CREATING SMALL BUSINESS JOBS ACT OF 2010
When Congress returned from their summer recess for a short session prior to returning to the campaign trail they managed to pass a tax bill that contained a number of provisions, many of which are effective for the 2010 tax year.

Almost all of the tax relief provisions are good only for a short time period, some as short as just a few months. 

Congress, as always, has added a few revenue raisers to pay for the bill.  And they also took this chance to pass certain provisions they have been promising to deal with for the past year on to eliminate compliance quirks in the law, dealing with the penalties on listed and reportable transactions, as well the long overdue 
removal of cellular phones from the category of listed property.

The Joint Committee on Taxation has published an explanation of the bill, the Technical Explanation of the Tax Provisions in Senate Amendment 4594 to H.R. 5297, the "Small Business Jobs Act of 2010," Scheduled for Consideration by the Senate on September 16, 2010, (JCX-47-10) which is available on their website at http://www.jct.gov.
I. SMALL BUSINESS RELIEF

A. 100% EXCLUSION OF GAIN ON SMALL BUSINESS STOCK (Act Section 2011, amending IRC §1202)
Effective date:  Date of enactment
In what is scheduled to be a very short window of opportunity, the bill provides for a complete exclusion of gain on the sale of qualified small business stock acquired after the date of enactment of the bill and prior to January 1, 2011.  
If such stock is held for at least five years and then sold, 100% of the amount of any gain on the sale or exchange of such stock will be excludable from income.

Such a sale will also not be subject to the AMT provision at §57(a) that required adding back a portion of such gain.
B. 5 YEAR GENERAL BUSINESS CARRYBACK FOR SMALL BUSINESSES FOR 2010 (Act Section 2012, Amending IRC §39)
Effective date:  Credits determined for taxable years beginning after December 31, 2009.

Eligible small businesses will be able to carryback general business credits for 5 rather than just 1 year [IRC §39(a)(4)].  Among other credits, such credits include the work opportunity credit, low-income housing credit, research credit and small employer pension plan startup cost credit.  [IRC §38(b)]

For purposes of this provision, an eligible small business is a nonpublicly traded corporation, partnership or sole proprietorship if the average annual gross receipts for the prior 3-taxable-year period does not exceed $50,000,0000.  For purposes of apply that test, the aggregation rules of §48(c)(2) will apply, as well the special rules found in §48(c)(3). [IRC §38(c)(5)(C)]
If the credit passes through from a partnership or S corporation to an equity holder, they will not be treated as eligible small business credits by the shareholder or partner unless that owner itself meets the above gross income tests. [IRC §38(c)(5)(D)]

This rule applies only to the first taxable year of the taxpayer beginning in 2010.
C. SMALL BUSINESS GENERAL BUSINESS CREDITS NOT SUBJECT TO ALTERNATIVE MINIMUM TAX (Act Section 2013, Amending IRC §38)

Effective date:  Credits determined in taxable years beginning after December 31, 2009, and to carrybacks of such credits.
The small business credits noted above will not be subject to the alternative minimum tax.

This rule applies only to the first taxable year of the taxpayer beginning in 2010.
D. BUILT IN GAINS PERIOD FOR S CORPORATIONS REDUCED TO 5 YEARS FOR 2011 ONLY (Act Section 2014, Amending IRC §1374)
Effective date:  Taxable years beginning after December 31, 2010

No tax will be imposed on an S corporation for the net recognized built-in gains of an S corporation for a taxable year beginning in 2011 if the fifth year of the recognition period preceded the tax year in question.  This is a reduction of the period from the standard ten year period, and also a reduction from the special seven year period applicable to years beginning in 2009 and 2010.
E. §179 PROVISIONS LIBERALIZED FOR TAX YEARS BEGINNING IN 2010 OR 2011

Congress has once again increased the amount of purchases eligible for expensing under §179 and the level of purchases for a tax year at which the credit begins to phase out.  Congress also expanded the list of assets which will qualify for this treatment.  As was true before, all of these changes are temporary.
1. INCREASE IN EXPENSING LIMIT TO $500,000, PHASE OUT TO BEGIN AT $2,000,000 (Act Section 2021(a), Amending IRC §179)
Effective date:  Property placed in service after December 31, 2009, in taxable years beginning after that date.

For assets placed in service in tax years beginning in 2010 and 2011 the maximum amount of asset for which a §179 expensing election can be made is raised to $500,000. As well, the level at which the ability to claim the deduction begins to be phased out is raised to $2,000,000. [IRC §179(b)]

Under this bill, the expensing level will drop to $25,000 for taxable years beginning after 2011, and the phase-out will again begin at $200,000.
2. EXPANSION TO INCLUDE CERTAIN REAL PROPERTY (Act Section 2021(b), Amending IRC §179)
Effective date:  Property placed in service after December 31, 2009, in taxable years beginning after that date.

Section 179 property is expanded to include certain qualified real property that previously qualified for accelerated depreciation.  The maximum amount of such property that can be expensed under §179 is separately capped at $250,000.
Qualifying property will include:

· Qualified leasehold improvement property as defined at §168(e)(6)

· Qualified restaurant property as defined at §168(e)(7)

· Qualified retail improvement property as defined at §168(e)(8)

In addition such property must:

· Be of a character subject to an allowance for depreciation;

· Be acquired by purchase for use in the active conduct of a trade or business; and

· Not be air conditioning units, heating units or property described in §50(b) (property used outside the United States, used for lodging, or used by certain tax-exempt organizations, governmental units, foreign persons, or foreign entities)

Any §179 expensing unused at the end of 2011 arising from these items cannot be carried over to a year beginning after that date.  Generally unused §179 carried over will be allocated by taking the ratio of the amount of property subject to this rule divided by the total amount for which §179 expensing is claimed for the year from which the carryover arose.

Any carryover disallowed which arises from a year other than the taxpayer’s last tax year beginning in 2011 shall be treated as if placed in service on the first day of the taxpayer’s last year beginning  in 2011.  For those arising in that final year beginning in 2011, the election will be ignored for that asset, and it will be treated as placed in service on the actual day it was placed in service.
As well, the taxpayer may elect to exclude qualified real property from the definition of §179 property.  A taxpayer would likely wish to do that in order to avoid triggering the limits on the use of §179 by entities that have acquisitions of §179 property in excess of the (temporarily) $2,000,000 cap.

3. Extension of §179 Provisions Expiring in 2011 (Act Section 2021(c) and (d), Amending IRC §179)

Effective date:  Taxable years beginning after December 31, 2010.
The provisions allowing a taxpayer to revoke an election under Section 179 and to treat computer software as eligible for Section 179 treatment are extended for one year.  Previously they had been scheduled to be removed from the law on January 1, 2011—now they are in the law until January 1, 2012. 
F. BONUS DEPRECIATION PROVISIONS
Earlier in the year Congress had addressed extending the expanded §179 expensing through 2010, but left the bonus depreciation unchanged.  Now Congress has decided to extend that bonus depreciation provision as well. 
1. EXTENSION OF BONUS DEPRECIATION THROUGH THE END OF 2010 (Act Section 2022, Amending IRC §168(k))
Effective date: property placed in service after December 31, 2009, in taxable years ending after such date.
Congress has moved the expiration date for the provisions related to bonus depreciation under §168(k) forward one additional year, generally application to assets placed in service prior to January 1, 2011.  

2. SPECIAL RULES FOR PERCENTAGE OF COMPLETION (Act Section 2023, Amending IRC §460)
Effective date:  property placed in service after December 31, 2009.
For purposes of the percentage of completion computations, the cost recovery of certain property is taken into account as if the depreciation was computed without the use of bonus depreciation.  
Property covered by this provision has a MACRS recovery period of 7 years or less.

This is actually a taxpayer friendly provision, since recognition of costs under percentage of completion causes additional revenue to be recognized—in this case, the taxpayers will get the full deduction but will not need to accelerate revenues on uncompleted contracts into the current year. 
Note that since this provision is limited to property placed in service after December 31, 2009, it does not affect the treatment of property that was subject to bonus depreciation in prior years.
G. INCREASE IN AMOUNT ALLOWED AS IMMEDIATE DEDUCTION FOR START UP EXPENDITURES (Act Section 2031, Amending IRC §195)
Effective date:  amounts paid or incurred in taxable years beginning after December 31, 2009.
For taxable years beginning in 2010, the limits on deductions for start-up expenses are modified.  Under prior law a taxpayer could expense up to $5,000 in the year in which a trade or business began operation, with the remainder amortized over 15 years.  If a taxpayer incurred more than $50,000 in start-up expenses, the amount that could be expensed was reduced by one dollar for each dollar in excess of $50,000.

For 2010 the amount of expense is increased by $5,000 to $10,000 and the phase-out now begins at $60,000.

Note that the other provisions that have a similar treatment (corporate and partnership organization costs) do not receive a similar “bump” in amount for 2010.
H. RELIEF ON THE MAXIMUM AMOUNT OF PENALTIES FOR FAILING TO DISCLOSE REPORTABLE AND LISTED TRANSACTIONS (Act Section 2041, Amending IRC §6707A)
Effective date:  penalties assessed after December 31, 2006.
In 2004 Congress decided to “crack down” on taxpayers that did not disclose reportable or listed transactions.  Last year, responding to complaints about penalties that were far greater than the tax benefits claimed by small taxpayers, leaders of the Congressional taxwriting committees from both parties promised to take action to revise the penalties.  Though it has taken a while, Congress has now revised the penalties.

Previously a taxpayer that failed to properly disclose a reportable transaction had a penalty of $50,000 ($10,000 for a natural person) and if the failure involved a listed transaction the penalty was $200,000 ($100,000 for a natural person).  The penalty applied solely based on the failure to file the disclosure Form 8886 when required—the IRS did not have to ultimately succeed in showing there was a tax deficiency, nor did the amount of the deficiency matter.

Congress has now modified the penalty, turning the old amounts into the maximum penalty that may apply under §6707A.  The penalty will generally be 75% of the amount of decrease in tax shown on the return (or which would have resulted if the transaction had been respected for federal tax purposes).  However, the penalty can be no less than $10,000 ($5,000 for a natural person).

The Joint Committee’s explanation contains the following two examples of the application of this provision:

Example 1: Two individuals participate in a listed transaction through a partnership formed for that purpose. Both partners, as well as the partnership, are required to disclose the transaction. All fail to do so. The failure by the partnership to disclose its participation in a listed or otherwise reportable transaction is subject to the minimum penalty of $10,000, because income tax liability is not incurred at the partnership level nor reported on a partnership return. The partners in such partnership who also failed to comply with the reporting requirements of section 6011 are each subject to a penalty based on the reduction in tax reported on their respective returns.
Example 2:  A corporation participates in a single listed transaction over the course of three taxable years. The decrease in tax shown on the corporate returns is $1 million in the first year, $100,000 in the second year, and $10,000 in the third year. If the corporation fails to disclose the listed transaction in all three years, the corporation is subject to three separate penalties: a penalty of $200,000 in the first year (as a result of the cap on penalties), a $75,000 penalty in the second year (computed under the general rule) and a $10,000 penalty in the third year (as a result of the minimum penalty) for total penalties of $285,000.

I. SELF-EMPLOYED HEALTH INSURANCE HEALTH INSURANCE DEDUCTION ALLOWED IN COMPUTING NET INCOME FROM SELF-EMPLOYMENT FOR 2010 (Act Section 2042, Amending §162)
Effective date:  taxable years beginning after December 31, 2009.
For a taxpayer’s first tax year beginning in 2010, a self-employed taxpayer will be allowed to deduct the amount allowed as the self-employed health insurance deduction from self-employment income in computing the self-employment tax.  Previously no deduction was allowed for self-employed health insurance in computing self-employment income.

The Joint Committee’s explanation notes that it is intended that earned income for purposes of §401(c)(2) will be computed without regard to the deduction for health insurance, so that the limitation applicable to health insurance (which cannot be in excess of the income from the activity) will be computed without regard to the insurance itself.
J. CELLULAR PHONES NO LONGER TREATED AS LISTED PROPERTY (Act Section 2043, Amending IRC §280F)
Effective date:  taxable years beginning after December 31, 2009.
Congress has finally updated the tax law to reflect the fact that cellular phones are no longer a luxury item provided as a perk only to highly paid executives, but rather an essentially tool used in business.  Cellular phones are removed from the category of listed property for which detailed recordkeeping is required of personal and business use in order for a deduction to be claimed, as well as item subject to the special depreciation rules applicable to listed property.  
Such rules mandated that no deduction would be allowed for depreciation, expensing or lease payments for a cellular phone used by an employee unless it could be demonstrated that the use of the phone was for the convenience of the employer and required as a condition of employment.
Rather now such phones will treated like other business equipment for purposes of allowing a deduction for the item.
II. RETIREMENT PROVISIONS

A. §457 GOVERNMENTAL PLAN PARTICIPANTS ALLOWED TO TREAT ELECTIVE DEFERRALS AS ROTH CONTRIBUTIONS, (Act Section 2111, Amending IRC §402A)
Effective date:  taxable years beginning after December 31, 2010.
IRC §457(b) plans sponsored by state and local governments will be allowed to include Roth accounts.  Currently such Roth accounts are only available in §401(k) and §403(b) plans and are to be available in the Federal Thrift Savings Plan in 2011.  This provision will such plans into parity with the other plans in this area.

Note that the law only allows the plan to offer such account, but does not require the plan to offer this option.
B. ROLLOVERS OF PRE-TAX AMOUNTS FROM ELECTIVE DEFERRAL PLANS TO DESIGNATED ROTH ACCOUNTS (Act Section 2112, Amending IRC §402A)
Effective date:  distributions after the date of the enactment of the Act.
Under the new provisions a participant who is eligible to receive a rollover distribution of a non-Roth amount from a §401(k), §403(b) or governmental §457(b) retirement plan can elect to directly roll that amount to the plan’s designated Roth account.  A plan cannot restrict the use of designated Roth accounts in the plan to receive these rollovers only—that is, this cannot be the only reason a designated Roth feature is added to the plan.
The participant must be otherwise eligible to receive a distribution of his regular retirement balance in order to accomplish this rollover.  However the Joint Committee Explanation of this provision notes that a plan may be amended to increase the distribution options to allow for in-service distributions or distributions prior to retirement age, and such amendments could restrict eligibility for such a distribution upon an employee’s election to have the funds rolled over to the plan’s designated Roth program.

If the rollover is made in 2010, the taxpayer can elect to pay the tax due in 2011 and 2012, including half of the taxable amount in the return for each year.
C. SPECIAL RULES FOR TAXATION FOR A PARTIAL ANNUITIZATION (Act Section 2123, Amending IRC §72)
Effective date:  amounts received in taxable years beginning after December 31, 2010.
Taxpayers will be able to receive a portion of the nonqualified annuity contract in a stream of annuity payments, with the remainder accumulating on a tax free basis.  The amount must be received over a period of 10 or more years or during one or more lives under any portion of the annuity.

The portion annuitized will be treated as a separate contract under the annuity rules, and the investment in the contract will allocated pro-rata between the portion of the contract selected for annuitization and that held back.  Each portion of annuity treated under these rules will be given a separate annuity starting date.

The Joint Committee’s explanation notes that this change does not impact amounts received from qualified plans under §§401(a), 403(a), 403(b) or IRAs.
III. REVENUE RAISING PROVISIONS

A. LANDLORDS REQUIRED TO FILE FORM 1099S FOR BUSINESS RELATED PAYMENTS (Act Section 2101, Amending IRC §6041)
Effective date:  payments made after December 31, 2010.
Individuals renting property will be treated as in a trade or business, and required to file Forms 1099 for payments made to service providers in excess of $600.

Exemptions from this requirement will be provided to:

· Active members of the uniformed services and the intelligence community;

· Individuals renting their principal residence on a temporary basis; 

· Individuals receiving rents of less than a “minimal amount” as defined by regulations to be issued by the IRS; and

· Individuals for whom the reporting would be a hardship, as determined under regulations to be issued by the IRS.
B. PENALTIES INCREASED FOR FAILING TO PROPERLY FILE FORMS 1099S WHEN REQUIRED (Act Section 2102, Amending IRC §§6721 & 6722)
Effective date:  information returns required to be filed on or after January 1, 2011.

The penalty for failure to file an information return is increased.  The first tier penalty (failure corrected within 30 days) rises from $15 to $30 and the calendar year maximum is raised from $75,000 to $250,000.  The second tier penalty (failure corrected by August 1 of the year the filing is due) rises from $30 to $60 and the maximum penalty increases from $150,000 to $500,000.  The third tier penalty (error not corrected by August 1) rises to $100 from $50, and the maximum penalty increases from $250,000 to $1.5 million.

For small filers, the calendar year maximum is raised from $25,000 to $75,000 for the first tier penalty, $50,000 to $200,000 for the second tier penalty and from $100,000 to $500,000 for the third tier penalty.

The minimum penalty for intentional disregard is raised from $100 to $250. The penalty amounts will be increased every five years for inflation.

Similar increases are made to penalties for failure to file information returns to payees.
C. CRUDE TAIL OIL INELIGIBLE FOR CELLULOSIC BIOFUEL PRODUCER CREDIT (Act Section 2121, Amending IRC §40)
Effective date:  fuels sold or used on or after January 1, 2010.
Congress revised the definition of fuels that qualify for the cellulosic biofuel credit to exclude processed fuels that are highly corrosive.   Specifically excluded are fuels with an acid number greater than 25.

For those of us not conversant in what an “acid number” is, the Joint Committee explanation offers the following description:

The acid number is the amount of base required to neutralize the acid in the sample. The acid number is reported as weight of the base (typically potassium hydroxide) per weight of sample, or milligram ("mg") potassium hydroxide per gram. The normal acid number for crude tall oil is between 100 and 175. As a comparison, ASTM D6751 for biodiesel specifies that the acid number be less than 0.5mg potassium hydroxide. ASTM D4806 for ethanol does not have acid value but instead limits "acidity" to 0.007 mg of acetic acid per liter, which is significantly below an acid number of 25.

D. SOURCE FOR INCOME FROM GUARANTEES OF DEBT 

Effective date:  guarantees issued after the date of the enactment of this Act.

Congress decided it didn’t like the result the Tax Court arrived at in the case of Container Corporation v. Commissioner, 134 TC No. 5, so the decision is being legislatively overturned.  In Container Corporation the Tax Court decided that guarantees should be sourced as if they were services rather than interest.
Under the new law, payments made on guarantees will be sourced like interest, meaning that if a U.S. makes a payment for a guarantee to a foreign person it would be subject to withholding.   The provision would also expand to cover indirect payments of such guarantee fees.
The Joint Committee explanation outlines the following case to illustrate the effect of this provision:

For example, the provision would treat as income from U.S. sources a guarantee fee paid by a foreign bank to a foreign corporation for the foreign corporation's guarantee of indebtedness owed to the bank by the foreign corporation's domestic subsidiary, where the cost of the guarantee fee is passed on to the domestic subsidiary through, for example, additional interest charged on the indebtedness.
The explanation also notes that although the provision was added specifically to overturn the result in Container Corporation no inference is meant to be drawn regarding the proper treatment of payments under guarantees issued prior to the effective date of this new provision.
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