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The American Jobs Creation Act of 2004, recently enacted by Congress is a massive piece of tax legislation
affecting businesses, individuals and tax exempt organizations. It was signed by the president on October 22,
2004. The Act will influence executive compensation, depreciation deductions, tax shelters, accounting
methods, excise taxes and much more. This paper will focus on a few provisions that we believe may be
important to you.

Expansion of Limitation on Expensing of Certain Passenger Automobiles

Section 179 expensing provides two important benefits for small business. First, it lowers the cost of capital
for property used in a trade or business. With a lower cost of capital, Congress believes that small business
will likely invest in more equipment and employ more workers. Second, it eliminates depreciation record
keeping requirements with respect to expensed property. However, some taxpayers were using section 179 to
lower the cost of purchasing certain types of vehicles (1) that are not subject to the luxury automobile
limitations imposed by Congress and (2) for which the specific features of such vehicles are not necessary for
purposes of conducting the taxpayer’s business. The Act places new restrictions on the ability of certain
vehicles to qualify for the expensing provisions of section 179.

The provision limits the ability of taxpayers to claim deductions under section 179 for certain vehicles not
subject to section 280F to $25,000. The provision applies to sport utility vehicles rated at 14,000 pounds
gross vehicle weight or less (in place of the old law 6,000 pound rating). For this purpose, a sport utility
vehicle is defined to exclude any vehicle that: (1) is designed for more than nine individuals in seating
rearward of the driver’s seat; (2) is equipped with an open cargo area, or a covered box not readily accessible
from the passenger compartment, at least six feet in interior length; or (3) has an integral enclosure, fully
enclosing the driver compartment and load carrying device, does not have a seating rearward of the driver’s
seat, and has no body section protruding more than 30 inches ahead of the leading edge of the windshield.

Recovery Period for Depreciation of Certain Leasehold Improvements

Congress believes that taxpayers should not be required to recover the costs of certain leasehold
improvements beyond the useful life of the investment. The old law 39-year recovery period for leasehold
improvements extended well beyond the useful life of such investments. Although lease terms differ, lease
terms for commercial real estate typically are shorter than the 39-year recovery period. According to
Congress, in the interest of simplicity, a uniform period for recovery of leasehold improvements was
desirable.

The new provision provides a statutory 15-year recovery period for qualified leasehold improvement property
placed in service before January 1, 2006. The provision requires that qualified leasehold improvement
property be recovered using the straight-line method.
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Qualified leasehold improvement property is defined as under present law for purposes of the additional first-
year depreciation deduction [sec. 168(k)| with the following modification. If a lessor makes an improvement
that qualifies as qualified leasehold improvement property, such improvement shall not qualify as qualified
leasehold improvement property to any subsequent owner of such improvement. An exception to the rule
applies in the case of death and certain transfers of property that qualify for non-recognition treatment.

The provision also provides a statutory 15-year recovery period for qualified restaurant property placed in
service before January 1, 2006. For purposes of the provision, qualified restaurant property means any
improvement to a building if such improvement is placed in service more than three years after the date such
building was first placed in service and more than 50 percent of the building’s square footage is devoted to
the preparation of and seating for, on-premises consumption of prepared meals. The provision requires that
qualified restaurant property be recovered using the straight-line method.

S Corporation Reform and Simplification

The Act provides that all family members can elect to be treated as one shareholder for purposes of
determining the number of shareholders in the corporation. A family is defined as the lineal descendants
(and their spouses) of a common ancestor. The common ancestor cannot be more than six generations
removed from the youngest generation of shareholder at the time the S election is made. Except as provided
by Treasury regulations, the election may be made by any family member and the election remains in effect
until terminated.

The Act also increases the maximum number of eligible shareholders from 75 to 100.
Deduction of State and Local General Sales Taxes

The Act provides that, at the election of the taxpayer, an itemized deduction may be taken for State and local
general sales taxes in lieu of the itemized deduction provided under old law for State and local income taxes.

The provision is effective for taxable years beginning after December 31, 2003 and before January 1, 2006.

Taxpayers would be able to deduct the total amount of general State and local sales taxes paid by
accumulating receipts showing general sales taxes paid. Alternatively, taxpayers may use tables created by the
Secretary of the Treasury. Taxpayers who use the tables created by the Secretary may, in addition to the table
amounts, deduct eligible general sales taxes paid with respect to the purchase of motor vehicles, boats and
other items specified by the Secretary.

Civil Rights Tax Relief

Under old law, gross income generally did not include the amount of any damages (other than punitive
damages) received (whether by suit or agreement and whether as lump sums or as periodic payments) by
individuals because of personal physical injuries (including death) or physical sickness. Expenses relating to
recovering such damages are generally not deductible.
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Other damages are generally included in gross income. The related expenses to recover the damages
including attorney’s fees are generally deductible as expenses for the production of income, subject to the
two-percent floor on itemized deductions. Thus, such expenses are deductible only to the extent the
taxpayer’s total miscellaneous itemized deductions exceed two percent of adjusted gross income. Any
amount allowable as a deduction is subject to reduction under the overall limitation of itemized deductions if
the taxpayer’s adjusted gross income exceeds a threshold amount. For purposes of the alternative minimum
tax, no deduction is allowed for any miscellaneous itemized deduction.

In some cases, claimants will engage an attorney to represent them on a contingent fee basis. That is, if the
claimant recovers damages, a prearranged percentage of the damages will be paid to the attorney, if no
damages are recovered, the attorney is not paid a fee. The proper tax treatment of contingent fee
arrangements with attorneys has been litigated in recent years. Some courts have held that the entire amount
of damages is income and that the claimant is entitled to a miscellaneous itemized deduction subject to both
the two-percent floor as an expense for the production of income for the portion paid to the attorney and to
the overall limitation on itemized deductions. Other courts have held that the portion of the recovery that is
paid directly to the attorney is not income to the claimant, holding that the claimant has no claim of right to
that portion of the recovery.

The new provision provides an above-the-line deduction for attorney’s fees and costs paid by, or on behalf
of, the taxpayer in connection with any action involving a claim of unlawful discrimination, certain claims
against the Federal Government, or a private cause of action under the Medicare Secondary Payer statute.

The provision applies to fees and costs paid after the date of enactment with respect to any judgement or
settlement occurring after such date.

Penalty for Failure to Disclose Reportable Transactions

Regulations under section 6011 require a taxpayer to disclose with its tax return certain information with
respect to each “reportable transaction” in which the taxpayer participates. Reportable transactions generally
related to tax avoidance transactions.

Under old law, there was no specific penalty for failing to disclose a reportable transaction; however, such a
failure could have jeopardized a taxpayer’s ability to claim that any income tax understatement attributable to
such undisclosed transaction was due to reasonable cause, and that the taxpayer acted in good faith.

The Act creates a new penalty for any person who fails to include with any return or statement any required
information with respect to a reportable transaction. The new penalty applies without regard to whether the
transaction ultimately results in an understatement of tax, and applies in addition to any accuracy-related
penalty that may be imposed.

The provision is effective for returns and statements the due date for which is after the date of enactment.

Exclusion of Like-kind Exchange Property from Non-recognition Treatment on Sales or Exchanges
of a Principal Residence

Under the old law, a taxpayer may have excluded up to $250,000 ($500,000 if married filing a joint return) of
gain realized on the sale or exchange of a principal residence. To be eligible for the exclusion, the taxpayer
must have owned and used the residence as a principal residence for at least two of the five years prior to the
sale or exchange. A taxpayer who failed to meet these requirements by reason of a change of place of
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employment, health, or, to the extent provided under regulations, unforeseen circumstances would be able to
exclude an amount equal to the fraction of the $250,000 ($500,000 if married filing a joint return) that is equal
to the fraction of the two years that the ownership and use requirements are met. There were no special rules
relating to the sale or exchange of a principal residence that was acquired in a like-kind exchange within the
ptior five years.

Under the like-kind exchange rules, a taxpayer that exchanges property that was held for productive use or
investment for like-kind property may acquire the replacement property on a tax-free basis. Because the
replacement property generally has a low carry-over tax basis, the taxpayer will have taxable gain upon the
sale or exchange of the replacement property. However, under the old law, when the taxpayer converted the
replacement property into the taxpayer’s principal residence, the taxpayer could have sheltered some or all of
this gain from income taxation.

The Act provides that the exclusion for gain on the sale or exchange of a principal residence does not apply if
the principal residence was acquired in a like-kind exchange in which any gain was not recognized within the
prior five years.

The provision is effective for sales or exchanges of principal residences after the date of enactment.
Limit Deduction for Charitable Contributions of Certain Vehicles

In general, a deduction is permitted under current law for charitable contributions, subject to certain
limitations that depend on the type of taxpayer, the property contributed and the donee organization. In the
case of non-cash contributions, the amount of the deduction generally equals the fair market value of the
contributed property on the date of the contribution.

Under the old law a taxpayer who donated a used automobile to a charitable donee generally would deduct
the fair market value (rather than the taxpayer’s basis) of the automobile. A taxpayer generally would be
permitted to use an established used car-pricing guide to determine the fair market value of the automobile.
Similar rules applied to contributions of other types of vehicles and property, such as boats.

Under the new rules, the amount of deduction for chatitable contributions of vehicles (generally including
automobiles, boats, and airplanes for which the claimed value exceeds $500 and excluding inventory property)
depends upon the use of the vehicle by the donee organization. If the donee organization sells the vehicle
without any significant intervening use or material improvement of such vehicle by the organization, the
amount of the deduction will not exceed the gross proceeds received from the sale.

The new rules are for donations after December 31, 2004.
Start-up and Organizational Expenditures

Under the old rules, at the election of the taxpayer, start-up expenditures and organizational expenditures may
have been amortized over a period of not less than 60 months, beginning with the month in which the trade
or business begins.

Treasury regulations required that a taxpayer file an election to amortize start-up expenditures no later than
the due date for the taxable year in which the trade or business begins. The election must describe the trade
or business, indicate the petiod of amortization (not less than 60 months), describe each start-up expenditure
incurred, and indicate the month in which the trade or business began. Similar requirements apply to the
election to amortize organizational expenditures.
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Section 197 required most acquired intangible assets (such as goodwill, trademarks, franchises, and patents)
that are held in connection with the conduct of a trade or business or an activity for the production of
income to be amortized over 15 years beginning with the month in which the intangible was acquired.

The Act modifies the treatment of start-up and organizational expenditures. A taxpayer is now allowed to
elect to deduct up to $5,000 of start-up and $5,000 of organizational expenditures in the taxable year in which
the trade or business begins. However, each $5,000 amount is reduced (but not below zero) by the amount
by which the cumulative cost of start-up or organizational expenditures exceeds $50,000, respectively. Start-
up and organizational expenditures that are not deductible in the year in which the trade or business begins
would be amortized over a 15-year period consistent with the amortization period for section 197 intangibles.

The provision is effective for start-up and organizational expenditures incurred after the date of enactment.
Start-up and organizational expenditures that are incurred on or before the date of enactment would continue
to be eligible to be amortized over a period not to exceed 60 months. However, all start-up and
organizational expenditures related to a particular trade or business, whether incurred before or after the date
of enactment, would be considered in determining whether the cumulative cost of start-up or organizational
expenditures exceeds $50,000.

Deduction Attributable to U.S. Production Activities

For tax years beginning in 2005 and 2006 a new deduction will be allowed for 3% of qualified domestic
production income. For 2007 to 2009, the deduction increases to 6% and for years beginning after 2009, the
deduction increases again to 9%. However, for all years the deduction may not exceed 50% of wages paid.

Qualified domestic production income is generally defined as income of a taxpayet’s domestic production gross
receipts, reduced by: (a) the cost of goods sold allocable to those receipts; (b) other deductions, expenses and
losses that are directly allocable to those receipts (marketing and selling expenses); and (c) a proper share of
other deductions, expenses and losses that are not directly allocable to those receipts (administrative
expenses).

Domestic production gross receipts are the taxpayet’s gross receipts derived from the following activities:

e Any lease, rental, license, sale, exchange or other disposition of gualifying production property that was
manufactured, produced, grown or extracted by the taxpayer in whole or in significant part within the
United States. Qualifying production property is any tangible personal property, any computer
software, and any sound recordings.

e Any lease, rental, license, sale, exchange or other disposition of any qualified film produced by the
taxpayer.

e Any lease, rental, license, sale, exchange or other disposition of electricity, natural gas, or potable
water produced by the taxpayer within the United States.

e Construction performed in the United States, including the erection or substantial renovation of
residential and commercial buildings and infrastructure. It does not include cosmetic changes such
as painting.

¢ Engineering or architectural services performed in the United States for construction in the United
States.

The rules suggest a few clear exclusions. Domestic production gross receipts do NOT include the sale of
food prepared by the taxpayer at a retail establishment; property leased, licensed or rented by the taxpayer for
use by any related person; and the distribution of electricity, natural gas or potable water.
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Congress recognized that questions associated with the new deduction have not been completely addressed in
the law, so it authorized the IRS to issue regulations to address some of the more complex compliance and
implementation issues.

It should be noted however, that because of the 50% wage limitation, sole proprietorships may not be able to
claim the deduction...instead they may wish to consider forming an S Corporation.

Other Provisions

This paper only skims the surface of the new legislation. Other provisions affect farmers, ranchers,
fishermen, rural letter carriers, sports franchises, and others. It changes rules dealing with preferred stock,
leases to tax exempt organizations, controlled groups, straddles, nonqualified deferred compensation plans,
and many more. The details of every change go well beyond the scope of this paper.

If you have any question about the new law or whether you have a particular transaction that concerns you,
please feel free to contact Vincent Ruocco, LLC, CPA at (203) 932-2931 or vtuocco@artcpas.com.
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