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The net operating loss deduction (NOL) is used to offset the sometimes harsh results of the annual
accounting period used for income taxes. NOL deductions allow taxpayers to carry business losses (as
limited by the loss limitation rules, such as the at-risk rules, passive loss rules, and hobby loss rules)
incurred in one taxable year back three years and/or forward up to 15 years to be used to offset taxable
income in those years. The principle of NOLs is simple, but actual computation of NOL deduc-
tions can be complex.

Complexity arises because the provisions of I.R.C §172 remove several other tax benefits before
an NOL deduction is calculated. Those benefits are removed by (1) modifying the deductions of
the NOL year to determine the net operating loss that can be carried to other years, and (2) mod-
ifying the income that is used to absorb the net operating loss in the years to which the loss is
carried.

|. COMPUTING THE NET OPERATING LOSS DEDUCTION

Computation of NOL deductions must be carried out in successive steps:

Step One: Determining Eligibility. First, the taxpayer’s eligibility for an NOL deduction must be
determined. Generally, individuals are allowed to reduce their own income with their own losses from
other years. Partnerships, limited liability companies, and S corporations generally cannot claim an
NOL. Instead, the partners, members, or shareholders use their separate shares of the partnership, lim-
ited liability company, or S corporation business income and deductions to figure their individual
NOLs.

Step Two: Computing the NOL. Next, the net operating loss must be computed. This is done by
modifying the net loss for the NOL year by removing certain deductions that are not allowed in
computing the net operating loss.

Step Three: Distributing the NOL. The net operating loss is then distributed among the years eligi-
ble for an NOL deduction from that net operating loss.

Step Four: Calculating Taxes in Carryback and Carryover Years. Taxes are recalculated for any
year to which an NOL is carried back. The NOL is used as a deduction in calculating taxes due in the
carryover years.
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[I. TAXPAYER RELIEF ACT OF 1997 CHANGES

The Taxpayer Relief Act of 1997 reduced the carryback period for most NOLs from three years to
two and increased the carryforward period from 15 to 20 years. These changes are effective for
NOLs that arise in tax years beginning after August 5, 1997. Therefore, the changes are effective
for calendar year taxpayers beginning in 1998.

A. EXCEPTIONS TO THE TWO-YEAR CARRYBACK

The TRA of 1997 retained the three-year carryback for the portion of the NOL that is an “eligible
loss.” An eligible loss includes:

1. Personal (as opposed to business) losses from fire, storm, shipwreck, or other casualty or from
theft.

2. Losses attributable to a Presidentially declared disaster area for:
a. A farming business

b. Corporations, partnerships, limited liability companies, and sole proprietorships that have no
more than $5,000,000 of annual average gross receipts for each three-taxable-year period
ending after December, 31, 1985.

Example 1. Terry Tornado is an apple producer. In 1998, her apple orchard and home were destroyed
by a very localized windstorm. There was no Presidentially declared disaster area resulting from the
storm. For 1998, Terry had a $50,000 NOL. $40,000 of the 1998 NOL was caused by damage to her
orchard in excess of her insurance. The other $10,000 was caused by damage to her home in excess of
her insurance.

If Terry does not elect to forgo the NOL carryback, she must carry $10,000 of her 1998 NOL back
to 1995 and $40,000 of her 1998 NOL back to 1996.

In some cases, it may be difficult to determine what portion of an NOL is attributable to an eligible
loss and what portion is attributable to losses that are not eligible losses.

Example 2. Clarence Jacobs raises wheat and runs a stained glass business in Oklahoma. Due to
drought, Clarence lost all of his wheat crop in 1998. His wheat land is in an area that was declared to
be a disaster area by President Clinton. Unrelated to the drought, Clarence also realized a loss in his
stained glass business. His wife, Betty, is a nurse. In 1998, they had the following income and deduc-
tions.

1998 Income and Deductions for Clarence and Betty Jacobs

Income
Wages (line 7 of Form 1040) $ 20,000
Taxable Interest (line 8a of Form 1040) 5,500
Schedule C (line 12 of Form 1040) (30,000)
Schedule F (line 18 of Form 1040) (70,000)
Adjusted Gross Income (line 33 of Form 1040) $ (74,500)
Standard Deduction (line 36 of Form 1040) 7,100
Personal Exemption Deduction (line 38 of Form 1040) 10,800
Taxable Income (line 39 of Form 1040) $ (92,400)
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Clarence and Betty have an $80,000 NOL for 1998. If Clarence and Betty do not forgo the carry-
back, the portion of that NOL attributable to the drought must be carried back to 1995, and the remain-
der of the NOL must be carried back to 1996. The committee reports for the 1997 Taxpayer Relief Act
give no guidance on how the NOL is to be allocated between “eligible losses” and other losses.

Two questions arise when making the allocation.

1. Is all of the $70,000 farm loss attributable to the drought?

The entire $70,000 farm loss could be allocated to the drought. It is arguable that without
the drought there would be no farm loss, so all of the loss is attributable to the drought. How-
ever, the IRS could argue that low prices for commodities, high input costs, or other factors
caused part of the loss and therefore allocate part of the farm loss to causes other than the
drought. Such a position would be difficult to administer, because it could be difficult to deter-
mine what are high input costs, low output prices, or other causes of a loss. Until further guid-
ance is issued, it seems logical to allocate all losses to the drought or other weather condition
that caused the disaster area declaration if the producer’s major commodity is destroyed by the
weather. Therefore, in this example, Clarence can argue that the entire $70,000 farm loss is
attributable to the drought.

2. How is the $80,000 NOL allocated between the $70,000 farm loss and the $30,000 stained glass
business loss?

Four possible answers are:

1. Allocate the NOL first to the eligible losses. Therefore, $70,000 of the NOL is attribut-
able to the drought, and $10,000 is attributable to the stained glass business.

2. Allocate the NOL first to the losses that are not eligible. Therefore, $30,000 of the
NOL is attributable to the stained glass business loss, and $50,000 is attributable to the
drought.

3. Allocate the NOL on a pro-rata basis. Therefore, $30,000/$100,000 x $80,000 =
$24,000 is attributable to the stained glass business loss, and $70,000/$100,000 x
$80,000 = $56,000 is attributable to the drought.

4. Allocate the NOL based on the NOL that would have resulted if the other loss had
not occurred. If there had not been a farm loss, the NOL would have been $10,000. If there
had not been a stained glass business loss, the NOL would have been $50,000. Therefore,
$10,000/$60,000 x $80,000 = $13,333 is attributable to the stained glass business, and
$50,000/$60,000 x $80,000 = $66,667 is attributable to the drought.

Which Answer Is Best for the Taxpayer?

The best answer for the taxpayer depends upon his or her tax bracket in the carryback and carry-
over years. The taxpayer would like to use the NOL to offset as much high-bracket income as
possible.

Example 3. If Clarence and Betty from Example 2 had $50,000 of income in the 28% bracket in 1995
and $30,000 of income in the 28% bracket in 1996, then Answer #2 above is the best for them,
because it allows them to use the entire $80,000 NOL against 28% bracket income.

Which Answer Is Likely to Prevail?

Answer #3 seems to be the most logical of the answers. All of the other answers would allocate
none of the NOL to a loss if that loss is not large enough to create an NOL on its own. Such an alloca-
tion seems harsh, because such a loss did in fact increase the taxpayer’s NOL. Until further guidance is
issued by the Treasury or the IRS, Answer #3 appears to be the easiest to defend.
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B. OTHER EXCEPTIONS TO CARRYBACK PERIOD

An NOL of a real estate investment trust (REIT) cannot be carried back to any years before the loss
year. Losses that arise from product liability can be carried back 10 years. Losses resulting from a liabil-
ity under a federal or state law can be carried back 10 years if the act (or failure to act) giving rise to the
liability occurred at least three years before the beginning of the taxable year. Similarly, losses arising
from a tort of the taxpayer who uses accrual accounting can be carried back 10 years if the liability
arises from a series of actions (or failures to act) over an extended period of time and a substantial por-
tion of the actions (or failures to act) occurs at least three years before the beginning of the taxable year.

[I. FILING DATES

Form 1045. If the NOL is carried back, the resulting refund can be claimed by filing Form 1045 by the
end of the tax year following the year in which the NOL occurred. However, the Form 1045 cannot be
filed before the income tax return is filed for the year the NOL occurred. For example, a calendar year
taxpayer with a 1998 NOL must file Form 1045 after the 1998 income tax return is filed and before the
end of 1999.

Form 1040X. The refund from carrying an NOL back can also be claimed by filing Form 1040X for
each of the carryback years. The Form 1040X must be filed within three years of the due date (includ-
ing extensions) of the tax return for the year the NOL occurred. For example, a calendar year taxpayer
with a 1998 NOL must file Form 1040X for 1998 by April 15, 2002, if he or she did not get an exten-
sion to file the 1998 tax return.

Practitioner Note. The election to forgo [elect not to carry back the loss] the carryback must be
made on the tax return for the year in which the NOL occurred or on an amended return for that
year filed within six months (excluding extensions) of the due date for the original return. For
example, a 1997 calendar year taxpayer has until October 15, 1998 to make the election on an
amended return. If this deadline is not met, the taxpayer cannot forgo the carryback.

[V. ILLUSTRATION OF NOL COMPUTATIONS

To illustrate the calculation of an NOL and the use of that NOL to reduce taxable income in other
years, assume that Leonard and Ruth Frost are married, have two children, and file a joint return.
Their income and deductions for 1996, 1997, and 1998 are shown in the following table:
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Income and Deductions for Leonard and Ruth Frost
(Line references are to the 1998 forms)

1996 1997
(First (Second 1998
Carryback Year) Carryback Year) (Loss Year)
Income
Wages (line 7 of Form 1040) $-0- $-0- $5,900
Taxable interest (line 8a of Form 1040) 700 300 300
Business (line 12 of Form 1040) 21,000 31,000 (32,000)
Capital—
Short-term (line 1 of Schedule D (Form 1040)) -0- -0- (900)
Long-term (line 8 of Schedule D (Form 1040)) (1,000) -0- -0-
Gain from Form 4797 (line 11 of Schedule D (Form 1040)) -0- -0- 500
Other gain (loss) from Form 4797 (line 14 of Form 1040) -0- -0- 5,000
Jury duty pay (line 21 of Form 1040) -0- -0- 100
Total Income (line 22 of Form 1040) $20,700 $ 31,300 $(21,100)
Adjustments
50% of SE Tax (line 27 of Form 1040) 1,484 2,190 -0-
Other (line 32 of Form 1040) -0- -0- 100*
Total adjustments (line 32 of Form 1040) 1,484 2,190 100*
Adjusted Gross Income (line 33 of Form 1040) $19,216 $29,110 $(21,200)
Standard Deduction (line 36 of Form 1040) -0- -0- 7,100
Itemized Deductions
Medical expenses (line 1 of Schedule A (Form 1040)) 5,000 5,000 N/A
Less 7.5% of AGI (line 3 of Schedule A (Form 1040)) 1,441 2,183 N/A
Medical deduction (line 4 of Schedule A (Form 1040)) 3,559 2,817 N/A
Mortgage interest (line 10 of Schedule A (Form 1040)) 5,000 4,000 N/A
Misc. itemized deduction (line 23 of Schedule A (Form 1040)) 500 500 N/A
Less 2% of AGI (line 25 of Schedule A (Form 1040)) 384 582 N/A
Net misc. itemized deductions (line 26 of Schedule A (Form 1040)) 116 -0- N/A
Total Itemized deductions (Line 28 of Schedule A (Form 1040)) 8,675 6,817 N/A
Personal exemption deduction (line 38 of Form 1040) 10,200 10,600 10,800
Taxable income (line 39 of Form 1040) 341 11,693 (39,100)
Income Tax (line 40 of Form 1040) 51 1,751 -0-
Self-employment tax (line 50 of Form 1040) 2,967 4,380 -0-
Total tax liability (line 56 of Form 1040) 3,018 6,131 -0-

" Jury duty pay turned over to employer
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A. COMPUTING THE NOL

The Frosts’ net operating loss for 1998 is calculated on Schedule A, Form 1045 as shown (in Figure 1).
Schedule A (Form 1045) is completed as follows:

* Line 1: Enter the negative $21,200 adjusted gross income. Note that it should be entered as a
negative figure, because it is combined with a negative figure on line 2c.

* Line 2a: Enter the $7,100 standard deduction.
* Line 2b: Enter the $10,800 personal exemption deduction.

* Line 2c: Combine the figures on lines 2a and 2b and enter the $17,900 result as a negative fig-
ure.

* Line 3: Combine lines 1 and 2c. Since line 1 is negative, the amount on line 2¢ will increase the
size of the negative amount. In this example, the amount to be entered on line 3 is a negative
$39,100 ($21,200 + $17,900). Since the amount on line 3 is negative, there may be an NOL. If
line 3 were positive, there would be no need for further calculations, because there
could be no NOL.

* Line 4: Enter the $10,800 personal exemption deduction. The adjustment made on line 4 is nec-
essary to add back the personal exemption deduction, which was used to calculate taxable
income (loss) on line 3 but is not allowed in the calculation of the NOL.

Lines 5 through 22 of Schedule A (Form 1045) are designed to apply two NOL rules:

1. Nonbusiness deductions are allowed in computing an NOL only to the extent of nonbusiness
income; and

2. Capital losses are allowed in computing an NOL only to the extent of capital gains.

Since nonbusiness capital losses are included in both of these rules, the two rules interact with each
other. These rules are applied by adding back the losses and deductions that were used in calculating
the taxable income (loss) reported on line 3 of Schedule A (Form 1045) but are not allowed in comput-
ing an NOL.

In order to complete lines 5 through 22, the taxpayer's capital losses, capital gains,
ordinary deductions, and ordinary income must each be sorted to determine what por-
tion should be treated as “business” and what portion should be treated as “nonbusi-
ness.” To help with that sorting process, we have designed four worksheets. Blank copies of the
worksheets are reproduced at the end of this chapter. The worksheets for this example are filled in
as follows (Figures 2 through 5).

The Frosts’ $900 short-term capital loss from Schedule D (Form 1040) is reported on line A of
NOL Worksheet 1 and is treated as a nonbusiness capital loss for purposes of the NOL computation.
Their $500 capital gain from Form 4797 is reported on line G of NOL Worksheet 2 and is treated as a
business capital gain for purposes of the NOL computation. The Frosts’ ordinary deductions and
income are sorted out on NOL Worksheet 3 and NOL Worksheet 4, respectively.

The foregoing information is all that is necessary to complete lines 5 through 22 of Schedule A
(Form 1045).

* Line 5: Enter the $900 nonbusiness capital loss.
* Line 6: Enter zero, because they have no nonbusiness capital gains.
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Figure 1—Schedule A (Form 1045) for Leonard and Ruth
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Figure 2
NOL Worksheet 1

Allocation of Capital Losses between Business Capital Losses and Nonbusiness Capital Losses

Where loss is reported on tax return Amount reported on

1998 Sch. D (Form 1040) ! tax return Disposition Business Nonbusiness
A.Lines 1 &2, column f 900 Allocate? 900
B. Line 4, column f Allocate?

C. Line 5, column f Allocate®

D. Line 6, column f Allocate*

E. Lines 8 & 9, column f Allocate?

F Line 11, column f Allocate?

G. Line 12, column f Allocate®

H. Line 14, column f Allocate*

|. TOTALS 900 900

1 Enter the amount from the designated lines on Schedule D only if they are losses. Enter the amounts as positive
numbers.

In most cases, losses reported on lines 1, 2, 4, 8, 9, and 11 of schedule D (Form 1040) are nonbusiness capital
losses for purposes of the NOL calculation, since losses from property used in a trade or business are reported
on Form 4797 and are treated as ordinary deductions. However, losses reported on those lines can be business
capital losses if the asset on which the loss was realized was an |.R.C. §1221 asset rather than an |.R.C. §1231
asset but was purchased for a trade or business reason rather than for investment. For example, loss realized on
stock in another company that is purchased to enhance the taxpayer's business would be reported on one of
those lines but would be treated as a business capital loss for purposes of the NOL calculation. See Trammel
Crow, 79 T.C. 541 (1982).

8 The character of the loss reported on line 5 or 12 of Schedule D (Form 1040) is determined by the character of the
loss to the partnership, S corporation, or fiduciary. In most cases, losses reported on lines 5 and 12 of Schedule
D (Form 1040) are nonbusiness capital losses, but see footnote 1 for a discussion of when losses from an 1.R.C.
§1221 asset may be treated as a business capital loss for purposes of the NOL calculation.

Capital loss carryovers must be allocated between business and nonbusiness capital losses according to the
proportionate contribution of business and nonbusiness capital losses to the capital loss carryover.

2

Notes on completion of Schedule A (Form 1045):

Use this worksheet to complete lines 5 and 14 of Schedule A (Form 1045)

10
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Figure 3
NOL Worksheet 2

Allocation of Capital Gains between Business Capital Gains and Nonbusiness Capital Gains

Where gain is reported on tax return Amount reported on

1998 Sch. D (Form 1040) ! tax return Disposition Business Nonbusiness
A.Line 1, column g Allocate?

B. Line 2, column g Allocate?

C.Line 4, column g Allocate?

D. Line 5, column g Allocate®

E. Line 8, column g Allocate?

F.Line 9, column g Allocate?

G. Line 11, column g 500 Allocate? 500
H. Line 12, column g Allocate®

I. Line 13, column g Allocate?

J. TOTALS 500 500

! Enter the amounts from the designated lines only if they are gains.

2 In most cases, gains reported on lines 1, 2, 4, 8,9, and 13 of Schedule D (Form 1040) are nonbusiness capital
gains for purposes of the NOL calculation, because gains from property used in a trade or business are reported
on Form 4797 and are carried to Line 11 of Schedule D (Form 1040) if they are treated as long-term capital gain.
However, gains reported on lines 1, 2, 4, 8, 9, and 13 of Schedule D (Form 1040) can be business capital gains if
the asset on which the gain was realized was an |.R.C. §1221 asset rather than an I.R.C. §1231 asset but was pur-
chased for a trade or business reason rather than for investment. For example, gain realized on stock in another
company that is purchased to enhance the taxpayer's business would be reported on one of those lines but
would be treated as a business capital gain for purposes of the NOL calculation. See Trammel Crow, 79 T.C. 541
(1982).

The character of the gain reported on line 5 or 12 of Schedule D (Form 1040) is determined by the character of
the gain to the partnership, S corporation, or fiduciary. In most cases, gains reported on lines 5 and 12 of Sched-
ule D (Form 1040) are nonbusiness capital gains, but see footnote 2 for a discussion of when gains from an .R.C.
81221 asset may be treated as a business capital gain for purposes of the NOL calculation.

Gain from Form 4797, Part 1, is business gain. Gain from Form 2439, Form 4684, Form 6252, Form 6781, or Form 8824
is nonbusiness gain in most cases. See footnote 2 for a discussion of when gains from an I.R.C. §1221 asset may
be treated as a business capital gain for purposes of the NOL calculation.

Notes on completion of Schedule A (Form 1045):

w

~

Use this worksheet to complete lines 6 and 15 of Schedule A (Form 1045)

11

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



1998 Workbook

Figure 4
NOL Worksheet 3

Allocation of Deductions between Business Deductions and Nonbusiness Deductions

Amount

Location on on tax Amount as Amount as AMT
1998 Form 1040 Item return Disposition Business Nonbusiness Nonbusiness
A.Line 23 IRA deduction Nonbusiness XXXXXXXX
B. Line 24 Student loan

interest ded. Nonbusiness XXXXXXXX
C. Line 25 MSA deduct. Nonbusiness XXXXXXXX
D. Line 26 Moving expenses Business XXXXXXXX XXXXXXXX
E. Line 27 SE Tax Business XXXXXXXX XXXXXXXX
F. Line 28 SE health

insurance Nonbusiness XXXXXXXX
G. Line 29 Keogh & SEP Nonbusiness XXXXXXXX
H. Line 30 Penalty, early

withdrawal Nonbusiness XXXXXXXX
I. Line 31a Alimony Nonbusiness XXXXXXXX
J. Line 32 Other? 100 Allocate 100
I. Line 36 Std. Ded.

(if claimed) 7,100 Nonbusiness XXXXXXXX 7,100 XXXXXXXXZ
Schedule A (Form
1040) (Itemized
Deductions, if
claimed)
J.Line 4 Medical Nonbusiness XXXXXXXX 3
K. Line 9 Taxes Allocate? XXXXXXXX
L. Line 14 Interest Nonbusiness XXXXXXXX 5
M. Line 18 Contributions Nonbusiness XXXXXXXX
N. Line 19 Casualty Business XXXXXXXX XXXXXXXX
0. Line 26 Misc. (2% floor) Allocate® XXXXXXXX
P Line 27 Other misc. Allocate’
Q. TOTALS 7,200 100 7,100

1 Include only “other” items such as unreimbursed expenses of artists (I.R.C. §62(b)), jury duty pay turned over to taxpayer's employer.

Do not include amounts reported on lines 23 through 31.

If the standard deduction was claimed for the regular tax, neither the standard deduction nor the itemized deductions can be
claimed for the AMT.

The medical deduction floor is 10% of the adjusted gross income for AMT purposes.

The state and local income taxes paid are allocated between business and nonbusiness deductions according to the income of the
year that created the taxes. For this allocation, salaries and wages are treated as business income. Taxes are not allowed as a
deduction when calculating AMT.

The alternative minimum tax interest deduction is the same as the regular tax interest deduction except for the following adjust-
ments: (1) if debt on a personal residence has been refinanced, interest on debt in excess of the debt before refinancing cannot be
deducted for AMT purposes; and (2) the investment interest deduction must be recalculated to include income from private activity
bonds in investment income and the expenses on those bonds in investment expenses.

Since the amount on line 26, Schedule A, is reduced by 2% of AGI, the amounts allocated to business and nonbusiness must be
reduced on a pro rata basis. Therefore, the amount in the business column should be the amount from line 26, Schedule A, multiplied
by the total business miscellaneous deductions subject to the 2% floor and divided by the total miscellaneous deductions subject to
the 2% floor. The amount in the nonbusiness column should be the amount from line 26, Schedule A, multiplied by the total nonbusi-
ness deductions subject to the 2% floor and divided by the total miscellaneous deductions subject to the 2% floor. Miscellaneous
itemized deductions are not allowed as a deduction when calculating AMT.

Deductions allowable for impairment-related work expenses are business deductions. Other deductions reported on line 27, Sched-
ule A, are nonbusiness deductions.

%)

(3,1

-
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NOL Worksheet 4

1998 Workbook

Allocation of Ordinary Income between Business and Nonbusiness Ordinary Income

Amount

Location on on tax Amount as Amount as AMT
1998 Form 1040 Item return Disposition Business Nonbusiness Nonbusiness
A. Line7 Wages,

salary, etc. 5,900 Business 5,900 XXXXXXXX XXXXXXXX
B. Line 8a Taxable

interest 300 Nonbusiness XXXXXXXX 300
C.Line 8b Tax-exempt

interest Nonbusiness® XXXXXXXX XXXXXXXX
D.Line 9 Dividends Nonbusiness XXXXXXXX
E. Line 10 Taxable refunds Allocate?
F. Line 11 Alimony Nonbusiness XXXXXXXX
G. Line 12 Business

income (loss)

Schedule C <32,000> Business <32,000> XXXXXXXX XXXXXXXX
H. Line 14 Form 4797 gains

or losses 5,000 Business 5,000 XXXXXXXX XXXXXXXX
I. Line 15 Taxable amount

of IRA distribu-

tions Nonbusiness XXXXXXXX
J. Line 16b Taxable amount

of pensions Nonbusiness XXXXXXXX
K. Line 17 Rents, royalties,

and partner- Usually

ship income business XXXXXXXX XXXXXXXX
L. Line 18 Farm income

(or loss) Business XXXXXXXX XXXXXXXX
M. Line 19 Taxable unem-

ployment Business XXXXXXXX XXXXXXXX
N. Line 20b Taxable social

security bene-

fits Nonbusiness XXXXXXXX
0. Line 21 Other income 100 Allocate 100
P. TOTALS <27,000> <21,000> 300

! Nontaxable interest is nonbusiness income for AMT purposes only.
2 The state and local income tax refund is to be allocated between business and nonbusiness income according to the
income of the year that created the refund. For this allocation, salaries and wages are treated as business income.

State and local income tax refunds are not included when calculating AMT.

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.

13



1998 Workbook

* Line 7: Enter the $900 excess of line 5 over line 6. The purpose of line 7 is to prevent a tax-
payer from using nonbusiness capital losses in excess of nonbusiness capital gains as
part of an NOL that will be carried to another tax year.

* Line 8: Enter zero, because line 6 does not exceed line 7. If line 6 did exceed line 7, the excess
could be used to qualify nonbusiness ordinary deductions for purposes of the NOL computa-
tion. (See line 11 of Schedule A (Form 1045)).

¢ Line 9: Enter $7,100, the standard deduction.
* Line 10: Enter $300, the $300 of interest, which is treated as nonbusiness income.
* Line 11: Enter $300, the sum of lines 8 and 11.

* Line 12: Enter $6,800, the excess of line 9 over line 11. The purpose of line 12 is to add back
ordinary nonbusiness deductions that exceed nonbusiness income. That amount is not
allowed as part of the NOL, because the NOL rules allow only business losses to be carried to
another tax year.

* Line 13: Enter zero, because 11 is less than line 9.

* Line 14: Enter zero, because there are no business capital losses.

* Line 15: Enter $500, the business capital gains.

* Line 16: Enter $500, the sum of lines 13 and 15.

* Line 17: Enter zero, since line 14 is not more than line 16. Line 17 is designed to calculate the
business capital losses that must be added back to the taxable income (loss) on line 3. In

this example the amount is zero since the business capital gains exceed the business capital
losses.

* Line 18: Enter $900, the sum of:

1. The nonbusiness capital losses that must be added back because they exceed nonbusi-
ness capital gains, and

2. The business capital losses that must be added back because they exceed the sum of:
a. Business capital gains, plus
b. Excess nonbusiness capital gains.

* Lines 19 through 21: Leave blank. These lines are designed to add back any capital losses that
are carried over under the capital loss carryover years. Because they have no loss on line 18 of
Schedule D (Form 1040), Leonard and Ruth can skip these lines.

* Line 22: Enter the $900 from line 18.
* Line 23: Enter zero, because they had no previous NOLs.
* Line 24: Enter $18,500, the sum of lines 4, 12, 22, and 23.

* Line 25: Combine the negative $39,000 on line 3 with the positive $18,500 on line 24, and enter
the $20,600 result as a negative figure.

B. DISTRIBUTING THE NOL

For most individual taxpayers, a net operating loss in a year beginning after August 5, 1997, can be car-
ried back two years from the loss year and forward 20 years after the loss year. Different rules apply to
years for which the real estate investment trust rules apply or for which the taxpayer had a tort liability.

14
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Practitioner Note: The taxpayer has the option of forgoing the two-year carryback and instead
carrying the NOL forward only. The election to forgo the carryback must be made by the due date
of the return (including extensions) for the year in which the NOL arises. The election is for a par-
ticular tax year and, once made for any tax year, is irrevocable for that tax year. If the election is
not made by that date, the NOL will be considered absorbed as if it had been carried back, even if
the taxpayer does not claim the NOL as a deduction in the carryback year. As a result, only the
unabsorbed amount from the carryback period is available for the 20-year carryover period.

The loss must be carried to the carryback and carryforward years in chronological order.
Therefore, if the carryback is not waived, the first carryback year is the second year before the loss
year. The second carryback year is the first year before the loss year. Any NOL remaining after the sec-
ond carryback year (the entire NOL if the carryback is waived) is carried to the first year after the loss
year.

Leonard and Ruth decide not to forgo the two-year carryback of the $20,600 NOL. Therefore,
they must compute the amount of NOL absorbed by the carryback years.

The amount of net operating loss absorbed by a year to which the loss is carried is
equal to the taxable income as modified for that year. Therefore, the amount to be carried to
the second eligible year (1997 in this example) is the original NOL minus the modified taxable
income of the first eligible year (1996 in this example). The amount carried to the third eligible
year (1999 in this example) is the amount carried to the second year minus the modified taxable
income of the second year. This process is repeated until the net operating loss is fully absorbed or
until it is carried to the last eligible year.

Schedule B (Form 1045) (see Figure 6) is designed to calculate the amount of NOL that is
absorbed in an intervening year. To illustrate the use of Schedule B (Form 1045), it has been com-
pleted for Leonard and Ruth. Column (a) is not used, because the NOL in this example cannot be car-
ried back to the third preceding year.

Column (b) is completed as follows:

* Top of the form: Enter 12/31/96, the end of the carryback year.

* Line 1: Enter $20,600, the NOL carried from 1998 to 1996.

* Line 2: Enter $341, the taxable income as reported on the original 1996 return.
* Line 3: Enter $1,000, the net capital loss for 1996.

* Line 4: Enter zero, because they had no passive losses, taxable social security benefits, IRA
deductions, or excludable savings bond interest.

* Line 5: Enter $95, the adjustment calculated on lines 9 through 33 of this schedule. The adjust-
ment reflects the change in itemized deductions caused by the $1,000 adjustment to AGI. The
itemized deductions that are based on AGI are recalculated using the modified AGI,
and the difference between the amount reported on the 1996 return and the amount calculated
using modified AGI is reported on line 5 of Schedule B (Form 1045). In this example, the $95 is
made up of $75 from adjusting the deductible medical expense (line 16) and $20 from adjusting
the miscellaneous itemized deductions (line 32).

Practitioner Note: If the taxpayer is subject to the phase-out of itemized deductions in the carry-
back years, a worksheet in the instructions for Schedule B (Form 1045) must be used to calculate
the adjustment to itemized deductions that are reported on line 5 of Schedule B (Form 1045). The
phase-out applies if the Schedule B (Form 1045), line 11 amount is equal to or greater than
$117,950 ($58,975 for married filing separately) for 1996, $121,200 ($60,600 for married filing sep-
arately) for 1997, or $124,500 ($62,250 for married filing separately) for 1998.
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Figure 6 (continued)

i [“hlmm“m
caryback rom & yea below 100
Hﬂiﬁﬁnﬂdnig-wth
an page 3 . ;
lﬂlhl'l.'"‘.ﬂll . .
Berlupee FOE P i Pl
confitsitasns iming ke 19 a5 yous
sdpnied gross  swome See
TR T . N o vk
Chasialie congniationy kom Soh A
Form V080, e 18
Subtiact e 20 from lne 71 |
Casuainy aned thef krsses Irom Form
4GB, b 16 | | FE- RN
“ﬂl‘."h“hﬂ . :
Subtiect bre 24 brom e 71 B oo
o levs, emier 0. | | | -
Eﬂﬁnﬂlﬂhmmrm
4GB, e 18 o @n pn-rl-h.utp

20,116 |

g Ry EE

n
[ =L
m

addprited]
Mldh!lhnn?i Hgs

mwm
o 5ok, A Form 10400, e 27,
Mhiltiphy ine 11 by 02 '
Subtract e P9 from Bne 7H W rero
of beds, ooy 0= . . L . . . .
bcellsneous Berered  dedocte
o Sch. A Foom 10400, e 26 jor
s previously sdpsted) . . . .
Subiract bre 30 born b 31

= gy
"
J
L

-

Cornbsres bnes 16 22, 27, and 32 ¥
e 11 ' mosw phen 31770.800 lor
1994 RSS.800 0 maTed  eg
separsiely], mone than 174,700 o
199 (51350 0 mamied  eeg
separsielyl, o move Tuan 3117050
for 1996 [SA.975 f mamed g

-
|
»
L
P =

17

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



1998 Workbook

* Line 6: Enter $10,200, the personal exemption deduction.

* Line 7: Enter $11,636, the total of lines 2 through 6. That is the amount of NOL absorbed in
1996.

* Line 8: Enter $8,964, the $20,600 NOL carried to 1996 minus $11,636 of modified taxable
income.

Column (c) is completed as follows:

* Top of the form: Enter 12/31/97, the end of the second carryback year.
* Line 1: Enter $8,964, from line 8, column (a).
* Line 2: Enter $11,693, the taxable income that was reported on the original return for 1997.

* Lines 3 through 5: Leave blank. Since there was no net capital loss deduction in 1997, there is
no adjustment to adjusted gross income and, therefore, no adjustments to itemized deductions
based on adjusted gross income.

* Line 6: Enter $10,600, the personal exemption deduction for 1997.
* Line 7: Enter $22,293, the sum of lines 2 and 6.

* Line 8: Enter zero. Since the modified taxable income on line 7 exceeds the NOL carried to
1997 on line 1, there is no NOL to carry to 1999.

C. CALCULATING TAXES IN CARRYBACK AND CARRYOVER YEARS

In this example, Form 1045 (see Figure 7) is completed by entering the $20,600 NOL from 1998 on
line 1 in box (a). Columns (a) and (b) are not used in this example, because the NOL cannot be carried
back to the third preceding year. The $20,600 NOL carried to 1996 is entered on line 11 in column (d).
The $8,964 NOL carried to 1997 is entered on line 11 in column (f).

* The income, deductions, and taxes as originally reported on the 1996 and 1997 tax returns are
reported in columns (c) and (e), respectively, on lines 10 through 26.

* The income, deductions, and taxes for 1996 and 1997 after the NOL carryback are reported in
columns (d) and (f) respectively on lines 10 through 26.

* For columns (d) and (f), the itemized deductions on line 13 must be calculated using the
adjusted gross income on line 12 (of Form 1045) as the base for calculating the deduc-
tions that are based on adjusted gross income.

* To help with these adjustments, we have added notes at the bottom of a Schedule A (Form 1040)
that explain the adjustments that need to be made (A blank copy of Worksheet 5 is included in
the Appendix at the end of this chapter). If these notes are followed, the result on line 28 of
Schedule A (Form 1040) is the itemized deduction that should be entered on line 13 of the after-
carryback column of Form 1045.

In this example, Leonard and Ruth have no adjusted gross income after the NOL carryback
to 1996. Therefore, their floor amounts for medical deductions and for miscellaneous deductions
are zero. Their total itemized deductions after the carryback equal $10,500 as shown on Worksheet
5 in Figure 8. That amount is reported on Form 1045, line 13, column d.

Leonard and Ruth have $20,146 of adjusted gross income after the NOL carryback to 1997. That
gives them a $1,511 floor for medical expenses and a $403 floor for miscellaneous itemized deduc-
tions. Their total itemized deductions after the NOL carryback are $7,586, as shown on Worksheet 5 in
Figure 9. That amount is reported on Form 1045, line 13, column f.
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Figure 7
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Figure 8 Worksheet 5
BCHEDMALES ALB Schedule A—ltemired Deductions (- -
s 00 [T — 1996
— s e e e F e ity b ey & el 8 — =1 1] L
—h—n.-l.-h— R R e
Leonard q-ﬁﬂ.&ﬂf 72 ©1 10%5
ey e bl o ] Py e b
el i _ﬂﬂl““ﬁ“ F 1 15,000
Dl | HHTMII‘;:‘H“IF‘LI_ 2 ]
[ T T A
i Hglglz1 ¥ w1 i ey e e e G i Loy
Tases You 0 “Heie el G0s Fderss ey ] |
it i P e e e page &5 L]
= ¥ Perwns progeety laer ¥
g A0 O (aaey Lne ippe acsd sesn (B
L] —
¥t ey g B Y N S
Weimrgyl W e S ST e e, e s o s | 80 m
Womi Padd 11 v sangae e W 0
P e i s A s Y I, g -1
g b 11 i b i e ey e B ,nr
.
Lo 'El g
ki AT P e g g on Do 108 e page & ]
e b el ek Kl
e A1l Frneasy mews Fregeesd snsch o A8 Cas
paga &1
A Akl ey 10 Wwagh 1) 2000
Gy b W m”“-:_llp_"-"wb e
Chasily e, e g A1
W - W “Mh‘m-ﬂﬂ-lﬂﬂ-ﬂmv_
&-;l . hulql-li::““p--.l'rmr'—nﬂ
1 Carpoe
———— m-nr::r:. 1
Camnlty srd
Thohi Lowves 78 Coeaaliy o Pl isaadeal Aach lore Sl Fee page &-d |
ol Dapiey B9 Uswesmiarutd eSyeoyes apeeaeoh Wees o
el M ihar b . W Fou BEPLT alach
Dtem Foees 2106 o FRON-TT I.'l'-n'pl'll]i L
B 1 iy i
Copduatar,
T Tas e s e
Pl T O espere—emie, e Gapost bon, s Las | §
i &4 b e el e b :
eyt -" 1
11 R e B0 g 21 - _H_ y
T e Ll AT I._l!.l_'.I'."_l_j = |
I ey e 1 sbaew By TR (00
1] o - ¥ oy 500
Ot T e iepm i o il L e e
ynr | Larcar, - -
Deshuctaamn. I
Torisl M R Par 100 e 1] e I“J'H.-““M:::;"w
adrmay et MO, T e R sl ETERPTL
Ediians ey IMH-_-M“HH-*I] - S50
e B o P e desha e
VIS Wor dedorciee ey D et o g L § ke S maun @ eue
Par Pageares Baarnas drt Beter sew | o= 0 i s [ T ] Tcbuibcie i Foes biad 150

1. The medical expense deduction floor is 7.5% of the after-carryback amount on line 12, Form
1045.

2. The contribution deduction limitation (50%, 30% or 20% of AGI) is calculated using the original
adjusted gross income from line 10, Form 1045. [I.R.C. §170(b)(1)(F)].

3. Casualty and theft losses are calculated using the after-carryback amount on line 12, Form 1045
to determine the 10% of adjusted gross income floor.

4. The miscellaneous deductions are calculated using the after-carryback amount on line 12, Form
1045 to determine the 2% of adjusted gross income floor.
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Figure 9 Worksheet 5
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1. The medical expense deduction floor is 7.5% of the after-carryback amount on line 12, Form
1045.

2. The contribution deduction limitation (50%, 30% or 20% of AGI) is calculated using the original
adjusted gross income from line 10, Form 1045. [1.R.C. 8§170(b)(1)(F)].

3. Casualty and theft losses are calculated using the after-carryback amount on line 12, Form 1045
to determine the 10% of adjusted gross income floor.

4. The miscellaneous deductions are calculated using the after-carryback amount on line 12, Form
1045 to determine the 2% of adjusted gross income floor.
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Notice: The NOL reduces taxable income but not self-employment taxable income. The $20,600
NOL deduction reduces income taxes for 1996 by $51, and the $8,964 NOL deduction reduces
income taxes for 1997 by $1,457. Those amounts are claimed as a refund on line 28 of Form 1045.

V. CARRYING AN NOL BETWEEN JOINT AND SEPARATE RETURNS

Taxpayers who file a joint return for some of the years involved in an NOL calculation, carryback, or
carryforward and file separate returns for other of those years may have to make an allocation of the
NOL or income and deductions between the spouses.

A. Allocation of NOLs from a Joint Return

An NOL must be allocated between the spouses if the NOL is created in a year in which the spouses
file a joint return and is carried to a year for which the same spouses did not file jointly. [Treas. Reg.
§1.172-7(d).] For example, if an NOL arises while the spouses are married and file jointly and is carried
to a year after they are divorced, the NOL must be allocated between the spouses to determine what
portion goes to each of the former spouses.

The joint NOL is allocated between the spouses on a pro rata basis using the NOLs that would
have been generated by each of the spouses individually if they had filed separately. The husband’s
percentage of the joint NOL is calculated by dividing the NOL he would have on a separate return by
the sum of the NOL he would have on a separate return and the NOL his wife would have on a sepa-
rate return. The wife’s percentage of the joint NOL is calculated by dividing the NOL she would have
on a separate return by the sum of the NOL she would have on a separate return and the NOL her
husband would have on a separate return.

Example 4. Assume the joint NOL is $1,000, the husband’s individual NOL would have been $900,
and the wife’s individual NOL would have been $300. The amount allocated to each spouse is calcu-
lated as follows:

Amount allocated to husband H: $960 $1,200 $1,608750
Amount allocated to wife W: $300 $1,260 $1,080$250
If only one spouse has an individual NOL, then all of the joint NOL is allocated to that spouse.

Example 5. Assume that the joint NOL is $4,000, the husband’s individual NOL is $7,000, and the
wife has no individual NOL. The husband’s share of the joint NOL is $4,000.

B. ALLOCATION OF INCOME AND DEDUCTIONS ON A JOINT RETURN

Income and deductions must be allocated between spouses if an NOL that arose in a year they were
not married is carried to a year during the marriage for which they file a joint return [Rev. Rul. 65-140,
1965-1 C.B. 127].

For example, suppose that a married couple had filed joint returns until the death of one spouse.
If the surviving spouse has an NOL in a year after the other spouse died, and that NOL is carried back
to a year before the other spouse died, then the income and deductions for the carryback year must be
allocated between the spouses, since the NOL can be used to offset only the surviving spouse’s income
in the carryback year.

If an NOL is carried from a year after two taxpayers are divorced back to a year in which they filed
a joint tax return, then the income, deductions, and tax payments on the joint tax return must be allo-
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cated between the taxpayers to determine their respective shares of the income tax refund that results
from the carryback. Each spouse’s percentage of the recomputed joint liability is calculated by dividing
his or her recomputed separate liability by the total of the two spouses’ recomputed separate liability.
[Rev. Rul. 86-57, 1986-1 C.B. 362].

C. SUMMARY OF THE ALLOCATION RULES

The rules for allocating NOLs and income and deductions are summarized in the following table.

ALLOCATION REQUIREMENTS FOR NOLS

Carryover/Carryback Year

Married Filing
NOL Year Not Married Married Filing Jointly Separately
Not married No allocations Income and deductions allocated  No allocations
Married filing jointly NOL allocated No allocations NOL allocated
Married filing separately ~ No allocations No allocations No allocations

D. SEPARATE INSTEAD OF JOINT RETURNS MAY REDUCE TAX LIABILITY

If one spouse has an NOL and the spouses’ joint income without the loss is lower than average, it may
be advantageous to file separate returns in the NOL year. By filing separate returns, the NOL can
be carried to another taxable year to reduce income in a tax bracket higher than the joint
income bracket of the NOL year.

Example 6. Assume a married couple has no children, does not itemize deductions, and has the fol-
lowing adjusted gross income and NOL in a loss year and the first carryback year:

Loss Year (1998)  Carryback Year (1996)

Husband ($20,000) $30,000
Wife $21,500 $40,000
Total $ 1,500 $70,000

Also assume that the husband would have a $20,300 NOL if he filed a separate return.

If this couple files a joint return for the loss year, their income tax (on $1,500 AG1) will be zero, but
there will be no NOL to carry back. Therefore, the tax for the carryback year will be calculated on an
adjusted gross income of $70,000 and will be $11,090.
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If the couple files separate returns for the loss year, W would pay a tax of $2,291 and H will
have an NOL of $20,300 to carry back. That NOL deduction will reduce their joint adjusted gross
income in the carryback year to $49,700, and the income tax due will be $5,689. Therefore, the
total tax due for the two years if separate returns are filed in the loss year will be
$2,291 + $5,689 = $7,980—a savings of $3,110, as compared to the joint return for the loss
year.

VI. SPECIAL ISSUES IN THE NOL CALCULATION

One of the most difficult issues in calculating a net operating loss is deciding whether to include a par-
ticular gain or loss as part of the net operating loss. Three common issues are discussed and illustrated
below.

A. PASSIVE LOSSES

The passive loss rules are applied before the net operating loss rules. Therefore, only losses that can be
deducted under the passive loss rules can become a part of an NOL. A loss that is suspended by the
passive loss rules becomes a part of the NOL computation in the year it comes out of suspension.
In that year, it is characterized as a business or nonbusiness loss according to the source origin of the
loss.

B. GAIN OR LOSS FROM SALE OF ASSETS USED IN A TRADE OR BUSINESS

Gain or loss from the sale of an asset used in a trade or business is treated as a business gain or loss for
purposes of the NOL calculation.

Example 7. Calvin realized a $5,000 loss when he sold a machine that he used in his shoe repair busi-
ness. That loss is treated as a business loss in calculating his NOL.

C. GAIN OR LOSS FROM S CORPORATIONS AND PARTNERSHIPS

S corporations and partnerships are not allowed to carry business losses to other tax years by deducting
net operating losses. Instead, the losses flow through to the shareholders or partners in the year of the
loss and become a part of the shareholder’s or partner’s NOL calculation.

For purposes of the shareholder’s or partner’s NOL calculation, gains and losses flowing out of an
S corporation or partnership are characterized as business or nonbusiness according to their status
inside the S corporation or partnership.

Example 8. Georgia’s construction business is operated as an S corporation. The corporation realized
a $7,000 gain on the sale of a piece of machinery. That gain flows through to Georgia and is treated as
a business capital gain in calculating Georgia’s NOL.

Example 9. Theodore is a 25% partner in a partnership that leases cars under long-term leases. The
partnership realizes a $40,000 loss from its leasing activity. Theodore has no other passive income or
losses.

Theodore’s $10,000 share of that loss is a passive loss to him. Since he has no passive income in the
year of the loss, it is suspended under the passive loss rules and therefore is not a part of his NOL cal-
culation in the year of the loss. It will become a part of his NOL calculation in the year it is allowed as
a deduction under the passive loss rules.
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Observation. It is to the taxpayer’s benefit to treat capital gain and ordinary income as nonbusi-
ness, since that may increase the amount of nonbusiness losses and deductions that are allowed. By
contrast, it is to the taxpayer’s benefit to treat capital losses and ordinary deductions as business
losses and deductions, since they add to the NOL regardless of the amount of nonbusiness capital
gain and ordinary income.

D. ALTERNATIVE MINIMUM TAX

The regular tax NOL is not allowed for purposes of calculating alternative minimum taxable income
(AMTI). Instead, an AMT NOL is allowed, but it is limited to 90% of the AMTIL. If the regular tax
NOL is sufficiently larger than the AMT NOL, the NOL could create an AMT liability for a carry-
back or carryforward year.

VII. MAKING OPTIMAL USE OF AN NOL DEDUCTION—PLANNING

* The tax benefit of an NOL can be wasted if other tax benefits are used in the year of the NOL
or in a year the NOL deduction is claimed.

* In the NOL year, some other tax benefits may reduce the NOL, even though they do not
reduce taxable income in that or any other year.

* In the year an NOL deduction is claimed, some other tax benefits may reduce the net operating
loss to be carried to subsequent years even though they do not reduce taxable income in
that year or any other year.

* Since some of those tax benefits could be shifted to another tax year, it is useful to know which
ones waste net operating losses.

Observation: Payments to an individual retirement account (IRA) or other retirement plan
are always treated as nonbusiness deductions for purposes of calculating an NOL.

A. EXCESS NONBUSINESS DEDUCTIONS ARE WASTED IN AN NOL YEAR

If nonbusiness deductions exceed nonbusiness ordinary income plus excess nonbusiness capital gains
in an NOL year, the excess nonbusiness deductions will never provide a tax benefit. Therefore,
those deductions should be shifted to another tax year if possible. If those deductions are shifted to a
year that has no NOL, they will offset taxable income in that year. If they are shifted to a year when
there is an NOL but nonbusiness ordinary income plus net nonbusiness capital gains exceed nonbusi-
ness deductions, they will increase the NOL.
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Shifting excess nonbusiness deductions involves the same kind of planning as bunching
itemized deductions every other year and claiming the standard deduction in the alternate years.
Therefore, medical expenses, taxes, interest expenses, and charitable and miscellaneous deduc-
tions should be shifted as much as possible. Above-the-line nonbusiness deductions such as ali-
mony payments should also be shifted whenever possible. If the maximum retirement plan
contributions are not being made, contributions could be bunched in the years in which they
would offset taxable income or add to the NOL.

B. SHIFTING NONBUSINESS INCOME TO LOSS YEAR

The problem of nonbusiness deductions in excess of nonbusiness ordinary income plus excess non-
business capital gains can also be alleviated by increasing nonbusiness ordinary income and/or non-
business capital gains in the loss year. Such an increase will be effectively tax-free until the sum of
nonbusiness ordinary income and excess nonbusiness capital gains exceeds nonbusiness deductions.

C. EXCESS NONBUSINESS CAPITAL LOSSES IN AN NOL YEAR ARE WASTED

Nonbusiness capital losses in excess of nonbusiness capital gains provide no tax benefit in an NOL
year, since they are not allowed as part of the NOL computation. If those capital losses were shifted to
a year in which there was no NOL, or to an NOL year that had excess nonbusiness capital gains, the
losses would provide a tax benefit.

D. ELECTING TO WAIVE THE NOL CARRYBACK MAY REDUCE TAX LIABILITY

* In some cases, the NOL deduction is more useful to the taxpayer in the years following the NOL
year than in the two carryback years.

* The higher tax rates for high-income years may make the NOL deduction worth more in the
carryforward years than in the carryback years. If the carryback years have low income com-
pared to carryforward years, it would be advantageous to forgo the carryback if the carryover
years will make use of most or all of the NOL.

* Capital losses in the carryback or carryover years may prevent using part or all of the NOL
deduction in those years. Similarly, the NOL deduction may cause the loss of a tax credit that
cannot be carried beyond the carryback or carryforward year. (For example, an investment tax
credit will be wasted if an NOL is carried to the final year the investment tax credit can be
claimed and the NOL reduces taxable income to zero for that year.) In those cases the elec-
tion can be used to minimize the loss of the NOL deduction or credits.

* Finally, there may not be enough taxable income in the 20 carryover years to use up the NOL.
In those cases, the NOL should be carried back to the low income years to reduce low bracket
income rather than be completely wasted.

Practitioner Note #1. To forgo the NOL carryback, Lars and Jane must attach the following
statement to their 1998 income tax return or to an amended return filed within 6 months of the due
date (excluding extensions) of the original return.

N
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Practitioner Note #2. Many computer software programs for preparing income tax returns have
a box to check to create the statement that forgoes the carryback. Be sure to check that box if the
taxpayer wants to forgo the carryback.

Election to Forgo NOL Carryback Period
Lars and Jane Simmons SS# 172-03-1045

Taxpayer elects to forgo the net operating loss carryback period under I.R.C. §172(b)(3)(C) for the net operating loss
shown on this return.

E. CONTROL TIMING OF AN NOL

If the NOL can fall in one of two or more years at the taxpayer’s discretion, it should be placed in a
year in which it will generate the greatest tax benefit. The years in which the NOL generates the great-
est benefit are those that have the highest taxable income (and in which the taxpayer is therefore in the
highest marginal tax bracket) and the years with little long-term capital gains or tax credits that will
waste the NOL.

F. USE UP AN NOL BEFORE IT EXPIRES

If the time for using an NOL is about to expire, accelerating income to absorb the full loss will reduce
total taxes. Shifting income to make use of an NOL that would otherwise expire makes the shifted
income effectively tax-free.

VIIl. SUMMARY

The NOL calculations are complex, but they can be managed if they are taken one step at a time. It is
helpful to keep in mind that certain tax benefits are removed to determine the NOL carried to the first
eligible year and the NOL carried to each subsequent year. Therefore, whether the NOL is expressed
as a positive number (i.e., as a deduction) or a negative number (i.e., as the taxable loss), removal of the
other tax benefits should decrease the NOL. It is also important to remember that the NOL deduction
claimed in any carryback or carryover year is not necessarily the amount of the NOL that is absorbed
that year. Therefore, a year to which the NOL is carried can absorb more of the NOL than is
used as an NOL deduction.
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APPENDIX-NOL WORKSHEETS

NOL Worksheet 1

Allocation of Capital Losses between Business Capital Losses and Nonbusiness Capital Losses

Where loss is reported on tax return Amount reported on

1998 Sch. D (Form 1040) * tax return Disposition Business Nonbusiness
A.Lines 1 & 2, column f Allocate?
B. Line 4, column f Allocate?
C. Line 5, column f Allocate®
D. Line 6, column f Allocate®
E. Lines 8 & 9, column f Allocate?
F Line 11, column f Allocate?
G. Line 12, column f Allocate®
H. Line 14, column f Allocate®
|. TOTALS

1 Enter the amount from the designated lines on Schedule D only if they are losses. Enter the amounts as positive

numbers.

In most cases, losses reported on lines 1, 2, 4, 8, 9, and 11 of schedule D (Form 1040) are nonbusiness capital
losses for purposes of the NOL calculation, since losses from property used in a trade or business are reported
on Form 4797 and are treated as ordinary deductions. However, losses reported on those lines can be business
capital losses if the asset on which the loss was realized was an |.R.C. §1221 asset rather than an .R.C. §1231
asset but was purchased for a trade or business reason rather than for investment. For example, loss realized
on stock in another company that is purchased to enhance the taxpayer's business would be reported on one of
those lines but would be treated as a business capital loss for purposes of the NOL calculation. See Trammel
Crow, 79 T.C. 541 (1982).

The character of the loss reported on line 5 or 12 of Schedule D (Form 1040) is determined by the character of the
loss to the partnership, S corporation, or fiduciary. In most cases, losses reported on lines 5 and 12 of Schedule
D (Form 1040) are nonbusiness capital losses, but see footnote 1 for a discussion of when losses from an |.R.C.
81221 asset may be treated as a business capital loss for purposes of the NOL calculation.

Capital loss carryovers must be allocated between business and nonbusiness capital losses according to the
proportionate contribution of business and nonbusiness capital losses to the capital loss carryover.

Notes on completion of Schedule A (Form 1045):

Use this worksheet to complete lines 5 and 14 of Schedule A (Form 1045)
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NOL Worksheet 2

Allocation of Capital Gains between Business Capital Gains and Nonbusiness Capital Gains

Where gain is reported on tax return Amount reported on

1998 Sch. D (Form 1040) 1 tax return Disposition Business Nonbusiness
A. Line 1, column g Allocate?
B. Line 2, column g Allocate?
C.Line 4, column g Allocate?
D. Line 5, column g Allocate®
E. Line 8, column g Allocate?
F.Line 9, columng Allocate?
G. Line 11, column g Allocate?
H. Line 12, column g Allocate®
|. Line 13, column g Allocate?
J. TOTALS

1
2

Enter the amounts from the designated lines only if they are gains.

In most cases, gains reported on lines 1, 2, 4, 8, 9, and 13 of Schedule D (Form 1040) are nonbusiness capital
gains for purposes of the NOL calculation, because gains from property used in a trade or business are reported
on Form 4797 and are carried to Line 11 of Schedule D (Form 1040) if they are treated as long-term capital gain.
However, gains reported on lines 1, 2, 4, 8, 9, and 13 of Schedule D (Form 1040) can be business capital gains if
the asset on which the gain was realized was an |.R.C. §1221 asset rather than an |.R.C. §1231 asset but was pur-
chased for a trade or business reason rather than for investment. For example, gain realized on stock in another
company that is purchased to enhance the taxpayer's business would be reported on one of those lines but
would be treated as a business capital gain for purposes of the NOL calculation. See Trammel Crow, 79 T.C. 541
(1982).

The character of the gain reported on line 5 or 12 of Schedule D (Form 1040) is determined by the character of
the gain to the partnership, S corporation, or fiduciary. In most cases, gains reported on lines 5 and 12 of Sched-
ule D (Form 1040) are nonbusiness capital gains, but see footnote 2 for a discussion of when gains from an I.R.C.
§1221 asset may be treated as a business capital gain for purposes of the NOL calculation.

4 Gain from Form 4797, Part | is business gain. Gain from Form 2439, Form 4684, Form 6252, Form 6781, or Form 8824
is nonbusiness gain in most cases. See footnote 2 for a discussion of when gains from an I.R.C. §1221 asset may
be treated as a business capital gain for purposes of the NOL calculation.

Notes on completion of Schedule A (Form 1045):

Use this worksheet to complete lines 6 and 15 of Schedule A (Form 1045)
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NOL Worksheet 3

Allocation of Deductions between Business Deductions and Nonbusiness Deductions

Amount

Location on on tax Amount as Amount as AMT
1998 Form 1040 Item return Disposition Business Nonbusiness Nonbusiness
A. Line 23 IRA deduction Nonbusiness XXXXXXXX
B. Line 24 Student loan

interest ded. Nonbusiness XXXXXXXX
C. Line 25 MSA deduct. Nonbusiness XXXXXXXX
D. Line 26 Moving expenses Business XXXXXXXX XXXXXXXX
E. Line 27 SE Tax Business XXXXXXXX XXXXXXXX
F. Line 28 SE health

insurance Nonbusiness XXXXXXXX
G. Line 29 Keogh & SEP Nonbusiness XXXXXXXX
H. Line 30 Penalty, early

withdrawal Nonbusiness XXXXXXXX
I. Line 31a Alimony Nonbusiness XXXXXXXX
J.Line 32 Other! Allocate
I. Line 36 Std. Ded.

(if claimed) Nonbusiness XXXXXXXX XXXXXXXX?
Schedule A (Form
1040) (Itemized
Deductions, if
claimed)
J.Line 4 Medical Nonbusiness XXXXXXXX 3
K. Line 9 Taxes Allocate? XXXXXXXX
L. Line 14 Interest Nonbusiness XXXXXXXX 5
M. Line 18 Contributions Nonbusiness XXXXXXXX
N. Line 19 Casualty Business XXXXXXXX XXXXXXXX
0. Line 26 Misc. (2% floor) Allocate® XXXXXXXX
P. Line 27 Other misc. Allocate’
Q. TOTALS

L Include only “other” items such as unreimbursed expenses of artists (.R.C. §62(b)), jury duty pay turned over to taxpayer's employer.

Do not include amounts reported on lines 23 through 31.

If the standard deduction was claimed for the regular tax, neither the standard deduction nor the itemized deductions can be
claimed for the AMT.

3 The medical deduction floor is 10% of the adjusted gross income for AMT purposes.

4 The state and local income taxes paid are allocated between business and nonbusiness deductions according to the income of the
year that created the taxes. For this allocation, salaries and wages are treated as business income. Taxes are not allowed as a
deduction when calculating AMT.

The alternative minimum tax interest deduction is the same as the regular tax interest deduction except for the following adjust-
ments: (1) if debt on a personal residence has been refinanced, interest on debt in excess of the debt before refinancing cannot be
deducted for AMT purposes; and (2) the investment interest deduction must be recalculated to include income from private activity
bonds in investment income and the expenses on those bonds in investment expenses.

Since the amount on line 26, Schedule A, is reduced by 2% of AGI, the amounts allocated to business and nonbusiness must be
reduced on a pro rata basis. Therefore, the amount in the business column should be the amount from line 26, Schedule A, multiplied
by the total business miscellaneous deductions subject to the 2% floor and divided by the total miscellaneous deductions subject to
the 2% floor. The amount in the nonbusiness column should be the amount from line 26, Schedule A, multiplied by the total nonbusi-
ness deductions subject to the 2% floor and divided by the total miscellaneous deductions subject to the 2% floor. Miscellaneous
itemized deductions are not allowed as a deduction when calculating AMT.

Deductions allowable for impairment-related work expenses are business deductions. Other deductions reported on line 27, Sched-
ule A, are nonbusiness deductions.

%)

(3,1
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Allocation of Ordinary Income between Business and Nonbusiness Ordinary Income

Location on Amount as Amount as AMT
1998 Form 1040 Item Disposition Business Nonbusiness Nonbusiness
A.Line7 Wages,

salary, etc. Business XXXXXXXX XXXXXXXX
B. Line 8a Taxable

interest Nonbusiness XXXXXXXX
C.Line 8b Tax-exempt

interest Nonbusiness! XXXXXXXX XXXXXXXX
D.Line 9 Dividends Nonbusiness XXXXXXXX
E. Line 10 Taxable refunds Allocate?
F. Line 11 Alimony Nonbusiness XXXXXXXX
G. Line 12 Business

income (loss)

Schedule C Business XXXXXXXX XXXXXXXX
H. Line 14 Form 4797 gains

or losses Business XXXXXXXX XXXXXXXX
I. Line 15 Taxable amount

of IRA distribu-

tions Nonbusiness XXXXXXXX
J. Line 16b Taxable amount

of pensions Nonbusiness XXXXXXXX
K. Line 17 Rents, royalties,

and partner- Usually

ship income business XXXXXXXX XXXXXXXX
L. Line 18 Farm income

(or loss) Business XXXXXXXX XXXXXXXX
M. Line 19 Taxable unem-

ployment Business XXXXXXXX XXXXXXXX
N. Line 20b Taxable social

security bene-

fits Nonbusiness XXXXXXXX
0. Line 21 Other income Allocate
P. TOTALS

! Nontaxable interest is nonbusiness income for AMT purposes only.
2 The state and local income tax refund is to be allocated between business and nonbusiness income according to the
income of the year that created the refund. For this allocation, salaries and wages are treated as business income.

State and local income tax refunds are not included when calculating AMT.
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NOL WORKSHEET 5
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1. The medical expense deduction floor is 7.5% of the after-carryback amount on line 12, Form
1045.

2. The contribution deduction limitation (50%, 30% or 20% of AGI) is calculated using the original
adjusted gross income from line 10, Form 1045. [I.R.C. §170(b)(1)(F)].

3. Casualty and theft losses are calculated using the after-carryback amount on line 12, Form 1045
to determine the 10% of adjusted gross income floor.

4. The miscellaneous deductions are calculated using the after-carryback amount on line 12, Form
1045 to determine the 2% of adjusted gross income floor.
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