchanged, tho sollor need no
figure unstated intorost or imputed pnncipal or
any amount that Is contingent upon Ihe produr
tlvity. use. or disposition of the property trans-
ferred. This rule only applies il ho seller is the
inventor or a buyer who purchased the patent
or rights to iho patent from tho inventor before
the invention was reducod to practice.

Annuities. Paymonls that dopond In wholo or
in pan on tho life expectancy of any individual
do not roquire the computation of unstated In-
terest or imputed principal.

N
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Additional Information. For information on tho
computation of imputed interost and other special
rulos, soo sections 483 and 1274 of the Code anc
the regulations thereunder.

Effects of Unstated

Imputed interost affects tho soiling price and ttv
contract price. It also affects tho amount ol gam
on the sale, whothor you use the installmont mot!-
od or elect out.

Selling price and contract prico. Ifyou use the
installment method for reporting your gain on the
sale, both the selling price and the contract price
must be reduced by any imputed interest. All the
other rules relating to installmont sales apply as
they would if there were no imputed Interest.

If you elect out. If you do not report your sale
using the installment method, you must report
your entiro gain In the year of sale. However, if
you find that the payments you are lo receive will
include Imputed interest, you must reduce the sell
ing price by the total amount of imputed interest
before you can determine the gain or loss.

The amount of Interest you must report is the
sum of the imputed interest plus any interest spec
ified under the contract.

For more information on reporting imputed inter
est and stated interest, see sections 483 and
1274 of the Code and the regulations thereunder.

Interest

Dispositions of
Installment Obligations

If you dispose of an installment obligation (the
buyer's note, mortgage, etc.), you will usually havt
a gain or loss to report. Generally, a disposition
includes a sale, exchange, cancellation, bequest,
distribution, or transmission of an installment
obligation.The gain or loss is considered to be
gain or loss on the sale of the property for which
you received the installment obligation. If the origi-
nal installment sale of the property produced ordi-
nary income, the disposition of the obligation will
result in ordinary income or loss. If the original
sale resulted in a capital gain, the disposition of
the obligation will result in a capital gain or loss.

Use the following rules to figure your gain or
loss from the disposition of an installment
obligation.

If you sell or exchango the obligation, or ifyou
accept less than face value in satisfaction of the
obligation, the gain or loss is the difference be-
tween your basis in the obligation and the
amount you realize.

If you dispose of the obligation In any other
way, the gain or loss is the difference between
your basis in the obligation and its fair market
value at the time ol the disposition. This rule
applies, for example, when you give the
installment obligation to someone else or can-
cel the buyer's debt lo you.

Some situations in which these rules may or may
not apply are discussed in the following
paragraphs:



It-

of Ihe ropossossod property is less than the to-

1 Transfers between spouses or former The remainder of the unpaid balance Is your ba-

ItDat- pouses. No gain or loss is recognizod on the sis In the obligation. It represents tho part of your tal of basis plus ropossession expenses, you
2~ anslor 0t an Installment obligation between a adjusted basis In the property you sold that you have a loss. Because the loss is a loss on the
Ir(;%t usband and wile or a lormer hushand and wile il have not already recovered In payments from the installment obligation, Itis a bad debt loss.
de” icidant lo a divorce. A transfer is incident to a di- buyer. How you ded_uct tho loss dep_ends on wheth.er
is. orco if it occurs within one year after the date on Example. Several years ago you sold some you sold business or nonbusinoss property in
ho Vhich the marriage ends, or is related to the end tv on tho Instailmont mothod. Tho b till tho original salo. Soo Publication 548, Deduc-
0 proporty on tho Installmont mothod. Tho buyer sti d . ;
ot fthe marrlago. Tho samo tax treatment (or tho owes you $10,000 of tho sales price. This is the tion for Bad Debts, tor more information on bad
ora ansferred obligation applies lo tho spouse or for- ynnajd balanco on tho buyer's installment debt lossos.

nor spouse receiving it as would have applied to

wWwo v O
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no transferor spou3o or formor spouse. The basis
il tho obligation to tho transforeo spouse (or for-
ner spouse) Is tho adjusted basis of the transferor
pouse.

The nonrecognition rule does not apply if tho
pouso receiving the obligation is a nonresident
ilien.

Gifts. A gilt ot an installment obligation Is a dis-
position. The gain or loss is tho difference be-
ween your basis In the obligation and its (air
norket valuo at tho timo you mako the gift.

For gifts botween spouses or former spouses,
;ee Transfers botween spouses or lormer
pouses. earlier.

Cancellation. If an installment obligation is can-
rolled or otherwise becomes unenforceable, it is
reated as a disposition other lhan a sale or
exchange. Your gain or loss is the difference be-
tween your basis In the obligation and its fair mar-
<etvalue at the time you cancel it. If you and the
ruyer are related persons, the fair market value of
he obligation is considered to bo no less than its
ull face value. "Related person" has the same
neaning here as it does for Rule 2 under
Installment Sales to Related Persons, earlier.

Forgiving part of the buyer's debt. If you
accept part payment on the balance of the buyer's
installment debt to you and forgive Ihe rest of the
debt, you treat the settlement as a disposition of
the installment obligation. The gain or loss Is the
difference between your basis in the obligation
and Ihe amount you realize on the settlement.

If you reduce tho selling pric9 but do not cancel
Ihe rest ol the buyer's debt to you, it is not consid-
ered a disposition of the installment obligation.
You must religure the gross profit percentage and
apply it to payments you receive after the reduc-
tion.

Assumptions. 1) the buyer of your property sells
it lo someone else and you agree to let the new
buyer assume the original buyer's installment
- Obligation, you have not disposed of the
installment obligation. Itis not a disposition even if
the new buyer must pay you a higher rate of inter-
est than the original buyer.

Installment obligations transferred because
of death. The transfer of an installment obligation
as aresult of the death ol the seller or other hold-
er ot the obligation is not a disposition. Unreported
gains Irom the installment obligations are treated
as items of gross income in respect of a decedent.
This means that whoever receives the installment
obligation as a result of lhe holder's death is taxed
on the installment payments in the same way as
[he seller or other holder would have been if the
holder had lived to receive the payments.

However, if an installment obligation is can-
celled, or transferred to the buyer, because of the
death ol the holder of the obligation, it is a disposi-
tion, The estate must figure its gain or loss on the
disposition. If the holder and the buyer were
related persons, the fair market value of the
installment obligation is considered to be no less
than iis fun face value. "Related person" has the
same meaning here as it does lor Rule 2 under
nstailment Sales lo Related Persons, earlier.

nn 3*'Youf bas's in an installment obligation de-
nhi Son **e amount 'hat is yet to be paid on the
n.'5a,on (,he unpaid balance) and your gross
ihn 1 DefCenla9e- Multiply the unpaid balance by
nmi i,0ss.f>@*t Pe,C(5ntage. This is the amount of
marl, Q0 mstallment sale that you have not al-
eceived in payments from the buyer.

obligation to you. Bocause your gross profit por-
contago Is 60%, S8.000 (60% ol $10,000) Is the
profit still due you on tho obligation. The rest of

tho unpaid balanco, $4,000, is your basis in the

obligation.

Repossessions

If, after making an installment sale, you
repossess your property from the buyer, you may
have to figure:

1) Your gain (or loss) on the repossession, and
2) Your basis in tho repossessed property.

The rules for doing this depend on the kind of
property you repossess. The rules for
repossessions of personal property differ from
those for real property. In addition, special rules
may apply if you repossess property that was your
principal residence beforo the sale.

The repossession rules apply whether or not ti-
tle to the property was ever transferred to the buy-
er. It also does riot matter how you repossess the
property— whether you foreclose or tho buyer vol-
untarily surrenders the property to you. However, it
is not a repossession if the buyer puts the proper-
ty up for sale and you repurchase it.

For the repossession rules to apply, the
repossession must at least partially discharge
(satisfy) the buyer’s installment obligation to you,
The discharged obligation must be one that is se-
cured by the property you repossess. This require-
ment is met if the property is auctioned off after
you foreclose and you apply the installment
obligation to 1our bid price at the auction.

Personal Property

If you repossess personal property, you may
have a gain or a loss on the repossession. In
some cases, you may also end up with a bad debt.

To figure your gain or loss, subtract your basis
in the installment obligation and any expenses you
have in connection with the repossession from the
fair market value of the properly. If you receive an-
ything from the buyer in addition to the
repossessed property, it should be added to the
property's fair market value before making this
subtraction.

The way you figure your basis in the installment
obligation depends on whether or not you report-
ed the original sale using the installment method.
The method you used to report the original sale
also affects the character of your gain or loss on
the repossession.

Sales not reported on the Installment method:

1) Basis. Your basis in the installment obligation is
figured on its lull face value or its fair market
value at the time of the original sale, whichever
you used to figure your gain or loss in the year
of sale. From this amount, subtract all the
payments of principal you have received on the
obligation. The result is your basis in the
installment obligation. If only a part of the
obligation is discharged by the repossession,
figure your basis only in that part.

2) Gain or loss. To your basis in the obligation,
add any expenses you have in connection with
the repossession. If the fair market value of lhe
property you repossess is more than this total,
you have a gain. Because the gam is gam on
the mstallment obligation, it is all ordinary in-
come. not capital gam. if the fair market value

Sales reported on Ihe Installment method:

t) Basis. Your basi3 in tho installment obligation is
Its face value minus the unreported profit (the
amount of gam you would have reported as in-
come in the future if you had held the
obligation to maturity). If only a part of tho
Installment obligation is discharged by the
repossession, figure your basis only in that
part.

2) Gain or loss. Your gain or loss on the
ropossession is the same character as your
gain on the original sale. If you had a long-term
capital gain on the original sale, you will have a
long-term capital gain or loss on tho
repossession. If your original gain was ordinary,
your gain or loss on the repossession will also
bo ordinary.

Worksheet. The following worksheet can be used
lo determine the taxable gain or loss on a
repossession of personal proporty reported on the
installment method.

1 Fair market value ol proporty repossessed
2. SelliNg PriCe.....vvverrrrnrirrens cereerirerenas

3. Minus: Payments made to time
Of repoSSESSION......cvvvevreeeerines
4

. Face value ot obligation at lime
Of FEPOSSESSION. ..vvevereeieirriies ceververenes
5. Minus: Unrealized profit (line 4
limes gross profit percentage)....
6. Basis of obligation (line 4 minus line 5).....

7. IGain6())r loss on repossession (line 1 minus
INE B) ..o neenesennens

8. Minus: Repossession COStS........cccevreren.
9. Taxable gain or loss on repossession

Example. You sold your piano for 51,500 in De-
cember 1986 'or S300 down and S100 a month
(plus interest). The payments began in January
1987. Your gross profit percentage is 40%. You
reported the sale on the installment method on
your 1986 income tax return. Alter the third
monthly payment, the buyer defaults on the con-
tract and you are forced to foreclose on the piano.
The fair market value of the piano on the date of
repossession is S1.400. The legal costs of foreclo-
sure and the expense of moving the piano back to
your home total S100. You figure your gain on the
repossession as follows:

Fair market value of piano repossessed S1,400
Basis of the buyer's obligation at the time

of repossession:

Selling price of piano S1,500

Minus: Payments made on contracl. 600

Faco valuo of obligation at time ol

FEPOSSESSION. ...vvivviierineiereeeieneans S 900
Minus: Unrealized profit goross prolit per-

centage Ol 40% x S900)

Gain 0N rOPOSSESSION. .....cvrveveerrrerreerresireseeeeas
Minus: Expenses of repossession.........c.cu......

Taxable gain on repossession

Basis. Ycur basis in reuossessed personal propor-
ty is its fair market van. -‘the time ol the
repossession.

Fair market value. The fair market value of
repossessed property is a question of fact lo be
established in each case. If you bid for the propor-
ty at a lawful public auction or judicial sale, its fair
market value is presumed to be tho price it sells
for, unless there is clear and convmcmo evidence
to lhe contrary. 1t



Bad debt, il (he Installment obligation is not fully
satisfied by tho repossession, the same
circumstances that led you to repossess your
property may moan that you cannot collect on tho
rest of the buyer's debt to you. If you cannot, you
may be able to take a bad debt deduction for that
part of the installment obligation. See Publication
540 for moro information.

Redl Property

The rules for repossessions of real proporty
allow you to keep essentially the same adjusted
basis in the repossessed property as you had
before the original sale. You will be able to re-
cover this entire adjusted basis when you resell
the property. This, in effect, cancels out the tax
treatment you had on the original sale, and puts
you in the same tax position you were In before
that sale.

Therefore, the fullamount of any payments you
have already received from the buyer on the origi-
nal sale must be regarded as Income to you. You
musl report, as gain on the repossession, any part
of those payments that you did not yet include In
your Income— that is, lhe part that had been re-
garded as a return of jour adjusted basis rather
than as gross profit.

However, the total gain you must report from
the payments you received on the original sale is
limited to the amount of gross profit you expected
on that sale. If this limit applies, your basis In the
repossessed property is adjusted downward, post-
poning the rest of the gain on repossession until
you resell the property.

The rules given below show in detail how to fig-
ure your basis in repossessed real property and
your gain on ihe repossession. These rules are
mandatory. However, they apply only if cortaln
conditions are met:

First, the repossession must be to protect your
security rights In the property.

Second, the installment obligation that Is satisfied
by the repossession must have been received In
the original sale.

Third, you cannot pay any additional considera-
tion to the buyer in order to get your property
back, unless either:

1) The reacquisition and payment of the
additional consideration were provided for
in the original contract of sale, or

2) The buyer has defaulted, or default is immi-
nent.

"Additional consideration" includes money and
other property you pay or transfer to the buyer.
For example, additional consideration is present if
you reacquire the property subject to an indebted-
ness that arose after the original sale.

Il any of these three conditions are not met, you
cannot figure your gain or loss on the
repossession and your basis in the repossessed
property according to lhe - scussed below,
instead, use the rules discuo-ud under Personal
property, earlier, as if the properly you repossess
Is personal rather than real property.

Figuring gain on repossession. Your gain on
repossession is lhe difference between the
amount ol money and the fair market value of
property (other than obligations of the buyer aris-
ing Irom the sale) you have received on the sale
and the total amount of gain you have already re-
ported as income. See the earlier discussion
under Payments for the definition of what is con-
sidered a payment on the sale.

There is a limit on the amount of gain that is tax-
able. Taxable gam is limited to an amount equal to

your gross profit on the original salo', minus the
sum of:

1) The gain on the sale you reported as income
belore the repossession, and

2) Your repossession costs.
"2

This method of figuring taxable gain. In essence
treats all of the payments you receivod on the salo
as income, but limits your {otal taxable gain to the
grosa profit you originally expected on the sale.

Repossession costs. Your repossession costs
Include money or property you pay tor the reacqui-
sition of the real pro?erty. his inCludes amounts
paid to the buyer of the property as well as
amounts paid to others for such items as court
costs and legal lees. Repossession costs do not
Include tho fair market value of the buyer's
obligations to you that are secured by the real
property.

WorkshosL The following worksheet can be used
to determine the taxable gain on a repossession
of realdproperty reported on the installment
method.

1. Payments received to time of
ropossession

2. Minus: Gain reported (Hn8 1
times gross prolit percentage)....

3. Gain 0N roPOSSESSION......cvvev e
4. Gross profit on sale........ccovvvvees e e
5. Gain reported (line 2).......... .
6
7
0

. Plus: Repossession costs
. Subtract line 6 from line 4........ -

. Taxable gain (lesser of line 3 or 7

Example. You sold a tract of land In January
1985 for 525,000. You accepted Irom the buyer a
S5,000 down payment, plus a $20,000 (9.5%)
mortgage, secured by the property and payable at
the rate of $4,000 annually plus interest. The
payments began on January 1,1986. Your adjust-
ed basis In the property was S19.000 and you re-
ported the Iransaction as an Installmont sale. Your
selling expenses were 51,000. You figured your
gross profit as follows:

Selling Price........cooevvviieeieiiees e - 525,000
Minus: Adiusted basis. . $19,000

Selling expense 1,000 20,000
Gross Profit...enneneiniiinnns S 5.000

For this sale, the contract price equals the selling
price. Therefore, the gross profit percentage is
20%, figured as follows:

Gross prow. S5.000
Contract prica, 525,000 “

In 1985 you included $1,000 in your income
(20% of the $5,000 down payment). In 1986 you
reported profit of $800 (20% of the S4.000 annual
installment). In 1987 the buyer defaulted and you
repossessed the property, You spent $500 in legal
fees to get your property back, Your gain on tho
repossession is figured as follow?:

Payments received (S5.000 + 54,000).............. 39,000
Minus: Gain grewousl reported as incomo

(S1,000 + S800).......oomreerrerrmeirrireriaes 1,800
Gain $7.200

Not all of this gain is taxable. The limit on taxa-
ble gain is figured as follows;

Gross profit on original sale............cccoovvreennnen. $5,000
Minus: Gain previously reported

as INCOME......ovvvvrerriririeiins 1.80

Cost ol repossession.............. 500 2,300

Taxable gain on repossession S2.700

Indefinite selling price. The limit on taxable
gain does not apply if the selling price is indefinite
and cannot be determined at the time of
repossession as, for example, when it is slated as
a percentage of the profits to be realized from the
buyer's development of the property.

Character ofgain. The taxable gain on
ropossession Is ordinary income or capital gain,
the same as the gain oil the original sale.

Basis. Your basis in the repossessed property is
determined as of Ihe date of repossession, Itis
the sum of:

1) Your adjusted basis in the installment
obligation,

2) Your repossession costs, and
3) The taxable gain on the repossession.

To figure your adjusted basis on the installment
obligation at the time of repossession, subtract i
any unreported profit (the amount of gainyou
would have reported as Income in the future had )
you held the obligation to maturity) from its face |
value at the time of repossession.

Worksheet. The following worksheet can be used
to determine the basis of real property
repossessed.

1. Face value of obligation at time of
repossession (soiling price minus
payments received) -

2. Minus: Unreported prafit (line 1 times gros:
profit percentage)...........ou.... 1

3. Adjusted basis on dato of repossession.,.. |

4. Plus: Taxable gain on
repossession
Repossession costs

5. Basis of repossessed roal proporty

Example. Assume the same facts as in the pre-
ceding example. The face value of the installment -\
obligation (the $20,000 note) Is $16,000 at the r
time of repossession, because the buyer had |
made a S4.000 payment. The gross profit percent- ;
age on the original sale was 20%. Therefore, ’
S3,200 (20% of the S16.000 still due on the note)
is unreported profit. You figure your basis in the  J

repossessed property as follows: o (
Face valuo of obligation at lime of :
repossession. ¢ §16.000 1

Minus: Unreported profit............ccocvvenrenen. 3,200
Adjusted basis on date ol repossession 312800 -
Plus: Taxable gainon "
rePOSSESSION......couvere: ferenes 32,%88 .
Repossession Costs.............. 3,200 !
Baals of repossessed real property 316,000 .
T

.t
Holding period for resales. If you resell tho prop-:
erty you repossessed, the resale may result in a
capital gain or a capital loss. To figure whelher itis
a long-term or a short-term gain or loss, your
holding period tcludes the period you owned the
property before the original sale plus the period af-
ter the repossession. It does not include the peri-
od the buyer owned the property.

If the reacquired property includes improve- 1
ments made by the buyer, the holding period for
these Improvements begins cn tho day after tho
date of repossession. j

Bad debt. If you repossess real property under
these rules, you cannot take a bad debt deduction
(or any part of the buyer's installment obligation.
This is so even if the obligation is not fully satisfied
by the repossession.

If you had already taken a bad debt deduction
before the tax year of repossession, you are con-
sidered to have recovered the bad debt when you
repossess the property. The amount of the bad
debt deduction you took in lho earlier year musl
be reported as income in the year of
repossession. However, if any part of the earlier
deduction did not serve to lower your tax, you do
not have to report that part as incomo. Your bas"s
in tho repossessed property must bo increased by
tho amount you report as income.
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BSH%ssessing Your Former

Whon you sell your home, you may be permitted
to postpone paying tax on part or all of your gain if
you acquire a replacement residence within a
specified period of time. You also may be allowed
to oxclude some or all ol your gain from income if
you are age 55 or older.

Special rules apply if. after using one or both of
these provisions for your sale, you repossess your
former home and sell it once again. Under those
'uio3, you do not have any gain or loss at the time
of repossession. Instead, the sate-and resale are
combined and treated as a single transaction. You
then refigure your gain on the combined

| sale-resale, including how much of the gain you
i can exclude or postpone paying tax on. These
| Ispecial rules apply only if:

1) The resale takes place within one year of the
repossession, and

2) Al least somo of your gain on the original sale
was not taxed because you acquired a replace-

ment home or because you were age 55 orold-.

or. (See Publication 523, for details on these
1 two provisions.)

|f the resale does not tako place within one year
of the repossession, the general rules for
fepossessions of real property discussed earlier
are applicable.
Refigure gain. To refigure your gain, you must
first refigure both the amount you realize on the
combined sale-resale ‘1 your adjusted basis in
the home. The different between these two
amounts is your gain on tho combined sale-resale.
You then figuro how much of this gain you can
oxclude or postpone paying tax on, using the
1same rules that would apply to any sale.
Roflguring the amount realized. To refigure the
amount you realize on the combined sale-resale of
. lour home, add the selling price on the resale to
the selling price on the original sale, and subtract:

- 1) Your selling expenses for both sales,

2) The part of the original installment obligation -
i.*et remains unpaid at the time of
i e repossession, and

3) Your repossession costs.

Example. You sold your home for $50.000. Al-
'ter some time, you repossessed your property and
.resold it within one year for S55.000. When you
1eoossessed, the first buyer owed you $46,000 on

ho original sale, and you paid $1,000 in
- connection with the repossession. Your selling ex-
*penses were S2.000 dollars originally and $3,000
non tne resale.

j The amount realized on the combined
Jsale-resale is figured as follows:

hi- i< price on resale..........ccccoeveeiieeieninnns $ 55,000
Selling pneo on original sale . 50,000

TOIN et 5105,000
‘Wiir's: Selling expenses on resale....$ 3,000
j Selling expenses on original

SAle 2,000

Amount unpaid on buyer's

NOtE....iiiiieieie e 46.000
. Repossession costs........... 1,000 52.000
Amount realized on sale-resale S 53000

Refigured adjusted basis. To religure your ad-
just,-d basis lor the combined sale-resale, begin
s\ith your adjusted basis in the property at the time
ol tne original sale and make any adjustments lor
events that t3ke place alter you repossess the
froperty. You cannot adiust for events (hat took
tlace while the buyer owned the property.

You may have to make two other adjustments:
") Il the buyer became lurlher in debt to you alter

the original sale, and this debt was also se-
cured by tne property you repossessed, add in

the amount outstanding on this debt when
roflguilng your adjusted basis. In this way,
when you ligure gain on the combined
sale-resale, you will be able to take Into
account the lull amount that Is owed you.

If, In an earlier year, you took a bad debt de-
duction for any of the buyer's obligations that
were secured by the property you ropossess,
you must subtract the amount ol the deduction
when religuring your adjustod basis. If only part
ol the deduction served to roduce your tax, you
need subtract only that part.

Excluded or deferred gain on resale. Il you are
age 55 or older and are excluding any part of your
gain for that reason, you must refigure how much
gain you can exclude. Use the refigured gain on
the combined sale-resale to see how much gain
you can exclude.

If you bought a replacement home and ore post-
poning part of your gain for that reason, you must
refigure bolh:

1) The amount of gain you can postpone, and
2) Your adjusted basis in the replacement home.

From the amount realized on tho combined
sale-resale, subtract any "lixing-up" expenses you
had In connection with either salo. The result Is
the adjustod selling price for tho sale-resale. Com-
pare this amount to (1) the cost of the replace-
ment home and (2) your gain from the combined
sale-resale to figure both the amount of gain you
can postpone and your adjusted basis in the re-
placement home. Publication 523 discusses how
to do this.

You are allowed to deduct fixing-up expenses
for both the sale and resale. Publication 523 also
discusses fixing-up expenses.

Reporting taxable gain. Ifyol already reported
any gain from the original saie, the amount you re-
ported should be subtracted when reporting your
gain from lhe combined sale-resale. Make any
necessary adjustments on your tax return for the
year of the resale.

Bad debt. If you repossess your home under
these rules, you cannot take a bad debt deduction
for the original installment obligation, or for any
other obligation that was secured by the property
yoUu repossess.

N
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Reporting an
Installment Sale

You must use Form 6252, Computation ot
Installment Sale Income, anytime you have a sale
of property that you report as an installment sale.
The farm is used to report the sale in tho year it
takes place, and to report payments received In
later years. In addition, il you made th6 sale to a
related person, you may have to file the form each
year until the installment debt is paid oil, whether
you receive a payment during the year or not.

Form 6252 is made up ol three main parts. Part
I, Computation ot Gross Profit and Contract Price,
must be completed only tor the year ol sale. Part
IIl, Computation ot Taxable Partot Installment
Sale, must be completed lor the year of sale and
(or any year in which you receive a payment or are
considered to have received a payment. Part Il
Inlormation and Computation tor Related Party
Installment Sate, must be completed only if you
sold tho property to a related person as discussed
earlier under Installment Sales to Related
Persons.
For the year of sale. Answer the questions ot the
beginning ol the form and complete Part | and
Part Il. Question D asks whether you sold lhe
property to a related person. If you answer "Yes"
to question D, answer question E and complete
Part Ill.
For years after the year of sale. Answer the
questions at the top ot tho form and comploto Part
Il for any year that you receive a payment from tha

sale, Including a doomed paymont as discussed
under Allocable Installment [ndebtedness
(Deemed Payment), earlier. You do not have to
complete Part | except In lhe yoar of sale.

If your salo is to a related porson, you may have
to completo Part lit and lile tho (orm In other yearn
as well:

Ifyou sellmarketable eecurllloa to a related
person, complete Part ill for each year of Ihe
Installment agreement, even Il you do not re-
ceive a payment in that year.

Ifyou sell Property other than marketable se-
curities lo a related person, completo Part Ill
for the year of sale and Iho 2 years following tha
year ol sale, even il you do not receive a
payment. Alter this 2-year period, you do not
have to fill out Part Ill.

Later dispositions. If tho related person you sold
your property to disposes ol the property belore
the installment debt is paid oil, you may have to
Immediately report the rest ol your gain in Part IIl.
See Rule 2: Sale and resale under [nstallment
Sales to Related Persons, earlier, lor more
Information.

Sevoral assets. If you sell two or more assets in
one installment sale, you may have to report the
sale of each asset separately. The same is true if
you sell all the assets of your business in one
Installment sale. See Single Sale of Several
Assets, earlier.

If you do not have too many sales to report sep-
arately, you may use a separate Form 6252 (or
each one. However, if you have to report sepa-
rately the sales ol many assets that you sold to-
gether, do not prepare a separate Form 6252 for
each one. Instead prepare one Form 6252 and at-
tach a schedule that contains all the inlormation
lor each asset that i9 required by Form 6252. You
would complete Form 6252 as follows:

1) Answer the questions at the top of the form..

2) In the year ol sale, do not complete Part |.
Instead write "See attached schedule" in the
margin.

3) For Part I, enter the total for all the assets on
lines 21,22, and 23.

4) For Part Ill, answer all the questions that apply.
If none ol the exceptions under question H ap-
ply, enter the totals on lines 29,30, and 31 for
all the assets that were disposed ol.

Payments past due. Do not report payments of
principal that you have not yet received, even if
they are past due. However, if you use the accrual
method of accounting, you have to accrue the
payment that is due even though you have not yet
received payment.

Special situations. Il you are reporting payments
(rom an installment sale as income in respect of a
decedent or as a beneliciary of a trust, including a
partial interest in such a sale, you may not be able
to provide all the inlormation asked lor on Form
6252. To the extent possible, follow tho
instructions given above under Several assets,
and give as much detail as you can in a statement
attached to the Form 6252.

For more information on how to complete Form
6252, see the (orm instructions.

Other forms. The gain from Form 6252 must be
carried over and entered on another form. That
lorm may be Schedule D, Form 4797, Gains and
Losses From Sales or Exchanges ot Assets Used
ina Trade or Business and involuntary
Conversions, or bolh. Although the references in
this publication are to the Schedule D lor Form
1040, the rules discussed also apply to tho Sched-
ule D's (or Forms 1041 (estates and trusts), 1065
(partnerships). 1120 or 1120-A (corporations), or
1120S (S corporations). Form 4797 is used with
partnership, corporation, S corporation, estate,
and trust returns, as well as with individual returns.
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Schedule 0. Ifyou sell property that Is a capital
asset and use the installment method, each year
you must include tha capilal gain part ol lhe
Installment payments Irom Form 6252 Inyour net
gain or loss Irom tho salo or exchange ol capital
assets This gain or loss is reported on Schedule
D (Form 1040).

If your gain (rom an installment sale qualified (or
long-term capital gains treatment in the year ol
salo. il will continue to quality In later tax yoars
when you receive and report the installment
payments. Your gain will be long-term il you
ownod the asset for more than 6 months when
you sold it.

Form 4797. An Installmont sale ol property that
Is used in your business or that earns you rent or
royalty income sometimes results in a capilal gain
and sometimes In an ordinary gain and sometimes
both. All or part ol any gain (rom its disposition
may be ordinary gain Irom depreciation. Form
4797 is used to report these transactions and to
determine the amount ol ordinary gain or loss and
the amount ol capital gain or loss.

Il part ol your gain on the sale is ordinary gain
(rom depreciation (including the section 179 de-
duction) and part is capital gain, you must report
the gain to the extent of the depreciation
recapture incomo in the year of salo even if no
payment is received.

Il you dispose ot more than one asset ina
single transaction, you must mako a separate
compulation for each asset so that any gain is
properly allocated between recapture income and
capital gain.

Sample Forms 622

The following two examples illustrate how to fill
out Form 6252. The lirst example shows how the
(orm is used in the year of sale. The second ex-
ample shows how it Is used in a later year. The
sample filled-in forms follow these examples.

Example 1

On November 1,1987, Mark Moore sold a lot
that he had bought on February 17,1975, for
S2.650. Because the lot rapidly appreciated in
value, Mark was able to borrow more on it than it
had cost him. At the time of the sale, $6,500 re-
mained outstanding on these loans. In the sales
contract, the buyer agreed to assume these loans
and to pay Mark S200 a month (plus 12% interest)
for 3 years. In addition, the buyer made a down
payment of S1.000 on the sale.

Mark fills out his 1987 Form 6252 as follows:

Question A. Mark writes in a description of the lot
he sold.

Questions B and C. Mark enters the date he
acquired the lot and the date he sold it.

Question D. Because Mark sold the lot to Acme
Design, a partnership ol which he is a member, he
checks the "Yes" box.

Question E. The property Mark sold was not a
marketable security (such as a stock or a bond),
so he answers "No” to this question. Because he
sold the lot to a related person, he must complete
Part Il of the form. But because the property he
sold was not a marketable security, he must
complete Part ill only for 1987 and the next 2
years.
Part I. Mark uses this part of the (orm to figure the
contract price and his gross profit on the sale.

Lino 1 On this line, Mark enters the selling
price, S14.700. This includes the S1,000 down
payment, the S7.200 (36 x S200) in monthly
payments he is to receive, and the S6.500 in loans
Ihe buyer assumes.

Line 2. Here Mark enters the S6.500 the buyer
assumes.

Line 3. Mark subtracts line 2 from line 1 and
enters the riilterence. 58,200.
14

Line 4. Because he had not made any improve-
ments to tho lot Mark's basis at the time ol the
sale wes the lot's cost ol $2,850.

Lines 5and 6. Mark did not take depreciation
deductions on tho lot (land Is never depreciable),
so tho amount on lino 4 carries over to line 6.

Lino 7. Mark's only selling expenses wero $150
In legal toes. It he had advertised lhe lot lor sale
or paid a commission on tho salo, he would
includo those amounts.

Une B. No depreciation was claimed on tho
land therefore Mark has no income recapturo.

Lino 9. Tho total ol Mark's adjustod basis in the
property plus his selling expenses is $2,800.

Lino 10. Mark subtracts line 9 from lino 1 and
enters the result, $11,900.

Lino 12. The proporty Mark sold was not his
principal residence, therefore, ho carries the
amount on lino 10 to line 12. This Is his gross prof-
iton lhe sole.

Lino 13. Mark next subtracts lino 9, $2,900,
(rom lino 2, $6,500. Tho result, $3,700, Is the
amount by which the assumed loans are more
than Mark's basis in the property plus selling ex-
penses. This amount is treated as a paymentin -
the year ol sale on line 16.

Line 14. The contract price is the sum ol all the
payments Mark will receive on the sale. This
includes the down payment and all Ihe installment
payments he is scheduled to receive (line 3). It
also includes the "payment” figured on line 13.

Part Il. In this part Mark figures the amount ol
gain Irom the sale he must report for 1987.

Line 15. Mark's gross prolit ratio (or the sale is
the gross prolit on line 12, $11,900, divided by the
contract price on line 14, also $11,900. It Is, there-
fore, 100%.

Line 16. Mark carries the amount he treats as a
payment on line 13 to this line, so that it will be
counted in with the other payments he received in
the year ol sale.

Linn 17. At the time ol the sale, Mark received a
down payment ol $1,000. Then, in December
1987, he received his first monthly installment
payment. The total payment was S272, consisting
of $72 interest (one month's interest on $7,200
figured at 12% a year) and S200 principal. This is
the only installment payment Mark received in
1987. He enters the total amount paid during
1987, $1,200 ($1,000 + $200), on this line. He
reports the S72 interest on line 8 ol Form 1040.

Line 18. Since this was the sale of an undevel-
oped lot held for investment, Mark has no alloca-
ble installment indebtedness to report.

Line 19. Here Mark enters $4,900, the sum ol
line 16 plus line 17. This is the total ol all lhe
payments he is considered to have received in
1987.

Line 20. Since 1987 is the year ol sale, Mark
makes no entry here.

Line 21. The gross prolit percentage (line 15)
lor this sale is 100%. Therefore, the entire amount
on line 19, S4.900, is taxable gain. Mark enters
this amount on line 21.

Lines 22 and 23. Because Ihe lot Mark sold
was not depreciable property, he does not have to
recapture any depreciation deductions as ordinary
gain. All of his gain on the sale is long-term capital
gain. He carries the amount on line 23 to line 11 ol
Schedule D-(Form 1040) where it is included with
any other long-term capital gains he may have.

Part Ill. 8ecause Mark sold lhe lot to his partner-
ship, a “related person," he must (ill out this part

ol the lorm. But because the property he sold was
not a marketable security, he must complete this

part only lor 1987, 1988, and 1989.

Question F. Mark enters the name, address,
and employer identification number ot the partner-
ship that bought the lot.

Quootlon Q. The partnership did not sell the lot
In 1987, so Mark checks the "No" box. Becauso
he checked the "No" box, ho doos not havo to (il
out tho rest ol Part IIl.

Example 2

In Decombor 1986, Cora Blue sold a painting
she had inhantod a (ow years boloro. The buyer
paid her $700 down and gave hor an installment
note for $3,800. Tho noto calls lor quarterly
payments of $530 until the $3,800 debt is paid off,
in about 2 yoars. Each $530 payment Includes in-
terest figured at 10% a year on |ho outstanding
debt. Cora received hor first 4 payments on the
noto in 1987. Tho amount of principal and interest
sno received in each paymont is given in the table
below:

Paymont Interest  Principal
FIrST e S 05.00 S 435.00
S0CONG...erieieieirreeieneine 84.13 44587
i 72.08 457.02
01.55 468.45

S313.66 $1,806.34

Cora must report the $313.66 in interest as ordi-
nary income on lino 8 of her Form 1040. She
reports lhe $1,806.34 in principal on Form 6252
as follows:

Question A. Cora states that tho property she
sold was an oil painting.

Questions B and C. She then writes in the date
she acquired lhe painting (through inheritance)
and the dale she sold it.

Question D. The buyer was not related to Cora,
so she checks the "No" box.

Question E. Because she checked "No" to
question D, Cora does not have to answer this
question or till out Part Il of the (orm.

Part I. Cora completed Part | ol her Form 6252 lor
the year ol sale. 1986. She does not (ill it out for
the remaining years of the installment sale.

Part Il. This is the only part of Form 6252 that Co-
ra fills out.

Line 15.0n her 1986 Form 6252, Cora had fig-
ured her gross profit percentage to be 22.7%. She
uses this same percentage on her 1987 Form
6252.

Une 16. Since this Is nol the year 0l sale, Cora
enters zero on this line.

Line 17. Cora enters the total amount (minus in-
terest) that she received on the sale in 1987,
$1,806.34.

Line 18. Since the painting is not real property,
there is no allocable installment indebtedness to
report.

Line 19. The amount on lino 17 carries over to
line 19.

Line 20. Before 1987, Cora had received only
the S700 down payment on the sale.

Line 21. Cora next multiplies the gross profit
percentage ol 22.7% (line 15). by lho amount she
was paid in 1987 (line 19), S1,806.34. The result,
S410.04, is tho amount of gain she had on the
sale in 1987.

Lines 22 and 23. Cora did not us(fthe painting
in a business, so it was not depreciable and the
recapture rules do not apply. The amount on line
21 carries over to line 23. Becauso Cora owned
Ihe painting (or more than a year when she sold il.
her gam is long-term capital gain. She carries the
amount on line 23 to line 11 ol Schedule D (Form
1040), wnere itis included with any other
long-term capital gains she may have.



6252 Computation ot Installment Sale Income 1 >1£--8
oIt * ANlICH tOfAWI 741 <Hwedt w7
Lar * Mpad* 1onn*os i t dnixd» i ojHr 0¢nmmcff>ucpm> A L»UPIEAL mydtoa. Al M4
uw _>» 79
1M j# i tid

opa er- \/ZJ-00-i7f4
» fie*/V ttft BAUFIf/tyQuCIC S*Y~.

I~ ti-n<j<rwi clwunu) <777 C *Dal» sod (north day. ae.1 year)
O Wspottr?, *odica related party aMr My 14 1980 (Sieny|ro(tons) /m p({\| Q
f =ft tv.Mtto D¥s s ” was e prpot diva*ria'e searity” Jﬁ ni

ka1 il e
EZD  Comput jlindl Gross Adfitand Contract Puce isgre i fr - ou#(ID)

oo 'ili 1'd i”"m* yd r dbrChYSS (Dunat me:.ch> stated m unitati-d interest) JL
» - < LD, Yl > SA
T e Lomall R ! e
IS/@bbf“.!leZ*’<mi—rj 3,.<300__
4 CoilJather L. d;:rfp*il#'l i !
5_Ci pecobcm 0"U"Atd 0* /it i [ M
64 n@btract M 0tnl »T4) Z,(/TO
1 cormssoni *r”C ac k1 1frutol siC _g
B b core ttcapve bomft'm /97, Tat lit (Ste -mit-ct c»s) - ffi:
9+*33i'mO 7 ads us- -MAO-
msbbectirreghomnel||tfooilﬁmrmmmetewﬂdlmq 10 //, 900

11 ilgof\: on A jt-o.e ikop“.rCipe>*% . Vce enter tiltSum ol friyi9 >ntf15 ol form 2119 J1l
ocsspoMiiwvbfacilne 11 fromine 10) 2 M ,90t

ﬂm&t #énLl\PSQ—?omHun ker2. enter ifto UH.-JUZEE-

r.-Tra Compulation of Tauble Pul of Installment SaleiCv/\ei*> lp,ii v I"‘*t<ib)p‘\t I’”@a’##rar;w‘*.‘*»*

PRHER*. " ndff'recm <6ti~ i %ti ed’ 41 it t mr'fcD/jal rn» 5rfnrf'tCfou lorjuQcsbtriniu Utnenl n'lebirit+H )
15 r.” epif*: jcroT.tag*(OmCe ,re 121#| reUj(ioi >cj»i aitt irt »eat of sale, see >nstiuciions) 115 /o070
16 10>#"—rofsa*co*j— er el in.Owmni from L.re )Jar<i.e. or »*.% genjer zero v-l,yoel_ _
1/ 1j#u-rs*eit .ed (S < ft st (see iMrocitOi-s) (Do not inc™de stated or unstated tr.laesb i 17 /.Z200
A zjJ = “safnent .r.vs6ledrtis »ni pa’e 2 of |he instrotfio™s 1B -0 '—
19 Arci*ts ,6 17 anti 18 12
irti-it 1.np.o* [fan\ (ste irs.racton) 1Cc r'* réwekr sfaltd et { >
) L?0.i J ./

j&frpa” IQF =r.tra”;"'epfiaie("ru. .ne 19b/Ine 15) TR
72 Cj*Icl _.rt21 Irat sc™d ra’y ihcotc ur.der r«lp]a»e rules (See iistru:*owv ) 'Y -
SHEJE SKT 1,2F 71 FAiLron ScheQuie Dar formA 797 “1ill a y&-°-

Informdhon and Computation tor Related Parly Installment Sale
13 *.1;B-r>rvni i lict.relrtinjtonililirnt’ tMffr.f.it i re.a» )

f 1 a acfress. and taipcher idenMi rfc. fIIG ‘1P, cf/O tS (cJ. A?/?IW
omryiir < r SLY.. ‘SRS, T ZtjyjAj... .. L V.
C Li"Oi“eteietecpaljr.Oat ngih.* ia» #tar. teseil ot C.tpove ol Ihe ptnptfly? . [ jYe> y~No
H  ileea* e toC €il.0> G *s"Yes. “‘conpiete Hes24 il.raugn31 le"onwniets one ol the lo:zlo*.nE(@<J. | .as’s/fl (Techanlythe toi [paigoplies)
T».e 1"stCspos.t on %a sa'eae*ci ange ctstocs to ife tssv.ngco™poTatwon
Tr-e seccna c-spoi I-on*as an _r*oiutta”y coneernon where !he thiteal ol convets”on occutted altei Ihe firstd.sposa.on
{ . TFr iftond cspcS™1"0n occurred alter 1he deafh ol H e or€.ral ieileror purchaser .

il tctr. ae rstzoi shed o the saksfect.*mofme  Intetrai Re*enue Ser™.ce that ta» avo-dance was not a priincipal purpose fore-lher ol 1he
d *pos™ho™s 1Uh sjtci scheci»fd aliacn an esplah-ai<on (See insiructions )

74 Sc i*hEpn;e cf prpper1/sord 0/ re"attd pa™t/ 24

25 F-"er oo* eci price from ime 14 lor>ear of Psslsa™ 25 i
76 Cn"ex»;*iexfrjivrollire24 erli-e?5 . - -

27 Tcij' ii*nsrecei.ec L/ircendolyojr 1967ta>ear Aedir.es 19ard 20 27

28 S .rad i.re 27 froml.re 26 He 77 »t maelhenlire26 cverifo 2B

29 Wl*pylemal*egnxs prof t percentage on Lre 15 lar year ol frst sale 29

30 Pa™tol |r—f29fjt lio*Cna®/ .n<a-.eunder recaplu”e rules (See instructions ). 2P . '
31 Sjtn".vfl»e 30 x r-nr-e 29 C'fr» onCf ht-cvie Qc> Tortn 2797 =

fot P*p»'«oik Brdoftron Act NolK*. »* itp t'tlr intliuctiont. fom 6252 tos>

6252 Computatiun of Installvent Sale Incomo BE3I

11U ol » So tip titit lAitiuitioni  » Attachto)out tn itlwin. 1 1 8 7
'S U H* U1l =irpaialt loitwicrt #«ch ial* ot eth*r dupotinon «I pro;>*.ly on th* initalimtnt m*tho4 .
Vi-fein 9
ss *CMhA-isa.. Z1J J 2

A DCescriptionof propuity O /s fWfoTiA/IGt .
H Date aoquired (Fronlh davand year) 7°3Jfm9 3 C Datesadd(nonth, day. ardyear) » S j. ...
D W&s ptopert/iodioa related part/alter Ma/14. 1950 Secinstrtilk<ens) . . . [iY*» Tnffo
C NtrearswerloQisYes.'was Ihe pOpert/a mekela\e seaurity? R L) ves finvo

Il youchec' I j  Yes fqcsfipr £ eonrpfirfe P** HI
BsboncAmAed Uo' lu Qesron[. compile fjit Hilo>the year ol sj\vanj tor 2 >rjraaher freyearotiJie

Cormputation 0l Qroii Profit and Cuniracl Pfice (Lunp.*tr p>\ gjh hi nme »eararacorsy) »
1 Sartgprice.HiudrgrOMifoer'd QferindiSed.ess (Cordl induce Siatediar urstatedlirterest ).

2 Mhrty;.rieia>dir ttiiujebHrne . 16i»* ook I*pioi ithFtub]*<1
to &d ot mmijikiys sH* biyver fowkumné bai.s uro'.r» sSria JLI
I Subirnl bre? ramlire 1

A Gostor Qter las* of property sold 4
S DrpreCiahonalloned or siione ive
6 Addled bes s(sLbtract br» SromPre B
7 Corrri.ssrors and other eiperres of sale
8 Ircone t<JplLer Fudi formi 477, Fart il (St st Ors)
9 Add lires6.7.and T
10 Subtract lire© ras Ine | Hit'O or less, dorot conrplete rest ¢! lorm
11 Muest on Aatme isa prircipal resicerce, enter tre sumof liness Qard ISof Term2) 19
12 GrossproMsubliadl kre tlironilirt 10
13 Sbtract INEOhUMLIE2 HINES  rioe 1NN N2 ererj € 1O ..o
14 Contractpure (add Ime 3and L.nf ) - - . 14

euth Computation of Taiable Part o( Installment Salc(Cu"p.'rffih>ipjritorihtt* nctuu andarvs*aryowtee .eapayirvinta/
rj.eierfanroe: fed en #Aunmui reata* apesm-foanifarivia feffafkars Seeirtfi/ucfran faosfuiskem Utor.tni ,rAn\tc*e\\ )

15 Qross profit percertage (ke Pre 12 by Lre 149 (ot >ej*s allor Ihe year ol sale, see irstructias) z2z.7 20
16 Tar year ol saieonl/->cnjyvr arrount Iramil.re 13 ebo.e, oihenase erter lero L 16 —0—
17 Payrrents receded duning year (see nslnudions) (Db ret irduce stated or unstaled interest) . . 17
18 ADrcable irstaliment indebtedress frampege 2t the irstnctias ., . 18
19 A s 16.17. Ono 18 e v
20 Payrrents rece .ed mprar yta't (see irstnoiocs) (0o rot irducke staled a1 76 0 10t Y.
urstated rrterest) Lo RN E-Xo\ N !
21 Taiable part olrrstaiinonl sale (utiply ine 19by IN® 15} coooooveeeee 21 y/o 0/
22 Fartol lire 21 thet il adirery intemme ur.certfocaptuie rues (See irstnctios ). . . 22
23 Subtract Ime 2? hom Ime 71 fnlcr on Schedule O or ro*m4797 . 23 w /o 70

1-Ai'm”  Information and Computation \ut Related Party Installment Sale
(Oorclicrvpteir th t pjtlitpoo re(e»r01*ir f-ntitniltiimenlpjym eri th» f.npen )

F  Name address, and lospayer icertifyingrunoer of related party...................ee....

G Did the related party, durmg this ta* year, resell o» dispose ol Ihe properly? Lj y*s t— No
H lltheanswer loqutshonGn* Yes ‘completelmes24 thioughjl belowunless one ol me Iouowmgcondltlons ismet (check onlythe bo* Ihat app:*es)

1.] The lirst disposition was a sale or eichar.ge ol slock to the issuing coipoiahon.
1 The second disposition was an involuntary con.ersmn where the threat ol conversion occurred alter (he lirst d'sposdion.
1.1 The second disposition occurred alter the death of the original seller or purchaser.

C3 it can be established lo Ihe sahslachon ol ihe Internal Revenue Service mat ta» avoidance was not a principal purpose for cither of tne
1. d”poidions Il this bo» is checked, attachan opianatipn (See instructions )

....................................... 21

24 SHllirg price ol property'sold by related party

25 Eter cortract price fromine 14 faryearotfirstsale = 1:25.
26 Eiter the ssiterof fire 24.ar Ine 25 2]
27

27 Total payrrents tecewvied by Iheend ol you 1967 tai year Add ines 19and 20 .
28 Subtract Ine 27 fromlire 26 Il Ine 27 isnore than Ine 26 erter zero 28

29 Mutiply Ine 28by the gross profit percertage ontire 15 lar year of first sale .

30 Fartdl ine 29Nt isardinary inconre urder recapture rules (See NEIUCEQrs ).

31 Subtract hr.e 30 bom tme ?9 Enter on Schedule O pi rpim 4797 3 |

fci Ptptfwork Reduction Act Nobct. ste i«par«t* imtfuctioni. fon 6252 NS



INDEX
Allocable installment Indebtedness 4
Basis ol installment obligations 11
Bonds... 3
Buyer'snotes 2
Contingent sales 7
Contract prico 2
Debts 3
Deemod paymont 4
Depreciation recapture incomo 2
Dispositions ol installmont obligations 10
Electing out 9
Escrow accounts 5
Exoonsos 2
Fair marketvaluo 3
Figuring installmont sale incomo 1
Form 6252 14
[llustrated 15
Gross profit percentage (gross profit ratio) 2

How Gt IS FmBad
Rblictos

You can ordur tax lorms and publications
Irom |ho IBS Forms Distribution Center lor
your slale al Ihe addross balnw. Cr, il you
prelcr. you can photocopy lax lorms Irom
reproducible copies kept at many participat-
Ing public libranos  In adaltion, many ol
Ihcse iibranus have roleronco sets ol IRS
publications which you can read or copy.

Sond to
"Forms Distribution
Center"

Il you ore locsted In: ter your slate

Alaska. Arizona California.
Coio’Jdo. Hawaii. Idaho,

Montana. Nevada New Mexico.
Oregon. Ulan. Washington, Wyoming

PO Box 12626.
Frosno. CA 93770

Guarantees 3

Imputed interest 9
Installment obligation:
Defined 1
Dispositionot 10
Installment sale basis 2
Installment sales 1
Electingout 9
Example 6
Reporting 13
Installment sales to relatod persons 5
Depreciable property 5
Marketable securities 6
Two-year cutoff 6
Interost Income 1
Inventory items 9
Like-kind oxchangos 7
Notes:

Alabama. Ajkanias,

lllinois, Indiana. lowa.

Kansas. Kontucky. Louisiana
Michigan. Minnesota. Mississippi.
Missoun. Nebraska. North
Dakota, Ohio. Oklahoma. South
Dakota. Tennessee. Texas. Wisconsin

PC box 9003.
OJoommgton. IL Cl 790

Connecticut. Dolawa/e. District ot
Columbia. Florida. Georg*. Maine.
Maryland. Massachusetts. New
Hampshire. New Jersey. New
York. North Carohna, Pennsylvania.
Rhode Island. Soulh Carolina.
Vermont, Virginia, West V.rgima

PO Box 26066.
Richmond. VA 23260

Buyers 2

Third party 3
Paymonts 2

Allocable installmont indebtedness
Reporting an installment salo 13
Ropossossions 11

Former home 13

Porsonal property 11

Roal proporty 12

Worksheets 11,12
Section 179 doduction 2
Selling prico 2

Allocationo | 7
Singlo salo ol several assets
Third-party notes 3
Unstated intorost 9
Wraparound mortgago 3

Foreign Addresses— Taxpayers with mailing
addresses in lorcign countries should
send their request” lor torms and publica-
tions to: Forms Distribution Center, P.O.
Box 25866, Richmond, VA 23260; or Forms
Distribution Center, PO. Box 12526. Fresno,
CA 93778, whichever is closer.

Puerto Rico— Forms Distribution Center,
P.0. Box 25866, Richmond, VA 23260.

Virgin Islands— VI. Bureau ot Internal Rev-
enue, P.O. Box 3196, St. Thomas, VI
00801

+ US Government Prating ()«*«+ 1M6-70200&«0031






SENATE COMMITTEE REPORT

FIRST COMMITTEE OF REFERRAL

Date of 5-DAY NOTICE ///0/d7
IN ACCORDANCE WITH UNIFORM RULE 23

FURTHER
**FISCAL NOTE(S) MUST BE ATTACHED
IN ACCORDANCE WITH AS 24.08.035
4/37/89
Mr. President:

DATE TURNED INTO OFFICE

individual recommendations

[ 1 further referral to

Defh of Commerce. st/V/g?

FISCAL NOTE(S) attached Zero [ ] fiscal impact >
[ ] appropriation no FN attached [ ] Gov. FN introduced w/ bill
MEMBERS\ SIGNIAGNA O M.SS - . OTHER RECOMMENDATIONS

signature and recomm”~ndation
[ 1] Committee backup attached



STATE OF ALASKA BILL VERSION: SR 41

1989 LEGISLATIVE SESSION PUBLISHDATE: -

REBUEST: FISCAL NOTE

RevisionD a te : Agency Affected:  Commerce & Economic ppy.

Title: Supporting MICA™as & public corporatismth Medical Indemnity CorporaFlon
endorsing MICA's tax exempt status of Alaska

Sponsor: SturgulewskL Components:

Requester™ Senate Labor & Commerce

EXPENDITURES | REVENUES :(Thousands of Dollars)
OPERATING FY 89 FY 90 FY 91 Fyo2 1°' FY 93 FY 94

PERSONAL SERVICES
TRAVEL
CONTRACTUAL

SUPPLIES
EQUIPMENT

LAND & STRUCTURES

GRANTS. CLAIMS

MISCELLANEOUS

TOTAL OPERATING 0 i 0 0 0 0 0 .

CAPITAL 0 0 0 0 o 0

REVENUE o 0 0 0 0 0

FUNDING: (Thousands of dollars)

GENERAL FUND
FEDERAL FUNDS

OTHER 1
TOTAL 0 0

[EnY

[EnY
R
[ T

POSITIONS:

FULLTIME 0 0 0 0
PARTTIME
TEMPORARY i

ANALYSIS: (Attach a separate page if necessary.)

Prepared by: Paul RoIIer, Director Phone; 465-2515
Division: Insurance Date: 4-4-89

Approved by Commissioner: Larry MEI’CU”Effr,{‘,V Phone: 465-2500
Agency: Department of Commerce & Economic DeveVobment pate: v 9

Distribution (by preparer):
Legislative Finance
Legislative Sponsor
Requestor
Office of Management and Budge*
Impacted Agency(ies)

3687D-1/040489h

page of



MEDICAL INDEMNITY CORPORATION OE ALASKA
TAX ISSUE- BACKGROUND SUMMARY

March 22, 1909

The Medical Indemnity Corporation of Alaska ("MICA™)
was established by the Alaska Legislature in 197G to deal with
the medical malpractice insurance crisis that existed in

Alaska. & a AS 21.00.010-21.08.900. At that time all major
providers of: medical malpractice insurance had withdrawn from
the Alaska market. In order to prevent the shortage of physi—

cians that was anticipated to result from the unavailability of
malpractice insurance, the Legislature created MICA as a "public
corporation” to make available the necessary insurance coverage.

MICA 1is governed by a nine-member Board of Governors,
whose members are appointed by the Governor and confirmed by
the Legislature. Initial funding for MICA was provided by the
State through the establishment of a $6,000,000 revolving loan
fund, from which MICA may borrow funds upon certification by

the Director of Insurance that such a loan 1is necessary. MICA
currently has two outstanding loans from the fund, and these
loans are being repaid on the statutory payment schedules. A

$3,000,000 capital loan has now been reduced to $2.4 million; a
$2,000,000 1loan, obtained in 1986 to compensate for fluctuations
in loss experience, has now been reduced to $1.2 million.

In 1977, shortly after MICA was established, MICA
sought and obtained from the Alaska Department of Revenue a
ruling that MICA was an 1instrumentality of the State of Alaska
and was therefore exempt from state income tax and exempt from
the state business license tax. In 1977, MICA also obtained
from its independent auditors a written opinion that, as an
instrumentality of the State, MICA was exempt from federal
income tax under section 115 of the Internal Revenue Code and
was not required to file tax returns. Accordingly, MICA has
not paid taxes, has not filed tax returns, and has operated in
all respects as a tax-exempt instrumentality of the State of
Alaska.

In 1988, MICA®"s 1independent auditors raised some ques—
tions about MICA®"s exemption from federal 1income tax. These
guestions arose in part as a result of changes that were made
in the law by the Tax Reform Act of 1906 and by the discovery
of some rulings issued by the Internal Revenue Service with
respect to other similar but not identical state-established



insurance corporations. In August 1988, through its auditors,
MICA requested a ruling from the Internal Revenue Service "with
respect to whether the income of MICA 1is excludable from gross
income under Section 115(1) of the Internal Revenue Code of
1906." MICA has not yet received a ruling. It is MICA"s
understanding that the ruling has not yet been 1issued, in part,
because at the present time there 1is a division of opinion
within the Internal Revenue Service on whether MICA satisfies
the requirements for an exemption under section 115(1).

In order for MICA®"s 1income to be exempt under section
115(1), the 1income (1) must be derived from the exercise of an
essential governmental function and (2) must accrue to a state
or a political subdivision of a state. It is MICA"s under —
standing that the Internal Revenue Service 1iIn this case is
principally concerned with whether MICA"s income accrues to the
State, not with whether MICA 1is performing an essential govern-—
mental function. In fact, MICA does satisfy the requirements
of section 115(1). Since MICA 1is an instrumentality of the
State of Alaska, all of MICA®"s 1income accrues to the State.
MICA > 1income historically has been used only for the necessary
expenses of performing MICA"s statutory functions and for making
the required loan payments to the State.

An attempt by the Internal Revenue Service to tax MICA
would raise serious constitutional questions and would extend
the 1issue beyond merely interpreting section 115(1). Under the
constitutional principle of intergovernmental tax 1immunity, the
federal government may not impose an income tax on an instrumen—
tality of a state. A ruling by the Internal Revenue Service
that it has the authority to impose an income tax on MICA would
have serious implications for the tax status of other public
corporations that are instrumentalities of the State of Alaska.
For example, even the tax-exempt status of the Alaska Permanent
Fund would be subject to question. In order to reinforce its
position on this question, MICA therefore 1is seeking the support
of the Governor, the Alaska Congressional Delegation, and the
Alaska Legislature.

IT MICA were found to be subject to federal 1income
tax, 1its estimated potential tax liability for 1987 and 1988
would total $2,045,000 (1987- $1,585,000; 1988- $460,000).
Those taxes would have to be paid out of MICA"s existing cash
reserves. The taxes for 1989 and future years would have to be
funded by premium increases. For 1989, the exact tax liability
is not yet known, but MICA"s actuaries have calculated that
loss of tax-exempt status would require a 1989 premium increase
of 12.6 percent for physicians and 10.5 percent for hospitals.
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CONTINUATION Of FISCAL NOTE ANALYSIS

For BJ11/Resolution No. SJR 72__

However, these costs me based 011 the assumption that all
candidates and issues will tit on three ballot cards, which 1is the
norm. It should be noted, however that should the inclusion of
this 1issue require a 4th ballot to be printed, the cost increase
would have to be calculated at 16 cents per ballot x approximately
320,000 voters. The total cost of printing the additional ballot
card would be $51.2

Under these circumstances the fiscal note would be:

53.4
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IHesa State legylatLre e o

- Anchorage, Alaska 99503
Senator (%9]) AR
During Session:
PO. Box V
Juneau, Alaska 99811
(907)465-31983
Senate
DATE: February 23, 1990
TO: Senator Dick Eliason, Chair
Senate Labor and Commerce Committee
FROM: Senator Pat Rodey
SUBJECT: SJR 72 - EconomicDevelopment Fund

The purpose of this legislation is to expand the opportunities

for

new development and redevelopment that would have

a positive impact on the State of Alaska.

The

Economic Development Fund would use one-quarter of one

percent of the annual receipts of the State taxes on oil and

gas.
oil

In fiscal year 1989 the State collected $950 million in
and gas taxes which would have translated in to

approximately $2.38 million available to the Fund.

Along with the annual deposits in to the fund any earnings or
repayments that the fund receives from its activity would go

back

into the fund. This will enable the fund to develop a

stable and ongoing source of investments dollars.

The

Board of Directors would operate similar to the Board of

Directors of the Permanent Fund Corporation. They would set up

the

guidelines for a prudent investment policy with the

guidance of the Legislature.
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SENATOH BETTYE FAHREMKAMP WHILE IN JUNEAU
CHAIRMAN, RESOURCES COMMIITEE PO BOX V
110N CUSHMAN STREET, SUITE 201 JUNEAU, ALASKA 99811
Fairbanks,Alaska 09/ot CAPITOL, ROOM 125
OFFICE (907) <152-4811? OFFICE (007) 465-3834
HOME (907) 456 2899 HOME (907) 780 6027
Senate
TO: Senator Richard Eliason, Chairman
Senate Labor & Commerce Committee

FROM: Senator Bettye FahrenkanVp”~W/

DATE: February 21, 1990 n a

SUBJECT: Senate Joint Resolution 76

"Urging a change in the allocation formula for federal grants for
alocdol, drug abuse, and mental health services."

The federal government has provided funding for substance abuse and mental health
services In the form of block grants since 1981. Last fal, the President requested an
addition $1.65 billion for drug abuse programs, from which $415 million was to go to the
states” block grants for prevention and treatment services.

This block grant money B distributed to the individual states by a formula that favors
urban areas. As a reault, Alaska and six other rural states are not scheduled to receive
any additional funding for federal fisal year 1990.

This resolution requests that the Alaska Congressional delegation seek changes in the
funding formula so that Alaska can receive a fair share of federal aid.

Thank you for scheduling this resolution. | urge your support, and would be happy to
answer any guestions.
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Federal Funding
Alcohol, Drug Abuse, Mental Health Block Grant

1 { e =

Federal" fundi ng for substance abuse and mental health siervices
has been coming to Alaska in the form of a block grant since

1981. The allocation formula has been debated every year since.
In FY 89 ending in September 1989, Alaska was given a small
increase in funding but the formula did not allow any increase in
the subsequent three (3) years.

»V - il i e > \», ,
In the fall of '89, the president announced a major initiative
against drug abuse with a fiscal note of 1.65 billion additional
dollars. Of this funding, $415 million was to be added to the
states block grants. This money is distributed to individual
states, by, a, formula with four basic components; population, age
of population, number of abusers, and a state's calculated total
tariffable resources. Alaska does not fair well under this
formula. A new formula would have given Alaska a substantial
increase,.- The Senate concurred with the administration although
it moved some funds into treatment from the enforcement
allocation. The Senate Bill S. 1715 included formula changes that
reduced the wurban weighting considerably. This would have been
very advantageous to Alaska. The FY 89 formula with its 40*
urban weighting gave Alaska one of the smallest increases that
year and O increase for FY 90. Nevertheless, some states (8)
received no increases in '89 and a few actually took some
reductions. The reduction of the wurban weighting was viewed as
more equable and still allowed wurban areas substantial funding

increases.

The House passed HR 3630 that sought to make a number of changes

to the 3lock Grant, including the reprogramming of $250 million
in block grant funds to 4 categorical programs. Additionally,
the House.bill would have designated separate allocation formulas
~"for*“the alcohol and drug portion of the Block and for the mental

health portion.

The Senate, which had previously passed S.1735. a bill that
included a formula change reducing urban weighting from 40? to
20%, tried to convince the House to adopt a formula change.

However, for a number of reasons, including the fact that
Congress was anxious to adjourn before Thanksgiving and that the
House and Senate could not agree on transportation employee drug

testing provisions, the conferees did not reach a compromise and
Congress adjourned without making any changes to either the
appropriations level or to the formula.

The attached chart prepared by Federal Funds Information for
States (FFIS) provides an estimate of each states FY 1990
allocations wunder both the ADMS Block Grant and the State and
Local Law Enforcement Block Grant.



Please note that while the total FY 1990 ADMS Block Grant
appropriations was $1.2 billion, a 1.4 percent reduction was
required by the Gramm-Rudman-Hollings sequester law.

Also, H. R. 3015, the Transportation Appropriations bill that
provided an additional $415 million to the ADMS Block Grant for
alcohol and drug abuse services contained language stating that
the $41~5 million "shall remain available for obligation by the
states wuntil March 31, 1991 and such obligated funds shall remain
available for expenditure by the states until March 31, 1992."

Thus, it appears, that for the increased appropriations an
additional six months is given to obligate and expend these
monies. The current law requirement of one year to obligate

block grant funds will apply to states®™ shares of the basic FY
1990 apprﬁeriation level of $790 million.

Although the Congress did not act to change the allocation
formula or to make other Block Grant changes before adjournment,
it is anticipated that Congress may consider these issues early

in 19.90.

It is my estimate that the Senate version of the drug bill with
its 20% weighting for population (urban) would increase the
Alaska block by approximately $320,000. A 30% weighting may add
$1 20, 000-%$1 40, 000. Again, the House Bill or the use of last
yearls formula would add 0O to the block grant formula. Alaska
would be one of seven (7) states to receive nothing from a $415
million (FY 90) drudsj bill allocation. The months of January and
February will be a critical time to let our Legislative
delegation know of this inequity. Nothing in the formula allows
~“for the high cost of providing prevention and treatment in

Alaska. The seven states will be lobbying for a minimum increase
for all states. The final bill may set allocations for three (3)
years. He must make our position, known this next month.

Matthew Felix
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Aleda el egicHue

Senate
P.0. BOX V
State Capitol
e Bares Juneau, Alaska 99811
January 31, 1989
TO: Senator Dick Eliason, Chairman

Senate Labor and Commerce Committee

FROM: Senator Jay

SUBJECT: SR 6 - Hatd

I would like to request that SR 6 - supporting the development
of the Hatcher Pass Ski Area - be scheduled for a hearing 1in
the Senate Labor and Commerce Committee at the earliest
possible date.

Mitsui & Co., have submitted a draft Conceptual Development
Plan to the Department of Natural Resources and it is hoped
that approval will be forthcoming. This project is widely
supported in the Mat-Su and will provide recreational and
economic development opportunities for the entire state.

Thank you for your consideration of this request.






