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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),
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(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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