















































ROTH IRAs vs ROTH 401 (k)s

Year 2009

AGI LIMITS FOR CONTRIBUTIONS:

Phase out between $166,000 - $176,000 - | No AGI limits for making contributions

Joint {$105,000 - $120,000 — Singles)

Contribution Limits:
$5,000 $16,500
$6,000 if age 50 or over at end of year $22,000 if age 50 or over at end of year

(No employer contributions can be
allocated to Roth)

Required Minimum Distribution:

None required during taxpayer’s Must begin distributions by April 1 of year
lifetime attaining 70 ¥z or upon retirement.

Upon leaving employment a Roth 401 (K)
participant can roll over funds distributed
to him to a Roth IRA within 60 days.

The required § year period does not
carryover from a Roth 401(k) to Roth IRA.

A Roth 401(k) can bhe rolled over into an
individual Roth IRA before the year required
minimum distributions must begin.

Contributions to Both Accounts:

Taxpayers can contribute to both, Roth IRAs and Roth 401(K)s provided their AGl on a
joint return is below $166,000. The phase-out for joint contributions is between $166,000
and $176,000. (For single taxpayers the phase-out for contributions to both Roth
accounts is $105,000 to $120,000).

Thus if on a joint return the AGI is $166,000 and both husband and wife are over 50
years old, they can contribute $22,000 each, or a total of $44,000 to a Roth 401(k), plus
$6,000 each or a total of $12,000 to a Roth IRA for a grand total of $56,000, all in year
2009!
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YEAR 2009 - CHANGES

26.

27.

28.

29.

30.

31.

Beginning in 2006, and continuing for 2007, 2008 and 2009
IRA owners who have attained age 70 %, can exclude from
gross income otherwise taxable IRA distributions from a
traditional IRA, or from a Roth IRA, if made directly by the
IRA trustee to a public charity.

The exclusion may not exceed 100,000 per taxable year and
will be counted for purposes of the required minimum
distributions from the IRA.

In the case of a charitable contribution of property made by
an S corporation, the amount of a shareholder's basis
reduction in the stock of the S corporation by reason of the
charitable contribution made by the corporation, shall be
equal to the shareholder’s pro rata share of the adjusted
basis of the contributed property, rather than the fair market
value used in claiming the charitable deduction.

Distributions from an eligible retirement plan of a deceased
participant owner can be rolled over by a non-spouse
beneficiary tax free into an “inherited IRA”, so as to enable
the beneficiary to take distributions based on the
beneficiary’s life expectancy.

No charitable deduction of gifts of “cash”, unless donor
retains a bank record, or a receipt or a letter or other written
communication from the donor, showing the name of the
donor organization, date of contribution, and the amount.

No charitable deduction for contribution of clothing or
household items, unless the clothing or household items is
“in_ qood used condition or better.”

Exception is made for a single item of clothing, or a single
household item, if the amount claimed is more than $500,
and a “qualified appraisal is attached.

Cost recovery of qualified leasehold improvements and
qualifying restaurant improvements.

2008

2009

Applicable

Applicable

Applicable

Applicable

Applicable

15 Years
Straight
Line

Applicable

Applicable

Applicable

Applicable

Applicable

15 Years
Straight
Line




YEAR 2009 - CHANGES

32. AMT - Excess of Tentative Minimum
Tax Over Reqular Tax:

(State and local taxes, the standard

Rates of tax 26% on first $175,000 of AMTI deduction, and personal exemptions
28% above $175,000 aren’t allowed)
2009 2008 Phase-Out

Exemptions:
Single and head of household $46,700 $46,200 25% of AMTI over $112,500

Joint return $70,950 $69,950 25% of AMTI over $150,000
Married filing separate $35,475 $34,975 25% of AMTl over $ 75,000
Estates and trusts $22,500 $22,500 25% of AMTI over $ 75,000

Exemption Completely
Phase-Out in 2008

Single and head of household ' AMTI over $297,300
Joint return AMTI over $429,800
Married filing separate , AMTI over $214,900
Estates and trusts AMTI over $165,000

G:\Dyckman\Tax Rates Schedules - Year 2008 vs 2009
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YEAR 2009 - CHANGES

33.

34.

Limitation on Depreciation of Automobiles (which are

rated at 6,000 pounds unloaded gross vehicle weight or
less)

First year (see below for additional depreciation)
Second year

Third year

Each succeeding year

Limitation on Depreciation for light trucks and vans

(passenger automobiles built on a truck chassis,
including minivans weighting less than 6,000 pounds.”

First year (see below for additional depreciation)
Second year

Third year

Each succeeding year

Note: If gross vehicle weight exceeds 6,000 pounds,
not subject to any caps. However, expensing for
an SUV over 6,000 pounds under Sec. 17¢ limited
to $25,000.

Note: The Economic Stimulus Act of 2008 and the
Recovery Act of 2009 provide for an election of 50
percent additional first year depreciation for new
property placed in service after 12/31/07 and before
1/1/10

FIRST YEAR LIMITATION TO WHICH 50 PERCENT
ADDITIONAL DEPRECIATION APPLIES (RAISED
BY 8000)

FOR LIGHT TRUCKS AND VANS

2008

$2,960
$4,800
$2,850
$1,775

$3,160
$5,100
$ 3,050
$1,875

$10,960

$11,160

2009

$2,960
$4,800
$2,850
$1,775

$ 3,060
$4,900
$2,950
$1,775

$10,960

$11,060
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American Recovery and Reinvestment Act of 2009

Section 36A - Making Work Pay Credit

Section 24(d) - Temporary Increase of Refundable Portion of Child Credit

Section 132(f) - Temporary Increase in Monthly Limitation on Transit Passes

Section 25A - American Opportunity Tax Credit (Formerly the Hope Scholarship Credit)
Section 36 - First Time Homebuyer Tax Credit

Section 85(c) - Exclusion from Income for Unemployment Compensation Benefits

Section 164 - Deduction for State Sales Tax and Excise Tax on
Purchase of Qualified Motor Vehicles

Section 55(d) - Extension of AMT Exemption Amount - AMT Patch for 2009

Section 529 - Sweetener Added to Section 529 Plans

Section 168(k) - Additional First Year Bonus Depreciation Extended

Section 179 - Increased Expensing of Certain Depreciable Business Assets Extended
Section 172 - Extension of Carryback Period for 2008 Net Operating Losses

Section 1374 - Temporary Reduction in Ten Years Recognition Period
For S Corporation Built in Gains Tax

Section 1201 - Reduction in Gain on Sale of Qualified Business Stock

Section 6654(d) - Qualified Individuals May Base Estimated Tax Payments
On 90% of Prior Year’s Tax

Section 25C - Extension of Residential Energy Property Credits

Section 2201 of the Conference Agreement Act - Provides for an Economic
Recovery Payment for Recipients of Certain Federal Benefits
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American Recovery and Reinvestment Act of 2009

Section 36A - Making Work Pay Credit

1.

2.

Provides a nontaxable refundable payroll credit for two years — 2009 and 2010.

Credit is the lesser of:
(a) 6.2% of an individual’s earned income.

(b) Capped at $400 (single); $800 (joint return).

Credit is phased out at a rate of 2% of taxpayer's modified AGl above $75,000

($150,000 in the case of a joint return). Fully phased out at $95,000 (single) and

$190,000 (joint).

 ————

Credit not available to a nonresident alien, a dependent, or an estate or trust.

Credit effectively offsets the taxpayer’s 6.2% FICA payroll tax on the first $6,450 of

earnings for a single taxpayer and $12,904 for joint returns.

Credit will be implemented via adjusted withholding tables that reduce the taR(_es

withheld from workers’ paychecks for the re::maindef of 2009 and 2010.

Centerpiece of the 2009 Stimhlﬁs Act. Credit will be seen in

paychecks starting in Spring 2009.
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I Section 24{d) - Temporary Increase of Refundable Portion of Child Credit

1. An individual may claims a tax credit for each  qualifying child under the age of 17.

2. The credit is phased out for individuals with modified AGI over $75,000 (single) and
———— e g, .
$110,000 (joint) by $50 for each $1,000 (or fraction thereof) over above figures.

3. For taxable years beginning in 2009 and 2010 the credit is refundable to the extent

of 16% of earned income in excess of $3,000.

Prior to change, the credit was refundable to extent of

15% of earned income in excess of $12,550.

Credit allowable againstAfegnlar tax and AMT.
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oI Section 132(f) - Temporary Increase in Monthly Limitation on Transit Passes

1. Effective for any month beginning on or after February 17, 2009, the monthly

exclusion from income for transit passes provided by an employer to an employee

is increased to match the exclusion amounts for qualified parking. Thus the

exclusion amount for 2009 is $230 per month.

2. The increased amount will not apply on or after January 1, 2011.

3. Unless the employer requires it, employees receiving passes need not certify that

they will use the passes for commuting to and from work:

Prior to change the figure was $120 per month
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Section 25A - American Opportunity Tax Credit (Formerly the Hope Scholarship Credit)

1.

The Hope Credit is modified for years 2009 and 2010, and is referred to as the

“American Opportunity Tax Credit”.

The modified credit is 100% of the first $2,000 of qualified tuition and related

————

expenses, and 25% of the next $2,000 for a total of $2,500.

——————

The modified credit is expanded to apply to the first four years of college.

Tuition and related expenses now includes “required course materials”.

40% of a taxpayer’s otherwise modified credit may be refundable, (but not if the

taxpayer claiming the credit is a child subject to the “Kiddie Tax")

Phase_-ont with modified AGI between $80,000 & $90,000 (single)

and $160,000 & $180,000 (joint). ﬁlas orininally $50,000 &
$60,000 (single), $100,000 & $120,000 (joint) .‘)

Sabject to "kiddie tax" = Child under age 24 who is a student.
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V  Section 36 - First Time Homebhuyer Tax Credit

1. A “first time homebuyer” defined as an individual who had no ownership in a
principal residence during the three year period prior to the purchase, is allowed a
refundable tax credit equal to the lesser of $7,500 or 10% of the purchase price of a
principal residence.

2. The credit is allowed for home purchases on or after April 9, 2008 and before July 1,

2009.
3. The credit phases out for the year of purchase for individual taxpayers with

modified AGI between $75,000 and $95,000 and for joint filers between $150,000 and

$170,000.

4. The new law extends the existing home buyer credit for qualifying home purchases

before December 1, 2009. In addition it increases the maximum credit amount to

55.8,000 and provides for no required repayment of the credit for home purchases

after December 31, 2008 and before December 1, 2009. _,5 1ong as home

remains purchasers principal residence for 36 months after purchase

5. But if the taxpayer disposes of the home, or the home otherwise ceases to be the
principal residence of the taxpayer within 36 months from the date of purchase, the
present law rules for recapture of the credit will apply.'

6. A'taxpayer who elects to claim the credit for a 2009 purchase of a residence on a

2008 return, can do so on an originally filed return or on amended return.

NOTE: The New Law does not affect taxpayers who parchased a

home after April 8, 2008, and on or before 12/31/2008.
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TAX PROVISION OF HOUSING ASSISTANCE TAX ACT OF 2008

A. Federal tax credit for first time home buyers:

(8)

(C)

1, Home buyers of a primary residence who have not owned a principal residence

in the U.S. in the prior three years, are eligible for a refundable tax credit
(offsets tax liability but not AMT) of the lesser;

(a) $7,500, or

(b) 10% of the purchase price.

The refundable credit phases out for single taxpayers with modified AGI

between $75,000 and $95,000, and for joint filers with AGI between $150,000

and $170,000.

. The credit is to be paid back ratably to the IRS, without interest, over the

following 15 years starting in 2010, in equal amounts, ($500 for a tax credit of
$7,500), by an addition to the taxpayer’s federal income tax.

(a) Should the residence be sold within the 15 year period to an
unrelated party, the seller will pay back to the IRS the lesser:

(i) the balance of the tax credit, or
(ii) the gain on the sale.

(b) The credit does not have to repaid if the taxpayer dies.

. This tax credit is retroactive to home purchases on April 9, 2008, and expires

on July 1, 2009.

(a) For a home purchase on January 1, 2009 to June 30, 2009, the credit
can be claimed on the 2008 tax return.

Addiﬁonal deduction for homeowners taking the standard deduction starting in
2008.

1. A property tax deduction of up to a maximum of $500 (single
taxpayers), and $1,000 (joint return) can be taken by a
homeowner in addition to the standard deduction.

New Post 2008 computation of exclusion of gain form sale of a residence not used

exclusively as a personal residence for period held.

1. Starting in 2009, the maxumum exclusion gain from the sale of a principal

residence ($250,000 smglezsﬂﬂo 000 joint) is reduced for the fraction of

the ownership period that the home was not used after 2008 as
taxpayer’s principal residence.

2. Actual valuation of the home at the time of rental or business use, or at
the time converted to use as a residence, is not required.

-15b-
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3. The exclusion is based on a fraction — personal use over total use —
times the difference between the acquired cost and the sales price of the

property.

4. Example: Taxpayer purchased a home on January 1, 2009 for $100,000
which he rented to unrelated parties. On January 1, 2011, two years
later, he converted the house into his personal residence. The personal
residence was sold January 1, 2014 for $400,000. Depreciation taken
during the rental period amounted to $5,000.

(a) Using the original cost of $100,000 and the sales price of
$400,000, one arrives at a total gain of $300,000

(b) 60% of the total gain (the three years of qualifying residential
use out of the 5 years held) or $180,000, is eligible for the
Section 121 exclusion.

(c) The taxable gain is computed as follows:

Sales price $ 400,000
Cost $ 100,000

Less: depreciation claimed ____5,000

Adjusted basis 95,000
Gain on sale 305,000
Less eligible for exclusion 180,000
Taxable gain on sale $ 125,000

5. Any period after the last date the property is used as the principal
residence of the taxpayer or spouse (regardless of use during that
period), and any period (not to exceed two years) that the taxpayer is
temporarily absent by reason of a change in place of employment or for
health insurance, are not taken into accounts.

-15c-

5b



6.

Example:

5c

The Browns live in an apartment in New York

City. On July 1, 2000 they bay a winter vacation

home in Florida for $150,000.

on March 1, 2010, upon Mr. Brown's retirement

they move into their Florida home and make it

their primary residence. They live there until.

March 1, 2012 when the home is sold for $450,000
P )

1. Of the $300,000 gain ($450,000 - $150,000)
only the 14 months between January 1, 2009 and

March 1, 2910 are considered periods of non-

gualified use. (Starting in 2009!)

2. Thps 14 months of the 11 years and 8 months

(a total of 140 months) are attribuatable to

nongoalified mse. (Only post 2008 nongualified

ase).

prm—

3. Of the $300,000 gain on sale, ($450,000 -
$150,000) 14/140 X $300,000 or $30,000 is
RECOGNIZED GAIN. The remaining $270,000 of
gain is covered by the $500,000 home sale

excliasion if the Browns file a joint retuarn.

B - T



VI

.Sec:tion 85(c) - Exclusion from Income for Unemployment Compensation Benefits

1. In any taxable year beginning in 2009, gross income will not include so much of

the unemployment compensation received by an individual as does not exceed

$2,400.

Prior to enactment/100% of benefits fully taxable.

. Section 164 - Deduction for State Sales Tax and Excise Tax on Purchase

of Qualified Motor Vehicles

1. State or local sales or excise taxes imposed on the purchase of a qualified motor

vehicle on or after February 19, 2009, can be deducted for AGI.

———

2. A qualified motor vehicle means a passenger automobile, light truck, or

motorcycle which has a gross vehicle weight rating of not more than 8,500 pounds.

Includes domestic and foreign made vehicles.

3. The deduction is_limited to the_tax on up to $49,500 of the purchased price of a

qualifying motor vehicle.

4. The deduction is phased out for taxpayers with modified AGl between $125,000

and $135,0000 (single}), and $250,000 and $260,000 (joint).

5. The provision is effective for purchased on or after February 17, 2009 and before

January 1, 2010.
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VIII Section 55(d) - Extension of AMT Exemptions Amount - AMT Patch for 2009

1. The AMT exemption amount for taxable years beginning in 1 2009 is $70,950 for
marriéd individuals filing a joint return and surving spouses, and $46,700 for single
taxpayers. (For 2008 it was $69,950 for joint and $46,200 for single taxpayers).

2. An individual can oﬁéet the entire regular tax liability, and AMT liability by

nonrefundable personal credits.

"IX Section 52a - Sweetener Added to Qualified Section 529 Plans

1. Distributions from a qualified tuition programs, (Section 529 plans) are excludable

from the distributee’s gross income to the extent that the total distribution does not

——m.

exceed the qualified higher education expenses incurred for the beneficiary.
2. If a distribution from a qualified tuition program, (See 529 plan), exceeds the qualified

higher education expenses incurred for the beneficiary, the excess is subject to

income tax, and a 10% penalty.

————.

3. The new law expands the definition of qualified higher education expenses in 2009 and

2010 to include expenses for “computer technology and equipment”, and for “interngt

access and related services’.

“ . . . ) -
Ownalified Higher Ed Expenses"includes room & board, if

enrolled for a degree, and tuigion fees books & sapplies.
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X Section 168(K) - Additional First Year Bonus Depreciation Extended

1. The new law extends the additional first year bonus depreciation - equal to 50% of the

adjusted basis of qualified new property - for one more year, through 2009 (and for

certain longer lived and transportation property, through 2010).
2. To qualify, the property must be:
(a) Property to which MACRS applies, written an appreciable recovery period of 20
years or less;
(b) Wéter utility property;
(c) Computer software (others than software covered b‘y Sec. 197).
(d) Qualified leasehold improvement property.

3. The current rule which prevents property from qualifying for bonus depreciation if it

is acquired pursuant to a written contract that was in effect prior to January 1, 2008

continues to apply even if the property is placed in service in 2008 or 2009.

-18-



XI Section 179 - Increased Expensing of Certain Depreciable Business Assets Extended

1. Individuals, corporations and partnerships can elect to expense new or used

depreciable Sec. 1245 assets acquired by purchase for use in the active conduct of

a trade or business.

- 2. The maximum amount a taxpayer may expense for taxable years beginning in 2008
is $250,000. The $250,000 amount is reduced by the amount by which the cost of

qualifying property placed in service during the taxable year exceeds $800,000.

3. The new law extends the $250,000 and $800,000 amounts to taxable years beginning

in 2009. (Under prior law the amounts would have been reduced in 2009 to $125,000

and $500,000, indexed for inflation).

The 179 Expense dedaction does not apply to estates or

trusts. Thos if an S Corp has an estate or trust for a

shareholder, it may not deduct its allocable share of

the Sec. 179 expense deduction.

The S Corp may claim a depreciation dedaction for the

trust's share of the asset's basis.
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X Section 172 - Extension of Period for 2008 Net Operating Losses

1. In general, a business NOL may be carried back two years and carried forward

20 years to offset taxable income in such years.
2. An eligible small business can elect to increase the present law carryback

period for an applicable 2008 NOL to three, four or five years instead of an

normal two years.

(a) An eligible small business is a taxpayer meeting a $15,000,000 or less gross

receipts test.

(b) An applicable NOL is the taxpayer's NOL for any taxable year ending in 2008

or in 2009 (before the date of enactment) and if elected by the taxpayer, the

NOL for any taxable year beginning in 2008. However, any election under this

provision may be made with respect to one taxable year -

-20-
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Xm Section 1374 - Temporary Reduction in Ten Years Recognition Period for
S Corporation’s Built-ln Gains Tax

1. A corporation level tax at the highest marginal rate applicable to corporations,

(35%), is imposed on an S corporation’s gain that arose prior to the conversion

of the C corporation to an S corporation, and is recognized by the S

corporation during the reéognition period, i.e., the first 10 taxable years that the

S election is in effect.

(a) The amount of the built-in gains tax is treated as a loss taken into account

by the shareholders in computing their individual income tax.

2. For any taxable year beginning in 200¢ and 2010, no tax is imposed on an S

corporation under Sec. 1374 after the 7th taxable year the S corporate election

is in effect, in the case of built-in gain attributable to an asset received by an S

corporation from a C corporation in a carryover basis transaction.

-21-
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Section 1202 - Reduction on Gain in Sale of Qualified Business Stock

1.

Under prior law, individuals may exclude 50% of the gain from the sale of
qualified small business stock of C corporations issued after 8/10/93, acquired

directly from the issuing corporation and held for more than 5 years. The

balance is taxed at a 28% maximum tax rate. 7% of the excluded gain is a
preference item for AMT purposes.

For stock issued after February 13, 2009 and before January 1, 2011 the

= S—

percentage exclusion for qualified small business stock sold by an individual is

increased from 50 percent (60% for certain empowerment zone businesses) to

75 percent. The balance is taxed at a 28% maximum tax rate (for an effective

rate of 7% on the total gain under regular tax and 12.88% under AMT).

~22-
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Section 6654(d) - Qualified Individuals May Base Estimated Tax Payments in 2009

1.

on 90% of Prior Years Tax

“ 4
In the case of a tax year of a qualified individual that begins in 2009, the

exception to the estimated tax penalty that is based on paying 100% (or 110%)
of the tax shown on the prior year’s return, will be satisfied if the individual paid

at least 90% of the tax shown on the prior years return.

. 4
A\qualiﬁed individual is one whose AGI for the preceding tax year is less than

$500,000 and the individual certifies that more than 50% of the gross income

shown on the return for the preceding tax year was income from a “small

business” (meaning a trade or business with an average number of employees
of less than 500 persons for the calendar year ending with or within the

preceding year).
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XV1

-14.

Section 25¢ - Extension of Residential Enerqy Property Credits

1.

Individuals owing a principal residence were eligible for a nonrefundable tax
credit of up to $500 over all tax years for certain residential energy property

installed in dwelling units by the individuals in 2006, 2007 or 2009.

The residential energy credit is now extended to include qualifying property
placed in service in_2010.

The credit amount in 2009 and 2010 is 30% of the sum of the amount paid or

incurred by an individual for “qualified energy efficiency improvement” and
“residential energy property” expenditures (solar water heaters, solar
electricity equipment, geothermal heat pumps).

For tax years beginning in 2009 and 2010 the residential energy property credit

is limited to $1,500 over both years.

(a) Ali credit limitations applicable to specific property, such as the $200

maximum credit for exterior window expenditures and $150 for furnaces
have been removed for qualifying expenditures in 2009 and 2010.

(b) Thus if a taxpayer in 2009 or 2010 spent $3,000 to have energy efficient

windows put in his residence and replaced his gas furnace with an energy

efficient model at a cost of $5,000, the credit would be $1,500 ($3,000 +

$5,000 x 30% = $2,400, but limited to $1,500).
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Section 2201 of the Conference Agreement Act - Provides for an Economic
Recovery Payment for Recipients of Certain Federal Benefits

1. Eligible adults will receive a one-time economic recovery payment of $250 from

——

the Social Security Administration or other agencies by late May or early June

20009.
2. To receive the payment the individual must have been eligible to receive

benefits under a qualifying program - Social Security benefits, Railroad

Retirement Act benefits or Veterans Pension benefits.

3. If the individual is also eligible for the new “Making Work Pay Credit” (MWPC),
the amount of that credit is reduced by the amount of the individual “Economic

Recovery Payment”.

4. The economic recovery payments are not considered gross income for income

tax purposes.

—-25-
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50 PERCENT BONUS DEPRECIATION FOR

PROPERTY PLACED IN SERVICE DURING 2008 AND 2009 (SEC 168)

In case of any qualified property, the depreciation deduction for year 2008 and
2009, in which such property is placed in service, includes an allowance equal to
50% of the adjusted basis of the qualified property.

1. The adjusted basis of the qualified property is reduced by the 50% bonus deduction
before computing the amount otherwise allowable as a depreciation deduction for
year 2008, and subsequent years.

a.

Example: Assume qualifying 5 year depreciable property acquired in year
2009 cost $700,000. Taxpayer can first elect to expense $250,000 under
Section 179 (maximum amount allowable since total purchases of eligible
property did not exceed $800,000 for year). The 50% bonus deduction
amounts to $225,000, and regular depreciation is then computed for 2009 on
the remaining balance of $225,000.

Total cost - acquired in 2009 : $ 700,000
Less: Sec 179 expense 250,000
Balance subject to depreciation 450,000
Bonus depreciation @ 50% 225,000

Regular depreciation @ 20% 45,000 270,000
Basis at end of year 2009 $ 180,000

Qualified property for bonus depreciation means MACRS property which is
acquired and placed in service after 12/31/07 and before 1/1/10 (if no binding
written contract for the acquisition is in effect on 1/1/07, and —

1. Which has a recovery period of 20 years or less

2. Which is computer software (other than software covered by Section 197);

3. Which is water utility property;

4. Which is qualified leasehold improvement property, (QLIP) (Section 168(k)(3);

5. Which is qualified restaurant property (QRP).

-26-



QLIP is any Section 1250 property which is an improvement to an interior
portion of a building that is nonresidential real property provided -

(i) the improvement is made pursuant to a lease either by the lessee (or

sublessee) of that portion of the building, or by the lessor of that portion
of the building;

(i) that portion of the building must be occupied exclusively by the lessee (or
any sublessee).

(i) the improvement is placed in service more than 3 years after the date
such building was first placed in service.

QLIP does not include any improvement for which the expenditure is
attributable to the enlargement of the building, any elevator or escalator, any
structural component benefiing a common area, or the internal structural
framework of a building. -

A lease between related taxpayers would not be considered a lease for this
purpose.

(i) related parties are members of an affiliated group under Section 1504,
and

(i) persons with relationship described in Section 267(b), using 80% in lieu
of 50%.

Should the lessor sell the property, the property ceases to be qualified
leasehold improvement property (QLIP).

But it does not cease to be QLIP by reason of:

® lessor’s death or
(i) if acquired in a tax-free transfer or like-kind exchange.

Qualified Restaurant Property (QRP) is any Section 1250 property which is an
improvement to a building, if

() such improvement is placed in service more than 3 years after the date
such building was first placed in service, and

(i) more than 50% of the building’s square footage is devoted to preparation
of, and seating for on premises consumption of prepared meals.

QRP unlike QLIP is not limited to leasehold improvements.
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C. If taxpayer manufactures, constructs, or produces the property, all aspects must begin
after 12/31/07 and before 1/1/10.

D. An extension of one year, to January 1, 2011 is provided for property which has a
recovery period of 10 years or longer, certain aircraft, and certain transportation
property for those in the business of transporting persons or property.

E. For purposes of the 50 percent additional first year depreciation deduction, depreciable
property generally must be new property. Property will qualify if “the original use of the
property commences with the taxpayer” (Reg 1.168(k)-1).

1. Original use means the first use to which the property is put, whether or not the
use corresponds to the use of the property by the taxpayer.

. The cost of reconditioned or rebuilt property does not qualify. Property that
contains used parts will not be treated as reconditioned or rebuilt, if the cost of

the used property is not more than 20 percent of the total cost of the property,
whether acquired or self constructed.

G:/Dyckman/50 Percent Bonus Depreciation-3-11-2008 and 2009
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IRS Guidance on Madoff Type Ponzi Schemes

(Rev Rule 2009-9 and Rev. Proc. 2009-20)

The amount of an “investment theft loss” is the basis of the property, or the amount
of money that was lost, less any potential claims for reimbursement from insurance
or amounts payable from the Securities Investor Protection Corporation (SIPC).

The loss is to be treated by an investor as an “ordinary theft loss” rather than as a
“capital loss™.

A Theft loss in a transaction entered into for profit is deductible under Sec. 165(c)(2)
(not 165 (c)(3) as an itemized deduction not subject to the 2% limitation on
miscellaneous itemized deductions, nor to the 10% adjusted gross income “personal
casualty or theft loss adjustment”, nor to the $100 deduction.

The “investment theft loss” can be taken all in the year 2008, the year of discovery of
the theft, and can include the unrecovered and fictitious income reported in all prior
years as taxable income.

(a) Taxpayers have the option of filing amended returns for
the open tax years in which was reported phantom or
bogus income or gain, in lieu of claiming all of the loss in
year 2008.

To the extent a theft loss deduction creates or increases a net operating loss in
2008, the net operating loss may be carried back up to 3 years and forward up to 20
years for the portion of the net operating loss attributable to the theft loss.

(a) if an investment theft loss, taken in year 2008 forms a net
operating loss it can be treated by an individual taxpayer
as a “business loss” (Sec. 172 (d)(4)(c) eligible to be
carried back for 5, 4, or 3 years in lieu of 2 years.

The amount can be deducted in 2008 under the Rev. Proc., an “optional safe harbor”
is the investor’s net total investment, plus amounts included in income for all years
prior to 2008, less any cash or property withdrawn from the fraudulent arrangement
(i.e. “qualified investment”) -

(a) multiplied by 95% for a qualified investor that does not
pursue any potential third party recovery, and

(b) subtract from this product any actual recovery and any
potential insurance/SIPC recovery.

(c) A qualified investor that is pursuing or intends to pursue

any third party recovery, must multiply above by 75% in
lieu 95%.
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Should taxpayer recover less than the amount that was covered by a claim as to
which there was a reasonable prospect of recovery that reduced the deduction for
theft in year 2008, an additional deduction is allowed in the year that amount of
recovery is ascertained with reasonable certainty.

If the deduction taken in 2008, the year the theft is discovered, turns out to be too

large, the taxpayer must recognize income in the year that a future recovery of that
excess is realized.
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APPENDIX A
Statement by Taxpayer Using the Procedures in Rev. Proc. 2009-20 to
Determine a Theft Loss Deduction Related to a Fraudulent Investment
Arrangement

Part 1. Identification

1. Name of Taxpayer

2. Taxpayer Identification Number

Part Il. Computation of deduction

(See Rev. Proc. 2009-20 for the definitions of the terms used in this worksheet.)

Line Computation of Deductible Theft Loss Pursuant to Rev. Proc. 2009-20

Initial investment ;

Plus: Subsequent investments !

Plus: Income reported in prior years ‘

Less: Withdrawals ( )

Total qualified investment (combine lines 1 through 4)

DB WIN |~

Percentage of qualified investment
(95% of line 5 for investors with no potential third-party recovery; 75% of
line 5 for investors with potential third-party recovery)

Actual recovery

Potential insurance/SIPC recovery

Total recoveries (add lines 7 and 8) (

-
o O~

Deductible theft loss (line 6 minus line 9)

Part Ill. Required statements and declarations

1. | am claiming a theft loss deduction pursuant to Rev. Proc. 2009-20 from a
specified fraudulent arrangement conducted by the following individual or entity
(provide the name, address, and taxpayer identification number (if known)).

2 | have written documentation to support the amounts reported in Part || of this
document.

3. | am a qualified investor as defined in § 4.03 of Rev. Proc. 2009-20.

4. If | have determined the amount of my theft loss deduction under § 5.02(1)(a)
of Rev. Proc. 2009-20, | declare that | have not pursued and do not intend to
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pursue any pbtential third-party recovery, as that term is defined in § 4.10 of Rev.
Proc. 2009-20.

5. If I have already filed a return or amended return that does not satisfy the
conditions in § 6.02 of Rev. Proc 2009-20, | agree to all adjustments or actions
that are necessary to comply with those conditions. The tax year or years for
which | filed the return(s) or amended return(s) and the date(s) on which they
were filed are as follows:

Part {V. Signature
I make the following agreements and declarations:

1. | agree to comply with the conditions and agreements set forth in Rev. Proc.
2009-20 and this document.

2. Under penalties of perjury, | declare that the information provided in Parts |-l
of this document is, to the best of my knowledge and belief, true, correct and
complete.

Your signature here Date signed:
Your spouse’s signature here Date signed: _

Corporate Name
Corporate Officer’'s signature
Title

Date signed

Entity Name

S-corporation, Partnership, Limited Liability Company, Trust
Entity Officer's signature
Date signed

Signature of executor
Date signed
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A. EQUITY INVESTMENTS IN SMALL BUSINESS CORPORATIONS

Section 1244 Stock

Section 1244 permits ordinary loss treatment in lieu of capital loss on sales or
exchanges of Section 1244 stock held by an individual directly, or through a
partnership (if the individual partner was a partner at the time the small business
corporation issued the Section 1244 stock.)

a. A loss on sale or exchange includes a transaction treated as a sale or
exchange, such as worthlessness.

All classes of stock of a small business corporation, common or preferred,
qualifies as “Section 1244 stock”

a. For stock issued before July 19, 1984 only common stock qualifies.

Stock must have been issued to stockholder in exchange for money or property
(other than stock or securities).

a) 1244 stock cannot be issued for services rendered or to be rendefed.

b) Cancellation of bona fide corporate indebtedness qualifies as
consideration if indebtedness is not evidenced by a security, and did not
arise out of performance of personal services.

A. But not if corporation is in process of liquidation at time stock is
issued for indebtedness. Must have economic substance. Query:
would a third party have invested in the corporation when debt
converted into stock?

c) Example T Owns stock in corporation A which qualifies as 1244 stock.
Corporation A is merged into Corporation B, and T exchanges his A stock
for B stock. B stock does not qualify since it was not issued for money or
property, but rather for other stock. '

d) However, stock issued as a stock dividend may qualify if:
A. the stock dividend is nontaxable and
B. is issued on existing 1244 stock
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Also, stock issued pursuant to an “E” reorganization (tax free
recapitalization) or an “F” reorganization (mere change in name or place of
organization) will qualify, if in exchange for 1244 stock.

Cancellation of bona fide corporate indebtedness qualifies as
consideration if indebtedness is not evidenced by a security, and the
indebtedness did not arise out of performances of personal services.

1. But it will not qualify if the corporation is in the process of
liquidation. The exchange must have economic substance. Query:
would a third party have invested in the corporation when debt is
converted into stock?

2. Thus at times it may be advisable for a stockholder who has made
advances to a small business corporation to convert the debt to
1244 stock, since if the debt later proves to be worthless, the
taxpayer is generally relagated to treating the worthless
nonbusiness bad debt as a short term capital loss, while the
worthless 1244 stock would result in an ordinary loss (to the extent
of the annual limitation).

The issuing corporation must be a “small business” corporation at the time of
issuance of the 1244 stock. :

a.

Money and property received as a contribution to capital and paid in
surplus, many not exceed $1 million at the time stock is issued including
amounts received for the stock in question as well as for previously issued
shares.

A. If $1 million exceeded, the corporation can designate which of the
shares in year in which the limitation is exceeded, would qualify.

During the corporation’s five tax years preceding the date stock is sold at a loss,
more than 50 percent of its gross receipts must be from sources other than
dividends, interest, rents royalties, annuities, and gain from the sale of securities.
(i.e. the corporation must be an operating company).

a.

If the corporation is not in existence for five prececding years, use years in
actual existence.

The term “rents” as used above, does not include payments for use or
occupancy of rooms or other space where significant services are
rendered to the occupant (i.e. hotels and motels.

An exception from the gross receipts test applies for corporations whose
deductions (other than the N.O.L.D. and the dividends received deductions)
exceeds gross income, provided the corporation is largely an “operating

company”.
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6.

Stock must be acquired directly from the corporation.

a.

If 'acquired from a shareholder, whether by purchase, gift or devise, it won't
qualify.

A. Although stock purchased from a third party won't qualify, might be
circumvented if new funds put into corporation for unissued shares,
and corporation redeems stock from the third party. (Adams Jr. 74
TC4)

B. If a contribution is made to the corporation, but no additional stock
is received for the contribution, any loss attributable to the increase
in basis of the original stock is a capital loss rather than an ordinary
loss.

Original holder of 1244 stock must be an individual or a partnership.

A corporation, trust or estate, a trustee in bankruptcy, is not entitled to
ordinary loss treatment.

Should the partnership distribute the stock to an individual partner, the
individual partner would not be the original issuee, and would not be
entitled to Section 1244 benefits.

A If partnership is the original issuee, and continues to hold 1244
stock when the loss is sustained, the partners who are individuals can
claim their share as ordinary losses; the non-individual partners would not
be entitled to 1244 treatment.

A written plan was required for stock issued after June 30, 1958, and on or before
November 6, 1978. '

a.

Stock issued after November 6, 1978 automatically qualifies if statutory
tests are met.

Ordinary loss is allowed annually on disposition of 1244 stock, limited to actual
loss up to $50,000 for individuals, and $100,000 for married taxpayers filing jointly.

a.

Loss in excess of the limitation is treated as a capital loss, subject to a
$3,000 deduction limit.

Section 1244 losses qualify as “business losses”, and if they exceed other

income, the excess becomes a net operating loss, eligible for carryback
and carryforward.
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10.

Example: AB partnership distributed to each partner “A” (a single
individual) and “B” (a married person filing a joint return) a $125,000 loss
on sale of 1244 stock which the partnership owned as original issuee.
“B™s spouse also sustained a $10,000 loss from sale of 1244 stock in
another small business corporation.

“A” is entitled to an ordinary loss of $50,000. The remaining $75,000 pass-
through loss is a capital loss.

“B" and spouse are entitled to $100,000 as an ordinary loss; the remaining
$35,000 is treated as a capital loss.

If the adjusted basis of property contributed to a corporation for 1244 stock
exceeds its fair market value at the time of the issuance of the stock, the basis of
the 1244 stock for ordinary loss treatment is the lesser of (1) the adjusted basis, or
(2) the fair market value of the property.

a.

d.

The rule does not apply to computation of capital loss on disposition of
1244 stock to extent not eligible for ordinary loss treatment.

Example: T contributes property with a FMV of $10,000 and a basis of
$50,000 for 100 shares of 1244 stock in a tax free exchange under Section
351. T has a $50,000 -basis for his stock. However, in computing the
amount of ordinary loss on disposition of the stock his basis is $10,000.
Should T sell the stock for $5,000, he would have a total loss of $45,000 of
which $5,000 is a 1244 ordinary loss and $40,000 is a capital loss.

If property transferred to the corporation is subject to debt, the basis of the
1244 stock is reduced by the debt.

Where a taxpayer transfers several items to a corporation for stock in a
Sec. 351 exchange, the basis limitation is not computed for each separate
asset, but is computed by subtracting the aggregate fair market value of
the property transferred, from the aggregate adjusted basis.
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1.

12.

Example: Assume taxpayer exchanges the following assets for 1244 stock
in a Section 351 tax free exchange:

Adjusted Mortgage

Basis Lien Market Value
“Cash - $ 5,000 $ 5,000
Accounts receivable 6,000 6,000
Machinery : 10,000 8,000
Real estate 50,000 $ 15,000 35,000

$ 71,000 $ 15,000 $54,000

Taxpayer’s basis in the stock is $56,000 (71,000 less $15,000). However, to
calculate any loss on disposition of 1244 stock his basis is $39,000
($54,000 less $15,000).

Any increases in basis of 1244 stock, after its original issuance, including
contributions to capital, won’t qualify for 1244 treatment unless the stockholder
receives additional shares from the corporation for his investment.

b.

'i‘he increases are treated as allocable to non-Section 1244 stock.

Example: T pays $10,000 cash for Section 1244 stock. Later, T contributes
$20,000 as paid in capital. Subsequently, T sells the stock for $20,000
sustaining a loss of $1 0,000. T's loss is allocated as follows:

10,000 x $100,000 = _3,333 Ordinary loss
30,000

20,000 x $10,000 = _6,667 Capital loss

30,000
10,000

Stock issued by S corporation can qualify as 1244 stock. However, only the
original investment qualifies, less any reductions in stock basis for loss pas-
through.

a.

b.

Basis increases to S corporate stock due to pass-through of income, are
not eligible for ordinary loss treatment on disposition.

Query: If loss pass-through treatment reduces basis for 1244 treatment,

can subsequent increases in basis due to income pass-through augment
1244 basis to the original investment amount ?
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13.  Ordinary loss on 1244 stock is reported on‘ Form 4797, Part ll, Sales of Business
Property.

14. Note: A corporation may elect under subchapter S without depriving its
shareholders of the loss benefits of Section 1244.

a. But an S election will deprive shareholders of the benefits of Section 1045
and Section 1202 with respect to gain on the stock.

Dyckman\Equity Investments in Small Business Corporation
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Forming the C,of S Corporation - Section 351

Requ1rements for application of Section 351 - nonrecogn1t10n

1.

2.

3.

of gain or loss on transfer of property to corporation.

Person or group of persons transfer property to a
corporation.

The transfer of property is solely in exchange for stock
in such corporation.

a. Prior to October 2, 1989, corporation securities
(generally long-term debt obligations - 5 years or
more to maturity) could also be received with stock
in a tax free transfer. Effective Octobert 2, 1989,
securities received will be treated as "other property"
or "boot", -

The person or group of persons who transferred property
must be in control of the corporation immediately after .
the transfer.

a. Control is oWhership of at least 80% of voting power
and 80% of shares of all other classes of stock.

Consequences of Application of Sec. 351.

1.

2.

3.
4.

Consequences are mandatbrx, not elective.

Property transferors recognize no gain or loss on the
exchange.

Corporation uses a carryover bas;s»fbr property received.

Transferor uses a substituted basis for the stock or
securities tecelved

Meaning of Property.

1.

Property includes money (Rev. Rul. 69-357).

a. Trade secrets and secret formulas may be property.
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2. Stock issued for services not considered as issued for
property [Sec. 351?3531)].,

a. If service shareholder also transfers property, all of
hlS stock is counted toward control.

b. But if property transferred of small value, i.e., less
than 107 of value of stock or securities received for
services, none of service shareholder's stock is counted
toward control (Rev. Proc. 77-37).

c. Corporatlon recogn1zes no gain or loss on issuance of
stock for services (Sec. 1031); but may have deduction
for compensation.

3. Under Bankruptcy Tax Act of 1980 property does not include
indebtedness of transferee corporation not evidenced by
a security, or accrued interest on debt of transferee
corporation.

4. Example: Smith transfers land to Newcorp with an adjusted
basis of $5,000, and a fair market value of $20,000 for 20
newly issued shares. At the same time, Jones transfers
cash of $2,000 for 2 shares and also receives 10 shares for
services to Newcorp.

a. Jones meets the 107 test and all of his stock is counted

' for the control test. He and Smith are members of the
transferor group and wind up with 100% control.

b. No gain is recognized to Smith.

c. Jones has compensation income equal to the value of the
10 shares received for services.

%225000 = 687.50 as the value per share
Shares

D. Meaning of Stock or Securities.
1. Stock includes common and preferred voting or non-voting.

- a. Does not include stock rlghts, warrants, options,
convertible bonds.
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Effect of Receipt of Cash, Securities or Property Other than
Stock - Known as "Boot".

1. Gain recognized to extent of money and fair market value of

other boot, but not in excess of realized gain.

2. Loss not recognized.

Interest in Passive Activity Transferred Under Section 351 for
Stock. .

1. Transfer does not trigger suspended passive activity losses

(PALs) under Secton 469(g).

a. To trigger utilization of suspended PALs, the transfer
must be to an unrelated party in a fully taxable
transaction.

"The suspended PALs remain with transferor. If boot is

received and gain is recognized, the suspended PALs may
be used to offset any gain on the transaction.

a. To extent that boot income is recognized, taxpayer's
basis in the stock received is increased, despite the
fact that boot income may have been entirely offset
by the PAL carryforward. A tax-free step up is thus
effectively achieved!

Transfer of Liabilities to Corporation.

1.

General ruleof Sec. 357(a) - transfer of liability to
corporation is not boot; does not upset application of
Sec. 351.

Exception: tax avoidance or nonbusiness purpose, Sec. 357(b).

a. Single tainted liabiiity taints other liabilities - all
liabilities considered as boot,

Exception: 1liabilities in excess of basis of properties
transferred, Sec. 357(c). :

a. Gain is recognized to extent liabilities exceed aggregate
basis of properties transferred.

b. Applied on a stockholder-by-stockholder basis (Rev. Rul.
66-142).
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c. For a transferor on a cash basis, liabilities do not
include:

i, Accounts payable payment which would give rise
to a deduction,

ii. But a liability which results in creation of or
increase in basis of any property is included.

4. If tax avoidance and excess liability exceptions both appli-
cable, entire liability treated as boot [Sec. 357(c)(2)(A)]

5. Examples:

a. A traunsfers property with a basis of 540,000, FMV of
' $100,000 and subject to a mortgage of $30 000 taken out
séveral years ago,for newly-issued stock worth $70,000.

Section 351 applles and none of the realized gain of
$60,000 is recognized. A's basis for his stock is his
basis for the property transferred, less the mortgage
liability of $30,000 or $10,000 (Section 358(d)).

b. Assume in above problem a second mortgage loan of $5,000
is taken out by A just prior to the transfer, and the loan
funds are used personally by A. A tax avoidance purpose
exists and both mortgages are now considered boot. A has
a realized gain of $60,000 of which $35,000, to the extent
of the boot, is recognlzed

c. B transfers property w1th a basis of $10,000 and FMV of
$70,000 subject to an old mortgage rhereln of $30,000.
Under the "excess liability" rule, the excess of
liabilities over aggregate basis - here $20,000 -
constitutes a recognized gain regardless of actual
realized gain. Thus, if the property had a FMV of
$25,000, the recognized gain would still be $20,000.
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" H. Control Requirement.

1.

Control means ownéership of at least 80% of voting power of
voting stock and at least 80% of total number of shares of
each class of non-voting stock.

a. 1If group of persons transfer property, group must have
control.

i. Each member need not own shares of each class;
aggregate ownership used for test.

b. Control need not be acquired in exchamge, may exist
before as well as after.

c. Existing stockholder who transfers small amounts to
qualify another is not member of group.

i. Property not small if its value at least 10% of value

of stock Or securities already owned by transferor

(Rev. Proc. 77-37).

d. Attribution rules not applicable in determining ownership

of stock (Rev. Rul. 78-130).

e. Example: Father owns all the stock of Realty Corp. (500
shares)

"which has a FMV of $500,000. Daughter now wishes
to contribute property to Realty Corp. having an adjusted
basis of $50,000 and a FMV of $250,000 for 250 shares of

newly issued stock.

i. Since Daughter is the only transferor, and will not
own at least 80% of the outstanding shares, Section

351 is not applicable.

ii. However, if Father transfers $50,000 in cash to

Realty Corp. in exchange for 50 additional shares at

the same time that Daughter transfers the property

for the 250 additional shares, then both Father and
Daughter are transferors and since they own 100% of
the stock immediately after their transfers, Section

351 applies.
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Control required "immediately after the'exchange".

e

b.

C.

Loss of control will result by subsequent sale of stock

if pursuant to pre-existing contractual obligation.

No loss of control.

i. Gift of stock, even if pre-planned.

1i. Sale of stock pursuant to pre-existing option to

purchase.

iii. Corporate shareholder distributes stock to its

stockholders or partnership distributes stock to
partners.

Example: A transfers a building with an adjusted basis
of QEGU,OOO and a FMV of $500,000 to Cooperative Housing
Corporation for. 100% of its newly issued stock. A prior
to the exchange has contracted to sell and does sell 257%
of the newly issued stock to cooperative tenants in the
building. Section 351 does not apply since A is deemed
to have received only 75% of "the gorgorate shares. The
tenants who own the other 25% are not part of the trans-
ferring group. '

However, if the tenants for their 25% stock interest,
transfer cash to the corporation at the same time that A
transfers the property, the tenants would be part of the
transferring group and the exchange would qualify under
Section 351.

Disproportionate exchanges where two or more transferors

involved considered as a proportionate exchange between
shareholders and corporation followed by transfer of shares
from one shareholder to another. .

a.

b.

" Intershareholder transfer of shares may be treated as a

gift or compensation for services or payment of debt.

Example: Father and Son form Newcorp. Father transfers
property with a FMV of $§75,000 for 28% of the stock, and
Son transfers property with a FMV of $25,000 for 757 of
the stock. Section 351 applies. Father is deemed to

have received 75% of the stock and Son is deemed to have
received 25%. Then Father is deemed to have transferred
50% of his shares to Son either as a gift or as compensa-
tion, depending on the applicable facts. :
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Basis of Stock of Securitiés in Sec. 351 Exchange [Sec. 358(a)(1)].

1. If no boot received - substituted basis equal to basis of
property exchanged.

2. 1If boot received - use as b331s of stock received, ba31s
of property exchanged plus gain recognized minus money
and fair market value of boot received.

a. Basis of boot property is fair market value.

3. If corporation takes subject to or assumes llablllty,
llablllty reduces basis of stock [Sec. 358(d)].

4. Aggregate basis allocated to different classes of stock
in proportion to fair market values.

Holding Period of Stock Received.

1. TIncludes holding period of property exchanged only if such-
property is a capftal agsset or Sec. 1231 asset in hands of
transferor.

a. Does not include holding period of inventory assets.

b. 1If transfer of mixed assets, e.g}, capital asset and
inventory, tack on of holding period to allocated portion
of shares.

CQ;g\patlon s Basis. and Holding Pertiod for Property Received in
Sec. 351 Exchange [Sec. 362(a) (1) ].

1. Corporation uses a carrygver basis equal to basis of property
in hands of transferor, increased by any gain recognized to
transferor.

a. Not increased by boot, i.e., money or property given up
by corporation.

b. Not affected by any liability assumed or taken subject
to by corporation.

2. Corporation's holding perlod for property includes
' transferor's holding period in all cases [Sec. 1223(2)].
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7a.

Example: A and B form Newcorp.

A Transfers: Land (basis $54,000; FMV $75,000)
e Mottgage on land of $52,000; plus cash
of $/,000

B.Tfansferé: Machine (basis $24,000' FMV $31,000)

A Receives: 50 shares of stock - FMV $30,000

B Receives: 50 shares of stock - FMV $30,000 + cash of $1,000

Value of Newcorp stock:

A's investment - Land (FMV) ' 575,000
Less: Mortgage (52,000)

Cash paid in 7,000

B's investment - Machine (FMV) - 31,000
Less: Cash received _(1,000)

Value of Newcorp Stock $60,000
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a. Amount<"Realized?v

A B
FMV of stock received $30,000 $30,000
Plus: Cash received 0 1,000
: Liabilities assumed by Newcorp 52,000 0
Less: Cash transferred _ (7,000) 0
Amount realized 75,000 31,000
Less: Basis of property transferred (54,000) (24,000)
Gain realized $21,000 $ 7,000
b. Gain "Recognized"
.Lesser of gain realized or boot received $ 0 $ 1,000
Recognized $ 0 $ 1,000
c. Shareholders Basis in 
Property Received
Basis of property transferred ‘ $61,000 $24,000
Plus: Gain recognized 0 1,000
Minus: Boot received (cash) 0 (1,000)
Mortgage liability assumed
by corp. (52,000) 0
Shareholder's basis in stock received $ 9,000 $24,000

NOTE: Holding period of stock received includes holding
period of property transferred only if property is
a capital or Section 1231 asset.

d. Basis of Property to Corp. -
Sec. 367Z(a)

‘Transferors basis in property $54,000 $24,000
Plus: Gain recognized to tramsferor 0 1,000
Basis of land to Corp. $54,000
Basis of machine to Corp. $25,000

NOTE: Basis not affected by liabilities taken over.
Corp.'s holding period for property always
includes transferor's holding period. :
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Incorporation of a Going Business.

1. 1f gain or loss assets transferred to corporation:

a. Gain or loss separately computed on asset-by-asset basis
(Rev. Rul. 68-55).

b. Boot allocated ratably to each asset on basis of
proportionate fair market values.

2. Example: Assume three assets transferred with a total basis
of 385,000, and a fair market value of §$110,000, in return
for $100,000 of stock and $10,000 cash.

#1 #2 #3
Total Machine Land Equipment
Cost ’ $ 85,000 $20,000 525,000 $40,000
Fair market value 110,000 33,000 55,000 22,000
Fair market value.
percentage 100% 30% 50% 20%
Allocation of stock 100,000 30,000 50,000 20,000
Allocation fo cash 10,000 3,000 5,000 _ 2,000
Total received 110,000 33,000 55,000 22,000
Realized gain 25,000 13,000 30,000 (18,000)
Recognized (not in

excess of boot) 8,000 3,000 5,000 . 0

NOTE: (i) Loss not recognized;

(ii) Character of gain depends on nature
of property transferred;

(iii) Holding period for stock includes holding
period of capital assets and Sec. 1231 assets.
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3.

10.

Generally no succession to tax attributes of predecessor.

a.

b.

Corporation adopts own tax year, accounting methods, etc.

Corpofacion must use same recovery period or method of
transferor for cost recovery or depreciation to extent

of carryover basis.

i ic feror
i. Transferee corporation treated as a trans
for depreciation purposes [Sec. 168(f)(10) and

168(i) (7)].

To extent of increase i i |
: in basis due to ain rec i '
transferor, treated ag new property. & cgnized to

Depreciation recapture not triggered - ¢

p or i
succeeds to potential recapture, poration

Installment gain not trij
: ered - - i
to installment method, o0 corporation succeeds

Carryover basis to corporation - effect of later § election:

a.

Section 1374 imposes a corporate level tax on any
"built-in" gain (asset by asset) that arose prior to
electing S status, that is recognized within 10 years. See

-of the S election. This built-in gains tax (BIG tax) (below

is limited to the net unrealized built-in gain on first
day of the S election.

NOTE: After 7 years of the'é-election if within 2009
or 2010
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11.

b. To avoid the BIG tax, consider an S election at time of
Section 351 transfer to a new corporation since the BIG

tax applies only upon a conversion from a C corporation
to an S corporation.

i. A disposition that triggers recognition under Section
1374 means not only sales or exchanges but includes
any other income recognition event - e.g., collection
of accounts receivable by a cash basis corporation.

5. Problems of predecessor on incorporation.

a. Sec. 351 generally overrides assignment of income doctrine.
i. Accounts teceivable of cash basis predecessor taxable
to corporation. :

Generally if all receivables and payables are
transferred by predecessor, corporation may deduct
accounts payable and accrued expenses of cash basis
transferor (Rev. Rul. 80-198).

pdo
e
.

M. Sale of Property to .Corporation as Alternative.

1. On sale corporation receives stepped-up cost basis rather
than lower carry-over basis.

a. Advantageous where seller's gain is capital gain and

corporation will hold property in ordinary course of
business. '

b. Alternative to sale is a Sec. 351 exchange with boot.

i. Use of cofporation notes in an amount which will
provide reasonable debt-equity ratio - See Sec. 385.

N. Original Capitalization of Corporation.

1. Advantages to capitalize with optimum debt.
a. Interest deduction to corporation.
b. Repayment of loan tax-free to recipient.

c. Debt supports accumulation of earnings if Sec. 531 tax
problem arises.

d. Gifts of debt obligations do not present valuation
problems and do not dilute equity or voting power.

e. Interest received by lender treated as investment income
to offset investment interest expense.

—47-



Lig»uidating the C and S Corporation

1.  The liquidation proﬁ'lsiohs apply only if the status of complete liquidation exists;
(i.e., the corporation ceases to exist as a going concern, and is in the process of
winding up its affairs.)

(a)  Although a complete liquidation is ordinarily effected by a legal
dissolution, a dissolution under state law is not required.

(b) A corporation can generally be created tax-free under Sec. 351, but
terminating its life will generally result in tax lxabuhty at both the corpo-
rate and shareholder levels.

2. Applicable Code Sections:

(a)) Section 331 - General Rule - Sharelholder Treatment: - A liquidating
distribution is treated as a sale of stock by the shareholder. The share-

~ holder determines ga’ixi or loss by determining the fair market value of all
. assets, net of liabilities received for his or her stock.

~A.  Distributions are treated as a sale by the corporation to its share-
holders at fair market value.

1. Sec. 1239 may create ordinary vincomw on distribution of de-
preciable property to a related sharelnolder (more than 50%)

if in hands of shareholder it is depr ec:able property.

(i) Sec. 1239 may be sngmficant if a C corp. has capital
losses.

2. Because of deemed sale, must value all assets distributed in
kind, including goodwill if applicable.

3. If shareholder assumes a liability, or takes property subject to
a liability, value of property will be at least equal to liability.
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(c)

(d)

4. Corporation can generally recognize a loss on liquidation. 2-

() Sec.267(a), disallowing losses on sales to related parties
is not applicable.

(ii) But special rules under Sec. 336(d) will disallow losses if
liquidating distribution is not pro-rata, or is of "disquali-
fied property".

5. If the distributions are spread over several years, the share-
holder is treated as first recovering basis before recognizing
any gain.

In a Section 331 liquidation, the corporate earnings and profits have no
effect on the shareholder's tax on liquidation.

Section 334 - Basis of Property Received in Liquidation: -If gain or loss is
recognized on receipt of the property in liquidation under Sec. 331, the
general rule, then the basis of the property received in the ]ha:ids of the
distributee-shareholder is the fair market value at the time of the distribu-
tion.

Section 332 - Exception to General Rule - Li(midatidn of Subsidiaries: -

No gain or less is recognized on receipt of property by a parent corpora- .
tion in complete liquidation of its 80% or more subsidiary. This has the
effect of obliterating forever the .parent's gain or loss on its investment in
the subsidiary.

a. When a subsidiary is liquidated into the parent under Sec. 332, its
earnings and profits are inherited by the parent corporation. Gen-
erally there would be a carryover of all of the subsidiary's tax at-
tributes to the parent.
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(e)

b. If the subsidiary is insolvént, and its pzirént receives nothing on the
liquidation, Sec. 332 is inapplicable since there is no receipt of prop-
erty in liquidation, and thus the parent may deduct its loss on the

stock as worthless. The minority shareholders determine their gain
or loss under Section 331.

c.  Since no gain or loss is recognized under Sec. 332, the parent is re-
quired to take over the distributed assets at the subsidiary's basis.

Section 336 - Liquidating Corporation's Gain or Loss Upon Distribution
of Its Property - Supercedes the "General Utilities" rule; - Gain or loss is
recognized to the liquidating corporation on the distribution of property
in complete liquidation as if it sold to the distributee-shareholders at fair
market value.

a. If the property is subject to a liability, or the shareholder assumes a
liability with reference to the distribution, the fair market value of
the property is treated as not less than the amount of such liability.

b. A complete liquidation produces the same tax result at both the cor-
porate and shareholder levels as that produced by a sale of the assets
by the corporation, and the corporation's distribution of the pro-
ceeds, less its tax liability, to the shareholders.

c.  Sec. 336(d)(1) pi'ovidw for nonrecognition of losses on distributions
to a more than 50% shareholder if: 1. the distribution was not pro-
rata among the shareholders, or 2. the pro;pei'ty was acquired by the
corporation within the preceding S years in a Sec. 351 transaction,
or as a contribution to capital (transfers that are tax-free to the
transferor and that give the corporation a carryover basis).
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1. Examples: A and B are sole shareholders of X corporation. A owns

60% of the stock and B owns 40%. Corporate assets are as follows:

®

(if)

(i)

Gains or
Basis FMV Loss

Asset #1 $ 100 $ 500 $400

Asset #2 400 200 (200)
Cash 800 800 -0-

———

Total  $1.300 1.500 $200

If X corporation distributes te assets to it shareholders in
proportion to stock interests, X will recognize a gain of
$400 on distribution of asset #1 and a loss of $200 on dis-

tribution of asset #2.

If X distributes asset #1 and $400 cash to A (total value
of $900) and asset #2 and $400 cash to B (total value of
$600), X will recognize the $400 gain on asset #1.

The loss on asset #2 ($200) is allowed even though the
distribution is not pro-rata because B is not a related
party (does not own more than 50% of stock).

Thus, to avoid the limitation of Sec. 336(d)(1), the loss
property should be distributed to the minority share-
holder.

If asset #2 was acquired within a S-year period in a Sec-

tion 351 exchange, then, even tthoixgh there is a propor-

tionate distribution of each asset, X may not recognize
loss to an extent that the loss asset is distributed to A, a
more than 50% shareholder. Thus, 60% of the $200 loss
is not recognized.
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(b)

®

Sec. 336(d)(2), known as the ‘anti-stuffing rule imposes another restriction
on the recognition of losses. It applies whether the distributee is related
or not, and only to property acquired with a built in loss and disallows
only that amount. '

The anti-stuffing rule applies if: (J.) property was acqu';r’ed by the
corporation with a built-in loss in a Sec. 351 transaction, or as a contribu-
tion to capifal, and(?\ the acquisition was part of a plan, a principal pur-
pose of which was to enable the corporation to claim a loss on a liquidat-
ing sale or distribution of the property.

Any transfer within a 2-year period prior to the plan of liquidation is
presumed as meeting "a principal purpose" unless regulations provide
otherwise.

Sec. 336(d)(2) Example: In 2008 a shareholder contributes property to
his corporation with a basis of $1,000 and a fair market value of $100.
The corporation in the process of liqui‘dation sells the property (or dis-
tributes it to its shareholders) in 2009, |

(a) The basis for gain is $1,000 - thus no gain is realized.
(b) The basis for loss is $100 - resulting in no loss either.

Gain or loss is not recognized under Sec. 336 if the _distribution relates to
tax-free organizations under Sec. 351, spin-offs, etc. under Sec. 355, and

corporate reorganizations under Sec. 361 and Sec. 368.

Section 337 - Nonrecognition for Property Distributed to Parent in
Complete Liquidation of Subsidiary: - No gain or loss recognized to liqui-
dating corporation on distribution to subsidiary if Sec. 332 applies.

(a) On distribution of property to the minority shareholders - other than
the 80% or more parent-gain, but not loss is recognized to the sub-
sidiary. (Sec. 336(d)(3). '
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1)

Section 338 - Stock Purchase as Aséet Purchase: - In case of a qualiﬁed
stock purchase, if the purchasing corporation makes an election under
Sec. 338, the acquired target corporation is treated as:

(1) having sold all of its assets at the close of the acquisition date at fair
market value in a single transaction, and

(2) as a new corporation which purchased the assets as of the beginning

of the day after the acquisition date. The target corporation must
recognize gain or loss on the deemed sale.

A. If the target is liquidated, the purchasing corporation acquires the
assets with their new fair market value basis, but it does not inherit
the target's old tax attributes since they were eliminated by the elec-
tion.

B. If the election is not followed by a liquidation of the target, the re-
sults are comparable to a purchase of assets coupled with an imme-
diate transfer to a newly created subsidiary under Sec. 351.

C. If no Sec. 338 election is made by the purchasing corporation,
treated as a purchase of the target's stock rather than assets. The
target accordingly recognizes neither gain nor loss, and its tax at-
tributes, including the basis of its assets are unaffected by the change
in ownership. ' ' '

D. A qualified stock purchase under Sec. 338 is defmed.as a purchase of
at least 80% of the target's stock within a 12-month period.
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3. Examples - Liquidation'of C Corporations:

FACTS - “"T" is an operating corporation that owns two
divisions, T-1 and T-2. “T"s sole shareholder is
Mr. “A". Corporation“P may purchase the assets or
stock of "T%,

(a) Example #1 - "T" liquidates, distributing all of its
T-1 and T-2 properties in kind to Mr. “A".

If both businesses have built-in gains, _
“7" will be fully taxable on the distribution
as if the assets had been sold at fair market
value for cash. _

If “T" sold T-1 and T-2 to “P", the gains

likewise would be fully recognized to “T.

(b) Example #2- If "T"'é businesses had built-in losses

instead of gaing the losses also would be
recognized on the distribution or sale,

(if distribution subject to the limitations
.of Sec. 336(d).

(c) Example #3 - If “T"'s assets were subject to liabilities

in excess of the value of the T-1 and T-2
properties, Sec. 336(b) mandates a deemed
valuation at least equal to the amount of
those liabilities assumed or taken subject
to by "A" on liquidation of “T".

(d) Example #4 - "T" drops its two divisions into newly org-
anized subsidiaries S-! and S-2 (each
business having been conducted for over S
years), and distributes the stock of S-1
and S-2 to Mr. "A"™ in complete liquidation.
If Section 355 applies (tax-free split-up),

-54-



(e) Example #5 -

(f) Example #6 -

(g) Example #7 -

no gain or loss is recognized to “T" (Séc.
336(c)). If Sec. 355 does not apply how-
ever, the distribution is taxable to “T".
"T" merges into "P" for "“P" stock and
thereby liquidates. No gain or loss to
“7T" under Sec. 336(c). (pursuant to a
reorganization).

“P" buys all of the "T" stock, (and does
not elect under Sec. 338). No tax to “T"

if “T" liquidates into "P"™ under
Sec. 332. If "P" bought 80% or more of "T"
stock (with a minority shareholder), gain
but not loss will be recognized to "T"
on distribution to the minority share-
holder. |

Sec. 332 Liquidation of a Purchased Sub-

sidiary - Carryover of Tax Attributes:

1 — 100% by purchase for $100,000

(Ei>6—NOL carryovers of $500,000.

Query; How can P utilize the NOLs of § ?

1. X£f S is kept alive, P can file a con-

solidated return with S. However the pre-

affiliation loss carryover (SRLY loss),
can be absorbed only against S's future
profits included ih a. consolidated
return.

2. But if S liquidates into P under Sec.

332, P would inherit all of S's attributes

including the $500,000 NOL, without the
SRLY taint.
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3. However, the NOL carryover of S will
survive the stock purchase by P only if
tax avoidance (securing the benefits
of the NOLs etc.) was not the principal
purpose of the stock acquisitioﬁ (Sec.
269(a)) where the Sec. 332 liquidation
into P occurs within two years after

the stock purchase.

4. Even if the "tax avoidance" purpose in
item 3 above, and the NOL of S survives
as a carryover, the amount of the barryover
is subject to an annual Sec. 382 limit-
ation because of an ownership change

of more than 50 percentage points.

(i) Under the limitation, the amount
- of prechange losses of S utilizable

annually by P after the Sec. 332
liquidation, without a SRLY taint
is the value of S stock ($100,000)
multiplied by the "long-term
tax-exempt rate" (assume 5%) 6r
$§, 000.
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ELECTION TO EXPENSE UNDER SECTION 1 79

A. Applies to tangible Section 1245 property and computer software; election

available to individuals, corporatlons (C and S), and parfnershtps but not to
estates or trusts.

pON=

Property can be new or used;

Depreciable under MACRS

Acquired by purchase; ‘

For use in the active conduct of a trade or business, as distinguished from property
acquired for the production of income (e.g. rental of personal property).

~ B. Nonqualifying property includes:

1.

Property acquired by one member of a controlled group from ancther component member
of same group.

a. Controlled group is defined in Séction 1563 (a) and (b) (parent-subsidiary and brother-
sister groups) except that the phase “more than 50 percent” is substituted for the phase
“at least 80 percent” for a parent subsidiary controlled group.

. Property acquired from another person if the basis is determined in whole. or in part by

reference to the adjusted basis of the property in the hands of the person from whom
acquired.

Property acquired from a decedent.

Property acquired from a related family member if relationship would result in disallowance
of losses under Section 267.

a. For this purpose family of an individual mcludes only his or her spouse, ancestors and
lineal descendants.

The following are specifically excluded from qualifying as Section 179 property:
a. air conditioning and heating units,

b. property used predominantly outside the U.S.,

c. property used in furnishing lodging or in connection therewith,

d. property used by certain tax-exempt organizations,

e. property used by governmental units or foreign persons or entities,

f. property converted from personal use to business use,

g. property not used more than 50% in taxpayer's trade or business.
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C. Investment limitation:

-1

For 2008 and 2009 there is a $250,000 ceiling on the expense deduction — where:

a. Total investment in tangible Sec 1245 prbperty is. $800,000 or Iesé in a taxable year.
b. For each dollar of cost of Section 179 property placed in service during 2008 and 2009
in excess of $800,000 the $250,000 ceiling is reduced by one dollar.

D. Taxable income limitation - The total Section 179 deduction cannot exceed tax-

payer’s taxable income (before deducting the Section 179 expense) of all trades
or businesses during the tax year.

1.

Taxable income is determined by aggregating net income (or loss) from all business
activities conducted. ‘

For an individual include Section 1231 gains (or losses) from business, Schedule C net
income (or losses), wages and salaries.

a. On ajoint return, the taxable income of each spouse is aggregated.

The taxable income of an S corporation is figured without any deductions for compensation
paid to shareholder-employees. .

Taxable income for an individual is figured without regard to the Section 179 deduction, the
self-employment tax deduction and any NOL carryback or carryforward.

Any cost not deductible in one tax year because of the taxable income limitation, is carried
forward indefinitely.

a. Amount allowable as a carryover is the lesser of:

i. aggregate of carryovers, or
ii. unused Section 179 expense allowances for that year.

b. Example 1-T has a $75,000 carryover for years prior to 2009. In 2009 T purchases
Section 179 property for $300,000 and elects to expense $200,000. T may
deduct $50,000 of his carryover, and has a $25,000 carryover to 2010.

Example 2 - A places in service in 2009 equipment that cost $90,000 and elects to
expense the full cost. Taxable income from his business in $50,000. The
$40,000 cost that is not allowed because of the taxable income limit can be

- carried to year 2010.



E. Upon sale or othér disposition of Section 179 property, the adjusted basis of the
property is increased before the sale or disposition by the amount of any
outstanding carryover of disallowed Section 179 deductlon

1. Should the property with respect to which the carryover arose be sold or disposed of, or
transferred in a transaction in which gain or loss is not recognized, or transferred at death -

a. The carryover deduction attributable to the.taxable income limitation is added to the
basis of the property with respect to which the carryover arose.

b. The property thereafter in the hands of the transferee would thus be subjéct to the
normal depreciation deduction.

2. Example 3 - A C corporation which has a carryover Section 179 deduction elects S
: status for year 2009. Since the S corporation takes over the assets from
the C corporation at the same basis, and since an S corporation cannot -
utilize deductions or carryovers from a C year -

a. The Section 179 carryover deduction should be added back to the basis of the property
in the first S corporate return, and depreciated by the S corporation.

F. Married taxpayers filing separate returns treated as one taxpayer for $250,000
maximum limit. Unless they elect otherwise, 50 percent of cost of Sectlon 179
propedy, before taxable income limit is applied, allocated to each.

G. If more than one item of property is eligible for the d«=duction allocate the
deduction between the items. Any cost not deducted under Section 179 can be
depreciated.

1. The 179 expense deduction is thus taken before computing year 2009 50% bonus
depreciation, if applicable.

H. For partnership and S corporations, the investment limitation and the taxable
income limitations apply to both, the partnership and then to each partner, and
for an S corporation to the corporation and then to each shareholder.

1. Example 4 - In 2009 S corporation placed in service Section 179 properties with a total cost
of $813,000. The corporation’s income for the year before the Section 179
deduction, was $300,000.

Since the cost of the Section 179 properties exceeds $800,000 by $13,000,
the corporation must reduce its maximum deduction allowed, $250,000, by
$13,000. The pass-through deduction is thus $237,000 which the corporation
allocates to its two equal shareholders “A™ and “B”, $118,500 to each.

“A” has no other Section 179 property placed in service in the taxable year.
“A" as an employee of the corporation has salary income and pass-through
income of more than $118,500. A cam claim the $118,500 allocated to him by
the S corporation as a Section 179 deduction.
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“B" is also a pértner in a partnership which allocates to him a Section 179
amount of $50,000. In addition “B” operates a sole proprietorship in which he
placed in service $100,000 of Section 179 property.

Since his total pass-through deduction is $168, 500 ($118 500 from the S
corporation and $50,000 from the partnership), he can elect a' Section 179
deduction of $81,500 for property from his sole proprietorship, because the
maximum Section 179 deduction for 2009 is $250,000.

2. For the investment limitation of $800,000, the cost of Section 179 property placed in service

by the partnership is not attributed to any partners The same rule applies in case of S
corporations and their shareholders.

In 2009, if a taxpayer receives more than the annual limitation ($250,000) from multiple
pass-through entities, the excess is lost to taxpayer and cannot be carried forward.

a. A taxpayer must reduce his basis in each entity by the full Section 179 deduction
passed through to him.

b. Example 5 - Taxpayer has interests in three separate partnerships. Each partnership
passes to taxpayer a Section 179 deduction of $150,000. ,

All taxpayer can claim is a maximum of $250,000 - assuming his taxable
income from trade or business equals or exceeds that amount. There is no
carryforward of the balance.

Taxpayer must still reduce his basis in each parthership by $150,000.
A partner who disposed of his partnership interest, (or an S corporation shareholder who
disposes of his stock), and who has an outstanding carryover of disallowed deductions of
Section 179 expenses allocated from the pass-through entity, must increase his basis in the

entity by the amount of such carryover.

a. It is not available as a deduction to the transferee.

I. Taxable income limitation - active trade or business.

1.

Property held merely for the production of income (e.g., investment assets), or used in an
activity not engaged in for profit, does not qualify as Section 179 property, and taxable
income derived from property held for the production of income, or from an activity not
engaged in for profit, is not taken into account in determlnlng the taxable income limitation.

A taxpayer is considered to actively conduct a trade or business if taxpayer “meaningfully
participates” in the management or operations of the trade or business.

a. Generally, a partner is considered to actively conduct a trade or business of the
partnership if the partner meaningfully part:cupates in the management or operations of
the trade or business.

b. A mere passive investor in a trade or business does not actively conduct the trade or
business.
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c. When qualifying property is acquired by a pass-through entity, determination of whether
it is bought for use in an active trade or business is. made at the entity level.

(1) This helps a passive investor in the entity. Although a passive investor cannot use
the flow thorough income from the entity for purposes of the taxable income
limitation, he (or his spouse on a joint return) may have taxable income from wages
or other active businesses.

J. Cost of property for the Section 179 deduction does not include that part of basis
of the property determined by reference to property traded-in.

a. Example 6 - “A” bought and placed in service a computer. The selling price was $12,000.

A paid $3,000 in cash and received a trade-in allowance of $9,000 for an old
computer that had an adjusted basis of $5,000. “A™s basis in the new
computer is $8,000. However, “A™s Section 179 deduction is limited to $3,000
the cash paid, and the basis for bonus and regular depreciation is $5,000
($8,000 minus the Section 179 deduction of $3,000).

Note: Bonus and regular deprecuatlon may be claimed over the remalnmg life
of the traded-in computer.

K. Section 179 deductions are treated as depreciation.

1.

Thus, any gain realized on disposition of the property is treated as ordinary income to
extent of the section 179 deduction and the depreciation taken.

For purposes of computing “earnings and profits™ of a corporation, any amount deducted
under Section 179 is allowed a deduction ratably over a five year period.

The basis of Section 179 property must be reduced to reflect amount of elected Section 179
expense even if part of it is not currently deductible because of the taxable income
limitation. However, upon disposition of the property, including property transferred at
death, the basis of Section 179 property is increased by the outstanding expense carryover
attributed to that property.

a. In the year the properties are placed in service, taxpayer can elect the cost of those
properties (or part of cost thereof) to which the carryover is to apply.

The expense deduction under Section 179 is allowed for the entire cost, or a po rtlon of the
cost of one or more items of Section 179 property.

a. Taxpayer may select properties subject to the election as well as the portion of each
property’s cost to expense. Bonus depreciation is computed after reducmg the cost by
amount elected to expense.

Component members of a controlled group on December 31 are treated as one taxpayer in
applying the dollar limitation. The expense deduction under Section 179 may be taken by

.any one such member, or allocated among the several members in any manner. But the

amount allocated to any member cannot exceed the cost of Section 179 property actually
purchased by the member in the taxable year.
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6. Recapture of Section 179 deductions.

a. If the cost of property was deducted under Section 179, and the property is not used
more than 50 percent in a trade or business for any tax year before the end of the
property’s recovery period, the income benefit from the deductton must be included in
income.

(1) The amount to be included in income is figured by subtracting from the Section 179
deduction the depreciation that would have been allowable on the Section 179
amount for prior tax years, and the tax year of recapture.

L. Special rule with respect to trusts and estates as partners or S cdrporation
shareholders.

1. Since a Section 179 election is not available for trusts or estates, a partner or S corporate
shareholder that is a trust or estate may not deduct its allowable share of the Section 179
expense elected by the partnership or S corporation. -

a. The partnership’s or S corporation’s basis in the Section 179 property is not reduced to
reflect the Section 179 expense allocable to the trust or estate.

b. The partnership or S corporation may claim a depreciation deduction with respect to
any depreciable basis resulting from the trust's or estate’s inability to claim its allocable
portion of the Section 179 deduction. '

M. Election to make a Section 179 deduction is made by taking the deduction on
Form 4562 filed with the tax return for the tax year to which the election applies.

1. The election can be made on original return, or on an amended return if filed prlor to the
due date, including extensions.

2. Once made the election can be revoked within statutory period without Internal Revenue
Service consent.

G:\Dyckman\Election to Expense Under Section 179-2009
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SECTION 179 - EXAMPLE

In 2009, S Corp. with two équal shareholders placed $950,000 of

qualifying property in service. Its taxable income for the year 2009
was $30,000.

Each shareholder also placed $240,000 of qualifying property in
service during 2009 in an active trade or business each operated as a

single member LLC, and each LLC producing more than $250,000 of
taxable i income.

Without regard to the taxable income limit, the S Corp. may pass
through $100,000 of its expense election deduction, $250,000 minus
$150,000, the excess over $800,000 to its shareholders. But because
the S Corp. had only $30,000 of taxable income in 2009, and is
therefore limited to passing only $30,000 ($15,000 to each
shareholder) of the $100,000 otherwise qualifying for the deduction),
the S Corp. must carry the remaining $70,000 to year 2010.. NOTE:.
The S Corp. and its shareholders have permanently lost the $150,000

for investments in qualifying property in excess of $800,000 for year
2009.

Each shareholder has $2%,000 ($240,000 own, plus $15,000 from
S Corp.) in direct expense deduction, but is limited in year 2009 to
$250,000 ($235,000 of its own purchases, plus $15,000 (the $15,000
passed through the S Corp.) assuming each shareholder has at least
$250,000 of taxable income.

EACH SHAREHOLDER PERMANENTLY l]:O-SES THE $5,000 THAT IS
IN EXCESS OF THEIR OWN $250,000 ANNUAL CODE SEC. 179
LIMITATION FOR YEAR 2009.
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