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Basic Issues

• Net Operating Loss rules are 
designed to deal with 
“unfairness” from

• Annual measurement in 
taxation

• Marginal rate issues

• Rules provide

• Default periods

• Deal with statute issues
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Computing the Net 
Operating Loss –
What Your Software 
Won’t Get Right
Net Operating Losses - Dealing with the 
Complexities
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Basics of a Net Operating Loss

• Loss defined at IRC §172

• Only if deductions allowed 
per section exceed gross 
income

• Deductions only allowed if 
already allowed for income 
taxes

• Initial calculation is to separate 
business and nonbusiness 
income and deductions
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Business Income

• Trade or business income

• Salary and wages

• Business  income  from 
flowthrough

• Rental income

• Gain from sale or property 
used in

• Trade or business

• Rental
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Business Deductions
• Casualty thefts and losses (all)

• Moving expenses

• Employee business expenses

• State income tax on business 
profits

• Interest and litigation expenses 
on business taxes (subject to 
caveat for individual income 
taxes)

• Educator expenses

• Self-employment tax deduction

• Self-employed health insurance
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Business Deductions

• Loss on rental property

• Loss on sale of accounts 
receivable (accrual)

• IRC §1244 stock loss

• Passthrough business losses

• Basis of annuity on decedent’s 
final return

• Federal employee buyback of 
sick leave
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Nonbusiness Income

• Interest

• Dividends

• Annuities

• Gain on the sale of 
nonbusiness, nonrental assets
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Nonbusiness Deductions
• Alimony

• Health savings account

• Contributions for proprietor or 
partner to

• Keogh
• SEP
• SIMPLE

• IRA contributions

• Nonbusiness itemized 
deductions

• Standard deduction
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Adjustments to NOL

• Nonbusiness capital losses 
allowed only to extent of 
nonbusiness capital gains

• Nonbusiness deductions 
allowed only to extent of 
nonbusiness income

• Prefer to see

• Nonbusiness income

• Business deductions
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Step-by-Step NOL Computation
1. Compute tax for year (must be negative before 

exemptions)
2. Determine amount of NOL, if any
3. Decide to elect to carryforward or accept default 

carryback
4. Deduct NOL against first year carried to
5. Determine if fully absorbed—if not go on to next 

year
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Where Your Tax Software Will Have Issues

• Business/Nonbusiness income

• Business capital gains/losses

• State income taxes related to 
business

• Should review software’s Form 
1045 Schedule A equivalent

• Should be able to prove 
each major number

• May need to make 
adjustments
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When to Use an NOL

• Default

• Carried back 2 years

• Forward 20 years

• Exceptions

• 3 Year Losses 

• Casualty & theft

• Small business disaster 
loss

• 5 Year Losses - Farming
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When to Use an NOL

• Exceptions
• 10 Year Losses

• Product liability
• Reclamation of land
• Dismantle drilling 

platform
• Remediation of 

environmental 
contamination

• Payment under workers 
compensation act
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Forgoing the Carryback Period

• Must attach statement to return 

• Election irrevocable and must 
be made on timely filed original 
return

• Relief option if decide to elect 
within 6 months of original 
unextended due date

• File amended return with 
election

• Note filing under 
Reg. §301.9100-2(b)
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Mechanics of Calculating Refund Due from Tax Year
• No difference regardless if loss 

carried back or forward to a year

• Will impact all items affected by 
AGI

• Special rule for passive 
losses from rentals

• Social security

• IRA deductions

• Refigure and may affect 
carryovers (can create a 
“circular” problem)
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Mechanics of Calculating Refund Due from Tax Year

• Refigure taxable income

• Calculate regular income 
tax

• Calculate AMT using 
ATNOL

• Self-employment tax is not
affected

• If release general business 
credit, carry that back 2 more 
years
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Computing an NOL Carryover – What’s Left?

• If NOL > taxable income in 
year carried to, may have 
amount left to carryover

• Carryover is:

• Net operating loss in excess 
of 

• Modified taxable income
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Modified Taxable Income Computation
• Remove NOL deduction for year 

computing carryover for

• Remove any deduction for a net 
capital loss

• Remove a deduction for 
exemptions

• Refigure anything affected by 
AGI after making first two 
changes

• For charitable carryover, include 
NOL for year computing 
carryover
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Dealing with the 
Alternative Minimum 
Tax and the Net 
Operating Loss
Net Operating Losses - Dealing with the 
Complexities
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Alternative Tax Net Operating Loss

• Recalculate NOL using 
amounts allowed for the 
alternative minimum tax

• Will also need to recalculate 
any carryovers 

• ATNOL will be used to 
compute AMT for years carried 
back to

• Election to forgo carryback 
period applies to both NOLs
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Adjustment Made on Form 6251
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Limitations on ATNOL

• Deduction generally limited to 
offsetting no more than 10% of 
tentative minimum taxable 
income

• Due to AMT exemption (which 
is affected by AGI) generally 
only “hurts” if loss >

• Single/HOH $543,000

• MFJ $845,000

• MFS $422,500
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Dealing with ATNOL and Carrybacks

• Same issues exist for 
computation by tax software-if 
the software does it

• Should create separate 
computation and carryover 
schedule

• IRS does look for a Form 6251 
when claiming NOL carryback 
and often rejects claims 
without it
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Form 1045 vs. 
Form 1040X
Net Operating Losses - Dealing with the 
Complexities
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Show Me the Money – Claiming the Refund Due

• Taxpayer can claim refund one 
of two ways

• On a Form 1040X just like any 
claim for refund due on a prior 
Form 1040

• Asking for a “tentative refund” 
on Form 1045

• So what’s the difference?
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Form 1040X
• Represents a formal  claim to be 

acted upon by the IRS

• Full §6213 procedures required 
later for IRS

• Issuance of 90 day letter
• Right to contest in Tax Court 

before payment

• Generally takes longer for the 
IRS to process (often much 
longer) than Form 1045

• Can be filed at any point while 
statute is open for the claim
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Form 1045
• IRS required to act within 90 

days (though delayed if filed 
before due date, including 
extensions)

• May get funds back by 
assessing and collecting 
immediately

• All affected years claims on one 
form

• Must be filed by end of year 
following year that generated the 
NOL
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Choosing Between the Two Options

• Is the loss year calculation 
likely to lead to IRS challenge if 
an exam takes place?

• Does the taxpayer want/need 
the funds quickly?

• Are we still in the time period 
where the Form 1045 is an 
option?

• Are there other revisions for 
year being carried to?
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Impact of Net 
Operating Losses 
on the Statute of 
Limitations
Net Operating Losses - Dealing with the 
Complexities
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Statute of Limitations and Net Operating Losses

• Time to claim refund due to 
loss extended to

• 3 years after due date of 
return generating NOL

• Includes extensions actually 
requested [§6511(d)(2)]

• Note not linked to statute of 
limitations on return generating 
NOL
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Statute of Limitations and Net Operating Losses

• Chief Counsel Advice 
201515019 – not extended due 
to financial disability provision 
of §6511(h)

• Chief Counsel Advice 
201517005 – not extended 
when taxpayer uses 10 year 
provision to change from 
foreign tax credit to deducting 
foreign taxes, leading to NOL
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Documenting NOL Carryovers

• IRS can challenge NOL 
calculation so long as impacts 
a year where IRS can assess 
tax

• Thus a loss created on return 
filed five year ago is not “safe” 
or “protected”

• Similar rule applies to taxpayer 
if can show loss should be 
higher coming into open year
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Example:  Boring v. Commissioner, TC Summary 2014-105

• IRS had not challenged NOL 
carryover in prior years

• IRS questioned carryover into 
2007 – taxpayer produced 
1996-2006 tax return copies

• IRS not “stuck” with losses on 
those returns, regardless of 
how long ago file

• Entire NOL disallowed by Tax 
Court for lack of proof-burden 
remained on taxpayers
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Advising Clients on Records and Claims

• Note the danger of giving 
“rules of thumb” for destroying 
records

• Need support for NOL year so 
long as a change could impact 
year open for assessment

• Remember that statute closes 
on NOL claim 3 years after 
return that generates NOL was 
due
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What IRS Cannot Do When Taxpayer Carries Back Loss

• NOL claim only extends period 
for assessment on amount of 
refund

• IRS can challenge anything 
that increases tax

• But can only get refund amount 
back if year otherwise closed 
for assessment
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NOLs and Change 
of Filing Status
Net Operating Losses - Dealing with the 
Complexities
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Change in Filing Status
• Limits are imposed on losses if 

filing status different on returns

• If have loss entering marriage 
limited to offsetting income of 
spouse that brought loss into 
marriage

• If have loss after marriage need 
to limit claim to taxpayer’s share 
of joint tax

• If have loss in marriage being 
carried out of marriage, have to 
allocate between spouses
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Carryback to Joint Year
• Figure tax as if each filed MFS

• Combine taxes in the first step, 
determine ratio of tax

• Multiply ratio by joint tax to 
determine each spouse’s share 
of tax

• Unless have agreement 
otherwise, split joint payments 
using same ratio

• Taxpayer only can get back 
his/her portion of tax from 
carryback of loss
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Switching Between MFS and MFJ Returns

• Separate return to joint return –
treat separate carryback or 
carryover as a joint carryback 
or carryover

• Joint return to separate return, 
figure each carryover 
separately
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Switching Between MFS and MFJ Returns

• Splitting the Joint NOL

• Figure each spouse’s NOL 
as if filed separate return

• If only one spouse has NOL 
entire joint NOL is that 
spouse’s

• If both have NOL, then use 
ratio of separate NOLs to 
divide
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Example

Mark and Nancy are married and file a joint return. 
They have an NOL of $5,000. They carry the NOL 
back to a year in which Mark and Nancy filed 
separate returns. Figured separately, Nancy’s 
deductions were more than her income, and Mark’s 
income was more than his deductions. Mark does 
not have an NOL to carry back. Nancy may carry 
back the entire $5,000 NOL to her separate return.
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Example
Same facts except that both Mark and Nancy had 
deductions that were more than their income. 
Figured separately, Mark’s NOL is $1,800 and 
Nancy’s is $3,000. (The sum of their separate NOLs 
is less than their $5,000 joint NOL because Mark’s 
deductions included a $200 net capital loss that is 
not allowed in figuring his separate NOL. The loss is 
allowed in figuring their joint NOL because it was 
offset by Nancy’s capital gains.)
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Example

Mark’s share of their $5,000 joint NOL is $1,875 
($5,000 x $1,800/$4,800) and Nancy’s share is 
$3,125 ($5,000 - $1,875) 
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Questions?
http://www.currentfederaltaxdevelopments.com
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