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Introduction

You are in the business of farming if you cul-
tivate, operate, or manage a farm for profit,
either as owner or tenant. A farm includes
stock, dairy, poultry, fish, fruit, and truck
farms. It also includes plantations, ranches,
ranges, and orchards.

This publication explains how the federal
tax laws apply to farming. Use this publication
as a guide to figure your taxes and complete
your farm tax return. If you need more infor-
mation on a subject, get the specific IRS tax
publication covering that subject. We refer to
many of these free publications throughout
this publication. See chapter 21 for informa-
tion on ordering these publications.



The explanations and examples in this
publication reflect the Internal Revenue Ser-
vice's interpretation of tax laws enacted by
Congress, Treasury regulations, and court
decisions. However, the information given
does not cover every situation and is not in-
tended to replace the law or change its
meaning. This publication covers subjects
on which a court may have made a decision
more favorable to taxpayers than the inter-
pretation of the Service. Until these differing
interpretations are resolved by higher court
decisions, or in some other way, this publi-
cation will continue to present the interpreta-
tion of the Service.

IRS Mission. Provide America's taxpayers
top quality service by helping them under-
stand and meet their tax responsibilities and
by applying the tax law with integrity and
fairness to all.

Comments and suggestions.  We welcome
your comments about this publication and
your suggestions for future editions.

You can e-mail us while visiting our web
site at www.irs.gov/help/email2.html

You can write to us at the following ad-
dress:

Internal Revenue Service
Technical Publications Branch
W:CAR:MP:FP:P

1111 Constitution Ave. NW
Washington, DC 20224

We respond to many letters by telephone.
Therefore, it would be helpful if you would
include your daytime phone number, includ-
ing the area code, in your correspondence.

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

Important Changes
for 2000

The following items highlight a number of
administrative and tax law changes for 2000.
They are discussed in more detail throughout
the publication. More information on these
and other changes can be found in Publica-
tion 553, Highlights of 2000 Tax Changes.

Depreciation limits on business cars. The
total section 179 deduction and depreciation
you can take on a car you use in your busi-
ness and first place in service in 2000 is
$3,060. Special rules apply to certain clean-
fuel vehicles. See chapter 8.

Earned income credit. The maximum
earned income credit has been increased for
2000. To claim the credit, you must have
earned income (including net earnings from
self-employment) and modified adjusted
gross income of less than $31,152 and meet
certain other requirements. For more infor-
mation, including what counts as earned in-
come, see Publication 596, Earned Income
Credit (EIC).

Farm income averaging. You may be able
to use a negative taxable income amount for
a base year when figuring your tax on
Schedule J (Form 1040). See chapter 4.
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Paid preparer authorization.  Beginning with
your return for 2000, you can check a box and
authorize the IRS to discuss your tax return
with the paid preparer who signed it. If you
check the “Yes” box in the signature area of
your return, the IRS can call your paid
preparer to answer any questions that may
arise during the processing of your return.
Also, you are authorizing your paid preparer
to perform certain actions. See your income
tax package for details.

Section 179 deduction.  For 2000, the total
cost you can elect to deduct under section
179 of the Internal Revenue Code is in-
creased to $20,000. See chapter 8.

Self-employed health insurance de-
duction.  The part of your self-employed
health insurance premiums you can deduct
as an adjustment to income is 60% for 2000.
See chapter 5.

Standard mileage rate. The standard mile-
age rate for the cost of operating your car,
van, pickup, or panel truck in 2000 is 32%
cents a mile for all business miles. See
chapter 5.

Tax rates and maximum net earnings for
self-employment tax. The maximum net
self-employment earnings subject to the so-
cial security part (12.4%) of the self-employ-
ment tax increased to $76,200 for 2000.
There is no maximum limit on earnings sub-
ject to the Medicare part (2.9%). See chapter
15.

Marginal production of oil and gas. The
suspension of the taxable income limit on
percentage depletion from the marginal pro-
duction of oil and natural gas that was
scheduled to expire for tax years beginning
after 1999 has been extended to tax years
beginning before 2002. For more information
on marginal production, see section 613A(c)
of the Internal Revenue Code.

Photographs of missing children. The
Internal Revenue Service is a proud partner
with the National Center for Missing and Ex-
ploited Children. Photographs of missing
children selected by the Center may appear
in this publication on pages that would other-
wise be blank. You can help bring these
children home by looking at the photographs
and calling 1-800-THE-LOST (1-800-843—
5678) if you recognize a child.

Important Changes
for 2001

The following items highlight a number of
administrative and tax law changes for 2001.
More information on these and other changes
can be found in Publication 553, Highlights
of 2000 Tax Changes.

Electronic deposits of taxes. ~ You must use
the Electronic Federal Tax Payment System
(EFTPS) to make electronic deposits of all
depository tax liabilities you incur after 2000
if you meet either of the following conditions.

* You had to make electronic deposits in
2000.

* You deposited more than $200,000 in
federal depository taxes in 1999.

If you do not meet these conditions, electronic
deposits are voluntary. See chapter 16.

Section 179 deduction.  For 2001, the total
cost you can elect to deduct under section
179 of the Internal Revenue Code is in-
creased to $24,000. See chapter 8.

Maximum net earnings for self-employ-
ment tax. The maximum net self-employ-
ment earnings subject to the social security
part of the self-employment tax for 2001 will
be published in Publications 533 and 553.
There is no maximum limit on earnings sub-
ject to the Medicare part.

Wage limits for social security and Medi-
care taxes. The maximum wages subject to
the social security tax for 2001 will be pub-
lished in Publication 51, Circular A, Agricul-
tural Employer's Tax Guide. There is no limit
on wages subject to the Medicare tax.

Important Reminders

The following reminders and other items may
help you file your tax return.

Principal agricultural activity codes. You
must enter on line B of Schedule F (Form
1040) a code that identifies your principal
agricultural activity. It is important to use the
correct code, since this information will iden-
tify market segments of the public for IRS
Taxpayer Education programs. The U.S.
Census Bureau also uses this information for
its economic census. See the list of Principal
Agricultural Activity Codes on page 2 of
Schedule F.

Business use of your home. You may be
able to deduct expenses for your home office
even if it is not where you perform your most
important business activities or spend most
of your business time. See chapter 5.

Child tax credit. You may be able to claim
a tax credit for each of your qualifying children
under the age of 17. The credit can be as
much as $500 for each qualifying child. See
your income tax package for details.

Estimated tax. ~When you figure your esti-
mated tax, you must include any alternative
minimum tax you expect to owe. See chapter
14 and Publication 505.

Averaging of farm income. Individual
farmers can choose to average all or part of
their taxable farm income. See chapter 4.

Voluntary withholding. You can request
income tax withholding from the following
payments on Form W-4V, Voluntary With-
holding Request.

1) Commodity Credit Corporation (CCC)
loans.

2) Certain crop disaster payments received
under the Agricultural Act of 1949 or title
II of the Disaster Assistance Act of 1988.

3) Social security benefits.
4) Unemployment compensation.

5) Certain other government payments.



See chapter 4 for information on CCC
loans and disaster relief payments.

Direct deposit of refund. If you are due a
refund on your tax return, you can have it
deposited directly into your account at a bank
or other financial institution. See your income
tax package for details.

Change of address. If you change your
home or business address, you should use
Form 8822, Change of Address, to notify the
IRS. Be sure to include your suite, room, or
other unit number.

Written tax questions.  You can send written
tax questions to the IRS. You should get an
answer in about 30 days. Call 1-800-829—
1040 if you need the address.

IRS e-file (electronic filing). You can file
your tax returns electronically using an IRS
e-file option. The benefits of IRS e-file include
faster refunds, increased accuracy, and ac-
knowledgment of IRS receipt of your return.
You can use one of the following IRS e-file
options.

1) Use an authorized IRS e-file provider.
2) Use a personal computer.

3) Use a telephone if you receive a Telefile
Tax Package.

4) Visit a VITA or TCE site.

5) Use an employer or financial institution.

For details on these fast filing methods, see
your income tax package.

Overdue tax bill.  If you receive a bill for
overdue taxes, do not ignore the tax bill. If you
owe the tax shown on the bill, you should
make arrangements to pay it. If you believe
it is incorrect, contact the IRS immediately to
suspend action until the mistake is corrected.
See Publication 594, The IRS Collection
Process, for more information.

Comments on IRS enforcement actions.
The Small Business and Agricultural Regula-
tory Enforcement Ombudsman and 10 Re-
gional Fairness Boards were established to
receive comments from small business about
federal agency enforcement actions. The
Ombudsman will annually evaluate the
enforcement activities and rate each agency's
responsiveness to small business. If you wish
to comment on the enforcement actions of the
IRS, call 1-888-734-3247.

Treasury Inspector General for Tax Ad-
ministration. If you want to confidentially
report misconduct, waste, fraud, or abuse by
an IRS employee, you can call 1-800-366—
4484 (1-800-877-8339 for TTY/TDD users).
You can remain anonymous.

Publication on employer identification
numbers (EIN). Publication 1635, Under-
standing Your EIN, provides general infor-
mation on employer identification numbers.
Topics include how to apply for an EIN and
how to complete Form SS—4.

Form W—4 for 2001. You should make new
Forms W-4 available to your employees and
encourage them to check their income tax

withholding for 2001. Those employees who
owed a large amount of tax or received a
large refund for 2000 may need to file a new
Form W-4. See chapter 16.

Earned income credit. You, as an em-
ployer, must notify employees who worked for
you and from whom you did not withhold in-
come tax about the earned income credit.
See chapter 16.

Form 1099-MISC. File Form 1099-MISC if
you pay at least $600 in rents, services, and
other income payments in your farming busi-
ness to an individual (for example, an ac-
countant, an attorney, or a veterinarian) who
is not your employee.

Children employed by parents.  Wages you
pay to your children age 18 and older for
services in your trade or business are subject
to social security and Medicare taxes. See
chapter 16.

Farmers and crew leaders must withhold
income tax. Farmers and crew leaders must
withhold federal income tax from farm work-
ers who are subject to social security and
Medicare taxes. See chapter 16.

Social security tests for seasonal farm
workers. If you pay seasonal farm workers
less than $150 in annual cash wages, the
wages are not subject to social security and
Medicare taxes, even if you pay $2,500 or
more to all your farm workers. The seasonal
farm worker must meet certain tests. See
chapter 16.

Medical savings accounts (MSAS). If you
are covered only under a high deductible
health plan, you may be able to participate in
an MSA program. You can deduct contribu-
tions to your MSA even if you do not itemize
your deductions. See Publication 969, Med-
ical Savings Accounts (MSAS).

Important Dates

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

Due dates for deposits of withheld income
taxes, social security taxes, and Medicare
taxes are not listed here. For these dates,
see Publication 509, Tax Calendars for 2001.

Fiscal year taxpayers. Generally, the due
dates listed apply, whether you use a calen-
dar or a fiscal year. However, if you have a
fiscal year, refer to Publication 509 for certain
exceptions that may apply to you.

2001 Calendar Year
During January

Farm employers. Give your employees their
copies of Form W-2 for 2000 as soon as
possible. The due date is January 31,
2001.

January 16

Farmers. Pay your estimated tax for 2000
using Form 1040-ES. You have until April
16 to file your 2000 income tax return
(Form 1040). If you do not pay your esti-
mated tax by January 16, you must file
your 2000 return and pay any tax due by
March 1, 2001.

January 31

Farm employers. Give your employees their
copies of Form W-2 for 2000.

Social security, Medicare, and withheld
income tax. File Form 943 to report so-
cial security and Medicare taxes and
withheld income tax for 2000. Deposit any
undeposited tax. (If the total is less than
$1,000 and not a shortfall, you can pay it
with the return.) If you deposited the tax
for the year in full and on time, you have
until February 12 to file the return. (Do not
report wages for nonagricultural services
on Form 943.)

All farm businesses.  Give annual informa-
tion statements to recipients of certain
payments you made during 2000. You can
use the appropriate version of Form 1099
or other information return. For more in-
formation, see Information Returns in
chapter 2.

Federal unemployment (FUTA) tax. File
Form 940 (or 940-EZ) for 2000. If your
undeposited tax is $100 or less, you can
either pay it with your return or deposit it.
If it is more than $100, you must deposit
it. However, if you deposited the tax for the
year in full and on time, you have until
February 12 to file the return. For more
information on FUTA tax, see chapter 16.

February 12

Social security, Medicare, and withheld
income tax. File Form 943 to report so-
cial security, Medicare, and withheld in-
come tax for 2000. This due date applies
only if you deposited the tax for the year
in full and on time.

Federal unemployment (FUTA) tax. File
Form 940 (or 940-EZ) for 2000. This due
date applies only if you deposited the tax
for the year in full and on time.

February 28

All farm businesses. File information re-
turns (Form 1099) for certain payments
you made during 2000. There are different
forms for different types of payments. Use
a separate Form 1096 to summarize and
transmit the forms for different types of
payments.

If you file Forms 1099 electronically
(not by magnetic media), your due date for
filing them with the IRS is extended to
April 2. The due date for giving the recipi-
ent these forms is still January 31.

Farm employers. File Form W-3, Transmit-
tal of Wage and Tax Statements, along
with Copy A of all the Forms W-2 you is-
sued for 2000.

If you file Forms W-2 electronically
(not by magnetic media), your due date for
filing them with the Social Security Ad-
ministration (SSA) is extended to April 2.
The due date for giving the recipient these
forms is still January 31.
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For more information, see Form W-2
under Information Returns in chapter 2.

March 1

Farmers. File your 2000 income tax return
(Form 1040) and pay any tax due. How-
ever, you have until April 16 to file if you
paid your 2000 estimated tax by January
16, 2001.

March 15

Corporations.  File a 2000 calendar year in-
come tax return (Form 1120 or 1120-A)
and pay any tax due. For more informa-
tion, see Paying and Filing Income Taxes
in Publication 542, Corporations.

April 2

Electronic filing of Forms 1099 and W-2.
File Forms 1099 with the IRS and Forms
W-2 with the SSA. This due date applies
only if you file electronically (not by mag-
netic media). Otherwise, the due date is
February 28.

The due date for giving the recipient
these forms is still January 31.

For information about filing Forms
1099 electronically, see Publication 1220,
Specifications for Filing Forms 1098,
1099, 5498, and W-2 Magnetically or
Electronically. For information about filing
Forms W-2 electronically with the Social
Security Administration, call 1-800-772—
6270.

April 16

Farmers. File an income tax return (Form
1040) for 2000 and pay any tax due if you
did not file by March 1.

Partnerships. File a 2000 calendar year re-
turn (Form 1065). For more information,
see Partnership Return (Form 1065) in
Publication 541, Partnerships.

April 30

Federal unemployment (FUTA) tax.  If you
are liable for FUTA tax, deposit the tax
owed through March, if more than $100.

July 31

Federal unemployment (FUTA) tax.  If you
are liable for FUTA tax, deposit the tax
owed through June. No deposit is neces-
sary if the liability for the quarter plus un-
deposited FUTA tax for the 1st quarter
does not exceed $100.

October 31

Federal unemployment (FUTA) tax.  If you
are liable for FUTA tax, deposit the tax
owed through September. No deposit is
necessary if the liability for the quarter
plus undeposited FUTA tax for previous
quarters does not exceed $100.
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1.

Importance of
Good Records

Introduction

A farmer, like other taxpayers, must keep
records to prepare an accurate income tax
return and determine the correct amount of
tax. This chapter explains why you must keep
records, what kinds of records you must keep,
and how long you must keep them for federal
tax purposes.

Tax records are not the only type of rec-
ords you need to keep for your farming busi-
ness. You should also keep records that
measure your farm's financial performance.
This publication only discusses tax records.

For information on financial
recordkeeping, you may want to get
a copy of Financial Guidelines For
Agricultural Producers. You can order it from
Countryside Marketing, Inc., by calling

1-630-637-0199 or you can write to:

Farm Financial Standards Council
PMB 316

1212 S. Naper Blvd., #119
Naperville, IL 60540

You can also download the publica-
tion at www.ffsc.org.

Topics

This chapter discusses:
* Why you should keep records
* What records to keep
* How long to keep records

Useful Items
You may want to see:

Publication

051 Circular A, Agricultural Employer's

Tax Guide

[J 463 Travel, Entertainment, Gift, and

Car Expenses

See chapter 21 for information about get-
ting publications.

Why Keep Records?

Everyone in business, including farmers,
must keep records. Good records will help
you do the following.

Monitor the progress of your farming

business. You need good records to monitor
the progress of your farming business. Rec-
ords can show whether your business is im-
proving, which items are selling, or what
changes you need to make. Good records

Importance of Good Records

can increase the likelihood of business suc-
cess.

Prepare your financial statements. You
need good records to prepare accurate fi-
nancial statements. These include income
(profit and loss) statements and balance
sheets. These statements can help you in
dealing with your bank or creditors.

Identify source of receipts.  You will receive
money or property from many sources. Your
records can identify the source of your re-
ceipts. You need this information to separate
farm from nonfarm receipts and taxable from
nontaxable income.

Keep track of deductible expenses. You
may forget expenses when you prepare your
tax return unless you record them when they
occur.

Prepare your tax returns.  You need good
records to prepare your tax return. These
records must support the income, expenses,
and credits you report. Generally, these are
the same records you use to monitor your
farming business and prepare your financial
statements.

Support items reported on tax returns.
You must keep your business records avail-
able at all times for inspection by the IRS. If
the IRS examines any of your tax returns, you
may be asked to explain the items reported.
A complete set of records will speed up the
examination.

Kinds of Records
To Keep

Except in a few cases, the law does not re-
quire any special kind of records. You may
choose any recordkeeping system suited to
your farming business that clearly shows your
income and expenses.

You should set up your recordkeeping
system using an accounting method that
clearly shows your income for your tax year.
See chapter 3. If you are in more than one
business, you should keep a complete and
separate set of records for each business.
A corporation should keep minutes of board
of directors' meetings.

Your recordkeeping system should include
a summary of your business transactions.
This summary is ordinarily made in account-
ing journals and ledgers. They must show
your gross income, as well as your de-
ductions and credits. In addition, you must
keep supporting documents. Purchases,
sales, payroll, and other transactions you
have in your business generate supporting
documents such as invoices and receipts.
These documents contain the information you
need to record in your journals and ledgers.

It is important to keep these documents
because they support the entries in your
journals and ledgers and on your tax return.
Keep them in an orderly fashion and in a safe
place. For instance, organize them by year
and type of income or expense.

Travel, transportation, entertainment, and
gift expenses.  Special recordkeeping rules
apply to these expenses. For more informa-
tion, see Publication 463.



Employment taxes. There are specific em-
ployment tax records you must keep. For a
list, see Publication 51 (Circular A).

Excise taxes. See How To Claim a Credit
or Refund in chapter 18 for the specific rec-
ords you must keep to verify your claim for
credit or refund of excise taxes on certain fu-
els.

Assets. Assets are the property, such as
machinery and equipment, you own and use
in your business. You must keep records to
verify certain information about your business
assets. You need records to figure your an-
nual depreciation deduction and the gain or
loss when you sell the assets. Your records
should show all the following.

* When and how you acquired the asset.

* Purchase price.

Cost of any improvements.

Section 179 deduction taken.

Deductions taken for depreciation.

Deductions taken for casualty losses,
such as losses resulting from fires or
storms.

* How you used the asset.

When and how you disposed of the asset.

Selling price.

* Expenses of sale.

The following are examples of records that
may show this information.

* Purchase and sales invoices.
* Real estate closing statements.

* Canceled checks.

Financial account statements as proof of
payment. If you do not have a canceled
check, you may be able to prove payment
with certain financial account statements
prepared by financial institutions. These in-
clude account statements prepared for the fi-
nancial institution by a third party. These ac-
count statements must be highly legible. The
following table lists acceptable account
statements.

THEN the statement

IF payment is by... must show the...

Check ¢ Check number
* Amount
* Payee's name

* Date the check
amount was posted
to the account by
the financial institu-
tion

Electronic funds transfer * Amount transferred
* Payee's name

* Date the transfer
was posted to the
account by the fi-
nancial institution

Credit card * Amount charged
* Payee's name
¢ Transaction date

Proof of payment of an amount alone
A does not establish you are entitled to
SEEN a tax deduction. You should also keep

other documents, such as credit card sales
slips and invoices.

How Long To Keep
Records

You must keep your records as long as they
may be needed for the administration of any
provision of the Internal Revenue Code.
Generally, this means you must keep records
that support an item of income or deduction
on a return until the period of limitations for
that return runs out.

The period of limitations is the period of
time in which you can amend your return to
claim a credit or refund or the IRS can assess
additional tax. The following table contains
the periods of limitations that apply to income
tax returns. Unless otherwise stated, the
years refer to the period beginning after the
return was filed. Returns filed before the due
date are treated as being filed on the due
date.

THEN the

IF you... period is...
1 Owe additional tax and

(2), (3), and (4) do not

apply to you 3 years
2 Do not report income

that you should and it is

more than 25% of the

gross income shown on

your return 6 years
3 File a fraudulent return No limit
4 Do not file a return No limit

5  File a claim for credit
or refund after you filed

Later of 3 years
or 2 years after

your return tax was paid.
6  File a claim for a loss
from worthless securities 7 years

Keep copies of your filed tax returns.
@ They help in preparing future tax re-

turns and making computations if you
later file an amended return.

Employment taxes. If you have employees,
you must keep all employment tax records for
at least 4 years after the date the tax be-
comes due or is paid, whichever is later.

Assets. Keep records relating to property
until the period of limitations expires for the
year in which you dispose of the property in
a taxable disposition. You must keep these
records to figure any depreciation, amorti-
zation, or depletion deduction and to figure
your basis for computing gain or loss when
you sell or otherwise dispose of the property.

Generally, if you receive property in a
nontaxable exchange, your basis in that
property is the same as the basis of the
property you gave up, increased by any
money you paid. You must keep the records
on the old property, as well as on the new
property, until the period of limitations expires
for the year in which you dispose of the new
property in a taxable disposition.

Chapter 2 Filing Requirements and Return Forms

Records for nontax purposes. When your
records are no longer needed for tax pur-
poses, do not discard them until you check to
see if you have to keep them longer for other
purposes. For example, your insurance com-
pany or creditors may require you to keep
them longer than the IRS does.

2.
Filing
Requirements

and Return
Forms

Important Reminders

Form 1099-MISC. File Form 1099-MISC if
you pay at least $600 in rents, services, and
other income payments in your farming busi-
ness to an individual (for example, an ac-
countant, an attorney, or a veterinarian) who
is not your employee.

Estimated tax. When you figure your esti-
mated tax, you must include any alternative
minimum tax you expect to owe. See chapter
14 and Publication 505.

Introduction

If you are a citizen or resident of the United
States, and your gross income for the tax year
is at least the amount shown for your status
under Filing Requirements, later, you must file
a 2000 federal income tax return. This is true
even if no tax is due. Gross income is ex-
plained later.

If you do not meet the gross income re-
quirement, you may still need to file a tax re-
turn if any of the following apply.

* You have self-employment income.

* You are entitled to certain credits.

* You are entitled to a complete refund of
tax withheld.

If you are a “qualified” farmer, you are
subject to the special rules covered in this
chapter for paying estimated tax and filing
your tax return. This chapter also includes
information about various forms and returns
you may need to file.

Topics
This chapter discusses:
* Filing requirements
* Taxpayer identification number
» Estimated tax and return due dates
* Main tax forms used by farmers
* Partnership return
* Corporation return
* S corporation return
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Figure 2-A. Estimated Tax for Farmers

Start Here:

No | Do you expect to owe
$1,000 or more after
subtracting your
withholding and credits?

¢ Yes

Was at least 667:% No

Yes of all your gross Follow the general
income in 1999 or » estimated tax rules.

2000 from farming?

Do you expect Do you expect No : : No | You must pay
your income tax your income tax Will you file our estimated
withholding and | No | withholding and your income Y
credits to be at > credits to be at > tax return and > tax (your
least 6675% of least 100% of pay the tax in re;ql#]reegt)agnual
the tax shown the tax shown full by \r])ar):uar 16y
on your 2000 on your 1999 March 1? Y 0
return? return?
Yes
Yes Yes
You do not have to
L ppf Py estimated tax. >
ful Item Head of household
\L(Josuemua J\[Neantsto see: under 65 ..ooooeiiiiiiiieeeeeeeeeis 9,250
Yy - 65 OF OIdEY .....ooooooooeoeoeeeee e 10,350
Qualifying widow(er) with
Publication dependent child
UNdEr 65 .....coerurieirieieieieieeeeeeie e 10,150
J 505 Tax Wlthholdlng and Estimated 65 OF OldET .oevveeeeeeeeeeeeeeeeeeeee e 11,000
Tax
. Dependent's return. If you can claim
L1541  Partnerships someone as a dependent on your tax return
[0 542  Corporations (for example, your son or daughter), that

person must generally also file his or her own

Form (and Instructions) tax return if any of the following apply.

* Your dependent had only earned income,
such as salary or wages, and the total
was more than $4,400.

We have not listed the various forms you
may have to file with the IRS because they
are discussed later in this chapter.

See chapter 21 for information about get- * Your dependent had only unearned in-
ting publications and forms. come, such as interest and dividends,

and the total was more than $700.

* Your dependent had both earned and
unearned income, and the total was more

Filing Requirements than $700.

Check the following table to determine
whether you must file a tax return, based on
your age at the end of your tax year, gross
income, and filing status.

Self-employed. You must file an income tax
return if you are self-employed and you had
net earnings of $400 or more from self-
employment, even if you do not otherwise
have to file a return. See chapter 15.

Who Must File
Fiing {/’\‘/Ca‘;me Certain credits.  You must also file a return
Status Is: At Least: if you received any advance earned income

- credit payments from your employer. In addi-
5'”9"2 tion, you should file a return if you are eligible
UNAEI B5 ..o $7,200 for the earned income credit or the additional

65 Or Older ......ocoovveeeiiiiee e 8,300 . .

Married, filing jointly child tax credit.
Both under 65 .......ccoovvvveeeeeeeeeeeinnnes 12,950
One spouse 65 or older 13,800 Refund. Even if you do not otherwise have
BOthl6'5 or Qlder ................................. 14,650 to file a return, you should file one to get a
Not living with spouse at end of year refund of any income tax withheld.
(or on date spouse died) ................... 2,800

Maﬂ,'i‘;{}";‘g;‘f?f?ff!{ ......................... 2,800 More information.  See the Form 1040 in-

structions for more information on who must
file a return for 2000.
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Taxpayer
Identification Number

You must enter your taxpayer identification
number (generally your social security or
employer identification number) on all returns,
statements, or documents you must file. For
example, you must enter it on your federal
income tax return, your estimated tax pay-
ment voucher, and all information returns,
such as Forms 1096 and 1099. You may be
subject to a penalty of $50 for each failure to
enter the number.

Schedule F. Enter your social security
number (SSN) in the space provided on the
first line of Schedule F. You need an em-
ployer identification number (EIN) if you have
a Keogh plan or must file an employment,
excise, estate, trust, partnership, or alcohol,
tobacco, and firearms tax return. Enter that
EIN on line D of Schedule F.

Other forms and schedules. On your indi-
vidual income tax return (Form 1040),
schedule of self-employment tax (Schedule
SE), and estimated tax payment voucher
(Form 1040-ES), you should enter your SSN,
regardless of which number you entered on
your business returns.

If you are married, enter the SSNs for you
and your spouse on your Form 1040, whether
you file jointly or separately. If you are filing
a joint return, list the SSNs in the same order
as the names are shown on your label. Also
enter both SSNs on your Form 1040-ES if
you make joint estimated tax payments. En-
ter them in the same order as they appear
on the joint return.

Applying for a social security

number. To apply for a social secu-

rity number (SSN), use Form SS-5.
You can get the form from any social security
office or by calling 1-800-772-1213. If you
are under 18 years of age, you must furnish
evidence of age, identity, and U.S. citizenship
(or lawful alien status) with your Form SS-5.
If you are 18 or older, you must appear in
person with this evidence at a social security
office. It usually takes about 2 weeks to get
an SSN.

Applying for an employer identifi-
cation number. To apply for an em-
ployer identification number, use

Form SS-4. See chapter 21 for information
about ordering this form.

Estimated Tax
Payment and Return
Due Dates

When you must pay estimated tax and file
your tax return depend on how much of your
gross income comes from farming. Gross
income is discussed next. If you receive at
least two-thirds of your total gross income
from farming in the current or prior year,



special estimated tax and return due dates
apply to you. See the discussion under Due
Dates for Qualified Farmers, later.

Figure 2—-A presents an overview of the
special estimated tax rules that apply to
farmers.

Gross income is not the same as total
A income shown on line 22 of Form
C,

e 1040.

Gross Income

Your gross income is all income you receive
in the form of money, goods, property, and
services that is not exempt from tax. On a
joint return, you must add your spouse's gross
income to your gross income. To decide
whether two-thirds of your gross income for
2000 was from farming, use as your gross
income the total of the following income (not
loss) amounts from your tax return.

* Wages, salaries, tips, etc.
* Taxable interest.

Ordinary dividends.

Taxable refunds of state and local taxes.
¢ Alimony received.

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

* Gross business receipts from Schedule
C-EZ (Form 1040), line 1.

Capital gains from Form 1040, line 13,

including gains from Schedule D (Form
1040). Losses cannot be netted against
gains.

* Gains on sales of business property from
Form 4797 and shown on Schedule D.

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

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

Gross royalty income from Schedule E
(Form 1040), line 4.

* Taxable net income from an estate or
trust, Schedule E (Form 1040), line 36.

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

* Gross farm rental income from Form
4835, line 7.

* Gross farm income from Schedule F
(Form 1040), line 11.

Your distributive share of gross income
from a partnership or limited liability
company treated as a partnership from
Schedule K-1 (Form 1065).

* Your pro rata share of gross income from
an S corporation from Schedule K-1
(Form 1120S).

Unemployment compensation as re-
ported on Form 1099-G.

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

Gross Income

From Farming
Gross income from farming includes the fol-
lowing.

* Gross farm income from Schedule F
(Form 1040), line 11.

¢ Gross farm rental income from Form
4835, line 7.

* Gross farm income from Schedule E
(Form 1040), Parts Il and Ill. See the
instructions for line 41.

* Gains from the sale of livestock used for
draft, breeding, sport, or dairy purposes
reported on Form 4797.

For more information about income from
farming, see chapter 4.

Wages you receive as a farm em-
A ployee are not farm income. This in-
ey cludes wages you receive from a farm
corporation even if you are a stockholder in
the corporation. Income you receive from
contract grain harvesting and hauling with
workers and machines that you furnish is also
not farm income.

Percentage From Farming

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

Example 1. James Smith had the follow-
ing total gross income and farm gross income
in 2000.

Gross Income
Total Farm

Taxable interest .........cccccevvenenne $43,000
Dividends ...........c...... 500
Rental income (Sch E) 1,500
Farm income (Sch F) 75,000 $75,000
Gain (Form 4797) ... . 5,000 __ 5,000
TOtAl v $125,000 $80,000

Schedule D showed gain from the sale of
dairy cows carried over from Form 4797
($5,000) in addition to a loss from the sale of
corporate stock ($2,000). However, that loss
is not netted against the gain to figure Mr.
Smith's total gross income or his gross farm
income. His gross farm income is 64% of his
total gross income ($80,000 + $125,000 =
.64). Therefore, based on his 2000 income,
he does not qualify to use the special esti-
mated tax payment and return due dates for
2000, discussed next. However, he does
qualify if at least two-thirds of his 1999 gross
income was from farming.

Example 2. Assume the same facts as
in Example 1 except that Mr. Smith also re-
ceived gross farm rental income (Form 4835)
of $15,000. This made his total gross income
$140,000 and his farm gross income $95,000.
He qualifies to use the special estimated tax
payment and return due dates, discussed
next, since 67.9% (at least two-thirds) of his
gross income is from farming ($95,000 +
$140,000 = .679).

Due Dates for

Qualified Farmers

If at least two-thirds of your gross income for
1999 or 2000 was from farming, you are a
qualified farmer and can choose either of the
following options for your 2000 tax.

1) Make your required annual payment,
discussed next, by January 16, 2001,
and file your Form 1040 by April 16,
2001.
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2) File your Form 1040 by March 1, 2001,
and pay all the tax due. You are not re-
quired to make the annual payment. If
you pay all the tax due, you will not be
penalized for failure to pay estimated
tax.

Required annual payment.  If at least two-
thirds of your gross income for 1999 or 2000
was from farming, the required annual pay-
ment due January 16, 2001, is the smaller
of the following amounts.

* 66%:% (.6667) of your total tax for 2000.

* 100% of the total tax shown on your 1999
return. (The return must cover all 12
months.)

2001 tax. If at least two-thirds of your
@ gross income for 2000 or 2001 is from

farming, for your 2001 tax you can
choose either of the following options.

1) Make your required annual payment by
January 15, 2002, and file your Form
1040 by April 15, 2002.

2) File your Form 1040 by March 1, 2002,
and pay all the tax due.

Fiscal year farmers. If you qualify to use
these special rules but your tax year does not
start on January 1, you can file your return
and pay the tax by the first day of the 3rd
month after the close of your tax year. Or you
can make your required annual payment
within 15 days after the end of your tax year.
Then file your return and pay any balance due
by the 15th day of the 4th month after the end
of your tax year.

Due Dates for

Nonqualified Farmers

If less than two-thirds of your gross income
for 1999 and 2000 was from farming, you
cannot use these special estimated tax pay-
ment and return due dates for your 2000 tax
year. Instead, you should have made quar-
terly estimated tax payments on April 17,
June 15, and September 15, 2000, and on
January 16, 2001. You must file your return
by April 16, 2001.

If less than two-thirds of your gross in-
come for 2000 and 2001 is from farming, you
cannot use these special estimated tax pay-
ment and return due dates for your 2001 tax
year. You generally must make quarterly es-
timated tax payments on April 16, June 15,
and September 17, 2001, and on January 15,
2002. You must file your return by April 15,
2002.

For more information on estimated taxes,
see Publication 505.

Estimated Tax
Penalty for 2000

If you did not pay all your required estimated
tax for 2000 by January 16, 2001, or file your
2000 return and pay the tax by March 1,
2001, you should have used Form 2210-F,
Underpayment of Estimated Tax by Farmers
and Fishermen, to determine if you owed a
penalty. If you owed a penalty but did not file
Form 2210-F with your return and pay the
penalty, you will get a notice from the IRS.
You should pay the penalty as instructed by
the notice.
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If you file your return by April 16 and pay
the bill within 21 calendar days (10 business
days if the bill is $100,000 or more) after the
notice date, the IRS will not charge you in-
terest on the penalty.

Do not ignore a penalty notice,
A even if you think it is in error. Oc-
(ZSEEN casionally, you may get a penalty no-
tice even though you filed your return on time,
attached Form 2210-F, and met the gross
income from farming test. If you receive a
penalty notice for underpaying estimated tax
that you think is in error, write to the address
on the notice and explain why you think the
notice is in error. Include a computation simi-
lar to the one in Example 1 (earlier), showing
that you met the gross income from farming
test.

Extension of Time To File
Form 1040

If you do not file your 2000 return by March
1, 2001, the due date for your return will be
April 16, 2001. However, you generally can
get an automatic 4-month extension of time
to file your return. Your Form 1040 would then
be due by August 15, 2001.

You can get this extension in either of the
following ways.

* File Form 4868, Application for Automatic
Extension of Time To File U.S. Individual
Income Tax Return, by April 16, 2001,
showing an accurate estimate of your
2000 tax liability. (The filing of Form 4868
does not extend the time to pay the tax.)

Call the IRS by April 16, 2001, and use
a credit card to pay part or all of your
estimate of income tax due.

For more information, see the instructions for
Form 4868.

This extension does not extend the
A March 1, 2001, filing date for qualified
ey farmers who did not make the re-
quired annual payment and want to avoid an
estimated tax penalty. Therefore, if you did
not make your required annual payment by
January 16, 2001, and you file your tax return
after March 1, 2001, you will be subject to a
penalty for underpaying your estimated tax,
even if you file Form 4868.

Forms You May Need
To File

When filing your income tax return, arrange
your forms and schedules in the correct order
using the sequence number located in the
upper right corner of each form. Attach all
other statements or attachments last, ar-
ranged in the same order as the forms or
schedules they support.

Farmers can use the following forms and
schedules. Some of them are illustrated in
chapter 20.

Form 1040. This form is the income tax re-
turn. List taxable income from all sources on
Form 1040, including profit or loss from
farming operations as figured on Schedule F
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(Form 1040).
also.

Schedule A, Itemized Deductions. List
nonbusiness itemized deductions on this
schedule.

Schedule B, Interest and Ordinary Divi-
dends. Report interest or dividend income of
more than $400 on this schedule.

Schedule C, Profit or Loss From Busi-
ness. List income and deductions and deter-
mine the net profit or loss from a nonfarm
business on this schedule.

Schedule C-EZ, Net Profit From Busi-
ness. Use this schedule in place of Schedule
C if nonfarm business expenses are $2,500
or less and other requirements are met.

Schedule D, Capital Gains and Losses.
Report gains and losses from sales of capital
assets on this schedule.

Schedule E, Supplemental Income and
Loss. Report income or losses from rents,
royalties, partnerships, estates, trusts, and S
corporations on this schedule.

Schedule F, Profit or Loss From Farming.
Use this schedule to list all farm income and
deductions and determine your net farm profit
or loss.

Schedule SE, Self-Employment Tax. Fig-
ure self-employment tax on this schedule.
See chapter 15.

Figure the tax on this form,

Form 2210. Figure any underpayment of
estimated tax and the penalty on Form 2210,
Underpayment of Estimated Tax by Individ-
uals, Estates, and Trusts.

Form 2210-F. Figure any underpayment of
estimated tax and the penalty on Form
2210-F, Underpayment of Estimated Tax by
Farmers and Fishermen, if you are a qualified
farmer.

Form 3468. Figure the investment credit on
Form 3468, Investment Credit. See chapter
9.

Form 3800. Figure the general business
credit on Form 3800, General Business
Credit. See chapter 9.

Form 4136. Figure the credit for federal ex-
cise tax on gasoline and special fuels on
Form 4136, Credit for Federal Tax Paid on
Fuels. See chapter 18.

Form 4255. Figure the increase in tax from
the recapture of investment credit on Form
4255, Recapture of Investment Credit. See
chapter 9.

Form 4562. Claim deductions for depreci-
ation and amortization and elect the section
179 deduction on Form 4562, Depreciation
and Amortization. See chapter 8.

Form 4684. Report gains and losses from
business and nonbusiness casualties and
thefts on Form 4684, Casualties and Thefts.
See chapter 13.

Form 4797. Report gains and losses from
the sale or exchange of business property
and from certain involuntary conversions on
Form 4797, Sales of Business Property. See
chapter 11.

Form 4835. Report farm rental income on
Form 4835, Farm Rental Income and Ex-
penses, if you received it as a share of crops
or livestock produced by a tenant and you, the
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landlord, did not materially participate in the
operation or management of the farm. See
chapter 4.

Form 6251. Figure the alternative minimum
tax on Form 6251, Alternative Minimum
Tax—Individuals. See chapter 14.

Form 8824. Report the exchange of busi-
ness or investment property for like-kind
property on Form 8824, Like-Kind Ex-
changes. If you have any taxable gain, you
must also file Schedule D (Form 1040) or
Form 4797. See chapter 10.

Other Forms

You may have to file the forms below in cer-
tain situations.

If the last day for filing your form falls
@ on a Saturday, Sunday, or legal holi-

day, your form will be on time if it is
filed on the next business day.

Form 940. If you paid wages subject to
FUTA tax during a calendar year, file Form
940, Employer's Annual Federal Unemploy-
ment (FUTA) Tax Return, by January 31 of
the following year. If all the tax due was de-
posited by January 31, you can file Form 940
as late as February 10. See chapter 16.
Form 940-EZ. Form 940-EZ is a simpli-
fied version of Form 940. See chapter 16.

Form 943. If you paid wages for farm labor
during a calendar year that were subject to
social security and Medicare taxes or income
tax withholding, file Form 943, Employer's
Annual Tax Return for Agricultural Employ-
ees, by January 31 of the following year. If
you deposited all the tax due by January 31,
you can file Form 943 as late as February 10.

Form 1040-ES. Figure and pay estimated tax
on Form 1040-ES, Estimated Tax for Indi-
viduals. See Estimated Tax Payment and
Return Due Dates, earlier.

Form 1065. A farm partnership files Form
1065, U.S. Return of Partnership Income, by
the 15th day of the 4th month following the
date the partnership tax year ended, as
shown at the top of Form 1065. For calendar
year partnerships, the due date is April 15.
See Partnership, later.

Form 1120. A corporation files Form 1120,
U.S. Corporation Income Tax Return, by the
15th day of the 3rd month following the date
the corporation tax year ended, as shown at
the top of Form 1120. For calendar year cor-
porations, the due date is March 15. See
Corporation, later.

Form 1120-A. Many small corporations
can use Form 1120-A, U.S. Corporation
Short-Form Income Tax Return, instead of
Form 1120.

Form 1120S. An S corporation files Form
1120S, U.S. Income Tax Return for an S
Corporation, by the 15th day of the 3rd month
following the date the S corporation tax year
ended, as shown at the top of Form 1120S.
For calendar year S corporations, the due
date is March 15. See S Corporation, later.

Form 2290. If you use certain vehicles on
public highways, such as a truck or truck
tractor, registered or required to be registered
in your name, file Form 2290, Heavy Highway



Vehicle Use Tax Return, for the following
purposes.

* To figure and pay the tax due on heavy
highway vehicles (taxable gross weight
55,000 pounds or more) used during the
period from July 1 to June 30.

* To claim an exemption from the tax when
the vehicle is expected to be used 5,000
miles or less (7,500 for agricultural vehi-
cles) during the period.

See the instructions for Form 2290.

Form 4868. Apply for an extension of time
to file your tax return on Form 4868, Applica-
tion for Automatic Extension of Time To File
U.S. Individual Income Tax Return. Filing this
form does not, however, extend the time to
pay any tax due.

Form 8109. Employment taxes not deposited
electronically are deposited with Form 8109,
Federal Tax Deposit Coupon. In general, in-
come tax withheld plus the employer and
employee's share of social security and
Medicare taxes that total $1,000 or more for
the year must be deposited. The IRS will send
you a coupon book for making deposits 5 to
6 weeks after you receive an employer iden-
tification number (EIN).

Under certain circumstances you
A must deposit taxes electronically.
C.

2NN See chapter 16.

Form 8822. Notify the IRS of a change in
your home or business address with Form
8822, Change of Address. Be sure to include
your suite, room, or other unit number.

Ordering forms.  See chapter 21 for infor-
mation about getting any of the forms listed
in this section.

Information Returns

These returns provide information the IRS
requires, other than taxes due. There are
many different information returns. This dis-
cussion, however, is limited to Form W-2,
Form 1099-INT, Form 1099-MISC, and Form
1096.

If the last day for filing your informa-
@ tion return falls on a Saturday, Sun-
day, or legal holiday, your form will

be on time if it is filed on the next business
day.

Form W-=2. If you are in a trade or business
such as farming and you employ paid work-
ers, prepare Form W-2, Wage and Tax
Statement, for each employee, including any
payment that was not in cash. You must
show, in the space marked Wages, tips, other
compensation, the total paid to the employee.
Give copies B, C, and 2 of Form W-2 to the
employee generally by the last day of Janu-
ary. Send Copy A of each Form W-2 to the
Social Security Administration with a com-
pleted Form W-3, Transmittal of Wage and
Tax Statements, by the last day of February.
See chapter 16.

Form 1099-INT. Report interest of $600 or
more paid during the calendar year in the
course of your farm business, including inter-
est on installment sale contracts, on Form
1099-INT, Interest Income.

Form 1099-MISC. If you make total pay-
ments of $600 or more during the calendar
year to another person, other than a corpo-
ration, in the course of your farm business,
you must file information returns to report
these  payments. Report  on Form
1099-MISC, Miscellaneous Income, pay-
ments of $600 or more made for custom
harvesting, crop spraying, services of a
veterinarian, rents, commissions, fees, prizes,
awards, and services provided by nonem-
ployees. Payments of $10 or more for royal-
ties are also reported on Form 1099-MISC.

Form 1099-MISC is also used to report to
the payee, and to the IRS, payments you
made that were subject to backup withholding
and the amounts you withheld, regardless of
the amount of the payment.

Report payments for compensation to
employees on Form W-2, not on Form
1099-MISC. See chapter 16.

Preparation of returns.  If you are required
to file Forms 1099-INT or Forms 1099-MISC,
you must prepare a separate form for each
payee. File one copy of each form with the
IRS by February 28 of the year following the
calendar year the payments were made. Give
the payee a statement (or copy of the form)
by January 31 of the following year. These
forms are read by machine and there are very
specific instructions for their preparation and
submission. See the Instructions for Forms
1099, 1098, 5498, and W-2G.

Form 1096. When sending copies to the
IRS, use a separate transmittal, Form 1096,
Annual Summary and Transmittal of U.S. In-
formation Returns, for each different type of
form.

Penalties. If you file information returns late,
without all information required to be on the
return, or with incorrect information, you may
be subject to a penalty. See the Instructions
for Forms 1099, 1098, 5498, and W-2G for
information on Form 1099 penalties.

Backup withholding. In certain cases, the
law requires you to withhold income tax at a
rate of 31% (backup withholding) on pay-
ments reportable on information returns, in-
cluding commissions, nonemployee compen-
sation, and other payments you make for
services in your farm business or other busi-
ness activities. The backup withholding rules
do not apply to wages, pensions, or annuities.

See the Instructions for Forms 1099,
1098, 5498, and W-2G for more information.

Partnership

A partnership is the relationship between two
or more persons who join to carry on a trade
or business, including farming. Each person
contributes money, property, labor, or skill,
and expects to share in the profits and losses.

For federal income tax purposes, the term
“partnership” includes a syndicate, group,
pool, joint venture, or similar organization
carrying on a trade or business and not clas-
sified as a trust, estate, or corporation.

Family partnership. Members of a family
can be partners. For instance, a husband and
wife or parents and children can conduct a
farming enterprise through a partnership. To
be recognized as a partnership for federal tax
purposes, a partner relationship must be es-
tablished and certain requirements must be

Chapter 2 Filing Requirements and Return Forms

met. For information on these requirements,
see Family Partnership in Publication 541.
Merely doing chores, helping with the harvest,
or keeping house and cooking for the family
and hired help does not establish a partner-
ship.

If a husband and wife are partners in a
farm operation or other business, they should
report their partnership income or loss on
Form 1065. See Form 1065, later.

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

Partner's distributive share.  Each partner's
distributive share of partnership income, gain,
loss, etc., must be included on that partner's
tax return, even if the items were not distrib-
uted.

Self-employment tax. Unless you are a
limited partner, your distributive share of in-
come from a partnership is self-employment
income. If you and your spouse are partners,
each should report his or her share of part-
nership income or loss on a separate Sched-
ule SE (Form 1040), Self-Employment Tax.
This will give each of you credit for social
security earnings on which retirement benefits
are based. The self-employment tax of a
member of a partnership engaged in farming
is discussed in chapter 15.

Selling or exchanging a partnership.
When you create a partnership, you generally
do not recognize gain or loss on contributions
of money or property you make to the part-
nership. However, you generally recognize
gain or loss when you sell or exchange your
interest in the partnership.

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

Form 1065. Partnerships file a return on
Form 1065, U.S. Return of Partnership In-
come. This is an information return showing
the income and deductions of the partnership,
the name and address of each partner, and
each partner's distributive share of income,
gain, loss, deductions, credits, etc. No tax is
due on Form 1065.

Form 1065 is not required until the first tax
year the partnership has income or de-
ductions. In addition, it is not required for any
tax year a partnership has no income and
expenses.

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

Other schedules. Each partner's distrib-
utive share of partnership items, such as or-
dinary income or loss, capital gain or loss, net
earnings from self-employment, etc., is en-
tered on Schedule K-1 of Form 1065. Fill in
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all other schedules listed on Form 1065 that
apply to the partnership.

Filing penalty. A penalty is assessed
against a partnership that is required to file a
partnership return in the following situations.

* The return is not filed on time, including
extensions.

* The return does not show all the infor-
mation required.

The penalty is $50 times the total number
of partners for each month (or part of a
month) the return is late or incomplete, up to
5 months.

Exception to filing penalty. A partner-
ship does not have to pay the penalty if it can
show reasonable cause for failure to file a
return. A small farm partnership with 10 or
fewer partners is generally considered to
meet this requirement if the following infor-
mation can be shown.

* All partners have reported their entire
share of all partnership items on timely
filed income tax returns.

* All partners are individuals (other than
nonresident aliens), deceased partners'
estates, or C corporations.

* The partnership has not elected to be
subject to the rules for “consolidated audit
procedures.”

Consolidated audit procedures. In a
consolidated audit proceeding, the tax treat-
ment of any partnership item is generally de-
termined at the partnership level, rather than
at the individual partner's level. After the
proper tax treatment is determined at the
partnership level, the IRS can automatically
make related adjustments to the tax returns
of the partners, based on their share of the
adjusted items.

More information.  For more information on
partnerships, see Publication 541.

Limited Liability
Company (LLC)

An LLC is an entity formed under state law
by filing articles of organization as an LLC.
None of the members of an LLC are per-
sonally liable for its debts.

An LLC can be classified as either a part-
nership or a corporation for federal income
tax purposes. See Corporation, later, for the
rules you must use to determine whether an
LLC is treated as a corporation. If an LLC is
not treated as a corporation and has 2 or
more members, it is treated as a partnership.

Depending on its classification, an LLC
would file either Form 1065 or Form 1120.
However, if an LLC has a single owner, it
would be disregarded as an entity separate
from its owner, and the owner would file
Schedule C or C-EZ (Form 1040) or Sched-
ule F (Form 1040) to report business or farm
income and expenses.

If an LLC is treated as a partnership, see
Publication 541 for information on partner-
ships. If it is treated as a corporation, see
Publication 542 for information on corpo-
rations.
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Corporation

The rules you must use to determine whether
your business is taxed as a corporation
changed for businesses formed after 1996.
However, if your business was formed before
1997 and taxed as a corporation under the
old rules, it will generally continue to be taxed
as a corporation.

Businesses formed after 1996.  The follow-
ing businesses formed after 1996 are taxed
as corporations.

* A business formed under a federal or
state law that refers to it as a corporation,
body corporate, or body politic.

A business formed under a state law that
refers to it as a joint-stock company or
joint-stock association.

An insurance company.

Certain banks.

A business wholly owned by a state or
local government.

A business specifically required to be
taxed as a corporation by the Internal
Revenue Code (for example, certain
publicly traded partnerships).

Certain foreign businesses.

Any other business that elects to be taxed
as a corporation by filing Form 8832.

For more information, see the instructions for
Form 8832, Entity Classification Election.

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

If money is exchanged for stock, no gain
or loss is realized by the shareholder or cor-
poration. The stock received by the share-
holder has a basis equal to the money trans-
ferred to the corporation by the shareholder.

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

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

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

Form 1120 and Form 1120-A. Unless ex-
empt under section 501 of the Internal Reve-
nue Code, all domestic corporations (includ-
ing corporations in bankruptcy) must file an
income tax return whether or not they have
taxable income. A corporation must generally
file Form 1120 to report its income, gains,
losses, deductions, credits, and to figure its
income tax liability. However, a corporation
may file Form 1120-A if its gross receipts,
total income, and total assets are each under
$500,000 and it meets certain other require-
ments. For more information, see the in-
structions for Forms 1120 and 1120-A.
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More information.  For more information on
corporations, see Publication 542.

S Corporation

An S corporation is a qualifying corporation
that elects to have its income taxed to the
shareholders rather than to the corporation
itself, except as noted next under Taxes. Its
shareholders include in income their share of
the corporation's nonseparately stated in-
come or loss and separately stated items of
income, deduction, loss, and credit.

To make this election, a corporation, in
addition to other requirements, must not have
more than 75 shareholders. Each of its
shareholders must also consent to the
election.

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

1) A tax on the items listed below.
a) Excess net passive income.

b)  Certain capital gains or built-in
gains.

2) The tax from the recapture of a prior
year's investment credit.

3) LIFO recapture tax.

An S corporation may have to make
quarterly estimated tax payments for these
taxes.

Form 1120S. An S corporation files its return
on Form 1120S.

More information.  For more information on
S corporations, see the instructions for Form
1120S.

3.

Accounting
Periods and
Methods

Introduction

You must figure your taxable income and file
an income tax return for an annual accounting
period called a tax year. Also, you must
consistently use an accounting method that
clearly shows your income and expenses for
the tax year.

Topics
This chapter discusses:
* Calendar tax year
* Fiscal tax year
* Cash method of accounting
* Accrual method of accounting



Useful ltems
You may want to see:

Publication

[0 538 Accounting Periods and Methods

Form (and Instructions)

[0 1128 Application To Adopt, Change, or
Retain a Tax Year

[0 3115 Application for Change in Ac-
counting Method

See chapter 21 for information about get-
ting publications and forms.

Accounting Periods

When preparing a statement of income and
expenses (generally your farm income tax
return), you must use your books and records
for a specific interval of time called an ac-
counting period. The annual accounting pe-
riod for your tax return is called a tax year.
You can generally use one of the following tax
years.

* A calendar tax year.
* A fiscal tax year.

However, special restrictions apply to part-
nerships, S corporations, and personal ser-
vice corporations. See Publication 538.

You adopt a tax year when you file your
first income tax return. You must adopt your
first tax year by the due date (not including
extensions) for filing a return for that year.

Calendar tax year. A calendar tax year is
12 consecutive months beginning January 1
and ending December 31.

You must adopt the calendar tax year if
any of the following apply.

* You do not keep adequate records.
* You have no annual accounting period.

* Your present tax year does not qualify
as a fiscal year.

If you filed your first income tax return
using the calendar tax year and you later be-
gin business as a farmer, you must continue
to use the calendar tax year unless you get
IRS approval to change it. See Change in tax
year, later.

If you adopt the calendar tax year, you
must maintain your books and records and
report your income and expenses for the pe-
riod from January 1 through December 31 of
each year.

Fiscal tax year. A fiscal tax year is 12 con-
secutive months ending on the last day of any
month except December. A 52-53 week tax
year is a fiscal tax year that varies from 52 to
53 weeks.

If you adopt a fiscal tax year, you must
maintain your books and records and report
your income and expenses using the same
tax year.

For more information on a fiscal tax year,
including a 52-53 week tax year, see Publi-
cation 538.

Change in tax year. Once you have chosen
your tax year, you must, with certain ex-
ceptions, get IRS approval to change it. To

get approval, you must file Form 1128. You
may have to pay a fee. For more information,
see the form instructions.

Accounting Methods

An accounting method is a set of rules used
to determine when and how income and ex-
penses are reported. Your accounting method
includes not only the overall method of ac-
counting you use, but also the accounting
treatment you use for any material item.

You choose an accounting method for
your farm business when you file your first
income tax return that includes a Schedule
F. However, you cannot use the crop method
for any tax return, including your first tax re-
turn, unless you get IRS approval. The crop
method is discussed under Special Methods
of Accounting, later. Getting IRS approval to
change an accounting method is discussed
later under Change in Accounting Method.

Kinds of methods.  Generally, you can use
any of the following accounting methods.

* Cash method.
* An accrual method.

» Special methods of accounting for certain
items of income and expenses.

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

However, certain farm corporations and part-
nerships, and all tax shelters, must use an
accrual method of accounting. See Accrual
method required, later.

Business and personal items. You can
account for business and personal items un-
der different accounting methods. For exam-
ple, you can figure your business income un-
der an accrual method, even if you use the
cash method to figure personal items.

Two or more businesses.  If you have two
or more separate and distinct trades or busi-
nesses, you can use a different accounting
method for each if the method clearly reflects
the income of each business. They are sep-
arate and distinct only if you maintain com-
plete and separable books and records for
each business.

Accrual method required. The following
businesses engaged in farming must use an
accrual method of accounting.

1) A corporation (other than a family cor-
poration) that had gross receipts of more
than $1,000,000 for any tax year begin-
ning after 1975.

2) A family corporation that had gross re-
ceipts of more than $25,000,000 for any
tax year beginning after 1985.

3) A farming partnership with a corporation
as a partner.

4) Any tax shelter.

For this purpose, an S corporation is not
treated as a corporation. Also, items (1), (2),
and (3) do not apply to a business engaged
in operating a nursery or sod farm or in raising
or harvesting trees (other than fruit and nut
trees).
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Family corporation. A family corporation
is generally a corporation that meets one of
the following ownership requirements.

1) Members of the same family own at least
50% of the total combined voting power
of all classes of stock entitled to vote and
at least 50% of the total shares of all
other classes of stock of the corporation.

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

3) Members of three families owned, di-
rectly or indirectly, on October 4, 1976,
and since then, at least 50% of the total
combined voting power of all classes of
stock entitled to vote and at least 50%
of the total shares of all other classes of
stock of the corporation.

For more information on family corporations,
see section 447 of the Internal Revenue
Code.

Tax shelter. A tax shelter is a partner-
ship, noncorporate enterprise, or S corpo-
ration that meets either of the following tests.

1) Its principal purpose is the avoidance or
evasion of federal income tax.

2) ltis a farming syndicate. A farming syn-
dicate is an entity that meets either of the
following tests.

a) Interests in the activity have ever
been offered for sale in any offering
required to be registered with any
federal or state agency with the
authority to regulate the offering of
securities for sale, or

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

i) A “limited partner” is one
whose personal liability for
partnership debts is limited to
the money or other property
the partner contributed or is
required to contribute to the
partnership.

ii) A “limited entrepreneur” is a
person who has an interest in
an enterprise other than as a
limited partner and does not
actively participate in the
management of the enterprise.

Cash Method

Most farmers use the cash method because
they find it easier to keep cash method rec-
ords. However, certain farm corporations and
partnerships and all tax shelters must use an
accrual method of accounting. See Accrual
method required, earlier.

Income

Under the cash method, you include in your
gross income all items of income you actually
or constructively receive during your tax year.
If you receive property or services, you must
include their fair market value in income. See
chapter 4 for information on how to report
farm income on your income tax return.
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Constructive receipt. You generally have
constructive receipt of income when an
amount is credited to your account or made
available to you without restriction. You do
not need to have possession of it. If you au-
thorize someone to be your agent and receive
income for you, you are treated as having
received it when your agent received it.

Example. Interest is credited to your ac-
count at a grain elevator in December 2000.
You do not withdraw it until 2001. You must
include it in your gross income for 2000.

Production flexibility contract pay-
ments. If you receive production flexibility
payments under the Federal Agriculture Im-
provement and Reform Act of 1996, you are
not considered to constructively receive a
payment merely because you have the option
to receive it in the year before it is required
to be paid. You disregard that option in de-
termining when to include the payment in your
income. This rule applies to any farm pro-
duction flexibility payment made under the
1996 Act as in effect on December 17, 1999.

Delaying receipt of income. You cannot
hold checks or postpone taking possession
of similar property from one tax year to an-
other to avoid paying tax on the income. You
must report the income in the year the prop-
erty is received or made available to you
without restriction.

Example. Frances Jones, a farmer, was
entitled to receive a $10,000 payment on a
contract in December 2000. The contract was
not a production flexibility contract. She was
told in December that her payment was
available. At her request, she was not paid
until January 2001. She must include this
payment in her 2000 income because it was
constructively received in 2000.

Checks. Receipt of a valid check by the
end of the tax year is constructive receipt of
income in that year, even if you cannot cash
or deposit the check until the following year.

Example. Mrs. Redd received a check for
$500 on December 31, 2000, from a neighbor
who was buying some of her corn. She could
not deposit the check in her farm business
account until January 2, 2001. She must in-
clude this amount in her income for 2000.

Debts paid by another person or can-
celed. |If your debts are paid by another
person or are canceled by your creditors, you
may have to report part or all of this debt relief
as income. If you receive income in this way,
you constructively receive the income when
the debt is canceled or paid. See Cancellation
of Debt in chapter 4.

Installment sale. If you sell an item under
a deferred payment contract that calls for
payment the following year, there is no con-
structive receipt in the year of sale. However,
see the following example for an exception to
this rule.

Example. You are a farmer who uses the
cash method and a calendar tax year. You
sell grain in December 2000 under a bona
fide arm's-length contract that calls for pay-
ment in 2001. You include the sale proceeds
in your 2001 gross income since that is the
year payment is received. However, if the
contract says that you have the right to the
proceeds from the buyer at any time after the
grain is delivered, you must include the sale
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price in your 2000 income, regardless of
when you actually receive payment.

Repayment of income. If you include an
amount in income and in a later year you
have to repay all or part of it, you can usually
deduct the repayment in the year in which you
make it. If the amount you repay is over
$3,000, a special rule applies. For details
about the special rule, see Repayments in
chapter 13 of Publication 535, Business Ex-
penses.

Expenses

Under the cash method, you must generally
deduct expenses in the tax year in which you
actually pay them. This includes business
expenses for which you contest liability.
However, you may not be able to deduct an
expense paid in advance or you may be re-
quired to capitalize certain costs, as explained
under Uniform Capitalization Rules in chapter
7. See chapter 5 for information on how to
deduct farm business expenses on your in-
come tax return.

Expenses paid in advance. You can deduct
an expense you pay in advance only in the
year to which it applies.

Example. You are a calendar year tax-
payer and you pay $1,000 in 2000 for a farm
insurance policy effective for one year, be-
ginning July 1. You can deduct $500 in 2000
and $500 in 2001.

Accrual Method

Under an accrual method of accounting, you
generally report income in the year earned
and deduct or capitalize expenses in the year
incurred. The purpose of an accrual method
of accounting is to match income and ex-
penses in the correct year.

Income

Under an accrual method, you generally in-
clude an amount in your gross income for the
tax year in which all events that fix your right
to receive the income have occurred, and you
can determine the amount with reasonable
accuracy.

If you use an accrual method of account-
ing, you will use Part IIl of Schedule F to re-
port your farm income.

Inventory. If you use an accrual method of
accounting, you must use an inventory to
determine your gross income. See Farm In-
ventory, later.

Expenses

Under an accrual method of accounting, you
generally deduct or capitalize a business ex-
pense when the following apply.

1) The all-events test has been met:

a) All events have occurred that fix the
fact of liability, and

b)  The liability can be determined with
reasonable accuracy.

2) Economic performance has occurred.
Economic performance. You generally

cannot deduct or capitalize a business ex-
pense until economic performance occurs. If
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your expense is for property or services pro-
vided to you, or for your use of property,
economic performance occurs as the property
or services are provided or as the property is
used. If your expense is for property or ser-
vices you provide to others, economic per-
formance occurs as you provide the property
or services. An exception allows certain re-
curring items to be treated as incurred during
a tax year even though economic perform-
ance has not occurred. For more information
on economic performance, see Publication
538.

Example 1. John is a farmer who uses
a calendar tax year and an accrual method
of accounting. In December 2000 John buys
supplies for $200 that are not acquired for
resale and that do not become a physical part
of any items held for sale. He receives the
supplies and the bill in December 2000, and
he pays the bill in January 2001.

John can deduct the expense in 2000 be-
cause all events occurred to fix the liability
(the supplies were received but not paid for),
the liability can be determined (the unpaid bill
was for $200), and economic performance
occurred in 2000 (the supplies were provided
to John in December 2000).

Example 2. Jane is a farmer who uses
a calendar tax year and an accrual method
of accounting. She enters into a turnkey con-
tract with Waterworks in 2000. The contract
states that Jane must pay Waterworks
$200,000 in December 2000 and that they
will install a complete irrigation system, in-
cluding a new well, by the close of the year
2002. She pays Waterworks $200,000 in De-
cember 2000, they start the installation in May
2002, and they complete the irrigation system
in December 2002.

Economic performance for Jane's liability
in the contract occurs as the property and
services are provided. Jane incurs the
$200,000 cost in the year 2002.

Special rule for related persons. You can-
not deduct business expenses and interest
owed to a related person who uses the cash
method of accounting until you make the
payment and the corresponding amount is
includible in the related person's gross in-
come. Determine the relationship, for this
rule, as of the end of the tax year for which
the expense or interest would otherwise be
deductible. If a deduction is not allowed under
this rule, the rule will continue to apply even
if your relationship with the person ends be-
fore the expense or interest is includible in the
gross income of that person.

Related persons include members of your
immediate family, including only brothers and
sisters (either whole or half), your spouse,
ancestors, and lineal descendants. For a list
of other related persons, see Publication 538.

Contested liability. If you use an accrual
method of accounting and contest an as-
serted liability for a farm business expense,
you can deduct the expense either in the year
you pay the contested liability (or transfer
money or other property in satisfaction of it)
or in the year you finally settle the contest.
However, to be able to take the deduction in
the year of payment or transfer, you must
meet certain conditions. For more informa-
tion, see Contested Liability under Accrual
Method in Publication 538.



Farm Inventory

If you use an accrual method of accounting,
you must use an inventory to determine your
gross income. You should keep a complete
record of your inventory as part of your farm
records. This record should show the actual
count or measurement of the inventory. It
should also show all factors that enter into its
valuation, including quality and weight if they
are required.

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

Hatchery business. If you are in the
hatchery business, you must include eggs in
the process of incubation.

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

Supplies. You must inventory supplies
acquired for sale or that become a physical
part of items held for sale. Do not include
other supplies in inventory. Deduct the cost
of the other supplies in the year used or
consumed in operations. You can also deduct
incidental supplies in the year of purchase.

Fur-bearing animals. If you are in the
business of breeding and raising chinchillas,
mink, foxes, or other fur-bearing animals, you
are a farmer and these animals are livestock.
You can use any of the inventory and ac-
counting methods discussed in this chapter.

Growing crops. You are generally not
required to inventory growing crops. How-
ever, if the crop has a preproductive period
of more than 2 years, you may have to capi-
talize (or include in inventory) costs associ-
ated with the crop. You cannot take a current
deduction for costs incurred during the pre-
productive period. See Uniform Capitalization
Rules in chapter 7.

Required to use accrual method.  If you are
required to use an accrual method of ac-
counting:

1) The uniform capitalization rules apply to
all costs of raising a plant, even if the
preproductive period of raising a plant is
2 years or less.

2) All animals are subject to the uniform
capitalization rules.

Inventory valuation methods. You can
generally use the following methods to value
your inventory:

1) Cost.

2) Lower of cost or market.

3) Farm-price method.

4) Unit-livestock-price method for livestock.
Cost and lower of cost or market

methods. See Publication 538 for informa-
tion on these valuation methods.

If you value your livestock inventory
@ at cost or the lower of cost or market,

you do not need IRS approval to
change to the unit-livestock-price method.

Farm-price method. Under this method,
each item, whether raised or purchased, is
valued at its market price less the direct cost

of disposition. Market price is the current
price at the nearest market in the quantities
you usually sell. Cost of disposition includes
any broker's commission, freight, hauling to
market, and other marketing costs.

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

Unit-livestock-price  method. This
method recognizes the difficulty of establish-
ing the exact costs of producing and raising
each animal. You group or classify livestock
according to type and age and use a standard
unit price for each animal within a class or
group. The unit price you assign should rea-
sonably approximate the normal costs in-
curred in producing the animals in such
classes. Unit prices and classifications are
subject to approval by the IRS on examination
of your return. You must annually reevaluate
your unit livestock prices and adjust the prices
upward to reflect increases in the costs of
raising livestock. IRS approval is not required
for these adjustments. Any other changes in
unit prices or classifications require IRS ap-
proval.

If you use this method, you must include
all raised livestock in inventory, regardless of
whether they are held for sale or for draft,
breeding, dairy, or sporting purposes. This
method accounts only for the increase in cost
of raising an animal to maturity. It does not
provide for any decrease in the animal's
market value after it reaches maturity. Also,
if you raise cattle, you are not required to in-
ventory hay you grow to feed your herd.

Do not include sold or lost animals in the
year-end inventory. If your records do not
show which animals were sold or lost, treat
the first animals acquired as sold or lost. The
animals on hand at the end of the year are
considered the most recently acquired.

You must include in inventory all livestock
purchased primarily for sale. You can include
in inventory livestock purchased for draft,
breeding, dairy, or sporting purposes, or treat
them as depreciable assets. However, you
must be consistent from year to year, re-
gardless of the practice you have chosen.
You cannot change your practice unless you
get IRS approval.

You must inventory animals purchased
after maturity or capitalize them at their pur-
chase price. If the animals are not mature at
purchase, increase the cost at the end of
each tax year according to the established
unit price. However, in the year of purchase,
do not increase the cost of any animal pur-
chased during the last six months of the year.
This rule does not apply to tax shelters, which
must make an adjustment for any animal
purchased during the year.

Uniform capitalization rules. A farmer
can determine costs required to be allocated
under the uniform capitalization rules by using
the farm-price or unit-livestock-price inventory
method. This applies to any plant or animal,
even if the farmer does not hold or treat the
plant or animal as inventory property.

Cash Versus Accrual
Method

The following examples compare the cash
and accrual methods of accounting.

Example 1. You are a farmer who uses
an accrual method of accounting. You keep
your books on the calendar tax year basis.

Chapter 3 Accounting Periods and Methods

You sell grain in December 2000, but you are
not paid until January 2001. You must include
both the sale proceeds and your costs in-
curred in producing the grain on your 2000 tax
return. Under an accrual method of account-
ing, you report your profit or loss for the year
in which all events occurred that fix your right
to receive income from the transaction and
you can determine your profit or loss with
reasonable accuracy.

Example 2. Assume the same facts as
in Example 1 except that you use the cash
method and there was no constructive receipt
of the sale proceeds in 2000. Under this
method, you include the sale proceeds in in-
come for 2001, the year you receive payment.
You deduct the costs of producing the grain
in the year you pay them.

Special Methods
of Accounting

There are special methods of accounting for
certain items of income and expense.

Crop method. If you do not harvest and
dispose of your crop in the same tax year you
plant it, you can, with IRS approval, use the
crop method of accounting. Under this
method, you deduct the entire cost of
producing the crop, including the expense of
seed or young plants, in the year you realize
income from the crop.

You cannot use this method for timber or
any commodity subject to the uniform cap-
italization rules.

Other special methods. Other special
methods of accounting apply to the following
items.

* Amortization, see chapter 8.

Casualties, see chapter 13.

* Condemnations, see chapter 13.

Depletion, see chapter 8.

Depreciation, see chapter 8.

* Farm business expenses, see chapter 5.
* Farm income, see chapter 4.

¢ Installment sales, see chapter 12.

* Soil and water conservation expenses,
see chapter 6.

* Thefts, see chapter 13.

Combination Method

You can generally use any combination of
cash, accrual, and special methods of ac-
counting if the combination clearly shows your
income and expenses and you use it con-
sistently. However, the following restrictions
apply.

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

2) If you use an accrual method for report-
ing your expenses, you must use an ac-
crual method for figuring your income.
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Change in
Accounting Method

Once you have set up your accounting
method, you must generally get IRS approval
before you can change to another method.
A change in your accounting method includes
a change in:

1) Your overall method, such as from cash
to an accrual method, and

2) Your treatment of any material item,
such as a change in your method of
valuing inventory (for example, a change
from the “farm-price method” to the
“unit-livestock-price method”).

To get approval, you must file Form 3115.
You may have to pay a fee. For more infor-
mation, see the form instructions.

4.
Farm Income

Important Change

Farm income averaging.  You can now use
a negative taxable income amount for any
base year to figure your tax on Schedule J
(Form 1040). See Farm Income Averaging.

Introduction

You may receive income from many sources.
You must report the income on your tax re-
turn, unless it is excluded by law. Where you
report the income depends on its source.

This chapter discusses farm income you
report on Schedule F. For information on
where to report other income, see the in-
structions for Form 1040.

Accounting method. The rules discussed
in this chapter assume you use the cash
method of accounting. Under the cash
method, you generally include an item of in-
come in gross income when you receive it.
See Cash Method in chapter 3.

If you use an accrual method of account-
ing, you may have to make changes to the
rules in this chapter. See Accrual Method in
chapter 3.

Topics

This chapter discusses:
* Schedule F
* Sales of farm products
* Rents (including crop shares)
* Agricultural program payments
* Income from cooperatives
* Cancellation of debt
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* Income from other sources

* Farm income averaging

Useful Items

You may want to see:
Publication
[0 525 Taxable and Nontaxable Income
[0 550 Investment Income and Expenses
[0 908 Bankruptcy Tax Guide
[0 925 Passive Activity and At-Risk Rules

Form (and Instructions)

[0 Sch E (Form 1040) Supplemental
Income and Loss

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

O Sch J (Form 1040) Farm Income Aver-
aging

Reduction of Tax Attributes Due
to Discharge of Indebtedness
(and Section 1082 Basis Adjust-
ment)

[0 982

[0 1099-G Certain Government and Qual-
ified State Tuition Program Pay-
ments

[0 1099-PATR Taxable Distributions
Received From Cooperatives

[0 4797 Sales of Business Property

O

4835 Farm Rental Income and
Expenses

See chapter 21 for information about get-
ting publications and forms.

Schedule F

Report your farm income on Schedule F
(Form 1040). Use this schedule to figure the
net profit or loss from regular farming oper-
ations.

Income from farming reported on Sched-
ule F includes amounts you receive from cul-
tivating, operating, or managing a farm for
gain or profit, either as owner or tenant. This
includes income from operating a stock, dairy,
poultry, fish, fruit, or truck farm and income
from operating a plantation, ranch, range, or
orchard. It also includes income from the sale
of crop shares if you materially participate in
producing the crop. See Rents (Including
Crop Shares), later.

Income reported on Schedule F does not
include gains or losses from sales of the fol-
lowing.

* Land or depreciable farm equipment.
* Buildings and structures.

* Livestock held for draft, breeding, sport,
or dairy purposes.

Gains and losses from the sale of farming
assets, such as machinery and land, are dis-
cussed in chapters 10 and 11. Gains and
losses from casualties, thefts, and condem-
nations are discussed in chapter 13.

Sales of Farm
Products

When you sell livestock, produce, grains, or
other products you raised for sale or bought
for resale on your farm, the entire amount you
receive is ordinary income. This includes
money and the fair market value of any
property or services you receive.

Where to report. Table 4-1 shows where to
report the sale of farm products on your tax
return.

Schedule F. When you sell farm products
bought for resale, your profit or loss is the
difference between your basis in the item and
any money plus the fair market value of any
property you receive for it. Your basis is usu-
ally your cost. See chapter 7 for information
on the basis of assets. You generally report
these amounts on Schedule F for the year
you receive payment.

Example. In 1999, you bought 20 feeder
calves for $6,000. You sold them in 2000 for
$11,000. You report the $6,000 basis, the
$11,000 sales price, and the resulting $5,000
profit in Part 1 of your 2000 Schedule F.

Form 4797. Sales of livestock held for
draft, breeding, dairy, or sporting purposes
may result in ordinary or capital gains or
losses, depending on the circumstances. In
either case, you should always report these
sales on Form 4797 instead of Schedule
F. See Livestock under Ordinary or Capital
Gain or Loss in chapter 10. Animals you do
not hold primarily for sale are considered
business assets of your farm.

Sale by agent. If your agent sells your farm
products, you must include the net proceeds
from the sale in gross income for the year the
agent receives payment. This applies even if
you arrange for the agent to pay you in a later
year. For a discussion on the constructive
receipt of income, see Cash Method under
Accounting Methods in chapter 3.

Sales Caused by
Weather-Related Conditions

If you sell more livestock, including poultry,
than you normally would in a year because
of a drought, flood, or other weather-related
condition, you may be able to choose to
postpone reporting the gain from selling the
additional animals until the next year. You
must meet all the following conditions to
qualify.

* Your principal trade or business is farm-
ing.
* You use the cash method of accounting.

* You can show that, under your usual
business practices, you would not have
sold the animals this year except for the
weather-related condition.

* The weather-related condition caused an
area to be designated as eligible for as-
sistance by the federal government.

Sales made before the area became eli-
gible for federal assistance qualify if the
weather-related condition that caused the
sale also caused the area to be designated
as eligible for federal assistance. The desig-



Table 4-1. Where To Report Sales of Farm Products

Item Sold Schedule F Form 4797
Farm products raised for sale X
Farm products bought for resale X
Farm products not held primarily for sale, such
as livestock held for draft, breeding, dairy, or
sporting purposes (bought or raised) X

nation can be made by the President, the
Department of Agriculture (or any of its
agencies), or by other federal agencies.

A weather-related sale of livestock
@ (other than poultry) held for draft,
breeding, or dairy purposes is an in-

voluntary conversion. If you plan to replace
the livestock, see Other Involuntary Conver-
sions in chapter 13 for more information.

Usual business practice.  You must deter-
mine the number of animals you would have
sold had you followed your usual business
practice in the absence of the weather-related
condition. Do this by considering all the facts
and circumstances, but do not take into ac-
count your sales in any earlier year for which
you chose to postpone the gain. If you have
not yet established a usual business practice,
rely on the usual business practices of simi-
larly situated farmers in your general region.

Connection with affected area. The live-
stock does not have to be raised or sold in
an area affected by a weather-related condi-
tion for the postponement to apply. However,
the sale must occur solely because of a
weather-related condition that affected the
water, grazing, or other requirements of the
livestock.

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

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

1) Divide the total income realized from the
sale of all livestock in the class during
the tax year by the total number of such
livestock sold. For this purpose, do not
treat any postponed gain from the previ-
ous year as income received from the
sale of livestock.

2) Multiply the result in (1) by the excess
number of such livestock sold solely be-
cause of weather-related conditions.

Example. You are a calendar year tax-
payer and you normally sell 100 head of beef
cattle a year. As a result of drought, you sold
135 head during 2000. You realized $35,100
from the sale. On August 9, 2000, as a result
of drought, the affected area was declared a
disaster area eligible for federal assistance.
The income you can choose to postpone until
2001 is $9,100 [($35,100 + 135) x 35].

How to make the choice. To make the
choice to postpone gain, attach a statement
to your tax return for the year of the sale. The

statement must include your name and ad-
dress and give the following information for
each class of livestock for which you choose
to postpone gain.

* A statement that you are making a choice
under section 451(e) of the Internal Rev-
enue Code.

Evidence of the weather-related condi-
tions that forced the early sale or ex-
change of the livestock and the date, if
known, on which an area was designated
as eligible for assistance by the federal
government because of weather-related
conditions.

* A statement explaining the relationship
of the area affected by the weather-
related condition to your early sale or
exchange of the livestock.

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

* The number of animals you would have
sold in the tax year had you followed your
normal business practice.

The total number of animals sold and the
number sold because of weather-related
conditions during the tax year.

* A computation, as described earlier, of
the income to be postponed for each
class of livestock.

You must file the statement and the return
by the due date of the return, including ex-
tensions. If you timely filed your return for the
year without making the choice, you can still
make the choice by filing an amended return
within six months of the due date of the return
(excluding extensions). Attach the statement
to the amended return and write “FILED
PURSUANT TO SECTION 301.9100-2" at
the top of the statement. File the amended
return at the same address you filed the ori-
ginal return. Once you have made the choice,
you can change it only with the approval of
the IRS.

Rents (Including
Crop Shares)

The rent you receive for the use of your farm
land is generally rental income, not farm in-
come. However, if you materially participate
in farming operations on the land, the rent is
farm income. See Landlord Participation in
Farming in chapter 15.

Pasture income and rental.  If you pasture
someone else's cattle and take care of the
livestock for a fee, the income is from your
farming business. You must enter it as Other
income on Schedule F. If you simply rent your
pasture for a flat cash amount without pro-

viding services, report the income as rent in
Part | of Schedule E (Form 1040).

Crop Shares

You must include rent you receive in the form
of crop shares in income in the year you
convert the shares to money or the equivalent
of money. It does not matter whether you use
the cash method of accounting or an accrual
method of accounting.

If you materially participate in operating a
farm from which you receive rent in the form
of crop shares or livestock, the rental income
is subject to self-employment tax. (See
Landlord Participation in Farming in chapter
15.) Report the rental income on Schedule
F

If you do not materially participate in op-
erating the farm, report this income on Form
4835 and carry the net income or loss to
Schedule E (Form 1040). The income is not
subject to self-employment tax.

Crop shares you use to feed livestock.

Crop shares you receive as a landlord and
feed to your livestock are considered con-
verted to money when fed to the livestock.
You must include the fair market value of the
crop shares in income at that time. You are
entitled to a business expense deduction for
the livestock feed in the same amount and
at the same time you include the fair market
value of the crop share as rental income. Al-
though these two transactions cancel each
other for figuring adjusted gross income on
Form 1040, they may be necessary to figure
your self-employment tax. See chapter 15.

Crop shares you give to others (gift). Crop
shares you receive as a landlord and give to
others are considered converted to money
when you make the gift. You must report the
fair market value of the crop share as income,
even though someone else receives payment
for the crop share.

Example. A tenant farmed part of your
land under a crop-share arrangement. The
tenant harvested and delivered the crop in
your name to an elevator company. Before
selling any of the crop, you instructed the el-
evator company to cancel your warehouse
receipt and make out new warehouse receipts
in equal amounts of the crop in the names of
your children. They sell their crop shares in
the following year and the elevator company
makes payments directly to your children.

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

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

Agricultural
Program Payments

You must include in income most government
payments, such as those for approved con-
servation practices and production flexibility
contracts, whether you receive them in cash,
materials, services, or commodity certificates.
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However, you can exclude some payments
you receive under certain cost-sharing con-
servation programs. See Cost-Sharing Ex-
clusion (Improvements), later.

Report the agricultural program payment
on the appropriate line in Part | of Schedule
F. Report the full amount even if you return
a government check for cancellation, refund
any of the payment you receive, or the gov-
ernment collects all or part of the payment
from you by reducing the amount of some
other payment or Commodity Credit Corpo-
ration loan. However, you can deduct the
amount you refund or return or that reduces
some other payment or loan to you. Claim the
deduction on Schedule F for the year of re-
payment or reduction.

Dairy Refund Payment
Program (DRPP) Refunds

The DRPP, administered by the Commodity
Credit Corporation (CCC), refunds the re-
ductions in price received by eligible produc-
ers during a calendar year. Milk processors,
milk handlers, and others responsible for the
marketing of milk withhold the reductions in
price from their payments to the producers
and send the withheld amounts to the CCC.
If the producer can prove that milk marketing
for the current year was not more than milk
marketing for the prior year, the producer is
eligible for a refund of the reductions in price.
Typically, an eligible producer receives a re-
fund of the reductions in price in a year after
the reductions occurred. Proper reporting of
the refund depends on whether the producer
claimed the reductions in price as an expense
in the year they occurred. The following ex-
ample shows how to report refunds of re-
ductions in price.

Example. Sam Brown is a milk producer.
He uses the cash method of accounting and
files his tax return on a calendar year basis.
The marketing of Sam's milk is subject to re-
ductions in price. In 1999, Sam had gross
receipts of $200,000 from milk sales and had
$3,000 withheld as reductions in price. Sam
proved that his 1999 milk marketing was not
more than his 1998 marketing. In 2000, Sam
received a $3,000 refund from the CCC of the
1999 reductions in price. Sam receives a
2000 Form CCC-1099-G for the refund
showing a “Milk Marketing Fee” of $3,000.

Reductions claimed as an expense. For
1999, Sam reported $200,000 of farm income
from milk sales. He claimed the $3,000 re-
ductions in price as a farm expense in Part Il
of his 1999 Schedule F. Sam received a tax
benefit from the deduction because it reduced
his 1999 tax liability. Sam includes the $3,000
refund (milk marketing fee) as income in Part
| of his 2000 Schedule F.

Reductions not claimed as an expense.
For 1999, Sam reported milk sales income
of $200,000, but did not claim the reductions
in price for his milk as an expense. Because
Sam received no tax benefit from the re-
ductions in price in 1999, he does not include
the refund (milk marketing fee) as income for
2000. He includes the $3,000 refund on line
6a of Schedule F, but does not include it as
a taxable amount on line 6b.
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Commodity Credit
Corporation (CCC) Loans

Normally, you do not report loans you receive
as income, and you report income from a crop
for the year you sell it. However, if you pledge
part or all of your production to secure a CCC
loan, you can choose to treat the loan as if it
were a sale of the crop and report the loan
proceeds as income for the year you receive
them. You do not need approval from the IRS
to adopt this method of reporting CCC loans,
even though you may have reported those
received in earlier years as taxable income for
the year you sold the crop.

Once you report a CCC loan as income
for the year received, you must report all CCC
loans in that year and later years in the same
way, unless you get approval from the IRS to
change to a different method. See Change in
Accounting Method in chapter 3.

You can request income tax with-
@ holding on CCC loan payments made
to you. Use Form W-4V, Voluntary

Withholding Request. See chapter 21 for in-
formation about ordering the form.

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

When you make this choice, the amount
you report as income becomes your basis in
the commodity. See chapter 7 for information
on the basis of assets. If you later repay the
loan, redeem the pledged commodity, and
sell it, you report as income at the time of sale
the sale proceeds minus your basis in the
commodity. If the sale proceeds are less than
your basis in the commodity, you can report
the difference as a loss on Schedule F.

If you forfeit the pledged crops to the CCC
in full payment of the loan, the forfeiture is
treated for tax purposes as a sale of the
crops. If you did not choose to report the loan
proceeds as income for the year you received
them, you must include them in your income
for the year of the forfeiture. If you chose to
report the loan proceeds as income for the
year you received them, and the amount of
the forfeited loan is less than your basis in the
commodity, you can report the difference as
a loss on Schedule F.

Market Gain

Under the CCC nonrecourse marketing as-
sistance loan program, your repayment
amount for a loan secured by your pledge of
an eligible commodity is generally based on
the lower of the loan rate or the prevailing
world market price for the commodity on the
date of repayment. If you repay the loan when
the world price is lower, the difference be-
tween that repayment amount and the re-
payment amount based on the loan rate is
market gain. You will receive a Form
CCC-1099-G showing the market gain you
realized. If you chose to include the CCC loan
in income in the year you received it, do not
include the amount shown on Form
CCC-1099-G in income. The following ex-
amples show how to report market gain.

Example 1. Mike Green is a cotton farmer.
He uses the cash method of accounting and
files federal income tax returns on a calendar
year basis. He has currently deducted all ex-
penses incurred in producing the cotton and
has a zero basis in the commodity. In 1999,
Mike pledged 1,000 pounds of cotton as
collateral for a CCC price support loan of
$500 (a loan rate of $.50 per pound). In 2000,
he repaid the loan and redeemed the cotton
for $420 when the world price was $.42 per
pound. Later in 2000, he sold the cotton for
$600.

The market gain on the redemption was
$.08 ($.50 — $.42) per pound. Mike received
a Form CCC-1099-G from the CCC showing
market gain of $80 ($.08 x 1,000 pounds).
How he reports this market gain and figures
his gain or loss from the sale of the cotton
depends on whether he chose to include CCC
loans in income in 1999.

Including CCC loan. Because Mike re-
ported the $500 CCC loan as income for
1999, he is treated as though he sold the
cotton for $500 when he pledged it and re-
purchased the cotton for $420 when he re-
deemed it. The $80 market gain is not rec-
ognized on the redemption. He reports it for
2000 as an “Agricultural program payment”
on line 6a of Schedule F, but does not include
it as a taxable amount on line 6b.

Mike's basis in the cotton after he re-
deemed it was $420, which is the redemption
(repurchase) price paid for the cotton. His
gain from the sale is $180 ($600 — $420). He
reports the $180 gain as income for 2000 on
line 4 of Schedule F.

Excluding CCC loan. Mike has income
of $80 from market gain in 2000. He reports
it on both line 6a and line 6b of Schedule F.
Because his basis in the cotton is zero, his
gain from its sale is $600. He reports the $600
gain as income for 2000 on line 4 of Schedule
F.

Example 2. The facts are the same as in
Example 1 except that, instead of selling the
cotton for $600 after redeeming it, Mike en-
tered into an option-to-purchase contract with
Tom Merchant before redeeming the cotton.
Under that contract, Mike authorized Tom to
pay the CCC loan on Mike's behalf. In 2000,
Tom repaid the loan for $420 and immediately
exercised his option, buying the cotton for
$420. How Mike reports the $80 market gain
on the redemption of the cotton and figures
his gain or loss from its sale depends on
whether he chose to include CCC loans in
income in 1999.

Including CCC loan. As in Example 1,
Mike is treated as though he sold the cotton
for $500 when he pledged it and repurchased
the cotton for $420 when Tom redeemed it for
him. The $80 market gain is not recognized
on the redemption. Mike reports it for 2000
as an “Agricultural program payment” on line
6a of Schedule F, but does not include it as
a taxable amount on line 6b.

Also as in Example 1, Mike's basis in the
cotton when Tom redeemed it for him was
$420. Therefore, Mike has no gain or loss on
its sale to Tom for that amount.

Excluding CCC loan. As in Example 1,
Mike has income of $80 from market gain in
2000. He reports it on both line 6a and line
6b of Schedule F. Because his basis in the
cotton is zero, his gain from its sale is $420.
He reports the $420 gain as income for 2000
on line 4 of Schedule F.



Conservation Reserve
Program (CRP)

Under the Conservation Reserve Program
(CRP), if you own or operate highly erodible
or other specified cropland, you may enter
into a long-term contract with the USDA,
agreeing to convert to a less intensive use of
that cropland. You must include payments
under the program in your income, whether
received in cash, commodity certificates, or
a combination of cash and certificates.

Crop Insurance and

Crop Disaster Payments

You must include in income any crop insur-
ance proceeds you receive as the result of
crop damage. You generally include them in
the year you receive them. Treat as crop in-
surance proceeds the crop disaster payments
you receive from the federal government as
the result of destruction or damage to crops,
or the inability to plant crops because of
drought, flood, or any other natural disaster.

You can request income tax with-
@ holding from crop disaster payments
you receive from the federal govern-

ment. Use Form W-4V, Voluntary Withhold-
ing Request. See chapter 21 for information
about ordering the form.

Choice to postpone reporting until the
following year. If you use the cash method
of accounting and receive crop insurance
proceeds in the same tax year in which the
crops are damaged, you can choose to post-
pone reporting the proceeds as income until
the following tax year. You can make this
choice if you can show you would have in-
cluded income from the damaged crops in
any tax year following the year the damage
occurred.

To choose to postpone reporting crop in-
surance proceeds received in 2000, report the
amount you received on line 8a of Schedule
F, but do not include it as a taxable amount
on line 8b. Check the box on line 8c and at-
tach a statement to your tax return. The
statement must include your name and ad-
dress and contain the following information.

* A statement that you are making a choice
under section 451(d) of the Internal Rev-
enue Code and section 1.451-6 of the
regulations.

The specific crop or crops destroyed or
damaged.

* A statement that under your normal
business practice you would have in-
cluded income from the destroyed or
damaged crops in gross income for a tax
year following the year the crops were
destroyed or damaged.

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

The total payments you received from
insurance carriers, itemized for each
specific crop and the date you received
each payment.

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

One choice covers all crops representing
a single trade or business. If you have more
than one farming business, make a separate
choice for each one. For example, if you op-

erate two separate farms on which you grow
different crops, and you keep separate books
for each farm, you should make two separate
choices to postpone reporting insurance pro-
ceeds you receive for crops grown on each
of your farms.

A choice is binding for the year. To re-
quest IRS approval to change your choice,
write to the IRS director for your area giving
your name, address, identification number,
the year you made the choice, and your rea-
sons for wanting to change it. Call 1-800—
829-1040 if you need the address.

Feed Assistance
and Payments

The Disaster Assistance Act of 1988 author-
izes programs to provide feed assistance,
reimbursement payments, and other benefits
to qualifying livestock producers if the Secre-
tary of Agriculture determines that, because
of a natural disaster, a livestock emergency
exists. These programs include partial re-
imbursement for the cost of purchased feed
and for certain transportation expenses. They
also include the donation or sale at a below-
market price of feed owned by the Commodity
Credit Corporation.

You must include these benefits in income
in the year you receive them. You cannot
postpone reporting them under the rules ex-
plained earlier for weather-related sales of
livestock or crop insurance proceeds. Report
the benefits in Part |, Schedule F, as agricul-
tural program payments.

Include in income the market value of do-
nated feed, the difference between the market
value and the price you paid, or any cost re-
imbursement you receive. You can usually
take a current deduction for the same amount
as a feed expense.

Cost-Sharing

Exclusion (Improvements)

You can exclude from your income part or all
of a payment you receive under certain fed-
eral or state cost-sharing conservation, rec-
lamation, and restoration programs. The
“payment” is any economic benefit you get
as a result of an improvement. However, this
exclusion applies only to that part of a pay-
ment that meets all three of the following
tests.

1) It was for a capital expense. You cannot
exclude any part of a payment for an
expense you can deduct in the year you
pay or incur it. You must include the
payment in income and take any offset-
ting deduction. (See chapter 6 for infor-
mation on deducting soil and water con-
servation expenses.)

2) It does not substantially increase your
annual income from the property for
which it is made. An increase in annual
income is substantial if it is more than the
greater of the following amounts.

a) 10% of the average annual income
derived from the affected property
before receiving the improvement.

b)  $2.50 times the number of affected
acres.

3) The Secretary of Agriculture certified that
the payment was made primarily for
conserving soil and water resources,

protecting or restoring the environment,
improving forests, or providing a habitat
for wildlife.

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

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

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

The water bank program authorized by
the Water Bank Act.

* The emergency conservation measures
program authorized by title IV of the Ag-
ricultural Credit Act of 1978.

The agricultural conservation program
authorized by the Soil Conservation and
Domestic Allotment Act.

The great plains conservation program
authorized by the Soil Conservation and
Domestic Policy Act.

* The resource conservation and develop-
ment program authorized by the
Bankhead-Jones Farm Tenant Act and
by the Soil Conservation and Domestic
Allotment Act.

The forestry incentives program author-
ized by the Cooperative Forestry Assist-
ance Act of 1978.

Certain small watershed programs, listed
later.

* Any program of a state, possession of the
United States, a political subdivision of
any of these, or the District of Columbia
under which payments are made to indi-
viduals primarily for conserving soil, pro-
tecting or restoring the environment, im-
proving forests, or providing a habitat for
wildlife. Several state programs have
been approved. For information about the
status of those programs, contact the
state offices of the Farm Service Agency
(FSA) and the Natural Resources and
Conservation Service (NRCS).

Small watershed programs. You can
exclude payments you receive under the fol-
lowing programs for improvements made in
connection with a watershed.

* The Stewardship Incentive Program au-
thorized by the Food, Agriculture, Con-
servation, and Trade Act of 1990.

* The programs under the Watershed Pro-
tection and Flood Prevention Act of 1954.

The flood prevention projects under the
Flood Control Act of 1944.

* The Emergency Watershed Protection
Program under the Flood Control Act of
May 17, 1950.

Certain programs under the Colorado
River Basin Salinity Control Act of 1974.

The Wetlands Reserve Program author-

ized by the Food Security Act of 1985 and
by the Federal Agriculture Improvement

and Reform Act of 1996.

* The Environmental Quality Incentives
Program (EQIP) authorized by the Fed-
eral Agriculture Improvement and Reform
Act of 1996.
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* The Wildlife Habitat Incentives Program
(WHIP) authorized by the Federal Agri-
culture Improvement and Reform Act of
1996.

Income realized. The gross income you re-
alize upon getting an improvement under
these cost-sharing programs is the value of
the improvement reduced by the sum of the
excludable portion and your share of the cost
of the improvement.

Value of the improvement. You deter-
mine the value of the improvement by multi-
plying its fair market value (defined in chapter
12) by a fraction. The numerator of the frac-
tion is the total cost of the improvement (all
amounts paid either by you or by the gov-
ernment for the improvement) reduced by the
sum of the following three items.

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

2) Any part of a government payment under
a program listed earlier that the Secre-
tary of Agriculture has not certified as
primarily for purposes of conservation.

3) Any government payment to you for rent
or for your services.

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

Excludable portion. The excludable
portion is the present fair market value of the
right to receive annual income from the af-
fected acreage of the greater of the following
amounts.

1) 10% of the prior average annual income
from the affected acreage. The prior
average annual income is the average
of the gross receipts from the affected
acreage for the last 3 tax years before
the tax year in which you started to install
the improvement.

2) $2.50 times the number of affected
acres.

The calculation of “present fair market
A value of the right to receive annual
&NEEN income” is too complex to discuss in

this publication. You may need to consult
your tax advisor for assistance.

Example. One hundred acres of your
land was reclaimed under a contract with the
Natural Resources Conservation Service of
the USDA. The total cost of the improvement
was $500,000. The USDA paid $490,000.
You paid $10,000. The value of the cost-
sharing improvement is $15,000.

The present fair market value of the right
to receive the annual income described in (1)
above is $1,380, and the value of the right to
receive the annual income described in (2) is
$1,550. The excludable portion is the greater
amount, $1,550.

You figure the amount to include in gross
income as follows:

Value of cost-sharing improvement ........... $15,000
Minus: Your share ............ccccu.e. $10,000
Excludable portion ........... 1,550

Amount included in income
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Effects of the exclusion.  When you figure
the basis of property you acquire or improve
using cost-sharing payments excluded from
income, subtract the excluded payments from
your capital costs. Any payment excluded
from income is not part of your basis.

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

How to report the exclusion. Attach a
statement to your tax return (or amended re-
turn) for the tax year you receive the last
government payment for the improvement.
The statement must include the following in-
formation.

* The dollar amount of the cost funded by
the government payment.

* The value of the improvement.

* The amount you are excluding.

Report the total cost-sharing payments
you receive on line 6a, Schedule F, and the
taxable amount on line 6b.

Recapture. If you dispose of the property
within 20 years after you received the ex-
cluded payments, you must treat as ordinary
income part or all of the cost-sharing pay-
ments you excluded. You must report the
recapture on Form 4797. See Section 1255
property under Other Gains in chapter 11.

Choosing not to exclude payments. You
can choose not to exclude all or part of any
payments you receive under these programs.
If you make this choice for all of these pay-
ments, none of the above restrictions and
rules apply. You must make this choice by the
due date, including extensions, for filing your
return. If you timely filed your return for the
year without making the choice, you can still
make the choice by filing an amended return
within six months of the due date of the return
(excluding extensions). Write “FILED PUR-
SUANT TO SECTION 301.9100-2" at the top
of the amended return and file it at the same
address you filed the original return.

Production Flexibility
Contract Payments

If you receive production flexibility payments
under the Federal Agriculture Improvement
and Reform Act of 1996, you must include
them in income for the year you actually or
constructively receive them. However, under
a special rule, you are not considered to
constructively receive a payment merely be-
cause you have the option to receive it in the
year before it is required to be paid. You dis-
regard that option in determining when to in-
clude the payment in your income. This spe-
cial rule applies to any farm production
flexibility payment made under the 1996 Act
as in effect on December 17, 1999.

For information on the constructive receipt
of income, see Cash Method under Account-
ing Methods in chapter 3.

Other Payments

You must include other government program
payments in income as explained below.

Fertilizer and Lime

Include in income the value of fertilizer or lime
you received under a government program.
How to claim the offsetting deduction is ex-
plained under Fertilizer and Lime in chapter
5.

Improvements

If government payments are based on im-
provements, such as a pollution control facil-
ity, you must still include them in income. You
must capitalize the full cost of the improve-
ment. Since you have included the payments
in income, they do not reduce your basis.
However, see Cost-Sharing Exclusion (Im-
provements), earlier, for additional informa-
tion.

Payment to More

Than One Person

The USDA reports program payments to the
IRS. It reports a program payment intended
for more than one person as having been paid
to the person whose identification number is
on record for that payment (payee of record).
If you, as the payee of record, receive a pro-
gram payment belonging to someone else,
such as your landlord, the amount belonging
to the other person is a nominee distribution.
You should file Form 1099-G to report the
identity of the actual recipient to the IRS. You
should also give this information to the recip-
ient. You can avoid the inconvenience of un-
necessary inquiries about the identity of the
recipient if you file this form.

See chapter 21 for information about or-
dering Form 1099-G.

Income From
Cooperatives

If you buy farm supplies through a cooper-
ative, you may receive income from the co-
operative in the form of patronage dividends.
If you sell your farm products through a co-
operative, you may receive either patronage
dividends or a per-unit retain certificate, ex-
plained later, from the cooperative.

Form 1099-PATR. The cooperative will re-
port the income to you on Form 1099-PATR
or a similar form and send a copy to the IRS.
Form 1099-PATR may also show an alter-
native minimum tax adjustment that you must
include if you are required to file Form 6251,
Alternative Minimum Tax—Individuals. For
information on the alternative minimum tax,
see chapter 14.

Patronage Dividends

You generally report patronage dividends as
income on lines 5a and 5b of Schedule F for
the tax year you receive them. They include
the following items.

* Money paid as a patronage dividend.

* The stated dollar value of qualified written
notices of allocation.

* The fair market value of other property.



Do not report as income any patronage divi-
dend that is a nonqualified notice of allo-
cation, that is for purchasing or selling capital
assets or depreciable property, or that is for
purchasing personal items.

If you cannot determine what the dividend
is for, report it as ordinary income.

Qualified written notice of allocation. If
you receive a qualified written notice of allo-
cation as part of a patronage dividend, you
must generally include its stated dollar value
in your income in the year you receive it. A
written notice of allocation is qualified if at
least 20% of the patronage dividend is paid
in money or by qualified check and either of
the following conditions is met.

1) The notice must be redeemable in cash
for at least 90 days after it is issued, and
you must have received a written notice
of your right of redemption at the same
time as the written notice of allocation.

2) You must have agreed to include the
stated dollar value in income in the year
you receive the notice by doing one of
the following.

a) Signing and giving a written agree-
ment to the cooperative.

b)  Getting or keeping membership in
the cooperative after it adopted a
bylaw providing that membership
constitutes agreement. The coop-
erative must notify you in writing of
this bylaw and give you a copy.

¢) Endorsing and cashing a qualified
check paid as part of the same pa-
tronage dividend. You must cash
the check by the 90th day after the
close of the payment period for the
cooperative's tax year for which the
patronage dividend was paid.

Qualified check. A qualified check is any
instrument that is redeemable in money and
meets both of the following requirements.

1) Itis part of a patronage dividend that
also includes a qualified written notice
of allocation for which you met condition
(2)(c), above.

2) It is imprinted with a statement that en-
dorsing and cashing it constitutes the
payee's consent to include in income the
stated dollar value of any written notices
of allocation paid as part of the same
patronage dividend.

Loss on redemption. You can deduct in
Part Il of Schedule F any loss incurred on the
redemption of a qualified written notice of al-
location you received in the ordinary course
of your farming business. The loss is the
difference between the stated dollar amount
of the qualified written notice you included in
income and the amount you received when
you redeemed it.

Nonqualified notice of allocation. Do not
include the stated dollar value of any non-
qualified notice of allocation in income when
you receive it. Your basis in the notice is zero.
You must include in income for the tax year
of disposition any amount you receive from its
sale, redemption, or other disposition. Report
that amount, up to the stated dollar value of
the notice, as ordinary income in Part | of
Schedule F. However, do not include that

amount in your income if the notice resulted
from purchasing or selling capital assets or
depreciable property or from purchasing per-
sonal items, as explained in the following
discussions.

If the amount you receive is more than the
stated dollar value of the notice, report the
excess as the type of income it represents.
For example, if it represents interest income,
report it on your return as interest.

Purchasing or selling capital assets or
depreciable property. Do not include in in-
come patronage dividends from the purchase
of capital assets or depreciable property used
in your business. You must, however, reduce
the basis of these assets by the dividends.
This reduction is taken into account as of the
first day of the tax year in which the dividends
are received. |If the dividends are more than
your unrecovered basis, include the differ-
ence as ordinary income on Schedule F for
the tax year you receive them. Include all
these dividends on line 5a of Schedule F, but
include only the taxable part on line 5b.

This rule and the exceptions explained
later also apply to amounts you receive from
the sale, redemption, or other disposition of
a nonqualified notice of allocation that re-
sulted from purchasing or selling capital as-
sets or depreciable property.

Example. On July 1, 1999, Mr. Brown, a
patron of a cooperative association, bought
a machine for his dairy farm business from
the association for $2,900. The machine has
a life of 7 years under MACRS (as provided
in the Table of Class Lives and Recovery
Periods in Appendix B of Publication 946).
Mr. Brown files his return on a calendar year
basis. For 1999, he claimed a depreciation
deduction of $311, using the 10.71% depre-
ciation rate from the 150% declining balance,
half-year convention table (shown in Table
A-14 in Appendix A of Publication 946). On
July 1, 2000, the cooperative association paid
Mr. Brown a $300 cash patronage dividend
for his purchase of the machine. Mr. Brown
adjusts the basis of the machine and figures
his depreciation deduction for 2000 (and later
years) as follows.

Cost of machine on July 1, 1999 ............... $2,900
Minus: 1999 depreciation ... . $311
2000 cash dividend ................ _300 __611

Adjusted basis for depreciation for 2000:

Depreciation rate: 1 + 6% (remaining recovery pe-
riod as of 1/1/00) = 15.38% x 1.5 = 23.07%

Depreciation deduction for 2000
($2,289 % 23.07%0) ..oevveeveiiireieeiiieeee e $528

Exceptions. |If the dividends are for pur-
chasing or selling capital assets or deprecia-
ble property you did not own at any time
during the year you received the dividends,
you must include them as ordinary income
on Schedule F unless one of the following
rules applies.

* If the dividends relate to a capital asset
you held for more than 1 year for which
a loss was or would have been deduct-
ible, treat them as gain from the sale or
exchange of a capital asset held for more
than 1 year.

If the dividends relate to a capital asset
for which a loss was not or would not
have been deductible, do not report them
as income (ordinary or capital gain).

If the dividends are for selling capital as-
sets or depreciable property during the year
you received the dividends, treat them as an
additional amount received on the sale.

Personal purchases. Omit from the taxable
amount of patronage dividends on line 5b of
Schedule F any dividends from buying per-
sonal, living, or family items, such as sup-
plies, equipment, or services not related to
the production of farm income. This rule also
applies to amounts you receive from the sale,
redemption, or other disposition of a non-
qualified written notice of allocation resulting
from these purchases.

Per-Unit Retain Certificates

A per-unit retain certificate is any written no-
tice that shows the stated dollar amount of a
per-unit retain allocation made to you by the
cooperative. A per-unit retain allocation is an
amount paid to patrons for products sold for
them that is fixed without regard to the net
earnings of the cooperative. These allo-
cations can be paid in money, other property,
or qualified certificates.

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

Qualified certificates.  Qualified per-unit re-
tain certificates are those issued to patrons
who have agreed to include the stated dollar
amount of these certificates in income in the
year of receipt. The agreement may be made
in writing or by getting or keeping member-
ship in a cooperative whose bylaws or charter
state that membership constitutes agreement.
If you receive qualified per-unit retain certif-
icates, include the stated dollar amount of the
certificates in income in Part | of Schedule F
for the tax year you receive them.

Nonqualified certificates. Do not include
the stated dollar value of a nonqualified cer-
tificate in income when you receive it. Your
basis in the certificate is zero. You must in-
clude in income any amount you receive from
its sale, redemption, or other disposition.
Report the amount you receive from the dis-
position as ordinary income in Part | of
Schedule F for the tax year of disposition.

Cancellation of Debt

The following explains the general rule for
including canceled debt in income and the
exceptions to the general rule.

General Rule

Generally, if your debt is canceled or forgiven,
other than as a gift or bequest to you, you
must include the canceled amount in gross
income for tax purposes. Report the canceled
amount on line 10 of Schedule F if you in-
curred the debt in your farming business. If
the debt is a nonbusiness debt, report the
canceled amount on line 21 of Form 1040.

Form 1099-C. If a federal agency, financial
institution, or credit union cancels or forgives
your debt of $600 or more, you will receive a
Form 1099-C, Cancellation of Debt. The
amount of debt canceled is shown in box 2.
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Exceptions

The following discussion covers some ex-
ceptions to the general rule for canceled debt.

Price reduced after purchase. If you owe
a debt to the seller for property you bought,
and the seller reduces the amount you owe,
you generally do not have income from the
reduction. Unless you are in bankruptcy or
are insolvent, treat the amount of the re-
duction as a purchase price adjustment and
reduce your basis in the property. The rules
that apply to bankruptcy and insolvency are
explained under Exclusions, later.

Deductible debt. You do not realize income
from a canceled debt to the extent the pay-
ment of the debt would have led to a de-
duction.

Example. You get accounting services for
your farm on credit. Later, you have trouble
paying your farm debts, but you are not
bankrupt or insolvent. Your accountant for-
gives part of the amount you owe for the ac-
counting services. How you treat the canceled
debt depends on your method of accounting.

* Cash method — You do not include the
canceled debt in income because pay-
ment of the debt would have been
deductible as a business expense.

¢ Accrual method — You include the can-
celed debt in income because the ex-
pense was deductible when you incurred
the debt.

Exclusions

Do not include canceled debt in income in the
following situations.

1) The cancellation takes place in a bank-
ruptcy case under title 11 of the U.S.
Code.

2) The cancellation takes place when you
are insolvent.

3) The canceled debt is a qualified farm
debt.

4) The canceled debt is a qualified real
property business debt (in the case of a
taxpayer other than a C corporation).
For information on this type of canceled
debt, see chapter 5 in Publication 334.

If a canceled debt is excluded from in-
come because it takes place in a bankruptcy
case, the exclusions in situations (2), (3), and
(4) do not apply. If it takes place when you
are insolvent, the exclusions in situations (3)
and (4) do not apply to the extent you are
insolvent.

See Form 982, later, for information on
how to claim an exclusion for a canceled debt.

Debt. For purposes of this discussion, debt
includes any debt for which you are liable or
which attaches to property you hold.

Bankruptcy and Insolvency

You can exclude a canceled debt from in-
come if you are bankrupt or to the extent you
are insolvent.

Bankruptcy. A bankruptcy case is a case
under title 11 of the U.S. Code if you are un-
der the jurisdiction of the court and the can-
cellation of the debt is granted by the court
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or is the result of a plan approved by the
court.

Do not include debt canceled in a bank-
ruptcy case in your gross income in the year
it is canceled. Instead, you must use the
amount canceled to reduce your tax benefits,
explained later under Reduction of tax bene-
fits.

Insolvency. You are insolvent to the extent
your liabilities are more than the fair market
value of your assets immediately before the
cancellation of debt.

You can exclude canceled debt from gross
income up to the amount by which you are
insolvent. If the canceled debt is more than
the amount by which you are insolvent and
the debt qualifies, you can apply the rules for
qualified farm debt or qualified real property
business debt to the excess. Otherwise, you
include the excess in gross income. Use the
amount excluded because of insolvency to
reduce any tax benefits, as explained later
under Reduction of tax benefits. You must
reduce the tax benefits under the insolvency
rules before applying the rules for qualified
farm debt or for qualified real property busi-
ness debt.

Example. You had a $15,000 debt can-
celed outside of bankruptcy. Immediately be-
fore the cancellation, your liabilities totaled
$80,000 and your assets totaled $75,000.
Since your liabilites were more than your
assets, you were insolvent to the extent of
$5,000 ($80,000 - $75,000). You can exclude
this amount from income. The remaining
canceled debt ($10,000) may be subject to
the qualified farm debt or qualified real prop-
erty business debt rules. If not, you must in-
clude it in income.

Reduction of tax benefits. If you exclude
canceled debt from income in a bankruptcy
case or during insolvency, you must use the
excluded debt to reduce certain tax benefits.
This prevents an excessive tax benefit from
the cancellation.

Order of reduction. You must use the
excluded canceled debt to reduce the follow-
ing tax benefits in the order listed, unless you
choose to reduce the basis of depreciable
property first, as explained later.

1) Net operating loss (NOL). Reduce any
NOL for the tax year of the debt cancel-
lation, and then any NOL carryover to
that year. Reduce the NOL or NOL
carryover one dollar for each dollar of
excluded canceled debt.

2) General business credit carryover.
Reduce the credit carryover to or from
the tax year of the debt cancellation.
Reduce the carryover 33%s cents for
each dollar of excluded canceled debt.

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

4) Capital loss. Reduce any net capital
loss for the tax year of the debt cancel-
lation, and then any capital loss carry-
over to that year. Reduce the capital loss
or loss carryover one dollar for each
dollar of excluded canceled debt.

5) Basis. Reduce the basis of the property
you hold at the beginning of the tax year

following the tax year of the debt can-
cellation in the following order.

a) Real property (except inventory)
used in your trade or business or
held for investment that secured the
canceled debt.

b)  Personal property (except inventory
and accounts and notes receivable)
used in your trade or business or
held for investment that secured the
canceled debt.

c)  Other property (except inventory
and accounts and notes receivable)
used in your trade or business or
held for investment.

d) Inventory and accounts and notes
receivable.

e)  Other property.

Reduce the basis one dollar for each
dollar of excluded canceled debt. How-
ever, the reduction cannot be more than
the total bases of property and the
amount of money you hold immediately
after the debt cancellation minus your
total liabilities immediately after the can-
cellation.

For allocation rules that apply to ba-
sis reductions for multiple canceled
debts, see section 1.1017-1(b)(2) of the
regulations. Also see Choosing to re-
duce the basis of depreciable property
first, later.

6) Passive activity loss and credit car-
ryovers. Reduce the passive activity
loss and credit carryovers from the tax
year of the debt cancellation. Reduce the
loss carryover one dollar for each dollar
of excluded canceled debt. Reduce the
credit carryover 33%s cents for each dol-
lar of excluded canceled debt.

7) Foreign and possession tax credits.
Reduce the credit carryover to or from
the tax year of the debt cancellation.
Reduce the carryover 33%s cents for
each dollar of excluded canceled debt.

How to make tax benefit reductions.
Always make the required reductions in tax
benefits after figuring your tax for the year of
the debt cancellation. In making the re-
ductions in (1) and (4) above, first reduce the
loss for the tax year of the debt cancellation.
Then reduce any loss carryovers to that year
in the order of the tax years from which the
carryovers arose, starting with the earliest
year. In making the reductions in (2) and (7)
above, reduce the credit carryovers to the tax
year of the debt cancellation in the order in
which they are taken into account for that
year.

Choosing to reduce the basis of depre-
ciable property first. You can choose to
apply any portion of the excluded canceled
debt first to reduce the basis of depreciable
property you hold at the beginning of the tax
year following the tax year of the debt can-
cellation, in the following order.

1) Depreciable real property used in your
trade or business or held for investment
that secured the canceled debt.

2) Depreciable personal property used in
your trade or business or held for in-
vestment that secured the canceled
debt.



3) Other depreciable property used in your
trade or business or held for investment.

4) Real property held as inventory if you
elect to treat it as depreciable property
on Form 982.

The amount you apply cannot be more
than the total adjusted bases of all the
depreciable property. Depreciable property,
for this purpose, means any property subject
to depreciation, but only if a reduction of basis
will reduce the depreciation or amortization
otherwise allowable for the period imme-
diately following the basis reduction.

You make this reduction before reducing
the other tax benefits listed earlier. If the ex-
cluded canceled debt is more than the basis
reduction you can make under this choice,
use the excess to reduce the other tax bene-
fits. In figuring the limit on the basis reduction
in (5), Basis, use the remaining adjusted
bases of your property after making this
choice.

See Form 982, later, for information on
how to make this choice. If you make this
choice, you can revoke it only with the con-
sent of the IRS.

Recapture of basis reductions. If you re-
duce the basis of property under these pro-
visions and later sell or otherwise dispose of
the property at a gain, the part of the gain due
to this basis reduction is taxable as ordinary
income under the depreciation recapture
provisions. Treat any property that is not
section 1245 or section 1250 property as
section 1245 property. For section 1250
property, determine the straight-line depreci-
ation adjustments as though there were no
basis reduction for debt cancellation. Sections
1245 and 1250 property and the recapture of
gain as ordinary income are explained in
chapter 11.

More information.  For more information on
debt cancellation in bankruptcy proceedings
or during insolvency, see Publication 908.

Qualified Farm Debt

You can exclude from income a canceled
debt that is qualified farm debt owed to a
qualified person. This exclusion applies only
if you were solvent when the debt was can-
celed or, if you were insolvent, only to the
extent the canceled debt is more than the
amount by which you were insolvent. Your
debt is qualified farm debt if both the following
requirements are met.

* You incurred it directly in operating a
farming business.

* At least 50% of your total gross receipts
for the 3 tax years preceding the year of
debt cancellation were from your farming
business.

Qualified person. This is a person who is
actively and regularly engaged in the busi-
ness of lending money. A qualified person
includes any federal, state, or local govern-
ment, or any of their agencies or subdivisions.
These rules apply to debts canceled by the
USDA.

A qualified person does not include any
of the following.

* A person related to you.

* A person from whom you got the property
(or a person related to this person).

* A person who receives a fee from your
investment in the property (or a person
related to this person).

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

Exclusion limit. The amount of canceled
qualified farm debt you can exclude from in-
come is limited. It cannot be more than the
sum of your adjusted tax benefits and the total
adjusted bases of the qualified property you
hold at the beginning of the tax year following
the tax year of the debt cancellation. Figure
this limit after taking into account any re-
duction of tax benefits because of debt can-
celed during insolvency.

If the canceled debt is more than this limit,
you must include the difference in gross in-
come.

Adjusted tax benefits. Adjusted tax
benefits means the sum of the following
items.

1) Any net operating loss (NOL) for the tax
year of the debt cancellation and any
NOL carryover to that year.

2) Any general business credit carryover to
or from the year of the debt cancellation,
multiplied by 3.

3) Any minimum tax credit available at the
beginning of the tax year following the
tax year of the debt cancellation, multi-
plied by 3.

4) Any net capital loss for the tax year of
the debt cancellation and any capital
loss carryover to that year.

5) Any passive activity loss and credit car-
ryovers from the tax year of the debt
cancellation. Any credit carryover is
multiplied by 3.

6) Any foreign and possession tax credit
carryovers to or from the tax year of the
debt cancellation, multiplied by 3.

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

Qualified property. This is any property
you use or hold for use in your trade or busi-
ness or for the production of income.

Reduction of tax benefits. If you exclude
canceled debt from income under the qual-
ified farm debt rules, you must use the ex-
cluded debt to reduce tax benefits. (If you also
excluded canceled debt under the insolvency
rules, you reduce the amount of the tax ben-
efits remaining after reduction for the exclu-
sion allowed under those rules.) You gener-
ally must follow the reduction rules previously
explained under Bankruptcy and Insolvency.
However, do not follow the rules in item (5),
Basis. Instead, follow the special rules ex-
plained next.

Special rules for reducing the basis of
property. You must use special rules to re-
duce the basis of property for excluded can-
celed qualified farm debt. Under these special
rules, you only reduce the basis of qualified
property (defined earlier). Reduce it in the
following order.

1) Depreciable qualified property. You may
choose on Form 982 to treat real prop-
erty held as inventory as depreciable
property.

2) Land that is qualified property and is
used or held for use in your farming
business.

3) Other qualified property.

Form 982

Use Form 982 to show the amounts of can-
celed debt excluded from income and the re-
duction of tax benefits in the order listed on
the form. Also use it if you are making the
choice to apply the excluded canceled debt
to reduce the basis of depreciable property
before reducing tax benefits. You make this
choice by showing the amount you choose to
apply on line 5 of the form.

When to file. You must file Form 982 with
your timely filed income tax return (including
extensions) for the tax year in which the
cancellation of debt occurred. If you timely
filed your return for the year without making
the choice to apply the excluded canceled
debt to reduce the basis of depreciable prop-
erty first, you can still make the choice by fil-
ing an amended return within six months of
the due date of the return (excluding exten-
sions). For more information, see When to file
in the form instructions.

Income From
Other Sources

This section discusses other types of income
you may receive.

Barter income. If you are paid for your work
in farm products, other property, or services,
you must report as income the fair market
value of what you receive. The same rule
applies if you trade farm products for other
farm products, property, or someone else's
labor. This is called barter income. For ex-
ample, if you help a neighbor build a barn and
receive a cow for your work, you must report
the fair market value of the cow as ordinary
income. Your basis for property you receive
in a barter transaction is usually the fair mar-
ket value that you include in income. If you
pay someone with property, see the dis-
cussion on labor expense in chapter 5.

Below-market loans. A below-market loan
is a loan on which either no interest is
charged or interest is charged at a rate below
the applicable federal rate. If you make a
below-market loan, you may have to report
income from the loan in addition to any stated
interest you receive from the borrower. See
chapter 1 of Publication 550 for more infor-
mation on below-market loans.

Commodity futures and options. See
Hedging (Commaodity Futures) in chapter 10
for information on gains and losses from
commodity futures and options transactions.

Custom hire (machine work). Pay you re-
ceive for contract work or custom work that
you or your hired help perform off your farm
for others, or for the use of your property or
machines, is income to you whether or not
income tax was withheld. This rule applies
whether you receive the pay in cash, ser-
vices, or merchandise. Report this income
on line 9, Part |, of Schedule F.

Chapter 4 Farm Income Page 21



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

Example. You granted a right-of-way for
a gas pipeline through your property for
$1,000. Only a specific part of your farm land
was affected. You reserved the right to con-
tinue farming the surface land after the pipe
was laid. Treat the payment for the right-of-
way in one of the following ways.

1) If the payment is less than the basis
properly allocated to the part of your land
affected by the right-of-way, reduce the
basis by $1,000.

2) If the payment is more than the basis of
the affected part of your land, reduce the
basis to zero and the rest is gain from a
sale. The gain is reported on Form 4797
and is treated as section 1231 gain if you
held the land for more than 1 year. See
chapter 11.

If construction of the line damaged grow-
ing crops and you later receive a settlement
of $250 for this damage, the $250 is income.
It does not affect the basis of your land.

Fuel tax credit and refund. Include any
credit or refund of federal excise taxes on fu-
els in your gross income if you included the
cost of the fuel as an expense deduction that
reduced your income tax. See chapter 18 for
more information about fuel tax credits and
refunds.

lllegal federal irrigation subsidy. The fed-
eral government, operating through the Bu-
reau of Reclamation, has made irrigation wa-
ter from certain reclamation and irrigation
projects available for agricultural purposes.
The excess of the amount required to be paid
for water from these projects over the amount
you actually paid is an illegal subsidy.

For example, if the amount required to be
paid is full cost and you paid less than full
cost, the difference is an illegal subsidy and
you must include it in income. Report this on
line 10 of Schedule F. You cannot take a de-
duction for the amount you must include in
income.

For more information on reclamation and
irrigation projects, contact your local Bureau
of Reclamation.

Prizes. Report prizes you win on farm live-
stock or products at contests, exhibitions,
fairs, etc., on Schedule F as Other income. If
you receive a prize in cash, include the full
amount in income. If you receive a prize in
produce or other property, include the fair
market value of the property. For prizes of
$600 or more, you should receive a Form
1099-MISC, Miscellaneous Income.

See chapter 15 for information about
prizes related to 4-H Club or FFA projects.
See Publication 525 for information about
other prizes.

Property sold, destroyed, stolen, or con-

demned. You may have an ordinary or cap-
ital gain if property you own is sold or ex-
changed, stolen, destroyed by fire, flood, or
other casualty, or condemned by a public
authority. In some situations, you can post-

Page 22 Chapter 4 Farm Income

pone the tax on the gain to a later year. See
chapters 10 through 13.

Recapture of certain depreciation. If you
took a section 179 deduction for property
used in your farming business and at any time
during the property's recovery period you do
not use it more than 50% in your business,
you must include part of the deduction in in-
come. See chapter 8 for information on the
section 179 deduction and when to recapture
that deduction.

In addition, if the percentage of business
use of listed property (see chapter 8) falls to
50% or less in any tax year during the re-
covery period, you must include in income
any excess depreciation you took on the
property.

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

Refund or reimbursement.  You must gen-
erally include in income a reimbursement,
refund, or recovery of an item for which you
took a deduction in an earlier year. Include it
for the tax year you receive it. However, if any
part of the earlier deduction did not decrease
your income tax, you do not have to include
that part of the reimbursement, refund, or re-
covery.

Example. A tenant farmer purchased
fertilizer for $1,000 in April 1999. He deducted
$1,000 on his 1999 Schedule F and the entire
deduction reduced his tax. The landowner
reimbursed him $500 of the cost of the
fertilizer in February 2000. The tenant farmer
must include $500 in income on his 2000 tax
return because the entire deduction de-
creased his 1999 tax.

Sale of soil and other natural deposits. If
you remove and sell topsoil, loam, fill dirt,
sand, gravel, or other natural deposits from
your property, the proceeds are ordinary in-
come. A reasonable allowance for depletion
of the natural deposit sold may be claimed
as a deduction. See Depletion in chapter 8.

Sod. Report proceeds from the sale of
sod on Schedule F. A deduction for cost de-
pletion is allowed, but only for the topsoil re-
moved with the sod.

Granting the right to remove deposits.
If you enter into a legal relationship granting
someone else the right to excavate and re-
move natural deposits from your property, you
must determine whether the transaction is a
sale or another type of transaction (for ex-
ample, a lease).

If you receive a specified sum or an
amount fixed without regard to the quantity
produced and sold from the deposit and you
retain no economic interest in the deposit,
your transaction is a sale. You are considered
to retain an economic interest if, under the
terms of the legal relationship, you depend
on the income derived from extraction of the
deposit for a return of your capital investment
in the deposit.

Your income from the deposit is capital
gain if the transaction is a sale. Otherwise, it
is ordinary income subject to an allowance for
depletion. See chapter 8 for information on
depletion and chapter 10 for the tax treatment
of capital gains.

Timber sales. Timber sales, including sales
of logs, firewood, and pulpwood, are dis-
cussed in chapter 10.

Farm Income
Averaging

If you are engaged in a farming business, you
may be able to average all or some of your
current year's farm income by shifting it to the
3 prior years (base years). The term “farming
business” is defined in the instructions for
Schedule J (Form 1040).

Who can use farm income averaging?  You
can elect to use farm income averaging if, in
the year of the election, you are engaged in
a farming business as an individual, a partner
in a partnership, or a shareholder in an S
corporation. You do not need to have been
engaged in a farming business in any base
year.

Corporations, partnerships, S corpo-
rations, estates, and trusts cannot use farm
income averaging.

Elected Farm Income (EFI)

EFI is the amount of income from your farm-
ing business that you elect to shift to the base
years. You can designate as EFI any type of
income attributable to your farming business.
However, your EFI cannot exceed your taxa-
ble income, and any EFI from a net capital
gain attributable to your farming business
cannot exceed your total net capital gain.

Income from your farming business is the
sum of any farm income or gain minus any
farm deductions or losses allowed as de-
ductions in computing your taxable income.
However, it does not include gain from the
sale or other disposition of land.

Gains from the sale or other disposition
of farm property.  Gains from the sale or
other disposition of farm property, other than
land, can be designated as EFI if you (or your
partnership or S corporation) use the property
regularly for a substantial period in a farming
business. Whether the property has been
regularly used for a substantial period de-
pends on all the facts and circumstances.
Liquidation of a farming business. If
you (or your partnership or S corporation)
liquidate your farming business, gains on
property sold within a reasonable time after
operations stop can be designated as EFIl. A
period of one year after stopping operations
will be treated as a reasonable time. After
that, what is a reasonable time depends on
the facts and circumstances.

Shifting EFI to base years.  If your EFI in-
cludes both ordinary income and capital
gains, you must add an equal portion of each
type of income to each base year. You cannot
add all of the capital gains to a single base
year.

How To Figure the Tax

If you elect to average your farm income, you
will figure the current year's tax on Schedule
J (Form 1040).

Negative taxable income for base year. If
your taxable income for any base year was
zero because your deductions exceeded your
income, you may have negative taxable in-
come for that year to combine with your EFI
on Schedule J.



Schedule J for 1998 or 1999. Although
the Schedule J for 1998 and 1999 did not al-
low you to use negative taxable income for a
base year, you can now file amended returns
on Form 1040X to do so. If you did not use
Schedule J for 1998 or 1999 and this change
would make using it beneficial, you can
amend your returns to elect its use. If you
used Schedule J for 1998 or 1999 and your
taxable income for any base year was zero,
you can amend your return to refigure your
tax (or to revoke your election). For more in-
formation, see the Schedule J instructions.

Filing status. You are not prohibited from
making a farm income averaging election
solely because your filing status is not the
same in an election year and the base years.
For example, if you are married filing jointly
in the election year, but filed as single in all
of the base years, you may still elect to av-
erage farm income.

Effect on Other Tax

Determinations

You subtract your EFI from your taxable in-
come in the election year and add one-third
of it to the taxable income of each of the base
years to determine the tax rate to use for in-
come averaging. The allocation of your EFI
from the election year to the base years does
not affect other tax determinations. For ex-
ample, you make the following determinations
before subtracting your EFI in the election
year or adding it in the base years.

* The amount of your self-employment tax.

* Whether, in the aggregate, sales and
other dispositions of business property
(section 1231 transactions) produce
long-term capital gain or ordinary loss.

* The amount of any net operating loss
carryover or net capital loss carryover
applied and the amount of any carryover
to another year.

The limit on itemized deductions based
on your adjusted gross income.

* The amount of any net capital loss or net
operating loss in a base year.

Tax on Investment Income
of Child Under 14

If your child's investment income is more than
$1,400, part of that income may be taxed at
your tax rate instead of your child's tax rate.

If you elect to use farm income averaging,
figure your child's tax on investment income
using your rate after shifting EFl. You cannot
use any of your child's investment income as
your EFI, even if it is attributable to a farming
business. For information on figuring the tax
on your child's investment income, see Pub-
lication 929, Tax Rules for Children and De-
pendents.

Alternative Minimum Tax

You cannot use income averaging to deter-
mine your alternative minimum tax (AMT).
When figuring your AMT, the regular tax you
subtract from your “tentative minimum tax” is
the tax you computed using farm income av-
eraging. This may cause you to owe AMT or
increase your AMT but, generally, it will not
increase your total tax.

Credit for base year minimum tax liability.
You can use income averaging to figure your
regular tax liability for the purpose of deter-
mining the credit for a base year minimum tax
liability.

Making, Revoking, or

Changing an Election

You make a farm income averaging election
by filing Schedule J (Form 1040) with your
timely filed (including extensions) return for
the election year. You can make a late
election, or amend or revoke a previously
made election, only if you do so either in
conjunction with another adjustment that af-
fects the taxable income of the election year
or any of the base years or to take advantage
of the change discussed under Negative tax-
able income for base year, earlier. An ad-
justment may be caused by a variety of
things. The following are examples of situ-
ations that may result in an adjustment.

* An NOL carryback.

* A disaster loss election.

* A change made as the result of an audit.

* Any other change that results in your fil-
ing an amended return.

If you do not have an adjustment in the
election year or any of the base years, you
can make a late election, or amend or revoke
a previously made election, only if you obtain
the approval of the IRS. You can request ap-
proval by submitting a request for a private
letter ruling to the IRS National Office. See
Revenue Procedure 2001-1 in Internal Rev-
enue Bulletin No. 2001-1.

S.

Farm Business
Expenses

Important Changes
for 2000

Standard mileage rate. The standard mile-
age rate for the cost of operating your car,
van, pickup, or panel truck in 2000 is 32%
cents a mile for all business miles driven. See
Truck and Car Expenses.

Self-employed health insurance de-
duction.  The part of your self-employed
health insurance premiums that you can de-
duct as an adjustment to income is 60% for
2000. See Insurance.

Important Reminder

Business use of your home. You may be
able to deduct expenses for your home office
even if it is not where you perform your most
important business activities or spend most
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of your business time. See Business Use of
Your Home.

Introduction

You can generally deduct the current costs
of operating your farm. Current costs are ex-
penses you do not have to capitalize or in-
clude in inventory costs. However, your de-
duction for the cost of livestock feed and
certain other supplies may be limited. If you
have an operating loss, you may not be able
to deduct all of it.

Topics
This chapter discusses:
* Deductible expenses
* Capital expenses
* Nondeductible expenses
* Farm operating losses
* Net operating losses
* Not-for-profit farming

Useful Items
You may want to see:

Publication

[J 463 Travel, Entertainment, Gift, and

Car Expenses

[0 535 Business Expenses

[0 536 Net Operating Losses (NOLs) for
Individuals, Estates, and Trusts

[0 587 Business Use of Your Home

[0 925 Passive Activity and At-Risk Rules

[J 936 Home Mortgage Interest

Deduction

Form (and Instructions)

[0 1040 U.S. Individual Income Tax Return

[0 Sch A (Form 1040) Itemized
Deductions

[0 Sch F (Form 1040) Profit or Loss From
Farming

[0 1045 Application for Tentative Refund

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

See chapter 21 for information about get-
ting publications and forms.

Deductible Expenses

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

Reimbursed expenses. If you are reim-
bursed, either reduce the expense or report
the amount you receive as income, depend-
ing on when you receive it. See Refund or
reimbursement under Income From Other
Sources in chapter 4.
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Prepaid Farm Supplies

There may be a limit on your deduction for
prepaid farm supplies if you use the cash
method of accounting to report your income
and expenses. This limit will not apply, how-
ever, if you meet one of the exceptions, de-
scribed later.

Defined. Prepaid farm supplies are amounts
you paid during the tax year for the following
items.

1) Feed, seed, fertilizer, and similar farm
supplies not used or consumed during
the year.

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

3) Poultry bought for resale and not resold
during the year.

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

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

The cost of poultry bought for use (or for
both use and resale) in your farm business
and not allowed in the year of payment is
deductible in the following year. The cost of
poultry bought for resale is deductible in the
year you sell or otherwise dispose of that
poultry.

Other deductible farm expenses. Other
deductible farm expenses are any amounts
allowable as deductions on Schedule F, in-
cluding depreciation or amortization, but not
prepaid farm supplies.

Example.  During 2000, you bought
fertilizer ($4,000), feed ($1,000), and seed
($500) for use on your farm in the following
year. Your total prepaid farm supplies ex-
pense for 2000 is $5,500. Your other
deductible farm expenses totaled $10,000 for
2000. Therefore, your deduction for prepaid
farm supplies may not exceed $5,000 (50%
of $10,000) for 2000. The excess prepaid
farm supplies expense of $500 ($5,500 -
$5,000) is deductible in the later tax year you
use or consume the supplies.

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

1) Your prepaid farm supplies expense is
more than 50% of your other deductible
farm expenses because of a change in
business operations caused by unusual
circumstances.

2) Your total prepaid farm supplies expense
for the preceding 3 tax years is less than
50% of your total other deductible farm
expenses for those 3 tax years.
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You are a farm-related taxpayer if any of
the following tests apply.

1) Your main home is on a farm.
2) Your principal business is farming.

3) A member of your family meets (1) or (2).

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

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

Livestock Feed

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

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

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

The following are some factors that
show an expense is a deposit rather than
a payment.

a) The absence of specific quantity
terms.

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

c) The treatment of the expense as a
deposit by the seller.

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

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

2

~

The prepayment has a business pur-
pose and is not merely for tax avoid-
ance. You should have a reasonable
expectation of receiving some business
benefit from the prepayment. The fol-
lowing are some examples of business
benefits.
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a) Fixing maximum prices and secur-
ing an assured feed supply.

b)  Securing preferential treatment in
anticipation of a feed shortage.

Whether the prepayment was a con-
dition imposed by the seller and whether
the condition was meaningful will also
be considered in determining the exist-
ence of a business purpose for the pre-
payment.

3) The deduction of these costs does
not result in a material distortion of
your income. The following are some
factors to consider in determining
whether the deduction results in a ma-

terial distortion of income.

=

a)  Your customary business practice
in conducting your livestock oper-
ations.

b)  The expense in relation to past
purchases.

c) The time of year you made the
purchase.

d) The expense in relation to your in-
come for the year.

If you fail any of these three tests, you
cannot deduct in the year paid the cost of
feed your livestock will consume in a later tax
year. Deduct it in the tax years your livestock
consume the feed.

Labor Hired

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

If you must withhold social security, Med-
icare, and income taxes from your employees'
cash wages, you can still deduct the full
amount of wages before withholding. See
chapter 16 for more information on employ-
ment taxes. Also, deduct the employer's
share of the social security and Medicare
taxes you must pay on your employees'
wages as a farm business expense on the
Taxes line of Schedule F (line 31). See
Taxes, later.

Deductible Pay

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

Property for services.  If you transfer prop-
erty to one of your employees in payment for
services, you can deduct as wages paid the
fair market value of the property on the date
of transfer. If the employee pays you anything
for the property, deduct as wages the fair
market value of the property minus the pay-
ment by the employee for the property. Treat
the deduction on your return as an amount
received for the property. You may have a
gain or loss to report if the property's adjusted
basis on the date of transfer is different from
its fair market value. Any gain or loss has the
same character the exchanged property had



in your hands. For more information, see
chapter 10.

Child as an employee.  You can deduct
reasonable wages or other compensation you
pay to your child for doing farm work if a true
employer-employee relationship exists be-
tween you and your child. Include these
wages in the child's income. The child may
have to file an income tax return. These
wages may also be subject to social security
and Medicare taxes if your child is age 18 or
older. For more information, see Family Em-
ployees in chapter 16.

The fact that your child spends the wages
to buy clothes or other necessities you
normally furnish does not prevent you from
deducting your child's wages as a farm ex-
pense.

Spouse as an employee. You can deduct
reasonable wages or other compensation you
pay to your spouse if a true employer-
employee relationship exists between you
and your spouse. Wages you pay to your
spouse are subject to social security and
Medicare taxes. For more information, see
Family Employees in cha