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Introduction

This publication explains the federal income
tax treatment of distributions paid or allocated
to an individual shareholder of a mutual fund.
A mutual fund is a regulated investment com-
pany generally created by “pooling” funds of
investors to allow them to take advantage of a
diversity of investments and professional
management.

This publication provides information on in-
vestment expenses and will help you figure
your taxable gain or deductible loss when you
sell, exchange, or redeem your mutual fund
shares. It discusses how to report your mutual
fund distributions on Schedule B (Form 1040),
Interest and Dividend Income, Schedule D
(Form 1040), Capital Gains and Losses, and
page 1 of Form 1040. It also provides a com-
prehensive filled-in example.

The rules in this publication also apply to
money market funds. A money market fund
is a mutual fund that tries to increase current
income available to shareholders by purchas-
ing short-term market investments. Usually,
dividends are declared and reinvested daily.
When you dispose of your shares, the pro-
ceeds generally equal your investment in the
fund because the value of the shares gener-
ally does not change. Money market funds pay
dividends and should not be confused with
bank money market accounts that pay
interest.

Qualified employee plans. Individuals may
own shares of mutual funds as a part of an in-
dividual retirement arrangement (IRA).
Self-employed persons and partners may own
shares of mutual funds as a part of a simpli-
fied employee pension (SEP) plan oran H.R
10 (Keogh) plan. The value of the mutual
fund shares and any earnings (distributions)
from the fund are included in your retirement



plan assets, which stay tax free until distrib-
uted to you from the plan in later years. The
plan distributions are not discussed in this
publication. Get Publication 590 for informa-
tion concerning the treatment of IRA contribu-
tions and distributions and Publication 560 for
information on retirement plans for the self-
employed.

Useful Items

You may want to see:
Publication
0514
0 550
0551
0560

Foreign Tax Credit for Individuals
Investment Income and Expenses
Basis of Assets

Retirement Plans for the Self-
Employed

0590 Individual Retirement

Arrangements (IRASs)

Form (and Instructions)

0 1099-B Proceeds from Broker and
Barter Exchange Transactions

J 1099-DIV Dividends and Distributions
1116
02439

Foreign Tax Credit

Notice to Shareholder of
Undistributed Long-Term Capital
Gains

04952 Investment Interest Expense

Deduction

See How To Get More Information near
the end of this publication for information
about getting these publications and forms.

Tax Treatment
of Distributions

A mutual fund will send you a Form 1099-DIV,
Dividends and Distributions, or a substitute
form containing substantially the same lan-
guage, to tell you what you must report or take
into account on your income tax return. See
How To Report, later.

Community property states. If you are mar-
ried and receive dividend income that is com-
munity income, one-half of the income is gen-
erally considered to be received by each
spouse. If you file separate returns, you must
each report one-half of the dividend.

If the dividends are not considered com-
munity income under state law and you and
your spouse file separate returns, each of you
must report your separate income.

However, if you and your spouse lived
apart all year, special rules may apply. Get
Publication 555, Community Property, for
more information on community income.

Share certificate in two or more names. If
two or more persons, such as you and your
spouse, hold shares as joint tenants, tenants
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by the entirety, or tenants in common, divi-
dends on those shares are considered re-
ceived by each of you to the extent provided
by local law.

Certain year-end dividends received in
January. Dividends declared and made paya-
ble by mutual funds in October, November, or
December are considered received by share-
holders on December 31 of that year if the divi-
dends are actually paid during January of the
following year.

Kinds of Distributions

There are several kinds of distributions that
you, as a shareholder, may receive from a mu-
tual fund. They include:

¢ Ordinary dividends,

e Capital gain distributions,

e Exempt-interest dividends, and

¢ Return of capital (hontaxable) distributions.

Tax-exempt mutual fund. Distributions from
a tax-exempt mutual fund (one that invests pri-
marily in tax-exempt securities) may consist of
ordinary dividends, capital gain distributions,
undistributed capital gains, or return of capital
like any other mutual fund. These distributions
generally follow the same rules as a regular
mutual fund. Distributions designated as ex-
empt-interest dividends are not taxable (see
Exempt-Interest Dividends, later).

Regardless of what type of mutual fund
you have (whether regular or tax-exempt),
when you dispose of your shares (sell, ex-
change, or redeem), you usually will have a
taxable gain or a deductible loss to report. See
Sales, Exchanges, and Redemptions, later.

Ordinary Dividends

An ordinary dividend is a distribution by a mu-
tual fund out of its earnings and profits. Include
ordinary dividends that you receive from a mu-
tual fund as dividend income on your individual
income tax return.

Ordinary dividends are the most common
type of dividends. They will be reported in box
1b of Form 1099-DIV. If you reinvested your
dividends, see Reinvestment of Distributions,
later.

Capital Gain Distributions

These distributions are paid by mutual funds
from their net realized long-term capital gains.
The Form 1099-DIV (box 1c) or the fund’s
statement will tell you the amount you are to
report as a capital gain distribution. Report
capital gain distributions as long-term capital
gains on your return regardless of how long
you have owned the shares in the mutual fund.
However, if you received a capital gain distri-
bution on mutual fund shares that you held for
6 months or less and sold at aloss, see Cer-
tain short-term losses under Holding Period.

Undistributed capital gains. Some mutual
funds keep their long-term capital gains and
pay taxes on those amounts. You must report
as long-term capital gains any amounts that
the mutual fund allocated to you as capital

gain distributions, even if you did not actually
receive them.

Form 2439. The fund will send you Form
2439, Notice to Shareholder of Undistributed
Long-Term Capital Gains, showing your share
of the undistributed capital gains and any tax
paid by the mutual fund. You can take a credit
for any tax paid because you are considered to
have paid it. Take this credit by checking box a
on line 57, Form 1040, and entering the tax
shown on line 2 of Form 2439. Attach Copy B
of Form 2439 to your return.

The undistributed capital gain reported on
Form 2439 should be reported as a capital
gain distribution in addition to any other capital
gain distributions reported on Form 1099-DIV.

Increase to basis. When a mutual fund al-
locates undistributed capital gains to you, you
can increase your basis in the shares. See Ad-
ditions to basis, |ater.

Exempt-Interest Dividends

A mutual fund may pay exempt-interest divi-
dends to its shareholders if it meets certain re-
quirements. These dividends are paid from
tax-exempt interest earned by the fund. Since
the exempt-interest dividends keep their tax-
exempt character, you do not include them in
income, but you may need to report them on
your return. See Information reporting require-
ment, next. The mutual fund will send you a
statement within 60 days after the close of its
tax year showing your exempt-interest divi-
dends. Exempt-interest dividends are not
shown on Form 1099-DIV. However, if you re-
ceived exempt-interest dividends on mutual
fund shares that you held for 6 months or less
and sold at aloss, see Certain short-term
losses under Holding Period, later.

Information reporting requirement. Al-
though exempt-interest dividends are not tax-
able, you must report them on your tax return if
you are required to file. This is an information
reporting requirement and does not convert
tax-exempt interest to taxable interest. Also,
this income is generally a ““tax preference
item” and may be subject to the alternative
minimum tax (AMT). If you receive exempt-in-
terest dividends, you should get Form 6251,
Alternative Minimum Tax—Individuals, for
more information.

Return of Capital
(Nontaxable) Distributions

A distribution that is not out of earnings and
profits is a return of your investment, or capi-
tal, in the mutual fund and is shown in box 1d
of Form 1099-DIV. These returns of capital
distributions are not taxed as ordinary divi-
dends and are sometimes called tax-free divi-
dends or nontaxable distributions. However,
they may be fully or partly taxable as capital
gains.

A return of capital distribution reduces your
basis in the shares. Basis is explained later.
Your basis cannot be reduced below zero. If
your basis is reduced to zero, you must report



Table 1. Reporting Mutual Fund Distributions on Form 1040

Type of Distribution

Where to Report If Total
Dividends From All Payers Are:

$400 or Less

More than $400

Gross Dividends
Form 1099-DIV, Box 1a

on form or schedule

Total amount in Box 1(a) is not reported

Schedule B, line 5

Ordinary Dividends
Form 1099-DIV, Box 1b

Form 1040, line 9

Already included in Gross Dividend
amount on line 5 of Schedule B

Capital Gain Distributions
Form 1099-DIV, Box 1c

Any other Schedule D transactions?

*No—Form 1040, line 13
Yes—Schedule D, line 14

*Schedule B, line 7

Nontaxable Distributions
Form 1099-DIV, Box 1d

Basis of shares reduced to zero?

Yes—Report on Schedule D

No—Not reported on form or schedule

Schedule B, line 8

Exempt-Interest Dividends
(Not included on Form 1099-DIV)

Form 1040, line 8b

Form 1040, line 8b

Undistributed Capital Gains

Form 2439, line 1
Form 2439, line 2

Gain—Schedule D, line 12
Tax—Form 1040, line 57

Gain—Schedule D, line 12
Tax—Form 1040, line 57

explanation, later, under “How to Figure Gains and Losses on Schedule D.”

It will be to your advantage to report your capital gain distributions on Schedule D if your taxable income (Form 1040, line 37) exceeds certain amounts. See

the return of capital distribution on your tax re-
turn as a capital gain. The distribution is taxa-
ble if it, when added to all return of capital dis-
tributions received in past years, is more than
your basis in the shares. Report this capital
gain on Schedule D (Form 1040). Whether it is
a long-term or short-term capital gain depends
on how long you held the shares.

Example. You bought shares in a mutual
fund in 1992 for $12 a share. In 1993, you re-
ceived a return of capital distribution of $5 a
share. You reduced your basis in each share
by the $5 received to an adjusted basis of $7.
In 1994, you received a return of capital distri-
bution of $1 per share and further reduced
your basis in each share to $6. In 1995, you re-
ceived a return of capital distribution of $2 per
share. Your basis is now reduced to $4. In
1996, the return of capital distribution from the
mutual fund is $5 a share. You will report the
excess ($1 per share) as a long-term capital
gain on Schedule D.

Reinvestment
of Distributions

Most mutual funds permit shareholders to au-
tomatically reinvest distributions including divi-
dends and capital gains in more shares in the
fund through a dividend reinvestment plan. In-
stead of receiving cash, your distributions are

used to purchase additional shares in the
fund. You must report the reinvested amounts
the same way as you would report them if you
received them in cash.

How the distributions are reported de-
pends on the kind of distribution reinvested.
This means that reinvested ordinary dividends
and capital gains distributions generally must
be reported as income. Reinvested exempt-in-
terest dividends generally are not reported as
income. Reinvested return of capital distribu-
tions are reported as explained under the dis-
cussion above. See Basis of Shares Sold,
later, to determine the basis of the additional
shares.

How To Report

Your mutual fund reports amounts distributed
to you and amounts allocated to you on Form
1099-DIV, or on a substitute form containing
substantially the same language. If the distri-
bution consists of ordinary dividends only, you
can file Form 1040A. Otherwise, you must file
Form 1040. If the total distribution reported to
you by the fund includes only ordinary divi-
dends of $400 or less, report the entire
amount only on line 9 of Form 1040 or Form
1040A. Otherwise, you have to file one or

more additional schedules depending on the
nature of the dividend income you receive.

Table 1, Reporting Mutual Fund Distribu-
tions on Form 1040, explains where on Form
1040 or its related schedules to report distribu-
tions from mutual funds. An explanation of the
different types of distributions shown in the ta-
ble was given earlier under Tax Treatment of
Distributions.

Foreign tax deduction or credit. Some mu-
tual funds invest in foreign securities or other
instruments. Your mutual fund may choose to
allow you to claim a deduction or credit for the
taxes it paid to a foreign country or U.S. pos-
session. The fund will notify you if this applies
to you. The notice will include your share of the
foreign taxes paid to each country or posses-
sion and the part of the dividend derived from
sources in each country or possession.

You must complete Form 1116 if you
choose to claim the credit for income tax paid
to a foreign country. However, it may be to
your benefit to treat the tax as an itemized de-
duction on Schedule A (Form 1040). For more
information on claiming a foreign tax deduc-
tion or credit, get Publication 514.

Page 3



Keeping Track
of Your Basis

You should keep track of your basis in mutual
fund shares because you need the basis to fig-
ure any gain or loss on the shares when you
sell, exchange, or redeem them.

When you buy or sell shares in a fund, keep
the confirmation statements you receive. The
statements show the price you paid for the
shares and the price you received for your
shares when you disposed of them. The infor-
mation from the confirmation statement when
you purchased the shares will help you figure
your basis in the fund.

If you acquire the shares by gift or inheri-
tance, you need information different than
what is in a confirmation statement to help you
figure the basis of those shares, as discussed
later.

Basis of Shares Sold

If you dispose of your shares in a mutual fund,
it is important that you know their basis to fig-
ure your gain or loss. The basis depends on
how the shares were acquired.

Shares Acquired by Purchase

The original basis of mutual fund shares you
bought is usually their cost or purchase price.
The purchase price usually includes any com-
missions or load charges paid for the
purchase.

Example. You bought 100 shares of Fund
A for $10 a share. You paid a $50 commission
to the broker for the purchase. Your cost basis
for each share is $10.50 ($1,050 + 100).

Commissions and load charges. The fees
and charges you pay to acquire or redeem
shares of a mutual fund are not deductible.
You can usually add these fees and charges to
your cost of the shares and thereby increase
your basis. A fee paid to redeem the shares is
usually a reduction in the redemption price
(sales price).

You cannot add the fee or load charge to
your cost if all of the following apply:

1) You get a reinvestment right because of
the purchase of the mutual fund shares or
the payment of the fee or charge,

2) You dispose of the shares within 90 days
of the purchase date, and

3) You acquire new shares in the same mu-
tual fund or another mutual fund, for
which the fee or charge is reduced or
waived.

If the load charge is reduced, rather than
waived, the amount in excess of the reduction
is added to the cost of the original shares.

The amount of the load charge that is re-
duced or waived is added to the cost basis of
the new shares (unless all of the above items
apply to the purchase of the new shares).

Reinvestment right. This is the right to ex-
change your mutual fund shares for shares in
the same or another mutual fund or to
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purchase shares in another fund without pay-
ing a fee or load charge, or by paying a re-
duced fee or load charge.

Shares Acquired by Reinvestment
If you participate in an automatic reinvestment
plan, keep the statements that show each
date, amount, and number of full or fractional
shares purchased. You should keep track of
any adjustments to the basis of your mutual
fund shares when the adjustment occurs.

Generally, you must know the basis per
share to compute gain or loss when you dis-
pose of the shares. This is explained later
under Identifying the Shares Sold.

Ordinary dividends and capital gain distri-
butions. The amount of the distribution used
to purchase each full or fractional share is the
cost basis for that share.

Exempt-interest dividends. The amount of
the dividend used to purchase each full or
fractional share is the cost basis for that share,
even though exempt-interest dividends are
not reported as income.

Shares Acquired by Gift

To determine your original basis of shares in a
mutual fund you acquired by gift, you must
know:

The donor’s adjusted basis,
The date of the gift,

The fair market value at the time of the gift,
and

Any gift tax paid on the gift of the shares.

Donor’s adjusted basis. The donor’s ad-
justed basis is the original cost or other origi-
nal basis increased by such things as undis-
tributed capital gains and decreased by such
things as return of capital. Adjusted basis is
discussed later.

Fair market value. The fair market value
(FMV) of a share in a mutual fund you acquired
by gift after 1954 is the public redemption price
(commonly known as both the “bid price” or
the “net asset value™) at the time the gift was
made. If you cannot determine the net asset
value in effect at the time of the gift, use the
last net asset value quoted by the fund for the
date of the gift. If no net asset value is quoted
for the date of the gift, for example, if that day
falls on a Saturday, Sunday, or holiday, use the
last net asset value quoted by the fund for the
first day preceding the date of the gift for which
there is a quoted value.

Fair market value less than donor’s ad-
Jjusted basis. If the shares were given to you,
and their FMV at the time of the gift was less
than the adjusted basis to the donor at the
time of the gift, your basis for gain on their dis-
position is the donor’s adjusted basis. Your
basis for /oss is their FMV at the time of the
gift. In this situation, it is possible to sell the
shares at neither a gain nor a loss because of
the basis you have to use.

Example. You are given a gift of mutual
fund shares with an adjusted basis of $10,000

at the time of the gift. The FMV of the shares at
the time of the gift is $9,000. You later sell the
shares for $9,500. The basis for figuring a gain
is $10,000, so there is no gain. There also is no
loss, since the basis for figuring a loss is

$9,000. In this situation, you have neither a
gain nor a loss.

Fair market value more than donor’s ad-
Jjusted basis. If the shares were given to you,
and their FMV at the time of the gift was more
than the donor’s adjusted basis at the time of
the gift, your basis is the donor’s adjusted ba-
sis at the time of the gift, plus all or part of any
gift tax paid on the gift, depending on the date
of the gift.

For information on figuring the amount of
gift tax to add to your basis, see Property Re-
ceived as a Giftin Publication 551.

Shares Acquired by Inheritance

If you inherited shares in a mutual fund, your
basis is generally their FMV at the date of the
decedent’s death, or at the alternate valuation
date, if chosen for estate tax purposes.

Shares decedent received as a gift. The
above rule does not apply to appreciated
property you or your spouse receive from a de-
cedent if all the following conditions apply.

1) You or your spouse originally gave the
shares to the decedent after August 13,
1981.

2) You gave the shares to the decedent dur-
ing the one-year period ending on the
date of death.

3) The death occurred after 1981.

In this situation, the basis of the shares is
the decedent’s adjusted basis in the shares
immediately before his or her death, rather
than their FMV. Appreciated property is any
property (including mutual fund shares) whose
FMV on the day it was given to the decedent is
more than its adjusted basis.

If the estate, or a trust of which the dece-
dent was the grantor, sells the appreciated
property and the donor (or the donor’s
spouse) is entitled to the proceeds, the es-
tate’s or trust’s basis in the property is the de-
cedent’s adjusted basis immediately before
death.

Determining fair market value of inherited
shares. The FMV of a share in a mutual fund
acquired from a person who died after August
16, 1954, is the last quoted public redemption
price (commonly known as the “bid price” or
“net asset value”) on the date of death, or the
alternate valuation date, if chosen for estate
tax purposes. If no net asset value is quoted
for the date of death or the alternate valuation
date (for example, if that day falls on a Satur-
day, Sunday, or holiday), use the last net asset
value quoted by the fund for the first day pre-
ceding the date of death (or the alternate valu-
ation date) for which there is a quoted value. If
a dividend was declared before the date of
death and was payable after that date, the div-
idend is added to the ex-dividend quotation
(price quoted excluding the value of a pending
dividend) to determine the share’s FMV.



Community property states. In commu-
nity property states, you and your spouse gen-
erally are considered to each own half the es-
tate (excluding separate property). If one
spouse dies and at least half of the community
interest is includible in the decedent’s gross
estate (whether or not the estate is required to
file a return), the fair market value of the com-
munity property at the date of death becomes
the basis of both halves of the property.

For example, if the FMV of the entire com-
munity interest in a mutual fund is $100,000,
the basis of the surviving spouse’s half of the
shares is $50,000 and the basis of the other
half to the decedent’s heirs also is $50,000.

In determining the basis of assets acquired
from a decedent, property held in joint tenancy
is community property if its status was commu-
nity property under state law. (Community

Table 2. Mutual Fund Record

property state laws override joint tenancy
rules.) This is true, regardless of the form in
which title was taken.

Adjusted Basis

The adjusted basis of stock is the original ba-
sis, increased or reduced as described here.

Additions to basis. Your basis in the fund is
increased by 65% of the undistributed capital
gain (the difference between your share of the
undistributed capital gain on Form 2439, line
1, and the tax considered paid by you on Form
2439, line 2).

This puts you in the same position as if you
had actually received the capital gain, paid the
tax on it, and then reinvested the difference in
the same mutual fund. You should receive
Form 2439 from your mutual fund which will

show the amounts to include. You should keep
Copy C of Form 2439 as part of your records
to show increases in the basis of your shares.

Reduction of basis. You must reduce the
original basis by the amount you receive from
the fund that represents a return of capital. Do
not reduce your basis for distributions from the
fund that are exempt-interest dividends.

Table 2, Mutual Fund Record, is a

r_- worksheet that can be used to keep
LI track of the adjusted basis of your mu-
tual fund shares. Enter the cost per share
when purchased and any adjustments to the
basis when the adjustment occurs. Figure the
adjusted basis when the shares are sold or
redeemed.

Sold or redeemed

Acquired*
Number | Cost
Mutual Fund Date of Per Adjustments to Basis
Shares | Share Per Share

Adjusted? Number
Basis Per Date of
Share Shares

*Include shares received from reinvestment of dividends.
2Cost plus or minus adjustments.
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Sales, Exchanges,
and Redemptions

When you sell, exchange, or redeem your mu-
tual fund shares, you will generally have a tax-
able gain or a deductible loss. This includes
shares in a tax-exempt mutual fund. The
amount of the gain or loss is the difference be-
tween your adjusted basis in the shares and
the amount you realize from the sale, ex-
change, or redemption. “Adjusted basis” and
“amount you realize” are defined later under
Gains and Losses.

In general, a sale is a transfer of shares for
money only. An exchange is a transfer of
shares in return for other shares. A redemp-
tion occurs when a fund reacquires its shares.
Sales, exchanges, and redemptions are all
treated as taxable sales of capital assets.

Exchange of shares in one mutual fund for
shares in another mutual fund. Any ex-
change of one fund for another fund is a taxa-
ble exchange, even though you may be able to
exchange shares in one mutual fund for

shares in another mutual fund that has the

same distributor or underwriter without paying
a sales charge. Report any gain or loss on the
investment in the original shares as a capital
gain or loss in the year in which the exchange
occurs. Usually, you can add any service

charge or fee paid in connection with an ex-
change to the cost of the shares acquired. For
an exception, see Commissions and load
charges, earlier, under Basis of Shares Sold.

Information returns. Brokers must report to
the Internal Revenue Service the proceeds
from sales, exchanges, or redemptions. Bro-
kers must give each customer a written state-
ment with that information by January 31 of
the year following the calendar year the trans-
action occurred. Form 1099-B, Proceeds
From Broker and Barter Exchange Transac-
tions, or a substitute, may be used for this pur-
pose. Report your sales shown on Form(s)
1099-B (or substitute) on Schedule D (Form
1040) along with your other gains and losses.
If the total sales reported on Form(s) 1099-B
is more than the total you report on lines 3 and
11 of Schedule D, attach a statement to your
return explaining the difference.

No information return is required if the mu-
tual fund figures its current price per share for
purposes of distributions, redemptions, and
purchases so as to stabilize the price per
share at a constant amount close to its issue
price or the price at which it was originally sold
to the public.

Taxpayer identification number. You
must give the broker your correct taxpayer
identification number (TIN). Generally, an indi-
vidual will use his or her social security number
as the TIN. If you do not provide your TIN, your
broker is required to withhold tax at a rate of
31% on the gross proceeds of a transaction,
and you may be penalized.
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Identifying the Shares Sold

When you dispose of mutual fund shares, you
need to determine which shares were sold and
the basis of those shares. If your shares in a
mutual fund were acquired all on the same day
and for the same price, figuring their basis is
not difficult. However, shares are generally ac-
quired at various times, in various quantities,
and at various prices. Therefore, the process
can be more difficult. You may choose to use
either the cost basis or the average basis.

Cost Basis

Under the cost basis, you can choose one of
the following methods:

e Specific share identification, or
* First-in first-out (FIFO)

Specific share identification. If you can defi-
nitely identify the shares you sold, you can use
the adjusted basis of those particular shares
to figure your gain or loss.

You will adequately identify your mutual
fund shares, even if you bought the shares in
different lots at various prices and times, if
you:

1) Specify to your broker or other agent the
particular shares to be sold or transferred
at the time of the sale or transfer, and

2) Receive confirmation of your specifica-
tion from your broker in writing within a
reasonable time.

The confirmation by the mutual fund must
confirm that you instructed your broker to sell
particular shares. You continue to have the
burden of proving that you owned the speci-
fied shares at the time of sale or transfer.

First-in first-out (FIFO). If the shares were
acquired at different times or at different
prices and you cannot identify which shares
you sold, use the basis of the shares you ac-
quired first as the basis of the shares sold.
Therefore, the oldest shares still available are
considered sold first. You should keep a sepa-
rate record of each purchase and any disposi-
tions of the shares until all shares purchased
at the same time have been disposed of com-
pletely. Table 3shows how to figure basis on a
sale of shares in a mutual fund using the FIFO
method. It also shows how to figure basis us-
ing the average basis method, discussed next.

Average Basis

You may choose to use an average basis to
figure your gain or loss when you sell all or part
of your shares in a regulated investment com-
pany, if you acquired the shares at various
times and prices, and you left the shares on
deposit in an account handled by a custodian
or agent who acquires or redeems those
shares.

Once you elect to use an average basis,
you must continue to use it for all accounts in
the same fund. However, you may use a differ-
ent method for shares in other funds, even
those within the same family of funds.

Example. You own two accounts that hold
shares of the income fund issued by Company
A. You also own 100 shares of the growth fund
issued by Company A. If you elect to use aver-
age basis for the first account of the income
fund, you must use average basis for the sec-
ond account. However, you may use cost ba-
sis for the growth fund.

To figure average basis, you can use one
of the following methods:

¢ Single-category method
¢ Double-category method

Single-category method. In the single-cate-
gory method, you find the average cost of all
shares owned at the time of each disposition,
regardless of how long you owned them. In-
clude shares acquired with reinvested divi-
dends or capital gains distributions.

To compute the basis of your shares sold,
follow these steps:

1) ADD: Cost of all shares owned.

2) DIVIDE: Cost of all shares by number of
shares owned. This is your average ba-
sis per share.

3) MULTIPLY: Result of #2 (average cost
per share) by number of shares sold.

Example 1. You bought the following
shares in the LJP Mutual Fund: 100 shares in
1993 at $10 per share; 100 shares in 1994 at
$12 per share; and 100 shares in 1995 at $26
per share. On May 16, 1996, you sold 150
shares. The basis of shares sold is $2,400,
computed as follows:

Total cost

($1,000 + $1,200 + $2,600) ....... $4,800
Average basis per share

($4,800+ 300) ....eviiiiiiiiinns 16.00

Basis of shares sold

(16.00 % 150) .......cccciviiiii.n $2,400

Remaining shares. The basis of your
shares determined under average basis is the
basis of all your shares in the account at the
time of each sale. If no shares were acquired
or sold since the last sale, the basis of the re-
maining shares at the time of the next sale is
the same as the basis of the shares sold in the
last sale.

Example 2. Using the same facts as in Ex-
ample 1, assume you sold an additional 50
shares on December 15, 1996 at $20 per
share. You would not recompute the average
basis of the 150 shares you owned at that time
because no shares were acquired or sold
since the last sale; rather, your basis is the $16
per share computed earlier.

Even though you use only one category to
compute basis, you may have short-term or
long-term gains or losses. To determine your
holding period, the shares disposed of are
considered to be those acquired first. See
Holding Period, later.

Double-category method. All sharesin an
account at the time of each disposition are di-
vided into two categories: short-term and long-
term. Shares held one year or less are short-



Table 3. How to Figure Basis of Shares Sold

This is an example showing two different ways to figure basis. It compares the FIFO method
and the average basis (single-category) method.

Basis= $5,000

Date Action Share Price No. of Shares  Shares Owned

2/4/95 Invest $4,000 $25 160 160

8/5/95 Invest $4,800 $20 240 400
Reinvest $300

12/16/95 dividend $30 10 410

9/29/96 Sell $6,720 $32 210 200

FIFO: To figure the basis of the 210 shares sold on 9/29/96, use the share

price of the first 210 shares you bought, namely the 160 shares you
purchased on 2/4/95 and 50 of those purchased on 8/5/95.

$4,000 (cost of 160 shares on 2/4/95)
+ $1,000 (cost of 50 shares on 8/5/95)

AVERAGE
BASIS
(single-category):

$22.20

Basis= $4,662

To figure the basis of the 210 shares sold on 9/29/96, use the average
basis of all 410 shares owned on 9/29/96.

$9,100 (cost of 410 shares)
+ 410 (number of shares)

$22.20 (average basis per share)

x 210

term. Shares held longer than one year are
long-term.

The adjusted basis of each share in a cate-
gory is the total adjusted basis of all shares in
that category at the time of disposition divided
by the total shares in the category. You may
specify, to the custodian or agent handling
your account, from which category the shares
are to be sold or transferred. The custodian or
agent must confirm in writing your specifica-
tion. If you do not specify or receive confirma-
tion, you must first charge the shares sold
against the long-term category and then, any
remaining shares sold against the short-term
category.

Changing categories. After you have held
a mutual fund share for more than one year,
you must transfer that share from the short-
term category to the long-term category.
When you make the change, the basis of a
transferred share is its actual cost or adjusted
basis to you, or if some of the shares in the
short-term category have been disposed of, its
basis under the average basis method. The
basis of the undisposed shares left in the
short-term category that are changed to the
long-term category is the average basis of the
shares in the short-term category at the time
of the most recent disposition from this
category.

Making the choice. You choose to use the
average basis of mutual fund shares by clearly
showing on your income tax return, for each
year the choice applies, that you used an aver-
age basis in reporting gain or loss from the
sale or transfer of the shares. You must spec-
ify whether you used the single-category
method or the double-category method in de-
termining average basis. This choice is effec-
tive until you get permission from the IRS to re-
voke it.

Making the choice for gift shares. If your
account includes shares that you received by
gift, and the fair market value of the shares at
the time of the gift was less than the donor’s
basis, special rules apply. To use the average
basis, you must submit a statement with your
initial choice to use one of the average basis
methods. It must state that the basis used in
figuring the average basis of the gift shares
under either method will be the FMV at the
time of the gift. This statement applies to gift
shares you receive before and after making
the choice, as long as the choice to use the av-
erage basis is in effect. If you do not make this
statement, you cannot choose to use the aver-
age basis for any account that contains gift
shares.

Gains and Losses

You figure gain or loss on the disposition of
your shares by comparing the amount you re-
alize with the adjusted basis of your shares.
If the amount you realize is more than the ad-
justed basis of the shares, you have a gain. If
the amount you realize is less than the ad-
justed basis of the shares, you have a loss.

Adjusted basis. Adjusted basis is explained
earlier under Keeping Track of Your Basis.

Amount you realize. The amount you realize
from a disposition of your shares is the money
and value of any property you receive for the
shares disposed of, minus your expenses
(such as redemption fees, sales commissions,
sales charges, or exit fees).

Reporting information from Form 1099-B.
Brokers report dispositions of mutual fund
shares on Form 1099-B, or a substitute form
containing substantially the same language.
The form shows the sales price and indicates
whether the amount reported is the gross
amount or the net amount (gross minus sales
expenses).

If your Form 1099-B or similar statement
from the broker shows the gross sales price,
do not subtract the sales commissions from it
when reporting your sales price in column (d)
on Schedule D. Instead, report the gross
amount in column (d) and increase your cost
or other basis, column (e), by any expense of
the sale such as sales commissions. If your
Form 1099-B shows that the gross sales price
less commissions was reported to IRS, enter
the net amount in column (d) of Schedule D
and do not increase your basis in column (e)
by the sales commission.

Example 1. You sold 100 shares of Fund
HI1J for $2,500. You paid a $75 commission to
the broker for handling the sale. Your Form
1099-B shows that the net sales proceeds,
$2,425 ($2,500 — $75), were reported to IRS.
Report this amount in column (d) of Schedule
D.

Example 2. You sold 200 shares of Fund
KLM for $10,000. You paid a $100 commis-
sion to the broker for handling the sale. You
bought the shares for $5,000. Your broker re-
ported the gross proceeds to IRS on Form
1099-B, so you increase your basis in column
(e) of Schedule D to $5,100.

Whether you use Schedule D’s line 1 (for a
short-term gain or loss) or line 9 (for a long-
term gain or loss) depends on how long you
held the shares, discussed next.

Holding Period

When you dispose of your mutual fund shares,
you must determine your holding period. De-
termine your holding period by using the trade
dates. The trade date is the date on which
you contract to buy or sell the mutual fund
shares. Most mutual funds will show the trade
date on your purchase and sale confirmation
statements.
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Do not confuse the trade date with
the settlement date, which is the date
LYWIER] by which the mutual fund shares must
be delivered and payment must be made.

Your holding period determines whether
the gain or loss is a short-term capital gain or
loss or a long-term capital gain or loss. If you
hold the shares for one year or less, your gain
or loss will be a short-term gain or loss. If you
hold the shares for more than one year, your
gain or loss will be a long-term gain or loss.

To find out how long you have held your
shares, begin counting on the day after the
day you bought the shares. (The day you
bought the shares is the trade date.) This
same date of each succeeding month is the
start of a new month regardless of the number
of days in the month before. The day you dis-
pose of the shares (trade date) is also part of
your holding period.

Example. If you bought shares on January
10, 1996 (trade date), start counting with Janu-
ary 11 to find out how long you have held
them. The 11th of each following month is the
beginning of a new month. If you sold the
shares on January 10, 1997 (trade date), your
holding period would not be more than one
year. If you sold them on January 11, 1997,
your holding period would be more than one
year (12 months plus 1 day).

Mutual fund shares received as a gift. Ifyou
receive a gift of mutual fund shares and your
basis is determined by the donor’s basis, your
holding period is considered to have started
on the same day that the donor’s holding pe-
riod started.

Inherited mutual fund shares. If you inherit
mutual fund shares, you are considered to
have held the shares for more than one year
(even if you disposed of the shares within one
year after the decedent’s death) if your basis
is:
1) The FMV at the date of the decedent’s
death (or the alternate valuation date), or

2) The decedent’s adjusted basis in the
case of shares described earlier in Shares
decedent received as a gift, under Shares
Acquired by Inheritance.

Report the sale of inherited mutual fund
shares on line 9 of Schedule D and write “In-
herited” in column (b) instead of the date you
acquired the shares.

Reinvested dividends. If you participate in
an automatic dividend reinvestment plan,
each full share or fractional share is consid-
ered to have been purchased on the date that
each share was purchased for you. Therefore,
if you sell all or part of your mutual fund

shares, you might have some short-term and
some long-term gains and losses.

Certain short-term losses. Special rules ap-
ply if you have a short-term loss on the sale of
shares on which you received an exempt-in-
terest dividend or a capital gain distribution.
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Exempt-interest dividends. |f you re-
ceived exempt-interest dividends on mutual
fund shares that you held for 6 months or less
and sold those shares at a loss, you may claim
only the part of the loss that is more than the
exempt-interest dividends. Increase the sales
price reported on line 1, column (d) of Sched-
ule D by the loss not allowed. Report the loss
as a short-term capital loss.

Example. On January 8, 1996, you bought
a mutual fund share for $40. On February 1,
1996, the mutual fund paid a $5 dividend from
tax-exempt interest, which is not taxable to
you. On February 12, 1996, you sold the share
for $34. If it were not for the tax-exempt divi-
dend, your loss would be $6 ($40 — $34).
However, you can deduct only $1, the part of
the loss that is more than the exempt-interest
dividend ($6 — $5). On Schedule D, column
(d), increase the sales price from $34 to $39
(the $5 portion of the loss that is not deducti-
ble). You may deduct only $1 as a short-term
capital loss.

Capital gain distribution before short-
termloss. If you received, or were considered
to have received, capital gain distributions on
mutual fund shares that you held for 6 months
or less and sold at a loss, report only the part
of the loss that is more than the capital gain
distribution as a short-term capital loss. The
part of the loss that is not more than the capi-
tal gain distribution is reported as a long-term
capital loss. There is an exception for losses
on distributions of shares under a periodic lig-
uidation plan.

Example. On April 12, 1996, you bought a
mutual fund share for $20. On June 28, 1996,
the mutual fund paid a capital gain distribution
of $2 a share, which is taxed as a long-term
capital gain. On July 11, 1996, you sold the
share for $17.50. If it were not for the capital
gain distribution, your loss would be a short-
term loss of $2.50. However, the part of the
loss that is not more than the capital gain dis-
tribution ($2) must be reported as a long-term
capital loss. The remaining $0.50 of the loss
can be reported as a short-term capital loss.

Wash sales. If you sell mutual fund shares
at a loss and within 30 days before or after the
sale you buy, acquire in a taxable exchange, or
acquire a contract or option to buy, substan-
tially identical property, you have a wash
sale. You cannot deduct losses from wash
sales.

In determining whether the shares are sub-
stantially identical, you must consider all the
facts and circumstances. Ordinarily, shares is-
sued by one company are not considered to
be substantially identical to shares issued by
another company.

For more information on wash sales, get
Publication 550.

How To Figure
Gains and Losses on
Schedule D

Separate your short-term gains and losses
from your long-term gains and losses on all

the mutual fund shares and other capital as-
sets you disposed of during the year. Then de-
termine your net short-term gain or loss and
your net long-term gain or loss.

Net short-term capital gain or loss. Net
short-term capital gain or loss is determined
by adding the gains and losses separately in
columns (f) and (g) of Part I, Schedule D (Form
1040), Capital Gains and Losses. Enter the
totals on line 7, for both columns, and subtract
the smaller total from the larger one. This is
the net short-term capital gain or loss. Enter
this amount on line 8 of Part I.

Net long-term capital gain or loss. Net long-
term capital gain or loss is determined by ad-
ding the gains and losses separately in col-
umns (f) and (g) of Part I, Schedule D (Form
1040). Enter the totals on line 16 for both col-
umns, and subtract the smaller total from the
larger one. This is the net long-term capital
gain or loss. Enter this amount on line 17 of
Partll.

In figuring the long-term capital gain, you
should include on line 14 of Part Il, Schedule D
(Form 1040), capital gain distributions re-
ceived from mutual funds during the year, un-
less you are not required to report any other
capital gains or losses. If you do not need
Schedule D for other capital transactions,
enter your capital gain distributions on line 13
of Form 1040.

Total Net Capital Gain or Loss

The total net capital gain or loss is determined
by combining the net short-term capital gain or
loss on line 8 with the net long-term capital
gain or loss on line 17. Enter the result on line
18 of Part Ill, Schedule D (Form 1040).

Net capital gain. If line 18 of Part Ill, Sched-
ule D (Form 1040) shows a gain, enter the
amount on line 13 of Form 1040.

The highest tax rate on taxable in-
@ come for individuals is 39.6%. How-
ever, the maximum tax rate on net

capital gain income is 28%. If you have a long-
term capital gain on line 17, and a net gain on
line 18 of Schedule D, you may need to com-
plete the Capital Gains Tax Worksheet in the
Form 1040 instructions to figure your tax.

Complete this worksheet only if your taxa-
ble income (line 37, Form 1040) is more than
the amount shown below for your filing status.

Filing Status Amount
Single $ 58,150
Married filing jointly 96,900
Qualifying widow(er) with dependent child 96,900
Married filing separately 48,450
Head of household 83,050

Net capital loss. If you have a net capital
loss, your allowable capital loss deduction is
the smaller of:

1) $3,000 ($1,500 if you are married and fil-
ing a separate return), or



2) Your net capital loss, as shown on line 18
of Schedule D.

Enter your allowable loss on line 13 of Form
1040.

Example 1. Bob and Gloria sold all of their
shares in a mutual fund. The sale resulted in a
capital loss of $7,000. They had no other sales
of capital assets during the year. On their joint
return, they can deduct $3,000, which is the
smaller of their loss or the net capital loss limit.

If Bob and Gloria’s capital loss had been
$2,000, their capital loss deduction would
have been $2,000, because it is less than the
$3,000 limit.

Example 2. Margaret has capital gains and
losses for the year as follows:

Short-term  Long-term

GaiNs ...ooovviiiiin $ 700 $ 400
LOSSES ..iiiiiiiiiiiii (800) (2,000)

Margaret’s deductible capital loss is
$1,700, which she figures as follows:

Short-term capital losses ...... ($ 800)
Subtract short-term capital
QaAINS . 700
Net short-term capital loss .... ($ 100)
Long-term capital losses ...... ($2,000)
Subtract long-term capital
(o U N 400
Net long-term capital loss ..... ($L,600)
Deductible capital loss ($1,700)

Example 3. Mary and Les file a joint return.
They have a net long-term capital loss of
$5,600 and a net short-term capital gain of
$450. Their net capital loss is $5,150
($5,600— $450). Because their net capital loss
exceeds $3,000, the amount they can deduct
for the year is limited to $3,000.

Capital loss carryovers. If your net capital
losses are more than your allowable net capi-
tal loss deduction, you may carry over the ex-
cess to later years until it is completely used
up. To determine your capital loss carryover,
subtract from your capital loss 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 by your deduction for personal
exemptions.

If your deductions exceed your gross in-
come, you start the computation with a nega-
tive number.

When carried over, the loss will keep its
original character as long-term or short-term.
Therefore, a long-term capital loss carried
over from a previous year will offset long-term
gains of the current year before it offsets
short-term gains of the current year.

Use the Capital Loss Carryover Worksheet
in the Schedule D instructions to figure your
capital loss carryover.

Separate returns. Capital loss carryovers
from separate reurns are combined if you now
file a joint return. However, if you once filed

jointly and are now filing separately, a capital
loss carryover from the joint returun can be de-
ducted only on the separate return of the
spouse who actually had the loss.

For more information on figuring capital
loss carryovers, get Publication 550.

Investment Expenses

You can generally deduct the expenses of pro-
ducing taxable investment income. These in-
clude expenses for investment counseling and
advice, legal and accounting fees, and invest-
ment newsletters. These expenses are de-
ductible as miscellaneous itemized deduc-
tions to the extent that they exceed 2% of your
adjusted gross income. See Chapter 3 in Pub-
lication 550 for more information.

Interest paid on money to buy or carry in-
vestment property is also deductible. See
Limit on Investment Interest Expense, later.

Publicly offered mutual funds. Generally,
mutual funds are publicly offered funds. Ex-
penses of publicly offered mutual funds are
not treated as miscellaneous itemized deduc-
tions. This is because these mutual funds re-
port only the net amount of investment income
after your share of the investment expenses
has been deducted.

Nonpublicly offered mutual funds. If you
own shares in a nonpublicly offered mutual
fund during the year, you can deduct your
share of the investment expenses on your
Schedule A (Form 1040) as a miscellaneous
itemized deduction to the extent your miscella-
neous deductions exceed 2% of your adjusted
gross income. Your share of the expenses will
be shown in box 1e of Form 1099-DIV. A non-
publicly offered mutual fund is one that:

1) Is not continuously offered pursuant to a
public offering,

2) Is not regularly traded on an established
securities market, and

3) Is not held by at least 500 persons at all
times during the tax year.

Contact your mutual fund if you are not
sure whether it is nonpublicly offered.

Expenses allocable to exempt-interest div-
idends. You cannot deduct expenses that are
for the collection or production of exempt-in-
terest dividends. Expenses must be allocated
if they were partly for both taxable and tax-ex-
empt income. One accepted method for allo-
cating expenses is to divide them in the same
proportion that your tax-exempt income from
the mutual fund is to your total income from
the fund. To do this, you must first divide your
tax-exempt income by your total income. Then
multiply the result by your expenses to find the
part of the expenses that relates to the tax-ex-
empt income. You cannot deduct this part.

Example. William received $600 in divi-
dends from his mutual fund—exempt-interest
dividends of $480 and taxable dividends of

$120. In earning this income, he had a $50 ex-
pense for a newsletter on mutual funds. Wil-
liam divides the exempt-interest dividends by
the total dividends to figure the part of the ex-
pense that is not deductible ($480 + $600 =
.80). Therefore, 80% of William’s expense is
for exempt-interest income. He cannot deduct
$40 (80% of $50) of the expense. William may
claim the balance of the expense, $10, as a
miscellaneous deduction subject to the 2% of
adjusted gross income limit. That is the part of
the expense allocable to the taxable
dividends.

Limit on Investment

Interest Expense

The amount you can deduct as investment in-
terest expense may be limited in two different
ways. First, you may not deduct the interest on
money you borrow to buy or carry shares in a
mutual fund that distributes only exempt-inter-
est dividends. If the fund also distributes taxa-
ble dividends, you must allocate the interest
between the taxable and nontaxable income.
Allocate the interest using the method of allo-
cation explained under Expenses allocable to
exempt-interest dividends.

Second, investment interest is limited by
the amount of investment income. This is ex-
plained in the following discussions.

Limit on deduction. Your deduction for in-
vestment interest expense is limited to the
amount of your net investment income only.
There is no current deduction for excess in-
vestment interest expense. However, see Car-
ryover, later.

Net investment income, for these purposes,
is figured by subtracting from your investment
income:

1) Investment expenses other than interest,
and

2) Any allowed passive activity losses other
than rental real estate activity.

Investment income generally includes gross
income derived from property held for invest-
ment (such as interest, dividends, annuities,
and royalties). It generally does not include net
capital gain derived from disposing of invest-
ment property or capital gain distributions from
mutual fund shares. However, you can choose
to include part or all of your net capital gain in
investment income. For information on this
choice, see Chapter 3 of Publication 550.

Investment expenses include all income-
producing expenses relating to the investment
property, other than interest expense, that are
allowable deductions after subtracting 2% of
adjusted gross income. In computing the
amount of expenses that exceeds the 2%
limit, miscellaneous expenses that are not in-
vestment expenses are disallowed before any
investment expenses are disallowed.

For information on the 2% limit, get Publi-
cation 529, Miscellaneous Deductions. For
more information on passive activity losses,
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get Publication 925, Passive Activity and At-
Risk Rules.

Example. Jane, a single taxpayer, has in-
vestment income for the year of $12,000.
Jane’s investment expenses (other than inter-
est expense) directly connected with the pro-
duction of income were $980 after subtracting
the 2% limit on miscellaneous itemized deduc-
tions. Jane incurred $12,500 of investment in-
terest expense during the year. She had no
passive activity losses. Jane figures net in-
vestment income and the limits on her invest-
ment interest expense deduction as follows:

Total investment income .................. $12,000
Subtract:  Investment expenses
(other than interest) ........... 980
Net investmentincome .................... $11,020
Subtract: Investment interest expense 12,500
Excess interest expense not allowed for
theyear ..o $ 1,480

For the year, Jane’s investment interest
expense deduction is limited to $11,020 (her
net investment income). The disallowed inter-
est expense of $1,480 can be carried forward
to the following year as explained next under
Carryover.
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Carryover. You can carry forward to the
next tax year the investment interest that you
cannot deduct because of the limit. You can
deduct the interest carried forward to the ex-
tent that your net investment income exceeds
your investment interest in that later year.

Form 4952. Use Form 4952, Investment In-
terest Expense Deduction, to figure your in-
vestment interest expense deduction. For
more information about investment interest
expense, get Publication 550.

How To Get More
Information

.
N -

You can get help from the IRS in several ways.

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 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
income tax package for details. If space per-
mitted, 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.



Comprehensive
Example

James and Mary Jones, a married couple, file
a joint return for calendar year 1996, and de-
cide not to itemize their deductions. During the
year, James received gross wages of $49,250
and had $5,120 Federal income tax withheld.
He also paid $1,200 in estimated tax.

James and Mary received $2,425 in inter-
est income from their joint savings account.

They are joint shareholders in Green Pub-
lishing Company and received $250 in ordi-
nary dividends.

They also are joint shareholders in Mutual
Fund A. They purchased 50 shares for $1,000
on January 6, 1996. James and Mary re-
quested that the fund reinvest all of their distri-
butions which amounted to $200 in 1996. After
the close of the year the fund sent them Form
1099-DIV, shown later.

James and Mary were joint owners of 200
shares of Mutual Fund X, which they sold on
January 6, 1996. These shares were pur-
chased in 1981. They did not reinvest any of
their distributions. Mutual Fund X sent them
Form 1099-B, shown later.

Form 1040. James and Mary fill in the re-
quested information at the top of Form 1040,
including Filing Status and Exemptions. (See
illustration.) On line 7, they enter James’ sal-
ary of $49,250. Since they have more than
$400 of interest and dividend income, they
must fill out all of Schedule B (Form 1040).
They must also complete Schedule D to report
their capital gains.

Schedule B (Form 1040). On line 1, Part |,
they enter their bank’s name and the interest
received of $2,425. They also complete lines 2
and 4 of Schedule B and enter the $2,425 on
line 8a of Form 1040. On line 5, Part Il of

Schedule B (Form 1040), James and Mary list
their $250 ordinary dividends from Green Pub-
lishing Company and their $200 gross distribu-
tions from Mutual Fund A (from box 1a, Form
1099-DIV). They enter the total of $450 on line
6, Schedule B.

On line 7, they enter the $25 listed in box
1c of Form 1099-DIV as Capital gain distribu-
tions. On line 8, they enter $6.00 ($5.60
rounded) from box 1d of Form 1099-DIV as
Nontaxable distributions. They add lines 7 and
8 and enter the total on line 9. They subtract
line 9 from line 6 and enter the result on line
10. This amount is their ordinary (taxable) divi-
dends. They enter it on line 9, Form 1040.

Schedule D (Form 1040). James and Mary
report the sale of their shares in Mutual Fund X
in Part Il of Schedule D. They purchased 200
shares on July 10, 1981, for $10 a share. In
1982, 1985, and 1991, they received return of
capital distributions that reduced the basis in
the shares. See their Mutual Fund Record,
shown later. Their adjusted basis is $9.89 a
share for a total of $1,978. They enter this
amount on line 9, column (e). They sold the
shares on January 6, 1996, for $16.14 a share,
a total of $3,228. They enter this amount on
line 9, column (d). Their long-term capital gain
is $1,250, which they show in column (g).

On line 14, Part Il, they enter their capital
gain distribution of $25 ( line 7, Schedule B).

James and Mary add lines 9 and 14, col-
umn (g), and enter the net long-term capital
gain of $1,275 on lines 16 and 17. Since they
have no short-term capital transactions, they
enter the net gain on line 18, Part Ill, and on
line 13, Form 1040.

Completing Form 1040. James and Mary add
lines 7 through 21 and enter the total on line
22. Next, they figure their adjusted gross in-
come, taxable income, and tax liability.

Basis. During the calendar year, the return of
capital distribution from Mutual Fund A
changed the basis in the shares that James
and Mary held at that time. Therefore, they fig-
ure their current adjusted basis in their per-
sonal records. This figure will be needed when
they sell or exchange their shares.

The cost basis in Mutual Fund A shares
purchased by James and Mary at the begin-
ning of the year was $20 a share. They re-
quested that all distributions to which they
were entitled be reinvested in the fund. There-
fore, the fund used their total distributions of
$200 ($50 a quarter) to buy 8 additional shares
at $25 a share.

A return of capital of $5.60 (listed in box 1d
of Form 1099-DIV as Nontaxable distribu-
tions) received in November reduces their ba-
sis in the shares they owned at that time.

James and Mary keep track of their invest-
ment in Mutual Fund A using the Mutual Fund
Record, illustrated later.
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Departmont of tha Trapsury—Intemal Revenue Sarvice

U.S. Individual Income Tax Return

§1040 1996 |

IRS Usa Cniy—Dc not wrie o 'Stapia n this space.

For the year Jan. 1-Dsc. 31, 1996, or other 1ax year beginring . 1996, ending .19 | DMB No. 1545-0074
Label /7 Your First nawne and initial Last name Y Your soclel securlty number
{Sen X A JOWNES 11306l ¥S6T
page 11} E If & joint ratum, spouse’s Nrat name and itial | Last neme Spouse'y social yecurity number
Usethetps | + LTI ARY B JONES 234 o0 SLT7§
labal N Homa address {mumber and street). If you have a P.O. box, sea page 1. Apt. no. I
. For heip firciing line
Otherwisa, : ATOL HMAPLE ROAD instructions, sse pages
g'rmp"“ E | Chy. %own or poat office. state. and ZIF code. If you have a forsign address, see paga 11, 2 and 3 in the booidet,
Prazidantial . HOMETOWN , VA rxS-31-1- J |¥es| No !‘ﬂlgf-‘hﬂcw
Elsction cnmpalpn’ Doyouwant $3 to goto this fund? . . . e e e e . mm "ma'mar
(Sea page 11.) if @ joint retum, does your spouse want $3 to go to thla fmd'? e e e . . foduce your refund.
1 Singla
Filing Stalus Marrled fiing Joint retum (even i anly one had income)
3 Mamied fing separate return. Enter spouse’s social sscurity 0. above and full name hora.
Check oy 4 Head of household {with qualifyirg person). (See instructions.) i the qualifying person is a child but not your
one box, depetdent, snter thia child’s name hare. b
] Qualifying widow(er} with dependent child (vear spouss disgt = 19 ). (Sea Instructions.)
. Ga E Yourself. i your parent {or someone glse) can claim you as a dependent on hia or hartax | Ne. o s
Exemptions retum, danot check box 6a . . . s e e e L. L) cedden 2
lnon 62 and 60 _ &
hESpouu........._......._... Mo, o your
spend ' (2] Dapendant™s sockad (3) Dependent’s tl] Na. ﬁf mnrlms
° ': e onts L SAcUrity number. If bom reationship to Iwed in your mm" on llne
(1) Firsl mame a5t name: In Dec. 1996, 308 inst. ¥ou homa i 1996 o Iived with you
: : oid warl live wilh
If more than six : : :ﬂ‘l:h:!;ﬂ
dependents, T T or saparation
366 mcet {san mstruchions)
instructions Dapondants on B2
for line &c. fiol ontered sheve _____
M nymisery
: anlered on r
d Total number of exemptions claimed . . , , . . . . . . . . . lines aheme >
7  Wages, salarles, tips, efc. Attach Form{s) W-2 . . . . . . . . . r ] ¥y 2850
Income 25
Ba Taxable interesi, Attach Scheduls B i over $400, T rY
ARtach b Tax-exempl interest. DO NOT include on fine Ba [ 85 | L
CopyBofyour B Dividend income. Attach Schedule B if aver $400 . . Yis
‘F"_';; :‘:":' 10  Tanable refunds, credits, or offsets of state and local income lam (ue rmruchonsj 10
“m.h here. 11 Alimony received | . - e e e e e 1
H vou did not 12  Business incoms or (l0ss). ‘Attach Schecule G or C-EZ e A ]
ge‘;,w_g_ 13 Capital gain or (lose). If raquired, attach Schedule® . , . . . . . . . . . |19 1,275
500 th". 14  Other gains or (losses), AtachForm 4787 , . . . . . . . . . . . . . 14
instructions 158 Total IRA distributions . . | 158 b Taxable amount (ses inst) | 15b
. 16a Total pensions and anrulties [ 16a b Taxabis amount (see inst) | 18
ﬂtd:;:cgu‘ d0 47 Rental raal astate, royalties, partnerships,  corporations, trusts, etc. Attach Schedule E | 17
payment, Also, 18 Famn income o floss), Attach Schedule F , . . . . . . . . . . . . . |18
please anclogs 19 Unemployment compensation ., ., . . . ., . . . + 3 .+ .« . 19
;::“”Lmv 20a Social sscurity benefits | 20a | || b Taxable amount zes inst) | 20b
instructions 21 Other income. List type and amount—seainsiructions __________ ...
T S S | 21
22 Add the amounts in the far right column for linea 7 through 21. This is your total Income b | 22 £3,349
23s Your IRA deduction (see instructions) . . . . ., . |23a
Adjusted b Spouse’s RA deduction (see instuctions) , , , , , |23B
Gross 24 Moving sxpensas. Altach Form 3903 or 3003-F . . . 24
Income 28  One-hall of ssli-smployment tax. Attach Schecie SE , | 28
Wiine 31 is undey 29  Ssif-amplaysd hesith insurance daduction (see inst.) . | 28
$28.485 under 27  Keogh & seif-empioyed SEP plans. it SEP, check » [ | 27
$0.500 Fachid 29 Penalty on sady withdmwalofsavings . . . . . . | 28
did not (ive with . - ' 20
youl, 569 the 20 Alimony pald, Recipient’s SSN 2
nstructions for % Add lines 23a through 20, |, |, . T _
fine 54. 31__ Subtract line 30 from line 22. Thlshm_ngugmm PPN ) (]
For Privacy Aot and Paperwork Reduction Act Notios, ses page 7. Cat, No. 113208 Form 1040 (1998
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Form 1040 {1998) Page 2
Tax 32  Amount from line 31 (adjusted grass income) . a2 |
compu_ Gheck ¥: [ You were 65 or older, O Blind; D Spoun was 65 or oldar. D Blhd
tation Acd e number of boxes checksd above and antar the total hers | .3
b I you are marrled filing aeparately and your spouse itemizes deductions or
yOu wars a dual-status alien, see instructions and check here . .+ 3 O
Kemizod deductions from Schaduls A, line 28, OR
34 Enter | Stmandard deduction shown below for your filing status, But see the
the instructions if you chacked any box on line 33a or & or someons 34 o0
larger £an claim you as a depandant.
%ur_ ® Singla—$4,000 & Mavried filing jointly or Qualifying widow(er}—86,700
® Head cof household—$5,900 » Married filing sepa’atalr—ss asn Hie, T
35 Subtractkine34fromlined2 . . ., . . .o ]
If you want 38 I line 32 is $88,475 or lags, multiply $2,550 by the total number ul euetnptlons claimad on
the IRS 1o line 6d. If line 32 is over $86.475, see the worksheet in the inst. for the amount 1o enter 38 _E,Aq_
:E‘“r: .‘;";":e 37 Taxable income. Subtract line 35 from line 35. if ine 36 is more than kine 35, enter -0- | 41,569
instructions 38  Tax. See Instructions. Chack if tofal ncludes any tax from  a D Furm[s] 8814
for line 37, b ClFomagr2 , . . . . . . . . . .., P e 428
Credits 39 Gredit for child and dependent care expanses. Attach Form 2441 | 3@
40  Credit for the siderly or the disabled. Attach Schedule R, 40
41  Foreign tax credit. Attach Form 1116 T
42 Other. Check if trom » (1 Form 3800 b (] Form 8206 N
e[ Form 8801 d 1 Form {specify)
43  Add lines 39 through 42 . . . N i
44  Subtract line 43 from line 38. lfllnedal.smorahanhnaaa entar-ﬁ- e K ﬁ'_l{_;_g_
Other 45 Self-employmenttax Attach ScheduWla 3E . . . . . . . . . . A5
Taxes 46  Alternative minimum tax. Atlach Form 6251  , , . . 48
47  Socwal security and Medicara tax an tip income net reportad to employer A:tach Forrn 4137 a7
48 Tax on quakfied relirement plans, including IRAs. I required, attach Fom 5329, , , , | 48
40  Advance eamed incoma credit payments from Formig)W-2 . . . . . 19
50 Housshold employment taxes. Attach Schedule H, . . . |IL5a _
51  Add bnes 44 thwough 50. This is your totad tax, . . . . . T N g,gzg
Payments 52 Federsl income tax withhed from Fomme W-2 and 1098 . . [ 52| €£,120
53 1996 astimaled tax payments and amount applied from 1985 retum , { 53 1,200
54 Eamed income credit, Attach Schadule EIC if you have a qualifying
child. Nonlaxable samsd incoma: amount
Attach AN YR B L olieeieiie e e e eneee 54
Forms W-2, 58  Amount paid with Form 4888 lrequest for extension) . | 55
W20.21d 58 Excess social security and RRTA tax withheld (ses inst.] , 58
the front. §7  Other payments. Check if from & L] Form 2438 b ] Fom 41236 | 57
58  Add lines 52 through 57. Thess arayourtotalpayments ., . . . . . , . . PF
Refund 5@ !fline 58 s more than ine 53, subtract lina 51 from line 58, This is the amount you OVERPAID
Have it sant 60n Amoumtof ineSéyouwant REFUNDER TOYOU, , . . . , . . . . . . P
dractyio ", Routingrumber L L 1 | T T T 1T 1 1 ¢ Typs: ] Checking [J Savings
Socou: 200 o o Accountnumber L L 1L [ I T T T T TTTTTTTT]
8b, ¢, andd. g1 amqunt of Ene 53 you wart APPLIED TO YOUR 1847 ESTIMATED TAX » | &t | |
Amount IF line $1 is more than line 58, subtract kne 58 from line 51. This |s the AMOUNT YOU OWE.
You Ows For deteils on haow to pay and use Form 1040-V, see instructions , . . ., . . . P
83 Estinated tax penalty, Also includeonline 62 ., _ . { 63 | | e

N 3
Under penaltiea of pacury, | daclace that | have axamined This return and accompanying scheduiss and atateenents, and to the beat of my knowledge and

Sign balief, they are true, cormect, and complate. Declaration of praparer (other than taspayer) is based on oll nformetion of which prepamer has any knowlsdge.
Heare Your signature Dats Your cccupation
Keep a copy ’ HoL=QTF| MANAGER
of this retum - : - :
for your ’ Spouse's signature. i a jaint return, BOTH must aign. Data Spouse’s occupd.'non
records. W 4¥-5-97 e e
u’ _
Pald Proparars ’ Date Coack If Preporer’s Socid sacurty no
Preparer’ signature self-employed D H H
U po ¥ reoyed] 00 BN 5
I
se Only ackinugs ZP code

@ Printad on recycisd paper
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Schacdulas ASB (Form 1040) 1996

OME No. 1545-0074  Page 2

Namwla) shown on Form 1040. Do net enter name and sacil sscurty numibar if shown on other sice. Your social securtty mumber
WNAMESDS A JOWES  gad MARY @ JoneES 123 00ivsLT
Schedule B—Interest and Dividend Income Sequancs No. 08
Part | Note: if vou had over $400 in taxabie intevest incame, you must alse complate Part fil.
Intereat 1 List name of payer. If any interest Is from a seller-financed morigage and the Amount
Income buyer used the property as a personal residence, see page B-1 and list thig
{See page B-1) interest first Also, show that buyer's social security number and address b
FIRST NATIONAL GANK._OF. B omETOWN. ... X1
Note: # you ..................................................................................
wod @ Form  TTTTTTTTTITeem e e e et ere s e e et an e
1099_'”1" Fu'l'l"l --------------------------------------------------------------------------------------------
B0, OF e aeam e es e ettt vm v oo
substitute 1
alatemant from  ToTTTTTeNeTetetedmemmeesmesmeeehi o oioiasrees e s s s e ae e
a ﬁ"-n' ............................................................................................
L
nameas as tha
BnC anter Tt e o s e
m 1m.l |nw --------------------------------------------------------------------------------------------
SHOWR ON HHAE i et m i an oo v e s e e ——a e haan ot em e mem rm en e e e mmm e
'm‘ -----------------------------------------------------------------------------------------
2 Add the amounts on lina 1 . I 2,428
3 Excludable interest on saries EE U.S. savings bonds Issuad after 1989 from Form
B815, line 14, You MUST attach Form 8815 to Form 1040 B I —
4 Subtract line 3 from lina 2. Enter the result here and on Form 1040, lina 8a b 4 T v i
Part 1l Mote: f you had aver $400 In gross dividends and/or other distributions on stock, you must @so complete Part iif,
Dividend § List name of payer. Include gross dividends and/or other distributiona on stock Amount
Income here. Any capital gain distributions and nontaxable distributions will be deducted
(See page B-1) onfines 7 and B B e mea e enae
........................ e
LGEEEn PYUALISHInG comPANY 250
L MAMTMAL EMRB B v ee e aera e e 260
ot B YO e e et nn e
recelved a Form
1099_nlv [« S e e R R R L L L L L ha L]
SUBSHIUIE e i e e e e m s am f e oo e e e nn 5
Sta‘u“m‘ fmm --------------------------------------------------------------------------------------------
a brokerags
ﬁm" Iist ﬂ.le --------------------------------------------------------------------------------------------
fIFM'S MAME B o inr s sas it oo s e e v AR A e e e o m m e e
8 By N e ieeerera—a—e e aee e eeee o eenmm e e ennm e aesamnn
onfeor the fofal  TTTTtTeeTTTTTITITTTeemeerrameieeseiiesnieiee e e e
QIVIIBNOE ~ =reeeeeememmmeeemsmeemmeeeeeeoessssesesbmssssssmssocesosessomacomescrrermsensassrasannson
SHOWN ONINAT i oo srv e st e st mm—n e e e meme e mraeaanene
fom --------------------------------------------------------------------------------------------
8 Add the amounts anline 5 . 8 Use
7 Capital gain distributions. Enter here and on Schadule D*. | 7 v ¥
B Nontaxabie distributions. (See the inst. for Form 1040, line 9) {8 _ A
® Addlnes7and8 . . . . . . . .. ... ... .. .... |9 31
10 Subtract line 9 from [ine &. Enter the result here and on Form 1040, line 8 . » |10 Vi
i you do not need Schedule D to report any other gains or losses, see the
instructions for Form 1040, line 13,
Part I You must compiste this part if you {a) had over $400 of Interest or dividends: {bj had a forelgn account: or
Foreign o) received a distribution from, or were a grantor of, of a transferor to, a foreign trust,
Accounts  41a Atany time during 1996, did you have an interest in or a signature or other authority over a financlal N
and account In a foreign country, such as a bank account, securities account, or other financial
Trusts account? Ses page B-1 for axceptions and filing requirsments for Form TD F 00-22.1 , .
(See b If "Yes,” enter the name of the forelgn country B ... ... . e nanas R
page B-1.) 12 During 1998, did you receive a distribution from, or weme you the grantor of, or ransferor 1o, a R
foreign trust? i “Yes "~ see B-2 for other forms may havetofile . . . . _ ., . .
For Paperwork Reduction Act Notice, sse Form 1040 instructions. @ Printed ot recycled paper Schedule B {Farm 1040) 1908
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. . OMB No. 1545-0074
SCHEDULE D Capital Gains and Losses
(Form 1040) 1]@96
b Attach to Form 1040, » Sea Instructions for Schedule D (Form 1040].
Dapartment of tha Traasury Attachmart
Intemat Aaverus Service > Use linea 20 and 22 for more space fo (st transactions for lines 1 and 6. Sequence No. 12
Name{a) shown an Form 1040 Yaur socinl Security mumber
O A Gw € MARY B Jone S i3 (oo WG
Short-Term Capital Gains and Losses—Asaets Held One Year or Less
{8} Description of M) Date {c) Date sokd ) Sabes price {e] Cost or 0 LOSS {z) GAIN
property (Example: red P basi H(e) i , i .
100 ah XVZ G0 [M:Eq:;y. yry | (Mo.day.yr) | {ses page -3} {soe ouge D7) sL"J*'r?.c":'?é? frewn fg'} "ssfgt::T?: from ({&)ﬂ
1 ' i :

2 Enter your short-term totals, if any, from
ine21. . . . . . . . . . .. [2 :
- Sk
8 Total short-term sales price amounts. 5x\\“\?:25
Add column (d) of ines1and2 . . . | 3 i \\\\\ 3
& Short-term gain from Forms 2119 and 6252, and short-term gain cr loas from
Forms 4684, 6781, and 8824 . . . . . . . . . . . .. .. . % ;
5 Net short-term gain or loss from partnerships, 5 corporations, astatas, and : i
truste from Schedule(s) K-1 O ;
§ Shor-term capital [oas carryover. Enter the amount, if any, from line B of your i ]
1995 Capita! Loss Carryover Worksheet . . . . . . . . . . . . |8 ; :
7 Addliines 1throughBincolumns(fand(@ . . . . . . . . . . . LT MK )

8 Net short-tarm capital gain or (loss). Combine columns {Hand (g ofline? . . . . .+ | 8
IMM Long-Term Capital Gains and Losses—Assats Held More Than One Year

% 2Zoo Shwral ! i
MUTVAL Buwd ¥ | 1-10=3¢] t-b-~%| 3, 22 ; 1,998 :

10 Enter your long-term totals, if any, from W§ NN
< P NHRR ;
11 ':':tal long-term sales price amounts, : ! &gé\\\\‘%@ 5 ﬁ\\\
Add column () of lines 9 and 10, . . | 11| 3, T8 && MMM :
12 Galn from Form 4797, long-term gain from Forms 2119, 2439, and 6252; i i
and long-term gain of loss from Forms 4684, 6781, and 8824 . . . ., . |12 ’

13 Net long-term gain or loss from partnerships, S corporations, estates, and
trusts from Schedule{s) K-1, , . . . . . e e e e

14 Capitalgaindistibutions . . . . . . . . . . . o . . .
15 Long-term capital loss carryover. Enter the amount, if any, from line 14 of
your 1995 Capital Loss Carryover Worksheet e e e

18 Add lines 9 through 15 In columms () and {g) .

17 Net long-term capital gain or (loes). Combine columns and g ofkine 16 . . . . . » |17 L, s
Summary of Parta | and Il

18 Combine fines 8 and 17. i a loss, go to line 19. if a galn, enter the gain on Farm 1040, line 13.
Note: if both lines 17 and 18 are gains, see the Capital Gain Tax Worksheet on page 23, ;
18 If line 18 is a loss, enteér hara and as a foss) on Form 1040, line 13, tha smuller of thase losses:
& The loss on line 18; or
b ($3,000) or, if marded fiing separately, $1,500) . . . . . . . . . . . .o ..,
Note; See the Capital Loss Carryover Workshest on page D-3 if the ioss on line 18 exceseds R
the joss on fine 19 or if Form 1040, line 35, is 8 loss.
For Papsrwork Reduction Act Notice, sees Form 1040 instructions. Cat. Na. 11338H
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Table 2. Mutual Fund Record

Acquired* Sold or redeemed
Number Cost Adjusted? Number
Mutual Fund Date of Per Adjustments to Basis Basis Per Date of
Shares Share Per Share Share Shares
12-31-82 12-31-85 | 12-31-91
MUTUAL FUND X 7-10-81 200 10.00 (.05) (.02) (.04) 9.89 1-6-96 200
12-29-96
MUTUAL FUND A 1-6-96 50 20.00 (-10)
12-29-96
3-25-96 2 25.00 (.10)
12-29-96
6-24-96 2 25.00 (.10)
12-29-96
9-23-96 2 25.00 (.10)
12-30-96 2 25.00

! Include shares received from reinvestment of dividends.
2 Cost plus or minus adjustments.
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[dvoip ] CORRECTED
PAYER'S rame, sireet ncdress, city, state, and Z1P code 1a Grosa dividends and cther | DMB No. 1345-0110
distributions on stack (Total
Mutual Fund A i‘ds 13&?’“ " ﬂggs Dividends and
2112 Main Street — -
New Yark, NY 02112 16 Ordlnary chidands Oistributions
$ 169,40 Form 1088-DIV
PAYER'S Federsl identification number | RECIPIENT'S Identification number | 10 Capital gain distributions | 2 Federal incoms tax withhald cow c
10-2345678 123-00-4567 $ 25.00 $ For Payer
RECIFIENT'S name 1d Nortsxable cistributions | 3 Foreign tax peid For Pa "
Janes A. Jones Reduction Act
Mary B. Jones $ 5.60 $ Notice and
Strest nocress (nchuding apt, noJ 1% investment expaness & Foreign county or LS. possacsion ingtructions for
3702 Maple Road $ completing this
Cty. state, and 21 code uidstion Distributions Inmm;m
Hometown, VA 22000 Uiquidation Forms 1080,
ASCOUM umber (aptional) 20 TINNot | & Cash & Noncash (Fair market valug) 1098, 5408,
D $ $ and W-2Q,
Form 1009-DIV Dapariment of the Traasury - Intamal Revenus Senvice
[Jvoio  []CORRECTED
PAYER'S name, atrest addmess, city, state, and ZIP code 1n Cate of anle OB No, 1545-0715 Pmmeds me
010696 Broker and
Mutual Fund X 1b GUSI No. ﬂ@gﬁ Barter Exchange
1015 Main Street ' Form 1066-B " Transactions
New YCII'."!, NY 02112 2 Stocks, bonds, etc. H?ﬂm }Dm" procaads
5 3 x 228 to IR§ @am procaedd leis commisslons and optlan premums
PAYER'S Fecral idontification number | RECIPIENT'S idemtification numbar | 3 Bartaring & Fadaral Incame tax withheld Copy C
10-3456789 123-00-4567 $ $ For Payer
RECIPIENT'S nams § Description
Janes A. Jones Mutual Fund X _ ';o;dzml-" A;tk
Mary B. Jones Regulated Futures Contracts Notice and
Strewt sddress {inchuding apt. ne.} 8 Profit or (loss) reslized in | 7 Unresliced profit or oas) on instructions for
3702 Maple Road 1999 open corbracte—12/31/85 completing this
City. stat, and ZIP code $ 5 lnstrucﬁf?:::'nt
Hametown, VA 22000 8 Unmalized profit or ﬂouﬁ]‘un 9 Agoregate grofit or (oaa) Forms 1099,
ACcouRt number (optional Znd TIN Not] ™" cantracts—12/31 1088, 5458,
O Is $ and W-2G.

Form 1068-B

Departmet of the Treasury - intermal Revenus Service
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