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Schedule A (Form 1045) can be used to calculate the AMT NOL providing the
above exceptions are included.

Tentative Minimum Tax

The minimum tax exemption reduced by the 25 percent phaseout is subtracted
from AMTI before the 24 percent rate is applied. Then the AMT foreign tax
credit is subtracted to arrive at tentative minimum tax. A taxpayer who has
regular foreign tax credit will compute AMT foreign tax credit in much the same
manner, although the amount that can be used to reduce AMT is limited.

Alternative Minimum Tax and Credits

Tentative minimum tax less the regular income tax equals AMT. Regular
income tax excludes several miscellaneous taxes, such as the tax on lump-sum
distributions. Regular income tax is reduced by the foreign tax credit (but not
business tax credits) before it is entered on line 21 Form 6251.

Foreign tax credit is the only credit allowed in the calculation of AMT.

The other credits, including investment credit, can be carried forward to the
extent they do not provide a tax benefit because of the AMT.

A taxpayer may not use business credits to reduce regular tax below AMT.
This general business credit limitation is calculated on Form 3800 rather than
on 6251.

Who Must File Test

Many more taxpayers are required to file Form 6251 than have an AMT
liability. Form 6251 must be filed if the taxpayer is liable for AMT or if line
9 (TI plus all adjustments and preference items) is greater than the exemption
on line 12 and there are adjustments or preferences other than those on lines 5a
through g. '

The AMT Credit

The AMT credit allows a taxpayer to reduce regular income tax to the extent
that deferral adjustments and preferences created AMT liability in previous
years. The AMT credit also includes any credit for producing fuel from a
nonconventional source that was disallowed in an earlier year due to AMT. The
credit means that the taxpayer, in the long run, will not pay AMT on the
deferral items. ' )

Part I of Form 8801 is used to compute the AMT that would have been paid in
the previous year on the exclusion items if there had been no deferral items.
This requires the computation of a "minimum tax credit net operating loss
deduction® (MTCNOLD), which is calculated like the AMT NOL except that only the
exclusion adjustments and preferences are included. It also requires
computation of the minimum tax foreign tax credit on the exd¢lusion items.

Part II of 8801 is used to compute the allowable minimum tax credit and the
AMT credit carryforward. The computation includes unallowed credit for
producing fuel from a nonconventional source.
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NET OPERATING LOSSES

Farmers and nonfarm taxpayers who sustain a net operating loss in 1992 may
carry it back to recover taxes paid in former years or carry it forward to
reduce taxes to be paid in future years. The net operating loss is the

‘taxpayer’'s business loss for the year modified to remove some of the other tax
benefits (IRS Section 172).

The calculation of a net operating loss, and its application to recover
taxes in another year, is a complex process governed by strict rules of
procedure. The 1992 Illinois Farm Income Tax Workbook contains an excellent NOL
section including illustrations and worksheets. IRS Pub. 536 covers NOLs.
Following are general rules and guidelines to consider before computing an NOL.

A net farm loss on Schedule F or net business loss on Schedule C is not
equal to a net operating loss. The NOL is usually less than, but it could be
greater than, the net business loss. Business losses must be combined with all
other income, losses, and deductions on 1040 to determine if there is a net
operating loss. The NOL is carried back or forward to other tax years, but
sometimes not all of it will be used to reduce taxable income in those years.

The opportunities and consequences of carrying an NOL back should always be
considered first. If the NOL is carried back, it must be carried back three
years, then to each succeeding year, if necessary, to use it up. A 1992 NOL
would be first carried back to 1989, then to 1990, 1991, and then forward to
1993 and in order to 2007 if necessary. The carryforward provision is 15 years.
A taxpayer may elect to forego the entire carryback period. The election must
be made by the due date for the return of the year the NOL occurred by attaching
a statement to the return. It cannot be made on an ammended return. Once the
election is made, it is irrevocable for that tax year. If the election is not
made by the applicable date, the NOL will be considered absorbed as if it had
been carried back, even if it had not been claimed in a carryback year. If
there is more than one operating loss to be carried to the same tax year, the
loss from the earliest year is applied first.

Reasons to forego the carryback period include low income during the
carryback period and the investment tax credit recomputation that would be
required.

In making a claim for an NOL, a concise statement showing its computation
must be filed with the return for the year the NOL is used. For a carryback
year, the statement can be filed with a Form 1045 or 1040X. Form 1045 (or Form
1139 for a corporation) must be filed within one year after the close of the NOL
year. Form 1040X may be filed within three years of due date for the NOL year
return. Schedules A and B (Form 1045) are used to compute the NOL and NOL
carryovers.

The NOL is pot considered when calculating net earnings from self-employment
for the year to which the NOL is carried.

A partnership or S corporation is not allowed to claim an NOL, but each
partner or shareholder may use his or her share of the business NOL to determine
his/her individual loss. A regular corporation’s NOL is handled similarly to an
individual’s but the modifications and adjustments are calculated differently.
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Step One - How to Calculate a Net Operating loss

Example: B.L. Farmer shows a $34,300 loss on Schedule F. The farm loss is
combined with other income on Form 1040 to show an adjusted gross income of
(816,400). After the standard deduction of $6,000 and four exemptions ($9,200),
taxable income is ($31,600). Actually, the entry on line 37 would be zero.

Income:

Part-time salary $ 1,000
Interest income 600
Dividends 400
Capital gain (livestock sales) from Schedule D (1040) 15,000
Supplemental gains (Form 4797) 900
Farm loss (34,300

Adjusted Gross Income $(16,400)

No net operating loss was carried forward to 1992 from a prior year.

The illustration presented here follows the 1045 Schedule A format.

Lines 1

through 3 of Schedule A compute taxable income (which would be zero on line 37
of 1040 but actually must be negative if there is to be any chance of an NOL).

1. Adjusted gross income
2 Deductions
a., Standard or itemized deductions
b. Exemptions
c. a+b
3. Combine lines 1 and 2c

Adjustments
4. Exemptions from 2b (these are not
allowed in calculating NOL)

Lines 5 through 22 are designed to apply two rules used
in computing an NOL: (1) nonbusiness deductions are
allowed only to the extent of nonbusiness income, and
(2) capital losses are allowed only to the extent of
capital gains. The two rules interact with each other.

5. Nonbusiness capital losses (enter as a
positive number)

6. Nonbusiness capital gains

7. 1If line 5 is more than line 6, enter
the difference; otherwise, enter zero

8. 1If line 6 is more than line 5, enter
the difference; otherwise, enter zero

Note: Lines 5 through 8 determine whether nonbusiness
capital losses exceed nonbusiness capital gains (Rule
2). '

9. Nonbusiness deductions

10. Nonbusiness income (other than capital
gains)

11. Add lines 8 and 10

12, If line 9 is more than line 11, enter
the difference; otherwise, enter zero

(16,400)
6,000
9,200
(15,200)
(31,600)
19,200

6,000

--1,000

1,000

5,000
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Note: The purpose of lines 9 through 12 is to determine
whether nonbusiness deductions exceed nonbusiness income
(other than capital gains) (Rule 1).

13.

If line 11 is more than line 9, enter
difference (but do not enter more than
line 8); otherwise, enter zero

Note: Line 13 determines whether nonbusiness income is
more than nonbusiness deductions (Rule 1).

14.

15,
16,
17.

Business capital losses (enter as a
positive number)

Business capital gains

Add lines 13 and 15

If line 14 is more than line 16, enter
difference; otherwise, enter zero

Note: The purpose of lines l4 through 17 is to
determine whether business capital losses exceed
business capital gains (Rule 2).

18,
19.

20.

21.
22.

Add lines 7 and 17.

Enter loss, if any from line 17 of Schedule D (Form
1040). Enter as a positive number. (If you do not
have a loss on that line, skip lines 19-21 and enter
on line 22 the amount from line 18.)

Enter the loss from line 18 of Schedule D (Form 1040).
Enter as a positive number.

Subtract line 20 from line 19.

Subtract line 21 from line 18.

Note: Lines 18 through 22 determine whether total
capital losses exceed total capital gains (Rule 2).

23.

Net operating losses from other years (enter as a
positive number).

Note: Line 23 removes NOLs from other years that were
used in computing this year’'s AGI.

24,

Add lines 4, 12, 22 and 23

Note: This is the total of items that will be used to
reduce the NOL, i.e., B.L. gets only a §1,000 benefit
from his standard deductions and exemptions, or the
amount that offsets nonbusiness income.

25.

Net Operating Loss. Combine lines
3 and 24, 1If this amount is negative,
it is the NOL for the year.

While B.L.'s Schedule F loss was $34,300, the NOL was

15,000
15,000

(e N e

. 14,200

(17,400)

$17,400.
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Step Two - How to Carry Back the NOL

The full NOL must be carried to the earliest eligible year. If the NOL is
equal to or less than the AGI less the standard deduction (or itemized
deductions recomputed as in rules 4 and 5 below) plus exemptions for that year,
deduct the full NOL as in Step Three. However, if the NOL is greater than the
AGI less the standard deduction (or itemized deductions as recomputed) plus ex-
emptions, the NOL must be compared to modified taxable income to determine how
much of the available NOL may be used and how much is carried over to the next
year.

Modified taxable income is taxable income for that eligible year adjusted by
the rules below. Schedule B of 1045 is used to make the modifications. The
starting point is taxable income for the eligible year which includes NOL
carrybacks or carryforwards from years before the year from which the current
carryback comes.

1. The net capital loss deduction is not allowed. It must be added to taxable
income of the carryback year.

2., If there was a capital loss deduction in the carryback year, there are
several adjustments to adjusted gross income:

a. The special allowance for passive activity losses from rental real
estate activities;

b. Taxable social security benefits;

c. IRA deductions;

d. Excludable savings bond interest.

In making these adjustments, the adjusted gross income is first increased
by the net capital loss deduction. The NOL carryback is not included. The
adjustment for each item is made in the order listed above. In computing
each adjustment, adjusted gross income is increased by the previous
adjustments,

3. Modified taxable income must be computed before any NOL deduction from the
loss year and all-later years.

4. Itemized deductions based on or limited by a percentage of AGI must be
recomputed based on modified AGI. Charitable contributions have a set of
rules different from those used for other itemized deductions. Use lines 9
through 33 on Schedule B of 1045 to recompute itemized deductions.

5. The charitable deduction must be recomputed using a limit based on an AGI
modified by rules 1, 2, 3, and 4 and by removing NOL carrybacks.

6. Personal exemptions are not allowed.

Example: If B.L. Farmer carries his 1992 NOL of $17,400 back to 1989 where
he had an adjusted gross income of $32,800 and a taxable income of $19,600, the
full NOL will be used. If 1989 taxable income had been less than $17,400, the
adjustments listed above would have been applied to determine the modified
taxable income. If 1989 modified taxable income was $10 000, B.L. would deduct
only $10,000 of his 1992 NOL on the 1989 return.
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Step Three - Determining Amount of Refund

In determining the amount of refund due when a carryback is made to a prior
year, the taxable income for that year must be recomputed. After the NOL is
deducted, itemized deductions based on a percentage of AGI must be recomputed.
The income tax liability for that year, alternative minimum tax, and tax credits
claimed must be refigured. -

Example: B.L. Farmer determines his 1989 refund as follows:

Adjusted gross income on 1989 return $32,800
Less: 1992 NOL -17.400
Adjusted gross after carryback $15,400
Minus: Standard deduction - 5,200

Exemptions - 8.000
Taxable income after carryback $ 2,200
Tax liability on $2,200 after carryback 332
Tax liability on 1989 return S 2.944
Tax paid on 1989 return (net of $1,000
I1C) $ 1,944
Less tax liability after carryback 332
Refund on 1989 return $ 1,612

B.L. Farmer paid no AMT in 1989, but $1,000 of investment credit was used to
reduce the 1989 tax liability. 1If there had been no investment credit used in
1989, the tax paid would have been $2,944 and B.L. would be eligible for a
$2,612 refund. Since only $1,944 of income tax was actually paid in 1989, the
1989 refund will be $1,944 - 332 = §1,612. However, the $1,000 investment
credit originally used is freed by the NOL and is now an unused investment
credit balance of $1,000 that may be carried forward.

Step Four - Carry Over Unused NOL to Subsequent Year

Under the alternative assumption, B.L. Farmer's 1989 modified taxable income
was $10,000, which limited 1992 NOL used in 1989 to $10,000. The amount of
unused NOL, $7,400, is carried over to the 1990 return.
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PASSIVE ACTIVITY LOSSES

Section 469, added to the IRC by TRA of 1986, placed significant limits on
the use of tax losses to shelter business and investment income as well as
salary and wage income. The IRS has issued hundreds of pages of temporary and
proposed regulations relative to passive losses (1.469-0T through 5T and 11T).
Reg. 1.469-4T has been superseded by Proposed Reg. 1.1469-4.

The Rule

Passive activity losses (and credits) can only be used to offset passive
activity income. Passive activity loss is defined as the excess of the
aggregate losses from all passive activities over the aggregate income from all
passive activities. Losses from passive activities cannot be deducted against
any other income. Excess losses can be carried forward and used to reduce
future passive activity income. In 1990 and later, 100 percent of passive
losses are disallowed.

A passive activity includes:

1. Any trade or business in which the taxpayer does not materially participate.
Working interests in oil and gas property are excluded.

2. Any rental activity regardless of whether the taxpayer materially
participates (see $25,000 loss allowance).

3. Any limited partnership interest.

Materjal participation occurs when the taxpayer (or the spouse) is involved
in the operation of the activity on a regular, continuous, and substantial
basis. Regulations at Sec. 1.469-5T list seven tests for material
participation. Meeting any one of these means that the taxpayer materially
participates in the activity. A farmer who receives self-employment income will
generally be treated as materially participating even if she/he contributes no
physical labor.

Disposal of the entire interest in a passive activity in a taxable
disposition means that losses, including nondeducted losses from prior years

from that activity, can be deducted against any kind of income.

Aggregation and Separation of Activities

Regulation 1.469-4T issued in May 1989 requires separation of activities
into four classes: (1) 0il and Gas, (2) Rental, (3) Professional Service, and
(4) Other trade or business. This regulation is long and complicated.

Proposed Reg. 1.469-4, which applies to tax years ending after May 10, 1992,
is intended to provide simple rules for determining a taxpayer’s activities for
passive loss purposes. This will replace Reg. 1.469-4T and adopts a facts-and-
circumstances approach to identifying a taxpayer’s activities. The Commissioner
has a right to redetermine a taxpayer’s activities. For the tax year that
includes May 10, 1992, the taxpayer may apply the 1.469-4T rules rather than
Proposed Reg. 1.469-4, The Proposed Reg. provides that the taxpayer may, under
some circumstances, dispose of part of an activity and treat that part as a
separate activity.
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Election to Separate

Under 1.469-4T(0), a taxpayer may make a permanent election to separate
undertakings which otherwise would be combined into a single activity. For
interests held in 1989, the election must have been made with the 1989 return.
For interests acquired in years after 1989, the election must be made with the
return for the year in which the taxpayer acquires interest in the activity.

ea tate Renta

A special real estate rental rule allows an individual taxpayer (natural
person) to use real estate rental activity losses in which he/she actively
participates to offset up to $25,000 of nonpassive income. The $25,000
exemption is reduced by 50 percent of the amount by which the taxpayer’s
modified AGI exceeds $100,000. There are special rules for married taxpayers
filing separate returns. Active participation only requires participation in
major management decision making and will be much less difficult to establish
than material participation. Major management decisions include approving new
tenants, selecting rental terms, and approving repairs and capital expenditures.
An individual whose interest in the rental activity is less than 10 percent will
not qualify as actively participating.

Crop Share Farm lLeases

In the past, "knowledgeable tax experts" have stated that crop share leases
of farms did not qualify under the real estate rental active participation
rules. The landlords typically did not "materially participate" in the
operation of the farm and, if their share of the farm income when combined with
their expenses produced a loss, it was a passive loss. These experts have
changed their position and now believe that crop share leases where the landlord
actively participates qualify as rental activities so that up to $25,000 of
losses could be used to offset nonpassive income. Practitioners who have not
taken advantage of this interpretation for their clients in previous years may
want to consider filing amended returns for open years.

Farmers Who Become landlords

A farmer who alters the operation of the business by entering into an
arrangement whereby the real estate is rented to another person or entity could
inadvertently run into the passive loss rules and be limited on deduction of
rental losses. This could occur if the real estate owner entered a partnership
or corporation to operate the farm and rented the real estate to that entity.

It could also occur if he quit farming and rented the real estate to another
person or entity. The situation could arise where the real estate expenses such
as taxes, Iinterest and depreciation were greater than the rental income. If the
owner "actively participates”, losses of up to $25,000 could be deducted against
other income (assuming modified AGI under $100,000). However, if the owner did
not actively participate, no losses could be deducted.

Eores try Qperat Lons

A forestry or woodlot operation where the owner materially participates
should be able to deduct losses, that is, the excess of expenses over income
from sales of timber (assuming the operation is not determined to be a hobby).
However, if there is no evidence of material participation (someone else manages
the property or it is not really managed at all), losses could be determined to
be passive and the losses disallowed.
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INFORMATIONAL RETURNS

Some of the most important of the 14 or more informational returns are
reviewed here.

Prov ons

1099-MISC - Must be filed by any person engaged in a trade or business, on
each nonemployee paid $600 or more for services performed during the year.
Rental payments, royalties, prizes, awards, and fishing boat proceeds must also
be reported when one individual receives $600 or more. Payments made for
nonbusiness services and to corporations are excluded. When payments of $600 or
more are made to the same individual for independent services and merchandise,
payments for the merchandise can be excluded only if the contract and bill
clearly show that a fixed and determinable amount was for merchandise.

Farmers must include payments made to noncorporate independent contractors,
attorneys, accountants, veterinarians, crop sprayers, and repair shops. Pay-
ments made for feed, seed, fuel, supplies, and other merchandise are excluded.

Health plan participants must report aggregated payments of $600 or more to
physicians and health care providers.

1099-G - Report of agricultural program payments, discharge of indebtedness
by federal government, state tax refunds, and unemployment compensation.

1099-INT- Statement for Recipients of Interest Income. Filed by bankers and
financial institutions when interest paid or credited to individual taxpayers is
$10 or more, and by any taxpayer if in the course of a trade or business $600 or
more of interest is paid to a noncorporate recipient.

1099-PATR - Taxable Distributions Received from Cooperatives. Must be filed
for each patron receiving $10 or more.

1099-S - Report payments of timber royalties under "pay-as-cut" contracts
and gross proceeds from the sale of most real estate transactions.

8300 - Recipient reports cash transactions of over $10,000 received in the
course of a trade or business, within one year in one lump sum or in separate
payments, from the same buyer or agent, in a single or related transaction.
Cash includes all currency and specific monetary instruments with a value of
less than $10,000 (cashier’s checks, bank drafts, traveler’s checks, and money
orders). The report must be filed within 15 days after receiving $10,000.

8308 - Partnership reports the sales or exchange of partnership interest
involving unrealized receivables or substantially appreciated inventory items.

8809 - Request extension of time to file informational returns with IRS.

Filing Dates and Penalties

The 1099s must be furnished to the person named on the return on or before
January 31 and to the IRS with Form 1096 (Annual Summary and Transmittal) on or
before March 1. There is a single $50 per return penalty for failure to file
correct and timely information returns. There is no penalty if failure is due
to reasonable cause. The penalty is reduced when the failure is corrected on or
before August 1. The penalty applies to each failure, and there:.is a total
penalty cap for small businesses. If failure to file/include correct
information is due to intentional disregard of the regulations, the penalty is
$100 or 10 percent of the amount reported on the information return, whichever
is greater. The penalty for intentional disregard of reporting cash payments
over $10,000 received is now the greater of $25,000 or the amount of the cash
payment up to $100,000.
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THE SOCIAL SECURITY TAX SITUATION AND MANAGEMENT OPPORTUNITIES

Annual increases in the earnings subject to social security (FICA) and self-
employment taxes continue to place a high priority on exploring opportunities to
reduce the burden of these taxes through wise tax management.

The Current Tax Burden

The social security earnings base increased to $55,500 for 1992, and base
was raised to $130,200 for the hospital insurance or medicare tax. FICA and
self-employment tax rates remain the same as in 1991. The total rate is divided
into two components representing the social security and medicare tax. The
maximum 1992 FICA tax is $5,328.90 (employer's share), up only $205.60, or 4
percent, since 1991. The maximum self-employment tax is $10,657.80 in 1992, up
$411.20 or 4 percent from 1991. :

Social Security Tax Table

Earnings Base FICA Rate %1 Self-Employment Rate %
Year Soc. Sec. Medicare Soc. Sec. Medicare Soc. Sec. Medicare
1991 $53,400 $125,000 6.20 1.45 12.40 2.90
1992 $55,500 $130,200 6.20 1.45 12.40 2.90

1993
! paid by both employer and employee.

Separate social security and medicare tax withholding tables are used by
employers. Forms 941, 942 and 943 require that social security and medicare
taxes be reported separately. The self-employment tax on long Schedule SE is
also computed separately.

Two Deductions

1. Self-employed taxpayers deduct from taxable income on line 25, Form 1040,
one-half of self-employment taxes that can be attributed to a trade or
business. The rationale for this tax deduction is that employees do not
pay income taxes on the one-half of FICA taxes paid by their employer.

2. Self-employed taxpayers deduct 7.65 percent from self-employment income
when computing net earnings from self-employment. This is achieved by
multiplying total profit (or loss) from Schedules C and/or F by 0.9235 on
Schedule SE. This adjustment is made before applying the social security
and medicare tax earnings base. Taxpayers reporting less than $55,500 of
self-employment income will receive the greatest benefit from the
deduction. This adjustment is allowed because employees do not pay social
security tax on the value of their employer'’s share of FICA tax.

armer's Optional Method

Low-income farmers may still use the optional method and report up to $1,600
of self-employment income when net farm income is less than $1,733. Self-
employed nonfarmers have a similar option. Self-employed workers should give
serious consideration to using the optional method if they are not currently
insured under the social security system.
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Wages Paid to Spouse, Children and Farm Vorkers

Farm employers must pay social security on their employees if they pay wages
of more than $2,500 to all agricultural labor during the year. Any employee
receiving $150 or more of wages is subject to social security even if the
employer’s total annual payroll is less than $2,500. All employees are covered
if the annual payroll exceeds $2,500. Seasonal farm piece work labor is exempt
from the $2,500 rule providing the employee is a hand harvester, commutes to the
job daily from a permanent residence, and was employed in agriculture for less
than 13 weeks in the prior year. Seasonal farm piece work labor is subject to
the $150 rule. The $150 test is applied separately by each employer.

Wages earned by a person employed in a trade or business by his or her
spouse have been subject to social security coverage and FICA taxes since
January 1, 1988. Wages paid to individuals 18 years old and over working for
their parent(s) in a trade or business are also subject to FICA taxes. Children
under age 18 working for a parent'’s partnership, corporation, or estate are
covered by social security. Wages paid by a parent to a child for domestic
service in the home are not covered until the child reaches 21.

Noncash Payments to Employees

Precaution: Although IRS code and regulations exempt in-kind or noncash
agricultural wages from FICA, FUTA, and income tax withholding, use of the
exemption has come under Congressional and IRS scrutiny. The practice may be
short-lived.

Social security tax does not have to be paid on payments that are other than
cash for agricultural labor. So, wage payments to agricultural labor in crops,
livestock and other commodities are not subject to FICA tax, and as they are
payments received as employees, they are not subject to self-employment tax.
This technique could be used for paying the spouse, for children who are working
on the farm but are over age 18, or for other agricultural labor. When payments
are made in kind and not in cash, the following conditions should be met: (1)
physical possession of the crop or commodity should be given to the employee,
(2) pre-arranged sales should be avoided, and (3) the employees should be
instructed to decide the time, place, and terms of the sale rather than simply
adding them to the employer’s marketing activity [Revenue Ruling 79-207].

In a private letter ruling, IRS said the payment of wages with milk was not
subject to the FICA tax, even though the employee chose the same milk market and
milk hauler as the employer. IRS has also allowed wages to be paid with grain,
calves and the services provided for livestock care. Not all of these types of
rulings have favored the taxpayer. If the IRS disallows a noncash payment, the
employer will have to pay the full FICA tax.

When farm commodities are used to pay employees for services, their employer
must report the fair market value of the commodity on the date of payment as
Schedule F income. The same amount is claimed by the employer as a labor
expense on Schedule F, but it is not reported as a cash wage on Form 943 or the
employee’s W-2. It is included as other compensation in box 10 of Form W-2.

Employees who receive commodities in lieu of wages must report their initial
market value as wage income. When the commodities are sold, the sale price is
reported on Schedule D less the basis which is the initial market value plus
storage and marketing expenses.
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It is important to document all the details of the -employment arrangement
when noncash wages are paid and to be consistent with the treatment of the
transaction on the employer’s and employee’s tax returns. A written empleyment
contract that states the rate and form of payment for services is recommended.
When the employee sells the commodity, the proceeds from the sale should be
deposited in the employee’s separate account.

In summary, the employee should be given complete possession and control,
and the sale or other disposition of the "in kind" payment should be at the
discretion of the employee and independent of that of the employer.

Taxation of Social Security Benefits

There is no change in the rules that include social security and railroad
retirement benefits in gross income. The inclusion is limited to the lessor of
(1) one-half of the benefits received, or (2) one-half of the excess of the sum
of the taxpayer’'s adjusted gross income, interest on tax-exempt obligations, and
half of the social security benefits over the base amount. ($32,000 for persons
filing jointly, $0 for married persons filing separately but living together,
and $25,000 for all others.) Medicare payments are excluded from gross income.

Example: M. and P. Retiree received $15,200 in 1992 social security
benefits, $3,000 of tax exempt interest, and their AGI (joint return) was
$26,400 (excluding social security).

Calculation: $26,400 + $3,000 + $7,600 (one-half social security) = $37,000
$37,000 - $32,000 (base amount) = $5,000 + 2 = $2,500.
M. and P. include $2,500 since it is less than $7,600.

Reduction of Benefits

When a person’s wage and self-employment earnings exceed the earnings limit,
social security benefits of the working beneficiary and dependents are reduced
by a percentage of the excess earnings. In 1992 the annual earnings limit for
those less than age 65 is $7,440, and for those age 65 to 70 it is $10,200. The
reduction of benefits is one-half of excess earnings when less than age 65 and
one-third of excess earnings when age 65 to 70.

Rental Income and Deductions (I.R.C. 1402(a

Generally, rental income from real estate and from personal property leased
with the real estate (including crop share rents) is reported on Sch. E and not
included in net earnings from self-employment. Crop and livestock share rents
are reported on 4835 and flow through to Sch. E. There are two exceptions.

1. Rentals received in the course of the trade or business of a real estate
dealer are included in net earnings from self-employment.

2. Production of agricultural or horticultural commodities. Income derived by
the owner or tenant of land is included in net earnings from self-
employment 1f:

a. there is an arrangement between the taxpayer and another person under
which the other person produces agricultural or horticultural
commodities on the land and the taxpayer is required to participate
materially in the production or the management of the production of
such commodities, and/or
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b. there is material participation by the taxpayer with respect to the
agricultural or horticultural commodity. '

According to Schedule E instructions, income and expenses from the rental of
personal property (not leased with real estate) is reported on Schedule € or C-
EZ. Net profit from Schedule C is included in self-employment income.

Paying Rent to a Spouse

It is common for husbands and wives to own farm real estate as joint
tenants, for the husband to operate the farm as the sole proprietor and to pay
self-employment tax on the entire farm "net profit." Paying rent to a spouse
for use of the property he or she owns reduces self-employment tax.

Although Rev. Rul. 74-209, 1974-1 allows a husband to deduct rent paid to
his wife as a Joint owner of business property equal to one-half its fair rental
value, recent IRS rulings and opinion have qualified that ruling. In Ltr. Rul.
9206008, the IRS stated that "in order for the rental arrangement to be
recognized for federal purposes, the action of (H and W) with respect to the
sharing of the economic burden of, and claiming deductions for, expenses related
to the property must be consistent with the assertion that (W) is conducting a
separate rental activity." Taking the rental deduction on Schedule F was
disallowed primarily for using inconsistent methods of deducting the ownership
costs of the property. 1IRS is also utilizing Code Sections 482 and 162 to
prevent tax avoidance via related-party transactions based on the arguments that
paying rent to a spouse is not an arms-length transaction, is not necessary and
ordinary, and in some cases the lessee has an equity interest in the property.

If you deduct rental payments made to the spouse for use of his or her
jointly owned property, follow these precautions: (1) have evidence that the
spouse acquired the equity in the property; (2) make sure there is a written
rental agreement and a fair market value rental rate, and (3) deduct the taxes,
interest, and insurance on the rented property on the spouse’s Schedule E.

Material Participation

The material participation test is used to determine if a retiree is
receiving self-employment income that may reduce retirement benefits.

If the owner's objective is to avoid self-employment income, there must be
no arrangement that requires material participation and no actual material
participation in the business. It is further recommended that the owner states
in the written agreement that he/she is not going to materially participate in
the business. Strong evidence of material participation is demonstrated when
the owner "periodically inspects the production activities,” "periodically
advises or consults with the other person," "furnishes a substantial portion of
the machines and livestock used in production” or "assumes financial
responsibility for a substantial part of the production expense."

If the owner’s objective is to have self-employment income, the intent and
plan for material participation should be included in the rental or lease
agreement, and regular management services or qualified participation must be
provided.

The "substantial services" test is used to determine if and when an indi-
vidual retires and becomes eligible for social security benefits.
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NEW YORK STATE INCOME TAX

New York passed a tax law in 1992 which further delayed the phase-in that
was provided for in the Tax Reform and Reduction Act of 1987. The phase-in that
was intended to be complete by 1991 will now be complete in 1995.

Exemptions and Standard Deductions

The 1992 law holds the 1992 standard deductions at 1989-91 levels and
gradually increases them between 1993 and 1995 to the levels that NYTRRA 1987
intended for 1991. Tune in again next year for news of additional delays.

Year
1995
and
1991 1992 1993 1994 after
----------- Standard Deduction ($) -----------
Tax Status: ‘
Joint $9,500 $9,500 $10, 800 $12,350 $13,000
Head of household 7,000 7,000 8,150 10,000 10,500
Single 6,000 6,000 6,600 7,400 7,500
Married filing separately 4,750 4,750 5,400 6,175 6,500
Dependent filers 2,800 2,800 2,800 2,900 3,000
--------------- Exemption (§) ----------------
1,000 1,000 1,000 1,000 1,000

Married persons filing separately each will receive one-half of the joint
standard deduction. The standard deduction of a dependent individual whose fed-
eral exemption is zero is $2,800 in 1991-93, $2,900 in 1994, and $3,000 in 1995
and later. An exemption is not counted for either the filer or the spouse.

Estimated Tax Rules for 1992

New York residents with New York source income are required to make payments
of estimated tax if they expect to owe, after withholding and credits, at least
$100 of New York tax and withholding and credits are expected to be less than
the smaller of (a) 90 percent of the tax for the year, or (b) 100 percent of the
tax on the prior year’s return (provided a return was filed and the taxable year
consisted of 12 months).

For tax years beginning after 1991 and before 1997, a taxpayer may not use
the preceding year’s tax part of the rule if modified NYAGI exceeds NYAGI for
the preceding year by more than $40,000 ($20,000 if married and filing separate
return), NYAGI for the current year exceeds $75,000 ($37,500 if married with
separate return), the taxpayer has made an estimated tax payment in any of the
preceding three years, or was assessed a penalty for failure to pay estimated
tax for such years and the amount computed based on 90 percent of the current
year’'s tax is greater than the estimated payments based on 100 percent of the
tax shown on the prior year's return.

Modified AGI for the current year is AGI less any gain from the sale or
exchange of a principal residence or from an involuntary conversion and some
other items. See publication 150 (5/92) for additional information and the
complete definition of modified NYAGI.
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Farmers and fishermen (fisherpersons) may use the preceding year’s tax as a

method of determining the required annual payment without regard to the above
limitation. :

temized Deductions

For taxpayers who filed joint federal returns but are required to file sepa-

rate New York returns, itemized deductions will be divided between them as if
their federal taxable incomes had been determined separately. Taxpayers who do
not jtemize deductions on their federal returns may not itemize on their NYS
returns.

Itemized deductions of higher-income taxpayers are subject to limitations.

Itemized deductions are reduced by the sum of two percentages. The first
percentage becomes effective at NYAGI levels which depend on the taxpayer's
filing status, and the second becomes effective at NYAGI levels above $475,000.

1.

The first percentage is 25 percent of a ratio which depends on the
taxpayer’'s filing status:

Numerator = Lessor of
$50,000 or the excess

Filing Status of NYAGI over: Denominator
Married filing jointly $200,000 $50,000
Single and married ,

filing separately $100,000 $50,000
Head of household $150,000 $50,000

Example of first percentage (married, joint return): NYAGI = $225,000
$25,000 + $50,000 = .5; .5 x 25% = 12.5%

This taxpayer would not be subject to the second percentage because AGI is

less than $475,000.

The second percentage is 25 percent of a ratio, the numerator of which is
the lesser of $50,000 or the excess of NYAGI over $475,000 and the
denominator of which is $50,000.
Example of second percentage: NYAGI = $550,000

$550,000 - $475,000 = $75,000; $50,000 is lesser.

$50,000 + $50,000 = 1.0; 1.0 x 25% = 25%
This taxpayer would also be subject to the full 25 percent from the first

calculation so the total reduction in itemized deductions would be 50
percent.

10} ementa ax for Taxpayers with NYAGI Exceedin 100,000

Beginning in 1991, taxpayers with New York adjusted gross incomes exceeding

$100,000 pay a special tax computed with a worksheet. The purpose of this tax
is to remove the benefits of the lower tax brackets (the "tax table benefit").
Over the NYAGI range of $100,000 to $150,000, the benefits of the rates below
the top rate will be completely phased out.

Example: Pat and Pete Proficient have a NY taxable income of $105,000 and a.‘

NYAGI of $120,000. Tax on $105,000 from the tax table is $7,551, but at the top
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rate of 7.875 percent is $8,268.75. The $20,000 that exceeds the NYAGI level of .
$100,000 is 40 percent of $50,000. The difference between $8,268.75 and $7,551
is §717.75; 40 percent of this is $287, which is added to the tax computed from
the table to make the total tax $7,838.

_&ates

There are three separate rate tables for (1) married filing jointly and
qualifying widow(er)s, (2) single, married filing separately, and estates and
trusts and (3) heads of households. Filing status will conform to federal sta-
tus except that when the New York resident status of spouses differs, separate
returns must be filed.

The 1992 law delayed the implementation of the 1990 rates that were in the
1987 law until 1995. Rates for that year are:

New York State Tax Rates, 1995

Filing Status New York Taxable Income Rate
Married filing jointly Not over $27,000 5.5%
& surviving spouse Over $27,000 7.0
Single, married filing separately, Not over $12,500 ~ 5.5
estates & trusts Over $§12,500 7.0
Head of household Not over $19,500 5.5

Over $19,500 7.0

There is a gradual phase-in. The rate schedules for 1992 follow. These are the
same schedules that were in effect for 1990 and 1991. The 1993 and 1994 rates
in the 1991 law were modified by the 1992 law but are not shown here.

Married Filing Jointly and Qualifving Widow(er)

If the 1992 New York taxable income is:

Over Not Over Tax

S 0 $11,000 4% of the excess over § 0
11,000 16,000 $ 440 plus 5% " " " " 11,000
16,000 22,000 690 plus 6% " oo " 16,000
22,000 26,000 1,050 plus 7% " " - " 22,000
26,000 1,330 plus 7.875% " " " 26,000

Single, Married Filing Separately and Estates and Trusts

If the 1992 New York taxable income is:

Over Not Over Tax

$ 0 $ 5,500 4% of the excess over $ 0
5,500 8,000 $220 plus 5% " " " o" 5,500
8,000 11,000 345 plus 6% " " " " 8,000

11,000 13,000 525 plus 7% " " " " 11,000

13,000 ' 665 plus 7.875% " " " 13,000
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ead of Household

If the 1992 New York taxable income is:

Over Not Over Tax
$ 0 $ 7,500 4% of the excess over § 0
7,500 11,000 $ 300 plus 5% " " " " 7,500
11,000 15,000 475 plus 6% " " . " 11,000
15,000 17,000 715 plus 7% " " . u 15,000
17,000 855 plus 7.875% " " " 17,000

Household Credit

The 1992 law provided that the full amount of credit will be allowed for
taxable years beginning in 1992 and 1993, and 50 percent of the credit will be
allowed for 1994. For taxable years beginning after 1995, the credit is
eliminated.

Single taxpayers with household gross income up to $28,000 and all other
taxpayers with income up to $32,000 qualify for a household credit providing
they cannot be claimed as a dependent on another taxpayer's return. Household
gross income is federal adjusted gross income (total for both spouses if sepa-
rate returns are filed).

In 1992, the amount of household credit for single taxpayers ranges from $75
(less than $5,000 of HGI) to $20 for taxpayers with $25,000 to $28,000 of HGI.
A separate schedule allows more credit for married taxpayers, heads of house-
hold, and surviving spouses, plus additional credit ($5 to $15) for additional
exemptions. The maximum credit for a married couple with less than $5,000 of
HGI is $90 plus $15 for each personal exemption less one.

Real Property Tax Credit

The tax credit computations and limits are the same for 1992 as for 1991.
Few farm or nonfarm real estate owners will qualify. Owners of real property
valued in excess of $85,000 are excluded. Here are other rules and limitations:

1. The household gross income limit is $18,000.

2. The maximum adjusted rent is now an average of $450 a month, but the
taxpayer must occupy the same residence for six months or more to claim rent
paid for credit. Credit for renters is computed the same as for owners.

3. Real property tax credit is the lesser of the maximum credit or 50 percent
of excess real property taxes. Taxpayers age 65 and older who elect to
include the exempt amount of real property taxes will receive no more than
25 percent of excess real property taxes. Excess real property taxes are
computed by multiplying household gross income times the applicable percent-
age and deducting the answer from real property taxes.
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Partial Table for Computing Real Property Tax Credit, 1991

- Maximum Credit
Household Gross Income Applicable Rate Under 65 65 & Over

$0 - § 1,000 0.035 $75 §375
5,001 - 6,000 . 0.045 65 290
10,001 - 11,000 0.055 55 205
15,001 - 16,000 0.065 45 120
17,001 - 18,000 0.065 41 86

Spousal IRAs Allowed
A spousal IRA deduction claimed on a joint federal return is allowed on the
New York return. If separate returns are filed, each spouse’s deduction must

equal the amount contributed to his or her own account.

Child and Dependent Care Credit

Twenty percent of the federal child care credit may be used to offset New
York State personal tax liability. The amount of credit used may not exceed the
tax liability for the year. The credit is not allowed against the minimum tax.

Other Credits

Other New York personal income tax credits include resident credit for in-
come taxes paid to other states, accumulation distribution credit, investment
credit, mortgage recording tax credit, .and economic development zone credit.

Review of New York State Farm Business Tax Problems and Opportunities

ACRS and New York State Depreciation

1. New York State recognizes (accepts) ACRS or MACRS depreciation on assets
placed in service on or after January 1, 1985.

2. The adjustment problems caused by NYS nonrecognition of ACRS depreciation
during 1982 through 1984 are just about history. There may be some assets
out there that still have a higher NYS basis. The law allows a modification
to federal AGI in the year of disposition on an asset where NYS depreciation
has been different than federal. This enables a taxpayer claiming less NYS
depreciation than allowed under ACRS to decrease federal AGI for state
purposes in the year of disposition. 1If NYS depreciation were greater than
federal, the modification would be an increase in AGI.

New York State Filing Requirements for Certain Small Partnerships

New York law does not contain a provision similar to the federal rule that
allows certain small partnerships with 10 or fewer partners to not file a part-
nership return. Therefore, all partnerships having a New York resident partner
or having any income derived from New York sources must file a partnership re-
turn. The penalty for not filing is $50 times the number of partners who were
subject to the New York personal income tax for the year times the number of
months (not to exceed five) that the failure to file continues.
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Penalties will be waived for partnerships that failed to timely or com-
pletely file New York returns for prior years due to reliance on the federal
ruling. Penalties will be waived only once.

Partnerships that filed late or incomplete returns for prior years and were
-billed for penalties should return a copy of the tax notice with a statement ex-
plaining that the partnership qualified for the federal automatic reasonable
cause provision and that the partnership relied on the provision in not filing
New York returns. Partnerships that have not filed for prior years should do so
immediately. When the partnership receives a bill for the penalty due, it
should follow the procedure outlined above. If requested by the Department, any
partnership that requests a waiver of penalty must be able to substantiate that
all partners have fully reported their shares of the income, deductions, and
credits from the partnership on their timely filed personal income tax returns.

Corporate Tax Surcharge

A "temporary" corporate surcharge applies to the franchise tax, after
credits (but not to New York S corporations except as noted in the next
section), starting with tax periods ending after June 30, 1990. The surcharge
is 15 percent for tax years ending on or before June 30, 1993 and 10 percent
between that date and June 30, 1994,

Franchise Tax on New York S Corporations

For tax years beginning in 1990 and later, S corporations become subject to
tax under a rather complicated set of rules. The tax applies when the corporate
franchise tax rate plus the surcharge exceeds the highest personal tax rate for
the corresponding tax year. S corporations with "entire net income" less than
$200,000 are taxed at a lower rate. "Entire net income"” is calculated as it
would be if the S corporation were a C corporation. Anyone involved in tax
returns for New York S corporations needs to study the rules.

New York State Investment Credit is Four Percent

The credit for individuals is 4 percent on qualified tangible personal
property acquired, constructed, reconstructed or erected on or after January 1,
1987. For corporations, the rate for years beginning in 1990 was 5 percent on
the first $425,000,000 of investment credit base and 4 percent on any excess.
In 1991 and later, the 5 percent credit applies only to the first $350 million.

MACRS property placed in service after December 31, 1986 qualifies for NYIC.
This means that farm property in the ACRS or MACRS 3-year class should qualify.
There is no reduction in the amount of credit allowed for 3-year property, and
if kept in use for three years it will earn 4 percent NYIC. The fact that
plckups are 5-year MACRS property will not change the disallowance of NYIC for
farmers.

All ACRS and MACRS property that qualifies for NYIC and is placed in a 5-
year or longer life class earns full credit after 5 years even if a longer
straight line option is elected.. The same is true of 7, 10, 15, and 20-year
MACRS property. Non-ACRS/MACRS properties that qualify for NYIC must still be
held 12 years.

Excess or unused credit may be carried over to future tax years but the
carryforward period is limited to seven years. There 1s no provision for
carryback of NYIC. Unused NYIC claimed by a new business is refundable for tax
years beginning on or after January 1, 1982. The election to ¢laim a refund of
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unused credit can be made only once in one of the first four years. A business
is new during its first four years in New York State. Only proprietorships and
partnerships qualify. This refundable credit is not an additional credit for
new businesses. A business that is substantially similar in operation and
ownership to another business that has operated in the state will not qualify.

If property on which the NYIC was taken is disposed of or removed from
qualified use before its useful life or specified holding period ends, the dif-
ference between the credit taken and the credit allowed for actual use must be
added to the taxpayer's tax liability in the year of disposition. However,
there is no recapture once the property has been in qualified use for 12
consecutive years.

Use IT-212 to claim New York investment credit, retail enterprise credit and
to report early disposition of qualified property.

Employment incentive tax credit is available to regular corporations that
qualify for NYIC and increase employees at least 1 percent during the year. The
credit is 1.5 percent of the investment credit base if the employment increases
less than 2 percent, 2 percent if the increase is between 2 and 3 percent, and
2.5 percent if the increase is 3 percent or more for each of the two years fol-
lowing the taxable year in which NYIC was allowed. The additional credit is
available to newly formed as well as continuing corporations. The credit may
not be used to reduce the franchise tax below the flat-fee minimums ($325, $425,
$800 and $1,500 depending on the size of the corporation).

New York State Minimum Tax

Federal items of tax preference after New York modifications and deductions
are subject to the New York State minimum tax rate of 6 percent. The primary
deduction is $5,000 ($2,500 for a married taxpayer filing separately). A farmer
who has over $5,000 of preference items must complete Form IT-220 but may not be
subject to minimum tax. New York personal income tax (less credits) and
carryover of net operating losses are used to reduce minimum taxable income.
NYIC cannot be used to reduce the minimum income tax.

Payment of New York State Income Taxes Withheld and Informational Returns

For 1992 and later, filers with less than $700 in quarterly withholding
liability are required to deposit the withholdings for each quarter by the end
of the month following the end of the quarter, except for the last quarter,
which is due February 28. 1In general, filers with $700 or more in quarterly
withholding liability are required to make the deposit within three business
days following the payroll date on which the $700 total was attained. There are
exceptions and additional rules. See WI-100, New York State Withholding Tax
Guide, for the complete rules.

New York State law is essentially identical to the federal law requiring in-
formational returns on payments of $600 or more to New York taxpayers.
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