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Aver agi ng of Farm | ncone

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION:  Final regul ations.

SUMVARY: This docunent contains final regulations relating to
the election to average farmincone in conputing tax liability.
The regul ations reflect changes to the | aw nmade by the Taxpayer
Relief Act of 1997, as anended by the Tax and Trade Reli ef

Ext ensi on Act of 1998, and provide guidance to individuals

engaged in a farm ng busi ness.

DATES: Effective Date: These regulations are effective January
8, 2002.

Applicability Date: These regulations apply to taxable

years begi nning after Decenber 31, 2001. However, taxpayers nay
rely on the rules in these final regulations in conmputing tax
liability for taxable years beginning on or before Decenber 31,
2001.

FOR FURTHER | NFORMATI ON CONTACT: John M Moran, (202) 622-4940

(not a toll-free nunber).



SUPPLEMENTARY | NFORMATI ON:
Paperwor k Reducti on Act

The collection of information contained in these final
regul ati ons has been revi ewed and approved by the Ofice of
Managenent and Budget in accordance with the Paperwork Reduction
Act of 1995 (44 U.S.C. 3507) under control nunber 1545-1662.
Taxpayers provide the informati on on Schedule J, “Farm | ncone
Averaging,” which is attached to Form 1040, “U.S. Individual
I ncone Tax Return,” for the taxable year in which incone
averaging is el ected.

An agency may not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless it
di splays a valid control nunber assigned by the O fice of
Managenent and Budget .

The burden for this requirenment is reflected in the burden
estimate for Schedule J. The estimated burden for the 2000
Schedule J is 2 hours per respondent.

Comments concerning the accuracy of this burden estimte and
suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: |RS Reports C earance Oficer
W CAR: MP: FP: S: O, Washi ngton, DC 20224, and to the O fice of
Managenent and Budget, Attn: Desk Oficer for the Departnent of
the Treasury, Ofice of Information and Regul atory Affairs,
Washi ngt on, DC 20503.

Books or records relating to a collection of information

nmust be retained as long as their contents nmay becone material in



3

the adm nistration of any internal revenue law. Cenerally, tax
returns and tax return information are confidential, as required
by 26 U.S.C. 6103.
Backgr ound

Section 1301 was added to the Internal Revenue Code (the
Code) by section 933(a) of the Taxpayer Relief Act of 1997
(Public Law 105-34; (111 Stat. 788, 881-82)), as anended by
section 2011 of the Tax and Trade Relief Extension Act of 1998
(Division J of HR 4328, Omi bus Consolidated and Energency
Suppl enent al Appropriations Act, 1999) (Public Law 105-277 (112
Stat. 2681, 2681-886, 2681-902)). On Cctober 8, 1999, a notice
of proposed rul emaki ng (REG 121063-97) contai ni ng proposed
regul ati ons under section 1301 was published in the Federal
Regi ster (64 FR 54836). A nunber of comments responding to the
notice were received and a public hearing was held on February
15, 2000. After consideration of the comments, the proposed
regul ati ons are adopted as revised by this Treasury deci sion.
Expl anati on of Provisions

Treat nent of Wages

The incone averaging election is available only to
I ndi vi dual s engaged in a farm ng business and only with respect
to inconme fromthat business. The proposed regul ati ons provide
that farminconme does not include wages but the notice of
proposed rul emaking invited public comment on whether a different
rul e should apply to wages paid to a sharehol der of an S

corporation. Several coments on this issue supported a rule
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that would permt wages paid by an S corporation to a sharehol der
to qualify as incone froma farm ng business, and the fina
regul ati ons adopt this rule.

This change results in conparable treatnent for S
corporation sharehol ders, partners, and sole proprietors. A sole
proprietor’s Schedule F incone, whether attributable to capital
or labor, is treated as income fromthe business conducted
t hrough the proprietorship. In the case of a partnership engaged
in a farm ng business, incone earned by the partners that is
attributable to the farmng business is simlarly treated as farm
I ncome for purposes of the income averaging rules whether the

i ncome takes the formof a distributive share or a guaranteed

paynment .
S corporations, |ike partnerships, are passthrough entities
for Federal income tax purposes. 1In an S corporation, anounts

paid to sharehol ders as wages would, if retained by the
corporation, increase the shareholders’ income qualifying for the
I ncome averaging election. There is no indication in the

| egi sl ative history of section 1301 that Congress intended

di sparate treatnent of S corporation sharehol ders dependi ng on
whet her anounts are paid to the sharehol ders as wages or

all ocated to sharehol ders as a pro rata share of the
corporation’s income. Accordingly, the final regul ati ons provide
consi stent treatnment for shareholders in S corporations and
partners in partnerships. Thus, a shareholder’s incone that is

attributable to the S corporation’s farm ng business qualifies as
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farminconme for purposes of the incone averagi ng rul es whether
paid to the sharehol der as wages or allocated to the sharehol der
as a pro rata share.

In contrast, a C corporation is not a passthrough entity for
Federal incone tax purposes. Accordingly, the final regulations
do not treat any amounts paid by a C corporation to its
shar ehol der - enpl oyees as farm i ncone.

Treatnent of Rental |ncone

The proposed regul ati ons contain no provision for treating
rental inconme as incone froma farmng business. This is
consistent wwth the general principle that |essors of farnl and
are not ordinarily treated as engaged in a farm ng business with
respect to the leased |and. Commentators were divided over
whet her rental inconme based on a tenant’s production (e.g., a
crop share) should be treated as inconme froma farm ng business
for purposes of section 1301. The final regulations provide that
I ncome fromsuch arrangenents is treated, subject to an anti -
abuse rule, as incone froma farmng business. This rule is
consistent wth the policy underlying section 1301 of limting
the adverse effects of a progressive rate structure on farnmers
whose incone varies significantly fromyear to year in response
to fluctuations in the farmeconony. A landlord s incone froma
crop-share |l ease or simlar arrangenent is affected by
fluctuations in the farmeconony to the sane extent as that of
any other farner. Moreover, regulations under other Code sections

provi de precedent for the rule in the final regulations. For
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exanple, a simlar rule in the regul ati ons under section 175
(relating to the deduction for certain soil and water
conservation expenditures) treats a | andlord who receives rent
(either cash or in kind) based on farm production as engaged in
t he busi ness of farm ng.

Under the final regulations, a landlord s crop share incone
reported on Form 4835, “Farm Rental Incone and Expenses,”
Schedul e F, “Profit or Loss From Farming,” or Part Il of Schedule
E, “Suppl enental Income or Loss,” is eligible for incone
averaging if the landlord s share of a tenant’s production is set
in awitten rental agreenent before the tenant begins
significant activities on the land. |If a landlord receives a
fixed rent or a share of a tenant’s production that is set after
the tenant begins significant activities, the landlord is not
considered to be engaged in a farm ng business with respect to
the | eased |l and, and the rental income is not eligible for incone
averaging, even if the landlord materially participates in the

tenant’s farm ng business.

Treatnment of Incone from Partnerships

A comment at or asked whether inconme attributable to a farm ng
busi ness carried on by a partnership is farmincone w thout
regard to the size of a partner’s interest in the partnership or
the activities of the partner. The commentator al so asked how
the farmincone of a partnership may be allocated. Farmincone
I's allocated under the partnership rules in Subchapter K of the

Code, and these regulations do not nodify those rules. The final
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regul ations, |ike the proposed regul ations, permt incone
attributable to a farm ng business carried on by a partnership to
be averaged wi thout regard to the partner’s |evel of
participation in the partnership or size of ownership interest.

Ef fect of Adjustnents

A comment ator requested that the final regul ati ons expressly
require an anended return if there is a change to a base year
return as a result of either an IRS or taxpayer initiated
adjustnment. The IRS and Treasury do not believe that a speci al
rule in the final regulations is necessary to address this point,
as the situation is not unique to section 1301. |If the election
year tax liability is changed as a result of an adjustnent to a
base year, then, as with any correction, an anended return should
be made for the election year if the statute of Iimtations is
open.

MBki ng, Changi ng, or Revoki ng an El ecti on

Under the proposed regul ations an individual may not nmake a
| ate el ection, change an election, or revoke an election unless
there has been an adjustnent to taxable incone or tax liability
or the Comm ssioner has consented. One comment suggested that
these limtations on a taxpayer’s ability to nmake, change, or
revoke an el ection should be elimnated. This suggestion has
been adopted. Under the final regul ations, a taxpayer nmay nmake a
| ate el ection, change an el ection, or revoke an el ection subject
only to the generally applicable rules on the period of

limtations on filing a claimfor credit or refund.



Negati ve Taxabl e | ncone

A nunber of commentators criticized the conputational rules
contained in Schedule J, Farm I ncone Averaging, for 1999 and
earlier years. These rules prohibited the use of a negative
anount for a base year’'s taxable incone. The comentators
suggested that taxpayers should be permtted to use a negative
anount if appropriate adjustnents are nmade for anmounts, such as
net operating |losses, that may provide a tax benefit in another
t axabl e year

The final regul ations adopt this suggestion. Thus, a base
year’s taxable incone may be negative but anpbunts, such as a net
operating loss or certain capital |osses, that nmay be deducted in
one or nore other taxable years in the formof a carryover or
carryback nust be added back in conputing negative taxable
I ncome. The Schedule J for years after 1999 includes worksheets
and instructions for determ ning negative taxable incone for
pur poses of the incone averagi ng conputation.

Cal cul ation of Section 1 Tax

The proposed regul ations provide that the tax is conmputed by
reduci ng the el ection year taxable income by the applicable
anount and increasing taxable incone for the base years by one-
third of that anbunt. One commentator suggested that taxable
i ncome for the election year should be conputed by excluding the
el ected amount fromthe taxpayer’s gross incone. This would
reduce adjusted gross incone, which in turn m ght reduce the

effect of limtations and phase-outs based on adjusted gross
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I ncome. The statutory |anguage unanbi guously provides, however,
that any el ection-year decrease (or base-year increase) nust be
made to taxable incone. Moreover, consistent application of the
rul e suggested in the conmment woul d require reconputation of

adj usted gross incone and all related Iimtations and phase-outs
In base years. This would substantially increase the conplexity
of the income averagi ng conputation. Accordingly, the final
regul ati ons do not adopt this suggestion.

Farm | ncone

A comment at or suggested that the final regulations |ist
specific itens of income and deductions to clarify which itens
are attributable to a farm ng busi ness under section 1301. The
regul ations are not a suitable format for providing the
conpr ehensi ve gui dance requested because of the difficulty in
Identifying the nyriad itens of inconme and expense that may be
attributable to a farm ng busi ness and because, in each case, a
determ nati on based on specific facts and circunstances is
necessary. Taxpayers are encouraged to raise questions they may
have concerning any specific types of incone so that guidance can
be given by revenue ruling, instructions, or other appropriate
nmeans.

The proposed regul ations treat gain fromthe sale or other
di sposition of property (other than |land) as attributable to a
farm ng business if, taking into account all the facts and
circunstances, the property was regularly used in the farm ng

busi ness for a substantial period of tinme. A conmentator asked
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that the final regulations provide nore specific guidance on what
constitutes a substantial period of tinme. The final regulations
provi de that property that has always been used solely in the
farm ng business by the individual is deened to neet both the
regul arly used and substantial period tests. For property not
used solely in the farm ng busi ness, what constitutes regul ar use
or a substantial period of tinme is likely to vary significantly,
dependi ng upon the facts of the taxpayer’s business.
Accordingly, the final regulations retain the facts-and-
circunstances test for such property.

The proposed regul ati ons establish a presunption that sales
or dispositions of property used in a farm ng business are
attributable to that business if they occur within one year of
Its cessation. One conment expressed concern that this
presunpti on may be construed as establishing a contrary
presunption for sales or dispositions occurring after that one-
year period. The coment suggested extending the period to two
years, arguing that it is not uncommon for sales or dispositions
of farm property to continue for nore than one year after the
cessation of the farm ng business, particularly in economcally
depressed areas.

The final regulations do not adopt this suggestion. The
regul atory presunption is, however, only a safe harbor for sales
or dispositions of property occurring within the one-year period;
no contrary presunption is stated or inplied for sales or

di spositions occurring after that period. Rather, the
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determ nation of whether those sales or dispositions are
attributable to a farm ng busi ness appropriately depends upon al
the facts and circunstances.

One comment ator proposed an exanple to illustrate that
el ected farmincone may not exceed taxable inconme, using a gross
farminconme anount reduced by farm ng deductions and the standard
deduction. The regulations illustrate, as sinply as possible,
that elected farmincone cannot exceed taxable inconme. These
conputations are illustrated in greater detail in Pub. 225,
“Farnmer’ s Tax Qui de,” which provides a sanple tax return
I ncl uding a Schedul e J.

Simlarly, one comentator requested exanpl es denonstrating
cal cul ations involving capital gains. Although no such exanples
are provided in the final regul ations, Pub. 225 does provide an
exanple, and the IRS will consider including other exanples in
future gui dance.

Marri ed Taxpayers

Several comments were received regarding the application of
the rules to married taxpayers. Two conmmentators asked how farm
I ncome reported on a joint return is associated with the proper
spouse in a noncomrunity property state. Two other commentators
asked about the application of community property | aws.

The final regulations do not provide specific guidance on
these issues. As a general matter, however, an individual’s
filing status does not affect determ nations regardi ng whet her

the individual is engaged in a farm ng business or the anmpunt of
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profit or loss fromthat business reported on the individual’s
Schedule F, Profit or Loss From Farm ng, or Schedul e K-1,
Partner’s (Sharehol der’s) Share of Incone, Credits, Deductions,
etc. Thus, if only one spouse engages in farmng in the election
year, only that spouse may have el ected farminconme, and if both
spouses engage in farm ng, each spouse may have el ected farm
i ncome fromthe business in which that spouse i s engaged.
Simlarly, as a general matter, community property |aws determ ne
I ncome and property ownership for Federal incone tax purposes.
Al t hough the Code may provide otherwi se in specific instances,
there are no such exceptions in either section 1301 or the final
regul ati ons.

Alternative M ni mum Tax

One commentator requested that the final regul ati ons provide
an exanpl e showing that the alternative mninumtax limts the
benefits of an income averagi ng el ection. Although the final
regul ati ons do not provide an exanple of the application of the
alternative mnimumtax, they continue to note that the incone
averagi ng el ection does not apply for purposes of determning the
alternative mnimumtax in the election year or any base year,
except to the extent the election is taken into account in
determ ning the regular tax offset to the tentative m ninumtax.
There is no exception in the Code provisions relating to the
alternative mninmnumtax that would permt the mninumtax to be
conmputed without regard to the effect of farmincone averagi ng on

the regul ar tax.
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Speci al Anal yses

It has been determi ned that these final regul ati ons are not
a significant regulatory action as defined in Executive O der
12866. Therefore, a regulatory assessnent is not required. It
has al so been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U S.C. chapter 5) does not apply
to these regulations. It is hereby certified that the collection
of information in these regulations will not have a significant
econom c i npact on a substantial nunber of small entities. This
certification is based on the fact that the collection of
I nformation inposed by these regulations is not significant as
reflected in the estimated burden of information collection for
Schedul e J, which is 2 hours per respondent. Therefore, a
Regul atory Flexibility Analysis under the Regulatory Flexibility
Act (5 U.S.C. chapter 6) is not required. Pursuant to section
7805(f) of the Code, the IRS submtted the notice of proposed
rul emaking to the Chief Counsel for Advocacy of the Snal
Busi ness Administration for cooment on its inpact on small
busi ness.
Drafting Information

The principal author of these regulations is John M Moran
of the Ofice of Associate Chief Counsel, Procedure and
Adm ni stration (Adm nistrative Provisions and Judicial Practice
Division). However, other personnel fromthe IRS and Treasury
Departnment participated in their devel opnent.

Li st of Subjects



14
26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.

26 CFR Part 602

Reporting and recordkeepi ng requirenents.
Adopti on of Anendnents to the Regul ations

Accordingly, 26 CFR parts 1 and 602 are anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by adding an entry in nunerical order to read in part as foll ows:

Authority: 26 U S.C. 7805 * * *

Section 1.1301-1 al so issued under 26 U.S.C. 1301(c). * * *

Par. 2. An undesignated center heading and 81.1301-1 are
added i mmedi ately follow ng the center headi ng “Readj ust nent of
Tax Between Years and Special Limtations” to read as foll ows:

| NCOVE AVERAG NG

81.1301-1 Averaging of farm.incone.

(a) Overview. An individual engaged in a farm ng business
may el ect to conpute current year (election year) incone tax
liability under section 1 by averaging, over the prior three-year
period (base years), all or a portion of the individual’'s current
year electible farmincone as defined in paragraph (e) of this
section. To average farmincone, the individual--

(1) Designates all or a portion of his or her electible farm
I ncome for the election year as elected farmincone; and

(2) Determines the election year section 1 tax by

determ ning the sum of - -
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(i) The section 1 tax that woul d be inposed for the el ection
year if taxable inconme for the year were reduced by elected farm
I nconme; plus
(ii1) For each base year, the anobunt by which the section 1
tax woul d be increased if taxable inconme for the year were
I ncreased by one-third of elected farm i ncone.

(b) Individual engaged in a farm ng business--(1) Ln

general. Farm ng business has the same neaning as provided in

section 263A(e)(4) and the regul ations thereunder. An individual
engaged in a farm ng business includes a sole proprietor of a
farm ng business, a partner in a partnership engaged in a farmng
busi ness, and a sharehol der of an S corporation engaged in a
farm ng business. Services perfornmed as an enpl oyee are

di sregarded in determ ning whether an individual is engaged in a
farm ng business for purposes of section 1301. An individual is
not required to have been engaged in a farm ng business in any of
t he base years in order to make a farmincone averagi ng el ection.

(2) Certain landlords. A landlord is engaged in a farmng

busi ness for purposes of section 1301 with respect to rental

i ncome that is based on a share of production froma tenant’s
farm ng business and, with respect to anounts received on or
after January 1, 2003, is determ ned under a witten agreenent
entered into before the tenant begins significant activities on
the land. A landlord is not engaged in a farm ng business for
pur poses of section 1301 with respect to either fixed rent or,

Wi th respect to anounts received on or after January 1, 2003,
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rental incone based on a share of a tenant’s production
determ ned under an unwitten agreenent or a witten agreenent
entered into after the tenant begins significant activities on
the land. Whether the landlord materially participates in the
tenant’s farmng business is irrelevant for purposes of section
1301.

(c) Making, changing, or revoking an election--(1) Ln

general. A farmincone averaging election is nmade by filing
Schedul e J, “Farm I ncone Averaging,” with an individual’'s Federal
i ncome tax return for the election year (including a |ate or
anmended return if the period of limtations on filing a claimfor
credit or refund has not expired).

(2) Changing or revoking an election. An individual may

change the anount of the elected farminconme in a previous
el ection or revoke a previous election if the period of
limtations on filing a claimfor credit or refund has not
expired for the election year.

(d) Guidelines for calculation of section 1 tax--(1) Actual

taxable inconme not affected. Under paragraph (a)(2) of this
section, a determnation of the section 1 tax for the election
year involves a conputation of the section 1 tax that would be

I nposed if taxable incone for the election year were reduced by
el ected farmincone and taxable incone for each of the base years
were increased by one-third of elected farmincone. The
reduction and increases required for purposes of this conputation

do not affect the actual taxable incone for either the el ection



17
year or the base years. Thus, for each of those years, the
actual taxable inconme is taxable inconme determ ned wthout regard
to any hypothetical reduction or increase required for purposes
of the conmputation under paragraph (a)(2) of this section. The
followng illustrates this principle:

(i) Any reduction or increase in taxable income required for
pur poses of the conputation under paragraph (a)(2) of this
section is disregarded in determning the taxable year in which a
net operating |oss carryover or net capital |oss carryover is
appl i ed.

(i1) The net section 1231 gain or |loss and the character of
any section 1231 itens for the election year is determ ned
W thout regard to any reduction in taxable incone required for
pur poses of the conputation under paragraph (a)(2) of this
section.

(iii1) The section 68 overall limtation on item zed
deductions for the election year is determned without regard to
any reduction in taxable inconme required for purposes of the
conput ati on under paragraph (a)(2) of this section. Simlarly,
the section 68 limtation for a base year is not reconputed to
take into account any allocation of elected farmincone to the
base year for such purposes.

(iv) If a base year had a partially used capital |oss, the
remai ning capital |loss may not be applied to reduce the el ected
farmincone allocated to the year for purposes of the conmputation

under paragraph (a)(2) of this section.
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(v) If a base year had a partially used credit, the
remaining credit may not be applied to reduce the section 1 tax
attributable to the elected farmincone allocated to the year for
pur poses of the conputation under paragraph (a)(2) of this
section.

(2) Conputation in base years--(i) In general. As provided

I n paragraph (a)(2)(ii) of this section, the election year
section 1 tax includes the amounts by which the section 1 tax for
each base year would be increased if taxable income for the year
were increased by one-third of elected farmincone. For this
pur pose, all allowabl e deductions (including the full anount of
any net operating |oss carryover) are taken into account in
determ ning the taxable income for the base year even if the
deducti ons exceed gross incone and the result is negative. |If
the result is negative, however, any anount that may provide a
benefit in another taxable year is added back in determ ni ng base
year taxable incone. Anmounts that may provide a benefit in
anot her year include--

(A) The net operating loss (as defined in section 172(c))
for the base year

(B) The net operating |loss for any other year to the extent
carried forward fromthe base year under section 172(b)(2); and

(C The capital |oss deduction allowed for the base year
under section 1211(b)(1) or (2) to the extent such deduction does
not reduce the capital |oss carryover fromthe base year because

It exceeds adjusted taxable incone (as defined in section
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1212(b)(2)(B)).
(i1) Exanple. The rules of this paragraph (d)(2)are
il lustrated by the foll ow ng exanpl e:

Exanple. 1In 2001, F and F's spouse on their joint return
el ect to average $24, 000 of income attributable to a farmng
busi ness. One-third of the elected farmincone, $8,000, is added
to the 1999 base year incone. In 1999, F and F s spouse reported
adj usted gross incone of $7,300 and cl aimed a standard deducti on
of $7,200 and a deduction for personal exenptions of $8, 250.
Therefore, their 1999 base year taxable inconme is -$8, 150
[ $7, 300- ($7, 200+$8, 250)]. After adding the elected farmincone
to the negative taxable incone, their 1999 base year taxable
i ncome woul d be zero [$8, 000+(-$8, 150)=-$150]. |If F and F's
spouse el ected to incone average in 2002, and nmade the
adj ustments described in paragraph (d)(3) of this section to
account for the 2001 election, their 1999 base year taxable
i ncome for the 2002 el ection would be -$150.

(3) Effect on subsequent elections--(i) In general. The

reduction and increases in taxable incone assunmed in conputing
the el ection year section 1 tax (within the nmeaning of paragraph
(a)(2) of this section) for an election year are treated as
havi ng actual ly occurred for purposes of conmputing the election
year section 1 tax for any subsequent election year. Thus, if a
base year for a farmincone averaging election is also an

el ection year for another farmincone averagi ng el ection, the
increase in the section 1 tax for that base year is determ ned
after reducing taxable income by the elected farmincone fromthe
earlier election year. Simlarly, if a base year for a farm

I ncome averaging election is also a base year for another farm

I ncome averaging election, the increase in the section 1 tax for
that base year is determ ned after increasing taxable incone by

el ected farmincone allocated to the year fromthe earlier
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el ection year.
(i1) Exanple. The rules of this paragraph (d)(3) are
il lustrated by the foll ow ng exanpl e:

Exanple. (i) In each of years 1998, 1999, and 2000, T had
t axabl e i ncome of $20,000. |In 2001, T had taxable incone of
$30, 000 (prior to any farminconme averaging el ection) and
el ectible farmincome of $10,000. T nakes a farmincone
averagi ng election with respect to $9,000 of his electible farm
i ncome for 2001. Thus, for purposes of the conputation under
paragraph (a)(2) of this section, $3,000 of elected farmincome
Is allocated to each of years 1998, 1999, and 2000. T s 2001 tax
liability is the sum of --

(A) The section 1 tax on $21,000 (2001 taxable incone m nus
el ected farmincone); plus

(B) For each of years 1998, 1999, and 2000, the section 1
tax on $23,000 minus the section 1 tax on $20,000 (the anmount by
whi ch section 1 tax would be increased if one-third of elected
farmincome were allocated to such year).

(ii) I'n 2002, T has taxable income of $50,000 and el ectible
farmincome of $12,000. T nmakes a farmincone averagi ng el ection
with respect to all $12,000 of his electible farmincone for
2002. Thus, for purposes of the conputation under paragraph
(a)(2) of this section, $4,000 of elected farmincone is
all ocated to each of years 1999, 2000, and 2001. T s 2002 tax
liability is the sum of --

(A) The section 1 tax on $38,000 (2002 taxable incone m nus
el ected farmincone); plus

(B) For each of years 1999 and 2000, the section 1 tax on
$27,000 minus the section 1 tax on $23,000 (the anbunt by which
section 1 tax would be increased if one-third of elected farm
I ncome were allocated to such years after increasing taxable
I ncome for such years by the elected incone allocated to such
years fromthe 2001 el ection year); plus

(O For year 2001, the section 1 tax on $25,000 m nus the
section 1 tax on $21,000 (the amount by which section 1 tax woul d
be increased if one-third of elected farmincone were all ocated
to such year after reducing taxable incone for such year by the
2001 el ected farmincone).

(e) Electible farmincone--(1) ldentification of itens

attributable to a farm ng business--(i) In general. Farmincone
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I ncludes itens of incone, deduction, gain, and |loss attributable
to the individual’s farm ng business. Farm/losses include a net
operating | oss carryover or carryback, or a net capital |oss
carryover, to an election year that is attributable to a farm ng
busi ness. Inconme, gain, or loss fromthe sale of devel opnent
rights, grazing rights, and other simlar rights is not treated
as attributable to a farm ng business. |In general, farmincone
does not include conpensation received by an enpl oyee. However,
a sharehol der of an S corporation engaged in a farm ng business
may treat conpensation received fromthe corporation that is
attributable to the farm ng busi ness as farmi ncone.

(i1) Gain or loss on sale or other disposition of property

--(A) Ln general. @Gain or loss fromthe sale or other

di sposition of property that was regularly used in the

I ndi vidual’s farm ng business for a substantial period of tine is
treated as attributable to a farm ng business. For this purpose,
the term property does not include |and, but does include
structures affixed to land. Property that has al ways been used
solely in the farm ng business by the individual is deened to
nmeet both the regularly used and substantial period tests.

Whet her property not used solely in the farm ng busi ness was
regularly used in the farm ng business for a substantial period
of tinme depends on all of the facts and circunstances.

(B) Cessation of a farm ng business. |If gain or |oss

described in paragraph (e)(1)(ii)(A) of this section is realized

after cessation of a farm ng business, such gain or loss is
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treated as attributable to a farm ng business only if the
property is sold within a reasonable tinme after cessation of the
farm ng business. A sale or other disposition within one year of
cessation of the farm ng business is presuned to be within a
reasonable tinme. Wether a sale or other disposition that occurs
nore than one year after cessation of the farm ng business is
Wi thin a reasonable tine depends on all of the facts and
ci rcunst ances.

(2) Determ nation of anmpunt that nmay be el ected farmincone

--(1) Electible farmincone. The maxi nrum anount of incone that

an individual may elect to average (electible farmincone) is the
sum of any farmincone and gains mnus any farm deductions or
| osses (including |oss carryovers and carrybacks) that are
al l owed as a deduction in conputing the individual’ s taxable
I ncome. However, electible farmincone may not exceed taxable
income. In addition, electible farmincome fromnet capital gain
attributable to a farm ng busi ness cannot exceed total net
capital gain. Subject to these |imtations, an individual who
has both ordinary and net capital gain farmincone may elect to
average any conbi nation of such ordinary and net capital gain
farmincone.

(i1) Exanples. The rules of paragraph (e)(2)(i) of this
section are illustrated by the foll ow ng exanples:

Exanple 1. A has farmgross recei pts of $200,000 and farm
ordi nary deductions of $50,000. A s taxable incone is $150, 000
(%200, 000- $50,000). A's electible farmincone is $150, 000, al

of which is ordinary incone.

Exanple 2. B has ordinary farmincome of $200, 000 and
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ordi nary nonfarm | osses of $50,000. B s taxable incone is
$150, 000 ($200, 000-$50,000). B's electible farmincone is
$150, 000, all of which is ordinary incone.

Exanple 3. C has a farmcapital gain of $50,000 and a
nonfarm capital |oss of $40,000. C also has ordinary farmincone
of $60,000. C has taxable income of $70, 000 ($50, 000-
$40, 000+$60,000). C's electible farmincone is $70,000. C can
el ect to average up to $10,000 of farmcapital gain and up to
$60, 000 of farm ordinary incone.

Exanple 4. D has a nonfarm capital gain of $40,000 and a
farmcapital |oss of $30,000. D also has ordinary farminconme of
$100, 000. D has taxable incone of $110, 000 ($40, 000-
$30, 000+$100,000). D's electible farmincone is $70, 000
(%100, 000 ordinary farmincone m nus $30,000 farm capital |o0ss),
all of which is ordinary incone.

Exanple 5. E has a nonfarm capital gain of $20,000 and a
farmcapital |oss of $30,000. E also has ordinary farminconme of
$100, 000. E has taxable incone of $97,000 (%$20,000-$23, 000
($30,000 loss Iimted by section 1211(b))+$100,000). E has a
farmcapital |oss carryover of $7,000 ($30,000-%$23,000 allowed as
a deduction). FE' s electible farminconme is $77,000 ($100, 000
ordinary farmincone mnus $23,000 farmcapital |oss), all of
which is ordinary incone.

(f) Mscellaneous rules--(1) Short taxable year--(i) In

general. |If a base year or an election year is a short taxable
year, the rules of section 443 and the regul ati ons thereunder
apply for purposes of calculating the section 1 tax.

(i1) Base year is a short taxable year. |If a base year is a

short taxable year, elected farmincone is allocated to such year
for purposes of paragraph (a)(2) of this section after the
taxabl e income for such year has been annuali zed.

(iii) Election year is a short taxable year. In applying

paragraph (a)(2) of this section for purposes of determning tax
conput ed on the annual basis (within the neaning of section

443(b) (1)) for an election year that is a short taxable year--
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(A) The taxable inconme and the electible farmincone for the
year are annualized; and
(B) The taxpayer may designate all or any part of the
annual i zed el ectible farmincone as elected farmincone.

(2) Changes in filing status. An individual is not

prohibited frommking a farmincone averagi ng el ection solely
because the individual’s filing status is not the sane in an

el ection year and the base years. For exanple, an individual who
files married filing jointly in the election year, but filed as
single in one or nore of the base years, may still elect to
average farmincone using the single filing status used in the
base year.

(3) Enploynent tax. A farmincone averaging el ection has no

effect in determ ning the anount of wages for purposes of the
Federal | nsurance Contributions Act (FICA), the Federal

Unenpl oynment Tax Act (FUTA), and the Collection of Incone Tax at
Source on Wages (Federal incone tax w thholding), or the anount
of net earnings fromself-enploynent for purposes of the

Sel f - Enpl oynment Contri buti ons Act (SECA).

(4) Alternative mninmumtax. A farmincone averagi ng

el ection does not apply in determining the section 55 alternative
m nimumtax for any base year or the section 55(b) tentative
mnimumtax for the election year or any base year. The el ection
does, however, apply in determ ning the regular tax under
sections 53(c) and 55(c) for the election year.

(5) Unearned incone of mnor child. 1In an election year, if
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a mnor child s investnent inconme is taxable under section 1(Q)
and a parent nmakes a farmincone averaging election, the tax rate
used for purposes of applying section 1(g) is the rate determ ned
after application of the election. In a base year, however, the
tax on a mnor child s investnent inconme is not affected by a
farminconme averagi ng el ection.

(g) Effective date. The rules of this section apply to

taxabl e years begi nning after Decenber 31, 2001, except with
respect to the witten agreenent requirenment of paragraph (b)(2)
of this section.
PART 602--QOVvB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON ACT
Par. 3. The authority citation for part 602 continues to
read as follows:
Aut hority: 26 U.S.C. 7805.
Par. 4. In 8602.101, paragraph (b) is anended by addi ng an

entry in nunerical order to the table to read as foll ows:



8602. 101 OMB control nunbers.

* * % * *

(b)***
CFR part or section where Current OVB
identified and descri bed control no.
* * * % *
1. 1301- 1. . . ., 1545- 1662
* * * % *
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Deputy Conm ssioner of Internal Revenue.

Approved: Decenber 12, 2001
Mar k Wi nber ger

Assi stant Secretary of the Treasury.



