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Important Changes
for 1996

Education Savings Bond Program. The
amount of modified adjusted gross income
you can have and still benefit from the exclu-
sion of interest from Series EE U.S. Savings
bonds issued after 1989 increased for 1996
and increased retroactively for 1993, 1994,
and 1995. If that limit reduced or eliminated
your exclusion in 1993, 1994, or 1995, you
may be entitled to a refund. See Modified ad-
Justed gross income limit under Education
Savings Bond Program, in Chapter 1.

Phone numbers of payers on income state-
ments. Payers must provide you with the
name, address and telephone number of a



person to contact on the following 1996 forms
due to you by January 31, 1997: 1099-B,
1099-DIV, 1099-INT, 1099-MISC, 1099-0ID,
and 1099-S.

Individual Taxpayer Identification Number
(ITIN). The IRS will issue an ITIN to a nonresi-
dent or resident alien who does not have and
is not eligible to get a social security number
(SSN). To apply for an ITIN, file Form W-7 with
the IRS. It usually takes about 30 days to get
an ITIN. Enter your ITIN wherever an SSN is
requested on a tax return. If you are required
to include another person’s SSN on your re-
turn and that person does not have and can-
not get an SSN, enter that person’s ITIN.

An ITIN is for tax use only. It does not enti-
tle you to social security benefits or change
your employment or immigration status under
U.S.law.

Important Change
for 1997

S Corporations. For tax years beginning after
1996, the requirements a corporation must
meet to qualify as an S corporation are less re-
strictive than before. See S Corporations in
Chapter 1.

Important Reminders

Empowerment zone or enterprise commu-
nity. Interest on certain bonds issued to help
qualified businesses finance qualified property
located in an empowerment zone or enter-
prise community is tax exempt. For more infor-
mation, see this same heading under State or
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Local Government Obligations later in Chap-
ter 1.

Conversion transaction gains taxed as or-
dinary income. Certain gains from “conver-
sion transactions” that you entered into after
April 30, 1993, are taxed as ordinary income,
rather than capital gains. “Conversion trans-
actions” are certain transactions in which sub-
stantially all of your expected return is due to
the time value of your net investment. Strad-
dles, for example, may be conversion transac-
tions. See Conversion Transactions, in Chap-
ter 4, for more information.

U.S. property acquired from a foreign per-
son. If you acquire a U.S. real property interest
from a foreign person or firm, you may have to
withhold income tax on the amount you pay for
the property (including cash, the fair market
value of other property, and any assumed lia-
bility). Domestic or foreign corporations, part-
nerships, trusts, and estates may also have to
withhold on certain distributions and other
transactions involving U.S. real property inter-
ests. If you fail to withhold, you may be held lia-
ble for the tax, penalties that apply, and inter-
est. For more information, see Publication
515, Withholding of Tax on Nonresident Aliens
and Foreign Corporations.

Foreign-source income. If you are a U.S. citi-
zen with investment income from sources
outside the United States (foreign income),
you must report all such income on your tax re-
turn unless itis exempt by U.S. law. This is true
whether you reside inside or outside the
United States and whether or not you receive
a Form 1099 from the foreign payer.

Qualified small business stock. Beginning in
1998, you may have to pay tax on only one-
half of your gain from the sale or exchange of
qualified small business stock. This applies
only to stock originally issued after August 10,
1993, and held by you for more than 5 years.
For more information, see Exclusion for Gain
From Small Business Stock in Chapter 4.

Introduction

This publication provides information on the
tax treatment of investment income and
expenses.

This publication explains what investment
income is taxable, and what investment ex-
penses are deductible. It explains when and
how to show these items on your tax return. It
also explains how to determine and report
gains and losses on the disposition of invest-
ment property, and provides information on
property trades and tax shelters.

There is a glossary at the end of this publi-
cation which defines many of the terms used.

Investment income. This generally includes
interest, dividends, capital gains, and other
types of distributions.

Investment expenses. These include inter-
est paid or incurred to acquire investment
property and expenses to manage or collect
income from investment property.



1.

Investment
Income

Topics
This chapter discusses:

¢ |nterest income,

¢ Dividends and other corporate
distributions,

* Real estate mortgage investment
conduits (REMICs) and other
collateralized debt obligations (CDOs),

® S corporations, and

¢ |nvestment clubs.

Useful Items
You may want to see:

Publication

0 525 Taxable and Nontaxable Income
0537 Installment Sales

0 564 Mutual Fund Distributions

(0590 Individual Retirement
Arrangements (IRASs)

(0925 Passive Activity and At-Risk Rules

01212 Listof Original Issue Discount
Instruments

Form (and Instructions)

(0 Schedule B (Form 1040)
Dividend Income

(0 Schedule 1 (Form 1040A) Interest
and Dividend Income for Form
1040A Filers

Instructions for Forms 1099,
1098, 5498, and W-2G

03115 Application for Change in
Accounting Method

Interest and

J 1099

06251 Alternative Minimum Tax —
Individuals

(18582 Passive Activity Loss Limitations

08615 Tax for Children Under Age 14
Who Have Investment Income of
More Than $1,300

Parents’ Election To Report
Child’s Interest and Dividends

] 8814

Exclusion of Interest From Series
EE U.S. Savings Bonds Issued
After 1989

(18818 Optional Form To Record
Redemption of Series EE U.S.
Savings Bonds Issued After 1989

0 8815

See Chapter 5 for information about get-
ting these publications and forms.

General Information

A few items of general interest are covered
here.

=W As an important part of your records,
ri you should keep a list showing
LI sources and amounts of investment
income that you receive during the year.

Tax on investment income of a child under
age 14. Part of a child’s 1996 investment in-
come may be taxed at the parent’s tax rate.
This may happen if:

1) The child was under age 14 on January 1,
1997,

2) The child had more than $1,300 of invest-
ment income (such as taxable interest
and dividends) and has to file a tax return,
and

3) Either parent was alive at the end of 1996.

If these requirements are met, Form 8615,
Tax for Children Under Age 14 Who Have In-
vestment Income of More Than $1,300, must
be completed and attached to the child’s tax
return. If these requirements are not met,
Form 8615 is not required and the child’s in-
come is taxed at his or her own tax rate.

However, the parent can choose to include
the child’s interest and dividends on the par-
ent’s return if certain requirements are met.
Use Form 8814, Parents’ Election To Report
Child’s Interest and Dividends, for this
purpose.

For more information about the tax on in-
vestment income of children and the parents’
election, see Publication 929, Tax Rules for
Children and Dependents.

Beneficiary of an estate or trust. Interest,
dividends, or other investment income you re-
ceive as a beneficiary of an estate or trust is
generally taxable income. You should receive
a Schedule K-1 (Form 1041), Beneficiary’s
Share of Income, Deductions, Credits, etc.,
from the fiduciary. Your copy of Schedule K-1
and its instructions will tell you where to report
the items on your Form 1040.

Social security number (SSN). You must
give your name and SSN to any person re-
quired by federal tax law to make a return,
statement, or other document that relates to
you. This includes payers of interest and
dividends.

SSN for joint account. If the funds in a
joint account belong to one person, list that
person’s name first on the account and give
that person’s SSN to the payer. (For informa-
tion on who owns the funds in a joint account,
see Joint accounts, later.) If the joint account
contains combined funds, give the SSN of the
person whose name is listed first on the
account.

These rules apply both to joint ownership
by a married couple and to joint ownership by
other individuals. For example, if you open a
joint savings account with your child using
funds belonging to the child, list the child’s
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name first on the account and give the child’s
SSN.

Custodian account for your child. If your
child is the actual owner of an account that is
recorded in your name as custodian for the
child, give the child’'s SSN to the payer. For ex-
ample, you must give your child’s SSN to the
payer of dividends on stock owned by your
child, even though the dividends are paid to
you as custodian.

Penalty for failure to supply social se-
curity number. You will be subject to a pen-
alty if you fail, when required, to:

1) Include your social security number on
any return, statement, or other document,

2) Give your social security number to an-
other person who has to include it on any
return, statement, or other document, or

3) Include the social security number of an-
other person on any return, statement, or
other document.

The penalty is $50 for each failure up to a
maximum penalty of $100,000 for any calen-
daryear.

You will not be subject to this penalty if you
can show that your failure to provide this num-
ber was due to a reasonable cause and not to
willful neglect.

If you fail to supply a social security num-
ber, you may also be subject to backup
withholding.

Backup withholding. Your investment in-
come is generally not subject to regular with-
holding. However, it may be subject to backup
withholding to ensure that income tax is col-
lected on this income. Under backup withhold-
ing, the bank, broker, or other payer of inter-
est, original issue discount (OID), dividends,
cash patronage dividends, or royalties must
withhold, as income tax, 31% of the amount
you are paid, if:

1) You do not give the payer your identifica-
tion number (either a social security num-
ber or an employer identification number)
in the required manner,

The Internal Revenue Service (IRS) noti-
fies the payer that you gave an incorrect
identification number,

You are required, but fail, to certify that
you are not subject to backup withhold-
ing, or

4) The IRS notifies the payer that you are
subject to backup withholding on interest
or dividends because you have underre-
ported interest or dividends on your in-
come tax return.

2

~

3

~

Certification. For new accounts paying in-
terest or dividends, you must certify under
penalties of perjury that your social security
number is correct and that you are not subject
to backup withholding. Your payer will give you
a Form W-9, Request for Taxpayer Identifica-
tion Number and Certification, or a similar
form, to make this certification. If you fail to
make this certification, backup withholding
may begin immediately on your new account
or investment.

INVESTMENT INCOME Page 3



Table 1-1. Where to Report Common Types of Investment Income

Schedule B
(Form 1040)
or
Schedule 1 Other Forms You
Form 1040 (Form ScheduleD | ScheduleE Must or May
Income or 1040A 1040A) (Form 1040) | (Form 1040) Have to File’
Form 8615
Taxable interest that totals $400 or less X X Form 8814
Form 8615
Dividends that total $400 or less X X Form 8814
Form 8615
Taxable interest that totals more than $400 X X Form 8814
Form 8615
Dividends that total more than $400 X X Form 8814
Savings bond interest you will exclude because of higher
education expenses X X Form 8815
Gain or loss from sale of stocks and bonds X X
Your share of capital gains or losses from partnerships, Form 6198
S corporations, or fiduciaries X X Form 8582
Gain or loss from exchanges of like-kind investment property X X Form 8824
Income or loss from a residual interest in a REMIC X X

* Required in some cases. For details, see How to Report Interest Incomein Chapter 1.

2 To find information about these forms, see the Index.

3 You may be able to report this on Form 1040EZ. For details, see How to Report Interest Income in Chapter 1.

Underreported interest and dividends.
You will be considered to have underreported
your interest and dividends if the IRS has de-
termined for a tax year that—

1) You failed to include any part of a reporta-
ble interest or dividend payment required
to be shown on your return, or

2) You were required to file a return and to
include a reportable interest or dividend
payment on that return, but you failed to
file the return.

How to stop backup withholding due to
underreporting. If you have been notified that
you underreported interest or dividends, you
can request a determination from the IRS to
prevent backup withholding from starting or to
stop backup withholding once it has begun.
You must show that at least one of the follow-
ing situations applies.

1) No underreporting occurred.

2) You have a bona fide dispute with the IRS
about whether an underreporting
occurred.

3) Backup withholding will cause or is caus-
ing an undue hardship and it is unlikely
that you will underreport interest and divi-
dends in the future.

4) You have corrected the underreporting by
filing a return if you did not previously file
one and by paying all taxes, penalties,
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and interest due for any underreported in-
terest or dividend payments.

If the IRS determines that backup with-
holding should stop, it will provide you with a
certification and will notify the payers who
were sent notices earlier.

How to stop backup withholding due to
an incorrect identification number. If you
have been notified by a payer that you are sub-
ject to backup withholding because you have
provided an incorrect social security or em-
ployer identification number, you can stop it by
following the instructions the payer must give
you.

Other payments subject to backup with-
holding. Transactions made by brokers or
barter exchanges may be subject to backup
withholding.

Backup withholding may also apply to cer-
tain other reportable payments made in the
course of the payer’s trade or business. It ap-
plies if you do not give the payer your identifi-
cation number (or the IRS notifies the payer
that you gave an incorrect number) and:

® You are paid $600 or more during the year,

e The payer had to file an information return
for you for the prior year, or

e The payer had to impose backup withhold-
ing on payments to you in the prior year.

Reporting backup withholding. If backup
withholding is deducted from your interest or
dividend income or other reportable payment,
the bank or other business must give you an
information return for the year (for example, a
Form 1099-INT, Interest Income) that indi-
cates the amount withheld. The information
return will show any backup withholding as
“Federal income tax withheld.”

Nonresident aliens. Generally, payments
made to nonresident aliens are not subject to
backup withholding. You can use Form W-
8,Certificate of Foreign Status, or a similar
form, to certify exempt status. However, Form
W-8 does not exempt you from the 30% (or
lower treaty) withholding rate that may apply to
your investment income. For information on
the 30% rate, see Publication 519, U.S. Tax
Guide for Aliens.

Penalties. There are civil and criminal
penalties for giving false information to avoid
backup withholding. The civil penalty is $500.
The criminal penalty, upon conviction, is a fine
of up to $1,000, or imprisonment of up to one
year, or both.

Where to report investment income. Table
1-1 gives an overview of the forms and sched-
ules to use to report some common types of
investment income. But, see the rest of this
publication for detailed information about re-
porting investment income.



Joint accounts. In a joint account, two or
more persons hold property as joint tenants,
tenants by the entirety, or tenants in common.
That property can include a savings account,
bonds, or stock. Each person may receive a
share of any interest or dividends from the
property. Each person’s share is determined
by local law.

Example. You and your husband have a
joint money market account. Under state law,
half the income from the account belongs to
you, and half belongs to your husband. If you
file separate returns, you each report half of
the income.

Income from property given to a child.
Property you give as a parent to your child
under the Model Gifts of Securities to Minors
Act, the Uniform Gifts to Minors Act, or any
similar law, is a true gift for federal gift tax
purposes.

Income from property transferred under
these laws is taxable to the child unless it is
used in any way to satisfy a legal obligation of
support of that child. The income is taxable to
the person having the legal obligation to sup-
port the child (the parent or guardian) to the
extent that it is used for the child’s support.

Savings account with parent as trustee.
Interest income derived from a savings ac-
count opened for a child who is a minor, but
placed in the name and subject to the order of
the parents as trustees, is taxable to the child,
if, under the law of the state in which the child
resides:

1) The savings account legally belongs to
the child, and

2) The parents are not legally permitted to
use any of the funds to support the child.

Accuracy-related penalty. A 20% accuracy-
related penalty can be charged for underpay-
ments of tax due to negligence or disregard of
rules or regulations or substantial understate-
ment of tax. For information on the penalty
and any interest that applies, see Penalties in
Chapter 2.

Interest Income

Terms you may need to know (see
Glossary):

Accrual method
Below market loan
Cash method
Demand loan
Forgone interest
Gift loan

Interest

Nominee

Original issue discount
Private activity bond
Term loan

This section discusses the tax treatment of dif-
ferent types of interest income.

In general, any interest that you receive or
that is credited to your account and can be

withdrawn is taxable income. (It does not have
to be entered in your passbook.) Exceptions to
this rule are discussed later.

Form 1099-INT. Interest income is generally
reported to you on Form 1099—INT, Interest In-
come, or a similar statement, by banks, sav-
ings and loans, and other payers of interest.
This form shows you the interest you received
during the year. Keep this form for your

records. You do not have to attach it to your
tax return.

Report on your tax return the total amount
of interest income that is shown on any Form
1099—INT that you receive for the tax year.
You must also report all of your interest in-
come for which you did not receive a Form
1099—-INT.

Nominees. Generally, if someone re-
ceives interest as a nominee for you, that per-
son will give you a Form 1099—-INT showing
the interest received on your behalf.

If you receive a Form 1099-INT that in-
cludes amounts belonging to another person,
see the discussion on nominee distributions,
later, under How To Report Interest Income.

Incorrect amount. If you receive a Form
1099—-INT that shows an incorrect amount (or
other incorrect information), you should ask
the issuer for a corrected form. The new Form
1099-INT you receive will be marked *
CORRECTED.”

Interest on Form 1099-0ID. Reportable in-
terest income may also be shown on Form
1099-0ID, Original Issue Discount. For more
information about amounts shown on this
form, see Original Issue Discount (OID) later in
this chapter.

Individual Retirement Arrangements
(IRAS). Interest that you earn on an IRA is tax
deferred. You generally do not include it in
your income until you make withdrawals from
the IRA. See Publication 590, Individual Re-
tirement Arrangements (IRAs), for more
information.

Exempt-interest dividends you receive from
a regulated investment company (mutual
fund) are not included in your taxable income.
(However, see Information-reporting require-
ment, next.) You will receive a notice from the
mutual fund telling you the amount of the tax-
exempt interest dividends that you received.
Exempt-interest dividends are not shown on
Form 1099-DIV or Form 1099—INT.

Information-reporting requirement. Al-
though exempt-interest dividends are not tax-
able, you must show them on your tax return if
you are required to file. This is an information-
reporting requirement and does not convert
the exempt-interest dividend to taxable in-
come. See How To Report Interest Income,
later.

Note: Exempt-interest dividends may be
treated as tax-exempt interest on specified pri-
vate activity bonds. Specified private activity
bonds are discussed later under State or Local
Government Obligations. The interest on
these bonds is a “tax preference item " that
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may be subject to the alternative minimum tax.
See Form 6251 and its instructions for more
information.

Interest income on frozen deposits. A fro-
zen deposit is an account from which you are
unable to withdraw funds because:

1) The financial institution is bankrupt or in-
solvent, or

2) The state in which the institution is lo-
cated has placed limits on withdrawals
because other financial institutions in the
state are bankrupt or insolvent.

Exclude from your gross income interest
credited during 1996 on frozen deposits that
you could not withdraw by the end of 1996.

Amount to exclude. The amount of inter-
est you must exclude from gross income in
1996 is the interest that was credited on the
frozen deposits minus the sum of:

1) The net amount you withdrew from these
deposits during 1996, and

2) The amount you could have withdrawn as
of the end of 1996 (not reduced by any
penalty for premature withdrawals of a
time deposit).

If you receive a Form 1099—INT for interest in-

come on deposits that were frozen at the end
of 1996, see Frozen deposits under How to
Report Interest Income, for information about
reporting this interest income exclusion on
your 1996 tax return.

The interest you excluded from your in-
come in 1996 must be reported in the later tax
year when you can withdraw it from your
account.

Example. $100 of interest was credited on
your frozen deposit during the year. You with-
drew $80 but could not withdraw any more as
of the end of the year. Your net amount with-
drawn was $80. You must exclude $20. You
must include $80 in your income for the year.

Interest on VA dividends. Interest on insur-
ance dividends that you leave on deposit with
the Department of Veterans Affairs (VA) is not
taxable. This includes interest paid on divi-
dends on converted United States Govern-
ment Life Insurance policies and on National
Service Life Insurance policies.

Taxable Interest — General

Taxable interest includes interest you receive
from bank accounts, loans you make to
others, and interest from most other sources.
The following are some sources of taxable
interest.

Dividends that are actually interest. Certain
distributions commonly called dividends are
actually interest. You must report as interest
so-called “dividends” on deposits or on share
accounts in:

Cooperative banks
Credit unions
Domestic building and loan associations
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Domestic savings and loan associations
Federal savings and loan associations

Mutual savings banks

Money market funds. Generally, amounts
you receive from money market funds should
be reported as dividends, not as interest.

Money market certificates, savings certifi-
cates, and other deferred interest ac-
counts. If you open any of these accounts,
and interest is paid at fixed intervals of one
year or less during the term of the account,
you must include this interest in your income
when you actually receive it or are entitled to
receive it without paying a substantial penalty.
The same is true for accounts that mature in
one year or less and give a single payment of
interest at maturity. If interest is deferred for
more than one year, see Original Issue Dis-
count (OID), later.

Interest subject to penalty for early
withdrawal. If you make a deposit in a de-
ferred interest account that has a term of one
year or less, and you lose part of the interest
because you withdrew funds before the end of
the term, you must include all the interest in in-
come at the end of the term. However, you can
deduct the entire penalty on line 28 of Form
1040, even if it exceeds your interest income.

Example. On October 1, 1995, you in-
vested $10,000 in a savings certificate that
was to pay you $10,600 on April 1, 1996. Be-
cause you withdrew part of the principal or in-
terest before April 1, the bank charged you a
penalty of $300. For 1996, you must report as
income the entire $600 accrued interest. How-
ever, you can deduct the $300 penalty as an
adjustment to gross income.

Money borrowed to invest in money
market certificate. The interest you pay on
money borrowed from a bank or savings insti-
tution to meet the minimum deposit required
for a money market certificate from the institu-
tion and the interest you earn on the certificate
are two separate items. You must report the
total interest you earn on the certificate in your
income. You may deduct the interest you pay,
as investment interest subject to certain limits,
only if you itemize deductions. These limits are
discussed in Chapter 3 under Limit on Invest-
ment Interest.

Example. You deposit $5,000 with a bank
and borrow $5,000 from the bank to make up
the $10,000 minimum deposit required to buy
a 6—month money market certificate. The cer-
tificate earns $575 at maturity in 1996, but you
receive only $265 which represents the $575
you earned minus $310 interest charged on
your $5,000 loan. The bank gives you a Form
1099-INT for 1996 showing the $575 interest
you earned. The bank also gives you a state-
ment showing that you paid $310 interest for
1996. You must include the $575 in your in-
come. You can deduct up to $310 on Sched-
ule A (Form 1040) if you itemize your deduc-
tions, subject to the investment interest
expense limit.
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Gift for opening account. The fair market
value of “gifts” or services you receive for
making long-term deposits or for opening an
account in a savings institution is interest. Re-
portitinincome in the year you receive it.

Example. In 1996, you open a savings ac-
count at your local bank. The account earns
$20, which is credited as interest. You also re-
ceive a $10 calculator. If no other interest is
credited to your account during 1996, the
Form 1099—-INT you receive would show $30
interest income for 1996.

Interest on insurance dividends. Interest on
insurance dividends that you leave on deposit
with an insurance company, that is credited
annually, and that can be withdrawn annually,
is taxable to you when the interest is credited
to your account. However, if you can withdraw
it only on the anniversary date of the policy (or
other specified date), the interest is taxable in
the year in which that date occurs.

Prepaid insurance premiums. Any increase
in the value of prepaid insurance premiums,
advance premiums, or premium deposit funds
is interest if it is applied to the payment of pre-
miums due on insurance policies or made
available for you to withdraw. Your insurance
company must give you a Form 1099-INT
showing the interest you earned for the year if
you had $10 or more of interest income from
that company.

U.S. obligations. Interest on U.S. obligations,
such as U.S. Treasury notes and bonds, is-
sued by any agency or instrumentality of the
United States is taxable for federal income tax
purposes.

Interest on tax refunds. Interest you receive
on tax refunds is taxable income.

Interest on condemnation award. |If the
condemning authority pays you interest to
compensate you for a delay in payment of an
award, the interest is taxable.

Installment sale payments. Deferred pay-
ments you receive under a contract for the
sale or exchange of property usually contain
interest that is taxable. If little or no interest is
provided for in certain contracts with pay-
ments due more than one year after the date
of sale, each payment due more than 6

months after the date of sale will be treated as
containing interest. These unstated interest
rules apply to certain payments received on
account of a seller-financed sale or ex-
change of property. See Unstated Interest in
Publication 537, Installment Sales.

Interest on annuity contract. Accumulated
interest on an annuity contract you sell before
its maturity date is taxable.

Usurious interest. Usurious interest is taxa-
ble unless state law automatically changes it
to a payment on the principal. Usurious inter-
estis interest charged at an illegal rate.

Interest on money deposited with a stock-
broker. If you deposit money with your stock-
broker who agrees to credit your account with
an amount that is computed at the prevailing
prime rate of interest and that can be used
only to offset commissions due on future
transactions, the amount credited is not inter-
est until it is actually applied to the commis-
sions payable.

Bonds traded flat. If you purchase bonds
when interest has been defaulted or when the
interest has accrued but has not been paid,
that interest is not income and is not taxable
as interest if later paid. Such payments are re-
turns of capital which reduce the remaining
cost basis. Interest which accrues after the
date of purchase, however, is taxable interest
income for the year in which received or ac-
crued. See Bonds Sold Between Interest
Dates, later in this chapter.

Below-Market Loans

If you make a below-market loan, you must re-
port as interest income any forgone interest
(defined next) arising from that loan. The in-
come reporting treatment as well as the appli-
cation of the below-market loan rules and ex-
ceptions are described in this section. For
more information, see section 7872 of the In-
ternal Revenue Code and its regulations.

If you receive a below-market loan, you
may be able to deduct the interest expense
that is more than any interest that you actually
paid, but only if it is not personal interest.

Forgone interest. For any period, forgone in-
terestis:

1) The amount of interest that would be pay-
able for that period if interest accrued on
the loan at the applicable federal rate and
was payable annually on December 31,
minus

2) Any interest actually payable on the loan
for the period.

Applicable federal rate. The applicable
federal rate is set by the IRS each month and
is published in the Internal Revenue Bulletin.
You can also contact the IRS to get these
rates. See Chapter 5 for the telephone number
to call.

Below-market loans. A below-market loan is
a loan on which no interest is charged or on
which interest is charged at a rate below the
applicable federal rate. A below-market loan is
generally recharacterized as an arm’s-length
transaction in which the lender is treated as
having made:

1) Aloan to the borrower in exchange for a
note which requires the payment of inter-
est at the applicable federal rate, and

2) An additional payment to the borrower.

The borrower is generally treated as transfer-
ring the additional payment back to the lender
as interest.

The lender’s additional payment to the bor-
rower is treated as a gift, dividend, contribution



to capital, pay for services, or other payment,
depending on the substance of the transac-
tion. The borrower may have to report this pay-
ment as taxable income depending on its
classification.

See Gift and demand loans and Term
loans, later, for explanations of the amount
and timing of these deemed transactions.

Loans subject to the rules. The rules for be-
low-market loans apply to:

¢ Giftloans,

e Pay-related loans,

e Corporation-shareholder loans,
e Tax avoidance loans, and

¢ Loans to qualified continuing care facilities
(made after October 11, 1985) under a con-
tinuing care contract.

A gift loan is any below-market loan where
the forgone interest is in the nature of a gift.

A pay-related loan is any below-market
loan between an employer and an employee
or between an independent contractor and a
person for whom the contractor provides
services.

A tax avoidance loan is any below-market
loan where the avoidance of federal tax is one
of the main purposes of the interest
arrangement.

Exception for loans of $10,000 or less.
The rules for below-market loans do not apply
to certain loans on days on which the total out-
standing amount of loans between the bor-
rower and lender is $10,000 or less. The rules
do not apply on those days to:

1) Giftloans between individuals if the gift
loan is not directly used to purchase or
carry income-producing assets; or

2) Pay-related loans or corporation-share-
holder loans if the avoidance of federal
tax is not a principal purpose of the inter-
est arrangement.

This exception does not apply to a term
loan (a loan other than a loan payable in full at
any time upon demand by the lender) de-
scribed in (2) above that previously has been
subject to the below-market loan rules. Those
rules will continue to apply even if the out-
standing balance is reduced to $10,000 or
less.

Age exception for loans to continuing
care facilities. Loans to qualified continuing
care facilities under continuing care contracts
are not subject to the rules for below-market
loans for the calendar year if the lender or the
lender’s spouse is 65 or older at the end of the
year. For 1996, this exception applies only to
the part of the total outstanding loan balance
that is $127,800 or less.

Exception for loans without significant
tax effect. Loans are excluded from the be-
low-market loan rules if their interest arrange-
ments do not have a significant tax effect on
the federal tax liability of the borrower or the
lender. These loans include:

1) Loans made available by the lender to the
general public on the same terms and

conditions and which are consistent with
the lender’s customary business practice,

2) Loans subsidized by a federal, state, or
municipal government that are made
available under a program of general ap-
plication to the public,

3) Certain employee-relocation loans,

4) Certain loans from a foreign person, un-
less the interest income would be effec-
tively connected with the conduct of a
U.S. trade or business and would not be
exempt from U.S. tax under an income tax
treaty,
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Gift loans to a charitable organization,
contributions to which are deductible, if
the total outstanding amount of loans be-
tween the organization and lender is
$250,000 or less at all times during the
tax year, and

6) Other loans on which the interest ar-
rangement can be shown to have no sig-
nificant effect on the federal tax liability of

the lender or the borrower.

~

If you structure a transaction to meet this
exception, and one of the principal purposes
of structuring the transaction in that way is the
avoidance of federal tax, the loan will be con-
sidered a tax-avoidance loan and this excep-
tion will not apply.

For a loan described in (6) above, all the
facts and circumstances are used to deter-
mine if the interest arrangement has a signifi-
cant effect on the federal tax liability of the
lender or borrower. Some factors to be consid-
ered are:

e Whether items of income and deduction
generated by the loan offset each other,

¢ The amount of these items,

* The cost to you of complying with the be-
low-market loan rules, if they were to apply,
and

e Any reasons other than taxes for structuring
the transaction as a below-market loan.

Gift and demand loans. A lender who makes
a below-market gift loan or demand loan is
treated as transferring an additional payment
to the borrower (as a gift, dividend, etc.) in an
amount equal to the forgone interest. The bor-
rower is treated as transferring the forgone in-
terest back to the lender, and may be entitled
to an interest expense deduction. The lender
must report that amount as interest income.
These transfers are considered to occur annu-
ally, generally on December 31.

A demand loan is a loan payable in full at
any time upon demand by the lender.

Limit on forgone interest for gift loans
of $100,000 or less. For gift loans between in-
dividuals, if the outstanding loans between the
lender and borrower total $100,000 or less,
the forgone interest to be included in income
by the lender and deducted by the borrower is
limited to the amount of the borrower’s net in-
vestment income for the year. If the borrow-
er's net investment income is $1,000 or less, it
is treated as zero. This limit does not apply to a
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loan if the avoidance of federal tax is one of
the main purposes of the interest
arrangement.

Term loans. A lender who makes a below-
market term loan (a loan that is not a demand
loan) other than a gift loan is treated as trans-
ferring an additional lump-sum cash payment
to the borrower (as a dividend, contribution to
capital, etc.) on the date the loan is made. The
amount of this payment is the amount of the
loan minus the present value, at the applicable
federal rate, of all payments due under the
loan. An equal amount is treated as original is-
sue discount (OID). The lender must report the
annual part of the OID as interest income. The
borrower may be able to deduct the OID as in-
terest expense. See Original Issue Discount
(OID), later.

Effective dates. These rules apply to term
loans made after June 6, 1984, and to demand
loans outstanding after that date.

U.S. Savings Bonds

You earn interest on U.S. Savings Bonds in
one of two ways. On some bonds, interest is
paid at stated intervals by interest checks or
coupons. Other bonds are issued at a discount
and pay all interest at redemption or maturity.
The interest on the latter is the difference be-
tween what you pay for the bond and its re-
demption or maturity value.

This section provides information on differ-
ent types of U.S. Savings Bonds, how to report
the interest income on these bonds, and how
to treat transfers of these bonds.

Accrual-basis taxpayers. If you use an ac-
crual method of accounting, you must report
interest on U.S. Savings Bonds each year as it
accrues. You cannot postpone reporting inter-
est until you receive it or until the bonds
mature.

Under an accrual method of accounting,
you report your income when you earn it,
whether or not you have received it. You de-
duct your expenses when you become liable
for them rather than when you have paid them.

Cash-basis taxpayers. If you use the cash
method of accounting, as most individual tax-
payers do, you generally report the interest on
U.S. Savings Bonds when you receive it.
Under the cash method of accounting,
you report your income in the year you actually
or constructively receive it. You generally de-
duct your expenses in the year you pay them.

Series HH Bonds. These bonds are issued at
face value. Interest is paid twice a year by
check or by direct deposit to your bank ac-
count. If you are a cash-basis taxpayer, you
must report interest on these bonds as income
in the year you receive it.

Series HH Bonds were first offered in
1980. Before 1980, Series H Bonds were is-
sued. Series H Bonds are treated the same as
Series HH Bonds. If you are a cash-basis tax-
payer, you must report the interest when you
receive it.
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Series EE Bonds. These bonds are issued at
a discount. You pay less than the face value
for the bonds. The face value is payable to you
at maturity. The difference between the
purchase price and the redemption value is
taxable interest. Series EE Bonds were first of-
fered in 1980. Before 1980, Series E Bonds
were issued. If you own either Series EE or Se-
ries E Bonds and use the cash method of re-
porting income, you can:

1) Postpone reporting the interest until the
earlier of the year you cash the bonds or
the year in which they finally mature (
method 1), or

2) Choose to report the increase in redemp-
tion value as interest each year ( method

2).

Change from method 1. If you want to
change your method of reporting the interest
from method (1) to method (2), you can do so
without permission from the IRS. In the year of
change you must report all interest accrued to
date and not previously reported for all your
bonds.

Once you choose to report the interest
each year, you must continue to do so for all
Series EE or Series E Bonds you own and for
any you get later, unless you request permis-
sion to change, as explained next.

Change from method 2. To change from
method (2) to method (1), complete Form
3115, Application for Change in Accounting
Method, and attach it to your income tax return
for the year of change. Type or print at the top
of page 1 of the Form 3115, “Filed Under Rev.
Proc. 89-46." You must file your return by the
due date (including extensions). You must
identify the savings bonds for which you are
requesting this change in accounting method.

Permission for the change is automatically
granted if you attach to Form 3115 a state-
ment that you agree:

1) Toreport all interest on the bonds ac-
quired during the year of change and for
all later tax years when the interest is real-
ized upon disposition, redemption, or final
maturity, whichever is earlier, and

2
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To report all interest on the bonds ac-
quired before the year of change when
the interest is realized upon disposition,
redemption, or final maturity, whichever is
earlier, with the exception of the part re-
ported in prior tax years.

If you plan to redeem Series EE
@ bonds in the same year that you will
pay for higher educational expenses,

you should use method (1) above. See Educa-
tion Savings Bond Program, later, for more
information.

Bonds held beyond maturity. If you hold
the bonds beyond the original maturity, and if
you have chosen to report the interest each
year, you must continue to do so unless you
get permission to change your method of re-
porting. If you have chosen to postpone re-
porting the interest, do not include the interest
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in income for the year of original maturity. Re-
port it in the year you redeem the bonds or the
year in which the extended maturity period
ends, whichever is earlier. The original matur-
ity period has been extended on all Series E
Bonds.

The extended maturity period of Series E
Bonds issued between May 1941 and Novem-
ber 1965 ends 40 years from their issue dates.
The Department of the Treasury has an-
nounced that no further extension will be given
to these bonds. If you have postponed report-
ing interest on Series E Bonds purchased in
1956, you must report the interest on your
1996 return, unless you trade your Series E
Bonds for Series HH Bonds.

The maturity period of Series E bonds is-
sued after November 1965 is 30 years. Bonds
issued in 1966 stopped accruing interest in
1996. If you have postponed reporting interest
on Series E bonds purchased in 1966, you
must report the interest on your 1996 return,
unless you trade for Series HH bonds.

Co-owners. Ifyou buy a U.S. Savings Bond is-
sued in your name and another person’s name
as co-owners, such as you and your child or
you and your spouse, interest on the bond is
generally taxable to the co-owner who bought
the bond. If you used your funds to buy the
bond, you must pay the tax on the interest.
This is true even if you let the other co-owner
redeem the bond and keep all the proceeds.
Under these circumstances, since the other
co-owner will receive a Form 1099-INT at the
time of redemption, the other co-owner must
provide you with another Form 1099—-INT
showing the amount of interest from the bond
that is taxable to you. The co-owner who re-
deemed the bond is a “nominee.” See Nomi-
nee distributions and accrued interest, later,
under How To Report Interest Income, for
more information about how a person who is a
nominee reports interest income belonging to
another person.

If you and the other co-owner each contrib-
ute part of the purchase price, interest on the
bond is generally taxable to each of you, in
proportion to the amount each of you paid.

If you and your spouse live in a community
property state and hold bonds as community
property, one-half of the interest is considered
received by each of you. If you file separate re-
turns, each of you must report one-half the
bond interest. For more information about
community property, see Publication 555,
Community Property .

These rules are also shown in Table 1-2.

Child as only owner. Intereston U.S. Sav-
ings Bonds bought for and registered only in
the name of your child is income to your child,
even if you paid for the bonds and are named
as beneficiary. The interest is income to your
child when the bonds mature or are cashed,
unless your child chooses to report the inter-
estincome each year.

Choice to report interest each year. The
choice to report the accrued interest annually
can be made either by your child or by you for
your child. This choice is made by filing an in-
come tax return that shows all the interest

earned to date, and by stating on the return
that your child chooses to report the interest
each year. Either you or your child should keep
a copy of this return.

Unless your child is otherwise required to
file a tax return for any year after making this
choice, your child does not have to file another
return only to report the annual accrual of U.S.
Savings Bond interest under this choice. How-
ever, see Tax on investment income of a child
under age 14, earlier under General Informa-
tion. Neither you nor your child can change
the way you report the interest unless Form
3115 requesting permission to change is filed,
as discussed earlier.

Ownership transferred. If you bought Series
EE or Series E Bonds entirely with your own
funds and had them reissued in your co-own-
er's name or beneficiary’s name alone, you
must include in your gross income for the year
of reissue all interest that you earned on these
bonds and have not previously reported. But, if
the bonds were reissued in your name alone,
you do not have to report the interest accrued
at that time. This same rule applies when
bonds are transferred between spouses or in-
cident to divorce.

Example. You bought Series E and Series
EE Bonds entirely with your own funds and
had not elected to report the accrued interest
each year. You transfer the bonds to your for-
mer spouse under a divorce agreement. You
must include the deferred accrued interest,
from the date of the original issuance of the
bonds to the date of transfer, in your income in
the year of transfer. Your former spouse in-
cludes in income the interest on the bonds
from the date of transfer to the date of
redemption.

Purchased jointly. If you buy Series EE or
Series E Bonds jointly with a co-owner and
have them reissued in the co-owner’s name
alone, you must include in your gross income
for the year of reissue your share of all the in-
terest earned on the bonds that you have not
previously reported. At the time of reissue, the
former co-owner does not have to include in
gross income his or her share of the interest
earned that was not reported before the trans-
fer. This interest, however, as well as all inter-
est earned after the reissue, is income to the
former co-owner.

This income-reporting rule also applies
when the bonds are reissued in the name of
your former co-owner and a new co-owner.
But the new co-owner will report only his or her
share of the interest earned after the transfer.

If bonds that you and a co-owner bought
jointly are reissued to each of you separately
in the same proportion as your contribution to
the purchase price, neither you nor your co-
owner has to report at that time the interest
earned before the bonds were reissued.

Example 1. You and your spouse each
spent an equal amount to buy a $1,000 Series
EE Savings Bond. The bond was issued to you
as co-owners. You both postpone reporting in-
terest on the bond. You later have the bond re-
issued as two $500 bonds, one in your name
and one in your spouse’s name. At that time



Table 1-2. Who Pays Tax on U.S. Savings Bond Interest

How Bond Is Purchased

Who Must Pay Tax on Bond Interest

You use your funds to buy a bond in your name
and the name of another person as co-owners.

You

You buy a bond in the name of another person,
who is the sole owner of the bond.

The person for whom you bought the
bond

You and another person buy a bond as co-
owners, each contributing part of the purchase
price.

Each of you, in proportion to the amount
you and the other co-owner each paid

You and your spouse, who live in a community
property state, buy a bond that is community

property.

If you file separate returns, each of you
generally pays tax on one-half.

neither you nor your spouse has to report the
interest earned to the date of reissue.

Example 2. You bought a $1,000 Series
EE Savings Bond entirely with your own funds.
The bond was issued to you and your spouse
as co-owners. You both postponed reporting
interest on the bond. You later have the bond
reissued as two $500 bonds, one in your name
and one in your spouse’s name. You must re-
port half the interest earned to the date of reis-
sue. This is the previously postponed interest
earned on the $1,000 bond that is from the
$500 bond issued to your spouse.

Transfer to a trust. If you own Series EE or
Series E Bonds and transfer them to a trust,
giving up all rights of ownership, you must in-
clude in your income for that year the interest
earned to the date of transfer if you have not
already reported it. However, if you are consid-
ered the owner of the trust and if the increase
in value both before and after the transfer con-
tinues to be taxable to you, you can continue
to defer reporting the interest earned each
year. You must include the total interest in
your income when the bonds are cashed or fi-
nally mature, whichever is earlier.

The same rules apply to previously unre-
ported interest on Series EE or Series E
Bonds if the transfer to a trust consisted of Se-
ries HH or Series H Bonds you acquired in a
trade for the Series EE or Series E Bonds. See
Savings bonds traded, later.

Decedents. The manner of reporting interest
income on Series EE or Series E Bonds, after
the death of the owner, depends on the ac-
counting and income-reporting method previ-
ously used by the decedent. If the bonds
transferred because of death were owned by a
person who used an accrual method, or who
used the cash method and had chosen to re-
port the interest each year, the interest earned
in the year of death up to the date of death
must be reported on that person’s final return.
The person who acquires the bonds includes
in income only interest earned after the date of
death.

If the transferred bonds were owned by a
decedent who had used the cash method and
had not chosen to report the interest each
year, and who had bought the bonds entirely
with his or her own funds, all interest earned

before death must be reported in one of the
following ways:

1) The surviving spouse or personal repre-
sentative (executor, administrator, etc.)
who files the final income tax return of the
decedent can choose to include on that
return all of the interest earned on the
bonds before the decedent’s death. The
person who acquires the bonds then in-
cludes in income only interest earned af-
ter the date of death, or

2
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If the choice in (1) is not made, the inter-
est earned up to the date of death is in-
come in respect of the decedent. It
should not be included in the decedent’s
final return. All of the interest earned both
before and after the decedent’s death is
income to the person who acquires the
bonds. If that person uses the cash
method and does not choose to report
the interest each year, he or she can
postpone reporting any of it until the
bonds are cashed or finally mature,
whichever is earlier. In the year that per-
son reports the interest, he or she can
claim a deduction for any federal estate
tax paid that was for the part of the inter-
est included in the decedent’s estate.

For more information on income in respect of
the decedent, see Publication 559, Survivors,
Executors, and Administrators.

Example 1. Your uncle, a cash-basis tax-
payer, died and left you a $1,000 Series EE
Bond. He had bought the bond for $500 and
had not chosen to report the interest each
year. At the date of death, interest of $200 had
accrued on the bond and its value of $700 was
included in your uncle’s estate. Your uncle’'s
executor chose not to include the $200 ac-
crued interest in your uncle’s final income tax
return.

You are a cash-basis taxpayer and do not
choose to report the interest each year as it is
earned. If you cash the bond when it reaches
maturity value of $1,000, you report $500 in-
terest income—the difference between matur-
ity value of $1,000 and the original cost of
$500. For that year, you can deduct (as a mis-
cellaneous itemized deduction not subject to
the 2% AGI limit) any federal estate tax paid
because the $200 interest was included in
your uncle’s estate.
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Example 2. If, in Example 1, the executor
had chosen to include the $200 accrued inter-
est in your uncle’s final return, you would re-
port only $300 as interest when you cashed
the bond at maturity. This $300 is the interest
earned after your uncle’s death.

Example 3. If, in Example 1, you make or
have made the choice to report the increase in
redemption value as interest each year, you in-
clude in gross income for the year you acquire
the bond all of the unreported increase in
value of all Series E and EE bonds you hold,
including the $200 you inherited from your
uncle.

Example 4. When your aunt died, she
owned Series H Bonds that she had acquired
in a trade for Series E Bonds. You were the
beneficiary of these bonds. Your aunt used the
cash method and did not choose to report the
interest on the Series E Bonds each year as it
accrued. Your aunt’s executor chose not to in-
clude any interest earned before your aunt’s
death on her final return.

The income in respect of the decedent is
the sum of the unreported interest on the Se-
ries E Bonds and the interest, if any, payable
on the Series H Bonds but not received as of
the date of your aunt’s death. You must report
any interest received during the year as in-
come on your return. The part of the interest
that was payable but not received before your
aunt’s death is income in respect of the dece-
dent and may qualify for the estate tax deduc-
tion. For information on when to report the in-
terest on the Series E Bonds traded, see
Savings bonds traded, later.

Savings bonds distributed from a retire-
ment or profit-sharing plan. If you acquire a
U.S. Savings Bond in a taxable distribution
from a retirement or profit-sharing plan, your
income for the year of distribution includes the
bond’s redemption value (its cost plus the in-
terest accrued before the distribution). When
you redeem the bond (whether in the year of
distribution or later), your interest income in-
cludes only the interest accrued after the bond
was distributed. To figure the interest reported
as a taxable distribution and your interest in-
come when you redeem the bond, see Work-
sheet for savings bonds distributed from a re-
tirement or profit-sharing plan under How To
Report Interest Income, later.

Savings bonds traded. If you use the cash
method and did not choose to report the inter-
est on your Series E or Series EE Bonds as it
accrued, you did not realize taxable income
when you traded the bonds for Series H or Se-
ries HH Bonds, unless you received cash in
the trade. Any cash you received is income to
the extent of the interest earned on the bonds
traded. When your Series HH or Series H
Bonds mature, or if you dispose of them
before maturity, you report as interest the dif-
ference between their redemption value and
your cost. Your cost is the sum of the amount
you paid for the traded Series EE or Series E
Bonds plus any amount you had to pay at the
time of the trade.
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Example. You trade Series E Bonds with
accrued interest of $523 and a redemption
value of $2,723 for Series HH Bonds. You get
$2,500 in Series HH Bonds and $223 in cash.
You must report the $223 as taxable income in
the year of the trade to the extent that you did
not previously report interest on the Series E
Bonds you traded.

$500 minimum value. Series EE or Series
E Bonds that you want to trade must have a
current redemption value of $500 or more. To
figure the current redemption value of the
bonds to be traded, you must add the accrued
interest to their original purchase price.

Choice to report interest in year of
trade. You can choose to treat all of the previ-
ously unreported accrued interest on Series
EE or Series E Bonds traded for Series HH
Bonds as income in the year of the trade. If
you make this choice, see the earlier discus-
sion under Series EE Bonds.

Form 1099-INT for U.S. Savings Bonds in-
terest. When you cash a bond, the bank or
other payer that redeems it must give you a
Form 1099-INT if the interest part of the pay-
ment you receive is $10 or more. Box 3 of your
Form 1099-INT should show the interest as
the difference between the amount you re-
ceived and the amount paid for the bond.
However, your Form 1099—-INT may show
more interest than you have to include on your
income tax return. For example, this may hap-
penif:

1) You chose to report the increase in the re-
demption value of the bond each year.
The interest shown on your Form 1099—
INT will not be reduced by amounts previ-
ously included in income.

2) You received the bond from a decedent.
The interest shown on your Form 1099—
INT will not be reduced by any interest re-
ported by the decedent before death, or
on the decedent’s final return, or by the
estate on the estate’s income tax return.

3
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Ownership of the bond was transferred.
The interest shown on your Form 1099—
INT will not be reduced by interest that
accrued before the transfer.

4) You were named as a co-owner but did
not use your funds to buy the bond. (See
Co-owners, earlier in this section, for
more information about the reporting
requirements.)

5) You received the bond in a taxable distri-
bution from a retirement or profit-sharing
plan. The interest shown on your Form
1099—INT will not be reduced by the inter-
est portion of the amount taxable as a dis-
tribution from the plan and not taxable as
interest. (This amount is generally shown
on Form 1099-R, Distributions From Pen-
sions, Annuities, Retirement or Profit-
Sharing Plans, IRAs, Insurance Con-
tracts, etc. for the year of distribution.)

~

Interest income must be reported even if a
Form 1099-INT is not received.

For information on including the correct
amount of interest on your return, see Interest
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from U.S. Savings Bonds under How To Re-
port Interest Income, later.

Interest on U.S. Savings Bonds is ex-
@ empt from state and local taxes. The
Form 1099-INT you receive will indi-

cate the amount that is for U.S. Savings Bonds
interest in box 3. Do not include this income on
your state or local income tax return.

Education Savings Bond Program

You may be able to exclude from income all or
part of the interest you receive on the redemp-
tion of qualified U.S. Savings Bonds during the
year if you pay qualified higher educational ex-
penses during the same year. This exclusion is
known as the Education Savings Bond
Program.

Married taxpayers who file separate re-
turns do not qualify for this exclusion.

Form 8815. Use Form 8815, Exclusion of In-
terest from Series EE U.S. Savings Bonds Is-
sued After 1989, to figure your exclusion. At-
tach the form to your Form 1040 or Form

1040A.

Qualified U.S. Savings Bonds. A qualified
U.S. Savings Bond is a Series EE U.S. Savings
Bond issued after 1989. The bond must be is-
sued either in your name (sole owner) or in
your and your spouse’s hames (Co-owners).
You must be at least 24 years old before the
bond'’s issue date.

The date a bond is issued may be earlier
than the date the bond is purchased because
bonds are issued as of the first day of the
month in which they are purchased. You can
designate any individual (including a child) as
a beneficiary of the bond (payable on death).

Verification by IRS. Only Series EE U.S.
Savings Bonds issued after 1989 qualify for
this exclusion. If you claim the exclusion, IRS
will check it by using bond redemption infor-
mation from Department of the Treasury
records.

Qualified expenses. Qualified higher educa-
tional expenses are tuition and fees required
for you, your spouse, or your dependent (for
whom you claim an exemption) to attend an el-
igible educational institution. Qualified ex-
penses do not include expenses for room and
board or for courses involving sports, games,
or hobbies that are not part of a degree

program.

Eligible educational institutions. These
institutions include most public and nonprofit
universities and colleges and certain voca-
tional schools that are eligible for federal
assistance.

Reduction for certain benefits. You must
reduce your qualified higher educational ex-
penses by certain benefits the student may
have received. These benefits include quali-
fied scholarships that are exempt from tax and
any other nontaxable payments (other than
gifts, bequests, or inheritances) received for
educational expenses, such as veterans’ edu-
cational assistance benefits, benefits under a
qualified state tuition program, and employer-
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provided educational assistance benefits. See
Publication 520, Scholarships and Fellow-
ships, for information on qualified
scholarships.

Amount excludable. If the total proceeds (in-
terest and principal) from the qualified U.S.
Savings Bonds you redeem during the year
are not more than your qualified higher educa-
tional expenses for the year, you can exclude
all of the interest. If the proceeds are more
than the expenses, you will be able to exclude
only part of the interest.

To determine the excludable amount, mul-
tiply the interest part of the proceeds by a frac-
tion. The numerator (top part) of the fraction is
the qualified higher educational expenses you
paid during the year. The denominator (bottom
part) of the fraction is the total proceeds you
received during the year.

Example. In April 1996, Mark and Joan, a
married couple, cashed a qualified Series EE
U.S. Savings Bond they bought in November
1991. They received proceeds of $6,212, rep-
resenting principal of $5,000 and interest of
$1,212. In 1996, they helped pay for their
daughter’s college tuition. The qualified higher
educational expenses they paid during 1996
totaled $4,000. They can exclude $780
($1,212 x ($4,000 + $6,212)) of interest in
1996.

Modified adjusted gross income limit.
The interest exclusion is phased out if your
modified adjusted gross income (modified
AGl)is:

e $49,450 to $64,450 for taxpayers filing sin-
gle, or head of household; and

* $74,200 to $104,200 for married taxpayers
filing jointly, or qualifying widow(er) with de-
pendent child.

You do not qualify for the interest exclusion if
your modified AGI is equal to or more than the
upper limit for your filing status.

Note: The modified AGI amounts at which
the exclusion phases out were retroactively in-
creased for tax years beginning in 1993, 1994,
and 1995. If that limit reduced or eliminated
your exclusion in those years, you may be enti-
tled to a refund.

For 1993, the new modified AGI amounts
are:

e $45,500 to $60,500 for taxpayers filing sin-
gle or head of household; and

e $68,250 to $98,250 for married taxpayers
filing jointly, or qualifying widow(er) with de-
pendent child.

For 1994, the new modified AGI amounts
are:
e $46,900 to $61,900 for taxpayers filing sin-
gle or head of household; and
¢ $70,350 to $100,350 for married taxpayers
filing jointly, or qualifying widow(er) with de-
pendent child.

For 1995, the new modified AGI amounts
are:



* $48,100 to $63,100 for taxpayers filing sin-
gle or head of household; and

e $72,150 to $102,150 for married taxpayers
filing jointly, or qualifying widow(er) with de-
pendent child.

If you are entitled to a refund, complete
and file a separate Form 1040X, Amended
U.S. Individual Income Tax Returnfor each tax
year affected. (Generally, an amended return
for 1993 must be filed by April 15, 1997.)

Modified AGI, for purposes of this exclu-
sion, is adjusted gross income (line 16 of Form
1040A or line 31 of Form 1040) figured before
the interest exclusion, and modified by adding
back any:

1) Foreign earned income exclusion,
2) Foreign housing exclusion or deduction,

3) Exclusion of income for bona fide re-
sidents of American Samoa, and

4) Exclusion for income from Puerto Rico.

Use the worksheet in the instructions for
line 9, Form 8815, to figure your modified AGI.
If you have any of the exclusion or deduction
items listed above, add the amount of the ex-
clusion or deduction to the amount on line 5 of
the worksheet, and enter the total on Form
8815, line 9, as your modified AGI.

Note: Because the deduction for interest
expenses attributable to investments is limited
to your net investment income (see Limit on
Investment Interestin Chapter 3), you cannot
figure the deduction until you have figured this
interest exclusion. Therefore, if you had inter-
est expenses attributable to royalties and de-
ductible on Schedule E (Form 1040), you must
make a special computation of your deductible
interest without regard to this exclusion to fig-
ure the net royalty income included in your
modified AGI. You can use a “dummy” Form
4952, Investment Interest Expense Deduc-
tion, to make the computation. On this form,
include in your net investment income your to-
tal interest income for the year from Series EE
U.S. Savings Bonds. Do not attach this form to
your tax return. After you figure this interest ex-
clusion, use a separate Form 4952 to figure
your actual deduction for investment interest
expenses, and attach that form to your return.

If you claim the interest exclusion, you

r_- must keep a written record of the Se-
LI ries EE U.S. Savings Bonds issued af-
ter 1989 that you redeem. Your written record
must include the serial number, issue date,
face value, and redemption proceeds of each
bond. You can use Form 8818, Optional Form
To Record Redemption of Series EE U.S. Sav-
ings Bonds Issued After 1989, to keep this in-
formation. You should also keep bills, receipts,
canceled checks, or other documentation that
shows you paid qualified higher educational
expenses during the year.

U.S.Treasury Bills,
Notes, and Bonds

Treasury bills, notes, and bonds are direct
debts (obligations) of the United States
Government.

Interest income from Treasury bills, notes,
and bonds is subject to federal income tax, but
is exempt from all state and local income
taxes. You should receive Form 1099—-INT
showing the amount of interest (in box 3) that
was paid to you for the year.

Treasury bills. These bills generally have a
13-week, 26-week, or 52—week maturity pe-
riod. They are issued at a discount in denomi-
nations of $10,000 and additional multiples of
$1,000. The difference between the dis-
counted price you pay for the bills and the face
value you receive at maturity is interest in-
come. Report this interest income when the
bill is paid at maturity.

If you reinvest your Treasury bill at its ma-
turity in a new Treasury bill, note, or bond, you
will receive payment for the difference be-
tween the proceeds of the maturing bill (par
amount less any tax withheld) and the
purchase price of the new Treasury security.
However, you must report the full amount of
the interest income on each of your Treasury
bills at the time it reaches maturity. Payments
of principal and interest generally will be
credited to your designated checking or sav-
ings account by direct deposit through the
TREASURY DIRECT system.

Treasury notes and bonds. Treasury notes
have maturity periods ranging from 1 to 10
years. Maturity periods for Treasury bonds are
longer than 10 years. Both of these Treasury
issues generally are issued in denominations
of $1,000 to $1 million. Both notes and bonds
generally pay interest every 6 months. Report
this interest for the year paid. When the notes
or bonds mature, you can redeem these se-
curities for face value.

Treasury notes and bonds are usually sold
by auction with competitive bidding. If, after
compiling the competitive bids, a determina-
tion is made that the purchase price is less
than the par value, you will receive a refund for
the difference between the purchase price
and the par value. This amount is considered a
“discount.” You can disregard the discount
and treat it as zero if it is less than one-fourth
of 1% (.0025) of the face amount multiplied by
the number of full years from the date of origi-
nal issue to maturity. This small discount is
called “de minimis” discount. Examples of
when you can disregard de minimis discount
are shown later in the discussion under Origi-
nal Issue Discount (OID). If the purchase price
is determined to be more than the face
amount, the difference is a premium. (See
Bond Premium Amortization in Chapter 3.)

Retirement, sale, or redemption. For infor-
mation on the retirement, sale, or redemption
of U.S. government obligations, see Capital or
Ordinary Gain or Loss in Chapter 4. Also see
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Nontaxable Trades in Chapter 4 for informa-
tion about trading U.S. Treasury obligations for
certain other designated issues.

Bonds Sold Between

Interest Dates

If you sell bonds between interest payment
dates, part of the sales price represents inter-
est accrued to the date of sale. You must re-
port that part of the sales price as interest in-
come for the year of sale.

If you buy bonds between interest payment
dates, interest accrued before the purchase is
part of the purchase price of the bonds. When
that interest is paid to you, treat it as a return of
your capital investment rather than interest
income.

See Nominee distributions and accrued in-
terest under How To Report Interest Income,
later in this chapter, for information on report-
ing the payment.

Insurance
Life insurance proceeds paid to you as benefi-
ciary of the insured person are not usually tax-
able. But if you receive the proceeds in install-
ments, you must usually report part of each
installment payment as interest income.

For more information about insurance pro-
ceeds received in installments, see Publica-
tion 525.

Interest option on insurance. If you leave
proceeds from life insurance on deposit with
an insurance company under an agreement to
pay interest only, the interest paid to you is
taxable.

Annuity. If you buy an annuity with life insur-
ance proceeds, the annuity payments you re-
ceive are taxed as pension and annuity in-
come, not as interest income. See Publication
939, Pension General Rule (Nonsimplified
Method), for information on taxation of pen-
sion and annuity income.

State or Local Government
Obligations

The interest that you receive on obligations of
a state or local government may or may not be
taxable depending on the type of obligation is-
sued and the nature of the activity funded.
This part of the chapter provides general infor-
mation for an investor on how to treat the inter-
est from certain types of state or local govern-
ment bonds, or other obligations, for income
tax purposes. Transfers of these obligations
are subject to federal estate, gift, and genera-
tion-skipping taxes, even if exempt for income
tax purposes (not subject to income taxes).
The bond issuer should be able to tell you
whether the interest from its obligations is tax-
able or not taxable. The issuer should also
provide you with a periodic (or year-end) state-
ment that indicates the tax treatment of your
investment. If you invested in state or local
government obligations through an arrange-
ment offered by a trust, a fund, or other organi-
zation, that organization should provide you
with statements, or other information, advising
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you of the tax treatment of the interest you re-
ceive on these obligations.

If you want information about the specific
requirements for issuance of state or local
government obligations, consult the issuing
government agency or refer to section 103
and sections 141 through 150 of the Internal
Revenue Code, and their related regulations.

If you receive a Form 1099—INT for tax-ex-
empt interest, see Tax-exempt interest in-
come under How to Report Interest Income,
later in this chapter.

Tax-exempt interest on state or local obli-
gations. Generally, interest on obligations
used to finance government operations is not
taxable if the obligations are issued by a state,
the District of Columbia, a possession of the
United States, or any of their political subdivi-
sions. Political subdivisions can include:

¢ Port authorities,

e Toll road commissions,

e Utility services authorities,

e Community redevelopment agencies,

¢ Qualified volunteer fire departments (for
certain obligations issued after 1980), and

¢ Similar bodies created for public functions.

Generally, a bond must be in registered form
(if issued after June 30, 1983) for the interest
to be tax exempt.

The interest is not taxable even if you re-
ceive it on a debt evidenced only by an ordi-
nary written agreement of purchase and sale,
rather than on a bond. Generally, it is also not
taxable if paid by an insurer on default by the
state or political subdivision.

Interest on obligations issued after 1982 by
an Indian tribal government, which is treated
as a state, is generally exempt from tax. The
obligations must be part of an issue of which
substantially all of the proceeds are to be used
in the exercise of any essential government
function. However, except for interest on cer-
tain bonds for tribal manufacturing facilities, in-
terest on the tribal government’s private activ-
ity bonds is taxable. Private activity bonds are
discussed later.

Empowerment zone or enterprise com-
munity. Interest on certain bonds issued to
help qualified businesses finance qualified
property located in an empowerment zone or
enterprise community is tax exempt. Empow-
erment zones and enterprise communities
were designated in 1994 and 1995.

Information-reporting requirement. If
you are required to file a tax return and you re-
ceived or accrued any tax-exempt interest in-
come, you must show that interest on your re-
turn. This is an information-reporting
requirement and does not convert tax-exempt
interest to taxable interest. See How To Re-
port Interest Income, later in this chapter.

Taxable interest on state or local obliga-
tions. Interest on state or local obligations is-
sued after 1983 that are federally guaranteed
is generally taxable. This applies to interest on
an obligation issued after April 14, 1983, if the
obligation is issued as part of an issue and a
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significant part of the proceeds of the issue is
to be directly or indirectly invested in federally
insured deposits or accounts. There are ex-
ceptions to this rule.

Interest on obligations guaranteed by the
following U.S. Government agencies is not
taxable:

¢ Bonneville Power Authority

e Department of Veterans Affairs

¢ Federal Home Loan Mortgage Corporation
¢ Federal Housing Administration

¢ Federal National Mortgage Association

e Government National Mortgage
Corporation

¢ Resolution Funding Corporation

e Student Loan Marketing Association

Mortgage revenue bonds. The proceeds
of these bonds are used to finance mortgage
loans for homebuyers. Generally, interest on
state or local government home mortgage
bonds issued after April 24, 1979, is taxable
unless the bonds are qualified mortgage
bonds or qualified veterans’ mortgage bonds.

Arbitrage bonds. Interest on arbitrage
bonds issued by state or local governments
after October 9, 1969, is taxable. An arbitrage
bond is an obligation issued by a state or local
government, any portion of the proceeds of
which is used to buy (or to replace funds used
to buy) materially higher yielding investments.
However, if the bond proceeds are part of a
reasonably required reserve or replacement
fund or invested for a temporary period until
they are needed for the bond’s original pur-
pose, the bond is not treated as an arbitrage
bond.

Private activity bonds. Interest on a pri-
vate activity bond that is not a qualified bond
(defined below) is taxable. Generally, a pri-
vate activity bond is part of a state or local
bond issue of which:

1) More than 10% of the proceeds of the is-
sue is to be used by a private business,
and

2) More than 10% of the payment of the
principal or interest is:

a) Secured by an interest in property used
or to be used by a private business (or
payments in respect of this property), or

b) Derived from payments for property (or
borrowed money) used or to be used by
a private business.

A bond is also considered a private activity
bond if it meets the private loan financing test.
This test is met if the amount of the proceeds
to be used to make or finance loans to per-
sons other than government units is more than
5% of the proceeds or $5 million (whichever is
less).

Interest on a private activity bond that is a
qualified bond is tax exempt. A qualified bond
is an exempt-facility bond, qualified student
loan bond, qualified small issue bond, qualified
redevelopment bond, qualified mortgage
bond, qualified veterans’ mortgage bond, or
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qualified 501(c)(3) bond (a bond issued for the
benefit of certain tax-exempt organizations).
Interest that you receive on these tax-ex-
empt bonds (except qualified 501(c)(3)
bonds), if issued after August 7, 1986, gener-
ally is a “tax preference item” and may be sub-
ject to the alternative minimum tax. See Form
6251 and its instructions for more information.

Original issue discount on tax-exempt
bonds. The original issue discount (OID) on
these bonds is not taxable. Any gain on their
sale or redemption that is not more than your
part of the OID is treated as nontaxable inter-
est. Do not include this part of the gain in your
income.

However, you must accrue OID on a tax-
exempt obligation issued after September 3,
1982, that you acquired after March 1, 1984,
to determine its basis when you dispose of it.
See Original issue discount (OID) on debt in-
struments under Stocks and Bonds, in Chap-
ter 4.

Stripped tax-exempt bonds or coupons.
You must accrue OID on any stripped tax-ex-
empt bond or coupon. A portion of this OID
may be taxable. See Stripped Bonds and Cou-
pons later under Discount on Debt
Instruments.

Redeemed before maturity. If a state or
local bond issued after June 8, 1980, is re-
deemed before it matures, the part of the OID
that is earned while you hold the bond is not
taxable to you. However, you must report the
unearned part of the OID as a capital gain.

If a state or local bond that was issued
before June 9, 1980, is redeemed before it
matures, the OID is not taxable to you.

Example. On July 1, 1980, the date of is-
sue, you bought a 20-year, 6% municipal
bond for $800. The face amount of the bond
was $1,000. The $200 discount was OID. At
the time the bond was issued, the issuer had
no intention of redeeming it before it matured.
The bond was callable at its face amount be-
ginning 10 years after the issue date.

The issuer redeemed the bond at the end
of 16 years (July 1, 1996) for its face amount of
$1,000 plus accrued annual interest of $60.
Four-fifths (192 months + 240 months) of the
OID is interest earned during the time you held
the bond. This interest, $160, is not taxable.
The $60 accrued annual interest also is not
taxable. However, the balance of the OID,
$40, is not interest earned during the time you
held the bond. You must report this unearned
part of the OID as a capital gain.

Market discount on tax-exempt bonds. Any
gain from market discount on tax-exempt
bonds is taxable when you dispose of or re-
deem the bonds. If you bought the tax-exempt
bonds after April 30, 1993, the gain from mar-
ket discount is ordinary income. If you bought
the tax-exempt bonds before May 1, 1993, the
gain from market discount is capital gain.

You figure market discount by subtracting
the price you paid for the bond from the total of
the original issue price of the bond and the
amount of OID that represented interest to any
earlier holders. For information on taxable
market discount bonds, see the discussion



under Market Discount Bonds in the following
section.

Discount on
Debt Instruments

Terms you may need to know (see
Glossary):

Market discount

Market discount bond
Original issue discount (OID)
Premium

In general, a debt instrument, such as a bond,
note, debenture, or other evidence of indebt-
edness, that bears no interest or bears inter-
est at a lower than current market rate will usu-
ally be issued at less than its face amount.
This discount is, in effect, additional interest
income. The following are some of the types of
discounted debt instruments.

e Corporate bonds

¢ Municipal bonds

¢ Certificates of deposit

* Notes between individuals

e Stripped bonds and coupons
¢ Collateralized debt obligations

The discount on these instruments (except
municipal bonds) is taxable in most instances.
The discount on municipal bonds generally is
not taxable (but see State or Local Govern-
ment Obligations, earlier, for exceptions). See
also REMICs and Other CDOs, later, for infor-
mation about applying the rules discussed in
this section to the regular interest holder of a
REMIC or other CDO.

Original Issue Discount (OID)

Original issue discount (OID) is a form of inter-
est. You report OID as it accrues, whether or
not you receive any payments from the bond
issuer.

A long-term debt instrument generally has
OID when the instrument is issued for a price
that is less than its stated redemption price at
maturity (principal amount). The amount of
OID is the difference between the principal
amount and the issue price of the instrument.

All long-term instruments that pay no inter-
est before maturity are presumed to be issued
at a discount. Zero coupon bonds are one ex-
ample of these instruments.

The OID rules do not apply to short-term
obligations (those with a fixed maturity date of
one year or less from date of issue). See Dis-
count on Short-Term Obligations, later.

For information about the sale of a debt in-
strument with OID, see Chapter 4.

De minimis OID. You can disregard the dis-
count and treat it as zero if it is less than one-
fourth of 1% (.0025) of the stated redemption
price at maturity multiplied by the number of
full years from the date of original issue to ma-
turity. This small discount is known as “‘de
minimis ” OID.

Example 1. You bought a 10—year bond
with a stated redemption price at maturity of
$1,000, issued at $980 and having OID of $20.
One-fourth of 1% of $1,000 (stated redemp-
tion price) times 10 (number of full years from
the date of original issue to maturity) equals
$25. Because the $20 discount is less than
$25, you can disregard the OID.

Example 2. Assume the same facts as in
Example 1, except that the bond was issued at
$950. The OID is $50. Because the $50 dis-
count is more than the $25 figured in Example
1, you must report the OID.

Debt instrument bought after original
issue. If you buy a debt instrument with de
minimis OID at a premium, the OID is not in-
cludible in income. If you buy a debt instrument
with de minimis OID at a discount, the discount
is reported under the market discount rules.
See Market Discount Bonds, later in this
chapter.

Form 1099-OID. The issuer of the debt in-
strument (or your broker, if you held the instru-
ment through a broker) should give you Form
1099-0ID, Original Issue Discount, or a similar
statement, if the total OID for the calendar
year is $10 or more. Form 1099-0ID shows
the amount of OID for the period in 1996 that
you held the bond. It also will show the stated
interest that you must include in your income.
A copy of Form 1099-0OID will be sent to the
IRS. Do not file your copy with your return.
Keep it for your records. See Recomputation
of OID shown on Form 1099-OID, later in this
discussion, and also Original issue discount
(OID)under How To Report Interest Income,
later in this chapter, for more information.

If you had OID for 1996 but did not receive
a Form 1099-0ID, see Publication 1212, List
of Original Issue Discount Instruments. Publi-
cation 1212 lists total OID on certain debt in-
struments and gives information on figuring
OID. If your debt instrument is not listed in
Publication 1212, consult the issuer for further
information about the OID that accrued for
1996.

Nominee. If someone else is the holder of
record (the registered owner) of an OID instru-
ment that belongs to you and receives a Form
1099-0ID on your behalf, that person must
give you a Form 1099-OID.

Debt instrument bought at a premium. If
you bought an OID debt instrument at a pre-
mium, you do not have to report any OID as or-
dinary income. You buy a debt instrument at a
premium if its adjusted basis immediately af-
ter purchase is greater than the total of all
amounts payable on the instrument after the
purchase date, other than qualified stated in-
terest. Premium is not the same as “acquisi-
tion premium,” discussed later in this section.

When you sell or redeem an instrument
bought at a premium, the difference between
the sale or redemption price and your
purchase price is a capital gain or loss.

Qualified stated interest. This is stated
interest that is unconditionally payable in cash
or property (other than debt instruments of the
issuer) at least annually at a fixed rate.

Chapter 1

Exceptions to reporting OID. The OID rules
discussed here for publicly offered, long-term
instruments do not apply to the following debt
instruments:

1) Tax-exempt obligations (however, see
Stripped tax-exempt obligations later),

2) U.S. Savings Bonds,

3) Short-term debt instruments (those with a
fixed maturity date of not more than one
year from the date of issue),

4) Obligations issued by an individual before
March 2, 1984, and

5) Loans between individuals, if:

a) The lender is not in the business of
lending money,

b) The amount of the loan, plus the
amount of any outstanding prior loans,
is $10,000 or less, and

c) Avoiding any federal tax is not one of
the principal purposes of the loan.

Debt instruments issued after 1954 and
before May 28, 1969 (or before July 2, 1982,
if a government instrument). For these in-
struments, you pay no tax on the OID until the
year you sell, exchange, or redeem the instru-
ment. If a gain results, and if the instrument is
a capital asset, the amount of the gain equal to
the OID is taxed as ordinary interest income.
The balance of the gain is capital gain. If there
is a loss on the sale of the instrument, the en-
tire loss is a capital loss and no reporting of
OID isrequired.

In general, the amount of gain taxed as or-
dinary interest income equals the following
amount:

Number of full

months you

held the instrument x Original Issue Discount
Number of full

months from date

of original issue

to date of maturity

Debt instruments issued after May 27, 1969
(or after July 1, 1982, if a government in-
strument), and before 1985. If you hold
these debt instruments as capital assets, you
must include a part of the discount in your
gross income each year that you own the in-
struments. Your basis in the instrument is in-
creased by the amount of OID that you include
in your gross income.

Debt instruments issued after 1984. For
these debt instruments, you report the total
OID that applies each year regardless of
whether you hold that debt instrument as a
capital asset. Your basis in the instrument is
increased by the amount of OID that you in-
clude in your gross income.

Recomputation of OID shown on Form
1099-0ID. You must recompute the OID
shown in box 1 of Form 1099-0ID if either of
the following apply:
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1) You bought the debt instrument after its
original issue and paid a premium (as ex-
plained earlier in this section) or an acqui-
sition premium, or

2) The debt instrument is a stripped bond or
a stripped coupon (these include certain
zero coupon instruments), as described
later in this chapter under Stripped Bonds
and Coupons.

For each of these situations, see Figuring OID
on Long-Term Debt Instruments in Publica-
tion 1212, which provides detailed information
and examples about figuring the amount of
OID to report on your income tax return. The
rules for figuring OID are broken down in Pub-
lication 1212 to reflect the specific computa-
tions that apply to:

e Corporate debt instruments issued before
July 2,1982,

e All debt instruments issued after July 1,
1982, and before 1985, and

e Allinstruments issued after 1984.

See Original issue discount (OID) under
How To Report Interest Income, later in this
chapter, for information about reporting the
correct amount of OID on Schedule B (Form
1040).

Acquisition premium. You purchase a
debt instrument at an acquisition premium if
its adjusted basis immediately after purchase
(including purchase at original issue) is:

1) Less than or equal to the total of all
amounts payable on the instrument after
the purchase date, other than qualified
stated interest (defined under Debt in-
strument bought at a premium, earlier,
and

2

~

Greater than its adjusted issue price (the
issue price plus the OID previously ac-
crued, minus any payment previously
made on the instrument other than quali-
fied stated interest).

Acquisition premium reduces the amount of
OID includible in your income.

Recomputation of periodic interest shown
on Form 1099-0ID. If you disposed of a cor-
porate debt instrument or acquired it from an-
other holder during 1996, see Bonds Sold Be-
tween Interest Dates, earlier, for information
about the treatment of periodic interest that
may be shown in box 2 of Form 1099-OID for
that instrument.

Certificates of deposit (CD) and similar de-
posit arrangements. If you purchase a CD or
a similar deposit arrangement and the receipt
of interest is postponed for more than one
year, you must include in income each year a
part of the total interest due and report it in the
same manner as other original issue discount
(OID).

Examples of these deposit arrangements
with banks, building and loan associations,
etc., include:

e Certificates of deposit
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e Time deposits

e Bonus plans

e Savings certificates

e Deferred income certificates
e Bonus savings certificates

e Growth savings certificates

Bearer certificates of deposit. These
are not issued in the depositor’'s name and are
transferable from one individual to another.
They are issued by banks for a certain period,
usually a number of years. Interest is usually
not paid until the certificates are redeemed by
the bank at the end of this period.

Banks must provide the IRS and the per-
son redeeming the bearer certificate with a
Form 1099—INT.

Certificates of deposit issued after 1982
generally must be in registered form. For more
information, see Obligations issued in bearer
form under Investment Property in Chapter 4.

Time deposit open account arrange-
ment. This is an arrangement with a fixed ma-
turity date in which deposits are made on a
schedule arranged between you and your
bank. But there is no actual payment or con-
structive receipt of interest until the fixed ma-
turity date is reached. For instance, you and
your bank enter into an arrangement under
which you agree to deposit $100 each month
for a period of 5 years. Interest will be com-
pounded twice a year at 7 ¥-%, but payable
only at the end of the 5—year period. You must
include a part of the interest in your income
each year.

All deposits under such an arrangement
are part of a single obligation, but you must fig-
ure the OID separately for each deposit. Each
year the financial institution must give you
Form 1099-0ID to show you the amount you
must include in your income for the year.

Redemption. If, before the maturity date,
you redeem a deferred interest account for
less than its stated redemption price at matur-
ity, you can deduct the amount of OID that you
previously included in income but did not
receive.

Partial redemption. If you redeem only a
part of a deferred interest account before the
maturity date, the adjusted basis of the unre-
deemed part of the obligation on the date of
partial redemption is equal to the adjusted ba-
sis of the entire obligation on that date minus
the amount paid on the redemption.

Face-amount certificates. These certifi-
cates are subject to the OID rules. They are a
form of endowment contract issued by insur-
ance or investment companies for either a
lump-sum payment or periodic payments, with
the face amount becoming payable on the
maturity date of the certificate.

If you paid a lump sum, the difference be-
tween the face amount and the amount you
paid for the contract is OID. You must include
a part of the OID in your income over the term
of the certificate.

If you make periodic payments, you figure
the OID for each payment separately.
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The issuer must give you a statement on
Form 1099-0ID indicating the amount you
must include in your income each year.

Stripped Bonds and Coupons

The act of stripping one or more coupons from
a bond and selling the bond or the coupons
causes the bond and coupons to be treated
as separate debt instruments issued with OID.

Stripped bond or coupon. A stripped bond is
a bond issued at any time with interest cou-
pons where there is a separation of ownership
between the bond and any coupon that has
not yet become payable. A stripped coupon is
any coupon (including any right to receive in-
terest on a bond) relating to a stripped bond.

The holder of a stripped bond has the right
to receive the principal (or “corpus”) pay-
ment. The holder of a stripped coupon has the
right to receive interest on the bond.

Stripped bonds and stripped coupons
include:

1) Zero coupon instruments available
through either the Department of the
Treasury’s STRIPS program or govern-
ment-sponsored enterprises such as the
Resolution Funding Corporation and the
Financing Corporation, and
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Instruments backed by U.S. Treasury se-
curities that represent ownership inter-
ests in those securities.

Examples include obligations backed by U.S.

Treasury bonds that are offered primarily by
brokerage firms (variously called CATS,
TIGRs, etc.).

Seller of stripped bond or coupon. If you
strip coupons from a bond and sell the bond or
coupons, include in income the interest that
accrued while you held the bond before the
date of sale to the extent you did not previ-
ously include this interest in your income. For
an obligation that you acquire after October
22, 1986, you must also include the market
discount that accrued before the date of sale
of the stripped bond (or coupon) to the extent
you did not previously include this discount in
your income.

Add the interest and market discount that
you include in income to the basis of the bond
and coupons. Allocate this adjusted basis be-
tween the items you keep and the items you
sell, based on the fair market value of the
items. The difference between the sale price
of the bond (or coupon) and the allocated ba-
sis of the bond (or coupon) is your gain or loss
from the sale.

Any item you keep is treated as an OID
bond originally issued and purchased by you
on the sale date of the other items. If you keep
the bond, treat the amount of the redemption
price of the bond that is more than the basis of
the bond as the OID. If you keep the coupons,
treat the amount payable on the coupons that
is more than the basis of the coupons as the
OID.



Purchaser of stripped bond or coupon. If
you purchase a stripped bond or stripped cou-
pon, the bond or coupon is treated as if it were
originally issued on the date you purchase it. If
you purchase a stripped bond, treat as the
OID any of the stated redemption price at ma-
turity that is more than the bond’s purchase
price (your acquisition price). If you purchase
the stripped coupon, treat as the OID any of
the amount payable on the due date of the
coupon that is more than the coupon’s
purchase price (your acquisition price).

Figuring OID on stripped bonds and cou-
pons. The rules for figuring OID on stripped
bonds and stripped coupons depend on the
date the debt instruments were purchased,
not the date issued. For information about fig-
uring the correct amount of OID on these in-
struments to include in your income, see Fig-
uring OID on Stripped Bonds and Coupons in
Publication 1212. However, owners of
stripped bonds and coupons should not rely
on the OID shown in Section Il of Publication
1212, because the amounts listed in Section Il
for stripped bonds or coupons are figured
without reference to the date or price at which
you acquired them.

Stripped tax-exempt obligations. You do
not have to pay tax on OID on any stripped
tax-exempt bond or coupon that you bought
before June 11, 1987. However, if you ac-
quired it after October 22, 1986, you must ac-
crue OID on such an instrument to determine
its basis when you dispose of it. See Original
issue discount (OID) on debt instruments
under Stocks and Bonds, in Chapter 4.

You may have to pay tax on part of the OID
on stripped tax-exempt bonds or coupons that
you bought after June 10, 1987. You deter-
mine the OID on the stripped bond or coupon
under the general rule for these obligations.
The amount by which this amount is more
than the amount determined to be OID under
the rule for tax-exempt stripped bonds or cou-
pons as explained in Publication 1212 is
treated as OID on an obligation that is not tax
exempt.

This rule does not apply if the stripped
bond or coupon was held for sale on June 10,
1987, in the ordinary course of the holder’s
trade or business. Nor does it apply to a per-
son who purchased it from such a holder.

Market Discount Bonds
A market discount bond is any bond having
market discount except:

1) Short-term obligations (those with fixed
maturity dates of up to one year from the
date of issue),

2) Tax-exempt obligations that you bought
before May 1, 1993,

3) U.S. Savings Bonds, and
4) Certain installment obligations.
Market discount arises when the value of a

debt obligation decreases after its issue date,
generally because of an increase in interest

rates. If you buy a bond on the secondary mar-
ket, it may have market discount.

If you dispose of a market discount bond,
you generally must recognize the gain as taxa-
ble interest income up to the amount of the
bond’'s accrued market discount, if:

1) The bond was issued after July 18, 1984,
or

2) You purchased the bond after April 30,
1993.

The rest of the gain is a capital gain if the bond
was a capital asset. See also Special rule for
market discount bonds with partial principal
payments, later in this discussion.

A different rule applies if you dispose of a
market discount bond that was:

1) Issued before July 19, 1984, and
2) Purchased by you before May 1, 1993.

In that case, any gain is treated as interest in-

come up to the amount of the deferred inter-
est expense you are allowed to deduct in the
year you dispose of the bond. The rest of the
gain is capital gain. (Deferred interest ex-
pense is discussed in Chapter 3.)

Market discount. Market discount is the
amount of the stated redemption price of a
bond at maturity that is more than your basis
in the bond immediately after you acquire it.
You disregard market discount and treat it as
zero if the market discount is less than one-
fourth of 1% (.0025) of the stated redemption
price of the bond multiplied by the number of
full years to maturity (after you acquire the
bond).

If a market discount bond also has OID,
the market discount is the sum of the bond’s
issue price, plus the total OID includible in the
gross income of all holders before you ac-
quired the bond, reduced by your basis in the
bond immediately after you acquired it.

Bonds acquired at original issue. Generally,
the accrued market discount rules in effect for
a market discount bond issued after July 18,
1984, do not apply to a bond that you acquired
at original issue. If your adjusted basis in a
bond is determined by reference to the ad-
justed basis of another person who acquired
the bond at original issue, you are also consid-
ered to have acquired it at original issue. How-
ever, the accrued market discount rules apply
to these bonds if:

1) Your cost basis in the bond is less than
the bond'’s issue price; or

2) The bond you held was issued in ex-
change for a market discount bond under
a plan of reorganization. (The accrued
market discount rules, however, do not
apply if the bond is issued in exchange for
a market discount bond issued before
July 19, 1984, and the terms and interest
rates of both bonds are identical.)

Accrued market discount. The accrued mar-
ket discount is figured in one of two ways.
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Ratable accrual method. Treat the mar-
ket discount as accruing in equal daily install-
ments during the period you hold the bond.
The daily installments are determined by di-
viding the market discount by the number of
days after the date you acquired the bond, up
to and including its maturity date. Multiply the
daily installments by the number of days you
held the bond to determine your accrued mar-
ket discount.

Constant yield method. Instead of using
the ratable accrual method, you can choose
to determine the accrued discount using a
constant interest rate method (the constant
yield). Make this choice by attaching to your
timely filed return a statement identifying the
bond and stating that you are making a con-
stant interest rate election. The choice takes
effect on the date you acquired the bond. If
you choose to use this method for any bond,
you cannot change your choice for that bond.

For information about using the constant
yield method, see Publication 1212. If you are
using this computation method for a market
discount bond, treat the bond as being issued
on the date you acquire it. Treat the amount of
your basis (immediately after you acquire the
bond) as the issue price. Then apply the
formula shown in Publication 1212.

Choosing to include market discount in in-
come currently. Instead of recognizing inter-
estincome when you dispose of a market dis-
count bond as previously discussed, you can
choose to include market discount in your in-
terest income for the year in which it is ac-
crued. You can use either the ratable accrual
method or the constant yield method to figure
the amount includible in income.

You can make this choice if you have not
revoked any such prior choice within the last 5
calendar years. Make the choice by attaching
to your timely filed return a statement in which
you:

1) State that you have included market dis-
count in your gross income under section
1278(b) of the Internal Revenue Code,
and

2) Describe the method you used to deter-
mine the market discount for the year.

If you make this choice, the interest-defer-
ral rule discussed later in Chapter 3 will not ap-
ply. Once you make this choice, it will apply to
all market discount bonds that you acquire
during the tax year and in later tax years. You
increase the basis of your bonds by the
amount of market discount you include in your
income. You cannot revoke your choice with-
out the consent of the IRS.

For debt instruments with market discount
acquired after April 3, 1994, also see Election
To Report All Interest as OID, later. If you
make that election, you must use the constant
yield method.

Special rule for market discount bonds
with partial principal payments. For market
discount bonds that you acquire after October
22,1986, you must include any partial princi-
pal payment that you receive for the bond in
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your gross income as ordinary income to the
extent of that bond’s accrued market dis-
count. If you dispose of a market discount
bond on which you received a partial principal
payment, reduce the amount of accrued mar-
ket discount reportable at disposition by the
amount of any partial principal payment that
you previously included in your gross income.

For a market discount bond acquired after
October 22, 1986, on which the principal is
paid in more than one payment, special in-
terim guidelines are provided (until Treasury
regulations are issued) for determining ac-
crued market discount. If you are a holder of
this type of debt instrument, you can choose
to accrue market discount:

1) On the basis of the constant yield
method, described earlier,

2) In proportion to the accrual of OID for any
accrual period, if the debt instrument has
OID, or

3) In proportion to the amount of stated in-
terest paid in the accrual period, if the
debt instrument has no OID.

Under method (2) above, you can accrue
market discount during a period by multiplying
the total remaining market discount by a frac-
tion. The numerator (top part) of the fraction is
the OID for the period and the denominator
(bottom part) is the total remaining OID at the
beginning of the period.

Under method (3) above, you can accrue
market discount during a period by multiplying
the total remaining market discount by a frac-
tion. The numerator is the stated interest paid
in the accrual period and the denominator is
the total stated interest remaining to be paid
at the beginning of the accrual period.

Discount on

Short-Term Obligations

Most cash-basis individuals include any dis-
count on short-term obligations (those with a
fixed maturity date of one year or less from the
date of issue) in income for the year the obli-
gations mature or are sold or exchanged at a
gain. The rules for reporting gain on dis-

counted debt instruments as ordinary interest
income are explained in Chapter 4, in the dis-
cussion of investment property under Capital
or Ordinary Gain or Loss.

Holders of certain short-term obligations,
however, must include the accrued discount
on these obligations, as well as any other ac-
crued interest payable on the obligations, in
current income. The basis of these obligations
is increased by the amount of discount in-
cluded in income. This current income inclu-
sion rule applies to any short-term obligation
that is:

1) Held by an accrual-basis taxpayer,

2) Held primarily for sale to customers in the
ordinary course of your trade or business,

3) Held by a bank, regulated investment
company, or common trust fund,

4) Held by certain pass-through entities,

5) Identified as part of a hedging transac-
tion, or
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6) A stripped bond or stripped coupon held
by the person who stripped the bond or
coupon (or by any other person whose
basis in the obligation is determined by
reference to the basis in the hands of that
person).

Government obligations. If you hold an obli-
gation described above that is a short-term
government obligation (other than a tax-ex-
empt obligation), you must include in your in-
come for the current year the accrued acquisi-
tion discount plus any other accrued interest
payable on the obligation.

The acquisition discount is the stated re-
demption price at maturity minus your basis.
Find the amount to include in your income for
the tax year by using either the ratable ac-
crual method, or the constant yield method
discussed previously in Accrued market dis-
count under Market Discount Bonds .

If you choose to use the constant yield
method to figure accrued acquisition discount,
treat the cost of acquiring the obligation as the
issue price. If you choose to use this method,
you cannot change your choice.

Nongovernment obligations. If you hold one
of the obligations listed above that is not a
government obligation, apply the current in-
come inclusion rules described earlier for gov-
ernment obligations by taking into account the
amount of OID rather than the acquisition dis-
count. If you choose the constant yield
method to figure accrued OID, use the obliga-
tion’s issue price in applying that method.

Choosing to include accrued acquisi-
tion discount in current income. You can
choose to report accrued acquisition discount
rather than accrued OID on these short-term
obligations. Your choice will apply to the year
for which it is made and to all later years and
cannot be changed without the consent of the
IRS.

You must make your choice by the due
date of your return, including extensions, for
the first year for which you are making the
choice. Attach a statement to your return or
amended return indicating:

1) Your name, address, and social security
number,

2) The choice you are making and that it is
being made under section 1283(c)(2) of
the Internal Revenue Code,

3) The period for which the choice is being
made and the obligation to which it ap-
plies, and

4) Any other information necessary to show
you are entitled to make this choice.

Choosing to include accrued discount and
other interest in current income. If you ac-
quire short-term discount obligations that are
not subject to the rules for current inclusion in
income of the accrued discount and other in-
terest, you can choose to have those rules ap-
ply. This choice applies to all short-term obli-
gations you acquire during the year and in all
later years. It cannot be changed without the
consent of the IRS.
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If you make this choice, the rule that defers
interest expense deductions will not apply.
(See Deferral of Interest Deduction on Short-
Term Obligations under Interest Expenses in
Chapter 3.)

The procedures to use in making this
choice are the same as those described for
choosing to include acquisition discount on
nongovernment obligations in current income.
However, you should indicate that you are
making the choice under section 1282(b)(2) of
the Internal Revenue Code.

Election To Report
All Interest as OID

Generally, you can elect to treat all interest on
a debt instrument acquired after April 3, 1994,
as OID and include it in income currently. For
purposes of this election, interest includes
stated interest, acquisition discount, OID, de
minimis OID, market discount, de minimis
market discount, and unstated interest as ad-
justed by any amortizable bond premium or
acquisition premium. See Election to report all
interest as OID under Information for Owners
of OID Debt Instruments in Publication 1212
for details. Also, see Treasury Regulation
1.1272-3.

When To Report
Interest Income

Terms you may need to know
(see Glossary):

Accrual method
Cash method

When you report your interest income de-
pends on whether you use the cash method or
an accrual method to report income.

Cash method. If you use this method, you
generally report your interest income in the
year in which you actually or constructively re-
ceive it. Most individual taxpayers use this
method. However, there are special rules for
reporting the discount on certain debt instru-
ments. See U.S. Savings Bonds and Discount
on Debt Instruments, earlier.

Example. On September 1, 1994, you
loaned $2,000 at 12% a year. The note stated
that principal and interest would be due on Au-
gust 31, 1996. In 1996, you received $2,480
(%$2,000 principal and $480 interest). If you use
the cash method, you must include in income
on your 1996 return the $480 interest you re-
ceived in 1996.

Constructive receipt. You constructively
receive income when it is credited to your ac-
count or made available to you. You do not
need to have physical possession of it. For ex-
ample, you are considered to receive interest,
dividends, or other earnings on any deposit or
account in a bank, savings and loan, or similar
financial institution, or interest on life insur-
ance policy dividends left to accumulate,
when they are credited to your account and
subject to your withdrawal. This is true even if
they are not yet entered in your passbook.
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You constructively receive income on the
deposit or account even if you must:

1) Make withdrawals in multiples of even
amounts,

2) Give a notice to withdraw before making
the withdrawal,

3) Withdraw all or part of the account to
withdraw the earnings, or

4) Pay a penalty on early withdrawals, un-
less the interest you are to receive on an
early withdrawal or redemption is sub-
stantially less than the interest payable at
maturity.

You constructively receive interest when it
is credited to your account under a long-term
savings plan that does not let you withdraw in-
terest until a specific date, if the plan lets you
freely withdraw your deposits of principal.

Accrual method. If you use an accrual
method, you report your interest income when
you earn it, whether or not you have received
it.

Example. If, in the previous example, you
use an accrual method, you must include the
interest in your income as you earn it. You
would report the interest as follows: 1994,
$80; 1995, $240; and 1996, $160.

Coupon bonds. Interest on coupon bonds is
taxable in the year the coupon becomes due
and payable. It does not matter when you mail
the coupon for payment.

How To Report
Interest Income

Terms you may need to know
(see Glossary):

Nominee
Original issue discount (OID)

Generally, you report all of your taxable inter-
est income on line 8a, Form 1040; line 8a,
Form 1040A; or line 2, Form 1040EZ.

Limits on use of Form 1040EZ. You cannot
use Form 1040EZ if any of the following are
true.

1) Your interest income is more than $400.

2) You are excluding interest under the Edu-
cation Savings Bond Program.

3) You received interest as a nominee (that
is, in your name but the interest actually
belongs to someone else).

4) Youreceived a Form 1099—INT for U.S.
Savings Bond interest that includes
amounts you reported before 1996.

Instead, you must complete the schedules for
Form 1040A or Form 1040, as described later.

In addition, you cannot use Form 1040EZ
if you must use Form 1040, as described next.

Required use of Form 1040. You must use
Form 1040 instead of Form 1040A or Form
1040EZ if:

1) You are reporting OID in an amount more
or less than the amount shown on Form
1099-0ID,

2) You received or paid accrued interest on
securities transferred between interest
payment dates,

3) You acquired taxable bonds after 1987
and choose to reduce interest income
from the bonds by any amortizable bond
premium (discussed in Chapter 3 under
Bond Premium Amortization), or

4) You forfeited interest income because of
the early withdrawal of a time deposit.

Reporting tax-exempt interest. If you had
any tax-exempt interest income, or exempt-in-
terest dividends from a mutual fund, you
should report the total of this tax-exempt in-
come on line 8b of Form 1040A or Form 1040.
If you file Form 1040EZ, write “TEI” in the
space to the right of the words ““Form
1040EZ” on line 2. After “TEI,” show the
amount of your tax-exempt interest, but do not
add tax-exempt interest in the total on Form
1040EZ, line 2.
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Form 1099-INT. Your taxable interest in-
come, except for interest from U.S. Savings
Bonds and Treasury obligations, is shown in
box 1 of Form 1099-INT. Add this amount to
any other taxable interest income you re-
ceived. You must report all of your taxable in-
terest income even if you do not receive a
Form 1099—INT.

If you forfeited interest income because of
the early withdrawal of a time deposit, the de-
ductible amount will be shown on Form 1099-
INT, in box 2 (early withdrawal penalty). If an
amount appears in box 2, file Form 1040, and
report this amount on line 28 (penalty on early
withdrawal of savings).

Box 3 of Form 1099—INT shows the
amount of interest income you received from
U.S. Savings Bonds, Treasury bills, Treasury
notes, and Treasury bonds. Include the
amount shown in box 3 in your total taxable in-
terest income, unless it includes an amount
previously included in interest income. If part
of the amount shown in box 3 was previously
included in interest income, see Interest from
U.S. Savings Bonds, later. If you redeemed
U.S. Savings Bonds you bought after 1989
and you had qualified educational expenses,
see Form 8815, later.

Box 4 of Form 1099-INT (federal income
tax withheld) will contain an amount if you
were subject to backup withholding. You may
have been subject to backup withholding if, for
example, you did not furnish your social secur-
ity number to a payer. Report the amount from
box 4 on Form 1040EZ, line 7, on Form
1040A, line 29a, or on Form 1040, line 52 (fed-
eral income tax withheld).

If there are entries in boxes 5 and 6 of
Form 1099-INT, you must file Form 1040. Re-
port the amount shown in box 5 (foreign tax
paid) on Form 1116, Foreign Tax Credit, un-
less you deduct this amount on Schedule A of
Form 1040 as “Other taxes.” For more infor-
mation on the credit and deduction, see Publi-
cation 514, Foreign Tax Credit for Individuals.
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Form 1099-0ID. The taxable OID on a dis-
counted obligation for the part of the year you
owned it is shown in box 1 of Form 1099-OID.
Include this amount in your total taxable inter-
est income. You must report all taxable OID
even if you do not receive a Form 1099-0OID.

Box 2 of Form 1099-0ID shows any taxa-
ble interest on the obligation other than OID.
Add this amount to the OID shown in box 1
and include the result in your total taxable
income.

If you forfeited interest or principal on the
obligation because of an early withdrawal, the
deductible amount will be shown in box 3. If an
amount appears in box 3, file Form 1040 and
report this amount on line 28.

Box 4 of Form 1099-0ID will contain an
amount if you were subject to backup with-
holding. Report the amount from box 4 on
Form 1040EZ, line 7, on Form 1040A, line
29a, or on Form 1040, line 52.

Interest from U.S. Savings Bonds. If you re-
ceived a Form 1099-INT for U.S. Savings
Bond interest, the form may show interest you
are not required to report. See Form 1099—-
INT for U.S. Savings Bonds interest, earlier,
under U.S. Savings Bonds.

If you have qualified educational expenses
(as discussed earlier under Education Savings
Bond Program), see Form 8815, later, for in-
formation on your interest exclusion.

On line 1, Part | of Schedule B (Form
1040), or on line 1, Part | of Schedule 1 (Form
1040A), report all the interest shown on your
Form 1099—INT.

If Form 1099—INT includes interest you
previously reported, make the following ad-
justment. On Schedule B (Form 1040) or
Schedule 1 (Form 1040A), several lines above
line 2, enter a subtotal of all interest listed on
line 1. Below the subtotal write “U.S. Savings
Bond Interest Previously Reported” and enter
amounts previously reported or interest ac-
crued before receiving the bond. Subtract
these amounts from the subtotal and enter
the result on line 2.

Example 1. Your parents purchased U.S.
Savings Bonds for you when you were a child.
The bonds were issued in your name, and the
interest on the bonds was reported each year
as it accrued. (See Choice to report interest
each year under U.S. Savings Bonds, earlier.)

In April 1996, you redeemed one of the
bonds your parents purchased — a $1,000
Series E Bond. The bond was originally issued
in March 1975. When you redeemed the bond,
you received $3,408.00 for it.

The Form 1099-INT you received shows
interest income of $2,658.00. However, since
the interest on your savings bonds was re-
ported yearly, you need only include the
$99.20 interest that accrued from January
1996 to April 1996.

You received no other taxable interest for
1996. You file Form 1040A.

On line 1, Part | of Schedule 1 (Form
1040A), enter your interest income as shown
on Form 1099-INT — $2,658.00. (If you had
other taxable interest income, you would enter
it next and then enter a subtotal, as described
earlier, before going to the next step.) Several
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lines above line 2, write “U.S. Savings Bond
Interest Previously Reported " and enter
$2,558.80 ($2,658.00 — $99.20 interest for
1996). Subtract $2,558.80 from $2,658.00
and write $99.20 on line 2, Part | of Schedule
1. Enter $99.20 on line 4 of Schedule 1 and on
line 8a of Form 1040A.

Example 2. In the facts of Example 2
under Decedents in the discussion U.S. Sav-
ings Bonds, earlier, your uncle died and left
you a $1,000 Series EE Bond. You redeem the
bond when it reaches maturity value.

Your uncle paid $500 for the bond, so
$500 of the amount you receive upon redemp-
tion is interest income. Your uncle’s executor
included in your uncle’s final return $200 of
the interest which had accrued at the time of
your uncle’s death. You have to include only
$300 in your income.

The bank where you redeem the bond
gives you a Form 1099-INT showing interest
income of $500. You also receive a Form
1099—-INT showing taxable interest income of
$300 from your savings account.

You file Form 1040 and you complete
Schedule B. On line 1 of Schedule B, you list
the $500 and $300 interest amounts shown
on your Forms 1099. Several lines above line
2, you put a subtotal of $800. Below this sub-
total, write “U.S. Savings Bond Interest Previ-
ously Reported ” and enter the $200 interest
included in your uncle’s final return. Subtract
the $200 from the subtotal and write $600 on
line 2. You then complete the rest of the form.

Worksheet for savings bonds distrib-
uted from a retirement or profit-sharing
plan. If you cashed a savings bond acquired in
a taxable distribution from a retirement or
profit-sharing plan (as discussed under U.S.
Savings Bonds, earlier), your interest income
does not include the interest accrued before
the distribution and taxed as a distribution
from the plan.

Use the worksheet below to figure
[ {@l the amount you subtract from the in-
4 terest shown on Form 1099-INT.

A. Write the amount of cash received

upon redemption of the bond ........ $
B. Write the value of the bond at the time

of distribution by the plan .............
C. Subtract the amount on line B from

the amount on line A. This is the

amount of interest accrued on the

bond since it was distributed by the

plan ..o $

D. Write the amount of interest shown on
your Form 1099—INT .................t $

E. Subtract the amount on line C from
the amount on line D. This is the
amount you include in “U.S. Savings
Bond Interest Previously Reported $

Your employer should tell you the value of
each bond on the date it was distributed.

Example. You received a distribution of
Series EE U.S. Savings Bonds in January
1993 from your company’s profit-sharing plan.

In April 1996, you redeemed a $100 Series
EE Bond that was part of the distribution you
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received in 1993. You received $106.56 for
the bond. The company told you that the bond
was purchased in May 1985 for $50 and that
the value of the bond at the time of distribution
in 1993 was $87. (This is the amount you in-
cluded on your 1993 return.) The bank gave
you a Form 1099-INT that shows $56.56 in-
terest (the total interest from the date the
bond was purchased to the date of redemp-
tion). Since a part of the interest was included
in your income in 1993, you need include only
the interest that accrued after the bond was
distributed to you.

On line 1 of Schedule B (Form 1040), in-
clude all the interest shown on your Form
1099-INT as well as any other taxable interest
income you received. Several lines above line
2, put a subtotal of all interest listed on line 1.
Below this subtotal write “U.S. Savings Bond
Interest Previously Reported” and enter the
amount figured on the worksheet below.

A. Write the amount of cash received
upon redemption of the bond .......... $106.56

B. Write the value of the bond at the time
of distribution by the plan ............... 87.00

C. Subtract the amount on line B from the
amount on line A. This is the amount of
interest accrued on the bond since it
was distributed by the plan ............. $19.56

D. Write the amount of interest shown on
your Form 1099—INT ............covne. $56.56

E. Subtract the amount on line C from the
amount on line D. This is the amount
you include in “U.S. Savings Bond
Interest Previously Reported " ......... $37.00

Subtract $37 from the subtotal and enter the
result on line 2 of Schedule B. You then
complete the rest of the form.

Form 8815. Use Form 8815, Exclusion of In-
terest From Series EE U.S. Savings Bonds Is-
sued After 1989, to figure your interest exclu-
sion when you redeem bonds and pay
qualified higher educational expenses during
the same year.

For more information on the exclusion and
qualified higher educational expenses, see the
earlier discussion under Education Savings
Bond Program.

You must show your total interest from Se-
ries EE U.S. Savings Bonds issued after 1989
that you cashed during 1996 on line 6 of Form
8815 and on line 1 of either Schedule 1 (Form
1040A) or Schedule B (Form 1040). After
completing Form 8815, enter the result from
line 14 (Form 8815) on line 3 of Schedule 1
(Form 1040A) or line 3 of Schedule B (Form
1040).

Form 1040A

You must complete Part | of Schedule 1 (Form
1040A), if you file Form 1040A and:

1) Your taxable interest income totals more
than $400,

2) You are claiming the interest exclusion
under the Education Savings Bond
Program,



3) You received a Form 1099—INT for tax-ex-
empt interest,

4) You received interest from a seller-fi-
nanced mortgage and the buyer used the
property as a home, or

5) You received, as a nominee, interest that
actually belongs to someone else.

List each payer's name and the amount of in-
terest income received from each payer. If you
received a Form 1099—INT or Form 1099-0OID
from a brokerage firm, list the brokerage firm
as the payer.

Reporting interest on seller-financed mort-
gage. If anindividual buys his or her home
from you in a sale that you finance, you must
report the buyer’s name, address, and social
security number on line 1 of Schedule 1 (Form
1040A). If you do not, you may have to pay a
$50 penalty. The buyer may have to pay a $50
penalty if he or she does not give you this
information.

The buyer must report your name, address,
and social security number (or employer iden-
tification number) on Schedule A (Form 1040).
You must give this information to the buyer. If
you do not, you may have to pay a $50 penalty.

Nominee distributions (Form 1040A). If the
total interest income you list on line 1, Part | of
Schedule 1 (Form 1040A), includes any
amount that you received as a nominee for the
real owner, show that amount separately be-
low a subtotal of all interest income listed.
Identify the amount as “Nominee Distribu-
tions” and subtract it from the interest income
subtotal. Report the result on line 2, Part | of
Schedule 1 (Form 1040A), and also on Form
1040A, line 8a.

For more information, see Nominee distri-
butions and accrued interest, later under Form
1040.

Tax-exempt interest income (Form 1040A).
If you received any tax-exempt interest, such
as from state or local government obligations,
do not include this income on line 8a. Instead,
enter your tax-exempt interest on line 8b. Also
include on line 8b any exempt-interest divi-
dends received from a mutual fund or other
regulated investment company. Remember
that OID is a form of interest. You report OID
as it accrues, whether or not you receive any
payments from the bond issuer.

Interest earned on an individual retirement
arrangement (IRA) is tax deferred rather than
tax exempt. Do not include this amount in tax-
exempt interest.

You should not have received a Form
1099—INT for tax-exempt interest. But if you
did, you must fill in Schedule 1 (Form 1040A).
See the Form 1040A Instructions for how to
report this on Schedule 1. Be sure to show the
tax-exempt interest on line 8b.

Frozen deposits (Form 1040A). Even if you
receive a Form 1099-INT for interest on de-
posits that you could not withdraw at the end
of 1996, you must exclude these amounts
from your gross income. (See Interest income

on frozen deposits, earlier, under Interest In-
come. ) Do not include this income on line 8a.
If you are completing Part | of Schedule 1, in-
clude in line 1 the interest shown on Form
1099-INT. Several lines above line 2, put a
subtotal of all interest income. Below this sub-
total, write “Frozen Deposits” and show the
amount of interest that you are excluding. Sub-
tract this amount from the subtotal and write
the result on line 2.

Form 1040

You must complete Part 1 of Schedule B
(Form 1040) if you file Form 1040 and any of
the following apply:

1) Your taxable interest income is more than
$400.

2) You are claiming the interest exclusion
under the Education Savings Bond
Program.

3) You received interest from a seller-fi-
nanced mortgage and the buyer used the
property as a home.

4) Youreceived a Form 1099—INT for tax-ex-
empt interest.

5) You received, as a nominee, interest that
actually belongs to someone else.

6) You received a Form 1099—INT for inter-
est on a bond that you bought between in-
terest payment dates.

7

~

You are reporting OID in an amount more
or less than the amount shown on Form
1099-0ID.

8) You choose to reduce your interest in-
come from a bond by the amount of amor-
tizable bond premium. (For information
about this choice, see Bond Premium
Amortization in Chapter 3.)

On line 1, Part | of Schedule B, list each
payer's name and the amount received from
each. List first any interest income from seller-
financed mortgages. (For more information
about reporting this income, see Reporting in-
terest on seller-financed mortgage, next.)

Then, report all other taxable interest. In-
clude the total amount of interest income that
is shown in box 1 and box 3 of any Form 1099—
INT or in box 1 and box 2 of any Form 1099—
OID that you receive for the tax year, and other
interest income received for which you did not
receive a Form 1099. If you receive a Form
1099—INT or Form 1099-0ID from a broker-
age firm, list the brokerage firm as the payer. If
you received more than $400 in taxable inter-
est, you must also complete Part Il of Sched-
ule B.

If you redeemed Series EE U.S. Savings
Bonds and you have qualified educational ex-
penses, complete and attach Form 8815.
Enter the result from line 14 of Form 8815 on
line 3 of Schedule B. For more information on
this interest exclusion, see Education Savings
Bond Program and Form 8815, earlier.

Reporting interest on seller-financed mort-
gage. If anindividual buys his or her home
from you in a sale that you finance, you must
report the buyer’'s name, address, and social
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security number on line 1 of Schedule B (Form
1040). If you do not, you may have to pay a
$50 penalty. The buyer may have to pay a $50
penalty if he or she does not give you this
information.

The buyer must report your name, address,
and social security number (or employer iden-
tification number) on Schedule A (Form 1040).
You must give this information to the buyer. If
you do not, you may have to pay a $50 penalty.

Tax-exempt interest income (Form 1040).
If you received any tax-exempt interest in-
come (such as interest on certain state and
municipal bonds), you must report the total
amount of that interest on line 8b of Form
1040. Also report on line 8b any exempt-inter-
est dividends that you received from a mutual
fund or other regulated investment company.
Do not include this interest in your taxable in-
terest income on line 8a. Remember that OID
is a form of interest. You report nontaxable
OID on line 8b as it accrues, whether or not
you receive any payments from the bond
issuer.

You should not have received a Form
1099-INT for tax-exempt interest. But if you
did, you must fill in Schedule B (Form 1040).
See the Schedule B instructions for how to re-
port this. Be sure to also show this tax-exempt
interest on Form 1040, line 8b.

Interest earned on an individual retirement
arrangement (IRA) is tax deferred rather than
tax exempt. Do not include such amount in
tax-exempt interest.

Frozen deposits (Form 1040). Even if you
receive a Form 1099-INT for interest on de-
posits that you could not withdraw at the end
of 1996, you must exclude these amounts
from your gross income. (See Interest income
on frozen deposits, earlier, under Interest In-
come. ) Do not include this income on line 8a.
If you are completing Part | of Schedule B
(Form 1040), include the full amount of inter-
est shown on your Form 1099-INT on line 1.
Several lines above line 2, put a subtotal of all
interest income. Below this subtotal, write
“Frozen Deposits” and show the amount of in-
terest that you are excluding. Subtract this
amount from the subtotal and write the result
on line 2.

Nominee distributions and accrued inter-
est. If the total interest income you list on line
1, Part | of Schedule B (Form 1040) includes
any amount that you received as a nominee
for the real owner, or that reflects accrued in-
terest paid on a bond that you bought between
interest payment dates, show that amount
separately below a subtotal of all interest in-
come listed. Identify the amount as “Nominee
Distribution” or “Accrued Interest " as appro-
priate, and subtract it from the interest income
subtotal. Report the result on line 2, Part | of
Schedule B, and also on Form 1040, line 8a.

For more information, see Bonds Sold Be-
tween Interest Dates, earlier.

Interest on a joint account. If you receive
a Form 1099—INT which shows your taxpayer
identification number, and names two or more
recipients or includes amounts belonging to
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another person, you must file a Form 1099—
INT with the IRS to show the proper distribu-
tions of the amounts shown. Complete a Form
1099-INT and Form 1096, Annual Summary
and Transmittal of U.S. Information Returns,
and file both forms with your Internal Revenue
Service Center. Give the other person(s) Copy
B of the Form 1099—INT which you filed as a
nominee. On Form 1099—INT and Form 1096,
you should be listed as the “Payer.” Prepare
one Form 1099-INT for each other owner and
show that person as the “Recipient.” You are
not required, however, to file Form 1099—INT
to show payments for your spouse. For more
information about the reporting requirements
and the penalties for failure to file (or furnish)
certain information returns, see the Instruc-
tions for Forms 1099, 1098, 5498, and W2-G.

Similar rules apply to OID reported to you
as a nominee on Form 1099-0ID. You must
file a Form 1099-0ID with Form 1096 to show
the proper distributions of the OID.

Example. You receive a Form 1099—-INT
for 1996 that shows a total of $1,500 of inter-
est income earned on a savings account that
you hold jointly with your sister. You each have
agreed to share the yearly interest income in
proportion to the amount that each of you has
invested, even though your identification (so-
cial security) number was given to the bank for
its recordkeeping purposes. Your sister has
deposited 30% of the amount invested in this
account. As a result, you received as a nomi-
nee the amount of interest income belonging
to your sister. For 1996, this amount is $450,
or 30% of the total interest of $1,500.

You must provide your sister with a Form
1099-INT by January 31, 1997, showing $450
of interest income that she earned for 1996.
You must also send a copy of the nominee
Form 1099-INT, along with Form 1096, to the
Internal Revenue Service Center by February
28, 1997. Show your own name, address, and
identification number as that of the “Payer” on
the Form 1099—INT. Provide the same infor-
mation for your sister in the blocks provided
for identification of the “Recipient.”

When you prepare your own 1996 federal
income tax return, report the total amount of
interest income, $1,500, on line 1, Part | of
Schedule B (Form 1040), and identify the
name of the bank which paid this interest.
Show the amount belonging to your sister,
$450, as a subtraction from a subtotal of all in-
terest on Schedule B and identify this subtrac-
tion as a “Nominee Distribution.” (Your sister
will report the $450 of interest income on her
own tax return, if she has to file a return, and
identify you as the payer of that amount.)

Original issue discount (OID). If you are re-
porting OID in an amount greater or less than
the amount shown on Form 1099-0ID, or
other written statement (such as for a REMIC
regular interest), include the full amount of
OID shown on your Form 1099-0ID or other
statement on line 1, Part | of Schedule B (Form
1040). If the OID to be reported is less than the
amount shown on Form 1099-0ID, follow the
above reporting rules for nominee distribu-
tions or accrued interest, as applicable, so that
you will report only the OID you have to report.
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Below the subtotal write “OID Adjustment”
and show the OID you are not required to re-
port. If the OID to be reported is greater than
the amount shown on Form 1099-0ID, show
the additional OID separately below a subtotal
of all interest income listed. Identify the
amount as “OID Adjustment” and add it to the
interest income subtotal.

Penalty on early withdrawal of savings. If
you withdraw funds from a time-savings ac-
count before maturity, you may be charged a
penalty. You must report the gross amount of
interest paid or credited to your account during
the year, without subtracting the penalty. You
deduct the penalty on line 28, Form 1040. De-
duct the entire penalty even if it exceeds your
interestincome. The Form 1099—INT or similar
statement given to you by the financial institu-
tion will show the gross amount of interest and
the penalty.

Dividends and Other
Corporate Distributions

Dividends are distributions of money, stock, or
other property paid to you by a corporation.
You also may receive dividends through a
partnership, an estate, a trust, or an associa-
tion that is taxed as a corporation. However,
some amounts you receive that are called divi-
dends are actually interest income. (See Divi-
dends that are actually interest under Taxable
Interest —General, earlier.)

You may receive any of the following kinds
of distributions:

e Ordinary dividends
e Capital gain distributions
¢ Nontaxable distributions

Most distributions that you receive are paid in
cash (check). However, you may receive more
stock, stock rights, other property, or services.

Form 1099-DIV. Most corporations use Form
1099-DIV, Dividends and Distributions, to
show you the distributions you received from
them during the year. Keep this form with your
records. You do not have to attach it to your
tax return. Even if you do not receive Form
1099-DIV, you must report all of your taxable
dividend income.

Nominees. If someone receives distribu-
tions as a nominee for you, that person will
give you a Form 1099-DIV, which will show
distributions received on your behalf.

If you receive a Form 1099-DIV that in-
cludes amounts belonging to another person,
see Nominees, later in this chapter under How
To Report Dividend Income, for more
information.

Form 1099-MISC. Certain substitute pay-
ments in lieu of dividends or tax-exempt inter-
est that are received by a broker on your be-
half must be reported to you on Form 1099—
MISC, Miscellaneous Income, or a similar
statement. See also Reporting substitute pay-
ments under Short Sales, in Chapter 4.
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Incorrect amount shown on a Form 1099. If
you receive a Form 1099 that shows an incor-
rect amount (or other incorrect information),
you should ask the issuer for a corrected form.
The new Form 1099 you receive will be

marked “CORRECTED. ”

Dividends on stock sold. If stock is sold, ex-
changed, or otherwise disposed of after a divi-
dend is declared, but before it is paid, the
owner of record (usually the payee shown on
the dividend check) must report the dividend.

Dividends received in January. If a regu-
lated investment company (mutual fund) or
real estate investment trust (REIT) declares a
dividend (including any exempt-interest divi-
dend) in October, November, or December
and that dividend is payable to you on a speci-
fied date by December 31, you are considered
to have received the dividend on December
31 even though the company or trust actually
pays the dividend during January of the follow-
ing calendar year. You report the amount in
the year of declaration.

Stock options received as pay. You usually
have taxable income when you receive or ex-
ercise a nonstatutory option to buy stock (or
other property) as payment for your services.
However, if your option is a statutory stock op-
tion (an incentive stock option or an option
granted under an employee stock purchase
plan), special rules generally delay the tax until
you sell or exchange your shares of stock. For
details, get Publication 525.

Ordinary Dividends

Ordinary (taxable) dividends are the most
common type of distribution from a corpora-
tion. They are paid out of the earnings and
profits of a corporation and are ordinary in-
come to you. This means they are not capital
gains. You can assume that any dividend you
receive on common or preferred stock is an
ordinary dividend unless the paying corpora-
tion tells you otherwise.

Money market funds. Report amounts you
receive from money market funds as dividend
income. These amounts generally are not in-
terest income and should not be reported as
interest.

Dividends used to buy more stock. The cor-
poration in which you own stock may have a
dividend reinvestment plan. This plan lets
you choose to use your dividends to buy
(through an agent) more shares of stock in the
corporation instead of receiving the dividends
in cash. If you are a member of this type of
plan and you use your dividends to buy more
stock at a price equal to its fair market value,
you must report the dividends as income.

If you are a member of a dividend reinvest-
ment plan that lets you buy more stock at a
price less than its fair market value, you must
report as income the fair market value of the
additional stock on the dividend payment date.



You also must report as income any ser-
vice charge subtracted from your cash divi-
dends before the dividends are used to buy
the additional stock. But you may be able to
deduct the service charge. See Expenses of
Producing Income, in Chapter 3.

In some dividend reinvestment plans, you
can invest more cash to buy shares of stock at
a price less than fair market value. If you
choose to do this, you must report as income
the difference between the cash you invest
and the fair market value of the stock you buy.
When figuring this amount, use the fair market
value of the stock on the dividend payment
date.

Capital Gain Distributions

Capital gain distributions (also called capital
gain dividends) are paid to you or credited to
your account by regulated investment compa-
nies, mutual funds, and real estate investment
trusts. Such distributions that are not derived
in the ordinary course of a trade or business
are treated as portfolio income and are not
considered as income from a passive activity.
See Passive activity losses and credits under
Limits on Deductions in Chapter 3.

Regulated Investment Companies
and Mutual Funds

You will receive a Form 1099-DIV or similar
statement from the regulated investment com-
pany or mutual fund showing the capital gain
distributions paid or credited to you during the
year. See Publication 564, Mutual Fund Distri-
butions, for more information on the treatment
of these distributions.

You report as long-term capital gains the
capital gain distributions paid to you during the
year regardless of how long you owned the
stock in the regulated investment company or
mutual fund.

For information on reporting investment
expenses that are allocated to you by the reg-
ulated investment company or mutual fund,
see How To Report Investment Expenses, in
Chapter 3.

Undistributed capital gains. In addition to
the amounts you receive, you must report as
long-term capital gains any other amounts that
the investment company or mutual fund
credited to you as capital gain distributions,
even though you did not actually receive them.

You can take credit on your return for any
tax that the investment company or mutual
fund has paid for you on the undistributed cap-
ital gains.

Form 2439. Undistributed capital gains are
not reported to you on Form 1099-DIV. The
company or fund will send you Form 2439, No-
tice to Shareholder of Undistributed Long-
Term Capital Gains, showing the amount of
the undistributed long-term capital gains and
the tax that was paid. You take credit for the
tax by entering the tax paid and checking box
a on line 57, Form 1040. You must attach
Copy B of Form 2439 to your return.

You must report any undistributed gains
shown on Form 2439 as capital gain distribu-
tions in addition to any other capital gain distri-
butions reported on Form 1099-DIV.

Basis adjustment. Increase your basis in
the stock by 65% of the undistributed capital
gain. (This is the difference between the
amount of undistributed long-term capital gain
that you report and the amount of the tax paid
for you by the fund.) Keep Copy C of Form
2439 as part of your records to show in-
creases in the basis of your stock.

Loss on sale of stock. If you received, or
were considered to have received, capital gain
distributions on mutual fund stock that you
held for 6 months or less and sold at a loss,
you report as a long-term capital loss the part
of the loss that is equal to, or less than, the
capital gain distribution. This rule does not ap-
ply to losses incurred under a periodic liquida-
tion plan.

Example. On April 22, you bought a share
of stock in a mutual fund for $20. On June 30,
the mutual fund declared a capital gain divi-
dend of $2 a share, which is taxed as a long-
term capital gain. On July 7, you sold the share
of stock for $17.50. You report $2 of the loss
as a long-term capital loss. The other 50 cents
of the loss is a short-term capital loss.

Real Estate Investment Trusts
(REITS)

You will receive a Form 1099-DIV or similar
statement from the REIT showing the capital
gain distributions you must include in your in-
come. You report the capital gain distribution
as long-term capital gain regardless of how
long you owned stock in the REIT.

Loss on stock. If you received a capital gain
distribution on REIT stock that you held for 6
months or less and sold at a loss, you report
as a long-term capital loss the part of the loss
that is equal to, or less than, the capital gain
distribution. This rule does not apply to dispo-
sitions of stock under a periodic liquidation
plan.

Nontaxable Distributions

You may receive a return of capital or a tax-
free distribution of more shares of stock or
stock rights. These distributions are not
treated the same as ordinary dividends or cap-
ital gain distributions.

Return of Capital

A return of capital is a distribution that is not
paid out of the earnings and profits of a corpo-
ration. It is a return of your investment in the
stock of the company. You should receive a
Form 1099-DIV or other statement from the
corporation showing you what part of the dis-
tribution is a return of capital. If you do not re-
ceive such a statement, you report the distri-
bution as an ordinary dividend.

Basis adjustment. A return of capital reduces
the basis of your stock. It is not taxed until your
basis in the stock is fully recovered. If you buy
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stock in a corporation in different lots at differ-
ent times, and you cannot definitely identify
the shares subject to the return of capital, re-
duce the basis of your earliest purchases first.

When the basis of your stock has been re-
duced to zero, report any additional return of
capital that you receive as a capital gain.
Whether you report it as a long-term or short-
term capital gain depends on how long you
have held the stock. See Holding Period, in
Chapter 4.

Example. You bought stock in 1986 for
$100. In 1988, you received a return of capital
of $80. You did not include this amount in your
income, but you reduced the basis of your
stock to $20. You received a return of capital
of $30 in 1996. The first $20 of this amount re-
duced your basis to zero. You report the other
$10 as a long-term capital gain for 1996. You
must report as a long-term capital gain any re-
turn of capital you receive on this stock in later
years.

Liquidating distributions. Liquidating distri-
butions, sometimes called liquidating divi-
dends, are distributions you receive during a
partial or complete liquidation of a corporation.
These distributions are, at least in part, one
form of a return of capital. They may be paid in
one or more installments. You will receive
Form 1099-DIV from the corporation showing
you the amount of the liquidating distribution.

Any liquidating distribution you receive is
not taxable to you until you have recovered the
basis of your stock. After the basis of your
stock has been reduced to zero, you must re-
port the liquidating distribution as a capital
gain (except in certain instances involving col-
lapsible corporations). Whether you report the
gain as a long-term or short-term capital gain
depends on how long you have held the stock.
See Holding Periodin Chapter 4.

Stock acquired at different times. If you
acquired stock in the same corporation in
more than one transaction, you own more
than one block of stock in the corporation. If
you receive distributions from the corporation
in complete liquidation, you must divide the
distribution among the blocks of stock you
own in the following proportion: the number of
shares in that block over the total number of
shares you own. Divide distributions in partial
liquidation among that part of the stock that is
redeemed in the partial liquidation. After the
basis of a block of stock is reduced to zero,
you must report the part of any later distribu-
tion for that block as a capital gain.

Distributions less than basis. If the total
liquidating distributions you receive are less
than the basis of your stock, you may have a
capital loss. You can report a capital loss only
after you have received the final distribution in
liquidation that results in the redemption or
cancellation of the stock. Whether you report
the loss as a long-term or short-term capital
loss depends on how long you held the stock.
See Holding Periodin Chapter 4.

INVESTMENT INCOME Page 21



Distributions of Stock
and Stock Rights

Distributions by a corporation of its own stock
are commonly known as stock dividends.
Stock rights (also known as “stock options”)
are distributions by a corporation of rights to
subscribe to the corporation’s stock. Gener-
ally, stock dividends and stock rights are not
taxable to you, and you do not report them on
your return.

Taxable stock dividends and stock rights.
Distributions of stock dividends and stock
rights are taxable to you if any of the following
apply:
1) You or any other shareholder has the
choice to receive cash or other property
instead of stock or stock rights,

2

~

The distribution gives cash or other prop-
erty to some shareholders and an in-
crease in the percentage interest in the
corporation’s assets or earnings and prof-
its to other shareholders,

3

~

The distribution is in convertible preferred
stock and has the same result as in (2),

4

=

The distribution gives preferred stock to
some common stock shareholders and
gives common stock to other common
stock shareholders, or

5

~

The distribution is on preferred stock.
(The distribution, however, is not taxable
if it is an increase in the conversion ratio
of convertible preferred stock made
solely to take into account a stock divi-
dend, stock split, or similar event that
would otherwise result in reducing the
conversion right.)

The term “stock” includes rights to acquire
stock, and the term “shareholder” includes a
holder of rights or convertible securities.

If you receive taxable stock dividends or
stock rights, include their fair market value at
the time of the distribution in your income.

Constructive distributions. You must treat
certain transactions as if they were distribu-
tions of stock or stock rights, if they increase
your proportionate interest in the earnings and
profits or assets of a corporation. These con-
structive distributions are taxable if they have
the same result as a distribution described in
(2), (3), (4), or (5) of the above discussion.

This treatment applies to a change in your
stock’s conversion ratio or redemption price, a
difference between your stock’s redemption
price and issue price, a redemption that is not
treated as sale or exchange of your stock, and
any other transaction having a similar effect
on your interest in the corporation.

Preferred stock redeemable at a pre-
mium. If you hold preferred stock having a re-
demption price higher than its issue price, the
difference (the redemption premium) gener-
ally is taxable as a constructive distribution of
additional stock on the preferred stock.

For stock issued before October 10, 1990,
you include the redemption premium in your
income ratably over the period during which
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the stock cannot be redeemed. For stock is-
sued after October 9, 1990, you include the re-
demption premium on the basis of its eco-
nomic accrual over the period during which the
stock cannot be redeemed, as if it were origi-
nal issue discount on a debt instrument. See
Original Issue Discount (OID), earlier in this
chapter.

The redemption premium is not a construc-
tive distribution, and therefore is not taxable, in
the following situations:

1) The stock was issued before October 10,
1990 (before December 20, 1995, if re-
deemable solely at the option of the is-
suer), and the redemption premium is
“reasonable.” (For stock issued before
October 10, 1990, only the part of the re-
demption premium that is not “reasona-
ble” is a constructive distribution.) The re-
demption premium is reasonable if it is
not more than 10% of the issue price on
stock not redeemable for 5 years from the
issue date or is in the nature of a penalty
for making a premature redemption.

2

~

The stock was issued after October 9,
1990 (after December 19, 1995, if re-
deemable solely at the option of the is-
suer), and the redemption premium is “de
minimis.” The redemption premium is de
minimis if it is less than one-fourth of 1%
(.0025) of the redemption price multiplied
by the number of full years from the date
of issue to the date redeemable.

3

~

The stock was issued after October 9,
1990, and must be redeemed at a speci-
fied time or is redeemable at your option,
but the redemption is unlikely because it
is subject to a contingency outside your
control (not including the possibility of de-
fault, insolvency, etc.).

4

=z

The stock was issued after December 19,
1995, and is redeemable solely at the op-
tion of the issuer, but the redemption pre-
mium is in the nature of a penalty for pre-
mature redemption or redemption is not
more likely than not to occur. The redemp-
tion will be treated under a “safe harbor”
as not more likely than not to occur if:

a) You and the issuer are not related
under the rules discussed in Chapter 4
under Loss on Sale or Trade of Prop-
erty, substituting “20%" for “50%,”

b) There are no plans, arrangements, or
agreements that effectively require or
are intended to compel the issuer to re-
deem the stock, and

¢) The redemption would not reduce the
stock’s yield.

Basis. Your basis in stock or stock rights re-
ceived in a taxable distribution is their fair mar-
ket value when distributed. If you receive stock
or stock rights that are not taxable to you, see
Stocks and Bonds in Chapter 4 for information
on how to figure their basis.

Fractional shares. You may not own enough
stock in a corporation to receive a full share of
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stock if the corporation declares a stock divi-
dend. However, with the approval of the
shareholders, the corporation may set up a
plan in which fractional shares are not issued,
but instead are sold, and the cash proceeds
are given to the shareholders. Any cash you
receive for fractional shares under such a plan
is treated as an amount realized on the sale of
the fractional shares. You must determine
your gain or loss and report it as a capital gain
or loss on Schedule D (Form 1040). Your gain
or loss is the difference between the cash you
receive and the basis of the fractional shares
sold.

Example. You own one share of common
stock that you bought on January 3, 1990, for
$100. The corporation declared a common
stock dividend of 5% on June 30, 1996. The
fair market value of the stock at the time the
stock dividend was declared was $200. You
were paid $10 for the fractional-share stock
dividend under a plan described in the above
paragraph. You figure your gain or loss as
follows:

Fair market value of old stock ............. $200.00
Fair market value of stock dividend (cash

received) ... 10.00
Fair market value of old stock and stock

dividend ... $210.00
Basis (cost) of old stock after the stock

dividend

(($200+ $210) x $100) ............... $ 95.24
Basis (cost) of stock dividend

(($10+ $210) x $100) ........oenvnnn.. 4.76
Total .o $100.00
Cashreceived .............ovviiiiiiinnns $ 10.00
Basis (cost) of stock dividend ............. 4.76
Gain $ 524

Because you had held the share of stock
more than one year at the time the stock divi-
dend was declared, your gain on the stock div-
idend is a long-term capital gain.

Scrip dividends. A corporation that de-
clares a stock dividend may issue you a scrip
certificate that entitles you to a fractional
share. The certificate is generally nontaxable
when you receive it. If you choose to have the
corporation sell the certificate for you and give
you the proceeds, your gain or loss is the dif-
ference between the proceeds and the portion
of your basis in the corporation’s stock that is
allocated to the certificate.

However, if you receive a scrip certificate
that you can choose to redeem for cash in-
stead of stock, the certificate is taxable when
you receive it. You must include in income its
fair market value on the date you receive it.

Other Distributions

You may receive any of the following distribu-
tions during the year.

Exempt-interest dividends. Exempt-interest
dividends you receive from a regulated invest-
ment company (mutual fund) are not included
in your taxable income. (However, see Infor-
mation reporting requirement, next.) You will
receive a notice from the mutual fund telling
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you the amount of the exempt-interest divi-
dends you received. Exempt-interest divi-
dends are not shown on Form 1099-DIV or
Form 1099—-INT.

Information reporting requirement. Al-
though these dividends are not taxable, you
must show them on your tax return if you have
to file a return. This is an information reporting
requirement and does not convert tax-exempt
interest to taxable interest. See Tax-exempt in-
terest income under How To Report Interest
Income, earlier.

Alternative minimum tax treatment. Ex-
empt-interest dividends may be treated as tax-
exempt interest on specified private activity
bonds, which is a “tax preference item ” that
may be subject to the alternative minimum tax.
See Form 6251 and its instructions for more
information.

Loss on sale of stock. If you received ex-
empt-interest dividends on mutual fund stock
that you held for 6 months or less and sold at a
loss, you cannot claim the part of the loss that
is equal to or less than the exempt-interest div-
idends. You must report the balance of the
loss as a short-term capital loss. This rule
does not apply to losses incurred under a peri-
odic liquidation plan.

Dividends on insurance policies. Insurance
policy dividends that the insurer keeps and
uses to pay your premiums are not taxable. If
the dividends are distributed to you, they are a
partial return of the premiums you paid. Do not
include them in your gross income until they
are more than the total of all net premiums you
paid for the contract. Report any taxable distri-
butions on insurance policies on line 16b
(Form 1040) or line 11b (Form 1040A). How-
ever, you must report as taxable interest in-
come the interest that is paid or credited on
dividends left with the insurance company.

Dividends on veterans’ insurance. Divi-
dends you receive on veterans’ insurance poli-
cies are not taxable. In addition, do not report
as taxable income interest on dividends left
with the Department of Veterans Affairs.

Patronage dividends. Generally, patronage
dividends you receive in money from a cooper-
ative organization are included in your income.

Do not include in your income patronage
dividends you receive on:

1) Property bought for your personal use, or

2) Capital assets or depreciable property
bought for use in your business. But you
must reduce the basis (cost) of the items
bought. If the dividend is more than the
adjusted basis of the assets, you must re-
port the excess as income.

These rules are the same whether the co-
operative paying the dividend is a taxable or
tax-exempt cooperative.

Alaska Permanent Fund dividends. Do not
report these amounts as dividends. Instead,
report these amounts on line 21 of Form 1040,
line 12 of Form 1040A, or line 3 of Form

1040EZ.

How To Report
Dividend Income

Terms you may need to know (see
Glossary):

Nominee
Restricted stock

Generally, you can use either Form 1040 or
Form 1040A to report your dividend income.
However, you must use Form 1040 if you re-
ceive capital gain distributions or return of cap-
ital distributions. You cannot use Form
1040EZ if you receive any dividend income.
Report the total of your taxable dividend in-
come on line 9 of Form 1040 or Form 1040A.

Form 1099-DIV. If you owned stock on which
you received $10 or more in gross dividends
and other distributions, you should receive a
Form 1099-DIV. Even if you do not receive a
Form 1099-DIV, you must report all of your
taxable dividend income.

See Form 1099-DIV for more information
on how to report dividend income.
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Dividends received on restricted stock.
Restricted stock is stock that you get from
your employer for services you perform and
that is nontransferable and subject to a sub-
stantial risk of forfeiture. You do not have to in-
clude the value of the stock in your income
when you receive it. However, if you get divi-
dends on restricted stock, you must include
them in your income as wages, not dividends.
See Restricted Property Received for Ser-
vices in Publication 525, Taxable and Nontax-
able Income, for information on restricted
stock dividends.

Your employer should include these divi-
dends in the wages shown on your Form W-2.
If you also get a Form 1099-DIV for these divi-
dends, listthem on line 5, Part Il of Schedule B
(Form 1040), with the other dividends you re-
ceived. Enter a subtotal of all your dividend in-
come several lines above line 6. Below the
subtotal, write “ Dividends on restricted stock
reported as wages on line 7, Form 1040,” and
enter the amount of the dividends included in
your wages on line 7, Form 1040. Subtract this
amount from the subtotal and enter the result
on line 6, Part Il of Schedule B.

Election. You can choose to include in
gross income the value of restricted stock as
pay for services. If you make this choice, the
dividends are treated as any other dividends. If
you receive both a Form 1099-DIV and a Form
W-2 showing these dividends, do not include
the dividends in your wages reported on line 7,
Form 1040. List the dividends on line 5, Part Il
of Schedule B, along with your other dividends
(if the amount of dividends received from all
sources is more than $400). Attach a state-
ment to your Form 1040 explaining why the
amount shown on line 7 of your Form 1040 is
different from the amount shown on your Form
W-2.

Form 1040A

You must complete Part |l of Schedule 1
(Form 1040A) and attach it to your Form
1040A, if:
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1) Your gross dividend income (box 1a of
Form 1099-DIV) totals more than $400,
or

2) Youreceived, as a nominee, dividends
that actually belong to someone else.

List on line 5 each payer’'s name and the
amount of dividend income received from
each payer. If you received a Form 1099-DIV
from a brokerage firm, list the brokerage firm
as the payer.

Enter on line 6 the total of the amounts
listed on line 5. Also enter this total on line 9,
Form 1040A.

Nominees (Form 1040A). If you received
dividends as a nominee (that is, the dividends
are in your name but actually belong to some-
one else), include them on line 5 of Schedule
1. Several lines above line 6, put a subtotal of
all dividend income listed on line 5. Below this
subtotal, write “Nominee Distributions” and
show the amounts received as a nominee.
Subtract the total of your nominee distribu-
tions from the subtotal. Enter the result on line
6 of Part Il

See Nominees (Form 1040), later, for more
information.

Form 1040

You must fill in Part Il of Schedule B and attach
it to your Form 1040, if:

1) Your gross dividends (box 1a of Form
1099-DIV), including capital gain and
nontaxable distributions, are more than
$400, or

2) Youreceived, as a nominee, dividends
that actually belong to someone else.

If your total dividends are more than $400, you
must also complete Part Ill of Schedule B.

You must report all of your dividend in-
come ( box 1a of Form 1099-DIV) on line 5,
Part Il of Schedule B. You must include on this
line all the ordinary dividends, capital gain dis-
tributions, and return of capital distributions
(other than liquidating distributions) you re-
ceived. List the name of each payer and the
amount of distribution you received. If your se-
curities are held by a brokerage firm (in “street
name”), list the name of the brokerage firm
that is shown on Form 1099-DIV as the payer.
If your stock is held by a nominee who is the
owner of record, and the nominee credited or
paid you dividends on the stock, show the
name of the nominee and the dividends you
received or for which you were credited.

Enter on line 6 the total of the amounts
listed on line 5. However, if you hold stock as a
nominee, see Nominees, later.

Enter on line 7 any amount shown on line 5
that is a capital gain distribution. Enter on line
8 any amount from line 5 that is a return of
capital.

Add the amounts shown on lines 7 and 8
and enter the total on line 9. Subtract the
amount on line 9 from the amount on line 6.
The difference, if any, is your taxable ordinary
dividends. Enter this amount on line 10, Part I
of Schedule B, and on line 9, Form 1040.
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Capital gain distributions. Report capital
gain distributions (box 1c of Form 1099-DIV)
on line 14, Part Il of Schedule D (Form 1040). If
you do not need to use Schedule D to report
any other gains or losses, do not use it. In-
stead, show your capital gain distributions on
line 13, Form 1040 and write “CGD” on the
dotted line next to that line.

Note: Use the Capital Gain Tax Worksheet
in the Form 1040 instructions to figure your tax
if your taxable income (Form 1040, line 37) is
more than: $96,900 if married filing jointly or
qualifying widow(er); $58,150 if single;
$83,050 if head of household; or $48,450 if
married filing separately.

Nontaxable (return of capital) distribu-
tions. Report return of capital distributions
(box 1d of Form 1099-DIV) only after your ba-
sis in the stock has been reduced to zero. Af-
ter the basis of your stock has been reduced
to zero, you must show this amount on line 1,
Part | of Schedule D, if you held the stock one
year or less. Show it on line 9, Part Il of Sched-
ule D, if you held the stock for more than one
year. Write “Dividend R.O.C. Exceeding Basis
" in column (a) of Schedule D and the name of
the company. Report your gain in column (g)
of Schedule D. Your gain is the amount of the
distribution that is more than your basis in the
stock.

Nominees (Form 1040). Include on line 5,
Part Il of Schedule B (Form 1040), all divi-
dends you received. This includes dividends
you received, as a nominee, that actually be-
long to another person (such as your child),
even if you later distributed some or all of this
income to others. Enter a subtotal of all your
dividend income listed on line 5 several lines
above line 6. Below the subtotal, write “Nomi-
nee Distribution " and show the amounts re-
ceived as a nominee. Subtract these distribu-
tions from the subtotal and enter the result on
line 6.

If you receive a Form 1099-DIV that shows
your taxpayer identification number, and
names two or more recipients, or includes
amounts belonging to another person, you
must file a Form 1099-DIV with the IRS to
show the proper distributions of the amounts
shown. Complete the form and a Form 1096,
Annual Summary and Transmittal of U.S. In-
formation Returns, and file both forms with
your Internal Revenue Service Center. Give
the other person Copy B of the Form 1099—
DIV which you filed as a nominee. On the
forms, you should be listed as the “Payer.” On
Form 1099-DIV, the other owner should be
listed as the “Recipient.” You are not re-
quired, however, to file a Form 1099-DIV to
show payments for your spouse. For more in-
formation about the reporting requirements
and the penalties for failure to file (or furnish)
certain information returns, see the Instruc-
tions for Forms 1099, 1098, 5498, and W-2G.

Liquidating distributions. You will receive
Form 1099-DIV from the corporation showing
the amount of the liquidating distribution in
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boxes 5 and 6. Generally, this is treated as the
sale or exchange of a capital asset and should
be reported on Schedule D (Form 1040).

Stripped Preferred
Stock

If the dividend rights are stripped from cer-
tain preferred stock, the holder of the stripped
preferred stock may have to include amounts
in income equal to the amounts that would
have been included if the stock were a bond
with original issue discount (OID).

Stripped preferred stock defined. Stripped
preferred stock is any stock that meets both of
the following tests:

1) There has been a separation in ownership
between the stock and any dividend on
the stock that has not become payable.

2) The stock:
a) Is limited and preferred as to dividends,

b) Does not participate in corporate
growth to any significant extent, and

¢) Has a fixed redemption price.

Treatment of buyer. If you buy stripped pre-
ferred stock after April 30, 1993, you must in-
clude certain amounts in your gross income
while you hold the stock. These amounts are
ordinary income. They are equal to the
amounts you would have included in gross in-
come if the stock were a bond that:

1) Was issued on the purchase date of the
stock, and

2) Has OID equal to:

a) The redemption price for the stock,
minus

b) The price at which you bought the
stock.

Report these amounts as other income on line
21 of Form 1040. For information about OID,
see Original Issue Discount earlier.

This treatment also applies to you if you ac-
quire the stock in such a way (for example, by
gift) that your basis in the stock is determined
by using a buyer’s basis.

Treatment of person stripping stock. You
are treated as having purchased stripped pre-
ferred stock if you:

1) Strip the rights to one or more dividends
from stock that meets test (2) under
Stripped preferred stock defined, earlier,
and

2) Dispose of those dividend rights after
April 30, 1993.

You are treated as making the purchase on
the date you disposed of the dividend rights.
Your adjusted basis in the stripped preferred
stock is treated as your purchase price. The
rules described in Treatment of buyer, earlier,

apply to you.



REMICs and
Other CDOs

Holders of interests in real estate mortgage in-
vestment conduits (REMICs) and other collat-
eralized debt obligations (CDOs) must follow
special rules for reporting income and any ex-
penses from these investment products.

REMICs

A real estate mortgage investment conduit
(REMIC) s an entity that is formed for the pur-
pose of holding a fixed pool of mortgages se-
cured by interests in real property. A REMIC is-
sues to investors regular and residual
interests. For tax purposes, a REMIC is gener-
ally treated as a partnership with the residual
interest holders treated as the partners. The
regular interests are treated as debt
instruments.

Amounts includible in income (or deducti-
ble as a loss) by holders of REMIC regular and
residual interests are treated as portfolio in-
come (or loss). Such income (or loss) is not
taken into account in determining the loss
from a passive activity.

For more information about the qualifica-
tions and the tax treatment that apply to a
REMIC and the interests of investors in a
REMIC, refer to sections 860A through 860G
of the Internal Revenue Code, and regulations
issued thereunder.

Regular interest defined. A REMIC can
have several classes (also known as

“tranches”) of regular interests. A regular in-
terest unconditionally entitles the holder to re-
ceive a specified principal amount (or other
similar amount). Any interest payments must
be payable based upon a fixed or variable rate,
or they must consist of a specified portion of
the interest payments on qualified mortgages.
This specified portion cannot vary during the
period in which this interest is outstanding.
The specified portion includes any portion of
interest payable on regular interest. The timing
(but not the amount) of principal payments can
be contingent on the extent of prepayments
on qualified mortgages and the amount of in-
come from permitted investments of a REMIC.

Residual interest defined. A residual interest
is an interest in a REMIC that is not a regular
interest. It is designated as a residual interest
by the REMIC.

Tax Treatment of

REMIC Regular Interests

A REMIC regular interest is treated as a debt
instrument for income tax purposes. Accord-
ingly, the OID, market discount, and income
reporting rules that apply to bonds and other
debt instruments as described earlier in this
publication under Discount on Debt Instru-
ments apply, with certain modifications dis-
cussed below.

Reporting requirements. Holders of regular
interests must use an accrual method of ac-
counting to report OID and interest income.

Because accrual methods are not based on
the receipt of cash, you may have to include
OID or interest income in your taxable income
even if you have not received any cash
payments.

Generally, you report your income from a
regular interest on line 8a, Form 1040. For
more information on how to report interest and
OID, see How To Report Interest Income,
earlier.

Forms 1099-INT and 1099-0ID. You should
receive a copy of Form 1099-INT, or Form
1099-0ID and an additional written state-
ment, by March 17, 1997 (if you are a calendar
year taxpayer), that indicates the amounts you
must include in your gross income. The addi-
tional written statement should also contain
enough information to enable you to figure
your accrual of market discount or amortizable
bond premium. It should also show your share
of deductible investment expenses.

Form 1099-INT shows the amount of inter-
est income that accrued to you for the period
you held the regular interest.

Form 1099-0ID shows the amount of OID
and interest, if any, that accrued to you for the
period you held the regular interest. You will
not need to make any adjustments to the
amounts reported even if you held the regular
interest for only a portion of the calendar year.
However, if you bought the regular interest at a
premium or acquisition premium, see Recom-
putation of OID shown on Form 1099-0ID
under Original Issue Discount (OID), earlier.

Persons exempt from Form 1099 re-
porting. Corporations and other persons
specified in Regulation 1.6049—7(c) will not re-
ceive Forms 1099. These persons and fiscal
year taxpayers may obtain tax information by
contacting the REMIC or the issuer of the
CDO, if they hold directly from the REMIC or
issuer of the CDO. Publication 938, Real Es-
tate Mortgage Investment Conduits (REMICs)
Reporting Information, should be used to re-
quest the information in the manner pre-
scribed in Regulation 1.6049-7(e)(5). Publica-
tion 938 is only available on the electronic
bulletin board (IRP-BBS) maintained at the
IRS Computing Center in Martinsburg, WV.
Using your computer and modem, dial 1-304—
264-7070 and follow the instructions. This is
not a toll-free call. If the specified exempt re-
cipient holds the regular interest or CDO
through a nominee (rather than directly), they
can request the information from their nomi-
nee in the manner prescribed in Regulation
1.6049-7(f)(7)(i).

Allocated investment expenses of a
REMIC. Regular interest holders in a REMIC
may be allowed to deduct the REMIC's invest-
ment expenses, but only if the REMIC is a sin-
gle-class REMIC. A single-class REMIC is
one that generally would be classified as a
trust for tax purposes if it had not elected
REMIC status.

The single-class REMIC will report your
share of investment expenses as interest in-
come in box 1 of Form 1099—INT or box 2 of
Form 1099-0ID, and on the additional written
statement.
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You may be able to take a deduction for
these expenses subject to a 2% limit that also
applies to certain other miscellaneous item-
ized deductions. See Chapter 3 for more
information.

Redemption of REMIC regular interests at
maturity. Redemption of debt instruments at
their maturity is treated as a sale or exchange.
You must report redemptions on your tax re-
turn (Schedule D of Form 1040 for individuals)
whether or not you realize gain or loss on the
transaction. Your basis is your adjusted issue
price, which includes any OID you previously
reported in income.

Any amount that you receive on the retire-
ment of a debt instrument is treated in the
same way as if you had sold or exchanged that
instrument. A debt instrument is retired when it
is reacquired or redeemed by the issuer and
canceled.

Sale or exchange of a REMIC regular in-
terest. Some of your gain on the sale or ex-
change of a REMIC regular interest may be or-
dinary income. The ordinary income part, if
any, is:

* The amount that would have been included
in your income if the yield to maturity on the
regular interest had been 110% of the ap-
plicable federal rate at the beginning of your
holding period, minus

e The amount you included in your income.

Tax Treatment of
REMIC Residual Interests

If you acquire a residual interest in a REMIC,
you must take into account, on a quarterly ba-
sis, your daily portion of the taxable income or
net loss of the REMIC for each day during the
tax year that you hold the residual interest.
You must report these amounts as ordinary in-
come or loss.

Excess inclusions. A portion of the REMIC’s
taxable income allocated to you may be char-
acterized as an excess inclusion. Your taxable
income for the calendar year cannot be less
than your allocable share of the amount of the
excess inclusion for that calendar year.

Limit on recognition of losses. You cannot
claim your share of the quarterly net loss from
a REMIC that is greater than the adjusted ba-
sis of your residual interest in the REMIC at the
end of the calendar quarter (determined with-
out regard to your share of the net loss of the
REMIC for that quarter). You can treat the
amount disallowed as a loss incurred by the
REMIC in the next calendar quarter, but only
for the purpose of offsetting your share of
REMIC taxable income for that quarter.

Basis in the residual interest. Your basis in
the residual interest is increased by the
amount of taxable income you take into ac-
count. Your basis is decreased (but not below
zero) by the amount of cash or the fair market
value of any property distributed to you, and by
the amount of any net loss you have taken into
account. If you sell your residual interest, you
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must adjust your basis to reflect your share of
the REMIC's taxable income or net loss imme-
diately before the sale. See also Wash Sales,
in Chapter 4, for more information about sell-
ing a residual interest.

Treatment of distributions. You must in-
clude in your gross income any distribution
that exceeds your adjusted basis. Treat the
distribution as a gain from the sale or ex-
change of your residual interest.

Schedule Q. If you hold a REMIC residual in-
terest, you should receive Schedule Q (Form
1066), Quarterly Notice to Residual Interest
Holder of REMIC Taxable Income or Net Loss
Allocation, and instructions from the REMIC
each quarter. Schedule Q will indicate:

1) Your pro rata share of the REMIC's quar-
terly taxable income (or loss),

2) Any “excess inclusion,” which is the
smallest amount of taxable income you
can report for the year,

3) Your pro rata share of the REMIC’s ex-
penses for the quarter, and

4) Other information that is relevant only to
certain institutional investors.

Do not attach Schedules Q to your tax re-
turn. Keep them for your records.

Use Part IV of Schedule E (Form 1040) to
report your total share of the REMIC'’s taxable
income (or loss) for each quarter included in
your tax year. Generally, you must report
REMIC items shown on Schedule Q (and any
attached schedules), or similar statement,
consistent with the way the REMIC treated the
items on the return it filed. If you are treating
these REMIC items differently from the
REMIC, you must complete Form 8082, No-
tice of Inconsistent Treatment or Amended
Return (Administrative Adjustment Request
(AAR)), and attach it to your tax return.

For more information about reporting your
income (or loss) from a residual interest in a
REMIC, follow the Schedule Q (Form 1066)
and Schedule E (Form 1040) instructions.

Expenses. Subject to the 2% of adjusted
gross income limit, you may be able to claim a
miscellaneous itemized deduction on your tax
return for certain ordinary and necessary ex-
penses that you paid or incurred, directly or in-
directly, in connection with your investment in
a REMIC. Indirect expenses may include cer-
tain expense items incurred by the REMIC and
passed through to you. The REMIC will report
these expenses to you on line 3b of Schedule
Q. See Chapter 3 for information on how to re-
port these expenses.

Collateralized Debt
Obligations (CDOs)

A collateralized debt obligation (CDO) is a
debt instrument, other than a REMIC regular
interest, that is secured by a pool of mort-
gages or other evidence of debt and that has
principal payments that are subject to acceler-
ation. (Note: While REMIC regular interests
are collateralized debt obligations, they have
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unique rules that do not apply to CDOs issued
before 1987.) CDOs, also known as “pay-
through bonds,” are commonly divided into
different classes (also called “tranches”).

CDOs can be secured by a pool of mort-
gages, automobile loans, equipment leases,
or credit card receivables.

For more information about the qualifica-
tions and the tax treatment that apply to an is-
suer of a CDO, refer to section 1272(a)(6) of
the Internal Revenue Code, and any regula-
tions issued thereunder.

Tax Treatment of CDOs

If you are the holder of a CDO, that obligation
is considered to be a debt instrument for in-
come tax purposes. Accordingly, the OID,
market discount, and income-reporting rules
that apply to bonds and other debt instru-
ments, as described earlier in this chapter
under Discount on Debt Instruments, also ap-
ply to the CDO.

Reporting requirements. You must include
interest income from your CDO in your gross
income under your regular method of account-
ing. Also include any OID accrued on your
CDO during the tax year.

Generally, you report your income from a
CDO on line 8a, Form 1040. For more informa-
tion about reporting these amounts on your re-
turn, see How To Report Interest Income,
earlier.

Forms 1099—-INT and 1099-0ID. You
should receive a copy of Form 1099—INT, or
Form 1099-0OID and an additional written
statement, by March 17, 1997, that indicates
the amounts you must include in your gross in-
come. The additional written statement should
contain enough information about the CDO to
enable you to figure your accrual of market
discount or amortizable bond premium.

Form 1099—INT shows the amount of inter-
est income paid to you for the period you held
the CDO.

Form 1099-0ID shows the amount of OID
accrued to you and the interest, if any, paid to
you for the period you held the CDO. You
should not need to make any adjustments to
the amounts reported even if you held the
CDO for only a portion of the calendar year.
However, if you bought the CDO at a premium
or acquisition premium, see Recomputation of
OID shown on Form 1099-0ID under Original
Issue Discount (OID), earlier.

Persons exempt from Form 1099 reporting
and fiscal year taxpayers should see Persons
exempt from Form 1099 reporting, earlier,
under Tax Treatment of REMIC Regular
Interests.

S Corporations

To qualify for S corporation status, a corpora-
tion must meet all the following requirements.

1) It must be a domestic corporation.

2) It must have only one class of stock.
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3) It must have no more than 35 sharehold-
ers. When counting shareholders, a hus-
band and wife and their estates are
treated as one shareholder.

4) Its shareholders must be only individuals,
estates (including estates of individuals in
bankruptcy), and certain trusts.

5) It must have no nonresident alien
shareholders.

6) It cannot be a member of an affiliated
group of corporations. Certain other types
of corporations also do not qualify.

7) All shareholders must agree to the corpo-
ration’s decision to be an S corporation.

Note: For tax years beginning after 1996,
some of the above requirements are less re-
strictive. Changes to the requirements for S
corporation status include the following.

e The maximum number of shareholders in
(3) above has been increased to 75.

¢ The types of shareholders allowed in (4)
above have been expanded to include cer-
tain small business trusts.

e The types of disqualified corporations in (6)
above have been reduced so that members
of affiliated groups and certain financial in-
stitutions can qualify.

For tax years beginning after 1997, the
types of shareholders allowed in (4) above
have been expanded to include certain tax-ex-
empt organizations.

In general, an S corporation does not pay a
tax on its income. Instead, its income and ex-
penses are passed through to the sharehold-
ers, who then report these items on their own
income tax returns.

An S corporation must file a return on
Form 1120S, U.S. Income Tax Return foran S
Corporation. This shows the results of the cor-
poration’s operation for its tax year and the
items of income, gain, loss, deduction, or
credit that affect the shareholders’ individual
income tax returns.

If you are a shareholder, all current year in-
come or loss and other tax items are taxed to
you at the corporation’s year end (generally,
the end of the calendar year) whether or not
you actually receive any amount. Generally,
those items increase or decrease the basis of
your S corporation stock as appropriate.

Generally, S corporation distributions, ex-
cept dividend distributions, are considered a
return of capital and reduce your basis in the
stock of the corporation. Distributions that are
more than your basis are treated as a gain
from the sale or exchange of property. The
corporation’s distributions may be in the form
of cash or property.

Dividends of an S corporation generally
are paid only from retained earnings from
years before 1983 or before it became an S
corporation.

For more information on basis adjust-
ments, see S corporation stock under Stocks
and Bonds in Chapter 4.



How to report S corporation income, de-
ductions, and credits. The S corporation
should send you a copy of Schedule K-1
(Form 1120S) showing your share of income,
credits, and deductions of the S corporation
for the tax year. You must report your distribu-
tive share of the items of income, gain, loss,
deduction, or credit of the S corporation on the
appropriate lines and schedules of your Form
1040. You generally treat these items as if you
had realized or incurred them personally.

If you are treating S corporation items on
your tax return differently from the way the S
corporation reported the items on its return,
you must complete Form 8082, Notice of In-
consistent Treatment or Amended Return
(Administrative Adjustment Request (AAR)),
and attach it to your tax return. For more infor-
mation about your treatment of the S corpora-
tion tax items, see Shareholder’s Instructions
for Schedule K-1 (Form 1120S).

Limit on losses and deductions. Your
deduction for your share of losses and deduc-
tions shown on Schedule K-1 (Form 1120S) is
limited to the adjusted basis of your stock and
any debt the corporation owes you. Any loss
or deduction not allowed because of this limit
is carried over and treated as a loss or deduc-
tion in your next tax year.

Passive activity losses. Rules apply that
limit losses from passive activities. Your copy
of Schedule K-1 and its instructions will ex-
plain the limits and tell you where on your re-
turn to report your share of S corporation
items from passive activities.

Form 8582. If you have a passive activity
loss from an S corporation, you must complete
Form 8582, Passive Activity Loss Limitations,
to figure the amount of the allowable loss to
enter on your return. See Publication 925 for
more information.

Investment Clubs

An investment club is formed when a group of
friends, neighbors, business associates, or
others pool limited or stated amounts of funds
to invest in stock or other securities. The club
may or may not have a written agreement, a
charter, or bylaws.

Usually the group operates informally with
members pledging to pay a regular amount
into the club monthly. Some clubs have a com-
mittee that gathers information on securities,
selects the most promising securities, and rec-
ommends that the club invest in them. Other
clubs rotate the investigatory responsibilities
among all their members. Most clubs require
all members to vote for or against all invest-
ments, sales, exchanges, and other
transactions.

Many clubs operate as partnerships and
are treated as such for federal tax purposes.
Others operate as corporations, trusts, or as-
sociations that are taxed as corporations.

Tax returns. Investment clubs must file either
Form 1065, U.S. Partnership Return of In-
come; Form 1041, U.S. Income Tax Return
for Estates and Trusts; or Form 1120, U.S.
Corporation Income Tax Return. Certain small

corporations may be able to file Form 1120-A,
U.S. Corporation Short-Form Income Tax Re-
turn or Form 1120S, U.S. Income Tax Return
for an S Corporation. See the Instructions for
Forms 1120 and 1120-A, or Instructions for
Form 1120S.

Identifying number. Each club must have an
employer identification number (EIN) to use
when filing their return. The club’s EIN also
may have to be given to the payer of divi-
dends. If your club does not have an EIN, get
Form SS—-4, Application for Employer Identifi-
cation Number, from your nearest Social Se-
curity Administration office or by calling 1—
800-TAX—FORM (1-800-829-3676). Mail the
completed Form SS—4 to the Internal Revenue
Service Center where you file the club’s tax
return.

Stock in name of club. When stock is re-
corded in the name of the investment club, the
club must give its own EIN to the payer of
dividends.

If the club is a partnership or a trust, the
dividends distributed to the partners or benefi-
ciaries must be shown on Form 1065 or Form
1041, respectively. The partners’ or the bene-
ficiaries’ identifying numbers also must be
shown on the return.

If the club is an association taxed as a cor-
poration, any distribution it makes that quali-
fies as a dividend must be reported on Forms
1096 and 1099-DIV if total distributions to the
shareholder are $10 or more for the year.

Stock in name of member. When stock is
recorded in the name of one club member, this
member must give his or her social security
number to the payer of dividends. (When stock
is held in the names of two or more club mem-
bers, the social security number of only one
member must be given to the payer.) This
member is considered as the record owner for
the actual owner of the stock, the investment
club. This member is a “nominee” and must
file Form 1099-DIV, showing the club to be the
owner of the dividend, his or her social security
number, and the EIN of the club.

No social security coverage for investment
club earnings. If an investment club partner-
ship’s activities are limited to investing in sav-
ings certificates, stock, or securities, and col-
lecting interest or dividends for its members’
accounts, the members’ share of income is
not earnings from self-employment. You can-
not voluntarily pay the self-employment tax in
order to increase your social security cover-
age and ultimate benefits.

For more information on self-employment
tax, see Publication 533, Self-Employment
Tax.

The Club as an Association
or Corporation

Your investment club must file a Form 1120 (or
Form 1120-A or Form 1120S) and be taxed as
a corporation if it is incorporated, or if it is an
association that must be treated as a corpora-
tion. If your investment club is unincorporated,
to be treated as a corporation for tax pur-
poses, it must have associates, be organized
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to carry on business, and divide the gains from
the business. In addition, the organization
generally must have a majority of the following
characteristics:

1) Continuity of life,

2) Centralization of management,
3) Limited liability, and

4) Free transferability of interests.

The presence or absence of these character-
istics must be taken into account in determin-
ing whether an organization is an association.
The facts in each case determine whether or
not the characteristics are present.

Other factors can also be significant in
classifying an organization as an association.
An organization will be treated as an associa-
tion if the corporate characteristics are such
that it more nearly resembles a corporation
than a partnership or trust. Certain publicly-
traded partnerships are also treated as
corporations.

Club files Form 1120. If your club must file
Form 1120 (or Form 1120-A), you do not re-
port any of its income or expenses on your in-
dividual return. All ordinary income and ex-
penses and capital gains and losses must be
reported on the Form 1120 (or Form 1120-A).
However, you must report any distributions
that you receive from the corporation.

Some corporations can choose not to be
taxed and have earnings taxed to the share-
holders. See S Corporations, earlier.

For more information about corporations,
see Publication 542, Corporations.

Passive activity losses. Except for per-
sonal service and certain closely held corpora-
tions, the rules that limit losses from passive
activities do not apply to corporations.

The Club as a Limited
Liability Company (LLC)

An LLC is an entity formed under state law by
filing articles of organization as an LLC. Unlike
the partners in a partnership, none of the
members of an LLC are personally liable for its
debts. An LLC may be classified as either a
partnership or a corporation for federal in-
come tax purposes. It is classified as a corpo-
ration if it has more than two of the corporate
characteristics listed earlier under The Club as
an Association or Corporation.

The Club as a Partnership

If your club is not a corporation or an associa-
tion or LLC taxed as a corporation, it will be
treated as a partnership. A partnership is an
unincorporated organization through which
any business, financial operation, or venture
operates. For federal income tax purposes,
the term “partnership” includes syndicates,
groups, pools, and joint ventures.

Example. You and 24 other persons each
agree to contribute $10 a month to jointly in-
vest in securities. All of you are to share the in-
come from these investments equally.

The agreement states that your club will
operate until it is ended by a three-fourths vote
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of the total membership and that it will not end
on the withdrawal or death of any member.

But, under local law, any member has the

power to dissolve the club at any time.

Members conduct the business of your
club at regular monthly meetings. Buy or sell
action can be taken only when approved by a
majority of the club’s membership present.
Elected officers perform only administrative
functions, such as presiding at meetings and
carrying out the directions of the members.
Members of the club are personally liable for
all debts of, or claims against, the club. Neither
you nor any other member can transfer
membership.

Your club is made up of associates. Its ob-
jective is to carry on business and divide the
gains from the business. However, the club
does not have the corporate characteristics of
limited liability, free transferability of interest,
continuity of life, and centralized manage-
ment. Your club will be treated as a partner-
ship for federal tax purposes and must file a
return on Form 1065.

Club files Form 1065. If your investment club
is treated as a partnership, you, as a partner in
the club, must report your share of the club’s
income, gains, losses, deductions, and credits
for the club’s tax year. Its tax year generally
must be the same tax year as that of the part-
ners owning a majority interest. You must re-
port these items whether or not you actually
receive any distribution from the partnership.

You should receive a copy of Schedule K—
1 (Form 1065), Partner’s Share of Income,
Credits, Deductions, Etc., from the partner-
ship. The amounts shown on Schedule K-1
are your share of the partnership’s income,
deductions, and credits. Report each amount
on the appropriate lines and schedules of your
income tax return.
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The club’s expenses for producing or col-
lecting income, for managing investment prop-
erty, or for determining any tax are listed sepa-
rately on Schedule K-1 and can be deducted
by the individual partners if the partners item-
ize their deductions on Schedule A (Form
1040). These expenses are listed on line 22 of
Schedule A along with other miscellaneous
deductions subject to the 2% limit. See Chap-
ter 3 for more information.

If you are treating partnership items on
your tax return differently from the way the
partnership reported the items on its return,
you must complete Form 8082, Notice of In-
consistent Treatment or Amended Return
(Administrative Adjustment Request (AAR)),
and attach it to your tax return. For more infor-
mation about reporting your income from a
partnership, see the Schedule K-1
instructions.

For more information about the tax treat-
ment of partnership items and a partner’s tax
return, see Publication 541, Partnerships.

Passive activity losses. Rules apply that
limit losses from passive activities. Your copy
of Schedule K-1 (Form 1065) and its instruc-
tions will tell you where on your return to report
your share of partnership items from passive
activities. If you have a passive activity loss
from a partnership, you must complete Form
8582, Passive Activity Loss Limitations, to fig-
ure the amount of the allowable loss to enter
on your tax return.

Choice Not To Be Treated

as a Partnership

An unincorporated club used only for invest-
ment purposes, and not for the active conduct
of a business, can choose not to be treated as
a partnership if all the partners agree.
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Making the election. To make this choice,
the club must file a partnership return, Form
1065, for the first year for which it does not
want to be treated as a partnership. The return
must be filed by the due date, including exten-
sions, for filing the return. This return should
show only the name or other identification and
the address of the club. A separate statement
must be attached to the return showing the fol-
lowing information:

1) The names, addresses, and identification
numbers of all the members of the club,

2) A statement that the club is used for in-
vestment purposes only and that its mem-
bers can figure their income without figur-
ing partnership taxable income,

3) A statement that the club is an investing
partnership,

4) Information about where to obtain the
terms of the agreement, written or oral,

under which the club operates, and

=

5) A statement that all the members of the
club have chosen the exclusion from part-
nership treatment.

If the investment club makes this choice,
Form 1065 need not be filed for later years,
but the members must report their share of in-
come, deductions, and credits on their individ-
ual Forms 1040. The members can deduct
their share of investment expenses, as miscel-
laneous deductions subject to the 2% limit, on
Schedule A (Form 1040) if they itemize their
deductions. The choice remains in effect as
long as the club qualifies, or until the IRS ap-
proves the club’s application to change the
choice.



2.
TaxShelters

Introduction

Investments that yield tax benefits are some-
times called “tax shelters. ” In some cases,
Congress has concluded that the loss of reve-
nue is an acceptable side effect of special tax
provisions designed to encourage taxpayers
to make certain types of investments. In many
cases, however, losses from tax shelters pro-
duce little or no benefit to society, or the tax
benefits are exaggerated beyond those in-
tended. Those cases are called “abusive tax
shelters.” An investment that is considered a
tax shelter is subject to restrictions, including
the requirement that it be registered, as dis-
cussed later, unless it is a projected income in-
vestment (defined later).

Topics
This chapter discusses:

* How to recognize an abusive tax shelter,

¢ Rules enacted by Congress to curb tax
shelters,

¢ Investors’ reporting requirements,
* Penalties that may apply, and
* How IRS detects tax shelters.

Useful Items
You may want to see:

Publication
0538 Accounting Periods and Methods

0556 Examination of Returns, Appeal
Rights, and Claims for Refund

(0561 Determining the Value of Donated
Property

(0925 Passive Activity and At-Risk Rules

Form (and Instructions)

18271 Investor Reporting of Tax Shelter
Registration Number

18275 Disclosure Statement

0 8275-R Regulation Disclosure
Statement

See Chapter 5 for information about get-
ting these publications and forms.

Abusive Tax Shelters

Abusive tax shelters are marketing schemes
that involve artificial transactions with little or
no economic reality. They often make use of
unrealistic allocations, inflated appraisals,
losses in connection with nonrecourse loans,
mismatching of income and deductions, fi-
nancing techniques that do not conform to

standard commercial business practices, or
the mischaracterization of the substance of
the transaction. Despite appearances to the
contrary, the taxpayer generally risks little.

Abusive tax shelters commonly involve

package deals that are designed from the start
to generate losses, deductions, or credits that
will be far more than present or future invest-
ment. Or, they may promise investors from the
start that future inflated appraisals will enable
them, for example, to reap charitable contribu-
tion deductions based on those appraisals.
(But see the appraisal requirements discussed
under Curbing Abusive Tax Shelters.) They
are commonly marketed in terms of the ratio of
tax deductions allegedly available to each dol-
lar invested. This ratio (or “write-off”) is fre-
quently said to be several times greater than
one-to-one.

Since there are many abusive tax shelters,

it is not possible to list all the factors you
should consider in determining whether an of-
fering is an abusive tax shelter. However, you
should ask the following questions, which
might provide a clue to the abusive nature of
the plan.

Do the tax benefits far outweigh the eco-
nomic benefits?

Is this a transaction you would seriously
consider, apart from the tax benefits, if you
hoped to make a profit?

Do shelter assets really exist and, if so, are
they insured for less than their purchase
price?

Is there a nontax justification for the way
profits and losses are allocated to partners?

Do the facts and supporting documents
make economic sense? In that connection,
are there sales and resales of the tax shel-
ter property at ever increasing prices?

Does the investment plan involve a gim-
mick, device, or sham to hide the economic
reality of the transaction?

Does the promoter offer to backdate docu-
ments after the close of the year? Are you
instructed to backdate checks covering
your investment?

Is your debt a real debt or are you assured
by the promoter that you will never have to
pay it?

Does this transaction involve laundering
United States-source income through for-
eign corporations incorporated in a tax ha-
ven and owned by United States
shareholders?

Curbing Abusive

Tax Shelters

Congress has enacted a series of income tax
laws designed to halt the growth of abusive tax
shelters. These provisions include the
following:

1) Passive activity losses and credits.

The passive activity loss and credit rules
limit the amount of losses and credits that
can be claimed from passive activities
and limit the amount that can offset
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nonpassive income, such as certain port-
folio income from investments. For more
detailed information about determining
and reporting income, losses, and credits
from passive activities, see Publication
925.

Registration of tax shelters. Generally,
the organizers of certain tax shelters must
register the shelter with the IRS. The IRS
will then assign the tax shelter a registra-
tion number. If you are an investor in a tax
shelter, the seller (or the transferor) must
provide you with the tax shelter registra-
tion number at the time of sale (or trans-
fer) or within 20 days after the seller or
transferor receives the number if that
date is later. See Investor Reporting,
later, for more information about reporting
this number when filing your tax return.

List of investors. Organizers and sellers
of any potentially abusive tax shelter must
maintain a list identifying each investor.
(This rule, however, does not apply to an
investor who, as a seller, later transfers
an interest in a tax shelter that is a pro-
jected income investment, defined later.)
The list must be available for inspection
by the IRS and the information required to
be included on the list generally must be
retained for 7 years. See Transfer of inter-
ests in a tax shelter, later, for more
information.

Appraisals of donated property. Gen-
erally, if the value of property you donate
exceeds $5,000 ($10,000 in the case of
privately traded stock), you must get a
written “qualified”appraisal of the
property’s fair market value and attach an
appraisal summary to your income tax re-
turn. The appraisal must be done by a
“qualified” appraiser who is not the tax-
payer, a party to a transaction in which
the taxpayer acquired the property, the
donee, or an employee or related party of
any of the preceding persons. (Related
parties are defined under Related Party
Transactions in Chapter 4.) For more in-
formation about appraisals, see Publica-
tion 561.

Interest on penalties. If you are as-
sessed an accuracy-related or civil fraud
penalty (as discussed under Penalties,
later), interest will be imposed on the
amount of the penalty from the due date
of the return (including any extensions) to
the date of payment of the penalty.

Accounting methods and capitaliza-
tion rules. Tax shelters generally cannot
use the cash method of accounting. Also,
uniform capitalization rules generally ap-
ply to the production or purchase of in-
ventory goods, to constructed business
property, and to noninventory property
produced or purchased for sale. Under
the uniform capitalization rules, the direct
cost and a portion of the indirect cost of
the property must be capitalized or in-
cluded in inventory. For more information,
see Publication 538.
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Projected income investment. Special rules
apply to a tax shelter that is not expected to re-
duce the tax liability of any investor. That tax
shelter is considered to be a projected income
investment. To qualify as a projected income
investment, the tax shelter must not be ex-
pected to reduce the cumulative tax liability
of any investor during any year of the first 5
years ending after the date the investment
was offered for sale. In addition, the assets of
a projected income investment must not in-
clude or relate to more than an incidental inter-
estin:

1) Master sound recordings,

2) Motion picture or television films,
3) Videotapes,

4) Lithograph plates,
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6) Literary, musical, or artistic compositions,
or

~

Copyrights,
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Collectibles (such as works of art, rugs,
antiques, metals, gems, stamps, coins, or
alcoholic beverages).

Tax shelters that qualify as projected in-
come investments are not subject to the regis-
tration rules for tax shelters, described earlier.
However, the requirement to maintain a list of
investors that is in effect for tax shelters also
applies to any projected income investment,
except for one an investor later transfers. See
Transfer of interests in a tax shelter, later.

A tax shelter that previously qualified as a
projected income investment may later be dis-
qualified if, in one of its first five years, it
reduces the cumulative tax liability of any in-
vestor. In that case, the tax shelter becomes
subject to the registration rules for tax shel-
ters, described earlier.

Investor Reporting

If you include on your tax return any deduction,
loss, credit or other tax benefit, or any income,
from an interest in a tax shelter required to be
registered, you must report the registration
number the tax shelter provided to you. (See
Registration of tax shelters, earlier.) Complete
and attach Form 8271, Investor Reporting of
Tax Shelter Registration Number, to your re-
turn to report the number and to provide other
information about the tax shelter and its bene-
fits. You must also attach Form 8271 to any
application for tentative refund (Form 1045)
and to any amended return (Form 1040X) on
which these benefits are claimed or income is
reported. If you do not include the registration
number with your return, you will be subject to
a penalty of $250 for each such failure, unless
the failure is due to reasonable cause.

Exception. Even if you have an interest in a
registration-required tax shelter, you do not
have to file Form 8271 if you did not claim any
deduction, loss, credit, or other tax benefit, or
report any income from that tax shelter.

Transfer of interests in a tax shelter. If you
hold an investment interest in a tax shelter and
later transfer that interest to another person,
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you must provide the tax shelter’s registration
number to each person to whom you trans-
ferred your interest. (However, this does not
apply if your interest is in a projected income
investment, described earlier.) You must also
provide a notice substantially in the following
form:

You have acquired an interest in [name and address
of tax shelter] whose taxpayer identification
number is [if any]. The Internal Revenue Service
has issued [name of tax shelter] the following tax
shelter registration number: [Number]. You must
report this registration number to the Internal
Revenue Service, if you claim any deduction, loss,
credit, or other tax benefit or report any income by
reason of your investment in [name of tax shelter].
You must report the registration number (as well
as the name and taxpayer identification number of
[name of tax shelter]) on Form 8271. Form 8271
must be attached to the return on which you claim
the deduction, loss, credit, or other tax benefit or
report any income. Issuance of a registration
number does not indicate that this investment or
the claimed tax benefits have been reviewed,
examined, or approved by the Internal Revenue
Service.

The following requirements also apply:

1) Maintaining alist. You must maintain a
list identifying each person to whom you
transferred your interest. Or, you may re-
quire a designated person or seller to
maintain the list. However, see Special
rule for projected income investment,
later, for an exception to this requirement.
If you choose to delegate this require-
ment, you must give the designated per-
son or seller all of the information that you
would otherwise have to maintain on the
list.
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Providing notice. If the tax shelter is not
a projected income investment, described
earlier, you must provide a notice to each
person to whom you transferred your in-
terest. This notice must be substantially in
the following form:

You have acquired an interest in [name and address
of tax shelter]. If you transfer your interest in this
tax shelter to another person, you are required by
the Internal Revenue Service to keep a list
containing that person’s name, address, taxpayer
identification number, the date on which you
transferred the interest, and the name, address,
and tax shelter registration number of this tax
shelter. If you do not want to keep such a list, you
must (1) send the information specified above to
[name and address of designated person], who
will keep the list for this tax shelter, and (2) give a
copy of this notice to the person to whom you
transfer your interest.

If you do not maintain the required list of in-
vestors, or do not delegate a designated per-
son or seller to maintain the list, you will be
subject to a penalty of $50 for each person re-
quired to be on the list. But, you will not have to
pay the penalty if you can show that the failure
to comply with this requirement was due to
reasonable cause and not willful neglect. The

maximum penalty under this provision is lim-
ited to $100,000 for each tax shelter in each
calendar year.

Special rule for projected income in-
vestment. If you are an investor who later
transfers an interest in a projected income in-
vestment, described earlier, you are not re-
quired to maintain a list of investors unless the
tax shelter was no longer a projected income
investment before the transfer.

Penalties

Investing in an abusive tax shelter may be an
expensive proposition when you consider all
of the consequences. First, the promoter gen-
erally charges a substantial fee. If your return
is examined by the IRS and a tax deficiency is
determined, you will be faced with payment of
more tax, interest on the underpayment, pos-
sibly a 20% accuracy-related penalty, or a
75% civil fraud penalty. Also, the penalty for
failure to make the proper estimated tax pay-
ments may apply. You may also be subject to
the penalty for failure to pay tax. These penal-
ties are explained in the following paragraphs.

Accuracy-related penalties. A 20% accu-
racy-related penalty can be imposed for un-
derpayments of tax due to:

1) Negligence or disregard of rules or
regulations,

2) Substantial understatement of tax, or
3) Substantial valuation misstatement.

This penalty will not be imposed if you can
show that you had reasonable cause for any
understatement of tax and that you acted in
good faith.

If you are charged an accuracy-related
penalty, interest will be imposed on the
amount of the penalty from the due date of the
return (including extensions) to the date of
payment of the penalty.

Negligence or disregard of rules or reg-
ulations. The penalty for negligence or disre-
gard of rules or regulations is imposed only on
the portion of the underpayment that is due to
negligence or disregard of rules or regulations.
The penalty will not be charged if you can
show that you had reasonable cause for un-
derstating your tax and that you acted in good
faith.

Negligence includes any failure to make a
reasonable attempt to comply with the provi-
sions of the Internal Revenue Code.

Disregard includes any careless, reckless,
or intentional disregard. The penalty for disre-
gard of rules and regulations can be avoided if:

* You have a reasonable basis for your posi-
tion on the tax issue, and

¢ You make an adequate disclosure of your
position.

Use Form 8275, Disclosure Statement, to
make your disclosure, and attach it to your tax
return. To disclose a position contrary to a reg-
ulation, use Form 8275-R, Regulation Disclo-
sure Statement.



Substantial understatement of tax. An
understatement is considered to be substan-
tial if it is more than the greater of:

1) 10% of the tax required to be shown on
the return, or

2) $5,000.

An “understatement” is the amount of tax re-
quired to be shown on your return for a tax
year minus the amount of tax shown on the re-
turn, reduced by any rebates. The term “re-
bate” generally means a decrease in the tax
shown on your original return as the result of
your filing an amended return or claim for
refund.

The understatement is considered to be
due to a tax shelter if it is the result of a part-
nership or other entity (such as a corporation
or trust), an investment plan, or other arrange-
ment, whose principal purpose, based on ob-
jective evidence, is the avoidance or evasion
of federal income tax. Two special rules apply
in the case of tax shelters:

1) Anunderstatement of tax does not in-
clude any tax due to a tax shelter item
(such as an item of income, gain, loss, de-
duction, or credit) if you had substantial
authority for the tax treatment of the item
and reasonably believed that the tax
treatment chosen was more likely than
not the proper one.

2) Disclosure of the tax shelter item on a tax
return does not reduce the amount of the

understatement.

~

For other than tax shelters, you can file Form

8275 or Form 8275-R to disclose items that
could cause a substantial understatement of
income tax to avoid the substantial under-
statement penalty if you have a reasonable
basis for your position on the tax issue.

Also, the understatement penalty will not
be imposed if you can show that there was
reasonable cause for the underpayment
caused by the understatement and that you
acted in good faith. An important factor in es-
tablishing reasonable cause and good faith
will be the extent of your effort to determine
your proper tax liability under the law.

Valuation misstatement. You may be lia-
ble for a penalty if you misstate the value or
adjusted basis of property. In general, you are
liable for the penalty if:

1) The value or adjusted basis of any prop-
erty claimed on the return is 200% or
more of the correct amount,

2) You underpaid your tax by at least $5,000
because of the misstatement, and

3) You cannot establish that you had rea-
sonable cause for the underpayment and
that you acted in good faith.

You may be assessed a penalty of 40% for
a gross valuation misstatement. If you mis-
state the value or the adjusted basis of prop-
erty by 400% or more of the amount deter-
mined to be correct, you will be assessed a

penalty of 40%, instead of 20%, of the amount
of tax you underpaid because of the gross val-
uation misstatement. The penalty rate is also
40% if the property’s correct value or adjusted
basis is zero.

Civil fraud penalty. If there is any underpay-
ment of tax on your return due to fraud, a pen-
alty of 75% of this underpayment will be
added to your tax.

Joint return. The fraud penalty on a joint
return applies to each spouse only to the ex-
tent that the underpayment is due to the fraud
of that spouse.

Estimated tax payment. If a deficiency is as-
sessed for $500 or more, you may be charged
a penalty for failure to make the proper quar-
terly estimated tax payments.

Failure to pay tax. If a deficiency is assessed
and is not paid within 10 days of the demand
for it, an investor can be penalized with up to a
25% addition to tax if the failure to pay

continues.

Abusive Tax Shelter
Detection Program

The IRS has implemented a program to detect
and identify those returns, claims, or applica-
tions for refund in which benefits from abusive
tax shelter promotions are claimed. Under this
program, the IRS will detect and identify these
returns, claims, and applications before
processing and before refunds are paid. When
appropriate, the IRS will reduce refunds that
are specifically due to the abusive tax shelter.

Returns subject to review under this pro-
gram include those in which pre-filing notifica-
tion letters, described later, have been sent to
investors. Also subject to review are those re-
turns that are selected on the basis of certain
criteria that identify particularly abusive tax
shelter promotions.

Loss carryback adjustments. Under the de-
tection program, the IRS also can offset an as-
sessed deficiency against a scheduled refund
resulting from a decrease in tax based on the
carryback of a net operating loss. (Form 1045,
Application for Tentative Refund, is used to
apply for a quick refund of taxes from these
carrybacks.) This action can occur when a de-
termination is made that it is highly likely that
there is:

1) A gross valuation misstatement, or

2) Afalse or fraudulent statement, about the
tax benefits to be secured by holding an
interest in the tax shelter entity or ar-
rangement, that would be subject to the
penalty under section 6700 of the Internal
Revenue Code (relating to the promotion
of abusive tax shelters).

This treatment also applies to returns, claims,
or applications relating to a partnership inter-
est in a tax shelter promotion.

Pre-filing notification letter. If you are an in-
vestor in an abusive tax shelter promotion, the
IRS may send you a “pre-filing notification let-
ter” if it determines that it is highly likely that
there is:

1) A gross valuation overstatement, or

2) Afalse or fraudulent statement regarding
the tax benefits to be derived from the tax
shelter entity or arrangement.

This letter will advise you that, based upon a
review of the promotion, it is believed that the
purported tax benefits are not allowable. The
letter also will advise you of the possible tax
consequences if you claim the benefits on
your income tax return.

You also may receive a notification letter
after you file your tax return. If you have al-
ready claimed the benefits on your tax return,
you will be advised that you can file an
amended return. However, any penalties that
apply still can be asserted.

If you claim the benefits after receiving the
pre-filing notification or if you fail to amend
your return, you will be notified that your tax re-
turn is being examined. Normal audit and ap-
peal procedures will be followed during the ex-
amination, and accuracy-related, civil or
criminal fraud, and other penalties will be con-
sidered and, when appropriate, asserted. For
information on the examination of returns, see
Publication 556, Examination of Returns, Ap-
peal Rights, and Claims for Refund.

Revenue rulings. The IRS has published nu-
merous revenue rulings concluding that the
claimed tax benefits of various abusive tax
shelters should be disallowed. A revenue rul-
ing is the conclusion of the IRS on how the law
is applied to a particular set of facts. Revenue
rulings are published in the Internal Revenue
Bulletin for taxpayers’ guidance and informa-
tion and also for use by IRS officials. So, if your
return is examined and an abusive tax shelter
is identified and challenged, a published reve-
nue ruling dealing with that type of shelter,
which disallows certain claimed tax shelter
benefits, would serve as the basis for the ex-
amining official’'s challenge of the tax benefits
that you claimed. In such a case, the examiner
will not compromise even if you or your repre-
sentative believe that you have authority for
the positions taken on your tax return.

The courts have generally been unsympa-
thetic to taxpayers involved in abusive tax
shelter schemes and have ruled in favor of the
IRS in the majority of the cases in which these
shelters have been challenged.

Whether To Invest

In light of the adverse tax consequences and
the substantial amount of penalties and inter-
est that will result if the claimed tax benefits
are disallowed, you should consider tax shel-
ter investments carefully, and seek competent
legal and financial advice.
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3.

Investment
Expenses

Terms you may need to know (see
Glossary):
At-risk rules

Passive activity
Portfolio income

Topics
This chapter discusses:

e Limits on deductions,

¢ Interest expenses,

e Bond premium amortization,

¢ Expenses of producing income,

¢ Nondeductible expenses, and

* How to report investment expenses.

Useful Items
You may want to see:

Publication

0 535 Business Expenses

(1925 Passive Activity and At-Risk Rules
(1936 Home Mortgage Interest Deduction

Form (and Instructions)

O Schedule A (Form 1040)
Deductions

Iltemized

0 4952 Investment Interest Expense
Deduction

See Chapter 5 for information about get-
ting these publications and forms.

Limits on Deductions

Your deductions for investment expenses may
be limited by:

® The at-risk rules,
¢ The passive activity loss limits,
¢ The limit on investment interest, or

e The 2% limit on certain miscellaneous item-
ized deductions.

The at-risk rules and passive activity rules
are explained briefly in this section. The limit
on investment interest is explained later in this
chapter under Limit on Investment Interest.
The 2% limit is explained later in this chapter
under Expenses of Producing Income.

At-risk rules. Special at-risk rules apply to
most income-producing activities. These rules
limit the amount of loss you can deduct to the
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amount you risk losing in the activity. Gener-
ally, this is the amount of cash and the ad-
justed basis of property you contribute to the
activity. It also includes money you borrow for
use in the activity if you are personally liable
for repayment or if you use property not used
in the activity as security for the loan. For more
information, see Publication 925.

Passive activity losses and credits. The
amount of losses and tax credits you can claim
from passive activities is limited. Generally,
you are allowed passive activity losses only up
to the amount of your passive activity income.
Also, you can use credits from passive activi-
ties only against tax on the income from pas-
sive activities. There are exceptions for certain
activities, such as rental real estate activities.
Passive activity. A passive activity gener-
ally is any activity involving the conduct of any
trade or business in which you do not materi-
ally participate and any rental activity. How-
ever, if you are involved in renting real estate,
the activity is not a passive activity if more than
one-half (and more than 750 hours) of the per-
sonal services you perform during the year are
performed in real property trades or busi-
nesses in which you materially participate. The
term trade or business includes any activity
that involves the conduct of a trade or busi-
ness and, to the extent provided in regula-
tions, any activity in connection with a trade or
business and any activity engaged in for the
production of income. You are considered to
materially participate in an activity if you are in-
volved on a regular, continuous, and substan-
tial basis in the operations of the activity.
Other income (nonpassive income).
Generally, you can use losses from passive
activities only to offset income from passive
activities. You generally cannot use passive
activity losses to offset your other income,
such as your wages or your portfolio income.
Portfolio income includes gross income from
interest, dividends, annuities, or royalties that
is not derived in the ordinary course of a trade
or business. It also includes gains or losses
(not derived in the ordinary course of a trade or
business) from the sale or trade of property
(other than an interest in a passive activity)
producing portfolio income or held for invest-
ment. Portfolio income does not include
Alaska Permanent Fund dividends.
Expenses. Do not include in the computa-
tion of your passive activity income or loss:

1) Expenses (other than interest) which are
clearly and directly allocable to your port-
folio income, or

2) Interest expense properly allocable to
portfolio income.

However, this interest and other expenses
may be subject to other limits. These limits will
be explained in the rest of this chapter.

Additional information. For more infor-
mation about determining and reporting in-
come and losses from passive activities, see
Publication 925.

INVESTMENT EXPENSES

Interest Expenses

This section discusses the interest expenses
you may be able to deduct as an investor.

For information on home mortgage inter-
est, see Publication 936.

For information on business interest, see
Chapter 8 of Publication 535.

You cannot deduct personal interest ex-
pense other than qualified home mortgage
interest.

Investment Interest

If you borrow money that is used to acquire
property you hold for investment, the interest
you pay is investment interest. You can deduct
investment interest subject to the limit dis-
cussed later. However, you cannot deduct in-
terest you incurred to produce tax-exempt in-
come. See Tax-exempt income, later, under
Nondeductible Expenses.

Investment interest does not include any
qualified home mortgage interest or any inter-
est taken into account in computing income or
loss from a passive activity.

Allocation of Interest Expense

If the money you borrowed is used for busi-
ness or personal purposes as well as for in-
vestment, you must allocate the debt among
those purposes. Only the interest expense on
the part of that debt used for investment pur-
poses is treated as investment interest. The
allocation is not affected by the use of prop-
erty that secures the debt. However, fully de-
ductible home mortgage interest is not treated
as investment interest and the debt does not
have to be allocated, regardless of how the
proceeds are used.

Example 1. You borrow $10,000 and use
$8,000 to purchase stock. The other $2,000 is
used to purchase items for your home. Since
80% of the debt is used for, and allocated to,
investment purposes, 80% of the interest on
that debt is investment interest. The other
20% is nondeductible personal interest.

Debt proceeds received in cash. Interest
you pay on debt proceeds that you received in
cash is generally treated as nondeductible
personal interest. However, you can treat any
payment you make within 30 days before or af-
ter you receive the proceeds as made from
those proceeds. This applies to any payment
(up to the amount of the proceeds) made from
any account you own, or from cash. Also, you
can treat the payment as made on the date
you received the cash instead of on the date
you actually made the payment.

Debt proceeds deposited in account. If you
deposit debt proceeds in an account, that de-
posit is treated as an investment expenditure.
Amounts held in the account are treated as in-
vestment property, regardless of whether the
account bears interest. Any interest you pay
on the deposited proceeds is investment inter-
est. But, if you withdraw the funds and use
them for another purpose, you must reallocate
the debt and any interest you pay.



Example 2. Assume in Example 1 that you
borrowed the money on March 1 and immedi-
ately purchased the stock for $8,000. You did
not purchase the household items until June 1.
You had deposited the $2,000 in the bank.
You had no other transactions on the bank ac-
count and made no principal payments on the
debt. The $2,000 is treated as being used for
an investment purpose for the 3—-month pe-
riod. Your total interest expense for 3 months
on this debt is investment interest. In June,
you must begin to allocate 80% of the debt
and the interest expense for investment pur-
poses and 20% for personal purposes.

Payments on debt require new allocation.
As you repay the debt, you must reallocate the
balance. You must first reduce the amount al-
located for personal purposes by the repay-
ment. You then reallocate the balance of the
debt to find what portion is for investment
purposes.

Example 3. If, in Example 2, you repay
$500 on November 1, the entire repayment is
applied against the amount allocated for per-
sonal purposes. The debt balance is now allo-
cated as $8,000 for investment purposes, and
$1,500 for personal purposes. Until the next
reallocation is necessary, 84% ($8,000 +
$9,500) of the debt and the interest expense is
allocated for investment.

Pass-through entities. If you use borrowed
funds to purchase an interest in, or make a
contribution to, a partnership or S corporation,
then the interest on those funds has to be allo-
cated based on the assets of the entity.

Additional allocation rules. For more infor-
mation about allocating interest expense, see
Chapter 8 of Publication 535.

When To Deduct
Investment Interest

If you use the cash method of accounting, you
must pay the interest before you can deduct it.

If you use an accrual method of account-
ing, you can deduct interest over the period it
accrues, regardless of when you pay it. For an
exception, see Unpaid expenses owed to re-
lated partyunder When to Report Investment
Expenses, later in this chapter.

Example. You borrowed $1,000 on Sep-
tember 6, 1996, payable in 90 days at 12% in-
terest. On December 5, 1996, you paid this
with a new note for $1,030, due on March 5,
1997. If you use the cash method of account-
ing, you cannot deduct any portion of the $30
interest on your return for 1996 because you
did not actually pay it. If you use an accrual
method, you may be able to deduct a portion
of the interest on the loans through December
31, 1996, on your return for 1996.

Interest paid in advance. Generally, if you
pay interest in advance for a period that goes
beyond the end of the tax year, you must
spread the interest over the tax years to which
it belongs. You can deduct in each year only
the interest for that year.

Interest on margin accounts. If you are a
cash-basis taxpayer, you can deduct interest
on margin accounts as investment interest in
the year you paid it. You are considered to
have paid interest on these accounts only
when you actually pay the broker or when the
interest becomes available to the broker
through your account. Receipts for the pay-
ment of interest may become available in your
account when the broker collects dividends or
interest for your account, or sells securities
held for you or received from you. But also see
Interest Expense and Carrying Charges under
Straddles in Chapter 4.

Deferral of interest deduction for market
discount bonds. The amount you can deduct
for interest expense you paid or accrued dur-
ing the year to purchase or carry a market dis-
count bond is limited. The interest is deducti-
ble only to the extent it is more than :

1) The total interest and OID includible in
gross income for the bond for the year,
plus

2) The market discount allocable to the
number of days you held the bond during
the year.

Figure the allocable market discount using the
rules discussed in Chapter 1 under Market
Discount Bonds.

Disallowed interest expense. In the year
you dispose of the bond, you can deduct the
amount of any interest expense you were not
allowed to deduct for an earlier year.

Choosing to deduct disallowed interest
expense before the year of disposition.
You can choose to deduct disallowed interest
expense in a year before the year you dispose
of a bond if there is net interest income from
the bond during the year. This choice allows
you to deduct any disallowed interest expense
to the extent it does not exceed the net inter-
est income from that bond. The balance of the
disallowed interest expense remains deducti-
ble in the year you dispose of the bond.

Net interest income. This is the interest
income (including OID) from the bond that you
include in income for the year minus the inter-
est expense paid or accrued during the year to
purchase or carry the bond.

Deferral of interest deduction for short-
term obligations. If the current income inclu-
sion rules discussed in Chapter 1 under Dis-
count on Short-Term Obligations do not apply
to you, the amount you can deduct for interest
expense you paid or accrued during the year
to purchase or carry a short-term obligation is
limited.

The interest is deductible only to the extent
itis more than:

1) The amount of acquisition discount or
OID on the obligation for the tax year, plus

2) The amount of any interest payable on
the obligation for the year that is not in-
cluded in income because of your ac-
counting method (other than interest
taken into account in determining the
amount of acquisition discount or OID).
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The method of determining acquisition dis-
count and OID for short-term obligations is dis-
cussed in Chapter 1 under Discount on Short-
Term Obligations.

Disallowed interest expense. In the year you
dispose of the obligation, or if you choose, in
another year in which you have net interest in-
come from the obligation, you can deduct the
amount of any interest expense you were not
allowed to deduct for an earlier year. Follow
the same rules provided in the earlier discus-
sion under Deferral of interest deduction for
market discount bonds.

Limiton
Investment Interest

The amount of investment interest you can de-
duct is limited. This limit applies to interest
paid or accrued in 1996 on money that you
borrowed that is properly allocable to invest-
ment property. It also applies to any disal-
lowed investment interest carried over from
1995.

Form 4952. Use Form 4952, Investment In-
terest Expense Deduction, to figure your total
deduction for investment interest. However,
you do not have to complete Form 4952 or at-
tach it to your return if all of the following apply.

¢ Your only investment income was from in-
terest or dividends.

¢ You do not have any other deductible ex-
penses directly connected with the produc-
tion of that income.

e Your investment interest expense is not
more than the total of that income.

* You have no carryover of investment inter-
est expense from 1995.

Investment interest. Investment interest
generally is the interest you paid or accrued on
money you borrowed that is properly allocable
to property held for investment.

Investment property. Property held for
investment includes property that produces in-
terest, dividends, annuities, or royalties not de-
rived in the ordinary course of a trade or busi-
ness. It also includes property that produces
gain or loss (not derived in the ordinary course
of a trade or business) from the sale or trade of
property producing these types of income or
held for investment (other than an interest in a
passive activity). Investment property also in-
cludes an interest in a trade or business activ-
ity in which you did not materially participate
(other than a passive activity).

Limit on Deduction

Generally, your deduction for investment inter-
est expense is limited to the amount of your
net investment income.

You can carry forward the amount of in-
vestment interest that you could not deduct
because of this limit to the next tax year. The
interest carried forward is treated as invest-
ment interest paid or accrued in that later year.
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You can carry over disallowed investment
interest to a succeeding tax year even if it is
more than your taxable income in the year the
interest was paid or accrued.

Partners, shareholders, and beneficiaries.
To determine whether you exceed the limit on
investment interest, combine your share of in-
vestment interest from a partnership, S corpo-
ration, estate, or trust with your other invest-
ment interest.

Net investment income. Determine the
amount of your net investment income by sub-
tracting your investment expenses (other than
interest expense) from your investment
income.

Investment income. This generally in-
cludes gross income you derived from prop-
erty held for investment (such as interest, divi-
dends, annuities, and royalties). Investment
income does not include Alaska Permanent
Fund dividends.

Investment income generally does not in-
clude net capital gain from disposing of invest-
ment property (including capital gain distribu-
tions from mutual funds). However, you can
choose to include part or all of your net capital
gain in investment income.

You must make this choice by the due date
(including extensions) of the tax return on
which the capital gain is reported. You make
this choice by completing line 4e of Form 4952
according to its instructions.

If you choose to include any amount of
your net capital gain in investment income,
you must reduce your net capital gain that is
eligible for the 28% maximum capital gains tax
rate by the same amount. Before making this
choice, consider the effect on your total tax lia-
bility. Compare your tax if you make this
choice with your tax if you do not.

For more information about the maximum
capital gains rate, see Capital Gain Tax Com-
putation in Chapter 4.

Investment income of child reported on
parent’s return. Investment income includes
your child’s interest and dividend income that
you choose to report on your return. See Tax
on investment income of a child under age 14
under General Information in Chapter 1.

However, if part of the amount you report is
your child’s Alaska Permanent Fund divi-
dends, that part does not count as investment
income. To figure the amount of your child’s
income that you can consider your investment
income, start with the amount on line 5 of
Form 8814. Multiply that amount by a percent-
age that is equal to the Alaska Permanent
Fund dividends divided by the total amount of
interest and dividend income on line 3 of Form
8814. Subtract the result from the amount on
line 5 of Form 8814.

Example. Your 10-year-old child has inter-
est and dividend income for 1996 of $4,000,
including $500 in Alaska Permanent Fund divi-
dends. You choose to report this on your re-
turn. You enter $4,000 on line 3 of Form 8814
and $2,700 on line 5 of Form 8814 and line 21
of Form 1040. You figure the amount of your
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child’s income that you can consider your in-
vestment income as follows:

$2,700 - ($2,700 x $500) = $2,363
$4,000

Investment expenses. Investment ex-
penses include all income-producing ex-
penses (other than interest expense) relating
to the investment property that are allowable
deductions after applying the 2% limit that ap-
plies to miscellaneous itemized deductions. In
figuring the amount over the 2% limit, ex-
penses that are not investment expenses are
disallowed before any investment expenses
are disallowed. See Expenses of Producing In-
come, later, for a discussion of the 2% limit.

Example. Jane Smith’s income in 1996 in-
cludes $3,000 in dividends and a net capital
gain of $9,000 on the sale of investment prop-
erty. Jane’s 1996 investment expenses (other
than interest), which were directly connected
with the production of this income, amounted
to $980 after taking into account the 2% limit
on miscellaneous itemized deductions. Jane
also incurred $12,500 of investment interest
expense in 1996.

Jane chooses to include all of her net capi-
tal gain in investment income. Her total invest-
ment income is $12,000 ($3,000 dividends +
$9,000 net capital gain). She figures her net in-
vestment income and the limit on the amount
of her investment interest expense deduction
for 1996 in the following way:

Total investment income .................. $12,000
Minus: Investment expenses (other than

iNterest) .......oooiiiiiii 980
Net investment income .................... $11,020
Deductible investment interest expense

for 1996 $11,020

For 1996, Jane’s investment interest ex-
pense deduction is limited to $11,020, the
amount of her net investment income.

Form 4952 for Jane Smith is illustrated at
the end of this chapter.

Losses from passive activities. Income
or expenses that you used in computing in-
come or loss from a passive activity are not in-
cluded in determining your investment income
or investment expenses (including investment
interest expense). See Publication 925 for in-
formation about passive activities.

Example. Ted is a partner in a partnership
that operates a business. However, he does
not materially participate in the partnership’s
business. In 1996, Ted's interest in the part-
nership is considered a passive activity.

For 1996, Ted’s investment income from
interest and dividends is $10,000. His invest-
ment expenses (other than interest) are
$3,200 after taking into account the 2% limit
on miscellaneous itemized deductions. His in-
vestment interest expense is $8,000. Ted also
has income from the partnership of $2,000.

Ted figures his net investment income and
the limit on the amount of his investment inter-
est expense deduction for 1996 in the follow-
ingway:
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Total investment income .................. $10,000
Minus: Investment expenses (other than

interest) ... 3,200
Net investmentincome .................... $ 6,800
Deductible investment interest expense

for 1996 $ 6,800

The $2,000 of income from the passive ac-
tivity is not used in determining Ted'’s net in-
vestment income. His investment interest de-
duction is limited to $6,800, the amount of his
net investment income.

Bond Premium
Amortization

If you buy a bond that yields taxable interest,
you can choose to amortize the premium you
pay to buy the bond. To amortize a premium
means to deduct a part of the premium each
year over the life of the bond. If you make this
choice, you must reduce your basis in the tax-
able bond by a part of the premium each year
over the life of the bond. If you do not choose
to amortize the bond premium, it will be
treated as part of your basis of the bond. The
discussion on making this choice appears
later under Choosing to Amortize.

If you buy a bond that yields tax-exempt in-
terest, you must amortize any premium you
paid to buy the bond. This amortized amount is
not deductible in determining taxable income.
However, each year you must reduce your ba-
sis in the bond by the amortization for the year.

Bond premium. Bond premium is the amount
by which a bond'’s cost or other basis is more
than its face, or maturity, value. For example, a
bond with a face value of $1,000 would have a
$50 premium if it sells for $1,050.

Callable bond. A taxable bond that is sub-
ject to a call before it matures can be re-
deemed by the issuer before the scheduled
maturity date. The bond premium is deter-
mined by reference to the amount the issuer
will pay at the earlier call date, rather than at
maturity, if using that amount results in a
smaller amortizable bond premium for the pe-
riod ending on the call date.

Basis. You decrease the basis of the bond by
the amortizable bond premium in all cases in
which you are required, or choose, to amortize
the premium. Use the resulting adjusted basis
to figure your gain or loss on the sale or re-
demption of the bond. Gains and losses are
discussed in Chapter 4.

If the interest on the bond is exempt from
tax, you cannot deduct the amortization even
though you must reduce the basis of the bond
each year by a part of the premium.

Bonds acquired in an exchange after
May 6, 1986. The basis amount used to figure
amortizable bond premium is limited if you re-
ceived the bond after May 6, 1986, in ex-
change for other property and its basis is de-
termined (in whole or in part) by reference to
the basis of the other property. The basis can-
not exceed the bond’s fair market value imme-
diately after the exchange. This treatment



does not apply to an exchange of a bond for
another bond if the exchange is part of a cor-
porate reorganization.

Dealers. A dealer in taxable bonds (or anyone
who holds them mainly for sale to customers
in the ordinary course of a trade or business
and who would properly include bonds on
hand in inventory at the close of the tax year)
cannot claim a deduction for amortizable bond
premium. Instead, the premium is part of the
cost of the bonds.

See section 75 of the Internal Revenue
Code for purposes of determining your gross
income if you are a dealer in tax-exempt
bonds.

Premium on a convertible bond. If you paid
a premium for a convertible bond, you cannot
amortize or deduct the amount of the premium
based on the conversion feature of the bond.

How To Figure

Amortization for the Year

Figure the amount of bond premium amortiza-
tion for the year as follows.

Bonds issued before September 28, 1985.
For these bonds, you can amortize bond pre-
mium using any reasonable method. Reason-
able methods include:

1) The straight-line method, and
2) The Revenue Ruling 82—10 method.

Straight-line method. Under this method,
the amount of your amortizable bond premium
is the same each month. Divide the number of
months you held the bond during the year by
the number of months from the beginning of
the tax year (or, if later, the date of acquisition)
to the date of maturity or earlier call date. Then
multiply the result by the bond premium (re-
duced by any amortizable bond premium
claimed in earlier years). This gives you your
amortizable bond premium for the year.

Revenue Ruling 82-10 method. Under
this method, the amount of your amortizable
bond premium increases each month over the
life of the bond. This method is explained in
Revenue Ruling 82-10.

Bonds issued after September 27, 1985.
For these bonds, you must amortize bond pre-
mium using the constant yield method on the
basis of your yield to maturity, determined by
using the bond’s basis and compounding at
the close of each accrual period.

Choosing To Amortize
You choose to amortize the premium on taxa-
ble bonds by deducting or offsetting the pre-
mium on your income tax return for the first tax
year for which you want the choice to apply.
You must attach a statement to your return
showing how you figured your deduction (or
offset amount). See How To Report Bond Pre-
mium Amortization, next.

This choice is binding for the year you
make it and for later tax years. It applies to all
similar bonds you own in the year you make

the choice and also to those you acquire in
later years.

You can change your decision to amortize
bond premium only with the written approval
of the IRS.

How To Report Bond

Premium Amortization

How you deduct your bond premium amortiza-
tion depends on when you acquired the bond.
However, you must file Form 1040 if you amor-
tize bond premium.

Taxable bonds acquired before October
23, 1986. For these bonds, deduct bond pre-
mium amortization on line 27 of Schedule A
(Form 1040) as a miscellaneous itemized de-
duction not subject to the 2% of adjusted
gross income limit.

Taxable bonds acquired after October 22,
1986, but before 1988. For these bonds, de-
duct the bond premium amortization as inter-
est expense on line 13 of Schedule A (Form
1040). If required, use Form 4952, Investment
Interest Expense Deduction, to figure your al-
lowable deduction and attach the form to your
return.

You can choose to offset the premium
against the bond’s interest income instead of
deducting it on Schedule A. See Taxable
bonds acquired after 1987, next.

Taxable bonds acquired after 1987. For
these bonds, offset the amortizable bond pre-
mium against the interest income from the
bond. This offset also applies to taxable bonds
acquired after October 22, 1986, and before
1988, for which you choose to offset the pre-
mium against interest income.

Offset your interest income from a bond by
reporting the bond’s interest on line 1 of
Schedule B (Form 1040). Several lines above
line 2, put a subtotal of all interest listed on line
1. Below this subtotal, write *ABP Adjust-
ment,” and the amount. Subtract this amount
from the subtotal, and enter the result on line
2.

You also reduce the basis of the bond by
the amount of the amortized premium.

Expenses of
Producing Income

You deduct investment expenses (other than
interest expenses) as miscellaneous deduc-
tions on Schedule A (Form 1040). To be de-
ductible, these expenses must be ordinary
and necessary expenses paid or incurred:

1) To produce or collect income, or

2) To manage property held for producing
income.

The expenses must be directly related to
the income or income-producing property, and
the income must be taxable to you.

The deduction for most income-producing
expenses is subject to a 2% /imit that also ap-
plies to certain other miscellaneous itemized
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deductions. The amount deductible is limited
to the total of these miscellaneous deductions
that is more than 2% of your adjusted gross
income.

For information on how to report expenses
of producing income, see How To Report In-
vestment Expenses, later.

Attorney or accounting fees. You can de-
duct attorney or accounting fees that are nec-
essary to produce or collect taxable income.
However, in some cases, attorney or account-
ing fees are part of the basis of property. See
Basis of Investment Property in Chapter 4.

Automatic investment service and divi-
dend reinvestment plans. A bank may offer
its checking account customers an automatic
investment service whereby, for a charge,
each customer can choose to invest a part of
the checking account each month in the com-
mon stock of certain specified corporations.
Or, a bank that acts as a dividend disbursing
agent for a number of publicly-owned corpora-
tions may set up a plan known as an automatic
dividend reinvestment service. Under the plan,
cash dividends paid by a corporation are rein-
vested, after the bank deducts a service
charge for serving as an agent for participating
shareholders, in full or fractional shares of
stock of the corporation. Each customer or
shareholder is periodically given a statement
showing the date of purchase, the purchase
price including stock brokerage costs, and the
accumulated number of shares and fractions
in the account.

A corporation in which you own stock also
may have a dividend reinvestment plan. This
plan lets you choose to use your dividends to
buy more shares of stock in the corporation in-
stead of receiving the dividends in cash.

You can deduct the monthly service
charge you pay to a bank to participate in an
automatic investment service plan. If you par-
ticipate in a dividend reinvestment plan, you
can deduct any service charge subtracted
from your cash dividends before the dividends
are used to buy more shares of stock. Deduct
the charges in the year you pay them.

Clerical help and office rent. You can de-
duct office expenses, such as rent and clerical
help, that you incur in connection with your in-
vestments and collecting the taxable income
on them.

Cost of replacing missing securities. Tore-
place your taxable securities that are mislaid,
lost, stolen, or destroyed, you may have to
post an indemnity bond. You can deduct the
premium you pay to buy the indemnity bond
and the related incidental expenses.

You may, however, get a refund of part of
the bond premium if the missing securities are
recovered within a specified time. Under cer-
tain types of insurance policies, you can re-
cover some of the expenses.

If you receive the refund in the tax year you
pay the amounts, you can deduct only the dif-
ference between the expenses paid and the
amount refunded. If the refund is made in a
later tax year, you must include the refund in
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income in the year you received it, but only to
the extent that the expenses decreased your
tax in the year you deducted them.

Fees. You can deduct fees you pay to a bro-
ker, bank, trustee, or similar agent to collect in-
come, such as your taxable bond or mortgage
interest, or your dividends on shares of stock.
But you cannot deduct a fee you pay to a bro-
ker to acquire investment property, such as
stocks or bonds. You must add the fee to the
cost of the property. See Basis of Investment
Propertyin Chapter 4.

You cannot deduct any broker's fees, com-
missions, or option premiums you pay (or that
were netted out) in connection with the sale of
investment property. They can be used only to
figure gain or loss from the sale. See Report-
ing Capital Gains and Losses on Schedule D,
in Chapter 4, for more information about the
treatment of these sale expenses.

Investment counsel and advice. You can
deduct fees you pay for counsel and advice
about investments if the fees relate to invest-
ments that produce taxable income. This in-
cludes amounts you pay for investment advi-
sory services.

Safe deposit box rent. You can deduct rent
you pay for a safe deposit box if you use the
box to store taxable income-producing stocks,
bonds, or investment-related papers and doc-
uments. If you use the box to store taxable se-
curities and tax-exempt securities or personal
items, you can deduct only a part of the rent.
See Tax-exempt income later, under Nonde-
ductible Expenses, to figure what part you can
deduct.

Sponsored investment plan. If you are a
subscriber to a sponsored investment plan,
you pay creation and custody fees.

Creation fee. This fee is deducted by the
custodian from your deposits. It is paid to the
sponsor for its services in developing, selling,
and administering the plan. It is a fee paid for
the privilege of getting stock through the plan.
This fee is a capital expense. You must add it
to the cost of the shares you get through the
investment plan. You cannot deduct it.

Custody fee. This fee is paid for services
performed by the custodian for holding the
shares you acquired through the plan, collect-
ing and reinvesting cash dividends, maintain-
ing individual records, and providing you with
detailed statements of your account. It is a
fixed percentage of each deposit. You can de-
duct this fee.

State and local transfer taxes. You cannot
deduct the state and local transfer taxes you
pay when you buy or sell securities. If you pay
these transfer taxes when you buy securities,

you must treat them as part of the cost of the

acquired property. If you pay these transfer

taxes when you sell securities, you must treat
them as a reduction in the amount realized on
the disposition.
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Trustee’s commissions for revocable trust.
If you set up a revocable trust and have its in-
come distributed to you, you can deduct the
commission you pay the trustee for managing
the trust to the extent it is to produce or collect
taxable income or to manage property. How-
ever, you cannot deduct any part of the com-
mission that is for producing or collecting tax-
exempt income or for managing property that
produces tax-exempt income.

If you are a cash-basis taxpayer and pay
the commissions for several years in advance,
you must deduct a part of the commission
each year. You cannot deduct the entire
amount in the year you pay it.

Nondeductible
Expenses

Some expenses that you incur as an investor
are not deductible.

Stockholders’ meetings. You cannot deduct
transportation and other expenses that you
pay to attend stockholders’ meetings of com-
panies in which you have no interest other
than owning stock. This is true even though
your purpose in attending is to get information
that would be useful in making further

investments.

Investment-related seminar. You cannot de-
duct expenses for attending a convention,
seminar, or similar meeting for investment
purposes.

Single-premium life insurance, endow-
ment, and annuity contracts. You cannot
deduct interest on money you borrow to buy or
carry a single-premium life insurance, endow-
ment, or annuity contract.

This includes policies for which almost all
the premiums are paid within 4 years from the
date of purchase, or for which an amount is
deposited with the insurer for the payment of a
large number of future premiums.

Single premium annuity contract as col-
lateral. If you use a single premium annuity
contract as collateral to obtain or continue a
mortgage loan, you cannot deduct interest on
the loan to the extent it is collateralized by the
annuity contract. Figure the amount of interest
expense disallowed by multiplying the current
interest rate on the mortgage loan by the
lesser of the amount of the annuity contract
used as collateral or the amount of the loan.

Systematic borrowing on insurance. Gen-
erally, you cannot deduct interest on money
you borrow to buy or carry a life insurance, en-
dowment, or annuity contract if you plan to
systematically borrow part or all of the in-
creases in the cash value of the contract. This
rule applies to the interest on the total amount
borrowed to buy or carry the contract, not just
the interest on the borrowed increases in the
cash value.
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Tax-exempt income. You cannot deduct ex-
penses you incur to produce tax-exempt in-
come. Nor can you deduct interest on money
you borrow to buy tax-exempt securities.

Short-sale expenses. The rule disallow-
ing a deduction for interest expenses on tax-
exempt securities applies to amounts you pay
in connection with personal property used in a
short sale or amounts paid by others for the
use of any collateral in connection with the
short sale. However, it does not apply to the
expenses you incur if you deposit cash as col-
lateral for the property used in the short sale
and the cash does not earn a material return
during the period of the sale. Short sales are
discussed in Chapter 4.

Regulated investment company. You
cannot deduct the interest on money you bor-
row to buy shares of stock of a regulated in-
vestment company that distributes only ex-
empt-interest dividends. If the company
distributes both taxable and exempt-interest
dividends, you cannot deduct the part of the
interest that relates to the exempt-interest div-
idends. You can deduct the part of the interest
that relates to the taxable dividends as invest-
ment interest, if you itemize deductions.

Expenses for both tax-exempt and taxa-
ble income. You may have expenses that are
for both tax-exempt and taxable income. If you
cannot specifically identify what part of the ex-
penses is for the tax-exempt income and what
part is for the taxable income, you can allocate
the expenses, using reasonable proportions
based on facts and circumstances. You must
attach a statement to your return showing the
basis of the apportionment, and stating that
each deduction claimed is not based on tax-
exempt income.

One accepted method for allocating ex-
penses is to do it in the same proportion that
each type of income is to the total income. If
the expenses relate in part to capital gains and
losses, include the gains, but not the losses, in
figuring this proportion. To find the part of the
expenses that relates to the tax-exempt in-
come, divide your tax-exempt income by the
total income and multiply your expenses by
the result.

Example. You received $6,000 interest —
$4,800 was tax-exempt and $1,200 was taxa-
ble. In earning this income, you had $500 of
expenses. You cannot specifically identify the
amount of each expense item that is for each
income item, so you must prorate your ex-
penses. 80% ($4,800 tax-exempt interest di-
vided by $6,000 total interest) of your ex-
penses is for the tax-exempt income. You
cannot deduct $400 (80% of $500) of the ex-
penses. You can deduct the balance of the ex-
penses, $100, because they are for the taxa-
ble interest.

State income taxes. You can deduct
state income taxes on interest income that is
exempt from federal income tax. But you can-
not deduct state income taxes on other ex-
empt income.



How To Report
Investment Expenses

To deduct your investment expenses, you
must itemize deductions on Schedule A (Form
1040). Enter your deductible investment inter-
est expense on line 13, Schedule A. Include
any deductible short sale expenses. (See
Short Sales in Chapter 4 for information on
these expenses.) Also attach a completed
Form 4952 if you used that form to figure your
investment interest expense.

Enter the total amount for your expenses
of producing income on line 22, Schedule A,
and include this amount with your other mis-
cellaneous deductions that are subject to the
2% limit. List the type and amount of each ex-
pense. (If necessary, you can show the re-
quired information on an attached statement.)

For information on how to report amortiza-
ble bond premium, see Bond Premium Amorti-
zation earlier in this chapter.

When To Report
Investment Expenses

If you use the cash method of reporting in-
come and expenses, you generally deduct
your expenses, except for certain prepaid in-
terest, in the year you pay them.

If you use an accrual method, you deduct
your expenses when they accrue rather than
when you pay them.

Also see When To Deduct Investment In-
terest, earlier in this chapter.

Unpaid expenses owed to related party. If
you use an accrual method, you cannot de-
duct interest and other expenses owed to a re-
lated cash-basis person until payment is made

and the amount is includible in the gross in-
come of that person. The relationship, for pur-
poses of this rule, is determined as of the end
of the tax year for which the interest or ex-
pense would otherwise be deductible. If a de-
duction is denied under this rule, this rule will
continue to apply even if your relationship with
the person ceases to exist before the amount
is includible in the gross income of that
person.

This rule generally applies to those rela-
tionships listed in Chapter 4 under Related
Party Transactions. It also applies to accruals
by partnerships to partners, partners to part-
nerships, shareholders to S corporations, and
S corporations to shareholders.

The postponement of deductions for un-
paid expenses and interest under the related
party rule does not apply to original issue dis-
count (OID), regardless of when payment is
made. This rule also does not apply to loans
with below-market interest rates or to certain
payments for the use of property and services
when the lender or recipient has to include
payments periodically in income, even though
a payment has not been made.

Investment expenses allocated by pass-
through entities. If you hold an interest in a
partnership, S corporation, real estate mort-
gage investment conduit (REMIC), or a non-
publicly offered regulated investment com-
pany (or mutual fund), that organization will
generally report to you your share of certain in-
vestment expenses. In the case of a partner-
ship or S corporation, these expenses will be
shown on your Schedule K-1. A nonpublicly
offered regulated investment company (or mu-
tual fund) will indicate your share of the allo-
cated investment expenses in box 1e of Form
1099-DIV, or on an equivalent statement.
Publicly-offered mutual funds are discussed
later.
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If you hold an interest in a REMIC, any ex-
penses relating to your residual interest in-
vestment will be shown on line 3b of Schedule
Q (Form 1066); any expenses relating to your
regular interest investment will appear on a
separate statement accompanying the Form
1099 (or equivalent statement).

Report your share of these investment ex-
penses on Schedule A (Form 1040), subject to
the 2% limit, in the same manner as your other
expenses of producing income.

Including expenses in income. The in-
vestment expenses allocated to a holder of an
interest in a REMIC or a nonpublicly offered
mutual fund, as described above, are consid-
ered to be indirect deductions through that
pass-through entity. You must include in your
gross income an amount equal to the amount
of the expenses allocated to you, whether or
not you are able to claim a deduction for those
expenses. If you are a shareholder in a non-
publicly offered mutual fund, you must include
on your return the full amount of gross divi-
dends or other distributions of stock, as shown
in box 1a of Form 1099-DIV or an equivalent
statement. If you are a residual interest holder
in a REMIC, you must report as ordinary in-
come on Schedule E (Form 1040) the total
amounts shown on lines 1b and 3b of Sched-
ule Q (Form 1066). If you are a REMIC regular
interest holder, you must include the amount
of any expense allocation you received on line
8a of Form 1040.

Publicly-offered mutual funds. Publicly-of-
fered mutual funds, generally, are funds that
are traded on an established securities ex-
change. This type of fund reports to you on
Form 1099-DIV, in box 1a, your net dividend
income (gross dividends minus investment ex-
penses). Include this net figure in your income.
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4.

Sales and Trades
of Investment
Property

Introduction

This chapter explains how you figure your gain
or loss when you sell or trade investment prop-
erty. To determine whether you had a gain or
loss on a sale of property, you generally sub-
tract your adjusted basis (defined later) from
the amount you realize (defined later).

Investment property. This is property that
produces investment income. Examples in-
clude stocks, bonds, and Treasury bills and
notes. Property used in a trade or business is
not investment property.

Form 1099-B. If you sold property such as
stocks, bonds, or certain commodities through
a broker during 1996, you should receive, for
each sale, a Form 1099-B, Proceeds From
Broker and Barter Exchange Transactions, or
an equivalent statement from the broker. You
should receive the statement by January 31,
1997. It will show the gross proceeds from the
sale. The IRS will also get a copy of Form
1099-B from the broker.

If you receive a Form 1099-B or equivalent
statement, you must complete Schedule D of
Form 1040.

Other property transactions. Certain trans-
fers of property are discussed in other IRS
publications. These include, for example:

¢ Sale of your main home, discussed in Publi-
cation 523, Selling Your Home;

¢ |nstallment sales, covered in Publication
537;

¢ Various types of transactions involving busi-
ness property, including dispositions of as-
sets used in a trade or business or for the
production of income, discussed in Publica-
tion 544, Sales and Other Dispositions of
Assets;

¢ Transfers of property at death, covered in
Publication 559, Survivors, Executors, and
Administrators; and

¢ Disposition of an interest in a passive activ-
ity, discussed in Publication 925, Passive
Activity and At-Risk Rules.

Topics

This chapter discusses:
* What a sale or trade is,
* Basis,
e Adjusted basis,

* Figuring gain or loss,

* Nontaxable trades,

* Capital gains and losses, and

e How to report your gain or loss.

Useful Items
You may want to see:

Publication

(0544 Sales and Other Dispositions of
Assets

0551 Basis of Assets
0564 Mutual Fund Distributions

Form (and Instructions)

O Schedule D (Form 1040) Capital
Gains and Losses

2119 Sale of Your Home

16781 Gains and Losses From Section

1256 Contracts and Straddles
(18582 Passive Activity Loss Limitations
(08824

See Chapter 5 for information about get-
ting these publications and forms.

Like-Kind Exchanges

What Is a
Sale or Trade?

A sale is generally a transfer of property for
money only or for a promise to pay money,
such as a mortgage or note. A trade is a trans-
fer of property in return for other property or
services, and may be taxed in the same way
asasale.

Sale and purchase. Ordinarily, a transaction
is not a trade when you voluntarily sell prop-
erty for cash and immediately buy similar prop-
erty to replace it. Such a sale and purchase
are two separate transactions.

Redemption of stock. A redemption of stock
is treated as a sale or trade and is subject to
the capital gain or loss provisions unless the
redemption is a dividend or other distribution
on stock.

Dividend vs. sale or trade. Whether a re-
demption is treated as a sale, trade, dividend,
or other distribution depends on the circum-
stances in each case. Both direct and indirect
ownership of stock will be considered. The re-
demption is treated as a sale or trade of stock
if:

1) The redemption is not essentially
equivalent to a dividend (see Dividends
and Other Corporate Distributions in
Chapter 1),

2) There is a substantially disproportionate
redemption of stock,

3) There is a complete redemption of all the
stock of the corporation owned by the
shareholder, or

4) The redemption is a distribution in partial
liquidation of a corporation.
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Redemption or retirement of bonds. Are-
demption or retirement of bonds or notes at
their maturity is a sale or trade which you must
report on Schedule D (Form 1040) whether or
not you realize gain or loss on the transaction.
However, if the issuer has merely extended
the maturity date of its notes, during which pe-
riod some of the noteholders have agreed not
to redeem their notes until all the other notes
are retired or their retirement is provided for,
neither a trade nor a closed or completed
transaction has occurred. Under these circum-
stances, you do not figure gain or loss.

Surrender of stock. A surrender of stock by
a dominant shareholder who retains control of
the corporation is treated as a contribution to
capital rather than as an immediate loss de-
ductible from taxable income. The surrender-
ing shareholder must reallocate his or her ba-
sis in the surrendered shares to the shares he
or she retains.

Trade of investment property for an annu-
ity. The transfer of investment property to an
organization, such as a corporation, trust,
fund, or foundation, in exchange for a contract
providing for a fixed annuity to pay you guaran-
teed annual payments for life, is a taxable
trade. If the present value of the annuity is
more than your basis in the property traded,
you have a taxable gain in the year of the
trade. Figure the present value of the annuity
according to factors used by commercial in-
surance companies issuing annuities.

Transfer by inheritance. The transfer of
property of a decedent to the executor or ad-
ministrator of the estate, or to the heirs or ben-
eficiaries, is not a sale or other disposition. No
taxable gain or deductible loss results from the
transfer.

Basis of
Investment Property

Terms you may need to know (see
Glossary):

Basis
Fair market value
Original issue discount (OID)

Basis is a way of measuring your investmentin
property for tax purposes. You must know the
basis of your property to figure depreciation,
amortization, depletion, and casualty losses,
and whether you have a gain or loss on its sale
or other disposition.

Investment property you buy normally has
an original basis equal to its cost. If you get
property in some way other than buying it,
such as by gift or inheritance, its fair market
value may be important in figuring the basis.
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Cost Basis

The basis of property you buy is usually its
cost. The cost is the money you pay and the
fair market value of other property or services
you give for it.

Assuming a mortgage. If you buy property
and become liable for an existing mortgage on
the property, the cost of the property is the
amount you pay plus the unpaid mortgage you
assume.

Unstated interest. If you buy property under
a deferred-payment plan that charges little or
no interest, you may have to treat part of the
purchase price as interest. You must subtract
this amount, if any, from your cost to find your
basis. For more information, see Unstated In-
terest in Publication 537.

Settlement fees. Include certain closing
costs and settlement fees in the basis of prop-
erty. These include:

1) Legal and recording fees,
2) Real estate agent’s commissions,

3) Abstract fees (sometimes called abstract
of title fees),

4) Charges for installing utility services,
5) Surveys,

6) Transfer taxes,

7) Title insurance,

8) Legal fees for perfecting title, and

9) Any amounts the seller owes that you
agree to pay, such as back taxes or inter-
est, recording or mortgage fees, charges
for improvements or repairs, and sales
commissions.

Closing costs that you cannot add to your
basis include:

1) Fireinsurance premiums,

2) Mortgage insurance premiums,

3) The cost of repairs,

4) Rent for occupancy before closing,

5) Charges for utilities or other services re-
lating to occupancy before closing, and

6) Amounts placed in escrow for the future
payment of items such as taxes and
insurance.

If the seller actually paid for any item for
which you are liable, such as your share of the
real property taxes for that year, you must re-
duce your basis by that amount if you are not
charged for it at settlement.

Real estate taxes. If you buy real property
and agree to pay taxes that are owed by the
seller, you include the taxes you pay in the
cost of the property. You cannot deduct them
as taxes you paid.

If you reimburse the seller for taxes the
seller paid for you, you ordinarily can deduct
those taxes. Do not include them in the cost of
the property.
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Basis Other Than Cost

There are times when you must use a basis
other than cost. In these cases, the fair market
value or the adjusted basis of certain property
may be important.

Fair market value. This is the price at which
the property would change hands between a
buyer and a seller, neither being forced to buy
or sell and both having reasonable knowledge
of all the relevant facts. Sales of similar prop-
erty, around the same date, may be helpful in
figuring fair market value.

Property Received for Services

If you receive investment property for ser-
vices, you must include the property’s fair mar-
ket value inincome. The amount you include in
income then becomes your basis in the prop-
erty. If the services were performed for a price
that was agreed on beforehand, this price will
be accepted as the fair market value of the
property if there is no evidence to the contrary.

Restricted property. If you receive, as pay-
ment for services, property that is subject to
certain restrictions, your basis in the property
generally is its fair market value when it be-
comes substantially vested. Property be-
comes substantially vested when it becomes
transferable or when it is no longer subject to
substantial risk of forfeiture. See Restricted
Property Received for Services in Publication
525 for more information.

Bargain purchases. If you buy investment
property from your employer at less than fair
market value, as payment for services, you
must include the difference in income. Your
basis in the property is the price you pay plus
the amount you include in income.

Property Received
in Taxable Trades

If you received investment property in trade for
other property, the basis of the new property is
its fair market value at the time of the trade un-
less you received the property in a nontaxable
trade.

Example. You trade A Company stock for
B Company stock having a fair market value of
$1,200. If the adjusted basis of the A Company
stock is less than $1,200, you have a taxable
gain on the trade. If it is more than $1,200, you
have a deductible loss on the trade. The basis
of the B Company stock is $1,200. If you later
sell the B Company stock for $1,300, you will
have a gain of $100.

Property Received

in Nontaxable Trades

If you have a nontaxable trade, you do not rec-
ognize gain or loss until you dispose of the
property you received in the exchange. See
Nontaxable Trades, later.

The basis of property you received in a
nontaxable or partially nontaxable trade is
generally the adjusted basis of the property
you gave up. Increase this amount by any cash
you paid, additional costs you had, and any
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gain recognized. Reduce this amount by any
cash or unlike property you received, any loss
recognized, any liability of yours that was as-
sumed, and any liability to which the property
you traded was subject.

Property Received
From Your Spouse

If property is transferred to you from your

spouse, or (if the transfer is incident to di-

vorce) from your former spouse, your basis is
your spouse’s or former spouse’s adjusted ba-
sis immediately before the transfer. See

Transfers of Property Between Spouses or In-
cident to a Divorce, later.

The transferor must supply you with
records necessary to determine the adjusted
basis and holding period of the property as of
the date of the transfer.

Property Received as a Gift

To figure your basis in property that you re-
ceived as a gift, you must know its adjusted
basis to the donor just before it was given to
you, its fair market value at the time it was
given to you, the amount of any gift tax paid on
it, and the date it was given to you.

Fair market value less than donor’s ad-
justed basis. If the fair market value of the
property at the time of the gift was less than
the adjusted basis to the donor just before the
gift, your basis for gain on its sale or other dis-
position is the same as the donor’s adjusted
basis plus or minus any required adjustments
to basis during the period you hold the prop-
erty. Your basis for loss is its fair market value
at the time of the gift plus or minus any re-
quired adjustments to basis during the period
you hold the property.

No gain or loss. If you use the basis for fig-
uring a gain and the result is a loss, and then
use the basis for figuring a loss and the result
is a gain, you will have neither a gain nor a
loss.

Example. You receive a gift of investment
property having an adjusted basis of $10,000
at the time of the gift. The fair market value at
the time of the gift is $9,000. You later sell the
property for $9,500. You have neither gain nor
loss. Your basis for figuring gain is $10,000,
and $10,000 minus $9,500 results in a $500
loss. Your basis for figuring loss is $9,000, and
$9,500 minus $9,000 results in a $500 gain.

Fair market value more than donor’s ad-
justed basis. If the fair market value of the
property at the time of the gift was equal to or
more than the donor’s adjusted basis just
before the gift, your basis for gain or loss on
its sale or other disposition is the donor’s ad-
justed basis plus or minus any required adjust-
ments to basis during the period you held the
property. Also, you may be allowed to add to
the donor’s adjusted basis all or part of any gift
tax paid, depending on the date of the gift.
Gift received before 1977. If you received
property as a gift before 1977, your basis in
the property is the donor’s adjusted basis in-
creased by the total gift tax paid on the gift.
However, your basis cannot be more than the



fair market value of the gift at the time it was
given to you.

Example 1. You were given XYZ Company
stock in 1976. At the time of the gift, the stock
had a fair market value of $21,000. The do-
nor’s adjusted basis was $20,000. The donor
paid a gift tax of $500 on the gift. Your basis for
gain or loss is $20,500, the donor’s adjusted
basis plus the amount of gift tax paid.

Example 2. Assume the same facts as in
Example 1 except that the gift tax paid was
$1,500. Your basis is $21,000, the donor's ad-
justed basis plus the gift tax paid, but limited to
the fair market value of the stock at the time of
the gift.

Gift received after 1976. If you received
property as a gift after 1976, your basis is the
donor’s adjusted basis increased by the part
of the gift tax paid that was for the net increase
in value of the gift. You figure this part by multi-
plying the gift tax paid on the gift by a fraction.
The numerator (top part) is the net increase in
value of the gift and the denominator (bottom
part) is the amount of the gift.

The net increase in value of the gift is the
fair market value of the gift minus the donor’s
adjusted basis. The amount of the gift is its
value for gift tax purposes after reduction by
any annual exclusion and marital or charitable
deduction that applies to the gift.

Example. In 1996, you received a gift of
property from your mother. At the time of the
gift, the property had a fair market value of
$100,000 and an adjusted basis to her of
$40,000. The amount of the gift for gift tax pur-
poses was $90,000 ($100,000 minus the
$10,000 annual exclusion), and your mother
paid a gift tax of $21,000. You figure your basis
in the following way:

Fairmarketvalue ........................ $100,000
Minus: Adjusted basis ................... 40,000
Netincrease in value of gift .............. $ 60,000
Gifttax paid .......c.coveiiiiiiii $ 21,000
Multiplied by .67 ($60,000 + $90,000) .67
Gift tax due to netincrease in value ..... $ 14,070
Plus: Adjusted basis of property to your

mother .......ooooiiiiiiiiiiiin. 40,000
Your basis in the property $ 54,070

Part sale, part gift. If you get property in a
transaction that is partly a sale and partly a
gift, your basis is either the basis of the gift, as
explained here, or the amount you paid for the
property, whichever is greater.

Inherited Property

If you inherited property, your basis in that
property generally is its fair market value (its
appraised value on the federal estate tax re-
turn) on:

1) The date of the decedent’s death, or

2) The later alternate valuation date if the
estate qualifies for, and elects to use, al-
ternate valuation.

If no federal estate tax return was filed, use
the appraised value on the date of death for
state inheritance or transmission taxes.

Appreciated property you gave the dece-
dent. Your basis in certain appreciated prop-
erty that you inherited is the decedent’s ad-
justed basis in the property immediately
before death rather than its fair market value.
This applies to appreciated property that you
or your spouse gave the decedent as a gift
during the one-year period ending on the date
of death. Appreciated property is any property
whose fair market value on the day you gave it
to the decedent was more than its adjusted
basis.

More information. See Publication 551, Ba-
sis of Assets, for more information on the sur-
vivor’'s or beneficiary’s basis in community
property, a surviving tenancy, a qualified joint
interest, and a farm or business.

Stocks and Bonds

The basis of stocks or bonds you own gener-
ally is the purchase price plus the costs of
purchase such as commissions and recording
or transfer fees. If you acquired stock or bonds
other than by purchase, your basis is usually
determined by fair market value or the donor’s
adjusted basis as discussed earlier under Ba-
sis Other Than Cost .

The basis of stocks must be adjusted for
certain events that occur after purchase. For
example, if you receive more stock from non-
taxable stock dividends or stock splits, you
must reduce the basis of your original stock.
You must also reduce your basis when you re-
ceive nontaxable distributions because these
are a return of capital.

If you can definitely identify the shares of
stock or the bonds you sold, their basis is the
cost or other basis of the particular shares of
stock or bonds. However, if you buy and sell
securities at various times in varying quantities
and you cannot definitely identify the shares
you sell, the basis of the securities you sell is
the basis of the securities you acquired first.
Except for certain mutual fund shares, dis-
cussed later, you cannot use the average
price per share to figure gain or loss on the
sale of the shares.

Example. You bought 100 shares of stock
of XYZ Corporation in 1984 for $10 a share. In
January 1985, you bought another 200 shares
for $11 a share. In July 1985, you gave your
son 50 shares. In December 1987, you bought
100 shares for $9 a share. In April 1996, you
sold 130 shares. You cannot identify the
shares you disposed of, so you must use the
stock you acquired first to figure the basis. The
shares of stock you gave your son had a basis
of $500 (50 x $10). You figure the basis of the
130 shares of stock you sold in 1996 as
follows:

50 shares (50 x $10) balance of stock
boughtin1984 ..................cil

80 shares (80 x $11) stock bought in
January1985 ... 880

Total basis of stock sold in 1996 $1,380

$ 500
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Identification. You will make an adequate
identification if you show that certificates rep-
resenting shares of stock from a lot that you
bought on a certain date or for a certain price
were delivered to your broker or other agent.

If you have left the stock certificates with
your broker or other agent, an adequate identi-
fication is made if you:

1) Tell your broker or other agent the partic-
ular stock to be sold or transferred at the
time of the sale or transfer, and

2) Receive a written confirmation of this
from your broker or other agent within a
reasonable time.

If you bought stock in different lots at differ-
ent times and you hold a single stock certifi-
cate for this stock, you will make an adequate
identification if you:

1) Tell your broker or other agent the partic-
ular stock to be sold or transferred when
you deliver the certificate to your broker
or other agent, and

2) Receive a written confirmation of this
from your broker or other agent within a
reasonable time.

Stock identified this way is the stock sold or
transferred even if stock certificates from a dif-
ferent lot are delivered to the broker or other
agent.

If you sell part of the stock represented by

a single certificate directly to the buyer instead
of through a broker, you will make an ade-
quate identification if you keep a written record
of the particular stock that you intend to sell.
This method of identification also applies to
bonds sold or transferred.

Mutual fund shares. Your basis in shares of a
regulated investment company (mutual fund)
is generally figured in the same way as the ba-
sis of other stock. Your cost basis in mutual
fund shares you bought usually includes a
sales fee, also known as a load charge. But,
in certain cases, you cannot add to your basis
the entire amount of a load charge incurred af-
ter October 3, 1989, if the load charge gives
you a reinvestment right. For more informa-
tion, see Publication 564.

Election to use average basis. You can
choose to use the average basis of shares you
own in a mutual fund if you acquired the
shares at various times and prices and left the
shares on deposit in an account kept by a cus-
todian or agent who acquires or redeems
those shares. The methods you can use to fig-
ure average basis and other information on
the basis of mutual fund shares are explained
in Publication 564.

Automatic investment service. If you par-
ticipate in an automatic investment service,
your basis for each share of stock, including
fractional shares, bought by the bank or other
agent is the purchase price plus a share of the
brokerage commission.

In determining your holding period for
shares bought by the bank, full shares are
considered bought first and any fractional
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shares are considered bought last. Your hold-
ing period starts on the bank’s purchase date.
If a share was bought over more than one
purchase date, your holding period for that
share is a split holding period. A part of the
share is considered to have been bought on
each date that stock was bought by the bank
with the proceeds of available funds.

Dividend reinvestment plans. If you partici-
pate in a dividend reinvestment plan and re-
ceive stock from the corporation at a discount,
your basis is the full fair market value of the
stock on the dividend payment date. You must
include the amount of the discount in your
income.

Public utilities. If, before 1986, you ex-
cluded from income the value of stock you had
received under a qualified public utility rein-
vestment plan, your basis in that stock is zero.

Stock dividends. Stock dividends are distri-
butions made by a corporation of its own
stock. Generally, stock dividends are not taxa-
ble to you. However, see Nontaxable Distribu-
tions in Chapter 1. If the stock dividends are
not taxable, you must divide your basis for the
old stock between the old and new stock.

New and old stock identical. If the new
stock you received as a nontaxable dividend is
identical to the old stock on which the dividend
was declared, divide the adjusted basis of the
old stock by the number of shares of old and
new stock. The result is your basis for each
share of stock.

Example. You owned one share of com-
mon stock that you bought for $45. The corpo-
ration distributed two new shares of common
stock for each share held. You then had three
shares of common stock. Your basis in each
share is $15 ($45 + 3). If you owned two
shares before the distribution, one bought for
$30 and the other for $45, you would have six
shares after the distribution—three with a ba-
sis of $10 each and three with a basis of $15
each.

New and old stock not identical. If the
new stock you received as a nontaxable divi-
dend is not identical to the old stock on which
it was declared, divide the adjusted basis of
the old stock between the old and the new
stock in the ratio of the fair market value of
each lot of stock to the total fair market value
of both lots on the date of distribution of the
new stock.

Example. You bought a share of common
stock for $100. Later, the corporation distrib-
uted a share of preferred stock for each share
of common stock held. At the date of distribu-
tion, your common stock had a fair market
value of $150 and the preferred stock had a
fair market value of $50. You figure the basis
of the old and new stock by dividing your $100
basis between them. The basis of your com-
mon stock is $75 ($150/$200 x $100) and
the basis of the new preferred stock is $25
($50/$200 x $100).

Stock bought at various times. Figure
the basis of stock dividends received on stock
you bought at various times and at different
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prices by allocating to each lot of stock the
share of the stock dividends due to it.

Stock splits. Figure the basis of stock
splits in the same way as stock dividends if
identical stock is distributed on the stock held.

Holding period. Your holding period for
new stock that you receive as a nontaxable
stock dividend begins on the same date as the
holding period of the old stock.

Taxable stock dividends. If your stock
dividend is taxable when you receive it, the
original basis of your new stock is its fair mar-
ket value on the date of distribution. The basis
of your old stock does not change. Your hold-
ing period for the new stock begins on the date
of distribution.

Stock rights. A stock right is a right to sub-
scribe to a new issue of a corporation’s stock.
It may be exercised, it may be sold if it has a
market value, or it may expire. Stock rights are
rarely taxable when you receive them. See
Nontaxable Distributions in Chapter 1.

Taxable stock rights. If you receive stock
rights that are taxable, the basis of the rights is
their fair market value at the time of distribu-
tion. The basis of the old stock does not
change.

Nontaxable stock rights. If you receive
nontaxable stock rights and allow them to ex-
pire, they have no basis.

If you exercise or sell the nontaxable stock
rights and if, at the time of distribution, the
stock rights had a fair market value of 15% or
more of the fair market value of the old stock,
you must divide the adjusted basis of the old
stock between the old stock and the stock
rights. Use a ratio of the fair market value of
each to the total fair market value of both at
the time of distribution.

If the fair market value of the stock rights
was less than 15%, their basis is zero. How-
ever, you can choose to divide the basis of the
old stock between the old stock and the stock
rights. To make the choice, attach a statement
to your return for the year in which you re-
ceived the rights, stating that you choose to di-
vide the basis of the stock.

Basis of new stock. If you exercise the
stock rights, the basis of the new stock is its
cost plus the basis of the stock rights exer-
cised. The holding period of the new stock be-
gins on the date you exercised the stock
rights.

Example. You own 100 shares of ABC
Company stock, which cost you $22 per share.
The ABC Company gave you 10 nontaxable
stock rights that would allow you to buy 10
more shares at $26 per share. At the time the
stock rights were distributed, the stock had a
market value of $30, not including the stock
rights. Each stock right had a market value of
$3. The market value of the stock rights was
less than 15% of the market value of the
stock, but you chose to divide the basis of your
stock between the stock and the rights. You
figure the basis of the rights and the basis of
the old stock as follows:
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100 shares x $22 = $2,200, basis of old stock

100 shares x $30 = $3,000, market value of old
stock

10rights x $3 = $30, market value of rights

($3,000 + $3,030) x $2,200 = $2,178.22, new
basis of old stock

($30+ $3,030) x $2,200 = $21.78, basis of rights

If you sell the rights, the basis for figuring
gain or loss is $2.18 ($21.78 + 10) per right. If
you exercise the rights, the basis of the stock
you acquire is the price you pay ($26) plus the
basis of the right exercised ($2.18), or $28.18
per share. The remaining basis of the old
stock is $21.78 per share.

Holding period. The holding period of
nontaxable stock rights begins on the same
date as the holding period of the original stock.

Investment property received in liquida-
tion. In general, if you receive investment
property as a distribution in partial or complete
liquidation of a corporation and if you recog-
nize gain or loss when you acquire the prop-
erty, your basis in the property is its fair market
value at the time of the distribution.

S corporation stock. You must increase
your basis in stock of an S corporation by your
pro rata share of the following items:

e All income items of the S corporation, in-
cluding tax-exempt income, that are sepa-
rately stated and passed through to you as
a shareholder,

* The nonseparately stated income of the S
corporation, and

¢ The amount of the deduction for depletion
that is more than the basis of the property
being depleted.

You must decrease your basis in stock of
an S corporation by your pro rata share of the
following items:

¢ Distributions by the S corporation that were
not included in your income,

e All loss and deduction items of the S corpo-
ration that are separately stated and
passed through to you,

¢ Any nonseparately stated loss of the S
corporation,

¢ Any expense of the S corporation that is not
deductible in figuring its taxable income and
not properly chargeable to a capital ac-
count, and

e The amount of your deduction for depletion
of oil and gas wells to the extent the deduc-
tion is not more than your share of the ad-
justed basis of the wells.

However, your basis in the stock cannot be re-
duced below zero.

Specialized small business investment
company stock or partnership interest. If
you choose to postpone part or all of your gain
from a sale of publicly traded securities, you



must reduce the basis of the common stock or
partnership interest in a specialized small bus-
iness investment company that is your re-
placement property. See Rollover of Gain,
later.

Premiums on bonds. If you buy a bond at a
premium, the premium is treated as part of
your basis in the bond. If you choose to amor-
tize the premium paid on a taxable bond, you
must reduce the basis of the bond by a part of
the premium each year over the life of the
bond.

Although you cannot deduct the premium
on a tax-exempt bond, you must amortize it to
determine your adjusted basis in the bond.
You must reduce the basis of the bond by the
premium you amortized for the period you held
the bond.

See Bond Premium Amortization in Chap-
ter 3 for more information.

Market discount on bonds. If you include
market discount on a bond in income cur-
rently, increase the basis of your bond by the
amount of market discount you include in your
income. See Market Discount Bonds in Chap-
ter 1 for more information.

Acquisition discount on short-term obliga-
tions. If you include acquisition discount on a
short-term obligation in your income currently,
increase the basis of the obligation by the
amount of acquisition discount you include in
your income. See Discount on Short-Term Ob-
ligations in Chapter 1 for more information.

Original issue discount (OID) on debt in-
struments. If you include OID in your income
currently, increase the basis of the debt instru-
ment by this amount. See Original Issue Dis-
count (OID)in Chapter 1.

Discounted tax-exempt obligations. OID
on tax-exempt obligations is generally not tax-
able. However, when you dispose of a tax-ex-
empt obligation issued after September 3,
1982, that you acquired after March 1, 1984,
you must accrue OID on the obligation to de-
termine its adjusted basis. The accrued OID is
added to the basis of the obligation to deter-
mine your gain or loss.

For information on determining OID on a
long-term obligation, see Debt Instruments Is-
sued After July 1, 1982, and Before 1985 or
Debt Instruments Issued After 1984, which-
ever applies, in Publication 1212 under Figur-
ing OID on Long-Term Debt Instruments .

If the tax-exempt obligation has a maturity
of one year or less, accrue OID under the rules
for acquisition discount on short-term obliga-
tions. See Discount on Short-Term Obliga-
tions in Chapter 1.

Stripped tax-exempt obligation. If you
acquired a stripped tax-exempt bond or cou-
pon after October 22, 1986, you must accrue
OID on that obligation to determine its ad-
justed basis when you dispose of it. For
stripped tax-exempt bonds or coupons ac-
quired after June 10, 1987, part of this OID
may be taxable. You accrue the OID on these
obligations in the manner described in Chap-
ter 1 under Stripped Bonds and Coupons.

Increase your basis in the stripped tax-ex-
empt bond or coupon by the taxable and non-
taxable accrued OID. Also increase your basis
by the interest that accrued but was not paid,
and not previously reflected in your basis,
before the date you sold the bond or coupon.
In addition, for bonds acquired after June 10,
1987, add to your basis any accrued market
discount not previously reflected in basis.

Adjusted Basis

Before you can figure any gain or loss on a
sale, exchange, or other disposition of prop-
erty or figure allowable depreciation, deple-
tion, or amortization, you usually must make
certain adjustments (increases and de-
creases) to the basis of the property. The re-
sult of these adjustments to the basis is the
adjusted basis.

Note. Certain basis adjustments relating to
stocks and bonds were discussed earlier
under Stocks and Bonds .

Increases to Basis

You increase the basis or cost of your property
by all items that are charged to a capital ac-
count. These include:

¢ The cost of improvements and betterments
having a life of more than one year,

¢ OID for the period you held a bond,

e Assessments levied against the property to
pay for local benefits,

¢ | egal fees for getting the assessment re-
duced, and

e Certain carrying charges.

You cannot increase your basis in property
for expenses that are deductible as current ex-
penses. However, you can choose to capital-
ize certain taxes, interest, commitment fees,
carrying charges, etc. If you make this choice,
add these items to the basis of the property.

Short sales. If you cannot deduct payments
you make to a lender in lieu of dividends on
stock used in a short sale, the amount you pay
to the lender is a capital expense, and you
must add it to the basis of the stock sold short.

See Short Sales, later, for information
about deducting payments in lieu of dividends.

Mutual fund stock. If you own stock in a mu-
tual fund, you must report as capital gains any
amounts that the fund allocated to you as cap-
ital gain distributions, even though you did not
actually receive them. Increase your basis in
the fund by 65% of the undistributed capital
gain (the difference between the undistributed
capital gain included in income and the

amount of tax paid for you by the fund). See
Undistributed capital gains under Capital Gain
Distributions in Chapter 1.

Decreases to Basis

You must reduce your original basis by re-
ceipts that are a return of capital, such as non-
taxable distributions. Other items that reduce
basis include:
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e Amortization,

¢ Depreciation and depletion allowed or
allowable,

* Losses recognized on involuntary
conversions,

¢ Deducted casualty losses, and
¢ |nsurance reimbursements.

However, you cannot reduce your basis below
zero.

Easements. The amount you receive for
granting an easement is usually considered to
be from the sale of an interest in your real
property. It reduces the basis of the affected
part of the property. If the amount received is
more than the basis of the part of the property
affected by the easement, reduce your basis
to zero and treat the excess as a recognized
gain.

How To Figure
Gain or Loss

You figure gain or loss on a sale or trade of
property by comparing the amount you realize
with the adjusted basis of the property.

Gain. If the amount you realize from a sale or
trade is more than the adjusted basis of the
property you transfer, the difference is a gain.

Loss. If the adjusted basis of the property you
transfer is more than the amount you realize,
the difference is a loss.

Amount realized. The amount you realize
from a sale or trade of property is everything
you receive for the property. This includes the
money you receive plus the fair market value
of any property or services you receive.

If you finance the buyer’s purchase of your
property and the debt instrument does not pro-
vide for adequate stated interest, the unstated
interest will reduce the amount realized. For
more information, see Publication 537.

Fair market value. Fair market value is
the price at which the property would change
hands between a buyer and a seller, neither
being forced to buy or sell and both having
reasonable knowledge of all the relevant
facts.

The fair market value of notes or other evi-
dence of indebtedness you receive as a part
of the sale price is usually the best amount you
can get from selling them to, or discounting
them with, a bank or other buyer of debt
instruments.

Debt paid off. An indebtedness against
the property, or against you, that is paid off as
a part of the transaction or that is assumed by
the buyer must be included in the amount real-
ized. This is true even if neither you nor the
buyer is personally liable for the debt. For ex-
ample, if you sell or trade property that is sub-
ject to a nonrecourse loan, the amount you re-
alize includes the full amount of the note
assumed by the buyer even if the amount of
the note exceeds the fair market value of the

property.
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Payment of cash. If you trade property for
other property and in addition pay cash, the
amount you realize is the fair market value of
the property you receive. Determine your gain
or loss by subtracting your adjusted basis (the
cash you pay and the adjusted basis of the
property you traded in) from the amount you
realize. If the result is a positive number, itis a
gain. If the result is a negative number, it is a
loss.

Example 1. You sell stock that you had
pledged as security for a bank loan of $8,000.
Your basis in the stock is $6,000. The buyer
pays off your bank loan and pays you $20,000
in cash. The amount realized is $28,000
($20,000 plus $8,000). Your gain is $22,000
($28,000 minus $6,000).

Example 2. You trade A Company stock
with an adjusted basis of $7,000 for B Com-
pany stock with a fair market value of $10,000,
which is your amount realized. Your gain is
$3,000 ($10,000 minus $7,000). If you also re-
ceive a note for $6,000 that has a discount
value of $4,000, your gain is $7,000 ($10,000
plus $4,000 minus $7,000).

No gain or loss. You may have to use a basis
for figuring gain that is different from the basis
used for figuring loss. In this case, you may
have neither a gain nor a loss. See No gain or
loss in the discussion on the basis of property
you received as a gift under Basis Other Than
Cost, earlier.

Nontaxable Trades

This section discusses trades which gener-
ally do not result in a taxable gain or a deducti-
ble loss. For additional information on nontax-
able trades, see Chapter 1 of Publication 544.

Like-Kind Exchanges

If you trade business or investment property
for other business or investment property of a
like kind, you must postpone tax on the gain or
postpone deducting the loss until you sell or
dispose of the property you receive. To be
nontaxable, a trade must meet all six of the fol-
lowing conditions.

1) The property must be business or invest-
ment property. You must hold both the
property you trade and the property you
receive for business or investment pur-
poses. Neither property may be property
used for personal purposes, such as your
home or family car.

2) The property must not be property held
primarily for sale. The property you trade
and the property you receive must not be
property you sell to customers, such as
merchandise. It must be property held for
productive use in your trade or business
or property held for investment.

3) There must be an exchange of like-kind
property. The exchange of real estate for
real estate and the exchange of personal
property for similar personal property are
exchanges of like-kind property. (How-
ever, real property located in the United
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States and real property located outside
the United States are not like-kind prop-
erty.) The trade of an apartment house for
a store building, or a panel truck for a
pickup truck, are like-kind exchanges.
The exchange of a piece of machinery for
a store building is not a like-kind
exchange.

4

=

The property must not be stocks, bonds,
notes, choses in action, certificates of
trust or beneficial interests, or other se-
curities or evidences of indebtedness or
interest, including partnership interests.
However, you can have a nontaxable ex-
change of corporate stocks under a differ-
entrule, as discussed later.

5

~

The property must meet the identification
requirement. The property to be received
must be identified by the day that is 45
days after the date of transfer of the prop-
erty given up in the exchange.

6) The exchange must meet the completed
transaction requirement. The property
must be received by the earlier of:

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

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

If you trade property with a related party in
a like-kind exchange, a special rule may apply.
See Related Party Transactions, later in this
chapter. Also, see Chapter 1 of Publication
544 for more information on exchanges of
business property and special rules for ex-
changes using qualified intermediaries or in-
volving multiple properties.

Partially nontaxable exchange. If you re-
ceive cash or nonlike-kind property in addition
to the like-kind property, and the above condi-
tions are met, you have a partially nontaxable
trade. You are taxed on any gain you realize,
but only to the extent of the cash and the fair
market value of the nonlike-kind property you
receive. You cannot deduct a loss.

Like-kind property and nonlike-kind
property transferred. If you give up nonlike-
kind property in addition to the like-kind prop-
erty, you must recognize gain or loss only on
the nonlike-kind property you give up. The gain
or loss is the difference between the adjusted
basis of the nonlike-kind property and its fair
market value.

Like-kind property and money transferred.
If conditions (1) — (6) are met, you have a non-
taxable trade even if you pay money in addi-
tion to transferring property in exchange for
like-kind property.

Basis. You figure your basis in property re-
ceived in a nontaxable or partially nontaxable
trade as explained earlier under Basis Other
Than Cost.
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How to report. You must report the ex-
change of like-kind property on Form 8824 ,
Like-Kind Exchanges. If you figure a recog-
nized gain or loss on Form 8824, report it on
Schedule D of Form 1040 or on Form 4797,
Sales of Business Property, whichever
applies.

For information on using Form 4797, see
Chapter 5 of Publication 544.

Corporate Stocks

The following trades of corporate stocks gen-
erally do not result in a taxable gain or a de-
ductible loss.

Stock for stock of the same corporation.

You can exchange common stock for com-
mon stock or preferred stock for preferred
stock in the same corporation without having a
recognized gain or loss. This is true for a trade
between two stockholders as well as a trade
between a stockholder and the corporation.

Corporate reorganizations. In some in-
stances, you can trade common stock for pre-
ferred stock, preferred stock for common
stock, or stock in one corporation for stock in
another corporation without having a recog-
nized gain or loss. These trades must be part
of mergers, recapitalizations, transfers to con-
trolled corporations, bankruptcies, corporate
divisions, corporate acquisitions, or other cor-
porate reorganizations.

Convertible stocks and bonds. You gener-
ally will not have a recognized gain or loss if
you convert bonds into stock or preferred
stock into common stock of the same corpora-
tion according to a conversion privilege in the
terms of the bond or the preferred stock
certificate.

Example. In November, you bought for $1
a right issued by XYZ Corporation entitling
you, on payment of $99, to subscribe to a bond
issued by that corporation.

On December 2, you subscribed to the
bond that was issued on December 9. The
bond contained a clause stating that you
would receive one share of XYZ Corporation
common stock on surrender of one bond and
the payment of $50. You presented the bond
and $50 and received one share of XYZ Cor-
poration common stock.

You did not have a recognized gain or loss
when you surrendered the bond and $50 for
the share of common stock. This is true
whether the fair market value of the stock was
more or less than $150 on the date of the
conversion.

The basis of your share of stock is $150.
Your holding period is split. Your holding pe-
riod for the part of the share of stock based on
your ownership of the bond ($100 basis) be-
gins on December 2. Your holding period for
the part of the share of stock based on your
cash investment ($50 basis) begins on the day
after you acquired the share of stock.



Bonds for stock of another corporation.
Generally, if you convert the bonds of one cor-
poration into common stock of another corpo-
ration, according to the terms of the bond is-
sue, you must recognize gain or loss on the
exchange to the extent of the difference be-
tween the fair market value of the common
stock received and the cost or other basis of
the bonds exchanged. In some instances,
however, such as trades that are part of merg-
ers or other corporate reorganizations, you will
have no recognized gain or loss if certain re-
quirements are met. For more information
about the tax consequences of converting se-
curities of one corporation into common stock
of another corporation, under circumstances
such as those just described, consult the re-
spective corporations and the terms of the
bond issue. This information is also available
on the prospectus of the bond issue.

Property for stock of a controlled corpora-
tion. If you transfer property to a corporation
solely in exchange for stock in that corpora-
tion, and immediately after the trade you are in
control of the corporation, you ordinarily will
not recognize a gain or loss. This rule applies
both to individuals and to groups who transfer
property to a corporation. It does not apply if
the corporation is an investment company.
However, if you had a gain from the disposition
of depreciable property from this transaction,
you may be taxed on part of the gain. See Pub-
lication 544 for more information.

If you are in a bankruptcy or a similar pro-
ceeding and you transfer assets to a con-
trolled corporation under a plan, other than a
reorganization, you must recognize gain to the
extent the stock you receive in the exchange
is used to pay off your debts.

For this purpose, to be in control of a cor-
poration, you or your group of transferors must
own, immediately after the exchange, at least
80% of the total combined voting power of all
classes of stock entitled to vote and at least
80% of the outstanding shares of each class
of nonvoting stock of the corporation.

If this provision applies to you, you must at-
tach to your return a complete statement of all
facts pertinent to the exchange.

Money or other property. If, in an other-
wise nontaxable trade of property for corpo-
rate 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
of money plus the fair market value of the
other property you receive. The rules for figur-
ing gain in this situation generally follow those
discussed earlier for like-kind exchanges. No
loss is recognized.

Basis.The basis of the stock you receive is
generally the adjusted basis of the property
you transfer. Increase this amount by any
amount that was treated as a dividend, plus
any gain recognized on the exchange. De-
crease this amount by any cash you received,
the fair market value of any other property you
received, and any loss recognized on the
exchange.

The basis of any other property you receive
is its fair market value on the date of the trade.

Insurance Policies
and Annuities

You will not have a recognized gain or loss
if you trade:

1) Alife insurance contract for another life
insurance contract or for an endowment
or an annuity contract,

2) An endowment contract for an annuity
contract, or for another endowment con-
tract that provides for regular payments
beginning at a date not later than the be-
ginning date under the old contract, or

3) An annuity contract for another annuity
contract.

The insured or annuitant must stay the same
as under the original contract. Exchanges of
contracts not included in this list, such as an
annuity contract for an endowment contract,
or an annuity or endowment contract for a life
insurance contract, are taxable.

U.S. Treasury

Notes or Bonds

You can trade certain issues of U.S. Trea-
sury obligations for other issues, designated
by the Secretary of the Treasury, with no gain
or loss recognized on the trade. The Treasury
will issue a payment for the final interest, re-
gardless of whether your maturing securities
are used to purchase new Treasury securities
or are presented for cash payment. However,
if you purchased a new issue through the
TREASURY DIRECT system, these payments
will be credited to your designated account by
direct deposit. See the discussion in Chapter 1
under U.S. Treasury Bills, Notes, and Bonds,
for more information about income from these
investments.

For other information on these notes
E or bonds, write to:

Bureau of the Public Debt

U.S. Department of the Treasury
Capitol Area Servicing Center
1300 C Street, S.W.
Washington, D.C. 20239-1500

Or visit: http://www.ustreas.gov/
treasury/bureaus/pubdebt/

R

Transfers of Property
Between Spouses or

Incident to a Divorce

Generally, no gain or loss is recognized on
a transfer of property from an individual to (or
in trust for the benefit of) a spouse or, if inci-
dent to a divorce, a former spouse. This non-
recognition rule does not apply if the recipient
spouse or former spouse is a nonresident
alien. The rule also does not apply to a trans-
fer in trust to the extent the adjusted basis of
the property is less than the amount of the lia-
bilities assumed plus any liabilities on the
property.

Chapter4 SALES AND TRADES OF INVESTMENT PROPERTY

Any transfer of property to a spouse or for-
mer spouse on which gain or loss is not recog-
nized is treated by the recipient as a gift and is
not considered a sale or exchange. The recipi-
ent’s basis in the property will be the same as
the adjusted basis of the giver immediately
before the transfer. This carryover basis rule
applies whether the adjusted basis of the
transferred property is less than, equal to, or
greater than either its fair market value at the
time of transfer or any consideration paid by
the recipient. This rule applies for purposes of
determining loss as well as gain. Any gain rec-
ognized on a transfer in trust increases the
basis.

A transfer of property is incident to a di-
vorce if the transfer occurs within one year af-
ter the date on which the marriage ends, or if
the transfer is related to the ending of the mar-
riage. For more information, see Property Set-
tlements in Publication 504, Divorced or Sepa-
rated Individuals.

Related Party
Transactions

Special rules apply to the sale or trade of
property between related parties.

Gain on Sale or Trade
of Depreciable Property

The capital gain provisions do not apply and
your gain is ordinary income, if:

1) You have arecognized gain on the sale or
trade of property, including a leasehold or
a patent application, that is depreciable
property in the hands of the party who re-
ceives it, and

2) The transaction is between you and a
controlled entity, or you and a trust in
which you or your spouse is a beneficiary.

See Chapter 2 in Publication 544 for more
information.

Like-Kind Exchanges

Generally, if you trade business or invest-
ment property for other business or invest-
ment property of a like kind, no gain or loss is
recognized. See Like-Kind Exchanges, earlier
under Nontaxable Trades.

This rule also applies to exchanges of
property between related parties, defined next
under Loss on Sale or Trade of Property.
However, if either related person disposes of
the like-kind property within 2 years after the
exchange, the gain or loss on the exchange
must be recognized. Each related person
must report any gain or loss not recognized on
the original exchange on the tax return filed for
the year in which the later disposition
occurred.

These rules generally do not apply to:

¢ Dispositions due to the death of either re-
lated person,

¢ Involuntary conversions (see Chapter 1 of
Publication 544), or
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e Exchanges or dispositions whose main pur-
pose is not the avoidance of federal income
tax.

The 2—year period does not include the pe-
riod during which the holder’s risk of loss is
substantially diminished by:

¢ The holding of a put on the property,

¢ The holding by another person of a right to
acquire the property, or

¢ A short sale or any other transaction.

Loss on Sale or
Trade of Property

You cannot deduct a loss on the sale or
trade of property, other than a distribution in
complete liquidation of a corporation, if the
transaction is directly or indirectly between
you and the following related parties:

1) Members of your family—this includes
only your brothers and sisters, half-broth-
ers and half-sisters, spouse, ancestors
(parents, grandparents, etc.), and lineal
descendants (children, grandchildren,
etc.),

2

~

A corporation in which you directly or indi-
rectly own more than 50% in value of the
outstanding stock ( see Constructive
ownership of stock, later), or

3

~

A tax-exempt charitable or educational or-
ganization that is directly or indirectly con-
trolled, in any manner or by any method,
by you or by a member of your family,
whether or not this control is legally
enforceable.

In addition, a loss on the sale or trade of prop-

erty is not deductible if the transaction is di-
rectly or indirectly between the following re-
lated parties:

1) A grantor and fiduciary, or the fiduciary
and beneficiary, of any trust,

2) Fiduciaries of two different trusts, or the fi-
duciary and beneficiary of two different
trusts, if the same person is the grantor of
both trusts,

3

~

A trust fiduciary and a corporation of
which more than 50% in value of the out-
standing stock is directly or indirectly
owned by or for the trust, or by or for the
grantor of the trust,

4

=

A corporation and a partnership if the
same persons own more than 50% in
value of the outstanding stock of the cor-
poration and more than 50% of the capi-
tal interest, or the profits interest, in the
partnership,

5) Two S corporations if the same persons
own more than 50% in value of the out-
standing stock of each corporation,

6

~

Two corporations, one of which isan S
corporation, if the same persons own
more than 50% in value of the outstand-
ing stock of each corporation,

7

~

Two corporations that are members of
the same controlled group (under certain
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conditions, however, these losses are not
disallowed but must be deferred),

8

~

Two partnerships if the same persons
own, directly or indirectly, more than 50%
of the capital interests or the profits inter-
ests, or

9

~

A partnership and a person who owns, di-
rectly or indirectly, more than 50% of the
capital interest, or the profits interest, in
the partnership.

If you sell or trade to a related party a num-
ber of blocks of stock or pieces of property in a
lump sum, you must figure the gain or loss
separately for each block of stock or piece of
property. The gain on each item may be taxa-
ble. However, you cannot deduct the loss on
any item. Also, you cannot reduce gains from
the sales of any of these items by losses on
the sales of any of the other items.

Investment expenses. Generally, the same
related parties identified in the preceding lists
must also be considered when you determine
the deductibility of investment expenses under
an accrual method. See When To Report In-
vestment Expenses, in Chapter 3, for more in-
formation about the related party rule.

Indirect transactions. These include sales
through a stock exchange. You cannot deduct
your loss on the sale of stock through your
broker if, for example, under a prearranged
plan a related party or entity buys the same
stock you had owned.

Constructive ownership of stock. In deter-
mining whether a person directly or indirectly
owns any of the outstanding stock of a corpo-
ration, the following rules apply.

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

Rule 2. An individual is considered to own
the stock that is directly or indirectly owned by
or for his or her family. Family includes only
brothers and sisters, half-brothers and half-
sisters, spouse, ancestors, and lineal
descendants.

Rule 3. An individual owning, other than by
applying rule 2, any stock in a corporation is
considered to own the stock that is directly or
indirectly owned by or for his or her partner.

Rule 4. When applying rule 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 individ-
ual under rule 2 or 3 is not treated as owned by
that individual for again applying either rule 2
or 3 to make another person the constructive
owner of the stock.

Property received from a related party. If
you sell or trade at a gain property that you ac-
quired from a related party, you recognize the
gain only to the extent that it is more than the
loss previously disallowed to the related party.
This rule applies only if you are the original
transferee and you acquired the property by
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purchase or exchange. This rule does not ap-
ply if the related party’s loss was disallowed
because of the wash sale rules, described
later under Wash Sales.

Example 1. Your brother sells you stock
with a cost basis of $10,000 for $7,600. Your
brother cannot deduct the loss of $2,400.
Later you sell the same stock to an unrelated
party for $10,500, realizing a gain of $2,900.
Your reportable gain is $500 — the $2,900
gain minus the $2,400 loss not allowed to your
brother.

Example 2. If, in Example 1, you sold the
stock for $6,900 instead of $10,500, your rec-
ognized loss is only $700 — $7,600 basis mi-
nus $6,900. You cannot deduct the loss that
was not allowed to your brother.

Capital or Ordinary
Gain or Loss

Terms you may need to know (see
Glossary):

Call

Commodity future
Conversion transaction
Equity option
Extraordinary dividend
Forward contract
Limited partner

Listed option

Marked to market
Nonequity option
Options dealer

Put

Regulated futures contract
Section 1256 contract
Straddle

Wash sale

This section discusses the tax treatment of dif-
ferent types of investment transactions. For
information about the tax treatment of gains
and losses on the sale or exchange of prop-
erty used in a trade or business, see Publica-
tion 544.

If you have a taxable gain or a deductible
loss from a transaction, it may be either a capi-
tal gain or loss or an ordinary gain or loss, de-
pending on the circumstances. Generally, a
sale or trade of a capital asset (defined later)
results in a capital gain or loss. A sale or trade
of a noncapital asset generally results in ordi-
nary gain or loss. Depending on the circum-
stances, a gain or loss on a sale or trade of
property used in a trade or business may be
treated as either capital or ordinary, as ex-
plained in Publication 544. In some situations,
part of your gain or loss may be a capital gain
or loss and part may be an ordinary gain or
loss.

Character of gain or loss. It is important for
you to properly distinguish or classify your
gains and losses as either ordinary or capital
gains or losses. You also need to classify your
capital gains and losses as either short-term
or long-term. The correct classification helps



you figure the limit on capital losses and your
proper tax if you can use the Capital Gain Tax
Computation explained later. For information
about determining whether your capital gain or
loss is short-term or long-term, see Holding
Period, later.

Capital Assets and
Noncapital Assets

For the most part, everything you own and use
for personal purposes, pleasure, or invest-
mentis a capital asset. Some examples are:

e Stocks or bonds held in your personal
account

¢ A house owned and used by you and your
family

¢ Household furnishings

e A car used for pleasure or commuting
e Coin or stamp collections

e Gems and jewelry

e Gold, silver, or any other metal

The following items are noncapital
assets:

1) Property held mainly for sale to cus-
tomers or property that will physically be-
come a part of the merchandise that is for
sale to customers,

2

~

Depreciable property used in your trade
or business, even if fully depreciated,

3

~

Real property used in your trade or
business,

4

=

A copyright, a literary, musical, or ar-
tistic composition, a letter or memo-
randum, or similar property that you cre-
ated by your personal efforts; that was
prepared or produced for you (in the case
of a letter, memorandum, or similar prop-
erty); or that you acquired under circum-
stances (for example, by gift) entitling you
to the basis of a person who created the
property or for whom it was prepared or
produced,

5) Accounts or notes receivable acquired
in the ordinary course of a trade or busi-
ness, or for services rendered as an em-
ployee, or from the sale of any of the
properties described in (1), and

6) U.S. Government publications that you
received from the government free or for
less than the normal sales price, or that
you acquired under circumstances enti-
tling you to the basis of someone who re-
ceived the publications free or for less
than the normal sales price.

Personal use property. Property held for per-
sonal use is a capital asset. Gain from a sale
or exchange of that property is a capital gain.
Loss from the sale or exchange of that prop-
erty is not deductible. You can deduct a loss
relating to personal use property only if it re-
sults from a casualty loss, such as a loss
caused by a fire or hurricane. If you need more
information about casualty losses, get Publi-
cation 547, Casualties, Disasters, and Thefts
(Business and Nonbusiness) .

Investment Property

Investment property is a capital asset. Any
gain or loss you have from its sale or trade
generally is a capital gain or loss.

Gold, silver, stamps, coins, gems, etc.
These are capital assets except when they are
held for sale by a dealer. Any gain or loss you
have from their sale or trade generally is a
capital gain or loss.

Stocks, stock rights, and bonds. All of
these, including stock received as a dividend,
are capital assets except when they are held
for sale by a securities dealer. However, see
Losses on Small Business Stock, Losses on
Small Business Investment Company Stock,
Rollover of Gain, and Exclusion for Gain From
Small Business Stock, later.

Worthless securities. Stocks, stock rights,
and corporate or government bonds with inter-
est coupons or in registered form, which be-
came worthless during the tax year, are
treated as though they were capital assets
sold on the last day of the tax year if they were
capital assets in your hands. To determine
whether they are long-term or short-term capi-
tal assets, you are considered to have held the
stocks or securities until the last day of the
year in which they became worthless. See
Holding Period, later.

If you are a cash-basis taxpayer and make
payments on a negotiable promissory note
that you issued for stock that became worth-
less, you can deduct these payments as
losses in the years you actually make the pay-
ments. Do not deduct them in the year the
stock became worthless.

How to report loss. Report worthless se-
curities on line 1 or line 9 of Schedule D (Form
1040), whichever applies. In columns (c) and
(d), write “Worthless.”

Filing a claim for refund. If you do not
claim a loss for a worthless security on your
original return for the year it becomes worth-
less, you can file a claim for a credit or refund
due to the loss. You must use Form 1040X,
Amended U.S. Individual Income Tax Return,
to amend your return for the year the security
became worthless. You must file it within 7
years from the date your original return for that
year had to be filed, or 2 years from the date
you paid the tax, whichever is later. (Claims
not due to worthless securities or bad debts
generally must be filed within 3 years from the
date a return is filed, or 2 years from the date
the tax is paid.) For more information about fil-
ing a claim, see Publication 556, Examination
of Returns, Appeal Rights, and Claims for Re-
fund .

Discounted debt instruments. Treat your
gain or loss on the sale, redemption, or retire-
ment of a bond or other evidence of indebted-
ness originally issued at a discount or bought
at a discount as follows.

Short-term government obligations.
Treat gains on short-term federal, state, or lo-
cal government obligations (other than tax-ex-
empt obligations) as ordinary income up to the
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ratable share of the acquisition discount. This
treatment applies to obligations that have a
fixed maturity date not more than one year
from the date of issue. Any gain that is more
than the ratable share of the acquisition dis-
count is capital gain. Any loss is capital loss.
Acquisition discount is the stated redemp-
tion price at maturity minus your basis in the
obligation.

However, do not treat these gains as in-
come to the extent you previously included the
discount in income. This amount increases
your basis in the obligation. See Discount on
Short-Term Obligations in Chapter 1 for more
information.

Short-term nongovernment obliga-
tions. Treat gains on short-term nongovern-
ment obligations as ordinary income up to the
ratable share of OID. This treatment applies to
obligations that have a fixed maturity date of
not more than one year from the date of issue.

However, to the extent you previously in-
cluded the discount in income, you do not
have to include it in income again. This
amount increases your basis. See Discount
on Short-Term Obligations, in Chapter 1, for
more information.

Tax-exempt state and local government
bonds. If these bonds were originally issued
at a discount before September 4, 1982, and
you acquired them before March 2, 1984, treat
your part of the OID as tax-exempt interest. To
figure your gain or loss on the sale or ex-
change of these bonds, reduce the amount re-
alized by your part of the OID.

If the bonds were issued after September
3, 1982, and acquired after March 1, 1984, in-
crease the adjusted basis by your part of the
OID to figure gain or loss. For more informa-
tion on the basis of these bonds, see Dis-
counted tax-exempt obligations under Stocks
and Bonds, earlier in this chapter.

If you redeem tax-exempt bonds issued
before June 9, 1980, before maturity, treat the
entire OID on the bonds as tax exempt inter-
est. If the bonds were issued after June 8,
1980, treat only your part of the OID as tax-ex-
empt interest.

Any gain from market discount is usually
taxable on disposition or redemption of tax-ex-
empt bonds. If you bought the bonds before
May 1, 1993, the gain from market discount is
capital gain. If you bought the bonds after April
30, 1993, the gain from market discount is or-
dinary income.

You figure market discount by subtracting
the price you paid for the bond from the sum of
the original issue price of the bond and the
amount of accumulated OID from the date of
issue that represented interest to any earlier
holders. For more information, see Market
Discount Bondsin Chapter 1.

A loss on the sale or other disposition of a
tax-exempt state or local government bond is
deductible as a capital loss.

Long-term debt instruments issued af-
ter 1954, and before May 28, 1969 (or
before July 2, 1982, if a government issue).
If you sell, exchange, or redeem for a gain one
of these debt instruments, the part of your gain
that is not more than your ratable share of the
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OID at the time of sale or redemption is ordi-
nary income. The balance of the gain is capital
gain. If, however, there was an intention to call
the debt instrument before maturity, all of your
gain that is not more than the entire OID is
treated as ordinary income at the time of the
sale. This treatment of taxable gain also ap-
plies to corporate instruments issued after
May 27, 1969, under a written commitment
that was binding on May 27, 1969, and at all
times thereafter. See Original Issue Discount
(OID)in Chapter 1.

Example 1. You bought a 15—year, 6%
government bond for $850 at original issue on
April 1, 1982, and sold it for $950 on April 20,
1996. The redemption price is $1,000. At the
time of original issue, there was no intention to
call the bond before maturity. You have held
the bond for 168 full months. Do not count the
additional days that are less than a full month.
The number of complete months from date of
issue to date of maturity is 180 (15 years). The
fraction 168/180 multiplied by the discount of
$150 is equal to $140. This is your ratable
share of OID for the period you owned the
bond. You must treat any part of the gain up to
$140 as ordinary income. Your $100 gain is
treated as ordinary income.

Example 2. If, in Example 1, you sold the
bond for $1,000, you would have a gain of
$150. Of that amount, $140 is ordinary income
and $10 is long-term capital gain.

Long-term corporate debt instruments
issued after May 27, 1969, and government
instruments issued after July 1, 1982. If you
hold one of these debt instruments, you must
include a part of the OID in your gross income
each year that you own the instrument. Your
basis in that debt instrument is increased by
the amount of OID that you have included in
your gross income. See Original Issue Dis-
count (OID)in Chapter 1.

If you sell or exchange the debt instrument
before maturity, your gain on the sale is a capi-
tal gain, provided the debt instrument was a
capital asset. However, if at the time the in-
strument was originally issued there was an in-
tention to call it before its maturity, your gain
on the sale of the instrument generally is ordi-
nary income to the extent of the entire OID re-
duced by any amounts of OID previously in-
cludible in your income. In this case, any
balance of the gain is a capital gain.

An intention to call a debt instrument
before maturity means there is a written or oral
agreement or understanding not provided for
in the debt instrument between the issuer and
original holder that the issuer will redeem the
debt instrument before maturity. In the case of
debt instruments that are part of an issue, the
agreement or understanding must be between
the issuer and the original holders of a sub-
stantial amount of the debt instruments in the
issue.

If the debt instrument has market discount,
you generally must report gain as ordinary in-
come up to the instrument’s accrued market
discount. This rule applies to debt instruments
issued after July 18, 1984, or purchased after
April 30, 1993. See Market Discount bonds in
Chapter 1.
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Any amount that you receive on the retire-
ment of a debt instrument is treated in the
same way as if you had sold or exchanged that
instrument.

Example 1. On February 4, 1994, you
bought at original issue for $7,600, Jones Cor-
poration’s 10-year, 5% bond which has a
stated redemption price at maturity of
$10,000. On February 3, 1996, you sold the
bond to Susan Green for $9,040. Assume you
have included $480 of the OID in your gross in-
come and increased your basis in the bond by
that amount. This includes the amount ac-
crued for 1996. Your basis is now $8,080. If at
the time of the original issue there was no in-
tention to call the bond before maturity, your
gain of $960 ($9,040 amount realized minus
$8,080 adjusted basis) is a long-term capital
gain.

Example 2. If, in Example 1, at the time of
original issue there was an intention to call the
bond before maturity, you will include the en-
tire gain as ordinary income. You figure this as
follows:

1) Entire OID ($10,000 stated redemption
price at maturity minus $7,600 issue

PriCE) et $2,400
2) Minus: Amount previously included

inincome ... 480
3) Maximum amount includible by you as

ordinary inCOMe ..........c..oevvvvennn.. $1,920

Because the amount in (3) is more than your
gain of $960, your entire gain is ordinary
income.

Notes of individuals. If you hold an obli-
gation of an individual that was issued with
OID after March 1, 1984, you generally must
include the OID in your income currently, and
your gain or loss on its sale or retirement is
generally capital gain or loss. An exception to
this treatment applies if the obligation is a loan
between individuals and all of the following re-
quirements are met:

1) The lender is not in the business of lend-
ing money,

2) The amount of the loan, plus the amount
of any outstanding prior loans, is $10,000
or less, and

3) Avoiding federal tax is not one of the prin-
cipal purposes of the loan.

If the exception applies, or the obligation
was issued before March 2, 1984, you do not
include the OID in your income currently.
When you sell or redeem the obligation, the
part of your gain that is not more than your rat-
able share of the OID at that time is ordinary
income. The balance of the gain, if any, is capi-
tal gain. Any loss on the sale or redemption is
capital loss.

Obligations issued in bearer form. Gener-
ally, any loss on a registration-required obliga-
tion held in bearer form is not deductible un-
less the issuer was subject to a tax when the
obligation was issued. Any gain on the sale or
other disposition of the obligation is ordinary
income.
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A registration-required obligation is any ob-
ligation except an obligation:

1) Thatisissued by a natural person,
2) That s not of a type offered to the public,

3) That has a maturity at the date of issue of
not more than 1 year, or

4) That was issued before 1983.

Loss on deposits in an insolvent or bank-
rupt financial institution. If you can reasona-
bly estimate your loss on a deposit because of
the bankruptcy or insolvency of a qualified fi-
nancial institution, you can choose to treat the
amount as either a casualty loss or an ordinary
loss in the current year. Either way, you claim
the loss as an itemized deduction. Otherwise,
you can wait until the year of final determina-
tion of the actual loss and treat the amount as
a nonbusiness bad debt (discussed next) in
that year.

If you claim a casualty loss, attach Form
4684, Casualties and Thefts, to your return.
Each loss must be reduced by $100. Your total
casualty losses for the year are reduced by
10% of your adjusted gross income.

If you claim an ordinary loss, report it as a
miscellaneous itemized deduction on line 22
of Schedule A (Form 1040). The maximum
amount you can claim is $20,000 ($10,000 if
you are married filing separately) reduced by
any expected state insurance proceeds. Your
loss is subject to the 2% of adjusted gross in-
come limit. You cannot choose to claim an or-
dinary loss if any part of the deposit is federally
insured.

You cannot choose either of these meth-
ods if:

1) You own at least 1% of the financial
institution,

2) You are an officer of the institution, or

3) You are related to such an owner or
officer.

If the actual loss that is finally determined
is more than the amount deducted as an esti-
mated loss, you can claim the excess loss as a
bad debt. If the actual loss is less than the
amount deducted as an estimated loss, you
must include in income (in the final determina-
tion year) the excess loss claimed. See Re-
coveries in Publication 525.

Sale of annuity. The part of any gain on the
sale of an annuity contract before its maturity
date that is based on interest accumulated on
the contract is ordinary income.

Nonbusiness Bad Debts

If someone owes you money that you cannot
collect, you have a bad debt. You may be able
to deduct the amount owed to you when you
figure your tax for the year the debt becomes
worthless.

There are two kinds of bad debts — busi-
ness bad debts and nonbusiness bad debts. A
business bad debt, generally, is one that
comes from operating your trade or business.
All other bad debts are nonbusiness bad debts



and are deductible as short-term capital
losses.

Example. An architect made personal
loans to several friends who were not clients.
She could not collect on some of these loans.
They are deductible only as nonbusiness bad
debts because the architect was not in the
business of lending money and the loans do
not have any relationship to the architect’s
business.

Business bad debts. For information on busi-
ness bad debts of an employee, see Publica-
tion 529. For information on other business
bad debts, see Chapter 14 of Publication 535.

Deductible nonbusiness bad debts. To be
deductible, nonbusiness bad debts must be
totally worthless. You cannot deduct a partly
worthless nonbusiness debt.

Genuine debt required. A debt must be
genuine for you to deduct a loss. A debt is gen-
uine if it arises from a debtor-creditor relation-
ship based on a valid and enforceable obliga-
tion to repay a fixed or determinable sum of
money.

Basis in bad debt required. To deduct a
bad debt, you must have a basis in it — that is,
you must have already included the amount in
your income or you loaned out your cash. For
example, you cannot claim a bad debt deduc-
tion for court-ordered child support not paid to
you by your former spouse. If you are a cash-
basis taxpayer (most individuals are), you can-
not take a bad debt deduction for expected in-
come such as unpaid salaries, wages, rents,
fees, interest, and dividends unless you have
previously included the amount in your
income.

When deductible. You can take a bad debt
deduction only in the year the debt becomes
worthless. You do not have to wait until a debt
is due to determine whether it is worthless. A
debt becomes worthless when there is no
longer any chance that the amount owed will
be paid.

It is not necessary to go to court if you can
show that a judgment from the court would be
uncollectible. You must only show that you
have taken reasonable steps to collect the
debt. Bankruptcy of your debtor is generally
good evidence of the worthlessness of at least
a part of an unsecured and unpreferred debt.

If your bad debt is the loss of a depositin a
financial institution, see Loss on deposits in an
insolvent or bankrupt financial institution, ear-
lier under Investment Property.

Filing a claim for refund. If you do not de-
duct a bad debt on your original return for the
year it becomes worthless, you can file a claim
for a credit or refund due to the bad debt. You
must use Form 1040X, Amended U.S. Individ-
ual Income Tax Return, to amend your return
for the year the debt became worthless. You
must file it within 7 years from the date your
original return for that year had to be filed, or 2
years from the date you paid the tax, which-
ever is later. (Claims not due to bad debts or
worthless securities generally must be filed
within 3 years from the date a return is filed, or
2 years from the date the tax is paid.) For more

information about filing a claim, see Publica-
tion 556, Examination of Returns, Appeal
Rights, and Claims for Refund .

Loan or gift. If you lend money to a relative or
friend with the understanding that it is to be re-
paid, but you later forgive the debt, it is consid-
ered a gift and not a loan. You cannot take a
bad debt deduction for a gift. There cannot be
a bad debt unless there is a true creditor-
debtor relationship between you and the per-
son or organization that owes you the money.

When minor children borrow from their par-
ents to pay for their basic needs, there is no
genuine debt. A bad debt cannot be deducted
for such a loan.

Loan guarantees. If you guarantee a debt
that becomes worthless, you cannot take a
bad debt deduction for it unless either you can
show that your reason for making the guaran-
tee was to protect your investment, or you en-
tered the guarantee transaction with a profit
motive. You must also make payments on the
debt. If you make the guarantee as a favor to
friends and do not receive any consideration in
return, it is considered a gift and you cannot
take a deduction.

Example 1. Henry Lloyd, an officer and
principal shareholder of the Spruce Corpora-
tion, guaranteed payment of a bank loan the
corporation received. The corporation de-
faulted on the loan and Henry made full pay-
ment. Because he entered into the guarantee
to protect his investment in the corporation,
Henry is able to take a nonbusiness bad debt
deduction.

Example 2. Milt and John are co-workers.
Milt, as a favor to John, guarantees a note at
their local credit union. John does not pay the
note and declares bankruptcy. Milt pays off
the note. However, since he did not enter into
the guarantee agreement to protect an invest-
ment, Milt cannot take a bad debt deduction.

Deductible in year paid. Unless you have
rights against the borrower, discussed next, a
payment you make on a loan you guaranteed
is deductible in the year you make the
payment.

Right of subrogation (rights against a
borrower). When you make payment on a
loan that you guaranteed, you may have the
right to take the place of the lender (the right of
subrogation). The debt is then owed to you. If
you have this right, or some other right to de-
mand payment from the borrower, you cannot
take a bad debt deduction until these rights
become totally worthless.

Debts owed by political parties. You cannot
take a nonbusiness bad debt deduction for
any worthless debt owed to you by:

1) A political party,
2) A national, state, or local committee of a
political party, or

3) A committee, association, or organization
which either accepts contributions or
makes expenditures to influence the elec-
tion of presidential or vice-presidential
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electors or of anyone for any federal,
state, or local elective public office.

Mechanics’ and suppliers’ liens. Workers
and material suppliers may file liens against
property because of debts owed by a builder
or contractor. If you pay off such a lien to avoid
foreclosure and loss of your property, you are
entitled to repayment from the builder or con-
tractor. If the debt is uncollectible, you can
take a bad debt deduction.

Insolvency of contractor. You can take a
bad debt deduction for the amount you deposit
with a contractor if the contractor becomes in-
solvent and you are unable to recover your de-
posit. If the deposit is for work unrelated to
your trade or business, it is a honbusiness bad
debt deduction.

Secondary liability on home mortgage. If
the purchaser of your home assumes your
mortgage, you may remain secondarily liable
for repayment of the mortgage loan. If the pur-
chaser defaults on the loan and the house is
then sold for less than the amount outstanding
on the mortgage, you may have to make up
the difference. You can take a bad debt de-
duction for the amount you pay to satisfy the
mortgage, if you cannot collect it from the
purchaser.

Worthless securities. If you own securities
that become totally worthless, you can take a
deduction for a loss, but not for a bad debt.
See Worthless securities, earlier in this chap-
ter, under Investment Property.

How to report bad debts. Deduct nonbusi-
ness bad debts as short-term capital losses on
Schedule D (Form 1040).

In Part |, line 1 of Schedule D, enter the
name of the debtor and “statement attached”
in column (a), and the amount of the bad debt
in column (f). Use a separate line for each bad
debt.

For each bad debt, attach a statement to
your return that contains:

1) A description of the debt, including the
amount, and the date it became due,

2) The name of the debtor, and any busi-
ness or family relationship between you
and the debtor,

3) The efforts you made to collect the debt,
and

4) Why you decided the debt was worthless.
For example, you could show that the bor-
rower has declared bankruptcy, or that le-
gal action to collect would probably not
result in payment of any part of the debt.

S corporation shareholder. If you are a
shareholder in an S corporation, your share of
any nonbusiness bad debt will be shown on a
schedule attached to your Schedule K-1
(Form 1120S) that you receive from the
corporation.

Recovery of a bad debt. If you deducted a
bad debt and in a later tax year you recover
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(collect) all or part of it, you may have to in-

clude the amount you recover in your gross in-
come. However, you can exclude from gross
income the amount recovered up to the

amount of the deduction that did not reduce
your tax in the year deducted. See Recoveries
in Publication 525.

Short Sales

A short sale occurs when you agree to sell
property you do not own (or own but do not
wish to sell). In this type of sale, you:

1) Sell short. You borrow property and de-
liver it to a buyer.

2) Close the sale. At a later date, you either
buy substantially identical property and
deliver it to the lender or make delivery
out of property that you held at the time of
the sale.

You do not realize gain or loss until delivery of
property to close the short sale. You will have
a capital gain or loss if the property used to
close the short sale is a capital asset.

Short-Term or Long-Term
Capital Gain or Loss

As a general rule, you determine whether you
have short-term or long-term capital gain or
loss on a short sale by the amount of time you
actually hold the property eventually delivered
to the lender to close the short sale.

Example. Even though you do not own any
stock of the Ace Corporation, you contract to
sell 100 shares of it, which you borrow from
your broker. After 13 months, when the price
of the stock has risen, you buy 100 shares of
Ace Corporation stock and immediately de-
liver them to your broker to close out the short
sale. Your loss is a short-term capital loss be-
cause your holding period for the delivered
property is less than one day.

Special rules. Special rules may apply to
short sales of stocks, securities, and commod-
ity futures (other than certain straddles).
These rules limit the circumstances for treat-
ing capital gain as long term and capital loss
as short term by taking into account certain
substantially identical property you held or ac-
quired. But if the amount of property you sold
short is more than the amount of that substan-
tially identical property, the special rules do
not apply to the gain or loss on the excess.

Special rules for gains and holding pe-
riod. If you held the substantially identical
property for one year or less on the date of the
short sale, or if you acquire property substan-
tially identical to the property sold short after
the short sale and by the date of closing the
short sale, then:

Rule 1. Your gain, if any, when you close
the short sale is a short-term capital
gain, and

Rule 2. The holding period of the substan-
tially identical property begins on the
date of the closing of the short sale or
on the date of the sale of this property,
whichever comes first.
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Example 1. On May 1, 1995, you bought
100 shares of Able Corporation stock for
$1,000. On October 2, 1995, you sold short
100 shares of similar Able stock for $1,600.
On May 2, 1996, you closed the short sale with
the 100 shares of Able stock you bought on
May 1, 1995. Because you had held substan-
tially identical property for one year or less on
the date of the short sale, the $600 gain is a
short-term capital gain under Rule 1. It does
not matter that the stock used to close the
short sale had been held more than one year
when the sale was closed.

Example 2. On May 4, 1995, you bought
100 shares of Able Corporation stock for
$1,000. On October 2, 1995, you sold short
100 shares of similar Able stock for $1,600.
On November 2, 1995, you bought 100 more
shares of Able stock for $1,800, which you
used to close the short sale. On this short sale
you realized a $200 short-term capital loss.

On June 3, 1996, you sold for $1,800 the
stock you originally bought on May 4, 1995. Al-
though you have actually held this stock for
more than one year, Rule 2 applies because
you sold short identical stock on October 2,
1995 (within a year of purchasing this stock).
Your holding period began on November 2,
1995, the date on which the short sale closed.
The $800 gain realized on the sale is a short-
term capital gain.

Special rule for treatment of losses. If,
on the date of the short sale, you held sub-
stantially identical property for more than one
year, any loss you realize on the short sale is a
long-term capital loss, even if you held the
property used to close the sale for one year or
less. Certain losses on short sales of stock or
securities are also subject to wash sale treat-
ment. For information, see Wash Sales, later.

Mixed straddles. Under certain elections,
you can avoid the treatment of loss from a
short sale as long-term under the special rule.
These elections are for positions that are part
of a mixed straddle. See Other elections under
Mixed Straddles, later, for more information
about these elections.

Reporting substitute payments. If any bro-
ker transferred your securities for use in a
short sale, or similar transaction, and received
certain substitute dividend payments in your
behalf while the short sale was open, that bro-
ker must give you a Form 1099-MISC or a
similar statement, reporting the amount of
these payments. Form 1099-MISC must be
used for those substitute payments totaling
$10 or more that are known on the payment’s
record date to be in lieu of an exempt-interest
dividend, a capital gain dividend, a return of
capital distribution, or a dividend subject to a
foreign tax credit, or that are in lieu of tax-ex-
empt interest. Do not treat these substitute
payments as dividends or interest. Instead, re-
port the substitute payments shown on Form
1099-MISC as “Other income " on line 21 of
Form 1040.

Substitute payment. A substitute pay-
ment means a payment in lieu of:
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1) Tax-exempt interest (including OID) that
has accrued while the short sale was
open, and

2) Adividend, if the ex-dividend date is after
the transfer of stock for use in a short sale
and before the closing of the short sale.

Short Sale Expenses

If you borrow stock to make a short sale, you
may have to remit to the lender payments in
lieu of the dividends distributed while you
maintain your short position. You can deduct
these payments only if you hold the short sale
open at least 46 days (more than 1 year in the
case of an extraordinary dividend as defined
below), and you itemize your deductions.

You deduct these expenses as investment
interest on Schedule A (Form 1040). See In-
terest Expenses in Chapter 3 for more
information.

If you close the short sale by the 45th day
after the date of the short sale (1 year or less
in the case of an extraordinary dividend), you
cannot deduct the payment in lieu of the divi-
dend that you make to the lender. Instead, you
must increase the basis of the stock used to
close the short sale by that amount.

To determine how long a short sale is kept
open, do not include any period during which
you hold, have an option to buy, or are under a
contractual obligation to buy substantially
identical stock or securities. In addition, do not
include any period during which you are con-
sidered to have diminished your risk of loss
from the short sale by holding one or more
other positions in substantially similar or re-
lated properties.

If your payment is made for a liquidating
distribution or nontaxable stock distribution, or
if you buy more shares equal to a stock distri-
bution issued on the borrowed stock during
your short position, you have a capital ex-
pense. You must add the payment to the cost
of the stock sold short.

Exception. If you close the short sale within
45 days, the deduction for amounts you pay in
place of dividends will be disallowed only to
the extent the payments are more than the
amount that you receive as ordinary income
from the lender of the stock for the use of col-
lateral with the short sale. This exception does
not apply to payments in place of extraordi-
nary dividends.

Extraordinary dividends. If the amount of
any dividend you receive on a share of pre-
ferred stock equals or exceeds 5% (10% in
the case of other stock) of the amount realized
on the short sale, the dividend you receive is
an extraordinary dividend.

Wash Sales

You cannot deduct losses from sales or trades
of stock or securities in a wash sale. However,
any gain from these sales is taxable as a capi-
tal gain.

A wash sale occurs when you sell or trade
stock or securities at a loss and within 30 days
before or after the sale you:



1) Buy substantially identical stock or
securities,

2) Acquire such stock or securities in a fully
taxable trade, or

3) Acquire a contract or option to buy such
stock or securities.

If you sell stock and your spouse or a corpora-
tion you control buys substantially identical
stock, you also have a wash sale.

If your loss was disallowed because of the
wash sale rules, add the disallowed loss to the
cost of the new stock or securities. The result
is your basis in the new stock or securities.
The effect of this adjustment is to postpone
the loss deduction until the disposition of the
new stock or securities. Your holding period
for the new stock or securities includes the
holding period for the stock or securities sold.

Example 1. You buy 100 shares of X stock
for $1,000. You sell these shares for $750 and
within 30 days from the sale you acquire 100
shares of the same stock for $800. Because
you bought substantially identical stock, you
cannot deduct your loss of $250 on the sale.
However, you add the disallowed loss ($250)
to the cost of the new stock ($800) to obtain
your basis of the new stock, which is $1,050.

Example 2. You are an employee of a cor-
poration which has an incentive pay plan.
Under this plan, you are given 10 shares of the
corporation’s stock as a bonus award. You in-
clude the fair market value of the stock in your
gross income as additional pay. You later sell
these shares at a loss. If you receive another
bonus award of substantially identical stock
within 30 days of the sale, you cannot deduct
your loss on the sale.

Stock or securities. Under the wash sale
rules, stock or securities include contracts or
options to acquire or sell stock or securities.
They do not include commaodity futures con-
tracts and foreign currencies. See Coordina-
tion of Loss Deferral Rules and Wash Sale
Rules, later under Straddles, for information
about the tax treatment of losses on the dispo-
sition of positions in a straddle.

Substantially identical. In determining
whether stock or securities are substantially
identical, you must consider all the facts and
circumstances in your particular case. Ordina-
rily, stocks or securities of one corporation are
not considered substantially identical to
stocks or securities of another corporation.
However, they may be substantially identical
in some cases. For example, in a reorganiza-
tion, the facts and circumstances may be such
that the stocks and securities of the predeces-
sor and successor corporations are substan-
tially identical.

Similarly, bonds or preferred stock of a cor-
poration are not ordinarily considered sub-
stantially identical to the common stock of the
same corporation. However, where the bonds
or preferred stock are convertible into com-
mon stock of the same corporation, the rela-
tive values, price changes, and other circum-
stances may be such as to make these bonds

or preferred stock and the common stock sub-
stantially identical. For example, preferred
stock is substantially identical to the common
stock if the preferred stock:

1) Is convertible into common stock,

2) Has the same voting rights as the com-
mon stock,

3) Is subject to the same dividend
restrictions,

4) Trades at prices that do not vary signifi-
cantly from the conversion ratio, and

5) Is unrestricted as to convertibility.

Wash sale rules apply to losses on certain
short sales. The wash sale rules apply to a
loss realized on the closing of a short sale if
you sell, or enter into another short sale of,
substantially identical stock or securities
within a period beginning 30 days before the
date of that closing and ending 30 days after
that date.

Less stock bought than sold. If the number
of shares of substantially identical stock or se-
curities you buy within 30 days before or after
the sale is less than the number of shares of
stock or securities you sold, you must deter-
mine the particular shares of stock or securi-
ties to which the wash sale rules apply. You do
this by matching the shares of stock or other
securities bought with an equal number of the
identical shares or securities sold. Match the
shares bought in the same order that you ac-
quired them. The shares or securities so
matched are subject to the wash sale rules.

Example. You bought 100 shares of M
stock on September 21, 1995, for $5,000. On
December 21, 1995, you bought 50 shares of
substantially identical stock for $2,750. On De-
cember 28, 1995, you bought 25 shares of
substantially identical stock for $1,125. On
January 4, 1996, you sold for $4,000 the 100
shares you bought in September. You have a
$1,000 loss on the sale. However, because
you bought 75 shares of substantially identical
stock within 30 days of the sale, you cannot
deduct the loss ($750) on 75 shares. You can
deduct the loss ($250) on the other 25 shares.
The basis of the 50 shares bought on Decem-
ber 21, 1995, is increased by two-thirds (50+
75) of the $750 disallowed loss. The new basis
of those shares is $3,250 ($2,750 + $500).
The basis of the 25 shares bought on Decem-
ber 28, 1995, is increased by the rest of the
loss to $1,375 ($1,125 + $250).

Loss and gain on same day. Loss from a
wash sale of one block of stock or securities
cannot be used to reduce any gains on identi-
cal blocks sold the same day.

Example. During 1991, you bought 100
shares of X stock on each of three occasions.
You paid $158 a share for the first block of 100
shares, $100 a share for the second block,
and $95 a share for the third block. On De-
cember 23, 1996, you sold 300 shares of X
stock for $125 a share. On January 6, 1997,
you bought 250 shares of identical X stock.
You cannot deduct the loss of $33 a share on
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the first block because within 30 days after the
date of sale you bought 250 identical shares of
X stock. In addition, you cannot reduce the
gain realized on the sale of the second and
third blocks of stock by this loss.

Short sale completed. For purposes of the
wash sale rules, a short sale is considered
complete on the date the short sale is entered
into, if:

1) On that date, you own stock or securities
identical to those sold short (or by that
date you enter into a contract or option to
acquire that stock or securities), and

2) You later deliver the stock or securities to
close the short sale.

Otherwise, a short sale is not considered
complete until the property is delivered to
close the sale.

Example. On June 2, you buy 100 shares
of stock for $1,000. You sell short 100 shares
of the stock for $750 on October 6. On Octo-
ber 7, you buy 100 shares of the same stock
for $750. You close the short sale on Novem-
ber 17 by delivering the shares bought on
June 2. You cannot deduct the $250 loss
($1,000— $750) because the date of entering
into the short sale (October 6) is considered
the date of sale for wash sale purposes and
you bought substantially identical stock within
30 days from the date of the sale.

Residual Interests in a REMIC

The wash sale rules generally will apply to the
sale of your residual interestin a REMIC if, dur-
ing the period beginning 6 months before the
sale of the interest and ending 6 months after
that sale, you acquire any residual interest in
any REMIC or any interest in a taxable mort-
gage pool that is comparable to a residual in-
terest. REMICs are discussed in Chapter 1.

Dealer

The wash sale rules do not apply to a dealer in
stock or securities if the loss is from a transac-
tion made in the ordinary course of business.

Nondealers. For sales of stock or securities,
the wash sale rules apply to all nondealers.

How To Report

Report a wash sale or trade on line 1 or line 9
of Schedule D (Form 1040), whichever is ap-
propriate. Show the full amount of the loss in
column (f). On the next line, enter “Wash
Sale”in column (a) and the amount of the loss
not allowed in column (g).

Commodity Futures
A commodity futures contract is a standard-
ized, exchange-traded contract for the sale or
purchase of a fixed amount of a commaodity at
a future date for a fixed price.

Businesses may enter into commodity fu-
tures contracts as either:

1) Hedging transactions, or

2) Transactions that are not hedging
transactions.
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Futures transactions are hedging transac-
tions if they are entered into in the normal
course of business primarily to reduce the risk
of interest rate or price changes or currency
fluctuations on borrowings, ordinary property,
or ordinary obligations. (Generally, ordinary
property or obligations are those that cannot
produce capital gain or loss under any
circumstances.)

Futures transactions that are not hedging
transactions generally result in capital gain or
loss. There is a limit on the amount of capital
losses you can deduct each year, as explained
under Capital Losses, later in this chapter.

The termination of a contract that is part of
a hedging transaction generally produces ordi-
nary gain or loss. For instance, ordinary gain or
loss generally results from offset or exercise
of a futures contract that protects against
price changes in a business’ inventory. On the
other hand, contracts that protect against
price changes of noninventory supplies gener-
ally do not receive ordinary gain or loss treat-
ment because the sale of noninventory sup-
plies gives rise to capital gain or loss.
However, if a business sells only a negligible
amount of a noninventory supply, a transac-
tion to hedge the purchase of that supply is
treated as a hedging transaction if it occurred
after July 17, 1994.

Ordinary gain or loss treatment is also
available for certain hedges involving the
purchase of noninventory supplies and sec-
tion 1231 assets that occurred in a taxable
year that ended before July 18, 1994, if the tax
return was still open for adjustment of tax on
September 1, 1994. See Treasury Regulation
1.1221-2(g)(3) for details.

If you have numerous transactions in the
commodity futures market during the year, the
burden of proof is on you to show which trans-
actions are hedging transactions. Clearly iden-
tify any hedging transactions on your books
and records before the end of the day you en-
tered into the transaction. It may be helpful to
have separate brokerage accounts for your
hedging and nonhedging transactions.

For hedging transactions entered into after
1993, or hedging transactions entered into
before 1994 and remaining in existence on
March 31, 1994, you must identify both the
hedging transaction and the item, items, or ag-
gregate risk that is being hedged. The identifi-
cation of the hedged item must be made no
more than 35 days after entering into the
hedging transaction. The identification must
clearly indicate that the hedging transactions
are for tax purposes. For more specific re-
quirements concerning identification of hedg-
ing transactions and the underlying item,
items, or aggregate risk that is being hedged,
see Treasury Regulation 1.1221-2(e).

The marked-to-market rules, described
next, generally do not apply to properly identi-
fied hedging transactions that meet the three
requirements described in the next section
under Hedging Transactions.
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Section 1256 Contracts
Marked to Market

This section discusses the special tax rules
that apply to investments traded on U.S. com-
modity futures exchanges.

Definitions
The following definitions apply in this section.

Section 1256 contract. A section 1256 con-
tractis any:

1) Regulated futures contract,
2) Foreign currency contract,
3) Nonequity option, or

4) Dealer equity option.

Marked to market. Marked to market means
that each section 1256 contract you hold at
the close of the tax year will be treated as if
you sold it for fair market value on the last bus-
iness day of the tax year. This means that gain
or loss is determined even though you con-
tinue to hold a position. See also Marked to
Market Rules, later.

Regulated futures contract. This is a con-
tract that:

1) Provides that amounts that must be de-
posited to, or can be withdrawn from, your
margin account depend on daily market
conditions (a system of marking to mar-
ket), and

Is traded on, or subject to the rules of, a
qualified board or exchange, such as a
domestic board of trade designated as a
contract market by the Commodity Fu-
tures Trading Commission or any board of
trade or exchange approved by the Sec-
retary of the Treasury.

2

~

By definition, a qualified board or exchange
also includes a national securities exchange
registered with the Securities and Exchange
Commission. However, a regulated futures
contract normally is not subject to the rules of,
or traded in, a national securities exchange.

Foreign currency contract. This is a con-
tract that:

1) Requires delivery (or settlement depend-
ing on the value) of a foreign currency
that has positions traded through regu-
lated futures contracts,

2) Is traded in the interbank market, and

3) Is entered into at arm’s length at a price
determined by reference to the price in
the interbank market.

Bank forward contracts with maturity dates
that are longer than the maturities ordinarily
available for regulated futures contracts are
considered to meet the definition of a foreign
currency contract if the above three conditions
are satisfied.

Special rules apply to certain foreign cur-
rency transactions. These transactions may
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result in ordinary gain or loss treatment. Inter-
nal Revenue Code section 988 transaction
rules apply to transactions entered into by an
individual only to the extent that there are
trade or business expenses or expenses for
the production of income.

Non-regulated futures contracts. A non-
regulated futures contract, such as a forward
contract, is not subject to the rules described
in this section. Except for straddles, discussed
later, gains and losses on these contracts held
as capital investments are generally treated in
the same manner as other capital gains and
losses.

Nonequity and dealer equity options.
These are defined later under Options.

Marked to Market Rules

A section 1256 contract that you hold at the
end of the tax year will generally be treated as
sold at its fair market value on the last busi-
ness day of the tax year, and any gain or loss
will be recognized. When you later dispose of
the contract, any gain or loss you have will be
increased or decreased by the gain or loss
that you had previously recognized.

60/40 rule. Under the marked-to-market sys-
tem, 60% of the gain or loss that you would
have had on a sale on the last business day of
the tax year will be treated as a long-term capi-
tal gain or loss, and 40% will be treated as a
short-term capital gain or loss. This is true re-
gardless of the actual character and holding
period of the property.

Terminations and transfers. The marked to
market rules also apply if your obligation or
rights to section 1256 contracts are termi-
nated or transferred during the tax year. In this
case, use the fair market value of each section
1256 contract at the time of termination or
transfer to determine the gain or loss. Termi-
nations or transfers may result from any off-
setting, delivery, exercise, assignment, or
lapse of your obligation or rights to section
1256 contracts.

Example. On June 22, 1995, you pur-
chased a regulated futures contract for
$50,000. On December 29, 1995 (the last bus-
iness day of your tax year), the fair market
value of the regulated futures contract was
$57,000. You have a $7,000 gain recognized
on your 1995 tax return, treated as 60% long-
term and 40% short-term capital gain.

On February 1, 1996, you sold the regu-
lated futures contract purchased on June 22,
1995, for $56,000. You have a $1,000 loss
recognized on your 1996 tax return, treated as
60% long-term and 40% short-term capital
loss.

Loss carryback election. An individual or
partnership having a net section 1256 con-
tracts loss (defined below) for 1996 can elect
to carry this loss back 3 years, instead of car-
rying it over to the next year. See How To Re-
port, later in this section, for information about
reporting this election on your return.



The loss carried back to any year under
this election cannot be more than the net sec-
tion 1256 contracts gain (defined below) in
that year. In addition, the amount of loss car-
ried back to an earlier tax year cannot in-
crease or produce a net operating loss for that
year.

The loss is carried to the earliest year first
and any unabsorbed loss amount can then be
carried to each of the next two tax years. In
each carryback year, treat 60% of the car-
ryback amount as a long-term capital loss and
40% as a short-term capital loss from section
1256 contracts.

If only a portion of the net section 1256
contracts loss is absorbed by carrying the loss
back, the unabsorbed portion can be carried
forward, under the capital loss carryover rules,
to the year following the loss. (See Capital
Losses under Reporting Capital Gains and
Losses on Schedule D, later.) Figure your cap-
ital loss carryover as if, for the loss year, you
had an additional short-term capital gain of
40% of the amount of net section 1256 con-
tracts loss absorbed in the carryback years
and an additional long-term capital gain of
60% of the absorbed loss. In the carryover
year, treat any capital loss carryover from
losses on section 1256 contracts as if it were a
loss from section 1256 contracts for that year.

Net section 1256 contracts loss. This
loss is the lesser of:

1) The net capital loss for your tax year de-
termined by taking into account only the
gains and losses from section 1256 con-
tracts, or

2) The capital loss carryover to the next tax
year determined without this election.

Net section 1256 contracts gain. This
gain is the lesser of:

1) The capital gain net income for the tax
year determined by taking into account
only gains and losses from section 1256
contracts, or

2) The capital gain net income for the tax
year.

Figure your net section 1256 contracts gain
for any tax year that occurs before a loss year
without regard to the net section 1256 con-
tracts loss for the loss year or any later tax
year.

Special rules. If your section 1256 contracts
were at any time actively-traded personal
property identified by you as being part of a
hedging transaction, described later, you
cannot treat the property as a capital asset in
determining any gain from its sale or ex-
change. If the sale or exchange of your prop-
erty requires ordinary income or loss treat-
ment, you cannot use the 60/40 capital gain or
loss rule.

The capital gain or loss treatment rules,
described earlier in this discussion, also apply
to traders in section 1256 contracts, unless
such a contract is held for hedging purposes
and any resulting loss would be an ordinary
loss. The fact that an individual is actively en-
gaged in dealing or trading in section 1256

contracts is not a consideration in determining
which gain or loss treatment to use.

How To Report

If you disposed of regulated futures or foreign
currency contracts in 1996 (or had unrealized
profit or loss on these contracts that were
open at the end of 1995 or 1996), you should
receive Form 1099-B, or an equivalent state-
ment, from your broker.

Form 6781. Use Part | of Form 6781, Gains
and Losses From Section 1256 Contracts and
Straddles, to report the amounts shown in box
9 of Form 1099-B, or on the equivalent state-
ment. Also use Form 6781 to report your gains
and losses from all section 1256 contracts
that are open at the end of the year or that
were closed out during the year. Then enter
the net amount of these gains and losses on
Schedule D (Form 1040). Include a copy of
Form 6781 with your income tax return.

If the Form 1099-B you receive includes a
straddle or hedging transaction, defined later,
it may be necessary to show certain adjust-
ments on Form 6781. Follow the Form 6781
instructions for completing Part I.

For an example of a filled-in Form 6781,
see the Comprehensive Example at the end of
this chapter.

Loss carryback election. To carry back your
loss under the election procedures described
earlier, file an amended Form 6781 for the
year to which you are carrying the loss, to-
gether with Form 1040X or appropriate
amended return. Follow the instructions for
completing Form 6781 for the loss year to
make this election.

Hedging Transactions

The marked-to-market rules, described ear-
lier, do not apply to certain hedging transac-
tions. A transaction is excluded from those
rules if three conditions are met:

1) You entered into the transaction in the
normal course of your trade or business
primarily to reduce the risk of:

a) Price changes or currency fluctuations
on property you hold (or are about to
hold), or

b) Interest rate or price changes, or cur-
rency fluctuations, on your current or
future borrowings, or on your current or
future obligations,

2) The gain or loss on the transaction is
treated as ordinary income or loss, and

3) You clearly identified the transaction as
being a hedging transaction before the
close of the day on which you entered
into it.

This hedging transaction exclusion, however,
does not apply to transactions entered into by
or for any syndicate. A syndicate is a partner-
ship, S corporation, or other entity (other than
aregular corporation) that allocates more than
35% of its losses to limited partners or lim-
ited entrepreneurs. A limited entrepreneur is
a person who has an interest in an enterprise
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(but not as a limited partner) and who does not
actively participate in its management. How-
ever, an interest is not considered held by a
limited partner or entrepreneur if the interest
holder actively participates (or did so for at
least 5 full years) in the management of the
entity, or is the spouse, child (including a le-
gally adopted child), grandchild, or parent of
an individual who actively participates in the
management of the entity.

Hedging loss limit. A “hedging loss” is the
amount by which the allowable deductions in a
tax year that resulted from a hedging transac-
tion (determined without regard to the limit, de-
scribed next) are more than the income which
you received or accrued during the tax year
from this transaction.

If you are a limited partner or entrepreneur
in a syndicate, the amount of a hedging loss
you can claim is limited. Any hedging loss that
is allocated to you for the tax year is limited to
your taxable income for that year from the
trade or business in which the hedging trans-
action occurred. Ignore any hedging transac-
tion items in determining this taxable income.
If you have any hedging loss that is disallowed
because of this limit, you can carry it over to
the next tax year as a deduction based on a
hedging transaction.

If the hedging transaction relates to prop-
erty other than stock or securities, the limit on
hedging losses applies if the limited partner or
entrepreneur is an individual. This limit also
applies to a corporation if, at any time during
the last half of the tax year, more than 50% in
value of its outstanding stock is owned by five
or fewer individuals.

The limit on hedging losses does not apply
to any hedging loss to the extent that it is more
than the aggregate unrecognized gains from
hedging transactions at the end of the tax year
that are from the trade or business in which
the hedging transaction occurred. The term
“unrecognized gain” has the same meaning
as defined later under Straddles.

Self-Employment Income

Gains and losses derived in the ordinary
course of a commodity or option dealer’s trad-
ing in section 1256 contracts and property re-
lated to these contracts are defined as earn-
ings from self-employment. In addition, the
rules relating to contributions to self-employ-
ment retirement plans apply. For information
on retirement plan contributions, see Chapter
6 of Publication 535, Business Expenses, Pub-
lication 560, Retirement Plans for the Self-Em-
ployed, and Publication 590, /ndividual Retire-
ment Arrangements (IRAS).

Options

Section 1256 contracts include:

¢ Nonequity options, and

e Dealer equity options.

The taxation of these contracts is the same as
for other section 1256 contracts.

Non-dealer equity options, discussed later,
are not section 1256 contracts.
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Both nonequity options and dealer equity
options are listed options. A listed option is
any option which is traded on, or subject to the
rules of, a qualified board or exchange (as dis-
cussed earlier in Regulated futures contract
under Section 1256 Contracts Marked to Mar-
ket). A listed option, however, does not in-
clude an option that is a right to acquire stock
from the issuer.

Nonequity option. This is any listed option
which is not an equity option. Nonequity op-
tions include debt options, commodity futures
options, currency options, and broad-based
stock index options, such as options on the
High Technology Index, and the Institutional
Index. A broad-based stock index is based
upon the value of a group of diversified stocks
or securities (such as the Standard and Poor’s
500 index).

Warrants based on a stock index that are,
economically, substantially identical in all ma-
terial respects to options based on a stock in-
dex are treated as options based on a stock
index.

Cash-settled options. Cash-settled op-
tions based on a stock index and either traded
on or subject to the rules of a qualified board
or exchange are nonequity options if the Se-
curities and Exchange Commission (SEC) de-
termines that the stock index is broad-based.

This rule does not apply to options estab-
lished by November 10, 1994, or before the
SEC determines that the stock index is broad-
based.

Equity option. This is any option:
1) To buy or sell stock, or

2) Thatis valued directly or indirectly by ref-
erence to any stock, group of stocks, or
stock index.

Equity options include options on certain nar-
row-based stock indexes, but exclude options
on broad-based stock indexes and options on
stock index futures.

An equity option, however, does not in-
clude an option for any group of stocks or
stock index if:

1) The Commodities Futures Trading Com-
mission has designated a contract market
for a contract based on such group or in-
dex, and that designation is in effect, or

2) The Secretary of the Treasury determines
that that option meets the legal require-
ments for such a designation.

Dealer equity option. This is any listed op-
tion which, for an options dealer:

1) Is an equity option,

2) Is purchased or granted by that dealer in
the normal course of that business activ-
ity, and

3) Islisted on the qualified board or ex-
change where that dealer is registered.

An options dealer is any person regis-
tered with an appropriate national securities
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exchange as a market maker or specialist in
listed options.

Example. On December 9, 1996, a dealer
in equity options purchased 10 XYZ options in
his dealer-maker account for a cost (premium)
of $1,200 per option. Each option consisted of
the right to buy 100 shares. The total cost was
$12,000. On December 31, 1996, the end of
the dealer’s tax year, the fair market value per
option was $1,300, for a total fair market value
of $13,000. The dealer must recognize a gain
of $1,000 on his 1996 tax return due to the
marked-to-market rules. The gain is treated as
60% long-term and 40% short-term capital
gain and is reported on Form 6781. If the op-
tion expires in 1997, without being exercised
or closed out, the dealer has a loss of $13,000
that is reported on his 1997 return as a 60%
long-term and 40% short-term capital loss.
The loss is the total cost of the option,
$12,000, plus the gain, $1,000, previously re-
ported on the 1996 return due to the marked-
to-market rules.

Limited partners or entrepreneurs. The
60/40 rule does not apply to dealer equity op-
tions that result in gain or loss allocable to /im-
ited partners or limited entrepreneurs (de-
fined earlier under Hedging Transactions).
Instead, treat all these gains or losses as
short-term capital gains or losses under the
marked-to-market system.

Non-dealer equity options. Investors in eg-
uity options (other than dealers) are subject to
the general rules for the taxation of options, in-
cluding the loss deferral rules covered later
under Straddles. Gain or loss from the sale or
trade of a listed equity option traded by a non-
dealer, or traded by dealers as part of their
personal investment activity, is a gain or loss
from the sale or trade of a capital asset.

Gain or loss from the sale or trade of a non-
listed option to buy or sell property that is not a
capital asset in your hands, or would not be if
you acquired it, is ordinary gain or loss. These
options include certain options to purchase
real estate in the ordinary course of a trade or
business. Under certain circumstances, this
may be treated as a capital gain or loss.

Example 1. You purchased an option to
buy 100 shares of XYZ Company stock. The
stock increases in value and you sell the op-
tion for more than you paid for it. Your gain is
capital gain because the stock underlying the
option would have been a capital asset in your
hands.

Example 2. Assume the same facts as in
Example 1, except that the stock decreases in
value and you sell the option for less than you
paid for it. Your loss is a capital loss.

Option not exercised. If you do not exercise
an option to buy or sell, and you have a loss,
you are considered to have sold or traded the
option on the date that it expired.

Holding period. Your holding period for prop-
erty that you acquired under an option to buy
begins on the day after you acquired the prop-
erty, not the day after you acquired the option.
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Grantor of option. If you grant (write) an op-
tion, how you report your gain or loss depends
on whether it was exercised.

If you grant (write) an option on stocks, se-
curities, commodities, or commodity futures
and it is not exercised, the amount you re-
ceive, if you are not in the business of granting
options, is a short-term capital gain.

If the option is exercised, you add the op-
tion payment to other amounts you receive to
figure the amount you realize on the sale of the
property. Whether your gain or loss is capital
or ordinary is determined by the type of prop-
erty you sell.

How to report. Gain or loss from the closing
or expiration of an option that is not a section
1256 contract, but that is a capital asset in
your hands, is reported on Schedule D (Form
1040).

If a purchased option expired, enter the ex-
piration date in column (c) and write “ Expired”
in column (d).

If an option that you granted (wrote) ex-
pired, enter the expiration date in column (b)
and write “Expired” in column (e).

Section 1256 contract options. Treat sec-
tion 1256 contract options as options to buy or
sell property. Gain or loss is recognized on the
exercise of an option on a section 1256 con-
tract. Section 1256 contracts are defined ear-
lier under Section 1256 Contracts Marked to
Market.

Cash settlement option. A cash settlement
option is treated as an option to buy or sell
property. A cash settlement option will be ei-
ther an equity or nonequity option depending
upon the underlying property.

A cash settlement option is any option that
on exercise is settled in, or could be settled in,
cash or property other than the underlying
property.

Calls and Puts

Calls and puts are options on securities and
are covered by the rules just discussed for op-
tions. The following are specific applications
of these rules to holders and writers of non-
dealer equity listed options that are bought,
sold, or “closed out” in transactions on the
Chicago Board Options Exchange. These
rules are also presented in Table 4-1.

Calls and puts are issued by writers (grant-
ors) to holders for cash premiums. They are
ended by exercise, closing transaction, or
lapse.

A call option is the right to buy from the
writer of the option, at any time before a speci-
fied future date, a stated number of shares of
stock at a specified price. Conversely, a put
option is the right to sell to the writer, at any
time before a specified future date, a stated
number of shares at a specified price.

Holders of calls and puts. If you buy a call or
a put, you may not deduct its cost. It is a capital
expenditure.

If you sell the call or the put before you ex-
ercise it, the difference between its cost and
the amount you receive for it is either a long-



term or short-term capital gain or loss, de-
pending on how long you held it.

If the option expires, its cost is either a
long-term or short-term capital loss, depend-
ing on your holding period, which ends on the
expiration date.

If you exercise a call, add its cost to the ba-
sis of the stock you bought. If you exercise a
put, reduce your amount realized on the sale
of the underlying stock by the cost of the put
when figuring your gain or loss. Any gain or
loss on the sale of the underlying stock is long-
term or short-term depending on your holding
period for the underlying stock.

Short sale. Your acquisition of a put op-
tion is generally treated as a short sale, and
the exercise, sale, or expiration of the put is a
closing of the short sale. If you have held the
underlying stock for one year or less at the
time you acquire the put, any gain on the exer-
cise, sale, or expiration of the put is a short-
term capital gain. The same is true if you ac-
quire the underlying stock after you acquire
the put but before its exercise, sale, or expira-
tion. Your holding period for the underlying
stock begins on the earliest of:

1) The date you dispose of the stock,
2) The date you exercise the put,

3) The date you sell the put, or

4) The date the put expires.

Writers of calls and puts. If you write (grant)
a call or a put, do not include the amount you
receive for writing it in your income at the time
of receipt. Carry it in a deferred account until:

1) Your obligation expires,

2) You sell, inthe case of a call, or buy, in
the case of a put, the underlying stock
when the option is exercised, or

3) You engage in a closing transaction.

If your obligation expires, the amount you
received for writing the call or put is short-term
capital gain.

If a call you write is exercised and you sell
the underlying stock, increase your amount re-
alized on the sale of the stock by the amount
you received for the call when figuring your
gain or loss. The gain or loss is long-term or
short-term depending on your holding period
of the stock.

If a put you write is exercised and you buy
the underlying stock, decrease your basis in
the stock by the amount you received for the
put. Your holding period for the stock begins
on the date you buy it, rather than on the date
you wrote the put.

If you enter into a closing transaction by
paying an amount equal to the value of the call
or put at the time of the payment, the differ-
ence between the amount you pay and the
amount you receive for the call or putis a
short-term capital gain or loss.

Examples of non-dealer transactions.

1) Expiration. Ten XYZ call options were is-
sued on April 8, 1996, for a total premium
(cost) of $4,000. These equity options ex-
pired in December 1996, without being

exercised. If you were a holder (pur-
chaser) of the options, you would recog-
nize a short-term capital loss of $4,000 on
Schedule D of your 1996 return. If you
were a writer of the options, you would
recognize a short-term capital gain of
$4,000 on Schedule D of your 1996
return.

2
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Closing transaction. The facts are the
same as in (1), except that on May 10,
1996, the options were sold for $6,000. If
you sold the options you purchased for
$4,000, you would recognize a short-term
capital gain of $2,000 on Schedule D of
your 1996 return. If you were the writer of
the options and you paid an amount equal
to the value of the call, you would recog-
nize a short-term capital loss of $2,000 on
Schedule D of your 1996 return.

3
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Exercise. The options in (1) were exer-
cised on May 27, 1996. There is no taxa-
ble gain or loss on the options to the pur-
chaser or writer at the time of the
exercise. (The purchaser adds the pre-
mium (cost) of the options to the basis of
the stock bought through the exercise of
the options. The writer adds the premium
received from the options to the amount
realized on the sale of stock through the
exercise of the options.)

4) Section 1256 contracts. The facts are
the same as in (1), except the options
were nonequity options, subject to the
rules for section 1256 contracts. If you
were a purchaser of the options, you
would recognize a short-term capital loss
of $1,600, and a long-term capital loss of
$2,400. If you were a writer of the options,
you would recognize a short-term capital
gain of $1,600, and a long-term capital
gain of $2,400.

=

Conversion Transactions

Generally, all or part of a gain on a conversion
transaction is treated as ordinary income. This
applies to gain on the disposition or other ter-
mination of any position you held as part of a
conversion transaction that you entered into
after April 30, 1993.

A conversion transaction is any transaction
that meets both of these tests:

1) Substantially all of your expected return
from the transaction is due to the time
value of your net investment. In other
words, the return on your investment s, in
substance, like interest on a loan.

2) The transaction is one of the following:

a) A straddle as defined under Straddles,
later, but including any set of offsetting
positions on stock,

b) Any transaction in which you acquire
property (whether or not actively
traded) at substantially the same time
that you contract to sell the same prop-
erty, or substantially identical property,
at a price set in the contract, or
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c) Any other transaction that is marketed
or sold as producing capital gains from
a transaction described in (1).

Amount treated as ordinary income. The
amount of gain treated as ordinary income is
the smaller of:

1) The gain recognized on the disposition or
other termination of the position, or

2) The “applicable imputed income
amount.”

Applicable imputed income amount. Figure
this amount as follows:

1) Figure the amount of interest that would
have accrued on your net investment in
the conversion transaction for the period
ending on the earlier of:

a) The date when you dispose of the posi-
tion, or

b) The date when the transaction stops
being a conversion transaction.
To figure this amount, use an interest rate
equal to 120% of the “applicable rate,” de-
fined later.

2) Subtract from (1) the amount treated as
ordinary income from any earlier disposi-
tion or other termination of a position held
as part of the same conversion
transaction.

Applicable rate. If the term of the conver-
sion transaction is indefinite, the applicable
rate is the federal short-term rate in effect
under section 6621(b) of the Internal Revenue
Code during the period of the conversion
transaction, compounded daily. This rate is set
by the IRS for each calendar quarter and is
published in the Internal Revenue Bulletin .

In all other cases, the applicable rate is the
“ applicable federal rate ” determined as if the
conversion transaction were a debt instrument
and compounded semi-annually. This rate is
set by the IRS each month and is published in
the Internal Revenue Bulletin. You can con-
tact an IRS office to get these rates.

Net investment. To determine your net in-
vestment in a conversion transaction, include
the fair market value of any position at the time
it becomes part of the transaction. This means
that your net investment generally will be the
total amount you invested, less any amount
you received for entering into the position (for
example, a premium you received for writing a
call).

Position with built-in loss. A special rule ap-
plies when a position with a built-in loss be-
comes part of a conversion transaction. A
built-in loss is any loss that you would have re-
alized if you had disposed of or otherwise ter-
minated the position at its fair market value at
the time it became part of the conversion
transaction.

When applying the conversion transaction
rules to a position with a built-in loss, use the
position’s fair market value at the time it be-
came part of the transaction. But, when you
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Table 4-1. Puts and Calls

capital loss.*

Puts

When aput: If you are the holder: If you are the writer:

Is exercised Reduce your amount realized Reduce your basis in the stock
from sale of the underlying you buy by the premium you re-
stock by the cost of the put. ceived for the put.

Expires Report the cost of the put as a Report the premium you re-

ceived as a short-term capital
gain.

Is sold by the holder

Report the difference between
the cost of the put and the
amount you receive foritas a
capital gain or loss.*

This does not affect you. (But if
you buy back the put, report the
difference between the amount
you pay and the premium you
received for the put as a short-
term capital gain or loss.)

capital loss on the date it ex-
pires.*

Calls
When acall: If you are the holder: If you are the writer:
Is exercised Add the cost of the call to your Increase your amount realized
basis in the stock purchased. on sale of the stock by the pre-
mium you received for the call.
Expires Report the cost of the call as a Report the premium you re-

ceived as a short-term capital
gain.

Is sold by the holder

Report the difference between
the cost of the call and the
amount you receive for it as a
capital gain or loss.*

This does not affect you. (But if
you buy back the call, report the
difference between the amount
you pay and the premium you

received for the call as a short-
term capital gain or loss.)

*See Holders of calls and puts and Writers of calls and puts in the accompanying text to find whether your gain

or loss is short term or long term.

dispose of or otherwise terminate the position
in a transaction in which you recognize gain or
loss, you must recognize the built-in loss. The
conversion transaction rules do not affect
whether the built-in loss is treated as an ordi-
nary or capital loss.

Netting rule for certain conversion trans-
actions. Before determining the amount of
gain treated as ordinary income, you can net
certain gains and losses from positions of the
same conversion transaction. To do this, you
have to dispose of all the positions within a
14—-day period that is within a single tax year.
You cannot net built-in loss against gain.

You can net gains and losses only if you
identify the conversion transaction as an iden-
tified netting transaction on your books and
records. Each position of the conversion
transaction must be identified before the end
of the day on which the position becomes part
of the conversion transaction. For conversion
transactions entered into before February 20,
1996, this requirement is met if the identifica-
tion was made by that date.

Options dealers and commodities traders.
Special rules apply to options dealers and
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commodities traders. See section 1258(d)(5)
of the Internal Revenue Code.

How to report. See the instructions for lines
11 and 13 of Form 6781, Gains and Losses
From Section 1256 Contracts and Straddles,
for details on how to report any gain from the
disposition or other termination of any position
you held as part of a conversion transaction.

Straddles

This section discusses the loss deferral rules
that apply to the sale or other disposition of
positions in a straddle. These rules do not ap-
ply to the straddles described under Excep-
tions, later.

For information on what is meant by a
“straddle” and a “position” in a straddle, see
Definition of a Straddle, later.

Loss deferral rules. Generally, you can de-
duct a loss on the disposition of one or more
positions only to the extent that the loss ex-
ceeds any unrecognized gain you have on off-
setting positions. Unused losses are treated
as sustained in the next tax year.
Unrecognized gain. Thisis:
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1) The amount of gain you would have had
on an open position if you had sold it on
the last business day of the tax year at its
fair market value, and

2) The amount of gain realized on a position
if, as of the end of the tax year, gain has
been realized, but not recognized.

Example. On July 1, 1996, you entered
into a straddle. On December 16, 1996, you
closed one position of the straddle at a loss of
$15,000. On December 31, 1996, the end of
your tax year, you have an unrecognized gain
of $12,750 in the offsetting open position. On
your 1996 return, you are limited to a loss of
$2,250, which is the amount of the loss minus
the unrecognized gain in the open position.
You must carry forward to 1997 the unused
loss of $12,750.

Exceptions
The loss deferral rules described in this sec-
tion do not apply to:

1) Astraddle thatis an identified straddle
at the end of the tax year,

2) Certain straddles consisting of qualified
covered call options and the stock to be
purchased under the options,

3
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Hedging transactions, described earlier
under Section 1256 Contracts Marked to
Market, and

4) Straddles consisting entirely of section
1256 contracts, as described earlier
under Section 1256 Contracts.

Identified straddle. An identified straddle is
not subject to the loss deferral rules. Losses
from positions in an identified straddle are de-
ferred until you dispose of all the positions in
the straddle.

Any straddle (including a straddle consist-
ing entirely of section 1256 contracts) is an
identified straddle if all of the following condi-
tions exist:

1) You clearly identified the straddle on your
records before the close of the day on
which you acquired it,

2) All of the original positions that you iden-
tify were acquired on the same day,

3) All of the positions included in item (2),
above, were disposed of on the same day
during the tax year, or none of the posi-
tions were disposed of by the end of the
tax year, and

4) The straddle is not part of a larger
straddle.

Qualified covered call options and op-
tioned stock. A straddle is not subject to the
loss deferral rules for straddles if:

1) All of the offsetting positions consist of
one or more qualified covered call options
and the stock to be purchased from you
under the options, and

2) The straddle is not part of a larger
straddle.



But see Special year-end rule, later, for an
exception.

A qualified covered call option is any op-
tion you grant to purchase stock you hold (or
stock you acquire in connection with granting
the option), but only if:

1) The option is traded on a national securi-
ties exchange or other market approved
by the Secretary of the Treasury,

2) The option is granted more than 30 days
before its expiration date,

3) The option is not a deep-in-the-money
option,

4) You are not an options dealer who
granted the option in connection with your
activity of dealing in options, and

5) Gain or loss on the option is capital gain
or loss.

A deep-in-the-money option is an option
with a strike price lower than the lowest quali-
fied benchmark (LQB). The strike price is the
price at which the option is to be exercised.
The LQB is the highest available strike price
that is less than the applicable stock price.
However, the LQB for an option with a term of
more than 90 days and a strike price that is
more than $50 is the second highest available
strike price that is less than the applicable
stock price. Strike prices are listed in the finan-
cial section of many newspapers.

The applicable stock price for any stock
for which an option has been granted is:

1) The closing price of the stock on the most
recent day on which that stock was
traded before the date on which the op-
tion was granted, or

2) The opening price of the stock on the day
on which the option was granted, but only
if that price is greater than 110% of the
price determined in (1).

If the applicable stock price is $25 or less,
the LQB will be treated as not less than 85%
of the applicable stock price. If the applicable
stock price is $150 or less, the LQB will be
treated as not less than an amount that is $10
below the applicable stock price.

Example. An XYZ/September call option
was granted on May 13, 1996. The closing
market of one share of XYZ stock on May 14,
1996, was $130 ¥4. The strike prices of all the
XYZ/September options offered on May 13,
1996, were as follows: $110, $115, $120,
$125, $130, and $135. The option was granted
more than 90 days before expiration. The LQB
is the second highest strike price that is less
than the stock price. This amount is $125. On
May 13, 1996, you held XYZ stock and you ac-
quired an XYZ/September option granted for
a strike price of $120. The call granted is a
deep-in-the-money option because it is lower
than the LQB. The option granted is not a qual-
ified covered call option and the loss deferral
rules apply if the call or the stock was closed
out at a loss during the year.

Capital loss on qualified covered call
options. If you hold stock and you grant a
qualified covered call option on that stock with
a strike price less than the applicable stock

price, treat any loss from the option as long-
term capital loss if, at the time the loss was re-
alized, gain on the sale or exchange of the
stock would be treated as long-term capital
gain. The holding period of the stock does not
include any period during which you are the
grantor of the option.

Special year-end rule. The loss deferral
rules for straddles apply if:

1) The qualified covered call options are
closed or the stock is disposed of at a
loss during any tax year,

2) Gain on disposition of the stock or gain on
the options is includible in gross income in
a later tax year, and

3) The stock or options were held less than
30 days after the closing of the options or
the disposition of the stock.

Definition of a Straddle

A straddle is any set of offsetting positions on
personal property. For example, a straddle
may consist of a call option and a put option
written at the same time on the same number
of shares of a security, with the same exercise
price and period.

Personal property. This is any property of a
type that is actively traded. It includes stock
options and contracts to buy stock, but gener-
ally does not include stock.

Straddle rules for stock. Although stock
is generally excluded from the definition of
personal property when applying the straddle
rules, it is included in the following two
situations.

1) The stock is part of a straddle in which at
least one of the offsetting positions is ei-
ther an option to buy or sell the stock or
substantially identical stock or securities
or a position on substantially similar or re-
lated property (other than stock).

2) The stock is in a corporation formed or
availed of to take positions in personal
property that offset positions taken by any
shareholder.

Position. A position is an interest in personal
property. A position can be a forward or fu-
tures contract or an option.

An interest in a loan that is denominated in
aforeign currency is treated as a position in
that currency. For the straddle rules, foreign
currency for which there is an active interbank
market is considered to be actively-traded per-
sonal property. See also Foreign currency
contract, earlier under Section 1256 Contracts
Marked to Market.

Offsetting position. This is a position that
substantially reduces any risk of loss you may
have from holding another position. However,
if a position is part of a straddle, that is not an
identified straddle (described earlier under Ex-
ceptions, do not treat it as offsetting to a posi-
tion that is part of an identified straddle.
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Presumed offsetting positions. If you es-
tablish two or more positions, an offsetting po-
sition will be presumed under any of the fol-
lowing conditions, unless otherwise rebutted.

1) The positions are established in the same
personal property (or in a contract for this
property), and the value of one or more
positions varies inversely with the value of
one or more of the other positions.

2

~

The positions are in the same personal
property, even if this property is in a sub-
stantially changed form, and the posi-
tions’ values vary inversely as described
in the first condition.

3) The positions are in debt instruments with
a similar maturity, and the positions’ val-
ues vary inversely as described in the first
condition.

4
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The positions are sold or marketed as off-
setting positions, whether or not the posi-
tions are called a straddle, spread, butter-
fly, or any similar name.

5

~

The aggregate margin requirement for the
positions is lower than the sum of the
margin requirements for each position if
held separately.

Related persons. To determine if two or
more positions are offsetting, you will be
treated as holding any position that your
spouse holds during the same period. If you
take into account part or all of the gain or loss
for a position held by a flowthrough entity,
such as a partnership, trust, or other entity,
you are also considered to hold that position.

Interest Expense and

Carrying Charges

You cannot deduct interest and carrying
charges that are allocable to personal prop-
erty that is part of a straddle. The nondeduct-
ible interest and carrying charges are added to
the basis of the straddle property. However,
this treatment does not apply if:

1) All the offsetting positions making up the
straddle either consist of one or more
qualified covered call options and the op-
tioned stock or consist of section 1256
contracts (and the straddle is not part of a
larger straddle), or

2) The straddle is a hedging transaction.

Nondeductible amount. To find the nonde-
ductible amount of interest and carrying
charges that must be added to the basis of the
straddle property:

1) Add together —

a) Interest on indebtedness incurred or
continued to purchase or carry the per-
sonal property.

b) All other amounts (including charges to
insure, store, or transport the personal
property) paid or incurred to carry the
personal property.

2) Subtract the sum of the following from the
amountin (1) —
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a) Interest (including OID) includible in
gross income for the year on the per-
sonal property.

b

~

Any income from the personal property
treated as ordinary income on the dis-
position of short-term government obli-
gations or as ordinary income under the
market discount and short-term bond
discount provisions. See Discount on
Debt Instruments in Chapter 1.

C

~

The dividends includible in gross in-
come from the personal property for
the year.

d

~

Any payment on a loan of the personal
property for use in a short sale that is
includible in gross income.

Interest includes any amount you pay or in-
cur in connection with personal property used
in a short sale. However, you must first apply
the rules discussed earlier in Short Sale Ex-
penses under Short Sales.

To determine the interest on market dis-
count bonds and short-term obligations that
are part of a straddle, you must first apply the
rules discussed earlier under Deferral of inter-
est deduction for market discount bonds and
Deferral of Interest Deduction for Short-Term
Obligations (both under Interest Expenses in
Chapter 3).

How To Report Gains and Losses
(Form 6781)

Report each position (whether or not it is part
of a straddle) on which you have unrecognized
gain at the end of the tax year and the amount
of this unrecognized gain in Part Il of Form
6781. Use Part Il of Form 6781 to figure your
gains and losses on straddles before entering
these amounts on Schedule D (Form 1040).
Include a copy of Form 6781 with your income
tax return.

Coordination of Loss Deferral
Rules and Wash Sale Rules

Rules similar to the wash sale rules apply to
any disposition of a position or positions of a
straddle. First apply Rule 1, explained next,
then apply Rule 2. However, Rule 1 applies
only if stocks or securities make up a position
that is part of the straddle. If a position in the
straddle does not include stock or securities,
use Rule 2.

Rule 1. You cannot deduct a loss on the dis-
position of shares of stock or securities that
make up the positions of a straddle if, within a
period beginning 30 days before the date of
that disposition and ending 30 days after that
date, you acquired substantially identical
stock or securities. Instead, the loss will be
carried over to the following tax year, subject
to any further application of Rule 1 in that year.
This rule will also apply if you entered into a
contract or option to acquire the stock or se-
curities within the time period described
above. See Loss carryover, later, for more in-
formation about how to treat the loss in the fol-
lowing tax year. If you are a dealer in stock or
securities, however, this loss treatment will not
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apply to any losses you sustained in the ordi-
nary course of your business.

Example. You are not a dealer in stock or
securities. On December 2, 1996, you bought
stock in XX Corporation (XX stock) and an off-
setting put option. On December 13, 1996,
there was $20 of unrealized gain in the put op-
tion and you sold the XX stock at a $20 loss.
By December 16, 1996, the value of the put
option had declined, eliminating all unrealized
gain in the position. On December 16, 1996,
you bought a second XX stock position that is
substantially identical to the XX stock you sold
on December 13, 1996. At the end of the year
there is no unrecognized gain in the put option
or in the XX stock. Under these circum-
stances, the $20 loss will be disallowed for
1996 under Rule 1 because, within a period
beginning 30 days before December 13, 1996,
and ending 30 days after that date, you bought
stock substantially identical to the XX stock
you sold.

Rule 2. You cannot deduct a loss on the dis-
position of less than all of the positions of a
straddle (your loss position) to the extent that
any unrecognized gain at the close of the tax
year in one or more of the following positions
is more than the amount of any loss disal-
lowed under Rule 1:

1) Successor positions,

2) Offsetting positions to the loss position,
or

3) Offsetting positions to any successor
position.

Successor position. A successor position
refers to a position that is or was at any time
offsetting to a second position, if both of the
following conditions are evident:

1) The second position was offsetting to the
loss position that was sold, and

2) The successor position is entered into
during a period beginning 30 days before,
and ending 30 days after, the sale of the
loss position.

Example 1. On December 2, 1996, you en-
tered into offsetting long and short positions.
On December 9, 1996, you disposed of the
short position at an $11 loss. At year end, you
have an unrecognized gain of $5 in the offset-
ting long position. Only $6 of the loss is de-
ductible in 1996. You can carry forward the re-
maining $5 into 1997.

Example 2. Assume the same facts as in
Example 1, except that at year end you have
$11 of unrecognized gain in the offsetting long
position. Under these circumstances, the en-
tire $11 loss will be disallowed for 1996 be-
cause there is $11 of unrecognized gain at
year end in the offsetting long position.

Example 3. On November 1, 1996, you en-
tered into offsetting long and short positions in
non-section 1256 contracts. On November 12,
1996, you disposed of the long position at a
$10 loss. On November 14, 1996, you entered
into a new long position (successor position)
that is offsetting to the retained short position,

Chapter4 SALES AND TRADES OF INVESTMENT PROPERTY

but that is not substantially identical to the
long position disposed of on November 12,
1996. You held both positions through year
end, at which time there was $10 of unrecog-
nized gain in the successor long position and
no unrecognized gain in the offsetting short
position. Under these circumstances, the en-
tire $10 loss will be disallowed for 1996 be-
cause there is an unrecognized gain in the
successor long position.

Example 4. Assume the same facts as in
Example 3, except that at year end you have
$4 of unrecognized gain in the successor long
position and $6 of unrecognized gain in the
offsetting short position. Under these circum-
stances, the entire $10 loss will be disallowed
for 1996 because there is a total of $10 of un-
recognized gain in both the successor long po-
sition and offsetting short position.

Example 5. Assume the same facts as in
Example 3, except that at year end you have
$8 of unrecognized gain in the successor long
position and $8 of unrecognized loss in the off-
setting short position. Under these circum-
stances, $8 of the total $10 realized loss will
be disallowed for 1996 because there is $8 of
unrecognized gain in the successor long
position.

Loss carryover. If you have an unused loss
that resulted from applying Rule 1 and Rule 2,
you must carry it over to the next tax year and
apply Rule 1 and Rule 2 to that carryover loss.
For example, a loss disallowed in 1995 under
Rule 1 will not be allowed in 1996, unless the
substantially identical stock or securities
(which caused the loss to be disallowed in
1995) were disposed of during 1996. In addi-
tion, the loss carryover will not be allowed in
1996 if Rule 1 and Rule 2 disallow it.

Example. Assume the same facts as in the
example under Rule 1 above, except that on
December 31, 1997, you sell the XX stock at a
$20 loss and there is $40 of unrecognized gain
in the put option. Under these circumstances,
you cannot deduct in 1997, either the $20 loss
disallowed in 1996 or the $20 loss you in-
curred for the December 31, 1997, sale of XX
stock. Rule 1 does not apply because the sub-
stantially identical XX stock was sold during
the year and no substantially identical stock or
securities were bought within the 61—day pe-
riod. However, Rule 2 does apply because
there is $40 of unrecognized gain in the put
option, an offsetting position to the $40 loss
position.

Capital loss carryover. If the sale of a
loss position would have resulted in a capital
loss, you treat the carryover loss as a capital
loss on the date it is allowed, even if you would
treat the gain or loss on any successor posi-
tions as ordinary income or loss. Likewise, if
the sale of a loss position (in the case of sec-
tion 1256 contracts) would have resulted in a
60% long-term capital loss and a 40% short-
term capital loss, you treat the carryover loss
under the 60/40 rule, even if you would treat
any gain or loss on any successor positions as
100% long-term or short-term capital gain or
loss.



Exceptions. The rules for coordinating strad-
dle losses and wash sales do not apply to the
following loss situations:

1) Loss on the sale of one or more positions
in a hedging transaction,

2) Loss on the sale of a loss position in a
mixed straddle account (see the discus-
sion later on the mixed straddle account
election), and

3) Loss on the sale of a position that is part
of a straddle consisting only of section
1256 contracts.

For more information about identified
straddles, offsetting positions, unrecognized
gain, and determining gain or loss on the sale
of one or more straddle positions, see the dis-
cussions earlier in this section. Hedging trans-
actions are described earlier under Section
1256 Contracts Marked to Market.

Holding Period and

Loss Treatment Rules

The holding period of a position in a straddle
generally begins no earlier than the date on
which the straddle ends (the date you no
longer hold an offsetting position). This rule
applies to any position other than a position
you held more than one year before you estab-
lished the straddle. But see Exceptions, later.

Example. On March 6, 1995, you acquired
gold. On January 4, 1996, you entered into an
offsetting short gold forward contract (nonreg-
ulated futures contract). On April 1, 1996, you
disposed of the short gold forward contract at
no gain or loss. On April 8, 1996, you sold the
gold at a gain. Because the gold had been
held for one year or less before the offsetting
short position was entered into, the holding
period for the gold begins no earlier than the
time the straddle is terminated. The holding
period of the gold purchased on March 6,
1995, and sold on April 8, 1996, begins on
April 1, 1996, the date the straddle was termi-
nated. Gain recognized on the sale of the gold
will be treated as short-term capital gain.

Loss treatment. Treat the loss on the sale of
one or more positions (the loss position) of a
straddle as a long-term capital loss if:

1) You held (directly or indirectly) one or
more offsetting positions to the loss posi-
tion on the date you entered into the loss
position, and

2) You would have treated all gain or loss on
one or more of the straddle positions as
long-term capital gain or loss if you had
sold these positions on the day you en-
tered into the loss position.

Mixed straddles. Special rules apply to a
loss position that is part of a mixed straddle
and that is a non-section 1256 position. A
mixed straddle for this purpose is a straddle
that is not part of a larger straddle —

1) In which all positions are held as capital
assets,

2) In which at least one (but not all) of the
positions is a section 1256 contract, and

3) For which the mixed straddle election
governing section 1256 contracts has not
been made. (This election is discussed
later under Mixed Straddles.)

Treat the loss as 60% long-term capital loss
and 40% short-term capital loss, if all of the
following conditions apply:

1) Gain or loss from the sale of one or more
of the straddle positions that are section
1256 contracts would be considered gain
or loss from the sale or exchange of a
capital asset,

2) The sale of no position in the straddle,
other than a section 1256 contract, would
resultin a long-term capital gain or loss,
and

3) You have not made a straddle-by-strad-
dle identification election or mixed strad-
dle account election. See Other elections,
under Mixed Straddles, later.

Example. On March 1, 1996, you entered
into a long gold forward contract. On July 15,
1996, you entered into an offsetting short gold
regulated futures contract. You did not make
an election to offset gains and losses from po-
sitions in a mixed straddle. On August 9, 1996,
you disposed of the long forward contract at a
loss. Because the gold forward contract was
part of a mixed straddle and the disposition of
this non-section 1256 position would not result
in long-term capital loss, the loss recognized
on the termination of the gold forward contract
will be treated as a 60% long-term and 40%
short-term capital loss.

Exceptions. The special holding period and
loss treatment for straddle positions does not
apply to positions that:

1) Constitute part of a hedging transaction,

2) Areincluded in a straddle consisting only
of section 1256 contracts, or

3) Areincluded in a mixed straddle account.
(See Other elections, under Mixed Strad-
dles, next).

Mixed Straddles

A mixed straddle is a straddle in which at least
one, but not all, of the positions is a section
1256 contract. Mixed straddles are generally
subject to the same rules that apply to other
straddles, except that the section 1256 com-
ponent is also subject to the marked to market
rules. (See Section 1256 Contracts Marked to
Market, earlier.)

If you disposed of a position in a mixed
straddle and make one of the elections de-
scribed in the following discussions, report
your gain or loss as indicated in those discus-
sions. If you do not make any of the elections,
report your gain or loss in Part Il of Form 6781.
If you disposed of the section 1256 compo-
nent of the straddle, enter the recognized loss
(line 10, column (h)) or your gain (line 12, col-
umn (f)) in Part | of Form 6781, on line 1. Do
notinclude iton line 11 or 13 (Part I1).
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Mixed straddle election (Election A). You
can elect not to have the marked-to-market
rules for determining gain and loss, discussed
earlier under Section 1256 Contracts Marked
to Market, apply to all section 1256 contracts
that are part of a mixed straddle. Instead, the
gain and loss rules for straddles will apply to
these contracts. However, if you make this
election for an option on a section 1256 con-
tract, the gain or loss treatment discussed ear-
lier under Options will apply, subject to the
gain and loss rules for straddles. If you choose
this election, you avoid the 60% long-term
capital loss treatment required for a non-sec-
tion 1256 loss position that is part of a mixed
straddle. See Loss treatment under Holding
Period and Loss Treatment Rules, earlier.

Under the election, each position forming
part of the straddle must be clearly identified
as being part of that straddle on the day the
first section 1256 contract forming part of the
straddle is acquired. If you make this election,
it will apply for all later years as well. It cannot
be revoked without the consent of the IRS. If
you made this election, check box A of Form
6781. Do not report the section 1256 compo-
nentin Part|.

Other elections. You can avoid the 60%
long-term capital loss treatment required for a
non-section 1256 loss position that is part of a
mixed straddle, described earlier, if you
choose either of the two following elections to
offset gains and losses for these positions:

1) Election B. Make a separate identifica-
tion of the positions of each mixed strad-
dle for which you are electing this treat-
ment (the straddle-by-straddle
identification method), or

Election C. Establish a mixed straddle
account for a class of activities for which
gains and losses will be recognized and
offset on a periodic basis.

2
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These two elections are in addition to the
mixed straddle election. If you choose to make
an election, only one of the three elections can
be made. Use Form 6781 to indicate your
election choice by checking box A, B, or C,
whichever applies.

Straddle-by-straddle identification
(Election B). Under this election, you must
clearly identify each position that is part of the
identified mixed straddle by the earlier of:

1) The close of the day the identified mixed
straddle is established, or

2) The time the position is disposed of.

If you dispose of a position in the mixed strad-

dle before the end of the day on which the
straddle is established, this identification must
be made by the time you dispose of the posi-
tion. You are presumed to have properly iden-
tified a mixed straddle if independent verifica-
tionis used.

The basic tax treatment of gain or loss
under this election depends on which side of
the straddle produced the total net gain or
loss. If the net gain or loss from the straddle is
due to the section 1256 contracts, gain or loss
is treated under normal rules for section 1256
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contracts; that is, 60% long-term capital gain
or loss and 40% short-term capital gain or
loss. Enter the net gain or loss in Part | of Form
6781 and identify the election by checking box
B.

If the net gain or loss is due to the non-sec-
tion 1256 positions, gain or loss is short-term
capital gain or loss. Enter the net gain or loss
on Part | of Schedule D and identify the
election.

For the specific application of the rules of
this election, see Temporary Regulations sec-
tion 1.1092(b)-3T.

Example. On April 1, 1996, you entered
into a non-section 1256 position and an offset-
ting section 1256 contract. You also made a
valid election to treat this straddle as an identi-
fied mixed straddle. On April 8, 1996, you dis-
posed of the non-section 1256 position at a
$600 loss and the section 1256 contract at an
$800 gain. Under these circumstances, the
$600 loss on the non-section 1256 position
will be offset against the $800 gain on the sec-
tion 1256 contract. The net gain of $200 from
the straddle will be treated as 60% long-term
capital gain and 40% short-term capital gain
because it is due to the section 1256 contract.

Mixed straddle account (Election C). A
mixed straddle account is an account for de-
termining gains and losses from all positions
held as capital assets in a designated class of
activities at the time you elected to establish
the account. You must establish a separate
mixed straddle account for each separate des-
ignated class of activities.

Generally, you must determine gain or loss
for each position in a mixed straddle account
as of the close of each business day of the tax
year. You offset the net section 1256 con-
tracts against the net non-section 1256 posi-
tions to determine the “daily account net gain
orloss.”

If the daily account amount is due to non-
section 1256 positions, the amount is treated
as short-term capital gain or loss. If the daily
account amount is due to section 1256 con-
tracts, the amount is treated as 60% long-term
and 40% short-term capital gain or loss.

On the last business day of the tax year,
you determine the “annual account net gain or
loss™ for each account by netting the daily ac-
count amounts for that account for the tax
year. The “total annual account net gain or
loss " is determined by netting the annual ac-
count amounts for all mixed straddle accounts
that you had established.

The net amounts keep their long-term or
short-term classification. However, no more
than 50% of the total annual account net gain
for the tax year can be treated as long-term
capital gain. Any remaining gain is treated as
short-term capital gain. Also, no more than
40% of the total annual account net loss can
be treated as short-term capital loss. Any re-
maining loss is treated as long-term capital
loss.

The election to establish one or more
mixed straddle accounts for each tax year
must be made by the due date (without exten-
sions) of your income tax return for the imme-
diately preceding tax year. If you begin trading
in a new class of activities during a tax year,
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you must make the election for the new class
of activities by the later of either:

1) The due date of your return for the imme-
diately preceding tax year (without exten-
sions), or

2) 60 days after you entered into the first
mixed straddle in the new class of
activities.

You make the election on Form 6781 by
checking box C. Attach Form 6781 to your in-
come tax return for the immediately preceding
tax year, or file it within 60 days, if that applies.
Report the annual account net gain or loss
from a mixed straddle account in Part Il of
Form 6781. In addition, you must attach a
statement to Form 6781 specifically designat-
ing the class of activities for which a mixed
straddle account is established.

For the specific application of the rules of
this election, see Temporary Regulations sec-
tion 1.1092(b)-4T.

Interest expense and carrying charges
relating to mixed straddle account posi-
tions. You cannot deduct interest and carry-
ing charges that are allocable to any positions
held in a mixed straddle account. Treat these
charges as an adjustment to the annual ac-
count net gain or loss and allocate them pro-
portionately between the net short-term and
the net long-term capital gains or losses.

To find the amount of interest and carrying
charges that is not deductible and that must
be added to the annual account net gain or
loss, apply the rules described earlier in this
section, under Interest Expense and Carrying
Charges, to the positions held in the mixed
straddle account.

Losses on

Small Business Stock

You can deduct as an ordinary loss, rather
than as a capital loss, a loss on the sale, trade,
or worthlessness of small business stock.
Gain on small business stock is a capital gain if
the stock is a capital asset in your hands. Do
not offset gains against losses that are within
the ordinary loss limits, explained later in this
discussion, even if the transactions are in
stock of the same company. Report the gain
on Schedule D of Form 1040.

If you must figure a net operating loss, any
ordinary loss from the sale of small business
stock is a business loss.

Section 1244 stock (small business stock).
This is stock that was issued for money or
property (other than stock and securities) in a
domestic small business corporation. During
its 5 most recent tax years before the loss, this
corporation must have derived more than
50% of its gross receipts from other than roy-
alties, rents, dividends, interest, annuities, and
gains from sales and exchanges of stocks or
securities. If the corporation was in existence
more than one year, but less than 5 years, the
50% test applies to the period of the corpora-
tion’s tax years ending before the loss. If the
corporation was in existence less than one
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year, the 50% test applies to days the corpo-
ration was in existence before the day of the
loss. However, if the corporation’s deductions
(other than the net operating loss and divi-
dends received deductions) were more than
its gross income during this period, this 50%
test does not apply.

The corporation must have been largely an
operating company for ordinary loss treatment
to apply.

If the stock was issued before July 19,
1984, the stock must be common stock. If is-
sued after July 18, 1984, the stock may be ei-
ther common or preferred. For more informa-
tion about the requirements of a small
business corporation or the qualifications of
small business stock, see section 1244 of the
Internal Revenue Code and its regulations.

Ordinary loss limits. The loss on small busi-
ness stock that you can deduct as ordinary
loss is limited to $50,000 each year. On a joint
return the limit is $100,000, even if only one
spouse has this type of loss. If your loss is
$110,000 and your spouse has no loss, you
can deduct $100,000 on a joint return. The re-
maining $10,000 is a capital loss.

The stock must be issued to the person
taking the loss. You must be the original
owner of this stock to be allowed ordinary loss
treatment. To claim a deductible loss on stock
issued to your partnership, you must have
been a partner when the stock was issued and
have remained so until the time of the loss.
You add your distributive share of the partner-
ship loss to any individual small business
stock loss you may have before applying the
ordinary loss limits.

Stock distributed by partnership. If your
partnership distributes the stock to you, you
cannot treat any later loss on that stock as an
ordinary loss.

Stock sold through underwriter. Stock
sold through an underwriter is not small busi-
ness stock unless the underwriter only acted
as a selling agent for the corporation.

Stock dividends and reorganizations.
Stock you receive as a stock dividend qualifies
as small business stock if:

1) Youreceive it from a small business cor-
poration in which you own stock, and

2) The stock you own meets the require-
ments when the stock dividend is
distributed.

If you exchange your small business stock
for new stock in the same corporation in a re-
organization that qualifies as a recapitalization
or that is only a change in identity, form, or
place of organization, the new stock is small
business stock if the stock you exchange
meets the requirements when the exchange
occurs.

If you hold small business stock and other
stock in the same corporation, not all of the
stock you receive as a stock dividend or in a
reorganization will qualify as small business
stock. Only that part based on the small busi-
ness stock you hold will qualify.



Example. Your basis for 100 shares of X
common stock is $1,000. These shares qualify
as small business stock. If, as a nontaxable
stock dividend, you receive 50 more shares of
common stock, the basis of which is deter-
mined from the 100 shares you own that meet
the requirements of small business stock
when the dividend is distributed, the 50 shares
are also small business stock.

If you also own stock in the corporation
that is not small business stock when you re-
ceive the stock dividend, you must divide the
shares you receive as a dividend between the
small business stock and the other stock. Only
the shares allocated to the former can be
small business stock.

Contributed property. To determine ordinary
loss on small business stock you receive in ex-
change for property, you have to reduce the
basis of the stock if:

1) The adjusted basis (for figuring loss) of
the property, immediately before the ex-
change, was more than its fair market
value, and

2) The basis of the stock is determined by
the basis of the property.

Reduce the basis of the stock by the differ-
ence between the adjusted basis of the prop-
erty and its fair market value. You reduce the
basis only to figure the ordinary loss. Do not
reduce the basis of the stock for any other
purpose.

Example. You transfer property with an
adjusted basis of $1,000 and a fair market
value of $250 to a corporation for its small bus-
iness stock. The basis of your stock is $1,000,
but to figure the ordinary loss under these
rules, the basis of your stock is $250 ($1,000
minus $750), which is the total basis of the
stock reduced by the difference between the
property’s adjusted basis and its fair market
value. If you later sell the small business stock
for $200, your $800 loss is an ordinary loss of
$50 and a capital loss of $750.

Contributions to capital. If the basis of your
small business stock has increased, through
contributions to capital or otherwise, you must
treat this increase as applying to nonqualified
stock when you figure an ordinary loss on its
sale.

Example. You buy 100 shares of qualifying
small business stock for $10,000. You are the
original owner. You later make a $2,000 contri-
bution to capital that increases the total basis
of the 100 shares to $12,000. You then sell the
100 shares for $9,000 and have a loss of
$3,000. You can deduct only $2,500
($10,000/$12,000 of $3,000) as an ordinary
loss under these rules. The remaining $500 is
a capital loss.

How to report. An ordinary loss on small bus-
iness stock is reported on line 11, Part Il of
Form 4797, Sales of Business Property. How-
ever, if you are reporting a loss on an asset
used in a passive activity, use Form 8582,
Passive Activity Loss Limitations, to see how
much of the loss is allowed on Form 4797.

You must keep records sufficient to
r_- show your stock qualifies as section
LS 1244 stock (small business stock).
Your records must also distinguish your small

business stock from any other stock you own
in the corporation.

Losses on Small Business
Investment Company Stock

A small business investment company (SBIC)
is one that is licensed and operated under the
Small Business Investment Act of 1958.

If you are an investor in SBIC stock, you
are allowed an ordinary loss (business loss),
rather than a capital loss, on losses from the
sale or exchange of that stock. You are al-
lowed capital gain on gains from the sale or
exchange of that stock.

How to report. You report these losses in
Part Il of Form 4797. In addition to the informa-
tion required by the form, you must include the
name and address of the company that issued
the stock.

If you have a gain on the sale of SBIC
stock, report it as a capital gain on Schedule D
of Form 1040. Do not offset your gains and
losses, even if they are on stock of the same
company.

Short sale. If you close a short sale of SBIC
stock with other SBIC stock that you bought
only for that purpose, any loss you have on the
sale is a capital loss. See Short Sales, earlier
in this chapter, for more information.

Holding Period

If you sold or traded investment property, you
must determine whether any capital gain or
loss was a short-term or a long-term capital
gain or loss by determining your holding
period.

Long-term or short-term. If you hold invest-
ment property more than one year, any capi-
tal gain or loss is a long-term capital gain or
loss. If you hold the property one year or less,
any capital gain or loss is a short-term capital
gain or loss.

To determine how long you held the invest-
ment property, begin counting on the date af-
ter the day you acquired the property. The
same date of each following month is the be-
ginning of a new month regardless of the num-
ber of days in the preceding month. The day
you disposed of the property is part of your
holding period.

Example. If you bought investment prop-
erty on February 5, 1996, you start counting on
February 6. The 6th of each following month is
the beginning of a new month. If you sell the
property on February 5, 1997, your holding pe-
riod is not more than one year and you will
have a short-term capital gain or loss. If you
sell it on February 6, 1997, your holding period
is more than one year and you will have a long-
term capital gain or loss.
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Securities traded on an established mar-
ket. For securities traded on an established
securities market, your holding period begins
the day after the trading date you bought the
securities, and ends on the trading date you
sold them. Ignore the settlement dates for tax
purposes.

Example. You are a cash-method, calen-
dar-year taxpayer. You sold stock at a gain on
December 27, 1996. According to the rules of
the stock exchange, the sale was closed by
delivery of the stock 3 trading days after the
sale, on January 2, 1997. You received pay-
ment of the sale price on that same day. Re-
port your gain on your 1996 return, even
though you received the payment in 1997. The
gain is long term or short term depending on
whether you held the stock more than one
year. Your holding period ended on December
27. If you had sold the stock at a loss, you
would also report it on your 1996 return.

U.S. Treasury notes and bonds. The holding
period of U.S. Treasury notes and bonds sold
at auction on the basis of yield starts the day
after the Secretary of the Treasury, through
news releases, gives notification of accept-
ance to successful bidders. The holding pe-
riod of U.S. Treasury notes and bonds sold
through an offering on a subscription basis at
a specified yield starts the day after the sub-
scription is submitted.

Nontaxable trades. If you acquire invest-
ment property in a trade for other investment
property and your basis for the new property is
determined, in whole or in part, by your basis in
the old property, your holding period for the
new property begins on the day following the
date you acquired the old property.

Property received as a gift. If you receive a
gift of property and your basis is determined by
the donor’s basis, your holding period is con-
sidered to have started on the same day the
donor’s holding period started.

If your basis is determined by the fair mar-
ket value of the property, your holding period
starts on the day after the date of the gift.

Inherited property. If you inherit investment
property and your basis for it is:

1) Determined with reference to its fair mar-
ket value at the date of the decedent’s
death,

2) Determined with reference to its fair mar-
ket value at the alternate valuation date,
or

3) The decedent’s adjusted basis (for appre-
ciated property),

your capital gain or loss on any later disposi-
tion of that property is treated as a long-term
capital gain or loss. You are considered to
have held the property for more than one year
even if you dispose of it within one year after
the decedent’s death. For more information
about determining basis, see Inherited Prop-
erty, earlier in this chapter under Basis Other
Than Cost.
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Real property bought. To figure how long
you have held real property bought under an
unconditional contract, begin counting on the
day after you received title to it or on the day
after you took possession of it and assumed
the burdens and privileges of ownership,
whichever happened first. However, taking de-
livery or possession of real property under an
option agreement is not enough to start the
holding period. The holding period cannot
start until there is an actual contract of sale.
The holding period of the seller cannot end
before that time.

Real property repossessed. If you sell real
property but keep a security interest in it, and
then later repossess the property under the
terms of the sales contract, your holding pe-
riod for a later sale includes the period you
held the property before the original sale and
the period after the repossession. Your hold-
ing period does not include the time between
the original sale and the repossession. That is,
it does not include the period during which the
first buyer held the property.

Nontaxable stock dividends. The holding
period for new stock you received as a nontax-
able stock dividend begins on the same day as
the holding period of the old stock. This rule
also applies to stock acquired in a spin-off,
which is a distribution of stock or securities in a
controlled corporation.

Nontaxable stock rights. Your holding pe-
riod for nontaxable stock rights begins on the
same day as the holding period of the underly-
ing stock. The holding period for stock ac-
quired through the exercise of stock rights be-
gins on the date the right was exercised.

Section 1256 contracts. Gains or losses on
section 1256 contracts open at the end of the
year, or terminated during the year, are treated
as 60% long term and 40% short term, regard-
less of how long the contracts were held.

Option property. Your holding period for
property you acquire when you exercise an op-
tion begins the day after you exercise the
option.

Wash sales. Your holding period for substan-
tially identical stock or securities you acquire
in a wash sale includes the period you held the
old stock or securities.

Commodity futures. Futures transactions in
any commodity subject to the rules of a board
of trade or commodity exchange are long term
if the contract was held for more than 6
months.

Except for regulated futures contracts sub-
ject to Internal Revenue Code section 1256,
your holding period for a commodity received
in satisfaction of a commodity futures contract
includes your holding period for the futures
contract.
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Rollover of Gain

This section discusses the tax-free rollover of
certain gains from the sale of publicly traded
securities. If you buy certain replacement
property and make the choice described in
this section, you postpone part or all of your
gain.

You postpone the gain by adjusting the ba-
sis of the replacement property as described
in Basis of replacement property, later. This
postpones your gain until the year you dispose
of the replacement property.

You qualify to make this choice if you meet
the following tests:

1) You sell publicly traded securities at a
gain. Publicly traded securities are securi-
ties traded on an established securities
market.

2) Your gain from the sale is a capital gain.

3) During the 60-day period beginning on the
date of the sale, you buy replacement
property. This replacement property must
be either common stock or a partnership
interest in a specialized small business
investment company (SSBIC) . Thisis
any partnership or corporation licensed
by the Small Business Administration
under section 301(d) of the Small Busi-
ness Investment Act of 1958, as in effect
on May 13, 1993.

Amount of gain postponed. If you make the
choice described in this section, you must rec-
ognize gain only up to the following amount:

1) The amount realized on the sale, minus

2) The cost of any common stock or partner-
ship interest in an SSBIC that you bought
during the 60-day period beginning on the
date of sale (and did not previously take
into account on an earlier sale of publicly
traded securities).

If this amount is less than the amount of your
gain, you can postpone the rest of your gain,
subject to the limit described next. If this
amount is more than the amount of your gain,
you must recognize the full amount of your
gain.

Limit on gain postponed. The amount of
gain you can postpone each year is limited to
the smaller of:

1) $50,000 ($25,000 if you are married and
file a separate return), or

2) $500,000 ($250,000 if you are married
and file a separate return), minus the
amount of gain you postponed for all ear-
lieryears.

Basis of replacement property. You must
subtract the amount of postponed gain from
the basis of your replacement property.

How to report gain. If you choose to post-
pone gain, report the entire gain realized from
the sale online 1 or line 9 of Schedule D (Form
1040), whichever is appropriate. Directly be-
low the line on which you report the gain, enter
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“SSBIC Rollover” in column (a) and enter the
amount of gain postponed in column (f).
Also attach a schedule showing:

1) How you figured the postponed gain,

2) The name of the SSBIC in which you pur-
chased common stock or a partnership
interest,

3) The date of that purchase, and

4) Your new basis in that SSBIC stock or
partnership interest.

You must make the choice to postpone
gain by the due date (including extensions) of
the tax return on which you must report the
gain. Your choice is revocable with the con-
sent of the Commissioner of the IRS.

Exclusion for Gain From
Small Business Stock

Beginning in 1998, you may have to pay tax
on only one-half of your gain from the sale or
exchange of qualified small business stock .
This exclusion applies only to stock issued af-
ter August 10, 1993, and held by you for more
than 5 years.

Qualified small business stock. This is stock
that meets all the following tests:

1) It must be stock in a C corporation.

2) It must have been originally issued after
August 10, 1993.

3) As of the date the stock was issued, the
corporation must have been a qualified
small business, defined later.

4) You must have acquired the stock at its
original issue, directly or through an un-
derwriter, in exchange for money or other
property (not including stock), or as pay
for services provided to the corporation
(other than services performed as an un-
derwriter of the stock). In certain cases,
your stock may also meet this test if you
acquired it from another person who met
this test, or through a conversion or ex-
change of qualified small business stock
that you held.
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The corporation must have met the ac-
tive business test, defined later, and
have been a C corporation during sub-
stantially all the time you held the stock.

Qualified smallbusiness. This is a C corpora-
tion with total gross assets of $50 million or
less at all times after August 9, 1993, and
before it issued the stock. The corporation’s
total gross assets immediately after it issued
the stock must also be $50 million or less.

When figuring the corporation’s total gross
assets, you must also count the assets of any
predecessor of the corporation. In addition,
you must treat all corporations that are mem-
bers of the same parent-subsidiary controlled
group as one corporation.



Active business test. A corporation meets
this test for any period of time if, during that
period:

1) Itwas an eligible corporation, defined
later, and

2) Itused at least 80% (by value) of its as-
sets in the active conduct of at least one
qualified trade or business, defined
later.

Exception for SSBIC. Any specialized
small business investment company (SSBIC)
is treated as meeting the active business test.
An SSBIC is an eligible corporation that is li-
censed to operate under section 301(d) of the
Small Business Investment Act of 1958 as in
effect on May 13, 1993.

Eligible corporation. This is any U.S. cor-
poration other than:

1) A Domestic International Sales Corpora-
tion (DISC) or aformer DISC,

2) A corporation that has made, or whose
subsidiary has made, an election under
section 936 of the Internal Revenue
Code, concerning the Puerto Rico and
possession tax credit,

3) Aregulated investment company,
4) Areal estate investment trust (REIT),

5) A Real estate mortgage investment con-
duit (REMIC), or

6) A cooperative.

Qualified trade or business. This is any
trade or business other than:

1) One involving services performed in the
fields of health, law, engineering, archi-
tecture, accounting, actuarial science,
performing arts, consulting, athletics, fi-
nancial services, or brokerage services,
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One whose principal asset is the reputa-
tion or skill of one or more employees,

3

~

Any banking, insurance, financing, leas-
ing, investing, or similar business,
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Any farming business (including the busi-
ness of raising or harvesting trees),
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Any business involving the production or
extraction of products for which percent-
age depletion can be claimed, or

6) Any business of operating a hotel, motel,
restaurant, or similar business.

For information about limits and additional
requirements that may apply, see section
1202 of the Internal Revenue Code. Or, you
may wish to consult with a tax practitioner.

Reporting Capital
Gains and Losses
on Schedule D

This section discusses how to report your cap-
ital gains and losses on Schedule D (Form
1040), Capital Gains and Losses. You can use
the Capital Loss Carryover Worksheet in the
Schedule D (Form 1040) instructions to figure

your capital loss carryover. To figure your tax
using the maximum capital gains rate, you can
use the Capital Gain Tax Worksheet in the
Form 1040 instructions. You can use Parts IV
and V of Schedule D as continuation sched-
ules to report more transactions.

Reporting gain on an installment sale. If you
will receive any of the proceeds from the sale
of your investment property after the year of
sale, you may have an installment sale. Gen-
erally, you report gain from an installment sale
using the installment method. Under this
method, you report part of the gain each year
that you receive a payment. For information,
see Publication 537, Installment Sales.

If you use the cash method of accounting,
you cannot use the installment method to re-
port gain from the sale of stock or securities
traded on an established securities market.
You must report the entire gain for the year of
sale (the year in which the trade date occurs).

At-risk rules. Special at-risk rules apply to
most income-producing activities. These rules
limit the amount of loss you can deduct to the
amount you risk losing in the activity. The at-
risk rules also apply to a loss from the sale or
exchange of an asset used in an activity to
which the at-risk rules apply. For more infor-
mation, see Publication 925, Passive Activity
and At-Risk Rules. Use Form 6198, At-Risk
Limitations, to figure the amount of loss you
can deduct.

Passive activity gains and losses. If you
have gains or losses from a passive activity,
you may also have to report them on Form
8582. In some cases, the loss may be limited
under the passive activity rules. Refer to Form
8582 and its separate instructions for more in-
formation about reporting capital gains and
losses from a passive activity.

Form 1099-B transactions. If you sold prop-
erty, such as stocks, bonds, or certain com-
modities, through a broker, you should receive
Form 1099-B or an equivalent statement from
the broker. Use the Form 1099-B or

equivalent statement to complete Schedule D.

Report the gross proceeds shown in box 2
of Form 1099-B as the gross sales price in
column (d) of either line 1 or line 9 of Schedule
D, whichever applies. However, if the broker
advises you, in box 2 of Form 1099-B, that
gross proceeds (gross sales price) less com-
missions and option premiums were reported
to the IRS, enter that net sales price in col-
umn (d) of either line 1 or line 9 of Schedule D,
whichever applies.

If the net amount is entered in column (d),
do not include the commissions and option
premiums in column (e).

Be sure to add all sales price entries in col-
umn (d) on lines 1 and 2 and lines 9 and 10
and enter the totals on lines 3 and 11. Then
add these amounts reported to you for 1996
on Forms 1099-B and Forms 1099-S (or on
substitute statements):

1) Proceeds from transactions involving
stocks, bonds, and other securities, and
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2) Gross proceeds from real estate transac-
tions not reported on another form or
schedule.

If this total is more than the total of lines 3 and

11, attach a statement to your return explain-
ing the difference.

Section 1256 contracts and straddles.
Use Form 6781 to report gains and losses
from section 1256 contracts and straddles
before entering these amounts on Schedule
D. Include a copy of Form 6781 with your in-
come tax return.

Form 1099-S transactions. If you sold or ex-
changed reportable real estate, you should re-
ceive from the real estate reporting person a
Form 1099-S, Proceeds From Real Estate
Transactions, showing the gross proceeds
from the sale.

“Reportable real estate” is defined as any
present or future ownership interest in any of
the following:

1) Improved or unimproved land, including
air space,

2) Inherently permanent structures, includ-
ing any residential, commercial, or indus-
trial building,

3) A condominium unit and its accessory fix-
tures and common elements, including
land, and

4) Stock in a cooperative housing corpora-
tion (as defined in section 216 of the In-
ternal Revenue Code).

A ‘“real estate reporting person” could in-
clude the buyer’s attorney, your attorney, the
title or escrow company, a mortgage lender,
your broker, the buyer’s broker, or the person
acquiring the biggest interest in the property.

Your Form 1099-S will show the gross pro-
ceeds from the sale or exchange in box 2. Fol-
low the instructions for Schedule D to report
these transactions and include them on lines 1
or 9 as appropriate.

Add these amounts reported to you for
1996 on Forms 1099-B and Forms 1099-S
(or on substitute statements):

1) Proceeds from transactions involving
stocks, bonds, and other securities, and

2) Gross proceeds from real estate transac-
tions not reported on another form or
schedule.

If this total is more than the total of lines 3 and
11 of Schedule D, attach a statement to your
return explaining the difference.

It is unlawful for any real estate reporting
person to separately charge you for complying
with the requirement to file Form 1099-S.

Other transactions. Enter all sales of stocks,
bonds, real estate transactions (other than the
sale of your main home), etc., online 1 or line 9
of Schedule D, whichever applies, whether or
not you actually received a Form 1099-B or
Form 1099-S.

Sale of property bought at various times. If
you sell a block of stock or other property that
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you bought at various times, report the short-
term gain or loss from the sale on one line in
Part | of Schedule D and the long-term gain or
loss on one line in Part II. Write “Various” in
column (b) for the “Date acquired.” See the
Comprehensive Examplelater in this chapter
for an example.

Sale expenses. Add to your cost or basis any
expense of sale such as broker’s fees, com-
missions, state and local transfer taxes, and
option premiums. Enter this adjusted amount
in column (e) of either Part | or Part Il of Sched-
ule D, whichever applies, unless you reported
the net sales price amount in column (d).

Short-term gains and losses. Capital gain or
loss on the sale or trade of investment prop-
erty held one year or less is a short-term capi-
tal gain or loss. You reportitin Part | of Sched-
uleD.

You combine your share of short-term cap-
ital gain or loss from partnerships, S corpora-
tions, and fiduciaries, and any short-term capi-
tal loss carryover, with your other short-term
capital gains and losses to figure your net
short-term capital gain or loss on line 8 of
Schedule D.

Long-term gains and losses. A capital gain
or loss on the sale or trade of investment prop-
erty held more than one year is a long-term
capital gain or loss. You report itin Part Il of
Schedule D.

You also report the following in Part Il of
Schedule D:

1) All capital gain distributions from regu-
lated investment companies (mutual
funds) and real estate investment trusts,

2) Your share of long-term capital gain or
loss from partnerships, S corporations,
and fiduciaries, and

3) Long-term capital loss carryovers.

The result from combining these items with
your other long-term capital gains and losses
is your net long-term capital gain or loss (line
17 of Schedule D).

Total net gain or loss. To figure your total net
gain or loss, combine your net short-term capi-
tal gain or loss (line 8) with your net long-term
capital gain or loss (line 17). Enter the result
on line 18, Part Il of Schedule D. If your losses
are more than your gains, see Capital Losses,
next. If both lines 17 and 18 are gains, see
Capital Gain Tax Computation, |ater.

Capital Losses

If your capital losses are more than your capi-
tal gains, you can claim a capital loss deduc-
tion. Your allowable capital loss deduction, fig-
ured on Schedule D, is the lesser of:

1) $3,000 ($1,500 if you are married and file
a separate return), or

2) Your total net loss as shown on line 18 of
Schedule D.
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You can use your total net loss to reduce
your income dollar for dollar, up to the $3,000
limit.

If you report a capital loss on line 13 of
Form 1040, you should enclose the loss in
parentheses.

Capital loss carryover. If you have a total net
loss on line 18 of Schedule D that is more than
the yearly limit on capital loss deductions, you
can carry over the unused part to later years
until it is completely used up. When you carry
over a loss, it remains long term or short term.
A long-term capital loss you carry over to the
next tax year will reduce that year’s long-term
capital gains before it reduces that year’s
short-term capital gains.

You can carry over a capital loss that is
more than the amount of allowable loss to the
next year and treat it as if you had incurred it in
that year. When you figure the amount of any
capital loss carryover to a later tax year, you
must take into account any deductions for
capital losses allowed in earlier years, whether
or not you claimed them.

Figuring your carryover. The amount of
your capital loss carryover is the amount of
your total net loss that exceeds the lesser of:

1) Your allowable capital loss deduction for
the year, or

2) Your taxable income increased by your al-
lowable capital loss deduction for the
year and your deduction for personal
exemptions.

If your deductions exceed your gross in-
come for the tax year, use your negative taxa-
ble income in computing the amount in item
2.

Complete the Capital Loss Carryover
Worksheet in the Schedule D (Form 1040) in-
structions to determine the part of your capital
loss for 1996 that you can carry over to 1997.

Use short-term losses first. When you
figure your capital loss carryover, use your
short-term capital losses first, even if you in-
curred them after a long-term capital loss. If
you have not reached the limit on the capital
loss deduction after using the short-term capi-
tal loss, use the long-term capital losses until
you reach the limit.

Example. Bob and Gloria sold securities in
1996. The sales resulted in a capital loss of
$7,000. They had no other capital transac-
tions. On their joint 1996 return, they can de-
duct $3,000. The unused part of the loss,
$4,000 ($7,000— $3,000), can be carried over
to 1997.

If their capital loss had been $2,000, their
capital loss deduction would have been
$2,000. They would have no carryover to
1997.

A decedent’s capital loss. A capital loss
sustained by a decedent during his or her last
tax year can only be deducted on the final re-
turn filed for the decedent. The capital loss
limits discussed earlier still apply in this situa-
tion. This loss cannot be deducted by the es-
tate or carried over to following years.
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Joint and separate returns. If you are
married and filing a separate return, your capi-
tal loss deduction is limited to $1,500.

If you and your spouse once filed separate
returns and are now filing a joint return, com-
bine your capital loss carryovers. However, if
you and your spouse once filed a joint return
and are now filing separate returns, any capital
loss carryover can be deducted only on the re-
turn of the spouse who actually had the loss.

Capital Gain Tax

Computation

The 31%, 36%, and 39.6% income tax rates
for individuals do not apply to a net capital
gain. Your net capital gain is taxed at a maxi-
mum tax rate of 28% even if you have ordinary
income that is taxed at a higher rate.

If both lines 17 and 18 of Schedule D are
gains, or if you reported capital gain distribu-
tions on line 13, Form 1040, you have a net
capital gain. You may need to use the Capital
Gain Tax Worksheet in the Form 1040 instruc-
tions for line 38 to figure your tax.

First complete your Form 1040 through line
37. If your taxable income (line 37 of Form
1040) is over the amount shown for your filing
status in the following table, complete the
Capital Gain Tax Worksheet.

Filing Status Amount
Single $58,150
Married filing joint $96,900
Married filing separately $48,450
Head of household $83,050
Qualifying widow(er) $96,900

Example. Aretha Johnson, a single tax-
payer, had 1996 taxable income of $60,000,
including a long-term capital gain of $15,000
on the sale of stock. She had no other capital
gains or losses. She enters her $15,000 gain
on line 9 of Schedule D, then enters the same
amount on lines 16, 17, and 18 of Schedule D
and line 13 of Form 1040. Since Aretha’s taxa-
ble income is more than $58,150, her maxi-
mum tax rate will be higher than 28%. To fig-
ure her 1996 tax, Aretha completes the Capital
Gain Tax Worksheet. Her filled-in worksheet is
shown in Table 4-2.

Investment interest deducted. If you claim a
deduction for investment interest, you may
have to reduce the amount of your net capital
gain that is eligible for the 28% maximum tax
rate. Reduce it by the amount of the net capital
gain you choose to include in investment in-
come when figuring the limit on your invest-
ment interest deduction. For more informa-
tion, see Limit on Investment Interest in
Chapter 3.

Comprehensive Example
Emily Jones is single and, in addition to wages
from her regular employment, she has income
from some stocks and other securities. For the
1996 tax year, she had the following capital
gains and losses, which she reports on Sched-
ule D. Her filled-in Schedule D and Capital
Loss Carryover Worksheet are shown at the
end of this example.
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Table 4-2. Filled-in Capital Gain Tax Worksheet 4
Use this worksheet to figure your tax only if (a) you are filing Schedule D and both lines 17 and
18 of Schedule D are gains, or (b) you reported capital gain distributions directly on Form
1040, line 13, and:

Your filing Form 1040, line Your filing Form 1040, line
statusis: AND 37,isover: statusis: AND 37,is over:
Single $58,150 Married filing
separately $48,450
Married filing jointly or Head of house-
qualifying widow(er) $96,900 hold $83,050
1. Enter the amount from Form 1040, line 37 ............ccccvvvveeen... 1. 60,000
2. Net capital gain. If you are filing Schedule
D, enter the smaller of Schedule D, line 17
or line 18; otherwise enter your capital gain
distributions reported on Form 1040, line
N 2. 15,000
3. Ifyou are filing Form 4952, enter the amount
from Form 4952, linede ...................... 3. —0-
4. Subtract line 3 from line 2. If zero or less, stop here; you cannot use
this worksheet to figure your tax. Instead, use the Tax Table or Tax
Rate Schedules, whichever applies............ccooiiiiiiiiiinn 4, 15,000
5. Subtractlinedfromline 1.........oooiiiiiiiiiii 5. 45,000
6. Enter: $24,000 if single; $40,100 if married filing jointly or qualifying
widow(er); $20,050 if married filing separately; or $32,150 if head
of household.........ooo i 6. 24,000
7. Enterthe greater ofline5o0rline6 .............oooviiiiiiiins 7. 45,000
8. Subtractline 7fromline 1..........ooiiiiiii i 8. 15,000
9. Figure the tax on the amount on line 7. Use the Tax Table or Tax
Rate Schedules, whichever applies............cccoviiiiiiiiiiiinn., 9. 9,487
10. Multiply line 8 by 28% (.28) ... 10. 4,200
11, AddIlines 9and 10. ....ooiuuiiii i 11. 13,687
12. Figure the tax on the amount on line 1. Use the Tax Table or Tax
Rate Schedules, whichever applies............coooooiiiiiiie, 12. 13,743
13. Enter the smaller of line 11 or line 12 here and on Form 1040, line
38. Check the box for Capital Gain Tax Worksheet................... 13. 13,687

Capital gains and losses—Schedule D. Em-
ily sold stock in two different companies that
she held for less than a year. In June, she sold
100 shares of Trucking Co. stock that she had
purchased in May. She had an adjusted basis
of $650 in the stock and sold it for $900, for a
gain of $250. In June, she sold 25 shares of
Computer Co. stock that she bought in March.
She had an adjusted basis in the stock of
$2,500 and sold it for $2,000, for a loss of
$500. She reports these short-term transac-
tions in Part | of Schedule D.

During the year, Emily also sold securities
in two other corporations. In February, she
sold 60 shares of Car Co. for $2,100. She had
inherited the Car stock from her father. Its fair
market value at the time of his death was
$700, which became her basis. Her gain on
the sale was $1,400. Because she had inher-
ited the stock, she reports this as a long-term
gain, regardless of how long she and her fa-
ther actually held the stock.

On June 29, 1996, she sold 500 shares of
Furniture Co. stock for $4,100. She bought
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100 of those shares on June 25, 1987, for
$7,000. She bought 100 more shares on Sep-
tember 10, 1987, for $9,000, and an additional
300 shares on January 30, 1991, for $18,000.
Her total basis in the stock is $34,000. She re-
alized a $29,900 ($34,000 — $4,100) loss on
this sale.

She reports these long-term transactions
in Part Il of Schedule D.

During 1996, she had a realized loss from a
regulated futures contract of $27,000. She
also had an unrealized marked-to-market gain
on open contracts of $53,000 at the end of
1996. She had reported an unrealized
marked-to-market gain of $11,000 on her
1995 tax return. These amounts are shown in
boxes 6, 7, and 8 of the Form 1099-B she re-
ceives from her broker, XYZ Trading Co. Box 9
shows her combined profit of $15,000
($53,000 — $27,000 — $11,000). (The
$11,000 unrealized gain reported on Emily’s
1995 Form 6781 must be subtracted from her
1996 profit.)

She also bought a forward contract in gold
on April 6, 1995, for $10,000 and sold the con-
tract through her broker on May 11, 1996, for
$12,500.

The Forms 1099-B that Emily received
from XYZ Trading Co. and her filled-in Form
6781 are shown later.

Capital loss carryover—Schedule D. Emily
has a capital loss carryover to 1996 of $800, of
which $300 is short-term capital loss, and
$500 is long-term capital loss.

She kept the completed Capital Loss Car-
ryover Worksheet in her 1995 Schedule D in-
structions, so she could properly report her
loss carryover for the 1996 tax year without
refiguring it.

Emily completes Part |, Part Il, and Part IlI
of Schedule D (Form 1040). She also com-
pletes the Capital Loss Carryover Worksheet
in the 1996 Schedule D instructions to figure
her carryover to 1997. On line 1 of that work-
sheet, she enters the amount from line 35 of
her Form 1040, $34,580. Her filled-in work-
sheet is shown later.

Reconciliation of Forms 1099-B. Emily
makes sure that the total of the amounts re-
ported in column (d) of lines 3 and 11 of
Schedule D from the sales of investment prop-
erty is not less than the total of the amounts
shown on the Forms 1099-B she received
from her stockbroker. For 1996, the total of
eachis $21,600.
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ta hear from you. See the inetructions for the 1
retum with which thiy orm Fs iNed,
Purpose of Form.—Lize Form 8781 to report:

Section 1298 conireet—-A section 1258
coriract is {a} any reguiated fuiures conlract,
(bl uny fareigrt cumency contreal. i) WY
nonacuily option, and {d) amy demler scuity
oplion. For definitions of thess lems and more

Specist rules apply 10 carlain forsign currency
Sea pection 908, snd Reguistions

sections 1.968-1(ai(7) wwd 1.908-3. I = slection

ummmwmw
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] CORRECTED (if checked)

PAYER'S namm, streat acdress, city, atate, and ZIP coce 18 Date of sale OMB No. 1545-0715 Proceads me
051195 1]@96 Bart BEokor and
XXY Trad . 1B CUSIP No. o xchanga
XX 11512-00 a— _ Form 1 I%QB-B Transactions
City, 0ok, bonds, eic. Reported firass procesds
Any ty AL 36309 s $12 N 500 fa RS } Grass proceady Iess cammissions and option gremivTs
PAYER'S Federal identification number | REC!PIENT'S identification numbsr | 9 Blartering 4 Fadwrsl incamne by withheld Copy B
10-1111111 111-00-1111 3 - $ - For Recipient
RECIFIENT'S name 8 Desacription Thfsgﬂ::nm ta;
n
anly Jones Gold Forward Contract being fumi:hg: to the
Regulsted Futures Contracts Imemal Fevanus
Strast address (nehing apt. no) ® Profit or (osa) reslized in | 7 Unrealizad profit or oss) on mm,:”t:;,,";:‘m’,:
1257 miﬂ I 1968 opan comracta—12/31/95 a w. panaity ar
City, atate, and ZIF coda $ $ ﬁﬂ':.fm o you fon
Hcmetown, TX 78799 8 Unreaiized orofie or (cas) on | & Agoregate profit or fose) income i3 taxabie and
Account number (optional) Open comracis-—12:41/% the I8 mm:hm
$ $ raported.
Form 1089-8 {Kesp for your racords.) Daparmant of W Treatury - Intamal Revanus Service
LI CORRECTED (# checked)

PAYER"S name, street addresy, city, atste, and 2P code 1 Date of sale OMB No, 1545-0718 Proceads From
'1']@95 Broker and
1b CUSIP No. Barter Exchange
>y Co. Form 1099-8 Transactions

903 Pond St.

Ay City, AL 36309

2 Stocks, bonds, eic

$_..

Raparted | ] Groes processs
o IRS Dumn procieds s commissions and ogtian premiymy

City. state, and Z1P code

$_(27,000)

PAYER'S Faderal identification number | RECIPIENT'S identiication number | 3 Bartering 4 Fadaral incoves tax withheld Copy B
10-1111111 111-00-1111 $ $ Faor Rscipient
RECIPIENT'S name 3 Dsacription RFC Th:s s impcrl.u::d :.':
s - being fumished ‘o the

Pnily Jones Regulated Futures Coniracty *Mﬂlm‘:
Strest address (nchiding 4ot na.) @ Profit or (los) malized in | 7 Unrealized proft or (oas) on | equined to file @ retum,
1257 Daisy Lane 1998 open contracta—12/1/98 | 4 negligence penalty or

othver sanction may be

$ 11,000 | impased an you if this

i [ is toalale and

Hometown, TX 78799 8 wmmfmm 8 Aggregate profit or {oss) m'fg- son ora
Accourt rurte [aptional) it haa not bean
1§ 53,000 $ 15,000 repcrtad.

fom 1099-B (Keep for your racords.) Dapartmant of the Treasury - internal Havanue Sarvice
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How To Get More
Information

.
N -

You can get help from the IRS in several
ways.

Page 70

Free publications and forms. To order free
publications and forms, call 1-800-TAX-
FORM ( 1-800-829-3676) You can also write
to the IRS Forms Distribution Center nearest
you. Check your income tax package for the
address. Your local library or post office also
may have the items you need.

For a list of free tax publications, order
Publication 910, Guide to Free Tax Services. It
also contains an index of tax topics and re-
lated publications and describes other free tax
information services available from the IRS, in-
cluding tax education and assistance
programs.

If you have access to a personal computer
and modem, you also can get many forms and

publications electronically. See Quick and
Easy Access to Tax Help and Forms in your in-
come tax package for details. If space permit-
ted, this information is at the end of this
publication.

Tax questions. You can call the IRS with your
tax questions. Check your income tax package
or telephone book for the local number, or you
can call 1-800-829-1040.

TTY/TDD equipment. If you have access to
TTY/TDD equipment, you can call 1-800—
829-4059 to ask tax questions or to order
forms and publications. See your income tax
package for the hours of operation.



Glossary

The definitions in this glossary are the
meanings of the terms as used in this publica-
tion. The same term used in another publica-
tion may have a slightly different meaning.

Accrual method: An accounting method
under which you report your income when you
earn it, whether or not you have received it.
You deduct your expenses when you become
liable for them rather than when you pay them.

At-risk rules: Rules that limit the amount of
loss you may deduct to the amount you risk
losing in the activity.

Basis:Usually the cost (money and fair market
value of other property or services) of property
you acquire.

Below-market loan: A demand loan (defined
later) on which interest is payable at a rate be-
low the applicable federal rate, or a term loan
where the amount loaned exceeds the pre-
sent value of all payments due under the loan.

Call: An option that entitles the purchaser to
buy, at any time before a specified future date,
property such as a stated number of shares of
stock at a specified price.

Cash method: An accounting method under
which you report your income in the year in
which you actually or constructively receive it.
You generally deduct your expenses in the
year you pay them.

Commodities trader: A person who is ac-
tively engaged in trading section 1256 con-
tracts and is registered with a domestic board
of trade which is designated as a contract mar-
ket by the Commodities Futures Trading
Commission.

Commodity future: A contract for the sale of
a commodity at a future date for a fixed price.

Conversion transaction: Any transaction
that you entered into after April 30, 1993, and
that meets both of these tests:

1) Substantially all of your expected return
from the transaction is due to the time
value of your net investment, and

2) The transaction is one of the following:

a) A straddle, including any set of offset-
ting positions on stock),

b) Any transaction in which you acquire
property (whether or not actively
traded) at substantially the same time
that you contract to sell the same prop-
erty or substantially identical property
at a price set in the contract.

¢) Any other transaction that is marketed
or sold as producing capital gains from
a transaction described in (1).

Demand loan: A loan payable in full at any
time upon demand by the lender.

Dividend: A distribution of money or other
property made by a corporation to its share-
holders out of its earnings and profits.

Equity option: Any option:
1) To buy or sell stock, or

2) Thatis valued directly or indirectly by ref-
erence to any stock, group of stocks, or
stock index.

Extraordinary dividend: Any dividend you re-
ceive on stock which equals or exceeds 5% of
your adjusted basis in preferred stock (10% in
the case of other stock).

Fair market value: The price at which the
property would change hands between a will-
ing buyer and a willing seller, both having rea-
sonable knowledge of the relevant facts.

Forgone interest: The amount of interest that
would be payable for any period if interest ac-
crued at the applicable federal rate and was
payable annually on December 31, minus any
interest payable on the loan for that period.

Forward contract: An off-exchange-traded
contract for a commodity, government secur-
ity, foreign currency, or other financial instru-
ment at the current or spot price, for delivery
and settlement at a specified future date.

Futures contract: An exchange-traded con-
tract to buy or sell a specified commodity or fi-
nancial instrument at a specified price at a
specified future date. See also Commodity
future.

Gift loan: Any below-market loan where the
forgone interest is in the nature of a gift.

Interest: Compensation for the use or for-
bearance of money.

Investment interest: The interest you paid or
accrued on money you borrowed that is allo-
cable to property held for investment.

Limited partner: A partner whose participa-
tion in partnership activities is restricted, and
whose personal liability for partnership debts
is limited to the amount of money or other
property that he or she contributed or may
have to contribute.

Listed option: Any option which is traded on,
or subject to the rules of, a qualified board or
exchange.

Marked-to-market rule: The treatment of
each section 1256 contract ( defined later)
held by a taxpayer at the close of the year as if
it were sold for its fair market value on the last
business day of the year.

Market discount: The stated redemption
price of a bond at maturity minus your basis in
the bond immediately after you acquire it. Mar-
ket discount arises when the value of a debt
obligation decreases after its issue date.

Market discount bond: Any bond having
market discount except:

1) Short-term obligations with fixed maturity
dates of up to one year from the date of
issue,

2) Tax-exempt obligations that you bought
before May 1, 1993,

3) U.S. Savings Bonds, and
4) Certain installment obligations.

Nominee: A person who receives, in his or her
name, income that actually belongs to some-
one else.

Nonequity option: Any listed option that is
not an equity option, such as debt options,
commodity futures options, currency options,
and broad-based stock index options.

Options dealer: Any person registered with
an appropriate national securities exchange
as a market maker or specialist in listed
options.

Original issue discount (OID): The amount
by which the stated redemption price at matur-
ity of a long-term debt instrument is more than
its issue price.

Passive activity: An activity involving the con-
duct of a trade or business in which you do not
materially participate and any rental activity.
However, the rental of real estate is not a pas-
sive activity if more than one-half (and more
than 750 hours) of the personal services you
perform during the year are performed in real
property trades or businesses in which you
materially participate.

Portfolio income: Gross income from inter-
est, dividends, annuities, or royalties that is not
derived in the ordinary course of a trade or
business. It includes gains from the sale or
trade of property (other than an interest in a
passive activity) producing portfolio income or
held for investment.

Premium: The amount by which the purchase
price is more than the stated redemption price
of an instrument at maturity.

Private activity bond: A state or local bond
issue of which:

1) More than 10% of the proceeds are used
by a private business; and

2) More than 10% of the payment of the
principal or interest is:

a) Secured by an interest in property used
by a private business, or

b) Derived from payments for property (or
borrowed money) used by a private
business.

Put: An option that entitles the purchaser to
sell, at any time before a specified future date,
property such as a stated number of shares of
stock at a specified price.

Real estate mortgage investment conduit
(REMIC): An entity that is formed for the pur-
pose of holding a fixed pool of mortgages se-
cured by interests in real property, with multi-
ple classes of interests held by investors.
These interests may be either regular or
residual.

Regulated futures contract: A section 1256
contract that:

1) Provides that amounts that must be de-
posited to, or may be withdrawn from,
your margin account depend on daily
market conditions (a system of marking to
market), and

2) Is traded on, or subject to the rules of, a
qualified board of exchange, such as a
domestic board of trade designated as a
contract market by the Commodity Fu-
tures Trading Commission or any board of
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trade or exchange approved by the Sec-
retary of the Treasury.

Restricted stock: Nontransferable stock that
you get from your employer for services you
perform and that is subject to a substantial risk
of forfeiture.

Section 1256 contract: Any:
1) Regulated futures contract,

2) Foreign currency contract as defined in
the discussion under Section 1256 Con-
tracts Marked to Market,

3) Nonequity option, or
4) Dealer equity option.

Short sale: The sale of property that you gen-
erally do not own. You borrow the property to
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deliver to a buyer and, at a later date, you buy
substantially identical property and deliver it to
the lender.

Straddle: Generally, a set of offsetting posi-
tions on personal property. A straddle may
consist of an option to buy and an option to
sell written at the same time on the same num-
ber of shares of a security, with the same exer-
cise price and period.

Stripped preferred stock: Stock that meets
the following tests:

1) There has been a separation in ownership
between the stock and any dividend on
the stock that has not become payable.

2) The stock:
a) Is limited and preferred as to dividends,

b) Does not participate in corporate
growth to any significant extent, and

c) Has a fixed redemption price.

Term loan: Any loan that is not a demand
loan.

Wash sale: A sale of stock or securities at a
loss within 30 days before or after you buy or
acquire in a fully taxable trade, or acquire a
contract or option to buy, substantially identi-
cal stock or securities.



Index

Page 73



Index

Page 74



Notes

Page 75



Notes

Page 76



Noles

Page 77



Notes

Page 78



Tax Publications for Individual Taxpayers
Ganeral Guides

529 Misceilansoua Deductions

1 Your Rights as a Taxpayer
17 Your Federal lncoma Tax
{For Individuals)
225 Farmer's Tax Guide
334 Tax Guide for Small Business
509 Tax Calendars for 1967
553 Highlighta of 1996 Tax Changes
585 Tax Highhlights for Commercial
Fisharman
910 Guide 1o Free Tax Servicea

Spedisiized Publications

3 Armad Forces' Tax Gulde

378 Fuel Tax Crodits and Refunds

483 Travel, Entertainment, Gitt, and Car
Expenses

501 Examptions, Standard Daduction, and
Fillng Information

502 Medical and Dental Expanses

503 Child and Dependent Care Expenses

504 Divorced or Separated Individusls

505 Tax Withholding and Estimated Tax

508 Educational Expenses

514 Foraign Tax Crodit for individuala

18 U.S. Government Civillen Employess
Stationed Atroad

517 Socikal Security and Othar Information
for Members of the Clergy and
Religious Workers

519 U.S. Tax Guide for Allans

520 Scholarships and Fellowships

521 Moving Expenses

529 Salling Your Home

524 Credit for tha Eldarly or the Disabled

528 Taable and Nontuahls income

528 Chavitabla Contributiona

527 Residental Rantal Property

Commonly Used Tax Forms

530 Tax Information for First-Time
Homaowners

531 Rsporting Tip Incoma

533 Sel-Employment Tax

534 Depreciating Property Placed in
Service Befors 1587

537 Instaliment Sates

541 Partnorships

544 Sales and Other Dispositions of
Assets

547 Casualties, Disasters, and Thefts

S50 Invesmment Income and Expensas

851 Bagis of Assats

552 Recerdkeeping for Individuals

554 Onder Americany’ Tax Guide

566 Feoderal Tax Information on
Community Property

558 Examination of Retuma, Appeal
Rights, and Claims for Refund

550 Survivors, Executors, and
Admiristrators

580 Rptiremeont Plans for the Self-

Empioyed
581 Determirting the Velue of Donated

Property

584 Mutual Fund Distributions

570 Tax Guide for Individuals With Income
From U.S. Poasasaions

575 Fension and Annulty Income

587 Business Use of Your Home (Including
Usa by Day-Care Providers)

503 Tax Highlights for U.S. Citizens and
Residenta Going Abroad

594 Undarstanding the Collection Process

888 Eamed Incoma Credit

721 Tax Guide to U.S. Civil Servica
Ratiramant Banafits

801 U.8, Tax Treatles

907 Tax Mighlights for Persons with
Disabilities

808 Bankruptcy Tax Guide

911 Diract Sallers

918 Social Security and Equivalent
RAadiroad Aetirement Banefita

914 I3 My Withholding Correct for 19872

928 Passive Activity and At-Risk Rulsa

928 Household Employar's Tax Guide

929 Tax Rulea far Children and
Dependents

936 Home Mortgage Interest Daduction

948 How To Dapraciata Proparty

947 Practice Befora the IRS and Power of
Attomey

950 Introducton 1o Estata and Gift Taxas

967 IRS Wl Figure Your Tax

1542 Por Diam Rates

1848 How to use the Problem Resolution
Program of tha IRS

Spanish Language Publications

18P Derechos dal Contribuyente

579SP C6mo Prepararla Declaracidn de

Impuesto Fedaral

5949 Comprondiendo sl Pracesa de Cobro
5968P Cradito por Ingraso del Trabejo

850 English-Spanish Glossary of Words
and Fhrases Used in Publicationa
Issuad by tha intemai Revanua
Sarvioe

1040 U.S. Individual Income Tax Retum
Sch A ltemized Deductions
Sch B Interast and Dividend Incoma
SchC Profit or Lose From Businoss
Sch C-EZ Net Profit From Business
SchD Capital Gains and Loases
SchE Supplamental income and Loss
SSNEIC Eamed Income Cradit
SchF Profit or Loss From Farming
SchH Housahold Employmant Taxea
Sech R Creditfor the Eiderly or the
Disablad
SchSE Seif-Employment Tax
1MOEZ  Income Tax Raturn for Single and
Joimt Filers With No Dependents

1040A U.S. Incividual Incame Tax Retum

Sch1 Intereat and Dividend Incomae for
fForm 1040A Filers.

Sch2 Child and Dependent Care
Expensea for Form 1040A Fllers
Schd Cradit for the Eldery or the
Disabled for Form 1040A Flers
1040-E8 Estimabed Tax for Individuals
1040X Amendad U.S, Individual Incame Tax
Retumn
2108 Empioyea Business Expenses
2108-EX Unreimbursad Employae Business
Expanses
2119 Saleaf Your Home
2210 Underpaymant of Estimated Tax by
Incividuals, Estates, and Trusts
2441 Child and Dependent Carg Expanses
2848 Power of Atiorney and Daclaration of
Repreaamative
3903 Moving Expanses
4582 Depraciation and Amortization

g
]
-

Application for Automatic Extension of
Time To File U.S. Individual Income
Tax Return

Investment |maraat Expense
Deduction

Addittonal Taxes Attributable to
Gualified Retirement Pians (Including
IRAs), Annuitias, and Modified
Endowmant Contracts

Altarmativa Minimum Tax=individuala
Noncash Charitable Contributions
Passive Activity Loss Limitations
Nondeductible IRAs (Contributions,
Distributions, and Basis)

Change of Addrass

Expenses for Business Usa of Your
Home
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How To Get Forms, Publications, and Other Information

= =]

You can get information from the RS in several ways. Choose tha method from the table below thai is best for you.,

Method Type of information How To Gat ths Information
=By phone = Forms and publications | Call 1-800-TAX-FORM {1-800-820-3878) thaing regular business hours. If you
have accssa to TTY/TDD aquipment, you can call 1-800-829-4080.

= Telo-Tax topics P Soe your income tix package for the plrone number and Est of Tele-Tax topics.

« Parsonal assistance » Call 1-300-829-1040 during regulsr businsss hours. If you hive acsass 1o
TTY/TOD equipment, you can call 1-800-828-4059.

* By mal »Forma and publications | Wita to the IRS Forms Distribution Canter listed for your state. Print or type
your name and address clearly and indicate the number of the form or
publication, |.9., Form 1040 or Publication 483.

Address Siatos (abbreviated)

Wealem Arsa Distribution Cerder AK, AZ, CA, CO, HI, ID, MT, NV, NM,

Fancho Cordova, CA 55743-0001 OR, UT, WA, WY, Guam, Narthem
Marianas, Amarican Samoa

Cantral Area Distribution Certer AL AR, IL, IN, IA, K3, KY, LA, Mi, MN,

P.O. Box 8903 MS, MO, NE, ND, CH, 0K, 5D, TN, TX,

Bloomington, I 61702-8503 wi

Eastemn Area Dlstribution Gertter CT, DE, DG, FL, GA, ME, MD, MA, NH,

P.Q. Box 85074 NJ, NY, NC, PA, R, §C, VT, VA, WY
Richrmond, VA 23281-5074

If you live in any ather location, s8e your income tax package for the address.

* By visiting your locsl post «Forms and publicstions [ The post office ia a good sourcs of tha most common forms and achedules,
offica or librwy The Lbrary atocks & wider variaty of forms and some publications that you may
photacopy. it may also heve a CD-ROM from which you can view or print itama
The CD contains forms from 1981 1o the present and publications from 1984 to
the prasent.

= With & computer and modem | * Forma and publications | Uss the iramet—
Worlkd Wiie Web — hitp://www.irpusireas.goy

» Educational materials Telnet — iris.lre.ustress.gov
FTP — fIpirs uaireas gov
«|RAS preas rolosses and TiP:  f you subscribe to an on-ine service, ask your
fact shosls provider how o best accass (RS information
|» i
o Tole-Tax tops Amrlnmmmrlmmbdﬂnmn
= Anawers to fraquemily TiP:  Hyou'ne a naw user, YOu mey
asked questions want to read the on-line heip first,
* By fix * Formw and other » Dial 703-487-4180 {not 1oil-fres) fram your fax machine to resch RS Tax Fet
information

You can requesi up to 3 itame during aach call. This fax program provides 100
of tha moat popular forms and instructions (not publications), 33 well as ather
information, 24 hours u day, saven deys a weak.

= Tele-Tax topics » Ses vour income tax package for a liet of Tele-Tax lopics.
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