






































Patronage Dividends

You generally report patronage dividends as in-
come on Schedule F for the tax year you re-
ceive them. They include the following items.

* Money paid as a patronage dividend, in-
cluding cash advances received (for exam-
ple, from a marketing cooperative).

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

® The fair market value of other property.

Don’t report as income any patronage divi-
dends you receive from expenditures that
weren't deductible, such as buying personal or
family items, capital assets, or depreciable
property. You must reduce the cost or other ba-
sis of these items by the amount of such patron-
age dividends received. Personal items include
fuel purchased for personal use, basic local tel-
ephone service, and personal long distance
calls.

If you can't determine what the dividend is
for, report it as income on Schedule F, lines 3a
and 3b.

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

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

2. You must have agreed to include the sta-
ted dollar value in income in the year you
receive the notice by doing one of the fol-
lowing.

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

b. Getting or keeping membership in the
cooperative after it adopted a bylaw
providing that membership constitutes
agreement. The cooperative must no-
tify you in writing of this bylaw and
give you a copy.

c. Endorsing and cashing a qualified
check paid as part of the same pa-
tronage dividend. You must cash the
check by the 90th day after the close
of the payment period for the cooper-
ative's tax year for which the patron-
age dividend was paid.

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

® |t's part of a patronage dividend that also
includes a qualified written notice of alloca-
tion for which you met condition 2(c)
above.

® |t's imprinted with a statement that endors-
ing and cashing it constitutes the payee's
consent to include in income the stated
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dollar value of any written notices of alloca-
tion paid as part of the same patronage
dividend.

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

Nonqualified notice of allocation. Don'’t in-
clude the stated dollar value of any nonqualified
notice of allocation in income when you receive
it. Your basis in the notice is zero. You must in-
clude in income for the tax year of disposition
any amount you receive from its sale, redemp-
tion, or other disposition. Report that amount,
up to the stated dollar value of the notice, on
Schedule F. However, don't include that
amount in your income if the notice resulted
from buying or selling capital assets or depreci-
able property or from buying personal items, as
explained in the following discussions.

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

Buying or selling capital assets or depreci-
able property. Don't include in income patron-
age dividends from buying capital assets or de-
preciable property used in your business. You
must, however, reduce the basis of these as-
sets by the dividends. This reduction is taken
into account as of the first day of the tax year in
which the dividends are received. If the divi-
dends are more than your unrecovered basis,
reduce the unrecovered basis to zero and in-
clude the difference on Schedule F, for the tax
year you receive them.

This rule and the exceptions explained be-
low also apply to amounts you receive from the
sale, redemption, or other disposition of a non-
qualified notice of allocation that resulted from
buying or selling capital assets or depreciable
property.

Example. On July 1, 2017, Mr. Brown, a
patron of a cooperative association, bought a
machine for his dairy farm business from the as-
sociation for $2,900. The machine has a life of 7
years under MACRS (as provided in the Table
of Class Lives and Recovery Periods in Appen-
dix B of Pub. 946). Mr. Brown files his return on
a calendar year basis. For 2017, he claimed a
depreciation deduction of $311, using the
10.71% depreciation rate from the 150% declin-
ing balance, half-year convention table (shown
in Table A-14 in Appendix A of Pub. 946). On
July 2, 2018, the cooperative association paid
Mr. Brown a $300 cash patronage dividend for
buying the machine. Mr. Brown adjusts the ba-
sis of the machine and figures his depreciation
deduction for 2018 (and later years) as follows.

Cost of machineonJuly 1,2017 .. ........ $2,900
Minus: 2017 depreciation .. ...... $311
2018 cash dividend . ... ... 300 611
Adjusted basis for
$2,289

depreciation for 2018:

Depreciation rate: 1 + 61/2 (remaining recovery period as
of 1/1/2018) = 15.38% x 1.5 = 23.07%

Depreciation deduction for 2018

($2,289 x 23.07%). . . . . . . ... . ... $528

Exceptions. If the dividends are for buying
or selling capital assets or depreciable property
you didn't own at any time during the year you
received the dividends, you must include them
on Schedule F, unless one of the following rules
applies.

e |[f the dividends relate to a capital asset you
held for more than 1 year for which a loss
was or would have been deductible, treat
them as gain from the sale or exchange of
a capital asset held for more than 1 year.

e |[f the dividends relate to a capital asset for
which a loss wasn't or wouldn't have been
deductible, don't report them as income
(ordinary or capital gain).

If the dividends are for selling capital assets
or depreciable property during the year you re-
ceived the dividends, treat them as an addi-
tional amount received on the sale.

Personal purchases. Because you can't de-
duct the cost of personal, living, or family items,
such as supplies, equipment, or services not re-
lated to the production of farm income, you can
omit from the taxable amount of patronage divi-
dends on Schedule F, any dividends from buy-
ing those items (and you must reduce the cost
or other basis of those items by the amount of
the dividends). This rule also applies to
amounts you receive from the sale, redemption,
or other disposition of a nonqualified written no-
tice of allocation resulting from these purcha-
ses.

Per-Unit Retain Certificates

A per-unit retain certificate is any written notice
that shows the stated dollar amount of a
per-unit retain allocation made to you by the co-
operative. A per-unit retain allocation is an
amount paid to patrons for products sold for
them that's fixed without regard to the net earn-
ings of the cooperative. These allocations can
be paid in money, other property, or qualified
certificates.

Per-unit retain certificates issued by a coop-
erative generally receive the same tax treat-
ment as patronage dividends, discussed ear-
lier.

Qualified certificates. Qualified per-unit retain
certificates are those issued to patrons who
have agreed to include the stated dollar amount
of these certificates in income in the year of re-
ceipt. The agreement may be made in writing or
by getting or keeping membership in a coopera-
tive whose bylaws or charter states that mem-
bership constitutes agreement. If you receive
qualified per-unit retain certificates, include the



































































































Passenger automobiles. A passenger auto-
mobile is any 4-wheeled vehicle made primarily
for use on public streets, roads, and highways
and rated at 6,000 pounds or less of unloaded
gross vehicle weight (6,000 pounds or less of
gross vehicle weight for trucks and vans). It in-
cludes any part, component, or other item phys-
ically attached to the automobile or usually in-
cluded in the purchase price of an automobile.
Electric passenger automobiles are vehicles
produced by an original equipment manufac-
turer and designed to run primarily on electric-
ity.

Note. A truck or van that is a qualified nonper-
sonal use vehicle is not considered a passen-
ger automobile. See Qualified nonpersonal use
vehicles under Passenger Automobiles in chap-
ter 5 of Pub. 946 for the definition of qualified
nonpersonal use vehicles.

For most vehicles the gross vehicle
@ weight rating generally can be found on
the driver door post of the vehicle.

Other property used for transportation.
This includes trucks, buses, boats, airplanes,
motorcycles, and other vehicles used for trans-
porting persons or goods.

Excepted vehicles. Other property used
for transportation does not include the following
vehicles.

e Tractors and other special purpose farm
vehicles.

e Bucket trucks (cherry pickers), dump
trucks, flatbed trucks, and refrigerated
trucks.

* Combines, cranes and derricks, and fork-
lifts.

® Any vehicle designed to carry cargo with a
loaded gross vehicle weight of over 14,000
pounds.

For more information, see chapter 5 of Pub.
946.

What Is the Business-Use
Requirement?

You can claim the section 179 expense deduc-
tion for listed property and depreciate listed
property using GDS and a declining balance
method, if the property meets the business-use
requirement. To meet this requirement, listed
property must be used predominantly (more
than 50% of its total use) for qualified business
use. To determine whether the business-use re-
quirement is met, you must allocate the use of
any item of listed property used for more than
one purpose during the year among its various
uses.

Do the Passenger
Automobile Limits Apply?

The depreciation deduction (including the sec-
tion 179 expense deduction) you can claim for a
passenger automobile each year is limited. The
passenger automobile limits are the maximum
depreciation amounts you can deduct for a pas-
senger automobile. They are based on the date
you placed the vehicle in service. See chapter 5
of Pub. 946 for tables that show the maximum

depreciation deduction for passenger automo-
biles. Also, see the Instructions for Form 4562.

For information about deducting expenses
for the business use of your passenger automo-
bile, see chapter 4 in Pub. 463.

Deductions for passenger automobiles ac-
quired in a trade-in. Special rules apply in fig-
uring the depreciation for a passenger automo-
bile received in a like-kind exchange or
involuntary conversion. See chapter 5 of Pub.
946 and Regulations section 1.168(i)-6(d)(3).

Depletion

Depletion is the using up of natural resources
by mining, quarrying, drilling, or cutting. The de-
pletion deduction allows an owner or operator
to account for the reduction of a product's re-
serves.

Who Can Claim Depletion?

If you have an economic interest in mineral
property or standing timber (defined below),
you can take a deduction for depletion. More
than one person can have an economic interest
in the same mineral deposit or timber.

You have an economic interest if both the
following apply.

® You have acquired by investment any in-
terest in mineral deposits or standing tim-
ber.

® You have a legal right to income from the
extraction of the mineral or the cutting of
the timber, to which you must look for a re-
turn of your capital investment.

A contractual relationship that allows you an
economic or monetary advantage from prod-
ucts of the mineral deposit or standing timber is
not, in itself, an economic interest. A production
payment carved out of, or retained on the sale
of, mineral property is not an economic interest.

Mineral property is each separate interest
you own in each mineral deposit in each sepa-
rate tract or parcel of land. You can treat two or
more separate interests as one property or as
separate properties. See section 614 of the In-
ternal Revenue Code and the related regula-
tions for rules on how to treat separate mineral
interests.

Timber property is your economic interest in
standing timber in each tract or block represent-
ing a separate timber account.

Figuring Depletion

There are two ways of figuring depletion.
e Cost depletion.
® Percentage depletion.

For mineral property, you generally must use
the method that gives you the larger deduction.
For standing timber, you must use cost deple-
tion.

Chapter 7

Cost Depletion

To figure cost depletion you must first deter-
mine the following.
® The property's basis for depletion.
® The total recoverable units of mineral in the
property's natural deposit.
® The number of units of mineral sold during
the tax year.

You must estimate or determine recoverable
units (tons, barrels, board feet, thousands of cu-
bic feet, or other measure) using the current in-
dustry method and the most accurate and relia-
ble information you can obtain.

Basis for depletion and total recoverable
units are explained in chapter 9 of Pub. 535.

Number of units sold. You determine the
number of units sold during the tax year based
on your method of accounting. Use the follow-
ing table to make this determination.

THEN the units sold
during the year are...

IF you use...

The units sold for which
you receive payment during
the tax year (regardless of
the year of sale).

The cash method of
accounting

The units sold based on
your inventories.

An accrual method of
accounting

Depreciation, Depletion, and Amortization

The number of units sold during the tax year
does not include any units for which depletion
deductions were allowed or allowable in earlier
years.

Figuring the cost depletion deduction.
Once you have figured your property's basis for
depletion, the total recoverable units, and the
number of units sold during the tax year, you
can figure your cost depletion deduction by tak-
ing the following steps.

Step Action Result

1 Divide your property's basis
for depletion by total
recoverable units.

Rate per unit.

2 Multiply the rate per unit by
units sold during the tax
year.

Cost depletion
deduction.

Cost depletion for ground water in Ogal-
lala Formation. Farmers who extract ground
water from the Ogallala Formation for irrigation
are allowed cost depletion. Cost depletion is al-
lowed when it can be demonstrated the ground
water is being depleted and the rate of recharge
is so low that, once extracted, the water would
be lost to the taxpayer and immediately suc-
ceeding generations. To figure your cost deple-
tion deduction, use the guidance provided in
Revenue Procedure 66-11 in Cumulative Bulle-
tin 1966-1.

Timber Depletion

Depletion takes place when you cut standing
timber (including Christmas trees). You can fig-
ure your depletion deduction when the quantity
of cut timber is first accurately measured in the
process of exploitation.
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