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Agenda

Basis — it all starts with Basis

What is 81250 property, § 1245 property and
§1231 property?

Is the transaction of the sale capital in nature or
ordinary income?

What parts of the Form 4797 Sale of Business
Assets need to be filled out?

Depreciation Recapture Issues

2

Center for Agricultural Law & Taxation

Selling an Asset

§ 1001 dictates to simply take the difference between the
amount realized and the tax basis to determine gain or
loss

But, determining the character of the resulting gain or
loss — that is what is confusing — Congress has made it a
complex process

Do we have an ordinarily gain or a capital gain —
Important as that determines how the sale is taxed
Therefore we must analyze the property that is being
sold
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Form 4797

« The instructions should be reviewed and will be
helpful in what parts to be filled out and how to
determine gain, loss and character
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Form 4797 - Purpose of Form

« The sale or exchange of:
- 1. Real property used in a trade or business
- 2. Depreciable and amortizable tangible property used
in a trade or business
« Disposition of depreciable property not used in trade or
business
« §126 property
« The involuntary conversion (from other than
casualty or theft) of property used in a trade or
business and capital assets held for more than 1
year in connection with a trade or business or a
transaction entered into for profit 5
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Form 4797 - Purpose of Form

« The disposition of noncapital assets (other than
inventory or property held primarily for sale to
customers in the ordinary course of a trade or
business)

- The disposition of capital assets not reported on
Schedule D

« The gain or loss (including any related recapture) for
partners and S corporation shareholders from
certain § 179 property dispositions by partnerships
(other than electing large partnerships) and S
corporations
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Form 4797 - Purpose of Form

« The computation of recapture amounts under §§ 179
and 280F(b)(2) when the business use of § 179 or
listed property decreases to 50% or less

- Gains or losses treated as ordinary gains or losses, if
the taxpayer is a trader in mark-to-market election
under § 475(f)
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Other Forms May Be Required Upon
the Sale

» Form 4684, Casualties and Thetfts, to report
involuntary conversions from casualties and thefts

« Form 6252, Installment Sale Income, to report the
sale of property under the installment method

« Form 8824, Like-Kind Exchanges, to report
exchanges of qualifying business or investment
property for property of a like kind

- For exchanges of property used in a trade or
business (and other noncapital assets), enter the
gain or (loss) from Form 8824, if any, on Form
4797
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Form 4797 - Purpose of Form

- If the taxpayer sold property on which they claimed
investment credit, review Form 4255, Recapture of
Investment Credit — the taxpayer may have to
recapture some or all of the credit

« Form 8949, Sales and Other Dispositions of Capital
Assets, to report the sale or exchange of capital
assets not reported on another form or schedule

+ Gains from involuntary conversions (other than
casualty or theft) of capital assets not used in a
trade or business

+ Nonbusiness bad debts
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HOW TO USE FORM 4797 AND SCHEDULE D (FORM 1040}
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It All Begins with Basis

Basis

« Cost basis

« Adjusted basis

- Basis other than cost
- Gift
« Inherited property

- Property changes to business or personal
use

Center for Agricultural Law & Taxation




Basis

« We will not cover the basis of:
- Property received for services
- Taxable exchanges
- Nontaxable exchanges
- Property transferred from a spouse

13
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Cost Basis

- The basis of property is usually its cost
- The cost is the amount paid in cash, debt obligations, other property,
or services
« The cost also includes amounts paid for the following items:
- Sales tax
« Freight
« Installation and testing
- Excise taxes
- Legal and accounting fees (when they must be capitalized).
Revenue stamps
Recording fees
- Real estate taxes (if assumed for the seller)
Certain other costs related to buying or producing property 14
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Adjusted Basis

- Before figuring gain or loss on a sale, exchange, or other
disposition of property or figuring allowable depreciation,
depletion, or amortization, certain adjustments generally
must be made to the basis of the property

« The result of these adjustments to the basis is the
adjusted basis

« Increase the basis of any property by all items properly
added to a capital account - include the cost of any
improvements having a useful life of more than 1 year
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Decreases in Basis Can Take Many
Forms

« §179 deduction
« Nontaxable corporate distributions

« Deductions previously allowed (or allowable) for
amortization, depreciation, and depletion

- Exclusion of subsidies for energy conservation measures
« Certain vehicle credits

« Residential energy credits

- Postponed gain from sale of home

- Investment credit (part or all) taken

« Bonus depreciation

16
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Decreases in Basis Can Take Many
Forms

« Casualty and theft losses and insurance
reimbursement

« Certain canceled debt excluded from income

- Rebates treated as adjustments to the sales price
- Easements

« Gas-guzzler tax

« Adoption tax benefits

« Credit for employer-provided child care
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Basis of a Gift

- To figure out the basis of property received as a
gift, the taxpayer must know three amounts:

- The adjusted cost basis to the donor just
before the donor made the gift to the
taxpayer

« The fair market value (FMV) at the time the
donor made the gift

« The amount of any gift tax paid on Form 709,
United States Gift (and Generation-Skipping
Transfer) Tax Return
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Basis of a Gift

- If the FMV of the property at the time of the gift is
less than the donor's adjusted basis, the adjusted
basis depends on whether the taxpayer has a gain
or loss when the taxpayer disposes of the property

- The basis for figuring a gain is the same as the
donor's adjusted basis, plus or minus any
required adjustments to basis while the taxpayer
held the property

The basis for figuring a loss is the FMV of the

property when the gift was received, plus or

minus any required adjustments to basis while

the taxpayer held the property "
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Note

- If you use the donor's adjusted basis for figuring
a gain and get a loss, and then use the FMV for
figuring a loss and get a gain, the taxpayer has
neither a gain nor loss on the sale or disposition
of the property

- If the FMV is equal to or greater than the
donor's adjusted basis, your basis is the donor's
adjusted basis at the time the taxpayer received
the qift
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Inherited Property

« The basis of property inherited from a decedent is
generally one of the following

- The FMV of the property at the date of the
individual's death

« The FMV on the alternate valuation date if the
personal representative for the estate chooses
to use alternate valuation
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Property Changes to Business or
Personal Use

- If the taxpayer holds property for personal use
and then changes it to business use the
taxpayer must figure the basis for depreciation

« The basis for depreciation is the lesser of the
following amounts:

- The FMV of the property on the date of the
change, or
- The adjusted basis on the date of the change
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Types of Property : A Confusing Issue

It is All About Character

- Determining the character of the resulting gain
or loss, that's a much more difficult task

« Does the sale of property result in ordinary
income or capital gain?
« That is where confusion reigns
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What is § 1231 Property?

+ §1231 property is an umbrella term for § 1245
property and § 1250 property, both of which are
subdivisions of § 1231 property

- § 1231 defines the tax treatment that the gains and
losses of property fitting the definitions of §§ 1245
and 1250 property

« Think of § 1245 property and §1250 property as
property that is “recharacterized”

« As the property is characterized the sections dictate
whether gain is taxed at ordinary income rates,
capital gain rates, or some other rate

25
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81231 Property

- Best of the Best for Sale of Business Assets

+ Net Losses are fully deductible as ordinary
losses

- Capital Gain Treatment when sold at a Gain

Center for Agricultural Law & Taxation

Benefits of Section 1231 Assets

« To determine the treatment of § 1231 gains and losses,
the taxpayer must combine all of § 1231 gains and
losses for the year

- If the taxpayer has a net §1231 loss, it's an ordinary loss

« The loss could give rise to a net operating loss that
can be carried back or forward

- If the taxpayer has a net gain, it's considered ordinary
income up to the amount of the non-recaptured § 1231
losses from previous years

- The remainder is long-term capital gain that can offset
other capital losses from sales of non-§ 1231 property
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Keep it Simple

« The asset will typically be §1231 asset and
either § 1245 or § 1250

- §1231 is a changeable fellow

28
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Casualty and Theft Losses

« Gains and losses from involuntary conversions
must be grouped separately, if a gain occurs it is
added to other § 1231 gains

« Net losses are treated as ordinary loss and not
grouped together
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Keep it Simple

- §1231 gains are capital
- §1231 losses ordinary
« Looks simple

- Butin order to determine if the taxpayer has a
net § 1231 gain or loss, first they must identify
the "Section 1231 assets"

30
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§ 1231 Assets

- All depreciable assets that have been held for
longer than one year are considered §1231
assets

- All real property -- whether depreciable or not --
that has been held by the business for longer
than one year is considered § 1231 property

31
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8§ 1231 Assets

» Focus on the depreciable/amortizable assets --
machinery, furniture, autos, building, acquired
goodwill) and the real estate (land)

« A §1231 asset, does not cease to be a §1231
asset because §§ 1245 or 1250 apply

« These two provisions take a portion of the gain
attributable to § 1231 assets and recharacterize
them as ordinary income or capital gain
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§ 1231 Property

Property Property

33
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What Are § 1231 Assets

- Sale or exchange or real or depreciable business
property

- Involuntary conversion of business property

- Involuntary conversion of certain capital assets

« Certain farming transactions involving crops and
livestock

« Transactions involving timber, iron, ore and coal,
must be long-term property

34
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§ 1231 Assets — More Specific

. §1231 property is real or depreciable business property held for over
ayear

- §1231 property includes:

Buildings

Machinery

« Land

Timber and other natural resources — coal/ore

Unharvested crops

Cattle

Livestock and

Leaseholds that are at least a year old, but

Does not include poultry, trademarks, or inventory
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Bottom Line on Taxation

- If gains on property fitting § 1231's definition are
more than the adjusted basis and amount of
depreciation, the income is counted as capital gains,
and is taxed at a lower rate than ordinary income

« When losses are recorded on § 1231 property,
however, that loss is classified as an ordinary loss
and is 100% deductible against income

36
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Polling Question
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Sales of Business Assets

- Beware of 1231 Trap

Center for Agricultural Law & Taxation

Sales of Business Assets

« If 1231 losses have been deducted in prior
years, than capital gain treatment in current
year is limited and you could have ordinary
income.

« Capital Gain goes to Schedule D

- Ordinary Income to Part Il of Form 4797

- Need Last Five (5) Years of Tax Returns
- Software should track if existing client

Center for Agricultural Law & Taxation
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Sales of Business Assets

- EXAMPLE : Kristy sells a 1231 asset in 2016 which results in
1231 gain of $20,000. However, Kristy had 1231 (losses) and
gains from preceding 5 years of :

2011 ($5,000.00)
2012 $3,000.00
2013 ($1,000.00)
2014 ($3,000.00)
2015 $1,000.00
Net 1231 ($5,000.00)
2016 Capital Gain to Schedule D $15,000.00

2016 Ordinary Income to Part 11 4797  $ 5,000.00

Center for Agricultural Law & Taxation

81245, 81250, & 81231 Chart

Property Type

Personal Property
Personal Property
Personal Property
Real Property

Real Property

Real Property

Land

Sold @ Gain / Loss Long Term Code
Section That Applies

Loss §1231

Gain > than Depreciation Taken §1245 & §1231

Gain < than Depreciation Taken 81245

Loss §1231

Gain > than Depreciation Taken §1250 (unrecaptured)

& 81231

Gain < than Depreciation Taken §1250 (unrecaptured)
Gain or Loss §1231

Center for Agricultural Law & Taxation
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§ 1245 Property
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Identify the § 1245 Assets

« The first step is to identify § 1245 assets
« §1245 assets are § 1231 assets that are
depreciable personal property

- Amortizable § 197 intangibles are also treated
as § 1231 assets because they are treated as
depreciable assets

43
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§ 1245 Property

« A common misconception that §1245 property consists
only of personal property is simply not correct

« §1245 property does include all types of personal
property, but can also include certain types of real
property

« The key is § 1245 property, must be depreciable or
amortizable

« It can be personal or real, tangible or intangible

- § 1245 property must be identified properly as part or
all of the gain on the property’s disposal will be treated

as ordinary income due to depreciation recapture
44
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§ 1245 Property

« §1245 property cannot include buildings or
structural components unless the structure is
designed specifically to handle the stresses and
demands of a specific use and

» The building cannot be used for any other use, in
which case it can be considered closely related to
the property it houses — think single purpose

« A building, while depreciable, is not "personal
property,” it is "real property,” thus, it is not a § 1245
asset unless it meets the above requirements

45
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8§ 1245 Property

« The other depreciable properties (machinery,
auto, furniture) are personal property, and as a
result, are § 1245 property

- Similarly, the acquired goodwill, a § 197
intangible, is treated as a §1245 property even
though it is not "tangible," by virtue of its
inclusion as a depreciable asset by §197(f)(7)

46
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Common Sense

« §1245 assets were depreciated or amortized and the
taxpayer took an ordinary deduction for either the
depreciation or amortization expense

« Ordinary deductions are worth far more than capital
losses, because ordinary deductions offset ordinary
income

« Capital losses only offset capital gains

« Since the taxpayer benefited from ordinary depreciation
and amortization deductions, if the taxpayer sells the
asset and generates a gain, some portion of that gain
should be treated as ordinary income
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Analyze the Sale

« § 1245 requires the taxpayer to review the sale
of any § 1231/8 1245 asset and recharacterize
a portion of the resulting gain as ordinary
income before the gain is lumped into the 81231
netting mentioned earlier

48
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The Calculation

- Upon the sale, the taxpayer must take the lesser of:
- The taxpayer's original cost for the asset -
disregarding any adjustments for depreciation,
§ 179 or bonus or
« The sales price
« Then, subtract from the lesser of these two
numbers the adjusted tax basis (after
depreciation) of the property
- If this calculation produces a gain, the amount of
that gain is recharacterized as ordinary income

49
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The Calculation

« Then we must determine how much gain must be
recharacterized as ordinary income

- Each determination cannot be made on a aggregate
basis; each § 1245 asset must be addressed
separately

« There is one exception to this rule
- If the taxpayer disposes of more than one § 197
intangible, the taxpayer can aggregate all of the
§ 197 intangibles sold in the transaction

50
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Examples
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Storage Facility

« A§1245 "storage facility” differs from a non-§ 1245
building in that the non - § 1245 may contain a work area
in addition to its storage function and may reasonably be
adapted to other uses

« Qualifying § 1245 structures cannot contain work areas
except as necessary to care for the livestock, plants or
their produce or to maintain the structure and equipment

« For example, having a cash register inside a greenhouse
for handling sales to the public would disqualify the
greenhouse as a § 1245 single purpose structure

52
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Integral Part

« To be considered an "integral part" of an
activity, the property must be used directly in the
activity and be an essential part of the activity

« A parking lot for a trucking business would
qualify as § 1245 property because it is an
integral part of the business, the lot is needed to
park trucks when not in use

- But, a parking lot for a company employee is not
§ 1245 property as it is not an essential part of
the activity of the business

53

Center for Agricultural Law & Taxation

§ 1245 Real Property

- Tangible real property (except for buildings and
their structural components) used as:

+ A single-purpose agricultural or horticultural
structure

« A storage facility (not including a building or
its structural components) used in connection
with the distribution of petroleum or any
primary product of petroleum

- Arailroad grading or tunnel bore ( § 168(e)(4)

54
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More Examples

+ Qualified long term property includes:

« Personal property
Certain tangible real property, such as a patent or
license, that is subject to amortization
Commercial property depreciated under ACRS
Furniture and equipment, that is subject to depreciation
Qualified timber property (a lot located in the U.S.
containing trees in significant quantities and which is
intended for planting, cultivating, caring for and cutting
of trees for sale or use in the commercial production of
timber products) § 194(c)(1)

55
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Examples

« This does not include buildings that are included as
storage for equipment, but would include a facility
that stored temporarily goods before they were
packaged and moved

« Single purpose structures built for the sole purpose
of agricultural or horticultural use - this does not
include a barn but would include silos or grain
storage bins

- Facilities used to store and distribute petroleum or
primary products of petroleum with the exception of
buildings and those buildings structural components,

Center for Agricultural Law & Taxation

What About Farming Activities?

« The IRS treats farming as a production activity
and includes the following as § 1245 real
property:

« Fencing for the confinement of livestock

- Drain tiles for irrigating cultivated fields or to
improve drainage of a pasture

« Wells for providing water for livestock and
poultry and

« Fruit trees held for the production of income

57
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What About Farming Activities?

« A structure that is used for a special purpose is not
considered a building and may qualify as § 1245 real
property

- To qualify, the structure has to essentially be a piece
of machinery or equipment, or an enclosure that is so
closely joined with the machinery or equipment that it
houses, it must be replaced or retired at the same
time as the machinery or equipment

« The structure is depreciated over the same recovery
period as the machinery or equipment

« Examples of special purpose structures are: blast
furnace, brick kiln and silo

58
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Tax Treatment on § 1245 Property
Gains

- If the sale of § 1245 property is less than the
depreciation or amortization on the property, or

- If the gains on the disposition of the property is
less than the original cost

« The gains are recorded as ordinary income and
are taxed as such
- If the gain on the disposition of the § 1245

property is greater than that original cost then
those gains are taxed as capital gains

59
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Tax Treatment on § 1245 Property
Gains

- § 1245 requires taxpayers to recapture gain to
the extent of depreciation claimed or the gain on
the sale of the property, whichever is less

60
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Tax Treatment on § 1245 Property
Gains

- If the § 1245 property was acquired through a like-
kind exchange

- The amounts claimed on the property used in
the exchange is included in the depreciation or
amortization amount

61
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Real World Example of §1245

Property

« An asset was purchased in 2011 for $30,000 for
use in a business

« The depreciation claimed was $ 22,000

- Adjusted basis is $8,000

» The taxpayer sold the asset for $20,000

+ The character of the $12,000 gain is ordinary
income

62
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Real World Example of §1245
Property — One more example

- If the asset had sold for $42,000

« The § 1245 gain is ($30,000 — $22,000 =$8,000 -
$42,000 sale price) $ 34,000

+ $22,000 of the gain (the depreciation that is
recaptured) would be ordinary income

» The balance of $12,000 would be a §1231 gain and
treated as capital gain

63
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§ 1245 Property Example

« The taxpayer files their returns on a calendar year
basis

- In February 2014, the taxpayer bought and placed
in service for 100% use in the business a light duty
truck (Syear property) that cost $10,000

« The taxpayer used the half-year convention and
the MACRS deductions for the truck were:

$2,000 in 2014 and
$3,200 in 2015

.

.

64
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§ 1245 Property Example

« No § 179 deduction was taken
« The truck is sold in May 2016 for $7,000

« The MACRS deduction in 2016, the year of sale,
is $960 (1/2 of $1,920)

- Figure the gain treated as ordinary income as
follows

65
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§ 1245 Property Example

Amount Realized $7,000

Cost $10,000

Depreciation Allowed $6,160 ($2,000+$3,200+$960)
Adjusted Basis $3,840 ( Amt Realized — Adj. Basis)
Gain Realized $3,160

Gain treated as Ordinary Income $3,160

66
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§ 1250 Property
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§ 1250 Property

- § 1245 property, excludes real property, even if it is
depreciable

- This is because real property is covered by § 1250

« § 1250 works almost EXACTLY like §1245, and
81250 RARELY applies

- Both section’s requires recharacterization of prior
depreciation as ordinary income, but -- § 1250 only
requires recapture of prior depreciation in excess of
what straight-line depreciation would have been

68
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§ 1250 Property

» With the Tax Reform of 1986, real property is
depreciated under the MACRS rules

- Real property is generally depreciated straight line
over 27.5 or 39 years, depending on whether the
property is residential or nonresidential

- Most real property is depreciated straight line, and
it would follow that when an asset is sold, none of
the depreciation taken was in excess of straight
line, and thus no ordinary income recapture would
result — sounds simple right?

69
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§ 1250 Property

- Any depreciable real property held for long term
and is not classified as § 1245 property
- 8§ 1250 property does not include real property
other than a building and it structural
components
« When used as an integral part of:
« Manufacturing, production or extraction
« Furnishing transportation, communication,
electricity, gas, water or sewage disposal
units

70
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§ 1250 Depreciation Recapture

« Generally only § 1250 property using depreciation
under ACRS is subject to recapture

« Any recapture amount is limited to the excess
depreciation over straight line

« Under MACRS there is no recapture as it uses
the straight line method

- But as with any tax provision there are some
exceptions

7

Center for Agricultural Law & Taxation

Exception

« The amount of basis reduction due to discharge of
indebtedness is treated as depreciation taken on the
property

« The lesser of the gain on the sale or the debt that was
discharged is treated as § 1245 property subject to
recapture

- It makes no difference as to whether the property is
considered § 1245 property at the time of the discharge
or sale

+ §1245 rules the lesser of the gain on the sale or the
amount of debt that was discharged is taxed as ordinary
income 7
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Examples

« § 1250 property - depreciable real property,
including leaseholds if they are subject to
depreciation

« The most common examples of 81250 property
are:

« Buildings

« Deck, shingles, vapor barrier, skylights,
trusses, girders, and gutters

« The cost of construction of the building and
depreciated over the life of the building

73
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But there is an Additional Step that Must
be Performed when a Sale Occurs

« The step requires a taxpayer with § 1250
property to pay a special 25% tax -- rather than
the typical top rate on capital gains of 20% -- on
so-called "unrecaptured § 1250 gain”

« This step is required after the taxpayer
determines that none of the prior depreciation is
subject to ordinary income recapture due to the
use of straight-line method

7
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Unrecaptured § 1250 Gain

« Unrecaptured § 1250 gain is the amount of the
depreciation taken on the property -- limited to
the actual gain on the sale -- that is not
recaptured as ordinary income under §1250

75
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Unrecaptured § 1250 Gain

« Gain due to straight-line depreciation when the
property is sold

- Generally gain on the sale of an asset is taxed
as a capital gain and gain due to § 1245
recapture is taxed as ordinary income

« The unrecaptured § 1250 gain is a type of
depreciation-recapture income that is realized
on the sale of depreciable real estate

7%
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Unrecaptured § 1250 Gain

« Unrecaptured § 1250 income is taxed at a 25%
maximum capital-gains rate, or less in some
cases

« Unrecaptured § 1250 gains are only realized
when there is a net §1231 gain that is not
subject to recapture as ordinary income

« Let's convert that to English please

77
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Unrecaptured § 1250 Gain

« Unrecaptured § 1250 gains and losses are not
reported on Schedule D, but on worksheets
within the Schedule D instructions, and are
carried to the 1040

« A § 1250 gain is recaptured upon the sale of
depreciated real estate, just as with any other
asset

- The only difference is the rate at which it is
taxed

78
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Unrecaptured § 1250 Gain

« The gain is used to offset previously used
depreciation allowances

- While the gains attributed to depreciation are
taxed at the ordinary income tax rate, any
remaining gains are only subject to the long-
term capital gains rate maximum 20%

« Assets that do not qualify under § 1250 are
taxed at a different rate

79
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Unrecaptured § 1250 Gain

« Since the unrecaptured § 1250 gains are
considered a form of capital gains, they can be
offset by capital losses

« The capital losses must be reported through
Form 8949 and Schedule D, and the value of
the loss may vary depending on if it is
determined to be short-term or long-term in
nature

- In order for a capital loss to offset a capital gain,
they must both be determined to be short-term
or long-term

80
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Unrecaptured § 1250 Gain

A short-term loss cannot offset a long-term gain, and vice
versa

There will always be an "unrecaptured § 1250 gain”
calculated on a disposition of § 1250 property

The unrecaptured § 1250 gain will either be the depreciation
allowed or allowable OR if there happens to be an amount on
Form 4797, Page 2, Line 26g, then this amount must be
subtracted from the depreciation allowed or allowable,
resulting in the unrecaptured § 1250 gain

Like forms, worksheets can assist in determining the tax
treatment of a particular item

81

Center for Agricultural Law & Taxation
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4
Unrecaptured Section 1250 Gain Worksheet—Line 19 Keep for Your Records
If you arem't reporting a gain on Form 4797, line 7, skip lines 1 through 9 and go to Hne 10.
L. I you have a section Pasi for which you made an eatry in Part | of Form

* 4757 (but ot o Form 6255, eater the e 22 cr e 24 of Form 479] ox ot propecy 11 you

didat have any such property. go o line 4. If you wch property, see mstructions L
2. Ester the amount from Form 4797, line 26z, for the property for which you made an etry on line | 2
3. Subract line 2 s
4. Ecter the total g 26 o line 37 of Foris) 6252 o inallinet
sales of trade or .
5. Enter the total of any am: a Schedule X-1 an as
incecaprired section 1230 gain” s
6. Add lines 3 through 5 ..
7. Eater the smaller of line 6 or the gain from Form 4797, line 7 %
8. Enter the amount, f any, from Form 4797, live 3 .
9. Subtract line § from line 7. 1f ze70 ot les, cotex -0 5.
10. Enterthe ot of amy gain from the sale ot exchnge of a0 neret i 3 parnersbip sbutble o .
358 gaum (see mmstruction, .
e e e e o T P,
TOSBDIV: o Form 3935 Boes ot cutate ot eal cutte ivestneat s, o Soshual e (or ket vegiaied
investment company) of i CORRECHOD R
12. Eoter the total of any ed sec 50 gain fom installment sales) ot other
dispontions of sctcn 1250 ey L e e 1 o B ke ok e i ey 2 P 1o
Form 4797 for the : tooe sstructions) 12
13. Add lines 9 mnollihl 1
14. 1f you Bad ae 02 gaincrcolectbles ain o los), coser the ol of lnes 1
gt of e S3%% Hate Gaim Workbeet. Dibermses cofe

15. Ente e (los), if . from Schedule D, e 7. 1f Schedule D, ine 7, s zero 063 ,
16. Eaver 3 -swkmgv apital loss carryovers from Schedule D, line 14, 3nd )

Schiedule K-1 {Form 1041), box 11, code G+
17. Combine lines 14 through 16, e resut s lows), enter it 24 posite amove. I he e — .

18 l.m,pm.a;«umn 50 gain. Subtract line 17 from line 13, 1f zero o less, enter -0-. 1f more than zero,
enter the result here and on Schedule D, line 15 18

£ you are filing Fomm 2555 or 2535 EZ (relating o foreign carmed income). see the footmote i the Foreiga
armed lacome Tax Worksbeet in the Form 1040 instructions before completing this line

Center for Agricultural Law & Taxation
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81250 Property Unrecapture Example

« Since most real property is depreciated straight line

under MACRS, none of the depreciation taken was /

will be in excess of straight line and thus no ordinary

income recapture would result

IRC §1(h)(1)(E) requires taxpayers with §1250

property to take an additional step

- 8§l requires a taxpayer to pay a special 25% tax
rather than the typical preferential capital gain rates

+ 81 also limits this 25% special tax to the amount of
“net capital gain” = sum of LT & ST capital gain

Center for Agricultural Law & Taxation

81250 Property Unrecapture Example

- Practical Example

- Sales Price $350,000
« Cost $250,000
« S/L AID $ 50,000
« Gain $150,000

« IRC 81250 UnRecapture is limited to A/D of
$50,000 and remaining $100,000 receives
preferential capital gains rates

Center for Agricultural Law & Taxation
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81250 Ordinary Income Recapture

Example using Accelerated Depreciation

Sales Price $42,000 $42,000
Original Cost $50,000 $50,000
Accelerated AID $28,000 S/L $22,000
Gain $20,000 $14,000

Taxable Gain with be $20,000 ($42,000 - $22,000)
1250 Recapture will be $6,000 ($28,000 - $22,000)

1250 Unrecaptured 1250 gain $14,000

Center for Agricultural Law & Taxation

6/13/2017

Example

« There will always be an "unrecaptured § 1250 gain"
calculated on a disposition of § 1250 property

« The taxpayer purchased rental property in 2006

« The purchase price was $225,000 ( home $175,000,
and Land $50,000)

« In 2016 the taxpayer sells the rental house for
$300,000, with the home valued at $240,000

« The sale gives results in a $75,000 profit on the
original purchase, which is subject to capital gains
tax

86

Center for Agricultural Law & Taxation

Example — Cont'd

- However, over 10 years, the taxpayer claimed
roughly $63,636 in depreciation

« Since the property sold for more than the
depreciated value of $111,364, the entire
amount of depreciation you claimed -- $63,636 -
- is an unrecaptured 1250 gain

- And, at 25 percent tax, gives the taxpayer an
additional $15,909 in tax liability

87

Center for Agricultural Law & Taxation
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Example 2

Andrew sells a building used in his trade or business
He purchased the building for $1,000,000 and was
previously depreciated under the straight-line
method to the tune of $200,000

He sells the building for $1,300,000, resulting in a
$500,000 § 1231 gain

81250 (like § 1245) trumps § 1231, however, and
requires any prior accelerated depreciation in
excess of straight-line to be recaptured as ordinary
income

88

Center for Agricultural Law & Taxation
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Example 2 — Cont'd

« Because Andrew depreciated on a straight-line basis,
there is no excess depreciation and thus no ordinary
income recapture

To the extent of the prior straight-line depreciation,
requires Andrew to tax the gain on the sale of the
building at 25%, rather than the maximum rate of 20%
Thus, the $500,000 gain resulting from the sale of the
building is divided and tax differently

$200,000 of the gain is taxed at 25%, with the remaining
$300,000 taxed as § 1231 gain eligible for a 20% rate

89

Center for Agricultural Law & Taxation
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Polling Question
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Center for Agricultural Law & Taxation

Real Life Example with Forms

Example Problem

« Joe Sample purchased a rental property on
January 1st, 2001 in the amount of $120,000

« Per the county assessor report, land was valued
at $24,000

« See attached current depreciation schedule for
improvements made throughout the years

- Joe Sample sold this rental property on
September 131, 2016 in the amount of
$197,600

- Real estate Taxes were up to date and sales
expenses were $15,800

Center for Agricultural Law & Taxation

Example Problem

- Breakdown of Sales Price of $197,600

. Dwelling $123,006. {62.25%}
. Land $ 30,747. {15.56%}
« Carpet/Flooring $ 11,145. { 5.64%}
- Fences $ 15,768. { 7.98%}
- Roof $ 16,934. { 8.57%}

[Percentages were calculated using cost/total cost]

Center for Agricultural Law & Taxation

6/13/2017
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Example Problem

« Breakdown of Sales Expenses of $15,800.

- Dwelling $ 9,836. {62.25%}
. Land $ 2,458. {15.56%]}
« Carpet/Flooring $ 891. { 5.64%}
- Fences $ 1,261. { 7.98%}
. Roof $ 1,354. { 8.57%}

[Percentages were calculated using cost/total cost]

Center for Agricultural Law & Taxation

6/13/2017

Depreciation Schedule Summary

12316 2016 Federal Summary Depreciation Schedule
JOE SAMPLE

Page 1

Center for Agricultural Law & Taxation

Example Problem

SEE ATTACHED FORMS AND SCHEDULES

FOR RESULTS OF THIS PROBLEM THAT WE

WILL DISCUSS IN DETAIL

Center for Agricultural Law & Taxation
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Joe Sample Tax Return

income Tax Roturn 2016 ... ...

Filing Status
oo oy

Exemptions

ety Corm d ety sru

Center for Agricultural Law & Taxation

6/13/2017

Joe Sample Tax Return

Attach Forms)
e

elc. Attoch £
W Schesbe 8
reiuce < ine 88 Les|

PE—
205,000
T SreTTs

18,325
s1 | eel

de G or CEZ

Adjustod
Gross
Income.

EEEERZBUNARY

s

AR For Bisclomurs, Frivacy Act, and Papermork Raduciion Act Holics, see separat

Center for Agricultural Law & Taxation

Joe Sample Tax Return

Form 1040 2016) _JOE_SAMPLE
® A

mu."f{‘]

[ ¥ou were bom botore Janusey 2.
[ Spouse was. born before

L e i 2 ]
w0 from Scheck £.30
~peyyleat oy STE s
o, o 3 1580t oty 5 om0 4, oot o PR
s, S 4 o o -
6 42 14 More o b 41, arer -O- 313,428,
Tas 100 wabnctons) Crock oy fom: b [Jromci e e[
& [rom 072 74,884
Aermetive miimum tx (sos iniructions), Allsch Fors 291 o

o promen lax crodit tepaymen 1 Fonm 6962
P . - WA
uired as
s trom Form: » ] 20 —
s 48 through 54, T
Sublract e & . 74,684

w7
e o, i, A Form ST e
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Joe Sample Tax Return

64 Federal income Lax withiveld from Forms W-2 and 1099 [Z] 30,795.

5 215 estmate a paymerts and ot agled o 2015 rebrn &

‘662 Eared income credit (EIC). 662

b Neotauble conbat oy i ... * | 66b)

&7 Additional chi tax credit. Attach Schecule 8312 2]

68 American opportunity credit from Form 8863, line 8 (]

€9 Net premium tax credit, Attach Form 8962 )

n T

n o 7

] Altach Form 4136, ... [72

B wenede| Jbss 4[] T

74 Aad res 6, 65 653, and 67 thraugh T2, These are your total payments. > |7 30,795.
Refund 75 Ifine 45 more un e T it 7. Th 8 e ot o verpad I £

76 Amount o e 75 you wan efunded to you. f Form 8333 s atached, check here. > [ ][76a
A * bRouting number. ... rcType: | |Checking | | Savings
irect dpost?  w g Account number —
S80S, 97 et ot g 5 o ot ppledie sstimted tis [7 ]
Amount 78 Amoent you owe, Subac e T4 from e 63, For el on bom gy, 5 trchens gk 48,571,
You Owe naty (see instrctions) ™ |
Third Party i e 5 30 stcton.......... [ ] Yo Comploto betow, []me
Designee o P i

100
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Joe Sample Tax Return — Schedule D

SCHEDULE D
(Faem 10407 Capital Gains and Losses
= Atia<h 1o Foem 1040 or Form 10408

your iramactions for ines 1.2, 5 86, . and 10,

Short-Term Capital Gains and Losses — Assots Held One Year or Less

¥ aemis) R0 mith Box © chched

a om Farm — ) b a
5t on s
6 sn P

Vesrhanest o .
7 Mot clvort-term capital g or loss) Comln e 15 5 v ey Jo0-toe

ot o o thase S go 10 D | Batows (e et z

101
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Joe Sample Tax Return — Schedule D

et
(sates. prce) for other basis)

tor al Lansactons reported on
49 with Box O che

Tatals for
Formds) 8949 with Box E chacked

10 Totais for

Farmes) &
) I o troen Foens 2439 and 6252 and long-1em gain of (ss) frem
85,835

” senecings) K1, [12
1" 1
10 Enter o amount, € ny, o e 13 of your CophalLoss Camyover |
15 Mot long-term copital gain or Boss). Combing s 82 Wrough 14 ). Than 6o 1o Past

the boc. 15 85,835
TAA For on Act Rotice, se¢ your tax return (structions, T040) 2016

102
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Joe Sample Tax Return — Schedule D

3

1040)

JOE SAMPLE £55-84-5555 Page 2

Summary

PartIll

armount from line 16 00 Form 1048,

Bves.Goto

(o 55 s 18 e

8 Eater

—

. W v 7 e 28% Rote Gl Workshest

"o

- BT )

curd, 8 sy, o b 18 of the Uneecaplured Section 1250 Gain Warksheet i the
ey el 58,260,

in Tax Workshoot i the
83004, b 473, Doa ¢

et 1ha Schedule B Tax Worksheat in the

+. Bont complote

0 16 6 3 foss, onter hor

m 1040, 5o 13, o1 Form 104

T lmlmeniemies 1

103

Center for Agricultural Law & Taxation
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Joe Sample Tax Return

SCHEDULE E Supplemental Income and Loss.

ona ity (From rental rea estate, royaltes, partners ipe, § corparalions, extates, trusts, REMIC,
CrEAETREELEg e e s | 2016

Oopwtot o o T + Intormati ‘and s nstructions & w

SAMPLE

JO
[Farll ] Income or Loss From Rental Real Estate and Royalih
€ C 1o o). o e o i, o s e

A D you make any payn Yoatotie

B 1 "Yos. did you o wil you file required es

7 a] Prysicad acioss of each property (e, iy, siate, 2P code)
A |34512 Dark Avenue, Down

Type of Property
S Famdy Residance 3 Vacation
amily Fusidence 4 Cornm

104
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Joe Sample Tax Return

T 0a8. ]

LA

X 28 1,461
TAR For Paperwork Redustion Act Hotice, ses e separats Instructions. T et € O o 1046 2016
10!

Center for Agricultural Law & Taxation
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Joe Sample Tax Return — Form 4797

Sales of Business Property o eom
i e e 0 Oy 2016

Mtach 9 your ta return, it 27

e T

Subsinias islomend that you ara inchcing or ki 5. 10 8 20 5

[PRAT—TSalos or Exchanges of Property Used In s Trade o
et — MostPro

han Casualty or porty Held Mo

197, 600
From Other

: @)

EDPA Land 1701701] 9/13/1§)

n 6352, o 26 ¢
Form 882

n o Qoss) from

Combing tnes 2 eeuan 6. &

(o Uhe gain o (1G58) hers a1 60 e sgsropriats i &8 faliows:

or Form 1065,

8t
Tonetarm catal o

106
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Joe Sample Tax Return — Form 4797

Qo) totiowing the
ires B. 3. V1. dnas

and all othar
2% S

“ontar tha-aar
5 8

[Par[Grdlnary Galns and Losses {zee Tnstruclions) -
70 Orrary ooos o6 tosce =3

nciuse progerty hotd | yea o vy

ey ot i 0 b 11
i { i 1
: : p— T -
i 7 o S o B, ¥ socesin i3
- o i 31. N T TR
16 —
LA N

= approgpe
e 35, colurmn )(). enter at o
Cenotis A Form

A Form 1040), tme

o e o teve. Enker
e part of P 1o

+ e a0t Fotm 1040,

B Rodatermina U gain of (055) 0n line 17 exciuding the o

AR Tor Papermork educiion Act Hotice, see separ

10,377
Form 4787 @016]
x
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Joe Sample Tax Return — Form 4797

Form 4797 @2016)_JOE_SAMPLE 555-44-5555 P2

[Partii_] Gain From Dispasition of Property Sections 1245, 1250, 1752, 125, and 1755

129, 1252 1254, or 1255 property
N 1701701 9/13/16
6/18/14 9/13/16
3/18/11 9/13/16
8/01/09 3713716

These columns relate to the propertios on lines.

Property

192 theough 190 Property A Property &
tor Soe

16,934,

n 14,519

J 407

P 11,172

2 5,762
2 -

¥ section 1248 property:
' Depiecaton icwes o showais rom 68 22
b Entor tho smallor of |
T 1 swciion 129 property: |

Pad, orter 0

n e 1975 5w st | 26m .
0 mllor

e 268

e 201 resideetal el

rore thom e %

108

9 Add linos 266, 26, and 260 [N

Center for Agricultural Law & Taxation
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Joe Sample Tax Return — Form 4797

ETWTEN
10,377
81,546,
S0% or Less.
o) Section ©) Soction
() Section 179 Bhoreacn
— Tom AT GO

109
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Joe Sample Tax Return — Form 8959

Additional Medicare Tax scbait ol

W any line does 1ot apply to you, leave it biank. Ses seprate instnictons. 2016
= N to Farm 1640, 1640N1, 1040- o0 108-55
= w5 and e

ok e
[Parti ] Add
[

i5nal Modicars Tax on M
- wa,

icare Wages -
- o 208,000
2y
3w
a
5
200,000
. 3 5,000,
7 Medicora Tax on Medicara wage: % (9.00%). Enter haro and go
’ a5
=
]
03
i
”
» e s 12 by B9% (9.000). Ekr b o
"

110
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Joe Sample Tax Return — Form 8959

el (RATA) componsation —
1
v
"
3.018
705, 000.
973,
2 15
=
24 45
Foim 8959 GO16)

m

Center for Agricultural Law & Taxation

37



Joe Sample Tax Return — Form 8960

8960 Net Investment Income Tax - - 4
Fous Individuals, Estates, and Trusts 2016
: )  Attach to your tax retun.
» Information i s separats natnuetions s ot . 7
1 Vo e ety e e

555-44-5555

T tnvestment income

T 3,677,

ry 1,461,

96,212

EEEM

1Te, 753,

Center for Agricultural Law & Taxation
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Joe Sample Tax Return — Form 8960

12 116,753

e T1%, 753,

I3 4,437

s Wiy ke 20 by 3% 0

AR For Papermor Reduction Acl HoUce. see your 1ax returm Instnschons. Torm 890 G016

13

Center for Agricultural Law & Taxation

Center for Agricultural Law & Taxation

Joe Sample Tax Return - Worksheets
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2016 Federal Worksheets Page 1
JOE SAMPLE

Unrecaptured Section 1250 Gain (Schedule D, Line 19)

6/13/2017

1
2.
o.
o.
s 58, 260°
$
58,260
2
50,260
o.
1
o
12
13 11Re8" 58,2607
i1 n 150,1202 gain or collectibles gain
73" 0 203 Rave Galn
" o.
0.
r6.
0.
17
o
18
56,260
5
Center for Agricultural Law & Taxation
2016 2016 Schodule D Tax Worksheet
or sampLE

.

313,428,

6,180,
116

4.2

e sams, sk lines 31 theauoh 41 and 50 1o lins 42, Gihera

Center for Agricultural Law & Taxation

2016 2016 Schedule D Tax Worksheet - Continued
JOE SAMPLE

31, Sublract line 30 from line 21 .

2. Multiply fine 3 by 20% (20) ST -3 0.
1 Schedule D, line 19, is zero or blank, skip lines 33 through 38 and go to line 39, Otherwise, 9o 1o line 33.

33, Enter the smaller of ine 9 bove of Schedule D, line 19 3, 58,260,

34, Addlines 10 and 19 4. 313,428

35, Enter the amoun! from line 1 above. 3 313,428,

36, Sublract lino 35 from ine 34. If zoro or loss, enter 0- 3.

37, Sublract line 36 from line 33. If zero or loss, enter -0- . 3. 58,260,

38. Multiply line 37 by 25% (.25) 38 14,565.
1 Schedule D, line 18, is zero or blank, skip lines 33 through 41 and g to line 42. Otherwise, go o line 39.

39, Add lines 19, 20, 28, 31 and 37 .

40, Subiract line 39 from fine | 2.

4. Multiply line 40 by 28% (.28)

42 Figur ho x gn I rmount on lng 19, o rmount on e 195 less than $100.00, e 1o Tax Tabe to
figure the tax. H the amount on line 19 i $100,000 of mare, s the Tax Computation Worksheot

43, Acd lines 29, 32, 38,41, and 42

44, Figure the tax on the amount on line 1. If the amount on line 1 is less (Mn $100,000, use the Tax Table lo

figure the tax. i the amount on line | s $100,000 or more, use the Tax Computation Worksheel,

a5 Tu al , Enter the smalle of e 43 o i 44, Alsoincde i
amount on Form 1060, o 44 (ot Form 108NR e 42) cw-lm wnrarcmzssw 5-£1, do ot enter s amoint on Form 1040, b
4. Irslead, enler il on the Foregn Earned income: i inslyuchons)

appicable, eat instend W smaller amountyou ente e o . ot lne et 1 de of Form 4957

I you'te kg Frm 2355 or 255 £2, see the focnote: in the Fresgn Eared o e st

ns for Form 1040, line 44, b

u7

Center for Agricultural Law & Taxation

39



2016 Federal Worksheets Page 2|

JOE SAMPLE

Wage Schedule

6/13/2017

. Fox Medi-  State Local
Taxpayexr Employex Hages FICA care WK MLH
STATE OF SOUTH DAKOTA 205,000 0. _7.347. _3.018
Grand Total __205,000, ___30,750. _7,347, _3,018 ] [
Deduction for Exemptions Worksheet (Form 1040, Line 42)
1040, line 6d 4,050
line’ 38 21,753
259,400
3s
0 (961,250 1f
ine 42. Do
workshaot .
(51,250 1f MFS) 25
0.50
2,025,
_2,025,
30, 750
Total 30,798
18

Center for Agricultural Law & Taxation

Other Issues

« §n 1245 recapture for installment sales (Form 6252)
in the year of sale

« Sale of Partnership Interest
« HOT ASSETS
« Information on 1065 & 1120S K-1's
. Sale of §179 Assets
« Listed Separately

Center for Agricultural Law & Taxation

Center for Agricultural Law & Taxation

§ 1231 Assets Let's Review

40



§ 1231 Assets

« The sale may result in the type of gain that may
either be divided between capital gain and
ordinary income (under § 1245) or

- Divided between capital gain and "unrecaptured
§ 1250 gain”

- With any capital gain in both cases one must
address the netting process under §1231 to all
other gains and losses from § 1231 property
before the true character of the capital gain may
be identified

121

Center for Agricultural Law & Taxation

6/13/2017

Remember the Umbrella

« There are three types of property
« The § 1231 asset and is that asset
+ A §1245 asset or
+ A § 1250 asset

122

Center for Agricultural Law & Taxation

FLOW CHART [SECTION 1231, 1245, 1250 ASSETS)

| Alldepreciation
LOOK BACK taken “ordinary
Syears

(Ondinary)

145 ASSETS

—

Remaining Gain
% 1231 Gain

REMAINING
GAIN

Steaight Line Depreciatian
1250 ASSETS % “Unrecaptured 1250 gain

Al depreciable
real estate

Remaining Gain =1231
Gain

123

Center for Agricultural Law & Taxation
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Center for Agricultural Law & Taxation

Other Types of Property

6/13/2017

§ 1252 Property

- 81252 property, which is farmland held less than 10
years, on which soil, water, or land-clearing
expenses were deducted

125

Center for Agricultural Law & Taxation

§ 1254 Property

« 81254 property, including intangible drilling and
development costs, exploration costs, and costs
for developing mining operations

126

Center for Agricultural Law & Taxation

42



§ 1255 Property

- § 1255 property, which is cost-sharing payment
property described in §126 of the Internal

Revenue Code

127

Center for Agricultural Law & Taxation

6/13/2017

Depreciable tangible trade or business property:
oct n

dencribed in section 126

Where To Make First Entry for Certain Items

Reported on This Form

o)
Type of property

a
b

a

b .

F ess than 10 years upen which
- nd clearing expenses were

o

a

b

Al

Cattle and horses used in a trade or business
for draft, breeding. dairy. or sporting purposes:

and horses sold at a gain
Livestock ather than eattle and horses used in
a trade or business for draft, breeding, dairy, or
sporting purpones:

K sold at & gain

L) (@)
Held 1year | Held more
orless | than 1year

Part 1l (1250)
Part 1l Part1

e | Part il (1255)
Held less Held 24

than 24 months
menths | or more

art 111 (1245)
'

'
Held 12
months

months or more

1 (1245)
'
Part 1

128

Center for Agricultural Law & Taxation

The Scoop — Upcoming Dates

June 21

July 5

July 19

August 2

August16

August 30

September 13

October 4

October 18

Held at 8:00 am and 12:00 pm C

entral time

129

Center for Agricultural Law & Taxation
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Up Coming Webinars
http://www.calt.iastate.edu/calendar-node-field-seminar-
date/month

Part 2 - Form 3115 {Correcting Depreciation §481(a) Adjustment} June
15

My Client Dies, What's Next?, June 20

Webinar: The Fundamentals of Trusts - June 22

Payment of Wages with Commodities and Gifting Grain - June 27
Handling Tax Returns for Religious Groups — Amish and Mennonite
June 29

Net Operating Loss Basics July 6 and 7t

Form 1099 Preparation July 13

Reconstructing Records for Tax Compliance August 17

Uber/Lyft Drivers and Tax Issues August 22

130

Center for Agricultural Law & Taxation

6/13/2017

lowa Taxpayer Advocate

« Online Free Webinar: 4th Annual Taxpayer
Advocate Town Hall Meeting - June 28, 2017

131

Center for Agricultural Law & Taxation

Upcoming Seminars — Mark Your
Calendar — Final Dates

S Corporation — July 20-21, 2017, Live and Webinar
September 21, 2017 Ag Law Seminar, Live and Webinar

September 22, 2017 Farm and Estate Tax Review, Live
and Webinar

Retirement and Social Security Issues(Webinar) = October
10-11, 2017

132

Center for Agricultural Law & Taxation
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The Schedule is Finalized for the 44th
Annual Federal Income Tax Schools

November 2-3, 2017 — Maquoketa, lowa — Centerstone Inn and Suites
November 6-7, 2017 — Le Mars, lowa — Le Mars Convention Center
November 8-9, 2017 — Atlantic, lowa — Cass County Community Center
November 9-10, 2017 — Mason City, lowa — North lowa Area
Community College

November 16-17, 2017 — Ottumwa, lowa — Indian Hills Community
College

November 20-21, 2017 — Waterloo, lowa — Hawkeye Community
College

December 11-12, 2017 — Ames, lowa and Live Webinar — Quality Inn
and Suites

Center for Agricultural Law & Taxation

6/13/2017

The CALT Staff

William Edwards
Interim Director for the Beginning Farmer Center
Interim Director for the Center for Agricultural

Law and Taxation Kristine A. Tidgren

wedwards @iastate.edu Assistant Director
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leady .

518 Farm House Ln Phone: (515) 294-6365

Ames. lowa 50011 Fax: (515) 294-0700
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Kristy S. Maitre Tiffany L. Kayser

Tax SFeciaIist Program Administrator
E-mail: - ;
ksmaitre@iastate.edu E-mail: tikayser@iastate.edu
Phone: (515) 296-3810 Phone: (515) 294-5217

Fax: (515) 294-0700 Fax: (515) 294-0700
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