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2004 Tax Law Quick Memo











Dear Clients and Friends,





Congress recently adjourned for the upcoming election, but not before passing two pieces of legislation that are the Working Families Tax Relief Act of 2004 and the American Jobs Creation Act of 2004 (“the act”).





Working Families Tax Relief Act of 2004 – Congress approved a $146 billion tax package of “middle-class” tax benefits, which also included extensions of several business tax provisions that had generally expired at the end of 2003, and retroactively extended those provisions through 2005.





American Jobs Creation Act of 2004 – What began as a bill to compensate exporters for repeal of a controversial $50-billion tax-based subsidy has ballooned into a $145-billion pre-election business tax break. The American Jobs Creation Act of 2004 has passed Congress and was signed by President Bush on October XX (date of enactment)  The new law - the most far-reaching tax cut in years – benefits U.S. manufacturers, multinational operations, agribusiness and energy companies. Small businesses, farmers, partnerships and real estate investors also share in the bounty. However, unlike the Working Families Tax Relief Act of 2004, the latest tax cut has revenue-raising provisions that hit hard at both individuals and business taxpayers.





Not surprisingly, the 270-plus provisions within the American Jobs Creation Act of 2004 add more complexity to the tax law. As the fifth major tax cut in four years, the new law requires integration of its changes into an already existing web of statutory directives. Many provisions in the new law require immediate action to maximize benefits…and avoid problems. Effective dates, however, are all over the map, retroactive, date of enactment, next year, even 2006 implementation all adds to the initial confusion caused by this major new tax law. The following is a summary of the major provisions of both Acts that are most likely to impact the greatest number of taxpayers. However, due to the complexity of the recent legislation, you should be sure to consult with a Kolita & Co tax advisor to see how this legislation impacts your position.











Will the Deduction for Income Attributable to Domestic Production Activities Benefit Your Business? 


You May be Surprised!





What appears to be a deduction for U.S. manufacturing companies is, in reality, far more expansive and includes the owners of pass-through entities such as partnerships and S corporations! For tax years beginning after 2004, the legislation provides a deduction that is equal to a percentage of the income earned from U.S. manufacturing, other production, construction and certain service activity. Qualifying production property includes:





Property that was manufactured, produced, grown, or extracted in whole or in significant part within the U.S.





Construction activities that directly relate to the erection or substantial renovation of residential and commercial building and infrastructure.





Engineering or architectural services performed in the U.S. for construction within the United States.





Food processing generally is qualified production activity, but the sale of food and beverages prepared by the taxpayer at a retail establishment is not. However,  a single taxpayer may operate food processing facilities (such as Starbucks), as well as retail facilities that sell the produced goods and other foods and beverages. The IRS is instructed to provide guidance as to how these taxpayers can allocate gross receipts between qualified and nonqualified gross receipts.





Amount of the Deduction – The deduction is a percentage of the net income from the activities listed above – 3% in 2005-2006, 6% for 2007-2009, and 9% after 2009. For pass-thru entities (such as S corporations, partnerships, estates and trusts), the deduction generally is determined at the shareholder, partner or similar level by taking into account the proportional share of the qualified production activities income of the entity. The deduction is designed to be economically equivalent to a 3% reduction in the tax rate on U.S.-based production activities by 2010. However, the deduction percentage is subject to the following limitations:





U.S. production activities deduction limited to taxable income or (for individuals) adjusted gross income.





 A taxpayer’s U.S. production activities deduction for the tax year will be equal to the specified percentage (as detailed above) of the lesser of:





the qualified production activities income of the taxpayer for the year; or


taxable income (determined without regard to the U.S. production activities deduction rules) for the tax year, or, in the case of an individual, adjusted gross income for the tax year. Adjusted gross income is determined after taking into account numerous adjustments outlined in the legislation.





U.S. production activities deduction limited to 50% of W-2 wages paid.





The amount of the U.S. production activities deduction for any tax year may not exceed 50% of the employer’s W-2 wages for that tax year. W-2 wages means the sum of the aggregate amounts the taxpayer is required to include on a Form W-2, with respect to employment of employees of the taxpayer during the calendar year ending during the taxpayer’s tax year, subject to adjustment for various deferments. With respect to pass-thru entities, the above W-2 wage limitation will be applied at the entity level.





Observation and Planning Point: Because the U.S. production activities deduction will be limited to an amount not exceeding 50% of the W-2 wages paid by the taxpayer for the tax year, the deduction will only be available  if the taxpayer is an employer that pays W-2 wages. “One-man” sole proprietors will therefore presumably not qualify for the deduction, because the income from such businesses is not paid to the owner in the form of wages. However, a “one-man” operation conducted in the form of an S corporation should be able to qualify, if the corporation pays its owner/sole-employee wages.





Furthermore, due to the W-2 wage limitation, entities and generate production activity income but do not have employees (such as partnership with development activities that contract for services) apparently will not receive the deduction. However, Congress left the implementation of these rules to the IRS and instructed the IRS to issue guidance. 





Example


A taxpayer has $200,000 of gross production revenue with $100,000 of expenses attributable to that revenue. Of the $100,00 of expenses, $50,000 is wages. The taxpayers other activities produce a loss of $25,000. Under the first limitation (described above), the qualified production income is $100,000 (200,000 of revenue less 100,000 of attributable expenses), while the taxable income of the taxpayer is $75,000 (100,000 production income less 25,000 of other items). The deduction is based on the lesser of these two amounts, the $75,000 of taxable income. 3% (9% when fully phased in) of this amount is $2,250, which is then compared to the wages attributable to production income ($50,000). Since the computed deduction of $2,250 is less than the wages attributable to it, the deduction is allowed in full reducing taxable income to $72,750 in 2005.


DEPRECIATION OF QUALIFIED LEASEHOLD and RESTAURANT IMPROVEMENTS





A reduced depreciation life of 15 years (versus the current 39 years) for qualified leasehold improvements placed in service after the date of enactment and before January 2006. A qualified leasehold improvement is any improvement to an interior portion of a “building” which is “nonresidential real property”, if 





the improvement is section 1250 property;


the improvement is made under or pursuant to a “lease”, either by the lessee, sublessee or lessor of that interior building portion,


that interior portion of the building is to be occupied exclusively by the lessee (or any sublessee) of that portion, and


the improvement is placed in service more than 3 years after the date the building was first placed in service. Regs clarify that the 3 year period begins on the date that the building is first placed in service by any person.





INCREASED EXPENSING AMOUNT FOR IRC 179 NOW EXTENDED THROUGH 2007





An important provision is the extension through 2007 of the small business expensing provision that allows businesses to expense up to $100,000 of assets instead of depreciating them over several years. For tax years beginning in 2003, tax legislation in 2003 increased the amount a taxpayer may deduct to $100,000 of the cost of qualifying property placed in service for the taxable year. In general, qualifying property is defined as depreciable tangible personal property (and certain computer software) that is purchased for use in the active conduct of a trade or business. The $100,000 amount is reduced (but not below zero) by the amount by which the cost of qualifying property placed in service during the taxable year exceeds $400,000. The $100,000 and $400,000 amounts are indexed for inflation ($102,000 and $410,000 for 2004).





For 2006 and later years, however, the $100,000 limit was rescheduled to revert to $25,000. The new tax law extends the $100,000 expensing limit for two more years, through 2007. It also extends for two years (1) the $400,000 amount, (2) the provision that includes certain computer software as qualifying property, and (3) a provision without the consent of the IRS.











ITEMIZED DEDUCTION for STATE and LOCAL SALES TAXES FOR 2004 and 2005





For tax years beginning in 2004 and 2005, the legislation allows taxpayers to elect to take state and local general sales and use taxes as an itemized deduction, instead of taking an itemized deduction for state and local income taxes.





Observation: Taxpayers who live in states that don’t impose income taxes (Alaska, Florida, Nevada, South Dakota, Texas, Washington, and Wyoming) will be happy to learn that they will be able to deduct sales taxes on their 2004 returns in the upcoming filing season. However, if you live in one of these states, your initial reaction that you will benefit from this new deduction may be incorrect. 





Don’t forget that this deduction is in lieu of deducting state income taxes. If you pay nonresident income taxes to states where you have investments, chances are the state income taxes will eclipse the potential new deduction.





Choice of actual or tabular amount. Taxpayers who make this election may either (a) deduct their actual sales taxes or (b) use IRS-published tables and then add to the amount from those tables the actual amount of their sales tax for motor vehicles, boats and other items specified by IRS. The IRS is to publish tables based on the average consumption by taxpayers, on a state-by-state basis, of items other than motor vehicles, boats, etc, taking into account filing status, number of dependents, adjusted gross income and rate of state and local general sales taxation.





REDUCED DEPRECIATION FOR LUXURY SUVs





You’ve probably heard that you could write off up to $100,000 of the cost of a luxury/large sport utility vehicle. Up until the recent legislation was enacted, this was true. Under 179 as much as $100,000 (actually $102,000 this year, due to inflation adjustments) the purchase price of heavy (over 6,000 pounds) vehicles could be deducted in the year of acquisition, which many people have perceived as a loophole. The recent legislation has narrowed the so-called SUV loophole by rolling back the expense deduction to $25,000 for most purchases. Unlike many tax changes which take effect at some time in the future, this change took effect immediately upon the President’s signature, presumably to prevent people from rushing out to buy the big SUVs before the tax break disappeared.











There is some good news if you’re planning on purchasing a large SUV. That good news is that big SUVs are still treated favorably under the tax laws. While the legislation changed the rules under 179 for large SUVs, the rules that limit the amount of annual depreciation that can be deducted on passenger automobiles do not apply to heavy (over 6,000 pounds) SUVs, because they are considered to be trucks, were not changed. As a  result, large SUVs are eligible for unrestricted first-year depreciation and bonus depreciation, on top of the $25,000 that is allowed to be expensed under 179. For example, assume that before the end of 2004 you buy an SUV that costs $80,000. Assuming the SUV would qualify for the expensing election, you would be allowed a $25,000 deduction on this year’s tax return. In addition, you would be allowed an additional first-year depreciation deduction of $27,500 based on 50% of $55,000 ($80,000 original cost less the expense deduction of $25,000) of adjusted basis. Finally, the remaining adjusted basis of $27,500 ($55,000 adjusted basis less $27,500 additional first-year depreciation) would be eligible for a depreciation deduction of $5,500 under the general depreciation rules. To sum it all up, you would be able to write off a total of %58,000 of the $80,000 purchase price on this year’s tax return. The remaining $22,000 ($80,000 original cost less $58,000 deductible currently) would be recovered in future years under the general depreciation rules.





However, because additional first-year depreciation (bonus depreciation) will not be available after 2004, the results are not as good if you wait until next year to purchase the SUV. In 2005, you’ll still be able to expense $25,000. But your depreciation will be limited to $11,000 ($80,000 minus $25,000) x 20%). The remaining $44,000 will be recovered in 2006 and later under the general depreciation rules. 





OTHER TAX PROVISIONS





No home sale exclusion for principal residence acquired in like-kind exchange within 5 years. A taxpayer may exclude up to $250,000 ($500,000 if married filing a joint return) of gain realized on the sale or exchange of a principal residence (the “home sale exclusion”). Under pre-Act law, there was no special rule relating to the sale or exchange of a principal residence that was acquired in a like-kind exchange within a five year period. Under the new law, for sales or exchanges after the enactment date, the home sale exclusion doesn’t apply if the principal residence was acquired in a like-kind exchange in which any gain wasn’t recognized within five-year period beginning on the date the residence was required.











Observation: The above denial of the home sale exclusion applies equally to a sale that would have been subject to a maximum home sale exclusion, or, if certain conditions were met, a reduced maximum home sale exclusion under the Code Sec. 121 rules.





Deduction Limits for Charitable Contributions of Vehicles – The charitable contribution deduction for a noncash contribution (including a vehicle) generally equals the fair market value (FMV) of the contributed property. The legislation generally limits the deduction for motor vehicles, boats and airplanes contributed to charities after 2004 for which the claimed value exceeds $500 by making it dependent upon the charity’s use of the vehicles and imposing higher substantiation requirements. If the charity sells the vehicle without any “significant intervening use” or “material improvement” the donor’s charitable deduction can’t exceed the gross proceeds from the sale. The legislation provides for new substantiation requirements and related penalties. A deduction for donated vehicles whose claimed value exceeds $500 is not allowed unless the taxpayer substantiates the contribution by a contemporaneous written acknowledgement from the donee. The acknowledgement must contain the name and taxpayer identification number of the donor and the vehicle identification number (or similar number) of the vehicle. In addition, of the charity (donee) sells the vehicle without performing a significant intervening use or material improvement of such vehicle, the acknowledgement must say that the vehicle was sold in an arm’s length transaction between unrelated partied, and state the gross proceeds from the sale and that the deductible amount may not exceed the gross proceeds. In all other cases, the charity’s acknowledgement must indicate the intended use and its duration, or any material improvement of the vehicle, and that it will not be transferred in a exchange for money, other property, or services before completion of the use or improvement. An acknowledgement is considered contemporaneous of provided within 30 days of sale of a vehicle that is not significantly improved or materially used by the donee, or, in all other cases, within 30 days of the contribution.





Elective Expensing of Qualified Environmental Remediation Costs (Brownfield) Extended Through 2005 – Under Code Sec. 198, taxpayers may elect to treat qualified environmental remediation expenses that would otherwise have to be capitalized as deductible in the year paid or incurred. To be deductible currently, a qualified environmental remediation expense must be paid or incurred in connection with the abatement or control of hazardous substances at a qualified contam-inated site. Special rules apply to expenses for depreciable property. The election to treat qualified environmental remediation expenses is extended for expenses paid or incurred after 2003 and before 2006.





Company Aircraft -The new law closes a perceived loophole in connection with the use of company aircraft by executives. For Officers, Directors, and 10% or greater owners, no deduction will be allowed for expenses for the use of a facility (such as an airplane) in connection with non-business activity to the extent that the expenses exceed the amount treated as compensation (taxable fringe benefit) for that individual. Some S corporations had been passing  through the full cost of the use of corporate jets by their executive/shareholders while the shareholder only had to recognize the personal use in income using the Standard Industry Fare Level (SIFL) mileage rates. The new rules apply to expenses incurred after the date of enactment. 





S Corporation Shareholder Changes – The new law increases the permissible number of S corporation shareholders from 75 to 100. Congress also approved treating all members of a family as one shareholder. 





�Sincerely,





   Kolita & Company








Newsletter authored by Armand Grunberger,  CPA, JD, LLM 


Director of Tax Services, Beers & Cutler, PLLC,  Washington, D.C.
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