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c o n t a i n i n g  c o s t s  in a l l  b a r g a i n i n g  s e s s i o n s ,  w i t h  s o m e  
s u c c e s s .

R i s k  p o o l i n g  is a l r e a d y  a l l o w e d  u n d e r  t h e  F e d e r a l  R i s k  
R e t e n t i o n  A c t ,  w h e r e b y  s m a l l  b u s i n e s s e s  c a n  f o r m  r i s k  
p u r c h a s i n g  o r  r i s k  r e t e n t i o n  g r o u p s  f o r  m o s t  t y p e s  o f  

l i a b i l i t y  i n s u r a n c e .  S e n a t o r  J i m  D u n c a n  h a s  a h e a l t h  r i s k  
p o o l  b i l l  (SB 254) in t h e  w o r k s  w h i c h  m a y  a l s o  h e l p  a d d r e s s  
t h i s  p r o b l e m .  U n c o m p e n s a t e d  c a r e  a n d  m a n d a t e d  b e n e f i t s  w e r e  
d i s c u s s e d  e a r l i e r .

T o r t  r e f o r m  is a c o m p l e x  s u b j e c t ,  to s a y  t h e  l e a s t .  A n y  
l e g i s l a t i o n  w i l l  b e  h a r u - f o u g h t .  M y  a d m i n i s t r a t i o n ,  
p r i m a r i l y  t h r o u g h  t h e  D C E D ,  D i v i s i o n  o f  I n s u r a n c e ,  is 
a s s i s t i n g  t h e  L i a b i l i t y  I n s u r a n c e  a n d  T o r t  R e f o r m  T a s k  F o r c e  
i n  i d e n t i f y i n g  a p p r o p r i a t e  m e a s u r e s  t o  e a s e  t h e  c r i s i s .  I 
l o o k  f o r w a r d  t o  t h e  t a s k  f o r c e ' s  r e p o r t .

I n c r e a s i n g  b o n d  r e q u i r e m e n t s  f o r  a g e n e r a l  c o n t r a c t o r ' s  
l i c e n s e  w o u l d  m a k e  l i f e  m o r e  d i f f i c u l t  f o r  s m a l l  
c o n t r a c t o r s ,  u n l e s s  t h e  i n c r e a s e  w e r e  a d o p t e d  h a n d - i n - h a n d  
w i t h  t h e  s u g g e s t e d  w r i t t e n  c o m p e t e n c y  t e s t .  W i t h  n o  b a s i c  
c o m p e t e n c y  e x a m s ,  s u r e t y  i n s u r e r s  r e q u i r e  h i g h  
c o l l a t e r a l i z a t i o n  o f  a l l  t y p e s  o f  c o n t r a c t o r s '  b o n d s .  E x a m s  
w o u l d  h e l p  r e d u c e  r e q u i r e d  c o l l a t e r a l  a n d  a s s i s t  s m a l l  
c o n t r a c t o r s  i n  s e c u r i n g  b o n d i n g .  C o n s t r u c t i o n  t r a d e s  h a v e  

t r a d i t i o n a l l y  o p p o s e d  s u c h  e x a m s .  T h e y ' v e  b e e n  c o n c e r n e d  
w i t h  t h e  a b i l i t y  o f  e x a m i n e r s  t o  p r o d u c e  a f a i r ,  v a l i d  t e s t .  
T h e  D C E D 's D i v i s i o n  o f  O c c u p a t i o n a l  L i c e n s i n g  w o u l d  b e  t h e  
e n t i t y  t o  d e v e l o p  c o m p e t e n c y  r e q u i r e m e n t s ;  I e n c o u r a g e  
i n t e r e s t e d  p a r t i e s  t o  s h a r e  t h e i r  v i e w s .  C o n t a c t  D i r e c t o r  
R a n d a l l  B u r n s ,  D i v i s i o n  o f  O c c u p a t i o n a l  L i c e n s i n g ,  a t  
4 6 5 - 2 5 3 4 .

L i c e n s u r e  s h o u l d  b e  a m a t t e r  o f  t e c h n i c a l  c o m p e t e n c e ,  n o t  
w h e t h e r  a p e r s o n  is a b l e  t o  s e c u r e  a b o n d .  I s u p p o r t  t h e  
c o n c e p t  o f  e l i m i n a t i n g  u n n e c e s s a r y  b o n d i n g  r e q u i r e m e n t s .
T h e  b u s i n e s s / c o n t r a c t o r  c o m m u n i t y  s h o u l d  h e l p  t h e  S t a t e  
i d e n t i f y  a p p r o p r i a t e  s i t u a t i o n s  f o r  s u c h  a c t i o n .

B e c a u s e  o f  c h a n g e s  I i n i t i a t e d  s e v e r a l  y e a r s  ag o ,  S t a t e  
s t a t u t e s  a n d  r e g u l a t i o n s  d o  n o t  r e q u i r e  b o n d s  f o r  p r o j e c t s  
o f  $ 1 0 0 , 0 0 0  o r  less, e x c e p t  a s  p r o v i d e d  in t h e  p r o c u r e m e n t  
c o d e .  C o n t r a c t  a l t e r a t i o n s  t h a t  b o o s t  c o s t s  p a s t  t h e  
$ 1 0 0 , 0 0 0  l i m i t  a r e  p r o b l e m s ;  s o m e t i m e s  a g e n c i e s  m a y  r e q u i r e  
b o n d s  o n  p r o j e c t s  s t a r t i n g  b e l o w  $ 1 0 0 , 0 0 0  t h a t  a r e  l i k e l y  to 
e x c e e d  t h a t  l i m i t  l a t e r .
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S t r eamlini ng processes and dividing up large projects to 
benefit smaller co ntractors are w o r t h y  gor.ls. I've asked 
DOT&PF, the A l aska Industrial D e velo pment and Export 
Au t h o r i t y  (AIDEA), the Alaska Energy A u t h o r i t y  (AEA) and 
others to present specific ideas on h o w  we might  pursue 
t h i s .

14, Business Information D i s semin ation

As discussed earlier, the DCED/D BD Business Develo p m e n t  
Information N e t w o r k  (BDIN) should help g r eatly  in spreading 
accurate information on Alaska business. E s t a b l i s h i n g  a 
small b u s i n e s s - o r i e n t e d  data base is feasible. The DBD has 
an exte nsive data base on file, but it is inadequate for 
small businesses at this time because 1) it is o r g a nized at 
the state, not local or regional, level and 2) it does not 
include several items d i r ec tly relevant to small business. 
The Division 's regional economis t plans to identif y and 
collect the relevant data and then c o m p ile those data into a 
c onsistent form. This will take about six months. For more 
information, contact Jamie Parsons at 465-2017.

15. Business Ed ucation

E m p l o y e r / e m p l o y e e / e n t r e p r e n e u r i a l  t r a i n i n g  was the subject 
of a special effort of m y  administration, a conference  
called "Alaska Youth: Ready for Work." Schools, private
industry councils, the A las ka State Job T r a i n i n g  
C o o r d i n a t i n g  Council and others, under the d i r e c t i o n  of the 
Institute for Social and Ec onomic Rese arch at the Univer s i t y 
of A la ska Anchorage, focused attention on the issues you've  
identified. An additional c onference is desirable, but may 
be diffi cult to fund in Alaska's current  austere climate. I 
see tremendous value in such gatherings, however, and wi ll 
be alert for opportu nities to promote this idea.

In the meantime, the State will c ontinue its w o r k  via Small 
Business Develo p m e n t  Cent ers and the State plan for 
vocation al education. The FY 91-93 plan is n o w  in draft 
form; the State Board of Educatio n will r e v i e w  and approve 
the final plan by May. The plan provides for co ntinued  
support of teacher inservice and additional m o d e l  programs 
in school-based enterprises. A videotape to promote 
economic d evelo pment through school-based enterpri ses and 
entrep r e n e u r s h i p  edu cation should be complete in March.

Federal funds have been the prime source of funding for 
training school district personnel in entrep r e n e u r s h i p  
education, school-based enterprises and public information.
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T h e  S t a t e  p r o v i d e s  a d d i t i o n a l  m o n e y  a s  p a r t  o f  f o u n d a t i o n  
f o r m u l a  f u n d i n g  f o r  v o c a t i o n a l  e d u c a t i o n .  W e  e x p e c t  the 

S t a t e  w i l l  t a k e  r e s p o n s i b i l i t y  f o r  m o r e  a n d  m o r e  s u c h  
p r o g r a m s  a s  f e d e r a l  f u n d i n g  d w i n d l e s .  S t a b l e  S t a t e  f u n d i n g  
f o r  e d u c a t i o n  is e s s e n t i a l  t o  A l a s k a ' s  f u t u r e  s o c i a l  a n d  
e c o n o m i c  h e a l t h .  M y  E d u c a t i o n  F u n d  a m e n d m e n t  w i l l  p r o v i d e  
t h a t  s t a b i l i t y .  I e n c o u r a g e  y o u  t o  cc .tact y o u r  S t a t e  
S e n a t o r  a n d  u r g e  h i m  o r  h e r  to s u p p o r t  m y  p r o p o s a l .  T h e i r  

a p p r o v a l  w o u l d  p u t  t h e  i d e a  o n  a s t a t e w i d e  b a l l o t ,  a n d  
A l a s k a n s  c o u l d  t h e n  d e c i d e  t h e  i s s u e .  I t ' s  an i m p o r t a n t  
c o n c e p t ;  I h o p e  y o u ' l l  s u p p o r t  it.

16. M a r k e t i n g  A l a s k a

T h e  o n g o i n g  s u c c e s s  o f  t h e  A l a s k a  G r o w n  a n d  B u y  
A l a s k a / A l a s k a  P r o d u c t  P r e f e r e n c e  p r o g r a m s  a n d  t h e  A l a s k a  
S e a f o o d  M a r k e t i n g  I n s t i t u t e  d e m o n s t r a t e s  m y  c o m m i t m e n t  to 
m a r k e t i n g  A l a s k a ' s  r e s o u r c e s  a n d  p r o d u c t s .  B u d g e t  
c o n s t r a i n t s  h a v e  p r e v e n t e d  u s  f r o m  d o i n g  a l l  w e  w a n t e d  in 
t h e  p a s t  a s  f a r  a s  p r o m o t i n g  A l a s k a ,  b u t  w e ' v e  a c c o m p l i s h e d  
a l o t  w i t h  a v a i l a b l e  r e s o u r c e s .  T h e  D N R ,  c h a r g e d  w i t h  
m a n a g e m e n t  a n d  d i s p o s i t i o n  o f  A l a s k a ' s  S t a t e - o w n e d  n a t u r a l  
r e s o u r c e s ,  w o r k s  r e g u l a r l y  w i t h  t h e  D C E D  in p l a n n i n g  
r e s o u r c e  m a r k e t i n g  t o  e n s u r e  t h a t  1) p r o s p e c t i v e  p u r c h a s e r s  
a r e  f u l l y  i n f o r m e d  a b o u t  s a l e  p r o c e d u r e s  a n d  r e q u i r e m e n t s  
a n d  2) t h e  S t a t e  r e c e i v e s  t h e  g r e a t e s t  p o s s i b l e  r e t u r n .

F a v o r a b l e  s o u t h b o u n d  f r e i g h t  r a t e s  w o u l d  p r o b a b l y  h e l p  s a l e s  
o f  A l a s k a n  g o o d s ,  b u t  t h e r e ' s  n o t  m u c h  t h e  S t a t e  is a b l e  t o  
d o  t o  a f f e c t  t h e m .  I f  y o u  h a v e  s p e c i f i c  s u g g e s t i o n s ,  p l e a s e  
s h a r e  t h e m .

T h e  l e g i s l a t i v e  p r o h i b i t i o n  o f  f i n f i s h  m a r i c u l t u r e  p e r s i s t s ,  
b u t  i n v e r t e b r a t e  a n d  s e a  v e g e t a b l e  f a r m i n g  is e x p a n d i n g  in 
A l a s k a .  M a r i c u l t u r e  h o l d s  g r e a t  e c o n o m i c  p o t e n t i a l  f o r  t h e  
S t a t e ,  a n d  I l o o k  f o r w a r d  t o  a c t i n g  o n  t h e  r e p o r t s  o f  t h e  
f i n f i s h  f a r m i n g  t a s k  f o r c e  a n d  t h e  m a r i c u l t u r e  i n t e r a g e n c y  
w o r k i n g  g r o u p .  I s u p p o r t  t h e  e c o n o m i c a l l y  a n d  e c o l o g i c a l l y  
s o u n d  a p p l i c a t i o n  o f  m a r i c u l t u r e  t e c h n i q u e s .  S t a t e - o w n e d  
t i d e l a n d s  i n  s o u t h e a s t  A l a s k a  w e r e  r e c e n t l y  o p e n e d  t o  
s h e l l f i s h  m a r i c u l t u r e ;  D N R  is n o w  r e v i e w i n g  a p p l i c a t i o n s  f o r  
o t h e r  s i t e s .

D e s p i t e  t h e  w r e c k  o f  t h e  E X X O N  V A L D E Z ,  A l a s k a ' s  t o u r i s m  
i n d u s t r y  e x p e r i e n c e d  i t s  b i g g e s t  y e a r  e v e r .  R e s e a r c h  
c o n d u c t e d  as a p a r t  o f  t h e  e m e r g e n c y  t o u r i s m  m a r k e t i n g  
c a m p a i g n  in r e s p o n s e  to t h e  o i l  s p i l l  h a s  r e v e a l e d  t w o  
i m p o r t a n t  f a c t s :  1) P o t e n t i a l  v i s i t o r s  c h a n g e d  t h e i r  p l a n s

to v i s i t  A l a s k a  i n  1 9 8 9  a n d  2) c o n c e r n  o f  p o t e n t i a l  v i s i t o r s
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was a f f e c t e d  posit i v e l y  by the campaign. In other words, we 
brought some of them back. We'll be ready as the first 
an n i v e r s a r y  of the spill approaches. The DCED's Division of 
To u r i s m  and the Alaska T o u r i s m  M a r k e t i n g  Counc il (ATMC) will 
help the variou s media spread a c c u r a t e  i nfo rmation about 
Alaska as a tourist destination.

I t ' s  i m p o r t a n t  t o  r e m e m b e r  t h a t  A l a s k a ' s  c a p a c i t y  to h o u s e  
a n d  f e e d  v i s i t o r s  is b a r e l y  a d e q u a t e  d u r i n g  t h e  p e a k  s u m m e r
s e a s o n .  T o  m e ,  t h a t  m e a n s  w e  s h o u l d  d e v o t e  o u r  e f f o r t s  to
d e v e l o p i n g  a y e a r - r o u n d  t o u r i s t  i n d u s t r y ,  s t a r t i n g  w i t h  
p r o m o t i o n  o f  t h e  s o - c a l l e d  " s h o u l d e r  s e a s o n s . "  S i n c e  o u r  

c a p a c i t y  t o  p r o v i d e  t o u r i s t s  w i t h  a h i g h - q u a l i t y  e x p e r i e n c e  
is l i m i t e d  b y  a v a i l a b l e  f a c i l i t i e s ,  a n y  e x p a n s i o n  o f  
i n f r a s t r u c t u r e  s h o u l d  f o l l o w  in a c o o r d i n a t e d  m a n n e r  w i t h  
i n c r e a s e d  p r o m o t i o n .  P r o m o t i o n  w i t h o u t  i n f r a s t r u c t u r e  
e x p a n s i o n  m a y  w e l l  be c o u n t e r - p r o d u c t i v e .

T h e  B u y  A l a s k a  a n d  A l a s k a  G r o w n  c a m p a i g n s  a r e  s u c c e s s f u l  
b e c a u s e  t h e y  w e r e  d e v e l o p e d  w i t h  t h e  h e l p  o f  k n o w l e d g e a b l e
p e o p l e ,  o f t e n  a t  a l o c a l  o r  r e g i o n a l  l e v e l .  T h e  D C E D / D B D  is
c o n t i n u i n g  t h i s  s u c c e s s f u l  p a t t e r n  w i t h  t h e  e s t a b l i s h m e n t  o f  
t h e  A l a s k a  R e g i o n a l  D e v e l o p m e n t  O r g a n i z a t i o n s  (ARDOR) 
p r o g r a m .  T h r o u g h  A R D O R ,  t h e  S t a t e  a s s i s t s  r e g i o n a l  e n t i t i e s  
i n  d e v e l o p i n g  t h e i r  r e s p e c t i v e  a r e a s .  T h e  r e s u l t a n t  
e x p a n d i n g  n e t w o r k  o f  S t a t e ,  m u n i c i p a l  a n d  p r i v a t e  e n t i t i e s  
s t r e n g t h e n s  a n d  d i v e r s i f i e s  t h e  e c o n o m y .

E x p a n d e d  S t a t e  c o n t a c t  w i t h  t o u r ,  c h a r t e r  a n d  t r a n s p o r t  
o p e r a t o r s  w i l l  e n c o u r a g e  b o t h  t o u r i s m  b u s i n e s s e s  t o  s e r v e  
A l a s k a n  f o o d  a n d  b e v e r a g e  p r o d u c t s  a n d  v i s i t o r s  t o  b u y  
A l a s k a n  p r o d u c t s .  T h e  D i v i s i o n  o f  T o u r i s m  w i l l  a l s o  p u r s u e  
a c a m p a i g n  to a c q u a i n t  v i s i t o r s  w i t h  a v a i l a b l e  A l a s k a n  g i f t s  
a n d  a r t  b y  r e g i o n s  o f  t h e  S t a t e .  G i f t  s h o p s  a b o a r d  t h e  
v e s s e l s  o f  t h e  A l a s k a  M a r i n e  H i g h w a y  S y s t e m  a r e  
v e n d o r - o p e r a t e d .  W e ' l l  e n c o u r a g e  t h o s e  v e n d o r s  o n c e  a g a i n  
t o  e x p a n d  t h e i r  i n v e n t o r i e s  o f  A l a s k a n  p r o d u c t s .

A v a i l a b i l i t y  o f  s o r t e d  a d d r e s s  l a b e l s  is a c o m p l e x  i s s u e .
T h e  D e p a r t m e n t  o f  L a w  r e c e n t l y  r u l e d  t h a t  t h e  l a b e l s ,  as 
p u b l i c  i n f o r m a t i o n ,  a r e  a v a i l a b l e  t o  a n y o n e  w h o  a s k s  f o r  
t h e m .  T h e  A T M C ,  A l a s k a  V i s i t o r s  A s s o c i a t i o n  (AVA) a n d  D C E D ,  
D i v i s i o n  o f  T o u r i s m ,  h a v e  r e v i e w e d  t h e  p r e s e n t  p a r t n e r s h i p  
f r a m e w o r k  t h a t  g o v e r n s  d i s t r i b u t i o n  o f  l a b e l s .  L e g i s l a t i o n  
a d d r e s s i n g  t h i s  m a t t e r  w a s  r e c e n t l y  i n t r o d u c e d  (HB 4 4 2 ) ;  I 
e n c o u r a g e  y o u  t o  s h a r e  y o u r  v i e w s  w i t h  y o u r  l e g i s l a t o r s .

T h e  A n c h o r a g e  C o n v e n t i o n  a n d  V i s i t o r s  B u r e a u  (ACVB) o p e r a t e s  
b r o c h u r e  r a c k s  a t  b o t h  A n c h o r a g e  t e r m i n a l s  u n d e r  a n
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a g r e e m e n t  w i t h  t h e  A l a s k a  I n t e r n a t i o n a l  A i r p o r t  S y s t e m  

( A I A S ) , T h e  A C V B  a b s o r b s  v i r t u a l l y  a l l  c o s t s  in m a i n t a i n i n g  
its v i s i t o r  c e n t e r s  a n d  r e q u i r e s  m e m b e r s h i p  in i t s  b u r e a u  to 
p l a c e  b r o c h u r e s  in t h o s e  c e n t e r s .  O p e n i n g  t h e  r a c k s  t o  a l l  
b u s i n e s s e s  w o u l d  r e q u i r e  a c h a n g e  in t h e  c u r r e n t  a g r e e m e n t  
o r  p e r h a p s  a s s u m p t i o n  o f  c e n t e r  o p e r a t i o n  b y  t h e  S t a t e — a t  a 
c o n s i d e r a b l e  c o s t .

A l a s k a ' s  r e s o u r c e  d e v e l o p m e n t  p r o j e c t  r e v i e w  s y s t e m ,  in 
p l a c e  f o r  s i x  y e a r s  now, h a s  a s u c c e s s f u l ,  d o c u m e n t e d  
r e c o r d .  B r o c h u r e s  d e s c r i b i n g  t h e  s y s t e m  a r e  a v a i l a b l e  to 
a n y  i n t e r e s t e d  p a r t y ;  p r e - a p p l i c a t i o n  c o n f e r e n c e s  w i t h  
p e r m i t t i n g  a g e n c i e s  a r e  a r r a n g e d  o n  r e q u e s t .  D e p e n d i n g  on 
t h e  c o m p l e x i t y  o f  t h e  a p p l i c a t i o n ,  r e v i e w s  t a k e  e i t h e r  30 o r  
50 d a y s .  T h e  p r o g r a m  h a s  a n  e x c e l l e n t  o n - t i m e  r e c o r d .  
C o n f e r e n c e  c o n c e r n s  m a y  w e l l  i n d i c a t e  t h a t  a n e w  r o u n d  o f  
e d u c a t i o n  o f  t h e  s m a l l  b u s i n e s s  s e c t o r  is i n  o r d e r .
D i v i s i o n  o f  G o v e r n m e n t a l  C o o r d i n a t i o n  (DGC) a n d  D B D  
o f f i c i a l s  w i l l  w o r k  t o g e t h e r  t o  a r r a n g e  o r i e n t a t i o n  
s e s s i o n s ;  D G C  b r o c h u r e s  o n  t h e  p e r m i t  r e v i e w  p r o c e s s  w i l l  be 
d i s t r i b u t e d  t h r o u g h  D B D ' s  s m a l l  b u s i n e s s  a d v i s o r y  n e t w o r k .

S t a t e  d o l l a r s  a r e  i n d e e d  s p e n t  t o  a t t r a c t  f i l m  c o m p a n i e s  
t h a t  u s e  n o n - A l a s k a n s .  I n  f a c t ,  a s m a l l  e x p e n d i t u r e  o u t s i d e  
h a s  a g a i n  r e s u l t e d  i n  a b i g  b o o s t  t o  l o c a l  a n d  r e g i o n a l  
e c o n o m i e s — a s  a m a j o r  f i l m  p r o j e c t  p r o c e e d s  in H a i n e s  t h i s  
w i n t e r .  S o m e  e x p e r t i s e  a n d  c a p a c i t y  s i m p l y  d o e s n ' t  e x i s t  

w i t h i n  t h e  A l a s k a  b u s i n e s s  c o m m u n i t y .  W e  a r e  o c c a s i o n a l l y  
f a c e d  w i t h  l i t t l e  c h o i c e  b u t  t o  c o n t r a c t  o u t s i d e .

17. I n t e r n a t i o n a l  T r a d e

I ' m  p a r t i c u l a r l y  p r o u d  o f  m y  a d m i n i s t r a t i o n ' s  p r o m o t i o n  o f  
i n t e r n a t i o n a l  t r a d e .  F r o m  $ 9 8 7  m i l l i o n  in 198 0 ,  A l a s k a  
e x p o r t s  h a v e  g r o w n  t o  a b o u t  $ 2 . 5  b i l l i o n  in 198 9 .  O n  a p e r  
c a p i t a  b a s i s ,  A l a s k a ' s  e x p o r t  r e c o r d  l e a d s  t h e  n a t i o n .  

O b v i o u s l y ,  w e ' r e  d o i n g  s o m e t h i n g  r i g h t ,  b u t  t h a t  d o e s n ' t  
m e a n  w e  c a n ' t  d o  e v e n  b e t t e r .

M y  O f f i c e  o f  I n t e r n a t i o n a l  T r a d e  (OIT) p u b l i s h e s  a n  
e x t e n s i v e  n e w s l e t t e r  c o n t a i n i n g  t r a d e  l e a d  b u l l e t i n s  t h a t  
g o e s  t o  o v e r  3 , 5 0 0  b u s i n e s s  p e o p l e ,  a s  w e l l  a s  a w e e k l y  
f i s h e r i e s  r e p o r t  t h a t  r e a c h e s  n e a r l y  100 c o n t a c t s  a c r o s s  t h e  
S t a t e .  A l s o ,  u p o n  l e a r n i n g  o f  o r  r e c e i v i n g  n o t i c e  o f  t r a d e  
l e a d s ,  O I T  c o n t a c t s  A l a s k a n  b u s i n e s s e s  p o t e n t i a l l y  a b l e  to 
p r o v i d e  g o o d s  o r  s e r v i c e s .  O I T  m a k e s  u s e  o f  an e x t e n s i v e  

n e t w o r k  o f  f o r e i g n  c o n t a c t s ;  t h e y  a l s o  c o o r d i n a t e  w i t h  the 
A l a s k a  C e n t e r  f o r  I n t e r n a t i o n a l  B u s i n e s s  a n d  t h e  A l a s k a  
W o r l d  T r a d e  C e n t e r ,  m a k i n g  u s e  o f  t h e i r  i n t e r n a t i o n a l  t r a d e
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d a t a  b a s e s .  B u s i n e s s  p e o p l e  w i s h i n g  p l a c e m e n t  o n  O I T ' s  
m a i l i n g  l i s t  s h o u l d  c a l l  B o b  P o e  a t  5 6 1 - 5 5 8 5 .

O I T  r e g u l a r l y  s p o n s o r s  s e m i n a r s  a n d  p u b l i c  i n f o r m a t i o n  
e v e n t s ,  p r o v i d i n g  h o w - t o - d o - b u s i n e s s  h i n t s  o n  p r o t o c o l ,  
i m p o r t / e x p o r t  r e q u i r e m e n t s ,  et c .  T h e s e  e v e n t s  a r e  
a d v e r t i s e d  in a n u m b e r  o f  w a y s  a n d  h a v e  b e e n  w e l l - a t t e n d e d .  
O I T  s t a f f  c o n t i n u e  t h e i r  s t r o n g  e f f o r t s  t o  c o o p e r a t e  a n d  
p a r t i c i p a t e  in a w i d e  r a n g e  o f  s p e a k i n g  e n g a g e m e n t s  
t h r o u g h o u t  t h e  s t a t e  \.o p r o v i d e  a s s i s t a n c e  t o  A l a s k a n  
b u s i n e s s e s  a n d  o r g a n i z a t i o n s .

C l e a r l y ,  t h e  c o m m i t m e n t  o f  p e r s o n n e l  a n d  p u r s u i t  o f  t h e  
C o n f e r e n c e ' s  w e l l - r e a s o n e d  r e c o m m e n d a t i o n s  d e p e n d  t o  a l a r g e  
e x t e n t  u p o n  t h e  b u d g e t .  W i t h  i n c r e a s e d  p e r s o n n e l ,  O I T  c o u l d  
t a k e  a m o r e  a c t i v e  r o l e  i n  a l a r g e r  v a r i e t y  o f  e v e n t s  a n d  
m a r k e t s .  T h i s  is c e r t a i n l y  t r u e  o f  O I T ' s  o v e r s e a s  o f f i c e s ,  
b u t  i t  is i m p o r t a n t  t o  r e m e m b e r  t o  p r o c e e d  n o t  j u s t  w i t h  a 
b i g g e r  b u d g e t ,  b u t  w i t h i n  a c a r e f u l l y - l a i d  p l a n .  D u e  to 
b u d g e t  l i m i t a t i o n s ,  O I T  h a s  f o c u s e d  o n  t h e  P a c i f i c  Ri m ,  
h i s t o r i c a l l y  A l a s k a ' s  l a r g e s t  t r a d i n g  p a r t n e r .  E u r o p e  is 
i m p o r t a n t  a n d  d e s e r v e s  i n c r e a s e d  a t t e n t i o n .

W e  r e g u l a r l y  p r o m o t e  e x p o r t  o f  n a t u r a l  r e s o u r c e s  a n d  t h e  u s e  
o f  F o r e i g n  T r a d e  Z o n e s  ( n o w  in A n c h o r a g e ,  V a l d e z  a n d  
St. P a u l ) . R e c e n t  s u c c e s s e s  i n c l u d e  w o r k i n g  w i t h  K o n c o r  to 
e x p o r t  r o u n d  l o g s  t o  T a i w a n  a n d  b r i n g i n g  F e d e r a l  E x p r e s s  to 
A n c h o r a g e  t o  e s t a b l i s h  a n  i n t e r n a t i o n a l  c a r g o  h u b .  O u r  
o v e r s e a s  o f f i c e s  a r e  a c t i v e l y  p r o m o t i n g  F o r e i g n  T r a d e  Z o n e  
u s e ,  r a n g i n g  f r o m  m a n u f a c t u r i n g  t o  " j u s t - i n - t i m e "  i n v e n t o r y  
s y s t e m s .

W e  a l s o  r e g u l a r l y  i n c l u d e  t h e  p r i v a t e  s e c t o r  i n  t h e  
i n t e r n a t i o n a l  t r a d e  d e v e l o p m e n t  p r o c e s s .  A n  e x c e l l e n t  
e x a m p l e  o f  t h i s  c o o p e r a t i o n  is t h e  a n n u a l  K o r e a - A l a s k a  T r a d e  
F a i r ,  i n v o l v i n g  t h e  A l a s k a  S t a t e  C h a m b e r  o f  C o m m e r c e  a n d  t h e  
A l a s k a - K o r e a  B u s i n e s s  C o u n c i l .

H i g h  s e a s  f i s h  i n t e r c e p t i o n  a n d  t h e  2 0 0 - m i l e  l i m i t  a r e  
l a r g e l y  f e d e r a l  i s s u e s ,  b u t  w e  c o n t i n u e  t o  c o n v e y  o u r  
c o n c e r n s  t o  b o t h  U. S .  a n d  f o r e i g n  g o v e r n m e n t s .

18. T o u r i s m  I n f r a s t r u c t u r e  a n d  M a r k e t i n g

T h e  q u a l i t y  a n d  c a r r y i n g  c a p a c i t y  o f  o u r  t o u r i s m  
i n f r a s t r u c t u r e  a r e  o f  c o n t i n u i n g  c o n c e r n .  A s  w e  s u c c e e d  in 
a t t r a c t i n g  m o r e  v i s i t o r s  to A l a s k a ,  o u r  p a r k s ,  c a m p g r o u n d s ,  
t u r n o u t s  a n d  s t r e a m  b a n k s  b e c o m e  m o r e  c o n g e s t e d .  T o  
m a i n t a i n  t h e  q u a l i t y  c f  l i f e  o f  A l a s k a n s  a n d  t o  a v o i d
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d e g r a d a t i o n  o f  v i s i t o r s '  e x p e r i e n c e s  h e r e ,  t h e  T o u r i s m  
C o o r d i n a t i n g  C o m m i t t e e  h a s  e v a l u a t e d  a n d  is p u r s u i n g  a l i s t  
o f  i n t e r a g e n c y  r e c o m m e n d a t i o n s  w i t h  a p p r o p r i a t e  S t a t e  
e n t i t i e s .  T h e  S t a t e ,  as a s i g n i f i c a n t  h o l d e r  o f  l a n d s  w i t h  
p o t e n t i a l  f o r  d e v e l o p m e n t  o f  a c c o m m o d a t i o n s ,  a t t r a c t i o n s  a n d  

r e c r e a t i o n ,  i s  i n  a g o o d  p o s i t i o n  t o  s t i m u l a t e  p r i v a t e  
i n v e s t m e n t  i n  A l a s k a  a n d  p r o m o t e  g r o w t h  in t h e  v i s i t o r  
i n d u s t r y .  E f f o r t s  t o  d e v e l o p  H a t c h e r  P a s s  a n d  S o u t h  D e n a l i  
p r o j e c t s  e x e m p l i f y  m y  i n t e r e s t  i n  i m p r o v i n g  A l a s k a ' s  v i s i t o r  
i n d u s t r y .

C o o p e r a t i v e  v e n t u r e s  a r e  e s s e n t i a l  t o  t h e  c o n t i n u e d  v i t a l i t y  
o f  t h e  t o u r i s m  i n d u s t r y ;  t h e  S t a t e  w i l l  c o n t i n u e  t o  l o o k  f o r  
e v e r y  o p p o r t u n i t y  t o  e n c o u r a g e  t h e s e  r e l a t i o n s h i p s .

M a r k e t i n g  A l a s k a  a s  a y e a r - r o u n d  d e s t i n a t i o n  m u s t  p r o c e e d  
w i t h  d e v e l o p m e n t  o f  a t t r a c t i o n s  a n d  a c c o m m o d a t i o n s  t h a t  w i l l  
f u l f i l l  t h e  w i s h e s  o f  " s h o u l d e r  s e a s o n "  v i s i t o r s .  T o  

b r o a d e n  t h e  m o s t l y  s e a s o n a l  n a t u r e  o f  A l a s k a  t o u r i s m ,  t h e  
S t a t e  w i l l  a c t i v e l y  s u p p o r t  s o u n d  i n f r a s t r u c t u r e  d e v e l o p m e n t  
w h i l e  c o n t i n u i n g  t o  p r o m o t e  s t a t e w i d e  e v e n t s  a n d  m a r k e t i n g  
p r o g r a m s  t o  s t i m u l a t e  v i s i t s  b y  f r i e n d s  a n d  r e l a t i v e s .  T h e  

S t a t e  w i l l  c o n t i n u e  t o  s u p p o r t  p r o g r a m s  d e s i g n e d  t o  d i s p e l  
w e a t h e r  s t e r e o t y p e s  a n d  i n c r e a s e  a w a r e n e s s  o f  " o f f  s e a s o n "  
A l a s k a .

A t  p r e s e n t  f u n d i n g  l e v e l s ,  A l a s k a  is l o s i n g  i t s  s h a r e  o f  
v o i c e  in t h e  m a r k e t p l a c e  d u e  t o  i n c r e a s i n g  m e d i a  c o s t s  a n d  
c o m p e t i t i v e  c l u t t e r .  I f  w e  a r e  t o  s u s t a i n  v i s i t o r  n u m b e r s  
a n d  s e e k  g r o w t h ,  w e ' l l  n e e d  i n c r e a s e d  p r o m o t i o n a l  f u n d i n g .
O f  c o u r s e ,  w e ' l l  c o n t i n u e  t o  m a k e  e v e r y  a t t e m p t  t o  k e e p  t h a t  
m a r k e t i n g  m o n e y  i n  A l a s k a n  h a n d s .

19. G o v e r n m e n t  W a g e s  a n d  B e n e f i t s

P u b l i c  e m p l o y e e s  a r e  i m p o r t a n t  t o  t h e  S t a t e ,  a n d  t h e y  w o r k  
h a r d .  T h e y  a r e  a l s o  w e l l - c o m p e n s a t e d  f o r  t h e i r  e f f o r t s .  
R e c e n t  s t u d i e s  i n d i c a t e  t h a t  A l a s k a ' s  p u b l i c  e m p l o y e e s  a r e  

p a i d  c o n s i d e r a b l y  b e t t e r  t h a n  t h e i r  c o u n t e r p a r t s  o u t s i d e ,  
e v e n  a f t e r  r e m o v i n g  g e o g r a p h i c  c o s t - o f - l i v i n g  d i f f e r e n t i a l s .  

T h a t ' s  w h y  I ' v e  r e s i s t e d  t h e  p o l i t i c a l  p r e s s u r e s  t o  g r a n t  
s u b s t a n t i a l  r a i s e s  in p a y .  P r i v a t e  s e c t o r  b u s i n e s s e s  h a v e  
o n l y  m a i n t a i n e d  o r  e v e n  r e d u c e d  w a g e s  a n d  b e n e f i t s  in t h e  
p a s t  f e w  y e a r s .  R e l i a b l e  d a t a  o n  p r i v a t e  s e c t o r  e m p l o y e e  
t u r n o v e r  c a u s e d  b y  p u b l i c  s e c t o r  c o m p e t i t i o n  w o u l d  be u s e f u l  
to t h e  S t a t e ' s  b a r g a i n i n g  t e a m .  I e n c o u r a g e  p r i v a t e  
b u s i n e s s  to w o r k  w i t h  t h e  D e p a r t m e n t  o f  A d m i n i s t r a t i o n  in 
a c c u m u l a t i n g  t h a t  i n f o r m a t i o n .
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V o t e r  a p p r o v a l  o f  w a g e  a n d  b e n e f i t  i n c r e a s e s  is 

u n r e a l i s t i c a l l y  c u m b e r s o m e .  B u d g e t i n g  w o u l d  b e  d i f f i c u l t ,  
c o n t r a c t s  w o u l d  h a v e  to c o n t a i n  c o m p l e x  r e t r o a c t i v e  c l a u s e s  
a n d  t h i s  i d e a  w o u l d  r e q u i r e  a s t a t u t o r y  c h a n g e  t h a t  h a s  
l i t t l e  s u p p o r t .  S t a t e  e m p l o y e e  w a g e  a n d  b e n e f i t  i n c r e a s e s  
a r e  a l r e a d y  s u b j e c t  t o  l e g i s l a t i v e  a p p r o v a l  a n d  
a p p r o p r i a t i o n .

O v e r t i m e  c o m p e n s a t i o n  r e q u i r e m e n t s  a r e  s e t  i n  A l a s k a  s t a t u t e  
(AS 21; A l a s k a  W a g e  a n d  H o u r  Ac t )  a n d  f e d e r a l  l a w  ( F a i r  
L a b o r  S t a n d a r d s  A c t ) . N e i t h e r  p e r m i t s  u s e  o f  " c o m p e n s a t o r y  
t i m e "  f o r  p r i v a t e  s e c t o r  e m p l o y e e s .  S u p p o r t  t o  m o d i f y  
e i t h e r  is n o t  p r e s e n t l y  a p p a r e n t .

A n  e x e m p t i o n  f r o m  o v e r t i m e  e x i s t s ,  h o w e v e r ;  A S  2 3 . 1 0 . 0 5 5 (i) 
e x e m p t s  e m p l o y e r s  w i t h  f e w e r  t h a n  t h r e e  e m p l o y e e s  f r o m  
o v e r t i m e  r e q u i r e m e n t s .  T h e y  m u s t  p a y  s t r a i g h t  t i m e  f o r  a l l  
h o u r s  w o r k e d .

S t a t e  w a g e s  a n d  b e n e f i t s  s h o u l d  r e f l e c t  c o m p e t i t i v e  
v a r i a n c e s  b y  g e o g r a p h i c  a r e a .  G e o g r a p h i c  d i f f e r e n t i a l s  
a t t e m p t  t h i s ,  b u t  r e a l l y  a r e  m o r e  r e f l e c t i v e  o f  
c o s t - o f - l i v i n g  v a r i a n c e s .  W e ' r e  w o r k i n g  o n  a s a l a r y  s u r v e y  
t o  c o m p a r e  p u b l i c  a n d  p r i v a t e  s e c t o r s .  N o  w a g e  i n c r e a s e  
s i n c e  1 9 8 5  h a s  s e r v e d  t o  b r i n g  p u b l i c  a n d  p r i v a t e  r a t e s  
c l o s e r .  W h e n  f u n d i n g  p e r m i t s ,  w e  o u g h t  t o  c o n d u c t  m o r e  
r e s e a r c h .

A n y  m o d i f i c a t i o n  o f  r e t i r e m e n t  s y s t e m s  r e q u i r e s  s t a t u t o r y  
c h a n g e .  P r o p o s e d  c h a n g e s  w i l l  n o  d o u b t  m e e t  s t r o n g  
r e s i s t a n c e .  I d o u b t  t h a t  c h a n g e  is l i k e l y .

20. D a v i s - B a c o n  W a g e s

O n e  s p e c i f i c  g o a l  o f  t h e  L i t t l e  D a v i s - B a c o n  A c t  is t o  
p r o t e c t  c o n s t r u c t i o n  w o r k e r s  f r o m  e x p l o i t a t i o n  b y  r e q u i r i n g  
t h a t  p r e v a i l i n g  w a g e s  b e  p a i d  e m p l o y e e s  v/orking o n  p u b l i c  
c o n s t r u c t i o n  p r o j e c t s .  T o  d e n y  t h e s e  e m p l o y e e s ,  w h o  a r e  

e s p e c i a l l y  s u s c e p t i b l e  t o  w a g e - c u t t i n g  c o m p e t i t i o n ,  t h e  
r e m e d i e s  a v a i l a b l e  t h r o u g h  t h e  L i t t l e  D a v i s - B a c o n  A c t  w o u l d  
u n d e r m i n e  i t s  v e r y  e s s e n c e .  T h e  D O L  r e q u i r e s  u n i f o r m  
i n t e r p r e t a t i o n  o f  t h e  L i t t l e  D a v i s - B a c o n  A c t  a n d  a s s o c i a t e d  
r u l e s  a n d  r e g u l a t i o n s  in a l l  r e g i o n s  o f  t h e  s t a t e .

T h e  D e p a r t m e n t  o f  L a b o r  (DOL) c o n t i n u o u s l y  u p d a t e s  i t s  l i s t s  
o f  j o b  c l a s s i f i c a t i o n s  a n d  a s s o c i a t e d  p r e v a i l i n g  r a t e s  o f  

m i n i m u m  p a y  a n d  p r e s e n t l y  l i s t s  595 j o b  c l a s s i f i c a t i o n s  w i t h  
a p u b l i s h e d  p r e v a i l i n g  m i n i m u m  r a t e  o f  p a y .  S t a t e  lav/
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c o n t a i n s  a p r o v i s i o n  for o b t a i n i n g  s p e c i a l  w a g e  r a t e s  o n  
p u b l i c  c o n s t r u c t i o n  f o r  j o b  c l a s s i f i c a t i o n s  n o t  l i s t e d .

R e s o l u t i o n s

W i t h  r e g a r d  t o  t h e  G o v e r n o r ' s  C o n f e r e n c e  o n  S m a l l  B u s i n e s s  
R e s o l u t i o n s ,  l e t  m e  s t a t e  g e n e r a l l y  t h a t  I f e e l  t h e  e x e r c i s e  
h a s  b e e n  v e r y  v a l u a b l e .  I s u g g e s t  t h e  d e l e g a t e s  f o r m  
w o r k i n g  g r o u p s  t o  p u r s u e  t h e  c o u r s e s  o f  a c t i o n  w e ' v e  

i d e n t i f i e d ,  w i t h  a f o l l o w - u p  s t a t e w i d e  m e e t i n g  p e r h a p s  o n e  
t o  t w o  y e a r s  i n t o  t h e  n e x t  a d m i n i s t r a t i o n .  I ' l l  w o r k  w i t h  
y o u  to d e v e l o p  a n  a p p r o p r i a t e  A d m i n i s t r a t i v e  O r d e r  to 
d e m o n s t r a t e  E x e c u t i v e  B r a n c h  s u p p o r t  f o r  t h i s  o n g o i n g  
e f f o r t .  K e e p  in m i n d  t h a t  m o n e y  f o r  c o m m i s s i o n s  a n d  
c o u n c i l s  is i n c r e a s i n g l y  t i g h t .  T h e  f u t u r e  c l e a r l y  b e l o n g s  
t o  t h o s e  w h o  d o n ' t  w a i t  a r o u n d  f o r  f u n d i n g  b u t  g e t  r i g h t  to 
w o r k  a n d  m a k e  t h i n g s  h a p p e n  t h r o u g h  a v a i l a b l e  m e a n s .

W e  h a v e  i n d e e d  a l r e a d y  a p p o i n t e d  a s m a l l  b u s i n e s s  p e r s o n  as 
D i r e c t o r  o f  t h e  D C E D ,  D i v i s i o n  o f  B u s i n e s s  D e v e l o p m e n t .
J a m i e  P a r s o n s  h a s  b e e n  o n  t h e  j o b  s i n c e  l a s t  y e a r ;  I t r u s t  
t h e  C o n f e r e n c e  a p p r o v e s  o f  t h i s  a p p o i n t m e n t .

T h e  c o n c e p t  o f  i n c l u d i n g  s m a l l  b u s i n e s s  p e o p l e  i n  A l a s k a ' s  
b o a r d s  a n d  c o m m i s s i o n s  is a t t r a c t i v e .  I c a l l  o n  t h e  s t a t e ' s  
b u s i n e s s  c o m m u n i t y  t o  h e l p  i d e n t i f y  a p p r o p r i a t e  a p p l i c a n t s  
f o r  v a c a n c i e s  o n  t h e s e  b o d i e s .  C o n t a c t  P e n n y  F o r s m o  in m y  
J u n e a u  o f f i c e  a t  4 6 5 - 3 5 0 0  f o r  m o r e  i n f o r m a t i o n .
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F I R S T  C O M M I T T E E  m  ftFERRAL

A T E  C O M M I T T E E  R E P O R T

D a t e  O f  5 - D A Y  N O T I C E  
I N  A C C O R D A N C E  W I T H  UNIFCS[ F O R M  R U L E 23

* * F I S C A L  N O T E ( S )  M U S T  B E  A T T A C H E D  
I N  A C C O R D A N C E  W I T H  A S  2 4 . 0 8 . 0 3 5

F U R T H E R

1 / 9 / 8 9
M r .  P r e s i d e n t :  

L & C

D A T E  T U R N E D  I N T O  O F F I C E  c ?

C o m m i t t e e  c o n s i d e r e d  S J R  8

U r g i n g  a c h a n g e  u n d e r  t h e  I n t e r n a l  R e v e n u e  C o d e  i n  t h e  t a x  t r e a t m e n t  
o f  t h e  t r a n s f e r  o f  r e a l  p r o p e r t y  s u b j e c t  to a m o r t g a g e  t h a t  is a 
r e c o u r s e  l o a n  w h e n  t h e  i n d e b t e d n e s s  o n  t h e  p r o p e r t y  is d i s c h a r g e d  

t h r o u g h  f o r e c l o s u r e ,  r e p o s s e s s i o n ,  o r  s u r r e n d e r  o f  t h e  p r o p e r t y

a n d  r e c o m m e n d e d :

[ ] r e p l a c e  w i t h C S

[ ] a t t a c h e d  a m e n d m e n t ( s )  a n d

[ ] ________________________________ l e t t e r  o f  i n t e n t  a d o p t e d

ud"'" d o  p a s s  

] d o  n o t  p a s s

n o  r e c o m m e n d a t i o n  

i n d i v i d u a l  r e c o m m e n d a t i o n s  

f u r t h e r  r e f e r r a l  t o

[] s a m e  title 

[] n e w  title

]

F I S C A L  N O T E  (S) a t t a c h e d  z e r o
[ ] a p p r o p r i a t i o n  n o  F N  a t t a c h e d

[ ] f i s c a l  i m p a c t  
[ ] G o v .  F N  i n t r o d u c e d  w /  b i l l

O T H E R  R E C O M M E N D A T I O N S

[ ] C o m m i t t e e  b a c k u p  a t t a c h e d
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A L A S K A  S T A T E  L E G I S L A T U R E

Amlumige Office: 
II1I C  St., Suite 530 

Anchorage, AK 99503 
907-561-7616

While in Juneau: 
P.O. Box V 

Juneau, AK 99811 
907-465-4958

S e n a t o r  R i c k  H a l f o r d

M E M O R A N D U M

To: Senator D i c k  Eliason, C h a i r m a n  

L a b o r  a n d  C o m m e r c e

F r o m :  Senator Rick Halford

Subject: S J R  8, regarding the tax treatment of real property w h e n  the

property is transferred throu h  foreclosure, repossession, or 

surrender.

It has c o m e  to m y  attention that in certain cases individuals are being taxed 011 
their losses. Senate Joint Resolution 8 is an effort to correct this p r o b l e m  that is 

occurring in our State as a result of Alaska's struggling e c o n o m y .

W h e n  an individual has a recourse loan, they are held personally liable for their 

debt b e y o n d  simply giving u p  the rights to the property. A c c o r d i n g  to the 

Internal R e v e n u e  C o d e  w h e n  an o w n e r  is personally liable for r e p a y m e n t  of a 

debt w h i c h  is secured b y  real property that has b e e n  transferred to satisfy the 

debt a n d  the fair m a r k e t  value of that property is less than the a m o u n t  of the 

outstanding debt, the resulting difference is taxable as ordinary i n c o m e  if any 

portion of the debt is forgiven b> the lending institution.

In essence, w h a t  is occurring is that individuals w h o  h a v e  lost their h o m e s  

because they can n o  longer m a k e  m o n t h l y  m o r t g a g e  p a y m e n t s  in our declining 

e c o n o m y  are held liable for taxes o n  the a m o u n t  of their loan over a n d  above 

fair mark e t  value a n d  are thus being taxed o n  their losses.

I h o p e  y o u  will join m e  in this attempt to correct this terrible inequity.

Date: February 20, 1989

Residence: PO. Box 190 • Chugiak, A K  99567 •  907-694-4958



INFORMATION FOR THE BORROWER 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 the property through
voluntary foreclosure or repossession and

6. The property was acquired by the seller or by a financial institution 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, i f  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 1099A) 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 more than the amount realized, the difference
is 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 amo- nt of debt satisfied, the difference 
is discharge of indebtedness income. Report this income on line 2 U  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 same 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.



p

Department of the Treasury 
Internal R e v e n u e  S e r v i c e

Publication 544 
(Rev. Nov. 87)

S a l e s  a n d  O t h e r  

j D i s p o s i t i o n s  o f  

A s s e t s

For use in preparing 
1987 Returns

H i g h l i g h t s

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 i sal 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.

I n t r o d u c t i o n

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 II— Ordinary or Capital Gain or Loss 

Part III— 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 Home,

Publication 541, Tax Inlormation on 
Partnerships,

Publication 550, Investment Income end Ex­
penses (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.

T r a n s f e r s  o f  P r o p e r t y

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

S a l e s  a n d  E x c h a n g e s

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. II 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 
Property, lor additional information.
A transfer of property to satisfy a 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 
Abandonment in Part II. For information on can­
celled debts generally see Publication 525, Taxa­
ble end Nontaxable Income, and Pubticetion 908, 
Bankruptcy.
The mere extension of the maturity date of a 
note under an agreement that states that some of

P a r t i



the noteholders will not redeem their notes during 
the extension period but will 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. It is 
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 
to the mortgagee or creditor. For more Informa­
tion, see Foreclosure, Repossession, or Abandon­
ment In Part II.

I n v o l u n t a r y  E x c h a n g e s

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.

II 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,

.tC0!Tien* Pen°d ends 3 years alter the
r ain imJl ik ,a* year in wh|ch any part of your 
fiam trom the conversion is realized.

mvoluman! l!L!Si,maMon- For m0fe 'nformation on 
finer /nvo/unrarv r n96S' see L,ke-K'nd Exchanges 
see Publication S T f , fS'on' undef Pan IV- Als0 
uBlties, and Thehs and T u*iness disasters. Cas-
n a tio n s  and Bus,ness C a s l a Z T a n d ^ h e h T ^ '

F i g u r i n g  G a i n  o r  L o s s

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 
ba3is 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 value 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 property in an r Vs 
length transaction, that is strong evidence of fair 
market value. II there is a stated price I or 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
S4.000. Your gain on the sale is figured as follows:

Amount realized:
Cash......................................... 5100.000
Property received (fair market

value)...................................  20,000
Real estate laxes (assumed by

buyer)...................................  3,000
Mortgage (assumed by buyer) 17,000
Amount realized....................... S140,000

Adjusted basis:
Cost ol building........................ S 70,000
Improvements.......................... 20,000
Total......................................... S 90,000
Minus: Depreciation.................  10.000
Adjusted basis.........................  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 Ihe 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 M il your life Inter­
est in the farm. The entire amount you receive la f 
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 mlnua your adjust­
ed basis in the farm.

N o n t a x a b l e  E x c h a n g e s

Certain exchanges are nontaxable. This means 
lhat 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, it will 
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 Ihe most common type of nontaxable 
exchange. To be nontaxable, a like-klnd 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 pui poses, such as your home or fam y  
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 ir- 
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
fy-

II Ihe like-kind exchange includes the receipt ot 
money or unlike property, you may have a taxable 
gam (see Partially nontaxable exchange, 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 Ihe 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 Ihe 
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 
in a 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 
01 gain that can be taxed. Next, liguro the amount 
019 ain on the whole exchange, as discussed earli­
er under Figuring Gain or Loss. Your taxable gain 
•s tho lesser ol Ihese two amounts. A  loss is never 
deductible in a nontaxable exchange, even though 
you receive unlike property or cash.

Example. You exchange real estalo held lor 
r ^ e n .  that has an adiusted basis ol S8.000 
tor other real estate that you want to hold for 
investment. The real estate you receive has a fair 

value of S t0.000. and you also receive 
ihn . in cast1- Although the total gain realized on 
™ „  sac,ion is S3,000, only S1.000 (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, 
Ihe 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............................    3,000

Total recolvod....................................................  $14,000
Minus: Ad|ustod basis ol proporty you trans­

ferred...............................................................  0.000

Osin realized.....................................................  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.

If you 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 Ihe 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-klnd exchango. For Information on partner- 
ahips, see Publication 541, Tax Inlormation on 
Partnerships.
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

3) An annuity contracl for anothor if the Insured or 
annuitant remains Ihe 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.

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 basis 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 Information tor Divorced 
or Separated Individuals.

A  transfer of property is incident to a divorce if 
the transfer occurs within 1 year 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 II.

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. II 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 Ihe 
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, Ihe exchange ol securities in Ihe 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 Ihe 
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 exchange 
discussed earlier under Uke-Kind Exchanges. No 
loss is recognized.
Liabilities. II 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

2) 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 II 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 ol $16,000, and the corporation 
also assumes a mortgage of $5,000 on the prop­
erly. The gain realized Is as follows:

Slock recolvod, fair market valuo.................  St 6,000
Cash rocoived...........................................  10,000
L ia b il ity  a s s um e d  b y  c o rp o ra t io n .............................. 5 ,0 0 0

Total rocoived...........................................  S31.000
M in u s : A d |u s to d  b a s is  o l p ro p e r ty  t ra n s 'o r r e d  2 0 .0 0 0

Gain realized......................................................................  S t 1 ,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 
Ihe lace value of the obligation over the income 
returnable if the obligation were satisfied in full.

P a r t  II 

O r d i n a r y  o r  C a p i t a l  

G a i n  o r  L o s s

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 III, 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 a 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 Property 
used in your business and Section 1231 Prot 
erty in Part IV.

C a p i t a l  A s s e t s

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 in your trade or 
business (even though fully depreciated),

4) Real property used in your trade or business

5) A copyright, literary, musical, or artistic 
composition, 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

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

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 I or 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. Casualties 
and Thefts, to report all personal casualty gams 
and losses. For more inlormation, see Publication 
547, Nonbusiness Disasters, Casualties, and 
Thetis.
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This discussion gives examples ol some ol tho 
or items listed previously os exceptions to capital 
ssets.
'ropsrty held mainly (or sale to customers is a 
oncapital asset. Whether property is held mainly 
or 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,

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

Example 1. You aro In the business ol develop­
ing and selling luncheonette businesses. You are 
:onstantly acquiring new sites, developing and 
selling tho businesses. Upon completion ol the 
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
ers in Ihe ordinary course of your business, the 
businesses are not capital assets. Gain or loss 
rom the sales ol the businesses is ordinary gain 
hr loss. The result would be the same if you had 
ncorporated the luncheonettes and sold the stock 
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 
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 
period. You keep adequate records showing de­
preciation and other charges to the capitalized 
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
dinary, depending on your section 1231 transac­
tions. See Section 1231 Property, later, in Fart IV. 
Business assets classified as real property or de­
preciable property used in your trade or business 
are not capital assets, but may be treated as such 
under certain circumstances. See Section 1231 
Properly, later.

Rental property is treated as a business asset.

S a l e s  a n d  E x c h a n g e s  

B e t w e e n  R e l a t e d  P a r t i e s

Special rules apply to the sale or exchange ol 
property between related parlies.
Gain on the sale or exchange. II a gain is recog­
nized on the sale or exchange ol property, 
including a leasehold or a patent application that 
is depreciable property in the hands of the party 
who receives it, the gain is ordinary income i! the 
transaction is either between:

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

2) A  taxpayer and any trust in which the taxpayer 
(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 
ihe interest computed actuanty is 5% or less ol 
the value ol the trust properly.

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 (3), and

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

For salea and exchange! between related 
partle* before October 23,1086, a controlled 
entity is:
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 or 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.

4) 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 (1) or rule (4) is considered owned under 
rule (4).

Transitional rule. Sales after October 2 2 ,1986, 
made under a binding contract in ellecl on August
14,1986, are treated as sales before October 23,. 
1986.

For sales and exchanges between related 
- parties after October 22 ,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% in value 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, dlroctly 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,

2) 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

3) 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.

A loss 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 r. 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.

6) 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.

II 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

■i



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 In value 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. If you 
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 
1 is 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 Inventions, 
as discussed later in this Part, for transfers to cer­
tain related persons that will not qualify (or capital 
gain treatment.

C a n c e l l a t i o n  o r  S a l e  

o f  a  L e a s e

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.
S

C a n c e l l i n g  a  S a l e  

o f  R e a l  P r o p e r t y

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 Ihe 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 Ihe 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.

F o r e c l o s u r e ,  R e p o s s e s s i o n ,  

o r  A b a n d o n m e n t

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 It voluntarily 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 or loss on abandonment, 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 
Credit.
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 Figuring 
Gain or Loss in Part I, 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 I.

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 
parties. Sea Capital Assots and Sales and 
Exchanges Botween Related Parties, earlier.

The owner will have a deductible loss if the a' 
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 III. For information on oo 
nary losses (normally from dispositions of sectic 
1231 proporty), see Part IV and Form 4797, in P
V-

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 c 
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 1231 Property-, 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 cr
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. Ihe 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



3n '-I
',500. Wrier the property was transferred to the 
n'der, its FMV was $6,000 and Frank's adjusted 
lsis 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 lo u  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 8 unpaid debt. However, the income may not be 

cognized in certain cases, such as a debt can- 
xj 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 ss up 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 o gain or loss, figured as discussed earlier under 

lain or loss on foreclosure or repossession. The 
bandonment loss is taken in the tax year in which 
is loss is sustained. The owner, however, may 
ot deduct any loss on his or her personal resi- 
ence or other property held for personal use, 
nless the loss is from personal casualty or theft, 
leportlng Income or loss. The owner of proper- 
i transferred through foreclosure or repossession 
3 satisfy a debt reports gain or loss on the 
ansfer in tho same way as (or a gain or loss on 
ales or exchanges generally. See Part V,

5 gerfeporti'ng Gains and Losses. If the owner who 
se is ransfers or abandons property realizes taxable in- 
lde ome from discharge of indebtedness, that in- 

ome is reported on line 21 of Form 1040. 
Abandonment loss. The owner who abandons 

lusiness or investment property may have an ordi- 
iary loss up to the amount of the property's ad- 
usted basis when abandoned. This loss is 
eported on Form 4797, Part II, line 10.
Form 1099-A. 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

the
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Form 1099-A gives the information needed to 
determine whether or not the owner has income 

e rec ar loss on the acquisition or abandonment of his 
or her property. If the owner believes any of the in­
formation on the form is inaccurate, he or she 
should contact the issuer of the form immediately. 
Olherwise, Ihe owner should figure income or loss 
and report it as discussed in this publication. 
Seller’s (lender) gain or loss on repoo3ession.
II you finance a buyer's purchase of property and 
later acquire an interest in the property through 
foreclosure or abandonment, you may have a gain 
or loss 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 
Service and also report the information to the bor­
rower. See Form 1099-A, above.

S a l e  o f  a  B u s i n e s s

The sale of a business is not usually a sale ol 
one asset.

Sola proprietorships. A  sole proprietorship usu­
ally has many assets. When sold, the assets of 
the business must be classified as capital assets, 
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 Ihe 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
est was 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 Information 
on Partnerships. .\!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 
Publication 550, Investment Income and 
Expenses.

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 Information 
on Corporations.

I n v e n t i o n s

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 Ihe 
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 If you 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 employer or 
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.

2) An individual and a corporation are considered 
related parties if the individual owns, directly or 
indirectly, 25% or more in value of the 
outstanding stock of the corporation.

3) 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.

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 Is a 
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.

C o p y r i g h t s

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 Ihe 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 in a 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 It is 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 I0 3 3 . 
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 If your 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 it was 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.

G o o d w i l l

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. It is 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.
Agreement not to compete accompanying sale 
of 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 
Ihe transfer of goodwill in Ihe sale of a going 
concern and it serves to assure the purchaser c I 
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 or other characteristics of 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 Ihe 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 S21.000. 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
S15.000. 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 Statement. 
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.

T r a n s f e r  o f  a  F r a n c h i s e ,  

T r a d e m a r k ,  o r  T r a d e  N a m e

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.

S u b d i v i s i o n  o f  L a n d

II 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 5 years 
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 
I ace 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 10 years, an imprc 
ment you made will not be considered substan 
if all ol the following conditions are m et



I

The Improvement consists ot the Installation ot 
water, sewage or drainage facilities, roads 
(including hard surface roads), curbs, and 
gutters,
The district director for your area is satisfied 
that without tho improvement the lot sold would 
not have brought the cunent local price for 
similar sites, and
A statement Is filed with your tax return stating 
that you choose not to adjust the basis of the 
lots sold, or any other proporty you own, to re­
flect the cost of the improvement attributable 
to the lots, and not to deduct the costs as an 
expense.

You must have actually held the property for 10 
bars or more. If you Inherited it, you must have in- 

• riqht J°ri,ecJ 11 10 V0Qrs or more before the sale. If the 
siding period of a prior owner is included in your 
oldlng period, Improvements made by a previous 
•vner are considered to have been made by you. 
laklng tha choice. You make this choice by 
ending the following information with your income 

oductfc< return for the tax. year in which the lots that are 
ubject to the choice were sold:

) A  plat showing the subdivision and all improve­
ments you made,
A  list of all the improvements made to the tract, 
showing—
a) The cost of the improvements,
b) Which of tha improvements, without regard 

to this choice, you consider substantial and 
which you consider no', substantial,

c) 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 
state the amount by which they have 
increased the values of these lets,

d) The date each lot was acquired and its ba­
sis for figuring gain or loss, exclusive of Ihe 
cost of any improvements listed in item (c), 
and
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I) A  statement that you will neither deduct as an 
expense nor add to the basis of any lot or other 
property that you sold any part of the cost of 
any substantial Improvement, which 
substantially Increased the value of any lot In 
the tract and which either you listed in item (c) 
or the district director determined to be sub­
stantial.

uston An Improvement Is made by you if it is made by:

t) Members of your family, including only your 
whole or half-brothers and sisters, your 
spouse, your ancestors, and your lineal de­
scendants.

2) A corporation in which you directly or indirectly 
own more than S0% of voting stock (see Indi­
rect ownership of stock, discussed earlier),

3) A partnership of which you were a member at 
the time the improvements were made,

4) A lessee, if the improvements are rental in­
come to you, or

5) A federal, state, or local government, or politi­
cal subdivision thereol, but only if it results in 
an increase in your basis in the property, such 
as a special assessment for street paving.

A tract is a single piece of land. Two or more 
adjoining pieces of land are considered a single 
tract lor this purpose. They may have been 
acquired over a period of time, and may be owned 
separately, jointly, in partnership, or under any 
combination of such forms of ownership. Two or 
more pieces ot land are adjoining even though 
they may be divided by a road, street, stream, etc. 
Gain on sale of lots. II your holding of the land 
meets the four requirements listed at Ihe begin­
ning of this discussion, any gain realized on its 
sale or exchange is treated in the following 
manner.

If you 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.

If you 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 .............................  S20.000
Minus: Basis.... ......................    S 10.000

Expense of sa 'o .............. - ........... 1,500 11,500

Gain from salo of lot  .....- ............................ S 8,500
5% ol selling price.............................. S 1,000
Minus: Expense of sale - ............ 1,500

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................. .....................................  520,000
Minus: Basis... .............. $10,000

Expense of sale...........................  800 10,800

Gain from sale cf lot  ...............................  S 9,200
5% of selling price .......   S 1,000
Minus: Expense of sale...-...............  800

Gain reported as ordinary income....................  200

Gain reported as capital gain............................ 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. II the lot 
was used in your trade or business, the loss is a 
section 1231 loss. S eo Section 1231 Property, 
later.

If you sell standing timber you held as 
Investment properly, it Is 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, it Is 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 
Ihe 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 Example, 
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

c) 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).

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 it in 
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.

T i m b e r
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Re vocation 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 In which 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, Ihe 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 I, 1087... $480,000 

Minus: Adjusted basis for dcploUon................  160,000

SecUon 1231 gain........................................   $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 
its disposal and you retain an economic interest in 
IL

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.

Example. 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

P r e c i o u s  M e t a l s  a n d  

S t o n e s ,  S t a m p s ,  a n d  C o i n s

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,I rocoived from tho 
oale is ordinarylricomo roportahle on Schedule C 
(Form 1040).

C o a l  a n d  I r o n  O r e

II 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 Ihe 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 
exchange, under Sales and Exchanges Be­
tween Related Parties, earlier in this part), 
whose relationship to you would result in the 
disallowance of a loss,

2) 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.

P a r t  ill 

T a x  T r e a t m e n t  o f  

G a i n s  a n d  L o s s e s

I! 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 it were a noncapital asset is ordinary gain or 
loss. See Part II 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 0 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 aro still 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 Inventions in Part II.

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. II it is short term i 
the year of the sale it will continue to be short 
term when payments are received in later tax 
years.

Nontaxable exchanges. If you 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- 
qcf profit-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. II you receive a gilt ot property and your 
you ’4 » IS ln 13 fiQured using tho donor's bSBis, your 

otding ponod Includes tho done' i  holding poilod. 
oo Property Rocoived as a Gilt i. Publication 

egafil-
Heal property. To tigure how long you have 

lo i t J 8,(1 real s,art counting on tho day after
"ou  recoivod title to it or. il earlier, tho day alter 

ou took possession of It and assumed the bur- 
ens and pnvilogos of ownership.

Howevor, taking dollvery or possession of roal 
roporty under an option agreement is not enough 
3 start tho holding period, Tho hold.ng period 

s pli^arinot atari until there is an actual contract of 
ale. Tho holding ponod ol the seller cannot end 
elore that time.
Repossession. If you soil roal property but 

oop 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 
he onginal sale, as well as the period alter the 
epossession. Your holding period does not 
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.

M e t  G a i n  o r  L o s s

{ Long-term capital gains and losses are treated 
iifforontly than short-term capital gains and 
osses. The totals lor short-term items and the 
lotals for long-term Items must be figured 
separately.
le t short-term capital gain or loss. Merge to- 
gather your short-term capital gains and losses. 

ir ol 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.

Net long-term capital gain or loss. Follow Ihe 
same sleps lo merge together your long-term cap­
ital gains and losses. The result is your net 
long-term capital gain or loss.

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 
gain or loss.

Example. During Ihe 1987 tax year, you have 
the following transactions:
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Long-term capital gains..................  S5.400
Long-term capital losses................. (1,750)
Net long-term capital gain..............................  S3,650
Short-torm capital gams..................  S2.600
Short-term capital losses................  (3.790)
Net short-term capital loss.............................  (1,190)
Total net capital gain....................................... S2.460

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

If you have a total net capital loss, Ihe loss is 
deductible. But there are limits on how much of 
Ihe loss you may deduct, and when you may de­
duct it. See Treatment of Capital Losses, later.

T a x i n g  C a p i t a l  G a i n s

Before 1987, individuals were allowed to deduct 
60% ol their net capital gains (excess of net 
long-term capital gams over net short-term capital 
losses). Since the top individual tax rate was 50%. 
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 1986J3ill 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 Ihe not capital gain of 
20% (5800- f 54,000= 20%).

Example 2. Assume tho same facts as Example 
1, except that It is 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, Ihe 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(er)  ................................................  S 45,000

Single..............................................................  S 27,000
Head of household.........................................  $ 38,000
Married (iling separate return.........................  S 22,500

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
II There Is Net Capilal Gain Income

A) Enter taxable income.

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.

D) Enter the amount shown for your tiling sta­
tus.

(A)

(§L

E L

(D)

Filing Status Amount
Married tiling joint return or quali­
fying widow(er).............................. S 28,000
Single.............................................  16,800
Head ol household...................... 23,000
Married filing separate return  14,000

E) Enler tho greater of line C or line O. (E)_

F) Subtract line E from line A. (F)

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)

I) Add Ihe amounts on lines G  and H. This is 
the tax. (I)

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 F igured
If Thur» I? Net Capital Gain Income

A) Enter taxable income. (A) 50.000
0) Enter the smniior of the long-lorm capital

gain or the not capital gam. (B) tO.OOO
C) Subtract the amount on line U (rom the

umount on line A. (C) 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)..............  S28.000

Single...................................... (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) tO.OOO
G) Tax on tho amounl on lino E. (Figured

using 1907 Tax Tables.) (G) 0.863
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. (I) 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 I0,000.
Sinco Elona’s taxable income is more than
S38.000, 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
B) 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.......................................   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.) IG) 5,877
H) Multiply the amount on line F by .28. |H) 2.BOO

K) Add the amounts on linos G and H. This is
tho tax. IK) 8.677

Alternative minimum tax. The repeal ol Ihe capi­
tal gains deduction means that alter 1986 the de­
duction is no longer treated as a tax preference 
item lor purposes ol Ihe 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 ol stock in the cor­
poration. The corporation may also be subject to 
tax on its net capital gains. For more inlormation, 
get Publication 589, Tax Inlormation on S Corpo­
rations.

T r e a t m e n t  o f  C a p i t a l  L o s s e s

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

11



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. II you only have long-term gains and losses, 
your deductible loss, In 1997, Is also tho samo as 
your not long-term capilal loss. II you havo both 
short-term and long-torm items, figure your de­
ductible loss as follows:

1) l( 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) If you 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:

A) Comblns short-term capital gain (or loss)
with long-term capita) gain (or lose). (A)

B) II line A  Is a Iom, enter tho smaller of:
(I) tho amount on line A; or (2) $3,000 
($1,500 II mimed tiling a separate return).
Note: In determining the smaller amount, 
trunk ol both as being positive. (B)

Short­ Long­
term term

Gains........... .................. $ 400
Lossos........................... 52,000

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

Short-torm capital losses.......................  S 000
Minus: Short-term capital gains  700

Net short-term capital loss...................... $ 100
Long-torm capital lossos......................  S2.000
Minus: Long-term capital gains  -too

Net long-term capital loss.................... St.600
Deductible capital loss......................... S1.700

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 e. 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).

Computation ot Yearly Limit:
12

Short-term Capital Lota Carryover

C) Entar Bhort-turm capital loss. (£]_
D) Enter long-term capital gain. 1D]_
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)

Long-term Capital Losa Carryover.

H) Enter long-term capital loss. (H)
I) Enter shorKerm capita) gain. (I) 

J) Subtract the amount on line I from Ihe
amount on line H. (J)

K) Subtract tho amount on lino F Irom tho 
amount on line B. (Noto: II 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. (L)

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.

Computation of Yearly Limit:

A) Combine short-term capital gain (or loss)
with long-term capital gain (or loss). (A) (16,000)

B) II line A is a loss, enter the smaller of:
(1) the amount on line A; or (2) S3,000.
Note: In determining the smaller amounl.
think of bolh as being positive. (B) 3,000

Short-term Capital Loss Carryover.

C) Enter short-term capital loss. (C) (6 ,0 0 0)
D) Enter long-term capital gain. (D) —
E) Subtract the amount on line D from the

amount on line C. (E) (6.000)
F) Enter the smaller of line B or line E. (Con­

sider bolh amounts as being positive.) (F) 3.000
G) Subtract the amount on line F 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) (10,000)
I) Enter short-term capilal gain. (I) —
J) Subtract the amount on line I (rom the

amount on line H. (J) (10,000)
K) Subtract tho amount on line F trom tho 

amount on line B. (Note: If there are no 
entries on line D through line G, enter the
amount (rom line B.) (K)  0

L) Subtract the amount on line K (rom tho 
amounl on line J. This is your long-term 
capital loss carryover. (L) (10.000)

Carryovers of pre-1970 losses. 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. II 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 
Ihe 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 Ihe 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 
D i s p o s i t i o n s  o f  

D e p r e c i a b l e  P r o p e r t y

It you 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 Net section 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 Part V, 
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 1245 Property and 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

II 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
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. ijsinflss, it Is property that i9 mainly for sale to 
uitomers. Thus, all cars acquired by a car dealer 

m, Uj 10 treated as a part ot tho dealer’s stock in trade 
ife a> inless the dealer can clearly show that a vehicle 
sea of us  bought only for use In the dealer's business 
•o p w  olher than as a demonstrator), and It Is believed 
i  la : nat its cost will be recovered through depreciation 
t J tihor than resale.
ur | Example. A car dealer operates a car rental 
isa. j  .arvice as a part of tho business. A  car may be 
now 1 cnted for periods ranging from 6 months to 2 
jf you ears, with tha renter having the option to buy it at 
i filed iny time. If the renter does not buy it before the 
•tat I :nd of the rental period, the auto is turned over to 
of he used car division of the car dealer's business 

§ind s ' 'uch  cars are not property used in a 
rad' iiness, but are held mainly tor sale to 
cuf . s. Gain on these sales must be reported 
9 .■ dinary Income.'ed* 
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Section 1231 P roperty
Property used In a trade or business or held for 

the production of rents or royalties and held more 
lhan 6 months and any other property (including 
capital assets held in connection with a trade or 
business or a transaction entered Into for profit) 
held more than 6 months that is subjected to an 
involuntary conversion, is known as section 1231 
property. In a disposition of depreciable property, 
any ordinary gain that is from the deduction of de­
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 I of Form 4797.
Sales o r exchanges o f tho fo llow ing  typ e s  o f 
property m ay result In gain o r  loss sub jec t to 
section 1231 treatm ent—

R eal p ro p er ty  or dep recia b le  p e rso n a l prop­
erty  used in a trade or business and held for more 
lhan 6 months.

P roperty h e ld  for th e  p ro d u c tio n  o f  r e n ts  or  
royalties  if held for more than 6 months.

L easeh o ld s  used in a trade or business and 
held for more than 6 months.

Cattle an d  h o rse s  held for draft, breeding, 
da;ry, or sporting pu, poses and held for 2 years or 
more from acquisition date.

L ive sto ck  (other than cattle, horses, and poul­
try) held tor draft, breeding, dairy, or sporting 
purposes and held 1 year or more from acquisition 
date.

U nharvested  crops. The sale, exchange, or in­
voluntary conversion of an unharvested crop on 
land used in farming if the crop and land are sold, 
exchanged, or involuntarily converted at the same 
lime and to the same person, and the land has 
been held for more than 6 months.

Growing crops sold with a lease on the land, 
even though to the same person in the same 
Iransaction, are not included. Nor is a sale, 
exchange, or involuntary conversion of an 
unharvested crop with land included if the taxpay­
er keeps any right or option to reacquire the land, 
directly or indirectly (other than a right customarily 
incident lo a mortgage or other security 
Iransaction).

The cutting  o f  tim ber, and the disposal of tim­
ber, coal, or domestic iron ore as described earlier 
in this publication.

C ondem nations  (property condemned (or 
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, 
such as investment property. However, because 
losses from the condemnation of property held for 
personal use are not deductible, they are not in­
cluded.

Casualty a n d  th e ft ga ins a n d  lo s s e s  on prr p- 
er»y held lor more than 6 monihs. These include 
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, N et 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, C as­
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. N et section 1231 gains 
are treated as ordinary income to the extent the 
gain does not exceed nonrecaptured losses from 
tax years beginning after 1981. N o nro cnptu red  
n e t s e c tio n  1231 lo s se s  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.

Exam ple. 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 S5.250 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 co n ve is lo n . 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 a m o u n t o t  your n e t  sec tio n  1231 ga in  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 P roperty
A gain on the disposition of section 1245 prop­

erty is taxed as o rd in a l 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 o f 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 o r  Its structura l c o m p o ­
n en ts , that is 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 com ponents. This 
does n o t  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 it is 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 lo w er  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.
Recom puted 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.

D epreciation  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 fo r 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
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investment credit claimed on the properly. See 
Investm ent credit, later.

E xam ple 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 
a calendar year. 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 S3.700 ($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 S3,300.
The lower of these two amounts, $3,300, is the 
amount of gain treated as ordinary income.

E xam ple 2. On January 3,1978, you bought a 
machine for S9.000. 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 o l Gains and Losses  
order Section 1231 Property, earlier.
Tax-free exchange o r Invo luntary 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 
■nciude depreciation taken by the decedent for 
:hai property.
On prooerty o ther than personal p roperty , you
must tako into account depreciation during periods 
when tne property was not used as an integral 
part c l 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 qreater ot tha depreciation a llow ed o r 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 
r-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 ot 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! o l 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. •
M ultiple 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.

E xam ple. In one 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 Ihe 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 norm al re tirem en t 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-lncoma 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 ,1 9 8 5 .1 5-yea 
real property is property placed in service after 
1980 and before March 16,1984.
The rules fo r sec tion  1250 property  do  not ap 
ply to  an item  If:
1) You figure depreciation on Ihe 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 w as 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.

G a in  T re a te d  a s  O rd in a ry  In c o m e
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 o l 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).

I) any gam is left after following this procedure 
(that is. it (1) is more than (2) ) then:
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after 1969 but belore 1976,
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,) Multiply tho smaller o l the remaining gain ( (1) 
less (2) ) or (4) by the applicable percentage 
(discussed later), and 

,) Add (3) and (5) to arrive at the gain that Is to be 
treated as ordinary incomo. However, seo S p e ­
cial rule tor corporations, below, lor additional 
Income corporations may have to roport.

’art III, Form 4797, must bo completed to figuro 
,io ordinary incomo part of any gain.
ddltlonal Depreciation

If you hold section 1250 property longer than 
ne year, tho additional depreciation is the excess 
f actual depreciation adjustments over the depre- 
lation figured for the same period using the 

. andfetraight line method. Any reduction in basis for 
'nvestment credit Is treated as a deduction for de­
preciation (see Investm ent credit, under Section  
\i245 Property, earlier). If you hold section 1250 

' andproperty lor 1 year 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 
transportation barriers to the handicapped and 
elderly; or certain rehabilitation expenditures for 
certain historic structures.
Special rule fo r 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 III, in the 
same property column used for the amount 
recaptured under section 1250.
Depreciation taken by o th e r taxpayers o r 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
Sl.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 
(S500 allowed the father plus S200 allowed the 
son).
A llowed or allowable. The greater o l 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
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to bo roported as ordinary Income. However, if you 
can show that the doduction allowed for any tax 
year was loss lhar. 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 dlscussod 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.

Exam ple. If a wing of a building is totally de­
stroyed by fire, tho depreciation adjustments fig­
ured in the adjusted basis o l 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 tlfo 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.

R en ew al p e r io d  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 6 0 -m onth 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, B usiness 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.

Exam ple. 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)
T o lll $50,000 S33.000 SI 7,000

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 p roperty. 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.

Exam ple. 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
S50.000. 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............................ S50.000

2) Additional depreciation alter
1975..........................................  SI 8.000

Additional steps are necessary because (1) 
exceeds (2):
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3) lot*orof: (1) Of (2) t)m«* 100%4) Add4ton»t d*pioci«ucn Aftor 1069 nnd balos 1976..............
6) l«M«f ol. (4) or (ha mxcam of(1)ov«f (2) ttmoi 66%..............
G»in tra«i»d s i  ordinary Incoma,...

S u
*2,000

1,120
*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-lncoma 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,

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

3) 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.

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.

E xam ple. 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 S3.500 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:

1) Excess ol amount realized over adjusted basis..........................  $15,0002) Additional depreciation after1975........................................  S 3.500

Additional steps are necessary because (1) 
exceeds (2):
3) Lesser of: (1) or (2) times 58%................. 52.0304) Additional depreciation after1969 and belore 1976.............. S6005) Lesser ol: (4) or the excess of(1) over (2) limes 58%.............. 348
Gam treated as ordinary incomo...................  S2.378
16

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.

E xam ple. On Juno f , 1976, you acquired 
low-lncoma 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 it is 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 i3 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.

For p ro p er ty  y o u  co n stru c ted , re c o n s tru c t- 
ed, or e rec ted , the holding period 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.

For se c tio n  1250 p ro p er ty  a cq u ired  b y  g ift  o r  
In a tax-free  exch an go , 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 se p a ­
ra te  Im provem ent. 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, Ihe 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
>rt Ink/ 1A 1ronting) on January 2 ,108 8 ,50  on Juty 18. 

1986, and tha remaining 20 on January 19, 
1967. As a rasuiL tha aparlmont housa 
consists ot three separate elements.

nunui i
ax yost

i propnJ

A separate Im provam snt is uech Improvoman 
addiKf lo  tho capital account of tha property if tH 
total of tho improvumonls during mo 36-month I 
ponod ondmg on the last day of any one fox v  
is moru than tha greater of:
1) Ono-fourth of tho adjusted bns:s o t tho 

ty at tho start of the first day ot the 36-month' 
ponod, or the first day o l 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 3 6 -m ont 
period, or tho first day of tho holding penod of 
tho property, whlchovor Is later, or •

3) $5,000.
A ny addition  to  tho cap ita l a c c o u n t  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 a d iu s ted  b a s is  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.

O ne-year t e s t  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 y jars 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-m onth 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-m onth penod
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l«tl lo figure if tho improvements must be treatod
is  ioparate improvement*.
HolJIng period o l property with tw o or m ore
elements. The following is used lor ligunng Ihe 
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,

2) 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 o l the month 
that tho property was placed in service; 
whereas

3) Tho holding period (or oach Improvement n o t 
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.

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 sepa ra te  Im p ro vem ent 
con stitu tin g  a s e p a 'a te  e lem en t 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. II there are two dates that are equally 
close to tho middlo ol tho yoar, tho earliest dato is 
used.
Ordinary Incom e attributable to  each separate 
elem ent 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 o l the additional depreciation after 1 9 7 5 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 Ihe 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 I Slop 2 Slop 3 incomo

W......................... 912,000 *■
924.000 920.000 M k  9 0,600

X.......................... 90 +
924.000 520.000 85% 0

Y.......................... 58.000 i
524,001) 520,000 62% 4.600

Z .......................... 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 Iho 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 m ore tha n  ono a s se t  in a 
single transaction, you must separalely ligure the 
gain on each asset so that the gains may bo prop­
erly reported. Tho part ol Ihe 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 d e ­
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 g ift  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 d is­
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 
period under Applicable Percentage, discussed 
earlier.
D isposition  part g ift and part sale o r exchange. 
If you transfer depreciable personal property or 
real property lor less lhan 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.

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

be reported aa ordinary 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
G ilt to  charitable organization. II your gilt la to a 
charitable organization, the amount o l your chari­
table contribution ol property musl bo raducod by 
100% ol Iho 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. 
A lto , you may have to roduco Iho 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 value ot tho lime ol 
tho contribution. See Publication 526, 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 en tire  property had 
been sold by Ihe 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.

A lloca tion  to  so ld  a n d  c o n tr ib u ted  parts. II 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 so ld  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 more inlormation on bargain sales, see 
Publication 526.

E xam ple. 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 S10,000 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 S12,000 sales proceeds and S10,000 
depreciation).

Because Ihe sale qualifies as a bargain sale, 
you must assign 48% (512,000 sale proceeds di­
vided by S25.000 lair market value) o l the adjust­
ed basis to the part sold and ihe remaining 52% 
lo the part given.

Gain o n  part so ld:

Sales price.................................................... 912,000Basis (48% X 912,000)....................   5,760
Ciain on part sold...........................................  S 6.240

U8% ■- SIO.OOO)........................   4,800
-■ ...depreciation    S 1.440

Because Iho depreciation (S4.800) is less lhan 
ihe gam (S6.240). you must include S4.800 as or­
dinary income. The remaining gain (S1.440) is
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treated as oxplalned loter under Reporting Gains 
and Losses.

O sin o n  part given:

Value ot contribution.......................................  $ 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( S 12.000), S8.760, or 

Depreciation (52% ol 510,000). 55,200-... 5.200
Amount of contnbution.................................... 5 7.800

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 inlormation see Publication 559, Tax In­
formation for Survivors. Executors, an d  Adminis­
trators and Publication 551,

Howovor, il Iho 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.

E xam ple 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.

E xam ple 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 S10,000. 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.
Exchange of Property for Stock

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 o l 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 I 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.

E xam ple 1. You own equipment having a (air 
market value ol S12.000 on which you have 
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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 I ,000 In cash. Because Ihe 
gain that must be includod in your Incomo Is limit- 
od lo the cash recolvod (see Nontaxablo 
Exchanges, earlier) and it is 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 o f Ihe 
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
5 12.000 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 Iho $1,000 ordinary incomo you report on 
your exchange is more than the $3,000 gain).

E xam ple 2. II, 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-exem pt 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.
Like-Kind Exchanges and Involuntary Conversions
Depreciable personal p roperty. A  like-kind 
exchange of your persona! property, or an invol­
untary conversion of the property because o f a 
casualty, theft, or condemnation for public use (or 
threat or imminence thereof), will not result in your 
having to report ordinary income because o l de­
preciation unless property olher than depreciable 
personal property is received In the transaction.
If you  receive prop»rty o ther than depreciable 
personal p roperty  and you include gain as ordi­
nary income because of depreciation, the amount 
is limited to the sm aller  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, p lu s  the fair market value
of property other than depreciable personal
property acquired in the transaction.

E xam ple 1. O n January 3,1987, you bought a 
new machine lor 54,300 cash plus your old m a­
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.

E xam ple 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
S1,000. (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.

E xam ple 3. In 1987 a (ire destroyed office m a­
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 Ihe $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.I 
figured as follows:
1) Gain realized on the Iransaction (592,640)
limitod lo depreciation ($01.640)............... 591

2) Gain Includible in income  53,000
Fair market value ol property oth­
er than depreciable personal 
property (Iho stock)  .......... 9,000

Total.............................................................   512.
Amount reportable as ordinary income (lesser 
ol (1) or (2) ) .......... - ............................ ..... SI2.

If, instead of buying 59,000 in stock you had 
bought S9.000 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 p roperty. If you have a gain 
from a like-kind exchange of your real property 
Irom an involuntary conversion, the amount to c 
reported as ordinary income because of addtboi 
depreciation is limited to the larger  of:
1) The gain that must be reported under Ihe rut 

for like-kind exchanges or involuntary 
conversions, p lu s  the fair market value of 
stock purchased as replacement property in 
acquiring control of a corporation, or

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

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 
(S15,000 for depreciable real property and
595.000 for land) and you also bought stock I or
55.000 to get control of a corporation owning 
property similar in use to Ihe property condemne 
You chose to postpone Ihe lax on the gain. II 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 Iho larger of:
1) The gain that would be required to be reoortec

S I.000 (S116,000 -  S115,000) p lu s  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, le s s  the cost of the depreciable real prop­
erty bought ($15,000), or $5,000.

Baals o f  real p ro p er ty  acquired  In Invo lu n ta­
ry con versions . If only depreciable real property 
is acquired to replace depreciable real property in 
an involuntary conversion in which gain is realized, 
and tax on the gain i3 postponed under Ihe rules 
for involuntary conversions, the basis of Ihe re­
placement property i3 its cost less the gain on 
which tax is postponed. II the replacement 
consists o l 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 bo th  depreciab le  real p ro p er ly  and o th e r  
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-
j nary incomo because ol addiiional depreciation 

that is not required to bo reported (if more than 
one piece o l 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 o f 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).

E xam ple 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 

• additional depreciation or your $17,000 gain) as 
j 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 o f 
•he newly acquired property includes the period 
during which you held the converted property.

Exam ple 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 sim i­
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 SIO.OOO is 
I ordinary income because of additional deprecia- 
i 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 S32.000 (cost of S42.000, less $10,000 ordi- 

j nary income not required to be reported).
■ 2) The tentative basis of depreciable real property 
! plus the cost of other property (land) is 

1 S80.000 (S32.000 plus S48.000).
3) Subtract (rom the S80.000 figured in (2) the 

difference between S60.000. the gam on tax 
wnich is postponed without regard to tne rules 
described earner, and S10.000, the ordinary in ­
come because ol additional depreciation m at is

n

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 it is bought.
Depreciable P roperty 
and O ther P roperty 
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 o f 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 dep recia b le  real p ro p er ly  
and other property in a singie transaction, similar 
rules apply.

Exam ple. A  lire destroyed your property having 
a total lair market value ol S50.000. consisting ot - 
machinery worth S30.000 and other property 
worth S20.000. You received an insurance 
payment of 540.000 and immediately used it plus
510.000 ol your own tunds (or a total c l S50.000) 
to buy machinery with a lair market value ol
515.000 and other property with a lair market 
value ol S35.000. Assume tnat your adiusted basis 
ol me machinery was S5.000 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 Ihe involuntary conversion of the ma­
chinery is S24.000 less $5,000 adjusted basis, or 
$19,000.

S e c o n d ,  the S24.000 allocated to the machin­
ery disposed ol is treated as consisting o l the
S15,000 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 S 16,000 allocated to Ihe 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 ol depreciation the smaller ol items (1) or
(2) under Like-Kind Exchanges an d  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 it is 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 lhan 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.

C orpora tions 
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, Tax Inlormation on Corporations, or 
Publication 589, Tax Information on S  Corpora­
tions. For information on distributions of deprecia­
ble property by a partnership, see Publication 541, 
Tax inlormation on Partnerships.

P a r t  V

R e p o r t i n g  G a i n s  

a n d  L o s s e s

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 althouqh relerences m this discussion 
are to Schecuie J  (Form tC4U). me rules
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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, Sta tem en t 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 esta te  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, Statem ent for Recipients o t 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. A lso use Form 
1099-B to fill in the gross proceeds requested on 
line 1 of 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, 
Statem ent for Recipients o f 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 or io s s  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. L o ss  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 II.

Gain on the sale or exchange of pro p er ly  h e ld  
lo r p erso n a l u se  (such as your residence) and 
held mere than 6 monihs is a long-term capital 
gam. L o ss  on the sale or exchange ol property 
held lor personal use is not deductible.

N et se c tio n  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 II. 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 lo ss  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 III. II losses are more lhan 
gains, sea Treatment o f  Capilal Losses, in Pari III 
of this publication.

T ota l n e t  gain. If the amount on line 18 i9 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 Ihe 28%  tax rate, you should use Part IV to 
ligure the tax on your net gain.

Total n e t 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 (S I,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% . II, in 1987, 
your taxable income is taxed above the 28%  tax 
rate, you must use Part IV o l 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 o l 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 o f 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 o l rents or royalties sometimes re­
sults in a capital gain or loss and sometimes in an 
ordinary gam or loss. All or part o l 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 III 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 II. Any re­
maining gam (any gam m excess of ordinary gam 
Irom depreciation) is carried to line 5. Part I.
Part I 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, o l 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 I is also 
used to recapture certain prior year's net section 
1231 losses aa ordinary Income.
Part II is used to report ordinary gains or losses 
on the sale, exchange, or involuntary or compulse 
ry conversions o f noncapital asset3 (trade or busi­
ness property).

B u sin ess  a n d  ren ta l p ro p er ty  h e ld  6  m o n th s
o r  leas. A  gain or los3 on the sale, exchange, or 
involuntary conversion ol proporty used In your 
business or held I or the production o f rents or roy­
alties and held 6 months or less is an ordinary 
gain or loss and is reported in Part II.
Installm ent m ethod. The long-term gain you rec­
ognize each year under Ihe installment method ol 
accounting (rom a taxable sale o l 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. A fter figuring 
the amount of gain on Form 6252, Computation ol 
Installment Sale Income, it musl be included in 
Part I 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  rep o sse ss io n . 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  re p o sse ss io n .  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 Ihe 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.
F o rm  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 o l the equipment 
she had used in her dress shop for S4.000 on 
March 19,1987. She had originally paid S6.000 (or 
it on May 21,1980, and had deducted S4.000 in 
depreciation since then. Therefore, she realized a 
gain ol S2.000. Because Ihe gam was less lhan 
the depreciation taken, all ol the gain is oroinary 
income (rom depreciation. This amount is reported 
in Part III ol Form 4797 and entered «n Part II, 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 S6.000 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 I, Jane's $1,200 rocaptured loss Is 
ntered on line 12, Pari II.

Summary. The entnos in Part II. 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 
ol 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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Gains and Losses From Sales or Exchanges of Assets Used In a Trade or Business and Involuntary Conversions 
( A n d  C o m p u t a t i o n  o t  R e c a p t u r e  A m o u n t s  U n d e r  S e c t i o n s  1 7 9  a n d  2 8 0 F )

______________________ ** A t ta c h  to  you r tax  re tu rn .  S e e  S e p i r a t e  In s t ruc t ions .
1 ® 8 7
Attachment 
Sequence No 27

OMBNo IS4S0I84

Name(s) as shown on return _

CTr M et S o u t h
AM,

Identifying number

^ 5 3 - 0 0 - 0 3 2 - 7
S a l e s  o r  E x c h a n g e s  o f  P r o p e r t y  U s e d  In  a  T r a d e  o r  B u s i n e s s  a n d  I n v o l u n t a r y  C o n v e r s i o n s  F r o m  O t h e r  T h a n  
C a s u a l t y  a n d  T h e f t — P r o p e r t y  H e l d  M o r e  T h a n  6  M o n t h s  ( M o r e  T h a n  1 Y e a r  If A c q u i r e d  A f t e r  1 2 / 3 1 / 8 7 )  
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 R ules.")
•  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 |

(a) Description ol 
property

(b) Date acquired 
(mo , day, yr.)

(c) Date sold 
(mo. day. yr.)

(d) Gross safes 
price

(«) Depreciation 
jllowed 

(or allowable) 
since acquisition

(f)Cost or other 
basis, plus 

improvements and 
expense ot sale

It) LOSS 
((1) minus the 

sumol(d)and(e))

(h) CAIN 
((d)pluste) 
minus (I))

2 5 - f o r e .
f ' ^ K / V . 4 . /-OT- , i.o h j:7 3 3 | l 4 / ‘3 1 3 , 0 0 0 - o - b .o n n — J2. n n n

U l lZ S ' ' / -‘2-7 L Iql-UUiA 4 . ^ . 0 £ 0 ,c>o q -  0  - -n-
Gam. if any, from Form 4684, Section B. line 2 1 ....................................
Section 1231 gain from installment sales from Form 6252, line 23 or 31 
Gain, if any. from Part III. line 32. from other than casualty and theft. . 
Add lines 2 through 5 in columns (g) and (h ) ............................................... a. OOP
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): . . . . * .............................................................................................................................
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.

_J . . O O O

/. 2 . 0 08 Nonrecaptured net section 1231 losses from prior years. (See in s tru c t io n s .) ...................................................................................
9 Subtract line 8 from line 7. If zero or less, enter z e r o .............................................................................................................................

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.

g o o

O r d i n a r y  G a i n s  a n d  L o s s e s

(e) Depreciation (f) Cost or other (g) LOSS 
((1) minus Ihe 

sum ol(d)and(e))

(h)GAIN(a) Description ol (b) Dale acquired (c) Date sold (d) Gross sales allowed basis, plus
property (mo., day. yr.) (mo., day. yr.) price (or allowable) 

Since acquisition
improvements and 
expensed sale

((d) plus (e) 
minus (I))

11 Loss, if any. from line 7 . . . .  . .................................................................................................................
12 Gam. if any, from line 7. or amount from line 8 if app lic ab le ........................................................." . . . . .
13 Gam, if any. from line 31. Part I I I .............................................................................................................................
14 Net gam or (loss) from Form 4684, Section B. lines 13 and 2 0 a ..........................................................................
15 Ordinary gain from installment sales from Form 6252, line(s) 22 and/or 3 0 .........................................................
16 Recaoture of section 179 deduction for partners and S corporation shareholders from property dispositions by 

partnerships and S corporations, (see instruc tions).................................................................................................
17 Add lines 10 through 16 in columns (g ) and ( h ) ......................................................................................................
13 Combine columns (g) and (h) of line 17 Enter gam or (loss) here, and on the appropriate line as fo llo w s:......................  . .

a For all except individual returns: Enter the gam or (loss) from line 18. on the return being filed, 
b For individual returns:

(1 ) If the loss on line 11 includes a loss from Form 4684, Section B. Part II. column (bXu). enter that part nf the loss here and
on line 18 of Schedule A (Form 1040). Identify as from 'Form 4797. line 18b(  ..............................................................
Redetermine the earn or (loss) on line 18. excluding the loss (if any) on line 18b(l) Enter here and on Form 1040. line 15r gam or (loss) on_____________________________

For Paperwork Reduction Act Notice, see page 1 of separate Instructions.

......... .

3,3 -0  Q _
Form 4 7 97 (1987)



Form 47Q7 (1987)___________________________________________________________
c s a n r  G a i n  F r o m  D i s p o s i t i o n  o f  P r o p e r t y  U n d e r  S e c t i o n s  1 2 4 5 ,  1 2 5 0 ,  1 2 5 2 ,  1 2 5 4 ,  a n d  1 2 5 5

Pjge 2

19 Description of sections 1245. 1250, 1252, 1254. jnd 1255 property L'ate acquired (mo . da*, ft )
Ojte luicl (mo . UJy, yr )

a  S t o k e  C q u J  p m s M T J i k l  3 0 3 | U  3 T
0

---- ***■•-

c
D '  ............... .. '

Relate lines 19A through 19D to these columns
Properly

A
Property

a
Prt.p*."ty

C
Property

D
20 Gross sales price . . . . M .O O O
21 Cost or other basis plus expense of sale ....................................... fe .O  0 0

22 Depreciation (or depletion) allowed (or allowable)..................................
23 Adiusted basis, subtract line 22 from line 2 1 ............................

M . 0 0 0
X .  0 0  0

24 Total gain, subtract line 23 from line 20 x , o o o

25 If section 1245 property;
a Depreciation allowed (or allowable) (see instructions)......................
b Enter smaller of line 24 or 25a ......................

H . O O Q L
- ?  c o o

26 If section 1250 property: (If straight line depreciation was used, enter 
aero on line 26g unless you are a corporation su t ect to section 291 )

a Additional depreciation after 12 /31/75.............................................
b Applicable percentage times the smaller of line 24 or line 26a (see 

instructions). . . . .  ..................................................
c Subtract line 26a from line 24 If line 24 is not more than line 26a, 

skip lines 26d and 26e.........................................................................
' ----------------------------

d Additional depreciation after 12/31/69 and before 1/1/76 . . .
a Applicable percentage times the smaller of line 26c or 26d (see 

instructions)..........................................................................................
1 ---------

i

f Section 291 amount (for corporations o n l y ) .................................. i
g Add lines 26b, 26e. and 261 .................................................. ■ ■■ i

27 If section 1252 property:
a Soil, water, and land clearing expenses , }
h 1 me ?7a times applicable percentage (see instructions) . . . . * ‘ ' '

c Enter smaller of line 24 or 27b -
28 If section 1254 property:

a Intangible drilling and development costs deducted alter 
12/31/75 (see in s t ru c t io n s ) ........................................................

b Enter smaller of line 24 or 28a .......................................
29 If section 1255 property:

a Applicable percentage of payments excluded (rom income under 
section 126 (see in s t r u c t io n s ) ........................................................

b Enter the smaller of line 24 or 2 9 a ..................................................
S u m m a r y  o f  P a r t  III G a i n s  ( C o m p l e t e  p r o p e r t y  c o l u m n s  A t t r o u g h  D t h r o u g h  l i n e  2 9 b  b e f o r e  g o i n g  t o  l i n e  3 0 . )

30 Total gams for all properties (add columns A through 0. line 24) .........................................................................................  ■ 0  O  O

columns A througn D. lines 25b, 26g, 27c, 28b, and 29b. Enter here and m Part II. line 13. (See the instructions to Pan IV il | f 
is an installment s a l e . ) .........................................................................................  j n i f t  O  0

31 Add 
th.a

32 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 I. line 5........................................................................  t - 0 -

C o m p l e t e  T h i s  P a r t  O n l y  if Y o u  E l e c t  O u t  o f  t h e  I n s t a l l m e n t  M e t h o d  a n d  R e p o r t  a  N o t e  o r  O t h e r  O b l i g a t i o n  a t  
L e s s  T h a n  F u l l  F a c e  V a l u e

33 Check here if you elect out of the installment method
34 Enter the face amount of the note or other obligation
35 Enter the percentage of valuation of the note or other obligation .
ParfV

►
►

C o m p u t a t i o n  o f  R e c a p t u r e  A m o u n t s  U n d e r  S e c t i o n s  1 7 9  a n d  2 8 0 F  W h e n  B u s i n e s s  U s e  D r o p s  t o  5 0 %  o r  L e s s  
( S e e  i n s t r u c t i o n s  f o r  P a r t  V . )

1 Section 179 expense deduction or section 280F recovery d ed u c tio n s .......................................
(a ) Section 179 1 (b) Section 280F

1
2 Depreciation or recovery deductions (see instructions) ................................................................... I
3 Recaoture amount (SuOtract ime 2 fiom line 1 See instructions lor where to report ) ...................... 1

23



Agreement not to competo 0
Ansels, classification of:

Capital 4
Noncapital 5

Assumption of liabilities 3 .4
Basis 2
Bonds:

U.S. Treasury 3
Business:

Property used in 12
Sale of 7

Cancelling a sale of roal property 6
Capital gams and losses:

Figuring 10
Holding period 10
Long-term 10
Short-term 10
Treatment of capital losses 11

Coal 10
Coins 10
Constructive ownership of stock 5
Controlled entity 5
Copyrights 7
Depreciable property 12

Disposition 12
Real 10
Section 1245 13,18
Section 1250___14

Easement 1
Exchange of property for stock 18

INDEX

Other Helpful Publications
Information on other topics related to the sale 

or exchange of assets may be found in the follow­
ing publications, ah available free.

Publication Tille
2?o Faimor's Tax Guide
334 Tax Guide for Small Business
504 Tax Inlormation (or Divorced

or Separated Individuals 
523 Tax Information on Selling

Your Home
526 Charitable Contributions
527 Rental Property
530 Tax Information for Owners of

Homes. Condominiums, and
Cooperative Apartments

For corporate stock 3
lnvoluntary.....2
Llke-kind 2 ,1 8
Nontaxable 2
Related parties 5, 7
U.S. Treasury notes or bonds 3

Fair markot value 2
Gain or loss 2
Gains and lossos:

Comprehensive example 20
Form 4797 20
Schedule D (Form 1040) 20

Gifts of property 17
Bargain sale to charitable organization 17
Part gift and part sale or exchango 17

Gold 10
Goodwill 8
Holding period 10
Indirect ownership of stock 6
Installment sales 17
Inventions 7
Involuntary convetsion 10

Basis of property acquired 19
Iron ore 10
Leases:

Cancellation 6
Sale 6

Liabilities, assumption 3, 4
Like-kind exchanges 2
Low-income housing 16
Notes:

Exchanges:

534 Depreciation
535 Business Expenses
537 Installment Sales
541 Tax Information on Partner­

ships
542 Tax Information on Corpora­

tions
547 Nonbusiness Disasters, Casu­

alties, and Thefts
549 Condemnations and Business 

Casualties and Thetis
550 Investment Income and Ex­

penses
551 Basis of Assets
555 Community Property and the 

Federal Income Tax
559 Tax Inlormation for Survivors. 

Executors, and Administrators

U.S. Treasury 3
Personal property:

Depreciable 18
Transfer at death 1 8

Precious metals and stones 10
Real property:

Depreciable 10
Transfer at doath 18

Repossessions 11
Sales:

Bargain, to charitable organization 17
Installment 17
Related parlies 5, 7

Section 1231 property 13
Section 1245 property 13

Disposition from multiple asset accounts 1>
Section 1250 property 14 *

Additional depreciation 15
Foreclosure 16
Gain as ordinary income 14
Nonresidontial 15
Property with two or more elements 1S
Residential 15

Silver 10
Stamps 10
Stock:

Constructive ownership 5
Convertible 3
Exchanges for corporate stock 3
Indirect ownership 6
Stock for stock 3

Subdivisions of land 8

561 Value of Donated Property, 
Determining the

572 General Business Credit
575 Pension and Annuity Income
587 Business Use of Your Home
588 Tax Information for 

Homeowners Associations
589 Tax Information on S Corpora­

tions
595 Tax Guide for Commercial 

Fishermen
909 Alternative Minimum Tax for 

Individuals
916 Information Returns
925 Passive Activity and At-Risk 

Rules
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Internal Revenue Service
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A«

I n s t a l l m e n t  

S a l e s

For use in preparing 
1987 Returns

Highlights
Allacablo Installm ent Indebtedness (deem ed 
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 ol the tax year as it 
it was 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 2 8 ,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 S150.000.

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 o l 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 no t the payee o r m ortgagee. 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 o f a passive activ ity . If you sell your entire 
interest in a passive activity on the installment 
method, special rules apply to the treatment of 
passive activity losses. For more information, see 
Publication 925, Passive Activity and At-Risk  
Rules.
Reporting Installm ent sale Income. Each year, 
including the year of sale, you must report your in­
come from an installment sale on Form 6252, 
Computation o l  Installment Sale Income. Attach 
this form to your tax return.

F i g u r i n g  i n s t a l l m e n t  

S a i e  I n c o m e

You must allocate the payments you receive 
each year from an installment sale.
In terest 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 s if 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 o l A ssets, 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.
Gross Profit Percentage (Gross Profit Ratio)

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.

E xam ple. 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
S2.000). 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. It is 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 d ep rec i­
ation  recap ture  Incom e  (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 re p o r te d  In y e a r  o f  sa le. For sales of de­
preciable properly, figure your depreciation 
recapture income (including the se c tio n  179 d e ­
du c tion  recapture) in Part III of Form 4797.
Report the recapture income in Part II 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 lhan 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 
publication as the Installment sale basis.
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For more Information on how to figure basis and 
adjusted basis, see Publication 551, Basis o f  
A ssets.
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  redu ced . 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 Ihe gain you reported 
In earlier years.
Sale o f 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.

Exam ple. 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.
C ontract 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 oil 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

(Including the installment obligations). See A llom  
ble Installment Indebtedness (Doomed Pnymerm  
later. «
Buyer's note. Tho buyer's note (unless it Is p a n  
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 f l  
payments you roceive on the note ore reported ol 
the installment method except as discussed unde 
Allocable Installment Indeb tedness (D eem ed . 
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.
M ortgage assum ed. If the buyer assumes (or 
pays off) your mortgage, or otherwise takes the 
property subject to it, the following rules apply.

If the  m ortg ag e  la le s s  than y o u r  basis. If thi 
buyar assumes a mortgage that Is less than your 
Installment sale basis in the proporty. It is 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.

Exam ple. 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 S10.000 (525,000 
-  515.000 mortgage). Your gross profit is S5,00( 
(S25.000 — S20.000 installment sale basis), and 
your gross profit percentage is 50%  (S6.000 divir 
ed by 510,000). Therefore, you must report half c 
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 th e  m o rtg a g e  Is m o re  than y o u r  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%.

Exam ple. 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 S 1.000 
(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 S4.000 (S9.000 -  S6.000 +  51.000).

Your gross profit on the sale is also S4.000 
(59,000 -  $5 ,0 0 0 ). 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 Ihe 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®»- II your mortgage Is not 
paid off or assumed by the buyer when you sell 
your property, your installment arrangement with 

i 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 

j your regular mortgago payments on the property.
.j 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 

3 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 

1 a second 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- 

i ment between George and Henry, passage of title 
is deferred and Henry does not assume and pur- 

r portedly does not take subject lo either mortgage 
' in the 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
S90.000. The contract price is S130.000 (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 1 0 0 %
(S130.000/S130,000). Payment in the year ol sale 
is S40.000 (S20.000 cash received plus S20.000 
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 Ihe hands of 
George the wraparound installment obligation has 
a basis of $90,000, equal to George's basis in Ihe 
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 Ihe terms of the agree­
ment Henry assumes the S50.000 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 S130.000. 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 Ihe 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).
M ortgage 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.

E xam ple. 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. A t 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 assum ed.

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, it is 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.
Paym ents o f 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.

Fair m a rke t 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.

Exam ple. You sold real estate In an Installment 
salo. As part of the down payment, Ihe 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.
G uarantees. II 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.

E xam ple. 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 S3,600 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 agent a 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:
Monoy received............................................ $1 2,000Third-party note (lair market value)................  5.500Mortgago assumed (outstanding balance)  18,000installment note (lace value).......................... 42,000
Selling price.................................................. 577,500Minus: Adjusted basis in (ho prop­erty...................................  $38,550Commission paid on sale.... 4.650 43,200
Gross profit S34.300

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 3 ll the 
payments you are scheduled to receive oo-the 
sa le ..; 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.
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S*to>Q price...............  *77,500Minus: Assumed m ongsgo ................................... 1 8,000
Contrsot prlco *59.500

The porcontago ol each Installment paymont 
that you must report aa profit Is figured as follows:

Groftl r»0*'<. S3«.3QO 
Corw«clpnc«, *50,500 “  1' 0 j%

Your gross profit porcontago Is 57.65%. Smco you 
were paid a total ol $17,500 (S I2,000 +  $5,500), 
on tho salo last year, you reportod $10,000.75 
(57.65% of 517,500) as your prolit from tho salo 
for Ihe 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.

Allocabie Installment Indebtedness (Deemed Payment)
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 Installm ent In d e b te d n e ss  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.
W orksheet. 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
obligations................................. ..............

3. The adjusted bases of all other
asseis at tho end of tax year  ..............

4. Add lines 2 and 3....... ................................................
5. Divide line 1 by line 4 ................................ ...............
6. Average quarterly or annual in­
debtedness...............................  ..............

7. Multiply lino 6 b y e  5..............................  ...............
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 lino 7)........................ ...............

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 a m o un t o f  ou tsta nd in g  applicable  
Insta llm ent 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 obliqatt.- 
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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 Insta llm ent ob liga tion  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 d o e s  n o t  
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, It includos handling, drying. • 
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 

•rental income) is not an applicable installment 
obligation.

Face a m o u n t o f  all o u ts ta n d in g  
Insta llm ent ob liga tions (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.

A d ju s ted  b a s e s  o f  all o th e r  a s s e ts  (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 o l 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.

A vera ge  quarterly or annuel In d e b ted ­
n e s s  (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 Iho 
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  ju r porsonal 
residence or a loan on your perr jna l automo­
bile.

A llocable Insta llm ent In d e b ted n e ss  In­
c lud ed  a s  a p a y m e n t In a prior tax  y e a r  (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.

A llocable Insta llm ent obligation (d e e m e d  
p a ym en t) (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 m u f.b e  
allocated based on the outstanding face 
amount ol the applicable installment 
obligations arising in the tax year.

Exam ple. On July 1,1987, John Ship sells a 
rental house tor S220.000. The buyeqassumes 
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 Ihe 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 slraiqnt 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.

(Jung thu workshuot John (loutes his 
doemod paymont lor 1087 as follows:

1 11 10 loco amount ol nil oulttarxiing nppti-
! C.1010 inslallmonl oW'qnlionfc...................... S 100,000
i  tho lace omount ol all outstanding mitallrminl

obiipations  ..................... ....... S1OO.C0O
3 . Tha idiutterJ buses ol all ottior

aisoii At (he end ol tax yoar  60,000
4 Add 'mo* 2 and 3 .................................... 250.000
5, O.vKlo lino 1 by lino 4 .............................  76%6 Avnia'jo quarlcily or annual in-(JoBlodnosa............................... $ 50,0007. Multiply lino 6 by Imo 5............................. 5 30,000U Aiiocabio Installmont indubindnoes mclud*CJ as a paymnnl in a prior lax yuar  -0-0 Allocable installmont indebtedness uicomed paymont) lor current lax yoar (subtract lino B Irom lino 7)........................  S 38,000

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 Iho 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 

I obligation is paid in full when tho balance ol the 
; purchase price is deposited into the escrow 
I 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
S1.000 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 o l Installment 
Obligations, later.
Substantial restriction. If an escrow arrangement 
imeoses a substantial restriction on your right to 
rccc-'vo Ihe ssIp 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.

Example. You sell your business including all of 
‘Is assets lor S50.000. The sales agreement 
provides for a down payment ol S8.000 and 
payments of S7.000 in each of the next 6 years to 
be made from an iirevocable escrow account. The 
sales agreement also provides that you, the seller, 
will not emer a competing business tor a period of 5 Yearn, u .-)( 3nv i,w  during this period you enter

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.
Installment Sales to Related Persons

Two spocial rulos apply to Installment salos bo­
tween rotated persons. Test your solo against rule 
1 first. II rulo 1 does 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 o f 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.

For sa le s  a lte r  O ctober 22, 1986, payments to 
be receivod include the total amount of all 
payments which are not contingent and the (air 
market value o l 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.

R ela ted  p e rso n s . There are two sets ot related 
party rules, one for sales before October 23,1986, 
and another for sales after October 22,1966.

Sa les b e fo re  O ctober 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:. >n to / :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) Is considered owned under rule (3).

R em o te  co n tin g en t In terest. 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.

S a les  a fte r  O ctober 22, 1986. The term 
" re la te d p e rso n s"  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 Ihe 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.

C o nstruc tive  ow nersh ip  o f  s to ck . To  deter­
mine whether an individual constructively owns 
(indirectly owns) any ot 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.

E xcep tio ns. 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 d ispo sition  of property under the installment 
method to a related person who Ihon makes a 
s e c o n d  d isposition , 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 o l 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.

S e c o n d  d ispo sition . 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 no t a principal 
purpose, later.

R ela ted  p erson . There are two sots of related 
party rules, one for any sale under rule 2 belore 
October 23,1986, and another which applies to 
any sale under rule 2 after October 22. 1986.

Sales belore October 23, 19B6. 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.

S a le s  a lte r  O ctober 22 ,198 6 . 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.

2) 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.

4) 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.

7) 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.

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.

10) 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.

The consliuctive ownership rules discussed under 
rule 1 are also applicable to rule 2.

Lim it o n  a m o un t trea ted  a s  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 Ihe first dis­

position with the total amount realized from the 
second disposition. Use the smaller amount.

2) To the sum of all Iho 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.

3) 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.

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.

T w o-year c u to ff  to r p ro p er ty  o th or tha n  mar­
ke ta b le  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.

M arketable 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.
I f th e  se c o n d  d ispo sition  Is n o t  a  sa ls  or  

exch an ge , Ihe amount realized is equal to the I 
market valuo of the property disposed of at the 
time of the second disposition.

Later p a y m e n ts  trea ted  a t  a m o u n ts  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.

Exam ple. 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.......................................    200,0

Amount treated as paymont because ot sec­
ond disposition................................    $300.0'

Add: Payment trom 8ob in 1987..................... 100,0'

Total payment received and treated as il re­
ceived tor 1987........................................... S400,0i

Multiply by gross profit percentage..................  J
Installment sale Income for 1987................. S200.0I

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 n o t re c o g n ize d  on  s e c o n d  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.

E xam ple. 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
less.............................................................. S400.0C

Minus: Sum ol paymonts trom 1986 and 1907 200.0C
Amount treated as paymont becauso ol sec­
ond disposition in 1987............................  S200.0C

Add: Payment Irom 8ob in 1987.....................  100.0C
Total payments receivod and treated as re­
ceived in 1987............................................. S30O.0C

Multiply by gross profit pcrcentago ............ .*
Installment sale Income tor 1987.   S150.0C
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1 1908 Harvey receives a payment o l $100,000 
om Bob which is not taxed. It is 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 S100.000 
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:

Sum ol payments actually received 
as ol the end ol 1990 Irom tho
lirst disposition............................  S500.000

Minus Ihe sum ol:
Payment Irom 19B6................. S100,000
Payment Irom 1987.........    100,000
Amount trer-ted as payment In 
1987........................................ 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

E xception If tax avo idan ce  Is n o t 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
tor ol the related person foreclosing on the prop­
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.

E xtend ing  the  perio d  fo r  a s se s s in g  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
II 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 Iho 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 paym ents. 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.

Exam ple. 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 S 100,000 
(plus interest) in 1988 and the balance of
S700.000 (plus interest) in 1989.

George's gross profit Is $600,000 (selling price 
of S I,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.
A llocation o f selling price and dow n paym ent.
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 installment 
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.

Exam ple. The total selling price of a business In 
an arm's-length' transaction is S350.000 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 o f separate and unrelated asse ts  o f the 
same type  under a single con tra ct 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.

Exam ple. 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 S85.000 
($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 o f S130.000 is allocated 
S 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:

N'al lair market value
Fair market value Minus Mortgage assumed

Parcels A and B Parcol
C

St 20.000 St 0,000
90.000 -Q~



Net (fttf market value „.... 5 90,000 510,000

Proportionate net fair market value 
Percentage of total........................ 90% 10%
Payments In year of sale 
$20,000 x  90% = ........................ S 18,000
520,000 x  10% = ........................ S 2,000
Excoss of mortgage on parcel B 

ever its installment sale basis.... 15,000
Allocation of  payment* received 

In year  of te le 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 S5.000 (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 it is 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 o f 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, Ihe 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.

O l 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'lment 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 
(S50.000 -  (S10.000 S7.161)). The 57.161 is
tho selling price ot Ihe truck. The selling expenses 
of S11.000 are divided among all the assets sold, 
including inventory

The adjusted basis a m  decree .nnjn c .i.u  ca cn 
each asset sold are as toiicws:
8

Depreciation Adjusted
Aaaet Claimod Basis
Land......................... .....................  — 515,000
Building..................... 37,000
Machino A ................ 70.200
Truck........................ ..................... 8,820 5,180
Machino 8 ................ 25.000

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  S5.000 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................  5 16,522 S 926 S 15,000 S 2,596
Building  49,413 2,471 37,000 9,942
Machine A   97,839 4.892 70,200 22,747
Truck  7,161 358 5,180 1,623
Machine B   37,065 1,853 25,000 10,212

S210.000 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 II 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 (S20.800 and S9.412) is added to the 
installment sale basis ol the appropriate machine 
when making the installment sale computations.

O l 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 <n the installment sa o. their 
selling price, ar.-.t ihmr ^strttirncr-.t saio basis eic 
shown >n tf’“  iq;lowing c'-art

Install­
ment

Soiling salo
pneo basis__

Land..........................  $ 18.522 $ 15,920 I
Building  49,413 39,471
MachinoA  97,839 95,892
Machlno B   37,065 36.265 _
Total S202.839 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 (Ihe mortgago assumed)). The g r o t> 
p ro fit p e rcen ta g e  (gross profit divided by thi 
contract prico) for the assets are figured as 
follows:

Percei
Land— S2,596 dividod by S I52,839................ 1
Building— S9,942 dividod by S152.8j9 ...........  6
Machine A— Si.947 divided by S i52,839....... 1
Machine B-S800 divided by $152,839.........   0
Total 10

Your Installm ent Incom o fo r 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 S32.839 (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% otS32,839............................  S 5‘
Building— 6.5049% of S32.839  2.1 C
Machine A— 1.2739% of 532,839.................. 41
Machine B— 0.5234% of S32.839 ... .11
Total Installment Income for 1987 S3,26

Reporting the Installm ent 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 Installm ent Incom e fo r years  a fte r 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:

IncLand— 1.6985% of S30,000........................... S U
Building—6.5049% of S30.000......................  1,9!
Machine A— 1.2739% of S30.00G .................... 31
Machine B— 0.5234% of S30.000..................  is
Total Installment Income S3.QC

Treat tho gain you realize in each year on 
assets you used in your business and held me 
than 6 months and on assets you used in bus 
ness but held 6 months or fess, the same as y 
treated the gain you realized last year on tho 
same ciass ol asset. In some years you may I



l u  gain on assets you usod in businoss and hold 
oro than 6 months as capital gain and, in othor 

^ jars, as ordinary gam, since you must make a 
T 'irw p a ra to  comparison ot certain gains and lossos 

r oach yoar you realize Incomo from payments 
n Iho buyer's nolo lo determine whothor they are 
rdmary or capital gains and lossos. The interest 
ucoivod with each payment Is Included in (ull as 
rdmary income.

_um m ary. Tho installmont income (rounded lo 
^  10 nearost dollar) Irom Iho salo o l tho machine 

hop is reported as lollows:

s n
9,
1,

s is

sma 
on tl 
112 
is le 
:por

is
10

a:
.me

oiling price...................................... ............ $202,839
rlinus: installmont sale basis,

as adjusted.....................................  1B7.SS4
lro«» profit S 15,285
lain reported in 1987. year ol (• Ho................ $ 3.284
3am reported in 1388, S3C.003 x 10.0007% 3.000
ain reported in 1989, S30.000 :< 10.0007% 3,000
ain reported in 1990. S30.000 x 10.0007% 3,000
am reported In 1991, S30.000 x 10.0007% ___ 3.001
ross profit S 15.285

Inventory. II 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 a n ,agreement, a part of 

pach payment must be allocated to inventory, just 
3s a part ol 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 
th e b l 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). 

lYour 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.
[  N o tes  received . If inventory items are Included 
|  in an installment sale, and if the fair market value 

om|o f  the buyer’s notes is less than their face value at 
17 J  the time you receive them, you figure gain on the 
a i l  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 
T T jsa le  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 

jn tj assets included in inventory is treated the same 
I as the note payments when you elect out. See 

i I Fair market value under Electing Out, next.

E l e c t i n g  O u t

You can choose not to have the installment 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 installment 
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 S50.000. payable S10.000 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. v r'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........................................  $50,000
Minus: Adjusted basis ol the

property..............................  $25,000
Communion.......................  3,000___ZfljOOO

Rain realized $22,000

Gain recognized In yea' of sale:
Cash...................................................  $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  ............... $25,000
Commission......................... 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 Incom e  25%  of each payment of princi­
pal you receive In later years. The Interest on tho 
noto also l3 ordinary income and is reported as In­
terest Income on Form 1040.
Fair m arket 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 I t  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 ou t
H ow  to  e lect o u t  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.
W hen to  e lect o u t  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.

U n s t a t e d  I n t e r e s t

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 la m ado 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 
unstated intorost must bo refigurud and reallocat­
ed.

A  la te  o r  early  p a y m o n t  is 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 do fault in the remaining paymonts under a 
contract is also considered a change in the terms 
of tho contract.

I f  tho ro flgured to ta l u n s ta ted  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.

P revious a m o u n t m o re  than re  figured  
am oun t. 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 o r exchanges a fte r 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 ,8 0 0 ,0 0 0  
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 

1 year after the date of the sale or exchange, 
and ^

2) There is total unstated interest (or Inadequate 
stated interest).

Total u n s ta ted  In terest. 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) o l $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,or 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 o t  a farm. The section 403 rules apply to 
the sale of a farm il the selling price cannot 
exceed S I,000,000. II 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.

Sa les with to ta l p a y m e n ts  o f  $250,000 or  
less. 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 S250.000, 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 sa les  b e tw e e n  re la ted  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 S500.000. 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.

Sa/es price o f  S3,000 or le ss . 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.
10

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 o l—
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.

A dditional excep tio n s . 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 Iho 
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.
Im puted principal. In transactions to which these 
rules apply the issue price o l 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 Ihe debt 
instruments involved in transactions listed above 
under Transactions lo which section 483 applies. 
Assum ptions. 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 tra ded  d e b t In s tru m en ts  o r pro p er­

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.

2) Trea tm ent o f  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 Ihe taxpayer or an investment ac­
tivity.

3) P atents. 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 Iho 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.

4) A nnuities. 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.

A dditional Inform ation. For information on tho 
computation of imputed interost and other special 
rulos, soo sections 483 and 1274 of the Code anc 
the regulations thereunder.

E ffects o f U nstated In terest
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 con tract prlco. If you 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 ou t. 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.

D i s p o s i t i o n s  o f  

I n s t a l l m e n t  O b l i g a t i o n s

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 o r exchango the ob liga tion , or if you 

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  d ispose o f the ob ligation  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- 1 
t
Pat­
riot 

I on 
due' 
is- 
ho 
•nt 
ora

or
ral
■n-

aal
irid

the 
1 
rth

0
a
e
3

all-

)C

?r-j
r. t

•e;

Transfers b e tw e e n  s p o u s e s  o r  fo rm er
pouses. No gain or loss is recognlzod on the 
anslor ot an Installment obligation between a 
usband and wile or a lormer husband and wile il 
icidant lo a divorce. A transfer is incident to a di- 
orco if it occurs within one year after the date on 
vhich the marriage ends, or is related to the end 
f the marrlago. Tho samo tax treatment (or tho 
ansferred obligation applies lo tho spouse or for- 

nor spouse receiving it as would have applied to 
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 botw een 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- 
<et value 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 Sa les to Related Persons, earlier.

Forgiving pa rt o f  the  b u yer 's  deb t. 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.

A ssum ptions. I) 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. It is not a disposition even if 
the new buyer must pay you a higher rate of inter­
est than the original buyer.

Installment obligations tra nsferred  b eca u se  
of death. The transfer of an installment obligation 
as a result 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 Ihe 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 Si * ' Youf bas's in an installment obligation de- 
nhi S on *^e amount 'hat is yet to be paid on the 
n. '5 a,,on (,he unpaid balance) and your gross 
ihn 1 DefCenla9e- Multiply the unpaid balance by 
nmi i,oss.f>r®*lt Pe,C(5ntage. This is the amount of 
marl 00 mstallment sale that you have not al- y received in payments from the buyer.

The remainder of the unpaid balance Is your ba­
sis In the obligation. It represents tho part of your 
adjusted basis In the property you sold that you 
have not already recovered In payments from the 
buyer.

Example. Several years ago you sold some 
proporty on tho Installmont mothod. Tho buyer still 
owes you $10,000 of tho sales price. This is the 
unpaid balanco on tho buyer's installment 
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.

R e p o s s e s s i o n s

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 your 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 Installm ent m ethod:
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 Ihe 
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

of Ihe ropossossod property is less than the to­
tal of basis plus ropossession expenses, you 
have a loss. Because the loss is a loss on the 
installment obligation, It is a bad debt loss.
How you deduct tho loss depends on whether 
you sold business or nonbusinoss property in 
tho original salo. Soo Publication 548, Deduc­
tion for Bad Debts, tor more information on bad 
debt lossos.

Sales reported on Ihe Installment m ethod:
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.

W orksheet. 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.............................. ..............
3. Minus: Payments made to time

of repossession........................  ..............
4. Face value ot obligation at lime

of repossession......................... ..............
5. Minus: Unrealized profit (line 4

limes gross profit percentage). . . ._______
6. Basis of obligation (line 4 minus line 5).....  ...............
7. Gain or loss on repossession (line 1 minusline 6).......................................................  ...............
8. Minus: Repossession costs....................... ...............
9. Taxable gain or loss on repossession  ...............

Exam ple. 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
repossession................................... S 900

Minus: Unrealized profit (gross prolit per­
centage Ol 40% x  S900) 360 540

Gain on ropossession.......................................  s 860
Minus: Expenses of repossession.....................  100
Taxable gain on repossession S 760

^ '

Basis. Ycur basis in reuossessed personal propor­
ty is its fair market van. - ‘ the time ol the 
repossession.
Fair m arket 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 Ihe 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.
Real 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 full amount 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, Ihe 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 
m andatory. However, they apply only if cortaln 
conditions are met:
First, the repossession must be to protect your 

security rights In the property.
S eco n d , 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.

II 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 Ihe -‘ 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 Ihe 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 Paym ents 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 total taxable gain to the 
grosa profit you originally expected on the sale.

R e p o ss e s s io n  c o s ts .  Your repossession costs 
Include money or property you pay tor the reacqui­
sition of the real property. This includes amounts 
paid to the buyer of the property as well as 
amounts paid to others for such items a s  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.
W orkshosL The following worksheet can be used 
to determine the taxable gain on a repossession 
of real property reported on the installment 
method.

1. Payments received to time of 
ropossession  .......................  '

2. Minus: Gain reported (Hn8 1
times gross prolit percentage).... _______

3. Gain on ropossession............... ................
4. Gross profit on sale...................... ... ......... ...............
5. Gain reported (line 2).......... . ..............
6. Plus: Repossession costs ...............................
7. Subtract line 6 from line 4........ - ..............  ...............
0. Taxable gain (lesser of line 3 or 7)... .......  ...............

E xam ple. 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.................................. ........- ......   525,000
Minus: Adiusted basis................... $19,000

Selling expenses  1,000 20,000
Gross profit...................................  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 ,0 0 0  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 previously reported as incomo

(SI,000 +  S800)....................................  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............................... $5,000
Minus: Gain previously reported

as Income...............................  S1.800
Cost ol repossession..............  500 2,300

Taxable gain on repossession S2.700

Indefin ite  se lling  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.

C haracter o f  gain. The taxable gain on 
ropossession Is ordinary income or capital gain, 
the same as the gain o il the original sale.
Basis. Your basis in the repossessed property is 
determined as of Ihe date of repossession, it is 
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 gain you :
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 profit (line 1 times gross
profit percentage)..................    1

3. Adjusted basis on dato of repossession.,.. ________ I
4. Plus: Taxable gain on

repossession   ..............
Repossession costs ...............................

5. Basis of repossessed roal proporty  ............... ■

Exam ple. 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) J 
is unreported profit. You figure your basis in the J 
repossessed property as follows: •. (

Face valuo of obligation at lime of :
repossession.   S16.000 1

Minus: Unreported profit................................  3,200
Adjusted basis on date ol repossession  312,800 -
Plus: Taxable gain on "

repossession...............:......... 32,700
Repossession costs.............. 500 3,200 j,

Baals of repossessed real property 316,000 r.
’ r 
• tt

Holding period for resales. If you resell tho p ro p -: 
erty you repossessed, the resale may result in a 
capital gain or a capital loss. To figure whelher it is 
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 Iho 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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Repossessing Your Former Home
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

I I special rules apply only if:
1) The resale takes place within one year of the 

repossession, and
2) A l 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 or o ld - . 
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 d if fe re n t 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

■ same rules that would apply to any sale.
Roflgurlng the am ount realized. To refigure the 
amount you realize on the combined sale-resale of

. /our 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 

1 i.*et remains unpaid at the time of 
i • repossession, and
3) Your repossession costs.

Example. You sold your home for S50.000. A1- 
'te r some time, you repossessed your property and 
.resold it within one year for S55.000. W hen you
■ eoossessed, 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<i price on resale...................................  $ 55,000

Selling pneo on original sale .................  50,000
To:nl.............................................................. 5105,000
‘Wi'il's: Selling expenses on resale ....$ 3,000
j Selling expenses on original

sal e ........................................ 2,000
Amount unpaid on buyer's
note....................................... 46.000

• Repossession costs...........   1,000 52.000
Amount realized on sale-resale S 53.000

Refigured adjusted basis. To religure your ad­
just „-d basis lor the combined sale-resale, begin 
•Vith 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 
t>lace while the buyer owned the property.

You may have to make two other adjustments:
') II 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.

2) 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 o l the deduction 
when religurlng 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. II 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. If yo1/  already reported 
any gain from the original saie, the amount you re­
ported should be subtracted when reporting your 
gain from Ihe 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 
you repossess.

R e p o r t i n g  a n  

I n s t a l l m e n t  S a l e

You must use Form 6252, Computation o t  
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 o t  Gross Profit and Contract Price, 
must be completed only tor the year ol sale. Part
II, Computation o t Taxable Part o t 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 III, 
Inlormation and Computation tor R ela ted  Party 
Installment Sate, must be completed only if you 
sold tho property to a related person as discussed 
earlier under Installment Sa les to Rela ted  
Persons.
For the year o f sale. Answer the questions ot the 
beginning ol the form and complete Part I and 
Part II. Question D asks whether you sold Ihe 
property to a related person. If you answer "Y es" 
to question D, answer question E and complete 
Part III.
For years after the year o f sale. Answer the 
questions at the top ot tho form and comploto Part 
II for any year that you receive a payment from tha

sale, Including a doomed paymont as discussed 
under Allocable Installment Indebtedness  
(D eem ed Payment), earlier. You do not have to 
complete Part I except In Ihe 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:
I f  y o u  se ll m arketab le  eecurllloa to  a re la ted  

perso n , complete Part ill for each year of Ihe 
Installment agreement, even II you do not re­
ceive a payment in that year.

I f  y o u  se ll p ro p er ty  o th e r  than m arketab le  s e ­
curities lo  a re la ted  person , completo Part III 
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 III.

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 III. 
See Rule 2: Sa le  and resale under Installment 
Sa les to Rela ted Persons, earlier, lor more 
Information.
Sevoral a sse ts . 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 o f  Several 
A ssets, 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 o l 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 I. 

Instead write "See attached schedule" in the 
margin.

3) For Part II, enter the total for all the assets on 
lines 21,22, and 23.

4) For Part III, 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.

Paym ents 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. II 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.
O ther form s. The gain from Form 6252 must be 
carried over and entered on another form. That 
lorm may be Schedule D, Form 4797, Gains an d  
L osses From Sales or Exchanges o t  A sse ts  U sed  
in a 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.

13



S ch ed u le  0 . If you sell property that Is a capital 
asset and use the installment method, each year 
you must include tha capilal gain part o l Ihe 
Installment payments Irom Form 6252 In your 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 o l 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 o l 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 o l capital gain or loss.

II part o l 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.

II you dispose ot more than one asset in a 
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 6252

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.
E x am p le  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: 
Q uestion A . Mark writes in a description of the lot 
he sold.
Q uestions B and C. Mark enters the date he 
acquired the lot and the date he sold it.
Q uestion D. Because Mark sold the lot to Acme 
Design, a partnership ol which he is a member, he 
checks the "Y e s" box.
Question E. The property Mark sold was not a 
marketable security (such as a stock or a bond), 
so he answers "N o ” to this question. Because he 
sold the lot to a related person, he must complete 
Part III 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 S I,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 lo t Mark's basis at the time ol the 
sale wes the lot's cost o l $2,850.

Lines 5 a n d  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 Ihe lot lor sale 
or paid a commission on tho salo, he would 
includo those amounts.

U ne 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
it on Ihe 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 payment in - 
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 II. 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 o l all Ihe 
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.

L in es 22 a n d  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 III. 8ecause Mark sold Ihe 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.

Q uestion  F. Mark enters the name, address, 
and employer identification number ot the partner­
ship that bought the lot.

Q uootlon Q. The partnership did not sell the lot 
In 1987, so Mark checks the "N o "  box. Becauso 
he checked the "N o "  box, ho doos not havo to (ill 
out tho rest ol Part III.
E x a m p l e  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 Iho 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..............................................  S 05.00 S 435.00
Socond......................................... 84.13 445 87
Third.............................................  72.08 457.02
Fourth..........................................  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 Ihe $1,806.34 in principal on Form 6252 
as follows:
Q uestion  A. Cora states that tho property she 
sold was an oil painting.
Q uestions B and C. She then writes in the date 
she acquired Ihe painting (through inheritance) 
and the dale she sold it.
Q uestion  D. The buyer was not related to Cora, 
so she checks the "N o " box.
Q uestion  E. Because she checked "N o " to 
question D, Cora does not have to answer this 
question or till out Part III of the (orm.
Part I. Cora completed Part I 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 II. This is the only part of Form 6252 that Co­
ra fills out.

Line 15. On 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.

U n e  16. Since this Is nol the year ol 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 Iho amount she 
was paid in 1987 (line 19), S I,806.34. The result, 
S410.04, is tho amount of gain she had on the 
sale in 1987.

L in es  22  a n d  23. Cora did not us(f the 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 it is included with any other 
long-term capital gains she may have.
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1 Tr-e seccna c-spoi l-on *as an .n*oiunta'y coneernon where !he thteal ol convets'on occutted altei Ihe first d.sposa.on 

{ . Tf r iftond cspcS'l'On occurred alter Ihe deafh ol H e or«£.nal ieiler or purchaser.

j ] it c«r. ae rstaoi shed to the sat«sfac*.*on of me Intetnai Re*enue Ser̂ .ce that ta» avo-dance was not a principal purpose for e-lher ol Ihe 
d •pos'ho's lUh sjtci .s checi»fd aliacnane»p!ah-ai<on (See insiructions )________________

74 Sc i'h£pn;e cf prpperl/sorJ 0/re'attd pa't/

25 Fr-'er co* t»aci price from ime 14 lor >ear of l*»sl sa^

76 Cn'e»;*ie»frjiVrollire24 erli-e?5 . . .

27 Tcij'P0,“ii*nsrecei.ec L/ircendolyojr 1967ta*>ear Aed ir.es 19and 20

28 Sut'.raci i.re 27 from l.ne 26 H hne 77 »t rr.ore lhan lire 26 CMer i f o
29 Ma*!*p'y 1 ne 29 5/ l*‘e g'css prof t percentage on l.ne 15 lor year ol f-rst sa'e

30 Pa't ol i.r-f 29 fjt lio'C na'/ .n<on-.e under recaplu'e rules (See instructions ).
31 S jtn '.vf1 » e 30 *, r-"n r -e  29 C"fr-» onCf ht-cv:e Qc> To»tn ^79^

24
I

25 i

27

2B

29

?P .. '
31

fot P*p»'««oik Brdoftron Act NolK*. »»* itp t't lr  intliuctiont. fc*m 6252 t:98?>

\

6 2 5 2
I'lU  »•!#.- 
'S/« U'.H*

► So  t i p t i t i t  lAitiuitioni ► Attach to ) out tn  itlwin.
U11 • irpaialt loitwlcrt #«ch ial* ot eth*r dupotinon «l pro;>*.ly on th* initalimtnt m*tho4

Computatiun of Installment Sale Incomo

Z I J

1 1 8 7
Vi-f '♦ im 79

IS4SC3.I

' J  2-»ss *C .̂A-isa..    ___________
A Description of propvity ►  O /  /  fW fo T iA /G t  ..............................................................................................

H Date acquire d (h>onlh. da/and year) 7 ‘ J fm 9 3  . . . .  C Date SCld (month, day. and year) ►  s j .  ......

D Was ptopert/io'dloa related part/alter Ma/14. l9bO»jSecinstrtKlK>n») . . , . [ jY *» Tnffo

C II the answer loQisYes.'was Ihe p'Opert/a ma'kelaWe security? . . , . LJ Yes fjNo

II you chec* r j  Yes' ft) qucsfrprl £. eompfrfe P**l HI
II > on c AecAed Uo' lu  QvesPon [ .  compile f ’j i t  HI lo> the year ol sjV an j  tor 2  >r jr J aher fne year ot iJie 

BSD Computation o1 Qroii Profit and Cunlracl Pflce (L’u np.*tr p>\ q jh h i  me »earo/>a«eor»y )  ^

JL l 
I.
4___

1 Sell'hg price .hflud nghrOMcifcnar'd Other ir»d*l5ed'.ess (Do nol include Stated or unstated interest ).

2 Mnrty;.n;eia'>dcir.ttiiujebHrlne'.l6»i»*rassumedo*lookII*pioiitM/tub|*<l 

to 6>d not nr w mijil̂ .iys s Hi* buyer fcwt l*urn 4 bai.s ur o".r» sSuria

J Sublr.n l l>nc ? Irom line I

4 Cost or Other las* of property sold

5 DcpreCiahon allowed or aiiowuMe

6 Addled bas s (subtract l>n» 5 from Pne 4)

7 Conmi.ssrons and other eipemes of sale

8 Income tKJp1u»r l*udi forni 47̂ 7. Part III (St« mstfuCt Ohs) . . .

9 Add lines 6. 7. and t ........... ..

10 Subtract line 9 Irons Ime I H it'O or less, do not complete rest c! lorm

11 II quest on A atm.e is a principal residence, enter tr.e sum of lines 9 and IS of Term 2) 19

12 GrossproM(subliacl l<ne t llronilir^ 10) . . .

13 Subtract Ime 9 hum l.ne 2 II Ime 9 nio»e lhan Ime 2. enter j e r o .......................... ....

14 Contract pure (add Ime 3 and l.nf ) __________ ._____   ._________.

e u t h  Computation of Taiable Part o( Installment Salc(Cu"p.'rff ih>ip j r i torih t t * n c tu u  andan/>*aryou/tee .eapayin/nto/
r.j.e i erfam .roe: fed' en #ru mui neat a* a pa»mrr.f oa mifariwienf eD/faf«vns See intf/ucfroni fa« ».’fuiab/e m  Utor.tni ,r^n\tc*e\ \ )

14

15 Gross profit percentage (d-wde l*ne 12 by l.ne 14) (lot >ej*s allor Ihe year ol sale, see instructions)

16 Tor year ol saieonl/->cn|vr amount Irom l.ne 13 ebo.e, oiherwse enter lero . . .

17 Payments receded dunng year (see mslrudions) (Do net include stated or unstaled interest) . .

18 ADocable installment indebtedness from page 2 ot the instructions . , .

19 Add Inns 16.17. ono 18 .................................................................

20 Payments rece .ed m pr.or yta't (see instructions) (Do not include staled or I 

unstated mteresl) . . .  . L?.QJ.___

21 Taiable part olmstaiimcnl sale (multiply ime 19 by Imo 15} ..........................

22 Part ol line 21 that il ordinary interne ur.dertfccaptuie rules (See instructions ). . .

23 Subtract Ime 2? hom Ime 71 fnlcr on Schedule 0 or ro*m4797 _____________ .

7 b  0  ! ot

16

z z . 7 ? o  

—  0  —

17

18

I V

[*)//.

21 y / o o ' /

22
23 w / o 7“ /

1-Ai'm^ Information and Computation \ut Related P a r t y  Installment Sale
( O o r c l  ic rv p te ir  Ih  t  p jt l  itp o o  re (e » r0 1 * ir  f-n tl t n ilt l lm e n l p j) m e r i  tn.» f.n pen  )

F Name, address, and lo»payer identifying number of related party.........................

G Did the related party, durmg this ta* year, resell o» dispose ol Ihe properly? ................................. . . . L j y*s t— No

H II the answer loqutshon G n ' Yes 'complete Imes 24 thioughjl below unless one ol me loiiowmgconditions is met (check only the bo* Ihat app:*es) 

I . ] The lirst disposition was a sale or eichar.ge ol slock to the issuing coipoiahon.

□  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 II this bo» is checked, attachan opianatipn (See instructions )_______________._________

24 Selling price ol property sold by related party .......................................

25 Enter contract price from tme 14 for year ot first sale • ..........................

26 Enter the smaiter of fme 24 or Ime 25

27 Total payments tecewed by Ihe end ol you' 1967 tai year Add imes 19 and 20 .

28 Subtract Ime 27 from line 26 II Ime 27 is more than Ime 26. enter zero

29 Multiply Ime 28 by the gross profit percentage on tme 15 lor year of first sale . .

30 Part ol ime 29 mat is ordinary income under recapture rules (See mstruct'Ons ).

31 Subtract hr.e 30 bom tme ?9 Enter on Schedule 0 pi rpim 4797

21
1-25.

26J
27

28

31 I

f ci Ptptfwork Reduction Act Nobct. ste i«par«t* imtfuctioni. fo-n 6 2 5 2 11987)
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Two-year cu to ff 6

Interost Incom e 1
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How to Get IRS Forrrt3 and 
Publications

You can ordur tax lorms and publications 
Irom Iho IBS Forms Distribution Center lor 
your slale al Ihe addross balnw. Or, il you 
prelcr. you can photocopy lax lorms Irom 
reproducible copies kept at many participat­
ing public libranos In addition, many ol 
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publications which you can read or copy.
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"Forms Distribution 
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York. North Carohna, Pennsylvania. Richmond. VA 23260 
Rhode Island. Soulh Carolina.
Vermont, Virginia, West V.rgima
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Box 25866, Richmond, VA 23260; or Forms 
Distribution Center, PO. Box 12526. Fresno, 
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P.O. Box 25866, Richmond, VA 23260.
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enue, P.O. Box 3196, St. Thomas, VI 
00801
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Mr. Pres id e n t :

D A T E  T U R N E D  I N T O  O F F I C E

i n d i v i d u a l  r e c o m m e n d a t i o n s

[ ] f u r t h e r  r e f e r r a l  to ____________________________________  ' .

Def>b of Commerce. ■f/V/g'?
F I S C A L  N O T E ( S )  a t t a c h e d  zero [ ] fiscal i m p a c t  >

[ ] a p p r o p r i a t i o n  n o  FN a t t a c h e d  [ ] Gov. F N  i n t r o d u c e d  w /  b i l l

M E M B E R S \ S I G N I ^ G ^ O  M . S S  - . O T H E R  R E C O M M E N D A T I O N S

s i g n a t u r e  and r e c o m m ^ n d a t i o n
[ ] C o m m i t t e e  b a c k u p  a t t a c h e d
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TOTAL 0 0 0 0 0 0

POSITIONS:
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. .
1 1
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M E D I C A L  I N D E M N I T Y  C O R P O R A T I O N  O E  A L A S K A  

T A X  I S S U E — B A C K G R O U N D  S U M M A R Y  

M a r c h  2 2, 1 9 0 9

T h e  M e d i c a l  I n d e m n i t y  C o r p o r a t i o n  o f  A l a s k a  ( " M I C A " )  

w a s  e s t a b l i s h e d  b y  t h e  A l a s k a  L e g i s l a t u r e  i n  1 9 7 G  t o  d e a l  w i t h  

t h e  m e d i c a l  m a l p r a c t i c e  i n s u r a n c e  c r i s i s  t h a t  e x i s t e d  i n  

A l a s k a .  &£_a A S  2 1 . 0 0 . 0 1 0 - 2 1 . 0 8 . 9 0 0 .  A t  t h a t  t i m e  a l l  m a j o r  

p r o v i d e r s  of: m e d i c a l  m a l p r a c t i c e  i n s u r a n c e  h a d  w i t h d r a w n  f r o m  

t h e  A l a s k a  m a r k e t .  I n  o r d e r  t o  p r e v e n t  t h e  s h o r t a g e  o f  p h y s i ­

c i a n s  t h a t  w a s  a n t i c i p a t e d  t o  r e s u l t  f r o m  t h e  u n a v a i l a b i l i t y  o f  

m a l p r a c t i c e  i n s u r a n c e ,  t h e  L e g i s l a t u r e  c r e a t e d  M I C A  a s  a " p u b l i c  

c o r p o r a t i o n "  t o  m a k e  a v a i l a b l e  t h e  n e c e s s a r y  i n s u r a n c e  c o v e r a g e .

M I C A  i s  g o v e r n e d  b y  a n i n e - m e m b e r  B o a r d  o f  G o v e r n o r s ,  

w h o s e  m e m b e r s  a r e  a p p o i n t e d  b y  t h e  G o v e r n o r  a n d  c o n f i r m e d  b y  

t h e  L e g i s l a t u r e .  I n i t i a l  f u n d i n g  f o r  M I C A  w a s  p r o v i d e d  b y  t h e  

S t a t e  t h r o u g h  t h e  e s t a b l i s h m e n t  o f  a $ 6 , 0 0 0 , 0 0 0  r e v o l v i n g  l o a n  

f u n d ,  f r o m  w h i c h  M I C A  m a y  b o r r o w  f u n d s  u p o n  c e r t i f i c a t i o n  b y  

t h e  D i r e c t o r  o f  I n s u r a n c e  t h a t  s u c h  a l o a n  i s  n e c e s s a r y .  M I C A  

c u r r e n t l y  h a s  t w o  o u t s t a n d i n g  l o a n s  f r o m  t h e  f u n d ,  a n d  t h e s e  

l o a n s  a r e  b e i n g  r e p a i d  o n  t h e  s t a t u t o r y  p a y m e n t  s c h e d u l e s .  A  

$ 3 , 0 0 0 , 0 0 0  c a p i t a l  l o a n  h a s  n o w  b e e n  r e d u c e d  t o  $ 2 . 4  m i l l i o n ;  a 

$ 2 , 0 0 0 , 0 0 0  l o a n ,  o b t a i n e d  i n  1 9 8 6  t o  c o m p e n s a t e  f o r  f l u c t u a t i o n s  

i n  l o s s  e x p e r i e n c e ,  h a s  n o w  b e e n  r e d u c e d  t o  $ 1 . 2  m i l l i o n .

I n  1 9 7 7 ,  s h o r t l y  a f t e r  M I C A  w a s  e s t a b l i s h e d ,  M I C A  

s o u g h t  a n d  o b t a i n e d  f r o m  t h e  A l a s k a  D e p a r t m e n t  o f  R e v e n u e  a 

r u l i n g  t h a t  M I C A  w a s  a n  i n s t r u m e n t a l i t y  o f  t h e  S t a t e  o f  A l a s k a  

a n d  w a s  t h e r e f o r e  e x e m p t  f r o m  s t a t e  i n c o m e  t a x  a n d  e x e m p t  f r o m  

t h e  s t a t e  b u s i n e s s  l i c e n s e  t a x .  I n  1 9 7 7 ,  M I C A  a l s o  o b t a i n e d  

f r o m  i t s  i n d e p e n d e n t  a u d i t o r s  a w r i t t e n  o p i n i o n  t h a t ,  a s  a n  

i n s t r u m e n t a l i t y  o f  t h e  S t a t e ,  M I C A  w a s  e x e m p t  f r o m  f e d e r a l  

i n c o m e  t a x  u n d e r  s e c t i o n  1 1 5  o f  t h e  I n t e r n a l  R e v e n u e  C o d e  a n d  

w a s  n o t  r e q u i r e d  t o  f i l e  t a x  r e t u r n s .  A c c o r d i n g l y ,  M I C A  h a s  

n o t  p a i d  t a x e s ,  h a s  n o t  f i l e d  t a x  r e t u r n s ,  a n d  h a s  o p e r a t e d  i n  

a l l  r e s p e c t s  a s  a t a x - e x e m p t  i n s t r u m e n t a l i t y  o f  t h e  S t a t e  o f  

A l a s k a .

I n  1 9 8 8 ,  M I C A ' s  i n d e p e n d e n t  a u d i t o r s  r a i s e d  s o m e  q u e s ­

t i o n s  a b o u t  M I C A ' s  e x e m p t i o n  f r o m  f e d e r a l  i n c o m e  t a x .  T h e s e  

q u e s t i o n s  a r o s e  i n  p a r t  a s  a r e s u l t  o f  c h a n g e s  t h a t  w e r e  m a d e  

i n  t h e  l a w  b y  t h e  T a x  R e f o r m  A c t  o f  1 9 0 6  a n d  b y  t h e  d i s c o v e r y  

o f  s o m e  r u l i n g s  i s s u e d  b y  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  w i t h  

r e s p e c t  t o  o t h e r  s i m i l a r  b u t  n o t  i d e n t i c a l  s t a t e - e s t a b l i s h e d



i n s u r a n c e  c o r p o r a t i o n s .  In A u g u s t  1 9 8 8 ,  t h r o u g h  i t s  a u d i t o r s ,  

M I C A  r e q u e s t e d  a r u l i n g  f r o m  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  " w i t h  

r e s p e c t  t o  w h e t h e r  t h e  i n c o m e  o f  M I C A  i s  e x c l u d a b l e  f r o m  g r o s s  

i n c o m e  u n d e r  S e c t i o n  1 1 5 ( 1 )  o f  t h e  I n t e r n a l  R e v e n u e  C o d e  o f  

1 9 0 6 . "  M I C A  h a s  n o t  y e t  r e c e i v e d  a r u l i n g .  I t  is M I C A ' s  

u n d e r s t a n d i n g  t h a t  t h e  r u l i n g  h a s  n o t  y e t  b e e n  i s s u e d ,  i n  p a r t ,  

b e c a u s e  a t  t h e  p r e s e n t  t i m e  t h e r e  is  a d i v i s i o n  o f  o p i n i o n  

w i t h i n  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  o n  w h e t h e r  M I C A  s a t i s f i e s  

t h e  r e q u i r e m e n t s  f o r  a n  e x e m p t i o n  u n d e r  s e c t i o n  1 1 5 ( 1 ) .

I n  o r d e r  f o r  M I C A ' s  i n c o m e  t o  b e  e x e m p t  u n d e r  s e c t i o n  

1 1 5 ( 1 ) ,  t h e  i n c o m e  ( 1 )  m u s t  b e  d e r i v e d  f r o m  t h e  e x e r c i s e  o f  a n  

e s s e n t i a l  g o v e r n m e n t a l  f u n c t i o n  a n d  ( 2 )  m u s t  a c c r u e  t o  a s t a t e  

o r  a p o l i t i c a l  s u b d i v i s i o n  o f  a s t a t e .  I t  is  M I C A ' s  u n d e r ­

s t a n d i n g  t h a t  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  i n  t h i s  c a s e  is 

p r i n c i p a l l y  c o n c e r n e d  w i t h  w h e t h e r  M I C A ' s  i n c o m e  a c c r u e s  to  t h e  

S t a t e ,  n o t  w i t h  w h e t h e r  M I C A  i s  p e r f o r m i n g  a n  e s s e n t i a l  g o v e r n ­

m e n t a l  f u n c t i o n .  I n  f a c t ,  M I C A  d o e s  s a t i s f y  t h e  r e q u i r e m e n t s  

o f  s e c t i o n  1 1 5 ( 1 ) .  S i n c e  M I C A  i s  a n  i n s t r u m e n t a l i t y  o f  t h e  

S t a t e  o f  A l a s k a ,  a l l  o f  M I C A ' s  i n c o m e  a c c r u e s  t o  t h e  S t a t e .  

M I C A ’s i n c o m e  h i s t o r i c a l l y  h a s  b e e n  u s e d  o n l y  f o r  t h e  n e c e s s a r y  

e x p e n s e s  o f  p e r f o r m i n g  M I C A ' s  s t a t u t o r y  f u n c t i o n s  a n d  f o r  m a k i n g  

t h e  r e q u i r e d  l o a n  p a y m e n t s  t o  t h e  S t a t e .

A n  a t t e m p t  b y  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  t o  t a x  M I C A  

w o u l d  r a i s e  s e r i o u s  c o n s t i t u t i o n a l  q u e s t i o n s  a n d  w o u l d  e x t e n d  

t h e  i s s u e  b e y o n d  m e r e l y  i n t e r p r e t i n g  s e c t i o n  1 1 5 ( 1 ) .  U n d e r  t h e  

c o n s t i t u t i o n a l  p r i n c i p l e  o f  i n t e r g o v e r n m e n t a l  t a x  i m m u n i t y ,  t h e  

f e d e r a l  g o v e r n m e n t  m a y  n o t  i m p o s e  a n  i n c o m e  t a x  o n  a n  i n s t r u m e n ­

t a l i t y  o f  a s t a t e .  A  r u l i n g  b y  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  

t h a t  i t  h a s  t h e  a u t h o r i t y  t o  i m p o s e  a n  i n c o m e  t a x  o n  M I C A  w o u l d  

h a v e  s e r i o u s  i m p l i c a t i o n s  f o r  t h e  t a x  s t a t u s  o f  o t h e r  p u b l i c  

c o r p o r a t i o n s  t h a t  a r e  i n s t r u m e n t a l i t i e s  o f  t h e  S t a t e  o f  A l a s k a .  

F o r  e x a m p l e ,  e v e n  t h e  t a x - e x e m p t  s t a t u s  o f  t h e  A l a s k a  P e r m a n e n t  

F u n d  w o u l d  b e  s u b j e c t  t o  q u e s t i o n .  I n  o r d e r  t o  r e i n f o r c e  i t s  

p o s i t i o n  o n  t h i s  q u e s t i o n ,  M I C A  t h e r e f o r e  i s  s e e k i n g  t h e  s u p p o r t  

o f  t h e  G o v e r n o r ,  t h e  A l a s k a  C o n g r e s s i o n a l  D e l e g a t i o n ,  a n d  t h e  

A l a s k a  L e g i s l a t u r e .

I f  M I C A  w e r e  f o u n d  t o  b e  s u b j e c t  t o  f e d e r a l  i n c o m e  

t a x ,  i t s  e s t i m a t e d  p o t e n t i a l  t a x  l i a b i l i t y  f o r  1 9 8 7  a n d  1 9 8 8  

w o u l d  t o t a l  $ 2 , 0 4 5 , 0 0 0  ( 1 9 8 7 — $ 1 , 5 8 5 , 0 0 0 ;  1 9 8 8 — $ 4 6 0 , 0 0 0 ) .

T h o s e  t a x e s  w o u l d  h a v e  t o  b e  p a i d  o u t  o f  M I C A ' s  e x i s t i n g  c a s h  

r e s e r v e s .  T h e  t a x e s  f o r  1 9 8 9  a n d  f u t u r e  y e a r s  w o u l d  h a v e  t o  b e  

f u n d e d  b y  p r e m i u m  i n c r e a s e s .  F o r  1 9 8 9 ,  t h e  e x a c t  t a x  l i a b i l i t y  

is  n o t  y e t  k n o w n ,  b u t  M I C A ' s  a c t u a r i e s  h a v e  c a l c u l a t e d  t h a t  

l o s s  o f  t a x - e x e m p t  s t a t u s  w o u l d  r e q u i r e  a 1 9 8 9  p r e m i u m  i n c r e a s e  

o f  1 2 . 6  p e r c e n t  f o r  p h y s i c i a n s  a n d  1 0 . 5  p e r c e n t  f o r  h o s p i t a l s .

- 2 -
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Taken from Rules

5/5/89 

Mr. P r e s i d e n t :  

L&C

SEN A T E COM M ITTEE R EPO R T

i
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D A T E  T U R N E D  I N T O  O F F I C E / / 2.3 / 9 ^

C o m m i t t e e  c o n s i d e r e d
S JR 47

Urging the F e d e r a l  D e posit Insurance C o r p o r a t i o n  to r e c o n s i d e r  its 
liquidation polic ies for the real p r o p e r t y  that it control s in the state

an d  r e c o m m e n d e d

[ ^ ' r e p l a c e  w i t h  
[ ] o r  a d o p t  ____

CScs"
[ ] a t t a c h e d  a m e n d m e n t ( s )  a n d

[ ] ______________________l e t t e r  of i n t e n t  a d o p t e d

lo p a s s  

] d o  n o t  p a s s  

] n o  r e c o m m e n d a t i o n  

] i n d i v i d u a l  r e c o m m e n d a t i o n s  

] f u r t h e r  r e f e r r a l  t o  

[ ] z e r o

) f j'-same title 
’) [ ] new title 

[] technical 
t i t l e  change 
(HB only)
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O T H E R  R E C O M M E N D A T I O N S

[ ] C o m m i t t e e  B a c k u p  a t t a c h e d
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C O N T I N U A T I O N  O f  F I S C A L  N O T E  A N A L Y S I S  

F o r  B J 1 1 / R e s o l u t i o n  N o .  SJR 72__

H o w e v e r ,  t h e s e  c o s t s  m e  b a s e d  011 t h e  a s s u m p t i o n  t h a t  a l l  

c a n d i d a t e s  a n d  i s s u e s  w i l l  t i t  o n  t h r e e  b a l l o t  c a r d s ,  w h i c h  is t h e  

n o r m .  I t  s h o u l d  b e  n o t e d ,  h o w e v e r  t h a t  s h o u l d  t h e  i n c l u s i o n  o f  

t h i s  i s s u e  r e q u i r e  a  4 t h  b a l l o t  t o  b e  p r i n t e d ,  t h e  c o s t  i n c r e a s e  

w o u l d  h a v e  t o  b e  c a l c u l a t e d  a t  1G c e n t s  p e r  b a l l o t  x a p p r o x i m a t e l y  

'' 3 2 0 , 0 0 0  v o t e r s .  T h e  t o t a l  c o s t  o f  p r i n t i n g  t h e  a d d i t i o n a l  b a l l o t  

c a r d  w o u l d  b e  $ 5 1 . 2

U n d e r  t h e s e  c i r c u m s t a n c e s  t h e  f i s c a l  n o t e  w o u l d  b e :

5 3 . 4

•i



Patrick M. Rodey 
Senator

S e n a t e

D A T E :  F e b r u a r y  2 3, 1 9 9 0

T O :  S e n a t o r  D i c k  E l i a s o n ,  C h a i r
S e n a t e  L a b o r  a n d  C o m m e r c e  C o m m i t t e e

F R O M :  S e n a t o r  P a t  R o d e y

S U B J E C T :  S J R  7 2  - E c o n o m i c  D e v e l o p m e n t  F u n d

T h e  p u r p o s e  o f  t h i s  l e g i s l a t i o n  i s  t o  e x p a n d  t h e  o p p o r t u n i t i e s  

f o r  n e w  d e v e l o p m e n t  a n d  r e d e v e l o p m e n t  t h a t  w o u l d  h a v e  

a  p o s i t i v e  i m p a c t  o n  t h e  S t a t e  o f  A l a s k a .

T h e  E c o n o m i c  D e v e l o p m e n t  F u n d  w o u l d  u s e  o n e - q u a r t e r  o f  o n e  

p e r c e n t  o f  t h e  a n n u a l  r e c e i p t s  o f  t h e  S t a t e  t a x e s  o n  o i l  a n d  

g a s .  I n  f i s c a l  y e a r  1 9 8 9  t h e  S t a t e  c o l l e c t e d  $ 9 5 0  m i l l i o n  i n  

o i l  a n d  g a s  t a x e s  w h i c h  w o u l d  h a v e  t r a n s l a t e d  i n  t o  

a p p r o x i m a t e l y  $ 2 . 3 8  m i l l i o n  a v a i l a b l e  t o  t h e  F u n d .

A l o n g  w i t h  t h e  a n n u a l  d e p o s i t s  i n  t o  t h e  f u n d  a n y  e a r n i n g s  o r  

r e p a y m e n t s  t h a t  t h e  f u n d  r e c e i v e s  f r o m  i t s  a c t i v i t y  w o u l d  g o  

b a c k  i n t o  t h e  f u n d .  T h i s  w i l l  e n a b l e  t h e  f u n d  t o  d e v e l o p  a 

s t a b l e  a n d  o n g o i n g  s o u r c e  o f  i n v e s t m e n t s  d o l l a r s .

T h e  B o a r d  o f  D i r e c t o r s  w o u l d  o p e r a t e  s i m i l a r  t o  t h e  B o a r d  o f  

D i r e c t o r s  o f  t h e  P e r m a n e n t  F u n d  C o r p o r a t i o n .  T h e y  w o u l d  s e t  u p  

t h e  g u i d e l i n e s  f o r  a  p r u d e n t  i n v e s t m e n t  p o l i c y  w i t h  t h e  

g u i d a n c e  o f  t h e  L e g i s l a t u r e .

iHlaska &tate legislature Jill C. Sr., Suite 510 
Anchorage, Alaska 99503 

(907) 561-7618

During Session:
P.O. Box V 

Juneau, Alaska 99811 
(907)465-3793
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SENATOH BETTYE FAHREMKAMP
CHAIRMAN, RESOURCES COMMIITEE 
110 N CUSHMAN STREET, SUITE 201
Fa irbanks , Alaska 09/ot
OFFICE (907) <152-4811?
HOME (907) 456 2899

S e n a t e

WHILE IN JUNEAU 
PO BOX V 

JUNEAU, ALASKA 99811 
CAPITOL, ROOM 125 

OFFICE (007) 465-3834 
HOME (907) 780 6027

MEMORANDUM
TO:

FROM:

DATE:

SUBJECT:

Senator Richard Eliason, Chairman 

Senate Labor &  Commerce Committee 

Senator Bettye FahrenkanVp^W/

February 21, 1990 ^  (]

Senate Joint Resolution 76

"Urging a change in the allocation formula for federal grants for 

alcohol, 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 fall, 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 is distributed to the individual states by a formula that favors 

urban areas. As a result, Alaska and six other rural states are not scheduled to receive 

any additional funding for federal fiscal 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. I urge your support, and would be happy to 

answer any questions.

£Uatffea & t a t e  TUsisilature
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F e d e r a l  F u n d i n g  

. A l c o h o l ,  D r u g  A b u s e ,  M e n t a l  H e a l t h  B l o c k  G r a n t

. 1  t • •

F e d e r a l "  f u n d i  n g  f o r  s u b s t a n c e  a b u s e  a n d  m e n t a l  h e a l t h  s i e r v i c e s  

h a s  b e e n  c o m i n g  t o  A l a s k a  i n  t h e  f o r m  o f  a  b l o c k  g r a n t  s i n c e  

1 9 8 1 .  T h e  a l l o c a t i o n  f o r m u l a  h a s  b e e n  d e b a t e d  e v e r y  y e a r  s i n c e .  

I n  F Y  89 e n d i n g  i n  S e p t e m b e r  1 9 8 9 ,  A l a s k a  w a s  g i v e n  a  s m a l l  

i n c r e a s e  i n  f u n d i n g  b u t  t h e  f o r m u l a  d i d  n o t  a l l o w  a n y  i n c r e a s e  i n  

t h e  s u b s e q u e n t  t h r e e  ( 3)  y e a r s .

»V - " i-l. i • ► . \ » . ,
I n  t h e  f a l l  o f  ’ 8 9 ,  t h e  p r e s i d e n t  a n n o u n c e d  a m a j o r  i n i t i a t i v e  

a g a i n s t  d r u g  a b u s e  w i t h  a f i s c a l  n o t e  o f  1 . 6 5  b i l l i o n  a d d i t i o n a l  

d o l l a r s .  O f  t h i s  f u n d i n g ,  $ 4 1 5  m i l l i o n  w a s  t o  b e  a d d e d  t o  t h e  

s t a t e s  b l o c k  g r a n t s .  T h i s  m o n e y  i s  d i s t r i b u t e d  t o  i n d i v i d u a l  

s t a t e s ,  b y ,  a. ,  f o r m u l a  w i t h  f o u r  b a s i c  c o m p o n e n t s ;  p o p u l a t i o n ,  a g e  

o f  p o p u l a t i o n ,  n u m b e r  o f  a b u s e r s ,  a n d  a  s t a t e ' s  c a l c u l a t e d  t o t a l  

t a r i f f a b l e  r e s o u r c e s .  A l a s k a  d o e s  n o t  f a i r  w e l l  u n d e r  t h i s  

f o r m u l a .  A n e w  f o r m u l a  w o u l d  h a v e  g i v e n  A l a s k a  a  s u b s t a n t i a l  

i n c r e a s e , . -  T h e  S e n a t e  c o n c u r r e d  w i t h  t h e  a d m i n i s t r a t i o n  a l t h o u g h  

i t  m o v e d  s o m e  f u n d s  i n t o  t r e a t m e n t  f r o m  t h e  e n f o r c e m e n t  

a l l o c a t i o n .  T h e  S e n a t e  B i l l  S .  1 7 1 5  i n c l u d e d  f o r m u l a  c h a n g e s  t h a t  

r e d u c e d  t h e  u r b a n  w e i g h t i n g  c o n s i d e r a b l y .  T h i s  w o u l d  h a v e  b e e n  

v e r y  a d v a n t a g e o u s  t o  A l a s k a .  T h e  F Y  89 f o r m u l a  w i t h  i t s  4 0 *  

u r b a n  w e i g h t i n g  g a v e  A l a s k a  o n e  o f  t h e  s m a l l e s t  i n c r e a s e s  t h a t  

y e a r  a n d  0 i n c r e a s e  f o r  F Y  9 0 .  N e v e r t h e l e s s ,  s o m e  s t a t e s  ( 8 )  

r e c e i v e d  n o  i n c r e a s e s  i n  ' 8 9  a n d  a  f e w  a c t u a l l y  t o o k  s o m e  

r e d u c t i o n s .  T h e  r e d u c t i o n  o f  t h e  u r b a n  w e i g h t i n g  w a s  v i e w e d  a s  

m o r e  e q u a b l e  a n d  s t i l l  a l l o w e d  u r b a n  a r e a s  s u b s t a n t i a l  f u n d i n g  

i n c r e a s e s .

T h e  H o u s e  p a s s e d  HR 3 6 3 0  t h a t  s o u g h t  t o  m a k e  a  n u m b e r  o f  c h a n g e s  

t o  t h e  3 1 o c k  G r a n t ,  i n c l u d i n g  t h e  r e p r o g r a m m i n g  o f  $ 2 5 0  m i l l i o n  

i n  b l o c k  g r a n t  f u n d s  t o  4 c a t e g o r i c a l  p r o g r a m s .  A d d i t i o n a l l y ,  

t h e  H o u s e . b i l l  w o u l d  h a v e  d e s i g n a t e d  s e p a r a t e  a l l o c a t i o n  f o r m u l a s  

^ f o r “ t h e  a l c o h o l  a n d  d r u g  p o r t i o n  o f  t h e  B l o c k  a n d  f o r  t h e  m e n t a l  

h e a l t h  p o r t i o n .

T h e  S e n a t e ,  w h i c h  h a d  p r e v i o u s l y  p a s s e d  S . 1 7 3 5 .  a  b i l l  t h a t  

i n c l u d e d  a f o r m u l a  c h a n g e  r e d u c i n g  u r b a n  w e i g h t i n g  f r o m  4 0 ?  t o  

20%,  t r i e d  t o  c o n v i n c e  t h e  H o u s e  t o  a d o p t  a  f o r m u l a  c h a n g e .

H o w e v e r ,  f o r  a n u m b e r  o f  r e a s o n s ,  i n c l u d i n g  t h e  f a c t  t h a t  

C o n g r e s s  w a s  a n x i o u s  t o  a d j o u r n  b e f o r e  T h a n k s g i v i n g  a n d  t h a t  t h e  

H o u s e  a n d  S e n a t e  c o u l d  n o t  a g r e e  o n  t r a n s p o r t a t i o n  e m p l o y e e  d r u g  

t e s t i n g  p r o v i s i o n s ,  t h e  c o n f e r e e s  d i d  n o t  r e a c h  a c o m p r o m i s e  a n d  

C o n g r e s s  a d j o u r n e d  w i t h o u t  m a k i n g  a n y  c h a n g e s  t o  e i t h e r  t h e  

a p p r o p r i a t i o n s  l e v e l  o r  t o  t h e  f o r m u l a .

T h e  a t t a c h e d  c h a r t  p r e p a r e d  b y  F e d e r a l  F u n d s  I n f o r m a t i o n  f o r  

S t a t e s  ( F F I S )  p r o v i d e s  a n  e s t i m a t e  o f  e a c h  s t a t e s  F Y  1 9 9 0  

a l l o c a t i o n s  u n d e r  b o t h  t h e  A D M S  B l o c k  G r a n t  a n d  t h e  S t a t e  a n d  

L o c a l  L a w  E n f o r c e m e n t  B l o c k  G r a n t .



P l e a s e  n o t e  t h a t  w h i l e  t h e  t o t a l  F Y  1 9 9 0  A D M S  B l o c k  G r a n t  

a p p r o p r i a t i o n s  w a s  $ 1 . 2  b i l l i o n ,  a 1 . 4  p e r c e n t  r e d u c t i o n  w a s  

r e q u i r e d  b y  t h e  G r a m m - R u d m a n - H o l l i n g s  s e q u e s t e r  law.

A l s o ,  H. R. 3 0 1 5 ,  t h e  T r a n s p o r t a t i o n  A p p r o p r i a t i o n s  b i l l  t h a t  

p r o v i d e d  a n  a d d i t i o n a l  $ 4 1 5  m i l l i o n  t o  t h e  A D M S  B l o c k  G r a n t  f o r  

a l c o h o l  a n d  d r u g  a b u s e  s e r v i c e s  c o n t a i n e d  l a n g u a g e  s t a t i n g  t h a t  

t h e  $41~5 m i l l i o n  " s h a l l  r e m a i n  a v a i l a b l e  f o r  o b l i g a t i o n  b y  t h e  

s t a t e s  u n t i l  M a r c h  31, 1 9 9 1  a n d  s u c h  o b l i g a t e d  f u n d s  s h a l l  r e m a i n

a v a i l a b l e  f o r  e x p e n d i t u r e  b y  t h e  s t a t e s  u n t i l  M a r c h  31, 1 9 9 2 . "

T h u s ,  i t  a p p e a r s ,  t h a t  f o r  t h e  i n c r e a s e d  a p p r o p r i a t i o n s  a n  

a d d i t i o n a l  s i x  m o n t h s  is g i v e n  t o  o b l i g a t e  a n d  e x p e n d  t h e s e  

m o n i e s .  T h e  c u r r e n t  l a w  r e q u i r e m e n t  o f  o n e  y e a r  t o  o b l i g a t e  

b l o c k  g r a n t  f u n d s  w i l l  a p p l y  t o  s t a t e s '  s h a r e s  o f  t h e  b a s i c  F Y

1 9 9 0  a p p r o p r i a t i o n  l e v e l  o f  $ 7 9 0  m i l l i o n .
■

A l t h o u g h  t h e  C o n g r e s s  d i d  n o t  a c t  t o  c h a n g e  t h e  a l l o c a t i o n  

f o r m u l a  o r  t o  m a k e  o t h e r  B l o c k  G r a n t  c h a n g e s  b e f o r e  a d j o u r n m e n t ,  

i t  i s  a n t i c i p a t e d  t h a t  C o n g r e s s  m a y  c o n s i d e r  t h e s e  i s s u e s  e a r l y  

i n  19.90.

I t  i s  m y  e s t i m a t e  t h a t  t h e  S e n a t e  v e r s i o n  o f  t h e  d r u g  b i l l  w i t h  

i t s  2 0 %  w e i g h t i n g  f o r  p o p u l a t i o n  ( u r b a n )  w o u l d  i n c r e a s e  t h e  

A l a s k a  b l o c k  b y  a p p r o x i m a t e l y  $ 3 2 0 , 0 0 0 .  A 3 0 %  w e i g h t i n g  m a y  a d d  

$1 20, 0 0 0 - $ 1  40, 000. A g a i n ,  t h e  H o u s e  B i l l  o r  t h e  u s e  o f  l a s t  

y e a r 1 s f o r m u l a  w o u l d  a d d  0 t o  t h e  b l o c k  g r a n t  f o r m u l a .  A l a s k a  

w o u l d  b e  o n e  o f  s e v e n  (7) s t a t e s  t o  r e c e i v e  n o t h i n g  f r o m  a $ 4 1 5  

m i l l i o n  ( F Y  90 ) drudsj b i l l  a l l o c a t i o n .  T h e  m o n t h s  o f  J a n u a r y  a n d  

F e b r u a r y  w i l l  be a c r i t i c a l  t i m e  to l e t  o u r  L e g i s l a t i v e  

d e l e g a t i o n  k n o w  o f  t h i s  i n e q u i t y .  N o t h i n g  i n  t h e  f o r m u l a  a l l o w s  

^for t h e  h i g h  c o s t  o f  p r o v i d i n g  p r e v e n t i o n  a n d  t r e a t m e n t  i n  

A l a s k a .  T h e  s e v e n  s t a t e s  w i l l  be l o b b y i n g  f o r  a m i n i m u m  i n c r e a s e  

f o r  a l l  s t a t e s .  T h e  f i n a l  b i l l  m a y  s e t  a l l o c a t i o n s  f o r  t h r e e  (3) 

y e a r s .  H e  m u s t  m a k e  o u r  p o s i t i o n ,  k n o w n  t h i s  n e x t  m o n t h .

M a t t h e w  F e l i x
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HATE 191)9 \1990 „

M /V3AMA <2.018 _ <6,593
ALASKA 691* —  1,764
ARIZONA 1.757 ' *5,735
ARKANSAS 1,308 4,260
CAMTOTNIA 10,702 39,676
(OI.ORM)U 1,725 5,478
CONNECTICUT 1,691 5,405
DLLAWAKE 739 1.890
Msr or cot 731 1,831
110*IDA 4.967 17,842
CEORCIA 2.613 9,653
IAWAII 901 2,488
IDAHO 871 2,358
llll HOI 5 4,803 16,857
1 HI)I AKA 2,556 8,500
IOWA 1,553 4,060
1AN1AS 1.420 4,397
lENtuoor 1,085 6,080
loot SIAHA 2,138 7.011
ha i ur 941 2,634
BARTLAMO 2,186 7.3CB
HASJAQMSEIT 2,676 9,035
RICIICAH 3,919 13,613
RITUESO-TA 2.0-78 6,873
Risrissirt’i 1,476 4,560
HISSCURI 2.397 8.012
ROKIAHA B01 2,080
RE0IA5CA 1,092 3.177
NEVADA 074 2,420
HEW HARPS! IR 09J 2,470
HEW JEtSET 3,352 11,538
HEW HEIICD 1,658 3,047
hew rote 7,125 25,459
root 111 CAROL I 2,884 9.B54
Hnnllt DAKOTA 730 1,899
QUO 4,508 15,820
OKLAHOMA 1,716 5,418
OREGON 1,312 4.769
rtHISTlVABTA 4,936 17.306
RHODE ISLAND 866 2.343
SOUIH CAROL I 1,773 5,729
SOUTH 8AK0TA 764 1,967
TENNESSEE 2,304 7,678
TEXAS 6,740 23,999
UTAH 1,124 3,297
IERHOH1 704 1,749
VIRGINIA 2,694 .< 9.207
WSWNCT08 2,187 1 7,33?
WESJ VIRGIN! 1,705 3,551
WISOOWJIH 2,787 7,627
WrOHIHt 482 1,647
PUERIO RICO 1,724 5,483
TERRITORIES 1,109 3,361
LMAUOCAltD 31.200 51,621

TOTAL <150,000 $446,722

ES IM AlfD  AltOCAT I OKS HUH AWI-DRUG AOUCT fOtKUl A CRAMttj 1909 t  109<1 
. , j(f*der»l flicit yeora; <l*llnra In thw.«ot*M .' i-j

i ) M — moa (maw   umiu if<ct scimms
X CHARGE

m . m
M 5 . m
i z r . m
206.93X 
267-99* 
218.73* 
219.27* 
1S5.69* 
150.44* 
259.071 
243.17* 
175.531 
170.751 
250,051 
Z3S.66X 
212.951 
209 .Ml 
222.57* 
224.M X  
179.74* 
234.09% 
2J7.61X 
247.37X 
250.74X 
209 .47X 
254.27* 
160.64X 
190.91X 
I77.B0X 
176.63X 
244.21X 
187.99X 
257.32% 
241.69% 
1JJ.Z2X 
210.fJX 
215.n x  
2I5.J0X 
252.73X 
170-74% 
723.I4X 
156.BIX 
233.17X 
256.03X 
193.J3X 
148.12% 
241.TSX 
235.57X 
194.70% 
233.26% 
140.10% 
218.18X 
200.75X 
65.45X

I9ff7
112,953
2,734
12,497
7,000

87,351
11.165 
10,941
2,121
3.441
39,620
15.857
4,095
2.30J
35.69t
22,522
4.807 
5,543 
7,296
10,191
4,651

12,085
25.271
27.271 
9.134 
6.853
14,318
2,964
3,949
3,890
4,627
31,449
6.435 
45.794 
14,176
1,630

36,561
9 .808  
8,111
39.M6
5,503
8,709
3,759
12,798
40.166 

.i 5,406 
s 3,718
14,757
14,549
5.435 
10,358
1,285

N.9,299
2,181

40,280

1990
<18,006 
2.734 
17,519 
8.380 

148,169 
16/14 
16,027 
3,073 
4,770 
59,657 
21.701 
5,827 
2,690 
57,589 
28.240 
7,884 
7,573 
11,674 
16.486 
4.616 
21,314 
35,071 
43,130 
IS, 173 
7.972 
21,448 
2,964 
5,431 
5.404 
4,627 

<5.540 
6.551 
98,111 
21.069 
1,855 
53,413 
12,843 
11,818 
58,481 
7.222 
12,94? 
3.759 
18,734 
65.697 
0,502 
3,918 
23,935 
21,835 
5,900 
17,451 
1,283 
14,298 
2,701 
59,643

197.81X 7806,594 <1,192,851
C opyright c .  1989. federal fu n tk  ta fin m atton  fo r S ta tes - I F I t .  A l l  r l f lh t i  re io rve d .

CNAMGt 1989
DRW IfeCt SCilnF**....

1990 XCtHNfr 1VH9

39.01X M.9J3 18,713 66.57* 119.904
o.oox 1.471 2,730 56.97X 1,850
40.19% 3,713 6,097 69.73X 18.019
19.71X
60.47%

2.831 4.7J5 64.09% 11,739
30,080 <8,636 67.0IX 178,141

47.01% 3,631 5,558 si.orx 14,571
46.49% 3,259 5,140 57.75X 15,893
44.61X 1,421 2.731 57.27X 4.265
38.SOT 1,421 2.720 54.21% 5,596
50.57% 11,355 >0,141 63.91% 33.944
49.66* 7,556 12,457 64.84X 26.206
42. JOT 1,421 2,777 61.27% 6.41?
9.1 IX 1.421 2.290 61.14X <.675

61.09% 13,047 20,818 57.56% 53,551
25.39X 6,462 9.000 51.19% 31,560
62.28% 3,217 4,846 50.64X 9,579
36.62% 2,749 4,212 33.74% 9,712
59.32% 4,429 7,214 62.87X 13,610
61.77% 5,561 9,341 65.57X 17,910

o.oox 1,421 2.289 61.05% 7,016

76.37X 4,753 7.714 62.30% 19,024
38.86% 5,683 9.258 ! 62.98X 33.630

58.15% 10,773 17,211 59.76% 41,963
66.12* 4,729 7.312 54.61X 15,941
16.33% 3.401 6.002 74.71X 11,810
49.80% 5,641 1,020 56.49X 22.356
0.00% 1,421 2,256 58.76X 5,106

37.53* 1,817 7.606 54.DOT 6,853
38.92* 1.421 2.270 59. TOT 6,185

0.00* 1,421 2.275 60.07% 6,941
<4.01* 7,910 17,969 63.9CX <2,711
1.80* 1,077 3,132 67-25X 9,366

49.12* 18,633 37,892 76.0« 91,602
45.54* 7.136 11,356 58.87% 24,496
13.80* 1,421 2,241 57.71% 3,801

46.09X 12,381 19,090 54-19% 53,490
30.94* 3,611 3.856 53.67X 15,335

45.70* 2.977 4.605 54.TOT 12,600
47.14X 12,411 28,275 62.96% 57,093

31.24* 1.421 7,259 38.93X • 7,790
45.35* 4,111 6,738 63.91* 14,793
o.oox 1,421 2,246 58.05*. 5,944

55.02X 5,539 9,004 62.55* 19,941

83.S6X 20.B97 33,091 58.35* 67,805
49.53X 2.671 3,910 46.4ZX , 

36.59* j* 
56.64*

9,481
O.OOX 1,421 2,276 6.04J

23,68162.19* 6.238 9.663
50-08* 4,963 7,614 54.22* . 21,699
4.70% 2,23? 3,645 62.87* •• 9,07?
63.80% 5,479 8,582 55.16% 18,104
0.00% 1,421 2,276 56.67* 3.3B8
33.76X 5,283 9.691 87.211 16.306
73.84X 3,475 3.5*2 3.091 6,765
48.07% 66,770 71.681 13.35* T3B.258

48.I7X <354,500 <530,250 51.83% <1,310.094

•• TOTAL- 
1990

07.814
6,160
79.171
17,175

228,481
27.170
76.372
7,197
8.821
76,342
43,111
10.192 
7,249
93,103
46,619
17.311
16,182
24,718
32,738
9,577
36,332
51,384
73,954
29,358
18,621
38.289
7,308
11,413
10,102
9,372
70.047
12,730
156,462
<2,260
3.996
88,323
24,117
21.192 
91,092 
11.826 
25,417
7.967 
35,455 
127,787 
15.709 
7,85-2 

41,074 
31,828 
13,076 
3J,575 
j3,133 
•11.675 
7.652 

181.915

K ,  177,874

r. citnify

M.06X 
37.4BX 
67.7SX 
5I.60X 
74. SOX
61.2rx
67.20% 
6I.9VX 
57.67% 
77.21% 
74.BIX 
6J.0IX 
55.0IX 
77.74X 
47.72X 
B7-8IX 
66.67X 
BJ.OIX 
M.58X 
36.SIX 
90.91X 
58.74X 
76.24X 
84.11% 
57.61X 
7I.21X 
40.91X 
66.54X 
63.32X 
35.02X 
64.00% 
35.92X 
70-8IX 
72.52% 
57.73X 
65.24X 
57.27X 
68.19X 
68.JIX 
51.80% 
71.BIX 
34.03X 
77.69% 
81.09% 
65.70X 
30.6OT 
61.69X 
69.72% 
44.25* 
85.45% 
52.07* 
81.98% 
42.67% 
35.22%

66.23X





Official Business

Alaska State Legislature
Senate

P.O. BOX V 
State Capitol 

Juneau, Alaska 99811

J a n u a r y  3 1, 1 9 8 9

T O :  S e n a t o r  D i c k  E l i a s o n ,  C h a i r m a n
S e n a t e  L a b o r  a n d  C o m m e r c e  C o m m i t t e e

F R O M :  S e n a t o r  J a y

S U B J E C T :  S R  6 - H a t d

I w o u l d  l i k e  t o  r e q u e s t  t h a t  S R  6 -  s u p p o r t i n g  t h e  d e v e l o p m e n t  

o f  t h e  H a t c h e r  P a s s  S k i  A r e a  -  b e  s c h e d u l e d  f o r  a  h e a r i n g  i n  

t h e  S e n a t e  L a b o r  a n d  C o m m e r c e  C o m m i t t e e  a t  t h e  e a r l i e s t  
p o s s i b l e  d a t e .

M i t s u i  & C o . ,  h a v e  s u b m i t t e d  a  d r a f t  C o n c e p t u a l  D e v e l o p m e n t  
P l a n  t o  t h e  D e p a r t m e n t  o f  N a t u r a l  R e s o u r c e s  a n d  i t  i s  h o p e d  

t h a t  a p p r o v a l  w i l l  b e  f o r t h c o m i n g .  T h i s  p r o j e c t  i s  w i d e l y  

s u p p o r t e d  i n  t h e  M a t - S u  a n d  w i l l  p r o v i d e  r e c r e a t i o n a l  a n d  
e c o n o m i c  d e v e l o p m e n t  o p p o r t u n i t i e s  f o r  t h e  e n t i r e  s t a t e .

T h a n k  y o u  for y o u r  consid e r a t i o n  of this request.




